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MONDAY, OCTOBER 21, 1963

U.S. SENATE,
COMMITrEE ON FINANCE,

Washington, D.C.
The committee met, pursuant to recess, at 10:10 a.m., in room 2221,

New Senate Office Building, Senator Harry F. Byrd (chairman)
presiding.

Present: Senators Byrd, Smathers, Douglas, Gore, Talmadge, Mc-
Carthy, Ribicoff, Williams, Carlson, Bennett, Curtis, Morton, and
Dirksen.

Also present: Hon. Herbert S. Walters, U.S. Senator from Ten-
nessee.

Elizabeth B. Springer, chief clerk.
The CHAIRMAN. The committee will come to order.
The first witness is Mr. William Keel of the Democratic National

Committee.
Mr. Keel, will you come forward and proceed with your state-

ment?
You may proceed, sir.

STATEMENT OF WILLIAM KEEL, RESEARCH DIVISION, DEMOCRATIC
NATIONAL COMMITTEE; ACCOMPANIED BY HAROLD LEVENTHAL,
COUNSEL, DEMOCRATIC NATIONAL COMMITTEE

Mr. KEEL. I have here with me today Mr. Harold Leventhal, who is
counsel of the Democratic National Committee.

I would like to read a statement if I may.
The CHAnIAN. You go ahead, sir, and make any statement you care

to make.
Mr. KEEL. My name is William Keel. I consider myself a per-

manent resident of Nashville, and am a registered voter in Tennessee.
Senator SxATHiRs. Will you talk a little louder, Mr. Keel? I can-

not hear.
Mr. KEEL. I think there is something the matter with this micro-

phone.
Senator BENNETT. You are not talking into it.
Mr. KEEL. My name is William Keel. I consider myself a per-

manent resident of Nashville, and am a registered voter in Tennessee,
although at present I am living in an apartment house at 1507 Park-
wood Terrace, Falls Church, Va. Since May 1963, I have been head
of the Research Division of the Democratic National Committee.

Mr. Chairman, you asked me to appear today with my records to
enable me to answer questions relative to the sending and the subject
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matter of a telegram I sent October 11 to Sam R. Taylor III Johnson
City, Tenn., transmitting a suggested press release for Mr. Taylor to
dispatch to news media.

Iam, of course, willing and desirous of answering your questions.
However, I would appreciate the privilege of making an introductory
explanation to the committee, and particularly to my Senator, Senator
Gore, because there has apparently been misunderstanding of the
significance and purpose of my wire.

The idea of sending the wire came to me as an outgrowth of work
I have been doing in developing information on the importance of the
tax program which was sent by Chairman Bailey to Governors and key
Democrats throughout the Nation.

But it was solely my own idea to reinforce this general informa-
tion program with the specific release that I sent toMr. Taylor con-
cerning the importance of the tax bill for Tennessee. I wish to make
it perfectly clear that I prepared and sent the wire to Mr. Taylor
without consultation with anyone else, either in the Democratic Na-
tional Committee or elsewhere.

This wire grew out of my strong personal conviction that the
administration's tax reduction program was important for the Nation
and for the State of Tennessee. The bill passed the House with the
support of the entire Democratic delegation from Tennessee. Senator
'Walters has also indicated he is in favor of a tax reduction program.

The wire has been referred to in some newspaper stories as a
"purge" wire. Such a possible interpretation never even crossed my
mind.

I have always supported the candidacy of Senator Gore. As a
reporter for the Nashville Tennessean I have assisted Senator Gore
in some of his crusades. The one I recall particularly was his investi-
gation of excessive mortgage mone rates.

Neither I nor anyone else woulywant to impinge in any way on the
right, and even duty, of Senator Gore to cast his vote on any measure
according to the free exercise of his conscience.

However, I am confident that Senator Gore, like any other Senator
or Congressman, is interested in the views of local party and com-
munity leaders on salient issues.

The wire I sent Mr. Taylor was based on the assumption that I had,
after talking to him on the telephone, that he was in favor of the
administration's tax reduction program and wished to have the benefit
of the data I had available on the subject.

There may be some question of judgment as to the way in which
this release was drawn up, and specifically the fact that Senator Gore
was mentioned by name.

Although general material on tax reduction has been sent to all
States, there has been no other instance in which a Senator was singled
out by name. This particular instance was a happenstance arising out
of the fact that I have my roots in Tennessee, and became particularly
upset by the fact that Senator Gore's has been a militant voice against
the tax cut bill.

Perhaps I acted out of an excess of zeal. It was my hope that
Senator Gore would come to support the administration's tax cut
program. But there was no doubt in my mind that he would do so
only if he became convinced by public opinion that it was consistent
with the best interests of his State and the ation.
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Thank you again for the privilege of making this explanation. I
regret any confusion or misunderstanding I may have caused.

The CHAIRMAN. Thank you, Mr. Keel.
The Chair recognizes the Senator from Tennessee, Senator Gore,

on a matter of personal privilege.
Senator GORE. Mr. Keel, first I want to thank you for your support

of my candidacy in Tennessee. I am grateful for your friendship and
support.

The matter under consideration now is not the action of an individ-
ual citizen but an action which you took as an official of the Demo-
cratic National Committee.

Are you one of the top officials of the Democratic National Com-
mittee, or rather, do you hold one of the top positions at the Demo-
cratic National Committee?

Mr. KEEL. That is a difficult question to answer. I would say an
intermediate position.

Senator GORE. What is the salary in the position you hold?
Mr. KEEL. $15,000.
Senator GORE. Do you know how many division heads there are in

the Democratic National Committee organization?
Mr. KEEL. It is difficult to explain the structure of the national

committee because it varies. I cannot answer that question.
Senator GoRE. At any rate, you do hold the position of head of the

research division?
Mr. KEEL. That is true.
Senator GORE. And the telegram to which reference has been made

was dispatched to Tennessee in that official capacity?
Mr. KEEL. I sent the telegram to Tennessee.
Senator GORE. Mr. Keel, on the motion by Senator Douglas to pro-

vide a hurried and unusual consideration of this bill, many Democratic
Senators voted as I did. The chairman did not vote.

Senator LONG. No such telegrams were dispatched to Louisiana,
as I understand it.

'Mr. KEEL. There was no news release of this sort to Louisiana.
Senator GORE. The junior Senator from Florida, Senator Smathers,

who is assistant Democratic leader, voted as I did. Were any such
telegrams sent to Florida?

Mr. KEEL. There were not.
Senator Goya. Senator Talmadge of the neighboring State of

Georgia, a State which has always gone Democratic throughout its
history-as I understand it no such telegram was sent to this State.

Mr. KEEL. That is correct.
Senator GORE. Senator McCarthy-would you give the same answer

there?
Mr. KEEL. I will say there were no telegrams sent to these States

that named the Senators.
Senator Goie. Senator Ribicoff of Connecticut voted as I did, and

since he comes from the same State as Chairman Bailey, one would
think that if a campaign of political coercion was to be undertaken
generally that the Chairman would not overlook the Senator from his
own State.

Senator Rn3IconF. Will the gentleman yield I
Senator GORE. I yield.
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Senator RmicorF. I would say that Chairman Bailey is too smart
to have ever sent such a stupid telegram.

Senator GORE. Mr. Keel, you say in your statement that the action
which you took was not the subject of discussion or conference between
you and anyone else.

Mr. KEEL. That is correct.
Senator GORE. Either in or out of Government?
Mr. IKEFL. That is correct.
Senator GORE. Either connected with or not connected with the

Democratic National Committee?
Mr. KEEL. That is correct.
Senator GORE. So you take sole responsibility for it and say it was

your act and yours alone?
Mr. KEEL. That is correct.
Senator GORE. Maybe that is the reason it was aimed at me alone.

Now, as a citizen of Tennessee, Mr. Keel, please understand that I
do not question in any way your right to criticize, to question, to urge
a change of position, or to take such action as you wish to bring about
the kind of representation in the Senate or in the House on a par-
ticular question, or in general, you think best. The complication
arises here because you did not act just as a citizen of Tennessee, but
as Chairman of the Research Division of the Democratic National
Committee, and as you have testified here, such action was not taken
with respect to any other members of this committee on the Demo-
cratic side.

I will leave our Republican friends out of it. They are fair game.
But I call to your attention that the motion of Senator Douglas was
defeated six to four by the votes of Demorcatic Senators. Even if
the Republican members had not voted on the motion, it would have
lost six to four.

Did you personally pay for the telegram or was it charged to the
Democratic National Committee?

Mr. KEEL. It was charged to the Democratic National Committee.
Senator GoRE. Now I wish to ask you some questions about the

content of the telegram. This telegram conveyed a proposed press
release about which you had previously talked to Mr. Taylor by long
distance telephone. Was this long distance charge paid by you or
the Demorcatic National Committee?

Mr. KEEL. By the Democratic National Committee.
Senator GORE. And in this press release which you urged Mr. Taylor

to disseminate to all newspapers, radio and television stations, a di-
rect quotation was suggested charging that I was misrepresnting the
interests and the sentiments of the people of Tennessee.

I am sure you realize that all of us like to think and hope that we
are representing the interests and the wishes of our constituents. It
is a serious charge to say that one is misrepresenting them. It is dif-
ficult to arrive at a consensus of 4 million people on a difficult thing
like the tax bill.

Have you ever seen this tax bill? Have you ever studied it or read
it?

Mr. Km.L. I have studied fact sheets based on the tax bill. I do not
recall that I have seen the actual bill.
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Senator GORE. You have not actually seen the bill. As you can
see, it is about the size of a Nashville, Tenn., telephone directory.

Mr. KEEL. Right.
Senator GORE. And this is not as easy to understand as the Nashville

telephone directory. It has 310 pages, and this is a technical, legal
draft, a revision of the tax program.

Mr. KEEL. Yes, sir.
Senator GORE. Containing 234 changes in the tax law.
Mr. KEEL. Yes, sir.
Senator GORE. Each of which affects some citizens, many of which

affect many citizens. Some provisions affect many citizens adversely
as well as affecting many citizens favorably.

Now, the question under consideration, when the motion of Senator
Douglas was placed, was whether this committee would be briefed by
its technical staff, and then follow the orderly procedure which has
been traditionally followed by this committee of giving careful con-
sideration to a bill of such great importance.

I only relate these things to you to illustrate why I thought, and
why the majority of the Democrats on this committee thought, it
necessary to follow the course of careful consideration.

Now, in this telegram, in this suggested press release which you
wired to Mr. Taylor and others, you used certain statistics which I
did not find to conform to the facts.

You said, for instance, that in 50 Tennessee counties, which is more
than half, the unemployment rate was from 10 to 20 percent.

I, as you perhaps know, contacted the commissioner of employment
security in Tennessee and found that this was highly inaccurate
information.

Where did you get your statistics?
Mr. KEEL. I made a call to Dr. Eberling, the statistical expert with

the Tennessee Employment Security Office of Nashville, and this
information was then conveyed to the Research Department.

The CHAIRMAN. Mr. Keel, will you speak a little louder, please?
Mr. KEEL. This was information which, as we understand it, he

conveyed to our office.
Senator GORE. There must have been some misunderstanding be-

cause your telegram also cited the fact that there were 57,000 people
in Tennessee unemployed.

Well, Tennessee is now a State of almost 4 million people. I do not
think you could find 50 counties in which there were as many as 10
to 20 percent presently unemployed, and come up with a figure of
57,000 unemployed. Incidentally, unemployment is the lowest that it
has been in Tennessee for several years.

Mr. KEEL. May I respond to that?
Senator GORE. I beg your pardon ?
Mr. K L. May I respond to that?
Senator GORE. Oh, yes, indeed.
Mr. KEEL. First, may I say that the reason that I placed a call to

Dr. Eberling was that I received in my office a publication "Labor
Market Trend, September 1963, U.S. Department of Labor" which
lists 35 Tennessee counties as being in a substantial unemployment
group, which means they have more than 6-percent unemployment, and
on the basis of this, I made an effort then to find out just exactly what
the facts were.
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Dr. Eberling, as I understand it, did not have the total unemploy-
ment figure, so I used the latest, most reasonable figure I could get
from the Bureau of Labor Statistics here in Washington.

Senator GoRE. For your information, in case you are not aware of
it, the term which you used, "substantial unemployment," which un-
der the act would qualify a county for accelerated public works proj-
ects, is 6 percent, and if only 35 counties qualified for that, you see
there is an inconsistency.

But I shall not persist, Mr. Keel. The facts as to what the unem-
ployment situation is in Tennessee can be ascertained from the Proper
officials, both Federal and National. This is not a matter of great
national import.

I thought it unusual that one member of this committee, and one
member alone, would be singled out for this attack, and particularly
coming in the form of suggested press releases to leading members of
my own party in my State. For that reason you can understand I
resented it and asked the chairman of the committee, with the approval
of the committee, to invite you to testify.

Do you have any further statements you wish to make?
Mr. KEEL. No, sir; I do not.
Senator GoRE. Mr. Chairman, I have no further questions. Mr.

Keel has answered. In my judgment he has answered forthrightly.
I have no reason to question his veracity. He says he has made a mis-
take. I, too, have made mistakes.

I have no further questions.
The CHArRMAN. Mr. Keel, you referred in your statement to the

letters or telegrams sent by Chairman Bailey to Governors and key
Democrats throughout the Nation.

Mr. KEEL. Yes, sir.
The CHArRMAN. Do you have a list of those persons who received

such a telegram and a copy of it ?
Mr. KEEL. Yes, sir.
The CHAMMAN. Was it sent at the expense of the Democratic Na-

tional Committee?
Mr. KEEL. Yes, sir.
The CHAMMAN. Will you read it, please, sir.
Senator SMATHERS. Is this the list of the Governors?
The CHAIRMAN. The Governors and key Democrats, he said in his

statement, throughout the Nation.
I assume you sent the same
Senator SATirms. Mr. Chairman, may I ask a question at this

point?
As I understand it, the chamber of commerce has sent out tele-

grams to various representatives of areas throughout the State and
the Nation. I have no doubt but that the Business Advisory Council
has also sent out telegrams and information with respect to their views
on the tax bill throughout the various States of the Union.

Is it the chairman's intention to put into the record everybody who
has sent out correspondence to individuals on this bill ? Maybe the Re-
publican National Committee has sent out some telegrams. I am
curious to know as to whether or not we are going to put into the record
just key Democrats in these various States who have received such
material.
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I am sure the chairman would agree that it is within the right of
the Democratic Committee to contact key Democrats in various States
just as it is for Republicans, just as it is for the chamber of commerce.
Iwas just curious as to what you are aiming at, Mr. Chairman.

The CHAIRMAN. I assume that the telegrams are more or less uni-
form, and I think it has an entirely different situation whereby the
U.S. Chamber of Commerce pays for telegrams, as compared to the
Democratic National Committee, whose purpose is to support members
of the Democratic Party.

Unless the committee chooses to rule to the contrary, the chair thinks
the communication should be made a part of this record.

Have you got a copy of it that you could read?
Mr. KEEL. The telegram?
The CHArRMAN. Have you got a copy of the telegram that you sent

or Chairman Bailey sent?
Mr. XKu. I have sir.
The CHAUUN. I7ou have?
Mr. KEEL. Yes, sir.
The CHAIRMAN. Will you please read it unless there is objection?
Mr. KEEL. Yes, sir. May I correct the record here?
There was an initial telegram sent to these Governors by the chair-

man saying the information would be sent, and this was not a telegram.
This was an airmail suggested news release, to save money.

Shall I proceed?
The CHAIRMAN. Will you please read it?
Mr. KEEL (reading) :
DEAu FELLOW DEMOCRAT: This is a suggested news release to detail effect of

Republican votes in your State. Please copy and distribute to press, radio, and
TV in your name. Clippings appreciated.

This is the release to be copied and distributed:
"Republican Congressmen in this State who voted against the tax reduction

legislation proposed by President Kennedy took the position that residents of
the State do not need the increase in personal income-roughly estimated at
$ ------- annually-the bill would trigger.

"The estimate of increase in personal income Is based on calculations prepared
by the Research Department of the Democratic National Committee keyed to
population growth, income statistics and other economic factors.

"The Treasury Department has estimated that the reduction would mean an
increase of $ ------- million in State and local taxes in this State. This
should bring substantial relief from the critical financing problems we are facing
in our State. Yet the Repulbicans vote "No" regardless of this advantage.

"The legislation authorizing a $11 billion tax reduction was passed by the
House Wednesday, September 25, by a vote of 271 to 155. A total of 72 percent
of the Republican members voted against the measure and against the following
things a tax reduction would bring about in our State.

"More jobs at a time when automation is going ahead with leaps and bounds
and workers in ever-increasing numbers are entering the labor market.

"Protection against another tragic recession. Republican administrations have
been noted for their recessions and depressions. Recession means high unem-
ployment and high budget deficits.

"New markets for the business of this State. The added purchasing power
will funnel new fuel into our economy to fire the engines of business and indus-
trial expansion. More purchasing power will create more demand. That win
create more markets which will trigger business expansion. An that means
more jobs.

"Higher family incomes and a balanced Federal budget. Every taxpayer will
have more money with which to buy the things he needs. Individuals and busi-
nesses will be cut from the shackles of World War II taxation that is a drag on
our economy."
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Senator GoRE. Mr. Chairman, may I interrupt to say that I see now
that the real cause of my problem was that I was put in the den of
iniquity with the Republicans.

The CHAIRMAN. Proceed.
Mr. KEEL (reading) :
"The Republicans, by voting against these things, are saying this: "We don't

want the private sector of our economy to be stimulated to solve our unenploy-
ment, to guard against recession, to expand business. We want to drag along
and get the Nation into a position that will mean another recession, lower
Federal revenues, and bigger deficits."

"They dodge deliberately President Kennedy's statement-made many times-
that the real way to balance the budget is to broaden the economy and increase
Federal revenues.

"And I say that the Republican Congressmen of this State who voted against
this tax reduction were guilty of playing partisan politics with the Nation's
economy, with your paycheck.

"Fortunately, they failed after Wilbur Mills, chairman of the House Ways
and Means Committee, pointed out that an amendment sponsored by the Repub-
licans could result in a tax increase because it authorized tax reforms without a
tax reduction."

Sincererly,
JOUTN M. BAILEY,

Chairman, Democratic National Committee.

The CHAIRmAN. I assume that that was sent to Senator Walters, as
a member at that time of the Democratic National Committee; is that
correct?

Mr. KEF. I am sorry.
The CHARMAN. I said I assume that was sent to Senator Walters,

who is now in this room, as a member of the Democratic National
Committee.

Mr. Kix. No, it was not.
The CHAMAN. It was not sent to members of the Democratic Na-

tional Committee?
Mr. KEEI. May I explainI
The CHANM. You did not send it then to the members of the

Democratic National Committee?
Mr. KEEL. That is right.
The CHAUmmAN. But you did send them to the Governors and other

key persons?
Mr. KEEL. I sent them to the Governors in the States where we have

Democratic Governors.
The CHARMAN. Do you think it would have been a good idea to send

them to a few Republican Governors too?
Mr. KEz. Ana in the few States where we do not have Democratic

Governors, I sent them to our State chairmen.
The CHAIMAN. How many copies of that were sent out?
You said key Democrats. What do you mean by key Democrats?
Mr. KEEL. I mean generally-there may have been one or two ex-

ceptions--the State chairmen, where we do not have a Democratic
Governor.

The CHAIRMAN. This communication, then, was sent to Governors
and State chairmen i is that correct?

Mr. KFz!. Yes, sir.
This is a program to put the President's program in terms of people,

and we are trying to do that at the grassroots level.
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The CHArMAN. Was there any suggestion that copies of it had been
sent by the State chairmen to the key Democrats of these particular
States, as was done in Tennessee?

Mr. KEEL. No, sir. The only suggestion I made was in the preface
here. As I said there was a telegram that preceded this release.

The CHAIrAN. The only suggestion was what? I did not catch
that.

Mr. KEEL. The general suggestion was to put out a news release,
Mr. Chairman.

The CHAIRMAN. Was to do what with it?
Mr. KEEL. Put out a news release.
The CHAIRMAN. In other words, were you trying to convert the

Democratic Governors and the State chairman or were you furnishing
them propaganda to convert others?

Mr. KEEL. I was furnishing them material for their press confer-
ences and for news releases.

The CHAIRMAN. In other words, it was assumed that if it came offi-
cially to chairmen of the Democratic State committees, I have been one
myself, it would be passed on, because you could count on the support
of the State chairmen of the Democratic committee?

You must have had an objective in having the statements contained
in the letter passed on to the rank and file of the Democrats.

Mr. KEEL. Mr. Chairman, this was for public consumption. This
was material for a news release to be given to television, radio and
the press, to inform the public of the significance of the administra-
tion s tax reduction plan.

The CHAIRMAN. That is what I am trying to get at. You intended
it to be made public in some way.

Mr. KEEL. Yes, sir.
The CHMARMAN. And who paid for that publicity?
Suppose it had gone on the radio where equal time might be re-

quested.
Mr. KEEL. I would hope it would be free.
The CHAIRMAN. Who would?
Mr. KEEL. I would hope it would be free, sir. This is not a cam-

paign.
The CHAMMAN. The local Democratic Party would pay for it, is

that it?
Mr. KEEL. No, sir. It would be in the news columns. It would not

be an advertising matter.
The CHAIRMAN. You would regard that letter as nonpolitical; is

that correct I
Mr. KEEL. No, sir; this is a partisan Democrat telegram.
The CHAIRMAw. Why did you not send it to the Republicans if it is

nonpolitical?
Mr. KEEL. I am not working for the Republicans, sir.
The CHAIRMAN. Was it published generally in any newspapers

through the countryI
Mr. KEEL. It was in Tennessee, sir.
The CHAIRMAN. Did the Democratic chairmen, so far as you know,

have copies made of it and send it throughout their States?
Mr. KEEL. The only check I have on that, Mr. Chairman, are the

clippings that are returned, and I do not recall just what the return
was on these.
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The CHAIRxAN. Did you have any newspaper clippings sent to you
containing the contents of the communication you sent to the State
Democratic chairmen or the national committeemen or the Governors,
I mean.

Mr. Kx. I recall some, but I do not recall the volume, sir.
The CHAIRMAN. You saw some of them?
Mr. KEEL. Yes, sir.
The CHAIRMAN. The purpose of it was to get publicity, was it not?
Mr. KEEL. Yes, sir.
The CHAIRMAN. For the Administration, through the Democratic

Party organization with respect to legislation. Wow, has that ever
been done before?

Mr. KI.P.i. Yes, sir.
The CHAIRMAN. A national campaign for or against a bill con-

ducted through the Democratic National Committee?
Mr. KFL. Yes, sir.
The CHAIRMAN. Where is the Democratic Party in both the House

and the Senate divided with respect to legislation? A number of
Democrats voted against the tax bill in the House, as you know.
They voted their convictions.

It does not seem to me that they should be paraded over the country
with the imputations that you have in that communication when they
are Democrats and not Republicans.

How many Democrats voted against this bill in the House? Has
anybody got that information?

It was quite a number.
Mr. KEEL. Mr. Chairman, 29 Democrats voted against it, 223 Demo-

crats for it.
Senator SXATHERS. How many for it?
Mr. KEEL. There were 223.
This is on passage of the bill, sir.
The CHArRxAN. Any further questions?
Senator SMATHERS. May I ask a question, Mr. Chairman?
Mr. Keel, do you know whether the chamber of commerce supports

this tax reduction bill?
Mr. KEEL. No, sir. I know there is a substantial group of business-

men on the committee
Senator SmATHERS. You do not recall what action the chamber

of commerce took at their meeting here in Washington? You do
not know?

Do you know whether or not the Business Advisory Council sup-
ports the tax reduction bill?

May I say for the record that I spoke to them Friday night, and I
never saw such an affluent group of men, and I doubt if very many
of them voted for the Democratic Party, but they seemed to me to
rather universally support the tax reduction bill.

Do you know whether or not they are sending out information with
respect to this tax bill?

Mr. KEL. The Business Advisory Council?
Senator S A'is. Yes.
Mr. KmE. Not to my knowledge.
Senator S TrnHRS. Have youheard that they are?
Mr. KzuL. No, sir.

460
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Senator SmATHERs. Do you know of any law which prohibits any
political organization or any civic organization from sending out in-
formation with respect to legislation which is pending before the Con-
gress of the United States?

Mr. KEEL. It goes out in great volumes.
Senator SMATHERS. What?
Mr. KEEL. It goes out in great volumes.
Senator SMATHERS. So the answer is: you do not know of any law

which prohibits it?
Mr. KEEL. I do not know of any law which prohibits it, no.
Senator SMATHERS. In other words, it is your right to express your

views?
Mr. KEEL. That is right.
Senator SmAnIERs. Whether you are a political organization, a busi-

ness organization, a citizens organization, or a labor organization; is
that not correct?

Mr. KEEL. That is correct.
Senator SMATHERS. That is all.
The CHAIRMAN. Before I ask if there are further questions, we are

honored today by having the junior Senator from Tennessee, who is
also a member of the National Democratic Committee. I was wonder-
ing if Senator Walters desired to make a statement.

Senator WALTERS. Thank you, Chairman Byrd.
I have no statement to make, but I think this was, as Senator Ribi-

coff said, a very stupid telegam to be sent, and when I got a copy of it
I certainly protested it at the time it was brought to my attention.

The CHAIRMAN. I would like to make one further statement: I do
not question the right of any organization to communicate with any
group of people in this country, but I think that the communication
with respect to Senator Gore was totally erroneous, and I think that
it and the other communications sent to the Governors carried implica-
tions that were not warranted and were not truthful.

Any further questions?
Do you have any further statement?
Mr. KEEL. No, sir; thank you very much.
The CHAnRMAN. The next witness is Mr. Joel Barlow of the U.S.

Chamber of Commerce.
Will you come forward, please?

STATEMENT OF JOEL BARLOW, DIRECTOR, CHAMBER OF
COMMERCE OF THE UNITED STATES

Mr. BARLOW. Mr. Chairman, my name is Joel Barlow. I am a
director of the Chamber of Commerce of the United States and
chairman of its committee on taxation. I am also a member of the
Washington law firm of Covington & Burling. Today I am speak.
ing on behalf of the national chamber and expressing its views and
recommendations on H.R. 8363 as approved by its board of directors.

My oral statement will be as brief as possible.
This paper I have may look at little formidable, but I shall, in my

oral statement, cover only about 15 pages.
I am most anxious to conserve the committee's time, in view of the

long list of waiting witnesses and the exigencies of passing a tax

24-532-8-pt. 2-2
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bill before the end of this session of Congress, which we consider
most essential. A detailed explanation of our position on the rate
and structural chances in H.R. 8363 and a review of the chamber's
tax program are being filed for the record, marked "appendix A,"
and "appendix B," and they are attached to this statement.

The national chamber wishes to emphasize to begin with that we
have had many misgivings about endorsing tax rate reduction at this
time (particularly as set out in H.R. 8363) because of the prospect
of an even greater imbalance in the budget next year and a continuing
level of Federal expenditures which, to our mind, cannot be justified
on any basis.

We have been greatly concerned about. the charges of fiscal irre-
sponsibility which have been leveled at the chamber and others who
have sought tax rate reduction and tax reform.

As recently as September 28, the national chamber's board of direc-
tors recognized that "while tax rate reduction is imperative to the
fiscal and economic welfare of the Nation, the reduction of Federal
expenditures is of equal importance."

When we first urged immediate rate reduction, we were relying on
the administration's assurance that there would be a reduction in
spending and obligational authority.

Therefore, I want to state as emphatically as I can that we believe
the primary value of H.R. 8363 will be greatly diluted unless the
Congress at the same time makes substantial cuts in Federal
expenditures.

The national chamber has identified 117 specific places where the
budget can be cut. In statements and testimony to congressional
committees we have spelled out these recommendations in detail.

Senator BENNETT. Mr. Chairman, may I interrupt to ask the wit-
ness if this list of 117 is included in the material he is presenting to
this committee ?

Mr. BARLOW. No, Senator Bennett, but we can give that to you
and make it a part of the record.

Senator B.NNrETT. I would like to ask that this specific list of 117
be included in the record.

The CHAIRMAN. And at the same time, I would like to ask that you
include the State chambers who are not. in favor of this bill.

Mr. BARLOW. I did not hear you, Senator.
The CHAIRMAN. That you include a list of the State chambers of

commerce that are not in favor of the pending bill.
Mr. BARLOW. Yes, sir, Senator, we will do that.
(The information referred to follows:)

CHAMBER OF COMMERCE OF THE UNITED STATES,
Wa8hington, D.C., October 25, 1963.

Hon. HARRY F. BYRD,
Chairman, Finance Committee.
U.S. Senate, Wa8hington, D.C.

DEAR SENATOR BYRD: The urgent printing schedule of the Finance Committee
does not permit the national chamber to circulate its testimony and statement
on H.R. 8363 to the State chambers of commerce to ascertain their specific ap-
proval or disapproval of the position expressed to the committee by Mr. Barlow
on October 21.
, However, the testimony of Mr. John Connolly, on behalf of the Council of
State Chambers, lists the 30 members of that group subscribing to that testimony,
3 of which do so with stated exceptions.
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Careful study of that testimony leads us to the conclusion that, while there
are some stated differences regarding the structural reforms, the basic positions
on tax-rate reduction and reduction of Federal expenditures are so closely allied
as to indicate an extremely high percentage of agreement and acceptance.

May I also attach to this letter some information requested by Senator Doug-
las, during his interrogation of Mr. Barlow, on the fixed capital expenditures
in the major industrial nations as a percentage of gross national product. The
percentage figures listed are for the most recent calendar year for which the
information was available.

Sincerely yours,
THERON J. RicE.

Senator SMIATHERS. Does that mean you would want him to put in
there those that are for it, those that may be for it, too ?

The CHAInMIAN. I have no objection to that at all. He is indicating
that all the chambers of commerce-State chambers-are associated
with the U.S. Chamber, are they not?

Mr. BARLOW. WVhen I say that the national chamber is in favor of
the enactment of H.R. 8363 with some revisions, Senator, I am not
speaking for the State chambers. They make their own decisions
and they are not necessarily members or a part of the U.S. Chamber of
Commerce, but that information, if we have it, on the action of State
chambers, I will be glad to submit.

Senator GORE. Mr. Chairman, if he has that information, could
he read it now?

I would like to know the position of the Tennessee Chamber of
Commerce.

Mr. BARLOW. Senator Gore, I do not have that information.
Senator GoRE. Thank you.
Mr. BARLOW. Already the Congress has made significant reductions

in appropriations for the coming fiscal year. There can and should
be more.

Furthermore, we have identified numerous new or expanded spend-
ing programs which must be denied if we are to realize the maximum
stimulant to economic growth. A good example of this is a proposal
now before the House Public Works Committee to double the cur-
rent $900 million authorization for accelerated public works. The
national chamber testified in opposition to this measure on October 17.

To make up for the short-term loss of revenue from rate reduction,
we also urged that the tax bill seek out additional tax sources as pro-
posed by the chamber in 1962 and again before the Ways and Means
Committee in March of this year.

But unfortunately, the unreasonably high level of expenditures
continues and no new tax sources have been tapped. The revenue
gap has been narrowed principally in H.R. 8363 by a new patchwork
of revenue-raising provisions generally having the effect of putting
back into the law a considerable part of the progressivity that rate
reduction would take out.

FISCAL RESPONSIBILITY REQUIRES A LONGER RANGE VIEW

After many thoughtful appraisals and reappraisals of our tax
position during recent weeks, we have once more come to the con-
clusion that this is as protitious a time for tax rate reduction as there
is likely to be, and that we cannot take just a short-range view of
revenue needs. We believe we have no alternative, by any meaningful
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test of fiscal responsibility, but to support tax rate reduction now
even as proposed in H.R. 8363, since this is our last best hope oi
a balanced budget, long range, and the resumption of a healthy rate
of economic growth.

No one should be under any illusion that H.R. 8363 is a major tax
reform bill. It is not, nor does it purport to be. But it does make a
start on rate reduction of all kinds, and rate reduction, to our mind, is
the most urgent tax reform. For this reason and because of the inclu-
sion of some other long-overdue amendments to the code, such as
the income averaging provision, we have given it our support.

THE ALTERNATIVE TO H.R. 8363 IS A NEW SURGE OF SPENDING

The alternative which is threatened, and in the political nature of
things seems inevitable if H.R. 8363 fails, really leaves us with no
choice. The new surge of spending which would almost certainly
follow defeat of H.R. 8363 would very likely make the present level
of expenditures and imbalance in the budget seem like conservative
fiscal policy.

Simply on the basis of recent official statements it seems clear that
such a spending surge is not just an imaginary horror as some are
inclined to believe, but instead a practical, political certainty. The
choice is between relying on the private sector or the public "pump.7
Too many wise and sensible leaders in the Congress have expressed
this view to disregard it.

DEFEAT OF H.R. 8363 WOULD UNDERMINE BUSINESS CONFIDENCE

If H.R. 8363 is not enacted in this session of Congress, it is our
considered opinion that public confidence, and particularly that of the
business community, will be seriously undermined and shaken.

Whatever momentum the economy has received from the prospect
of tax rate reduction may very well be lost, and 1964 may well then
be the year of another downturn with all its tragic consequences,
including greatly increased unemployment.

As the President has pointed out through Secretary Dillon this
past week, we cannot be oblivious to the cyclical pattern of recent
years which once again points to abortive recovery and the possibility
of a recession in 1964.

The permanent revenue loss from a severe downturn in gross na-
tional product and national income could very well exceed the
temporary transitional revenue loss attendant upon the modest tax
rate reduction proposed.

Even a delay in the enactment of H.R. 8363 until the 1964 session
of Congress, with all the resulting uncertainties at the beginning of
the new year, could trigger a downturn and have the most serious
economic consequences.

THERE IS TOO MUCH RELIANCE ON A HIGH RATE INCOME TAX

As I have already emphasized this morning and as we have re-
peatedly pointed out in 1962 and prior years, and again this March
before the Ways and Means Committee, our basic tax position is
that the Nation s only chance, long range, for a balanced budget and
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improved national growth and economic health lies in a substantial
reduction in our steeply progressive and repressive surtax rates; and
also in a more balanced tax structure which means more reliance on
tax sources other than the income tax, such as a supplemental low-
rate excise tax or possibly a value-added tax.

There is, of course, always the danger that tapping new tax sources
may be considered an invitation to more spending and an expanding
role for the Federal Government. Somehow or other this notion must
be avoided, but there would seem to be no way to legislate against it
in a tax law.

Our income tax rates are the highest in the world and our tax
structure is incredibly unbalanced and inadequate as compared with
those of other industrial nations. We place more reliance on the
income tax structure and thus on unreasonably high rates than does
any other nation. And by so doing we impose much harsher penalties
on initiative and success.

Faced with a serious competitive disadvantage in world markets,
we are finally waking up to the fact that these severe tax penalties are
a mistake.

We have been greatly encouraged to find the President and now the
Ways and Means Committee agreeing with us that unless these high
rates are reduced, they will continue to slow our national growth and
stifle initiative and job-making investment. Without this initiative
and investment, we will ultimately lose out as we seem to be doing now
in the strenuous competition for world markets.

POLITICAL RATEMAKING THREATENS THE TAX BASE

There are those who do not yet seem to understand the serious eco-
nomic consequences of steeply progressive tax rates, but are concerned
principally with the political arithmetic of ratemaking. This think-
ing has been all too influential over the years in setting the high levels
of surtax rates and in eroding the tax base with so-called relief pro-
visions at all levels. But fortunately, the public itself is beginning to
understand the serious economic consequences of surtaxes running all
the way to 91 percent and relief provisions that remove millions of
taxpayers from the tax rolls and eliminate an essential part of the
tax base.

Eighty-five percent of all income taxes are raised at the base rate
of 20 percent. Only 15 percent come from all of the progression that
is in the tax structure.

The thousands of businessmen, small and large, in the chamber of
commerce have a great conviction that responsible government is
achieved only through responsible taxpaying citizens who are aware
of the tax burden no matter how little they pay.

There are, most certainly, tax hardships for the lower income
groups, and the chamber has consistently urged reductions in the
lowest rates. Our recommendation before the House Ways and Means
Committee was for a rate of 15 percent as compared with the Treasury
proposal of 14 percent. But to completely relieve the lower income
groups for whatever reason will so seriously erode the income tax
bas where the bulk of the revenue is collected that we will almost
certainly face greater deficits in the years ahead. When you are rely-
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ing on the income tax structure for 85 percent of your revenue, and
85 percent of all of the income tax comes from the base rate, you
cannot eliminate millions of taxpayers without seriously eroding that
tax base.

The new minimum standard deduction of H.R. 8363 goes danger-
ously far in this direction. But even this device is better in avoiding
the fatal erosion of the tax base than a flat increase in the personal
exemption as some have proposed. Fortunately, both the Treasury
and the Ways and Means Committee have very wisely rejected this
latter proposal.

RATE REDUCTION AS A DETERRENT TO SPENDING

Over the years we have had great conviction also, even when tax
rate reduction seemed a kind of forlorn hope, that just keeping the
necessity for tax rate reduction before the public and the Congress
would in itself be a deterrent to spending.

We had some reason to believe that it might be a means of commit-
ting the Congress and the President to meaningful assurances that
more and more reliance would be placed on the private sector instead
of on the public pump, and that the overworked doctrine of "tax
and tax and spend and spend and elect and elect" has now been gen-
erally discredited and discarded.

Senator DOUGLAS. Mr. Chairman, the witness is quoting a statement
which was originally given such election by Mr. Arthur Krock in the
administration of President Roosevelt and was ascribed to Mr. Harry
Hopkins. If the history of that is fully analyzed, I think it would
be found that these statements of Mr. Hopkins were not sequential,
that in connection with his conversation with Mr. Krock he mentioned
public works and said we would spend to relieve unemployment, and
then later, in connection with another subject, the tax, and then when
it came to the question of election, he said, "We believe we will elect
President Roosevelt."

But what Mr. Krock, I am afraid, did was to put them all together
as though this was a concerted policy of the administration, both
punitive and rewarding, for the purpose of electing, and since this
reflects by implication upon the memory of Mr. Hopkins and the
memory of President Roosevelt, and I think unjustly so, although I
am sure Mr. Barlow did not do it for this purpose, I want to put
the real history of this statement into the record.

The CHAMNAN. Thank you, Senator.
Mr. BARLOW. Mr. Chairman, Senator Douglas, I would like to

say I had no implication of that kind in my mind at all. This is a
phrase that has grown up and is very popular.

Senator DOUGLAS. I understand.
Mr. BARLOW. And to my knowledge it describes a certain philoso-

phy of taxes.
Senator DOUGLAS. I understand, but it was originally introduced

by Mr. Krock as a campaign weapon against President Roosevelt
and as an attack on Harry Hopkins, and the real history of this
phrase is very different from what is commonly known, and I wanted
to defend the memory both of the President and of Mr. Hopkins in
this connection.
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Senator GORE. Mr. Chairman, he says it is a very popular phrase.
With whom is it popular?
Mr. BARLOW. It is popular enough so that you hear it quoted a

great many times over the years, Senator Gore.
Senator GORE. Have you ever heard its authenticity, its accurate-

ness, questioned?
Mr. BARLOW. I think so, yes. I think so.
Senator GORE. Do you question its accuracy?
Mr. BARLOW. No, I do not question the accuracy of the statement,

but I am glad to have this explanation from Senator Douglas as to
the source. But I do think there is a very definite philosophy of tax
and tax and spend and spend and elect and elect, and that is what I
mean about the political arithmetic of our rate structure.

Senator GORE. Did you say race problem?
Mr. BARLOW. No, rate. No, I am on another subject today, Sen-

ator. This is a rate problem.
Senator DOUGLAS. I think people ought to be very careful about

putting this phrase into added circulation, because it was improperly
used in the first place and it has been improperly circulated since then,
though I know you did it unintentionally.

Senator BENNET. Mr. Chairman, I am very much interested in
having this comment from Senator Douglas, but I think if we look
back at the thirties, we will see that the tax and tax part was real, the
rates went up, and they are the ones in part that we are wrestling with
today. Certainly the spend and spend is a very real thing and still
is with us, and unfortunately, the elect and elect is equally real.

Senator DOUGLAS. We can refight the battle of the thirties.
I will simply say that with 18 million unemployed, it was necessary

for the Federal Government to step in and try to relieve distress and
try to create employment. And so, far from being ashamed or apolo-
getic for that in the slightest, there are millions of us who favored it
at the time and will defend it to the death now and we do not propose
to have the memory of a great man traduced in this fashion.

Senator BENNEr. You defend what happened, but you come now
30 years later and reinterpret the language, which described what
happened.

Senator DOUGLAS. No, I simply asked you, Senator Bennett, to go
into the history of this phase which is fully covered, I believe, in
"Roosevelt and Hopkins," which Robert Sherwood published, and I
happen to know some of the work which went into that book, and I
think I am correct in saying that three disconnected statements Which
were not connected with each other were joined together as though
they were part of a concerted plan or plot.

Senator BENNErr. Maybe three disconnected parts of a plan were
connected, but I think each statement describes a very important part
of the plan, and whether you connect them or disconnect them, I think
the general interpretation of this phrase is still pretty descriptive.

Mr. BARLOW. Recent events suggest that the crusade for tax rate
reduction is beginning to bear fruit. H.R. 8363 might be called ex-
hibit A. There is also the beginning of a public around swell for
I'educed expenditures. Both the President and the &ngress are now
promising action.
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H.R. 8363 GIVES SOME ASSURANCE OF REDUCED SPENDING

We would like to think that section 1 of H.R. 8363 gives real as-
surance of reduced expenditures now and a balanced budget in the
near future, particularly since it has the full endorsement ofthe Pres-
ident. We wish the commitment could be more definite and measura-
ble. But we doubt if a workable commitment provision can be evolved
in the tax structure that will not do violence to the doctrine of separa-
tion of powers.

And in any event, why is more of a directive in a tax bill needed
when the real spending power and controls are in the Congress and not
the Executive?

We are imalterably opposed to any provision that would transfer
from the Congress to the President the power to determine when tax
rate reduction is to occur, particularly when, as recently proposed, that
discretion and power can be exercised by the President to postpone tax
reduction by the simple expedient of increasing expenditures.

HIGH TAX RATES HANDICAP US IN WORLD COMPETITION

We do not look upon tax rate reduction, as some seem to do, as a
panacea for all our fiscal ills. But we do believe that unless we
make a start on it now--even in the imNerfect way H.R. 8363 goes
about it-the national economic health wi not improve.

Our national economic health is not bad today and, taking a short-
term view, it might be described as good. But for some time there
have been symptoms and indications that it may be deteriorating-
the aborted recoveries, the regularly recurring recessions, the slow-
down in growth rate, the increasing reliance on Government spending,
the seemingly irreducible level of unemployment, the continuing un-
favorable balance of payments, the loss of export markets due to
high costs and high prices, and the prospect for continuing losses of
these markets, and perhaps more of our own domestic market, to
low-p rice foreign competition.

These changed circumstances, particularly our deteriorating posi-
tion in world competition, require, we believe, the proposed departure
from the tax policies of the past.

The United States today is handicapped principally in world compe-
tition by the highest wage rates and the highest tax rates in the world.
No one in his right mind has any notion we can or should reduce wage
rates or the Amferican standard of living. It is clear, however, that
we can and we must make ourselves more competitive through greater
productivity of both men and machines.

REDUCED RATES MEAN MORE JOB-MAKING INVESTMENT

This can come about in significant measure only by increased after-
tax investment in cost-reducing, productive machinery and equipment
to provide jobs for the millions of additional youngsters who will
be looking lor employment next year and in all the years to come.
This increased investment will be made in adequate mesaure only
if we adopt lower tax rates and a tax structure as benevolent as those
in the other industrial nations of the world. H.R. 8363 is a step in
this direction.
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We took a first step in this direction in 1962 with the 7-percent in-
vestment credit and the new depreciation guidelines which had the
effect of removing some of the tax deterrent to investment. But this
was only a step, and not nearly as significant a liberalization of capital
recovery for tax purposes as that provided by the other leading in-
dustrial nations.

THE RESERVE RATIO TEST SHOULD BE ELIMINATED

As a matter of fact, there seems to be little doubt in the minds of
most tax authorities that unless the reserve ratio test in the Treasury
gudelines is eliminated, it will, beginning in 1965, largely nullify
the intended benefits of the new guidelines and the investment credit.

Continued insistence on the reserve ratio test, which is found in
no other tax system in the world and is a throwback to outmoded de-
preciation concepts of physical lives and taxpayer historical experi-
ence, will also give rise to even more wasteful and meaningless contro-
versies over depreciation allowances than taxpayers were forced into
under the old discredited Bulletin F.

The Treasury should be directed by the Congress to eliminate the
reserve ratio test. The suspicion is that Treasury officials would
be glad to do so to avoid untold administrative difficulties, but they
are apprehensive of congressional criticism that they should be ex-
ceeding the bounds of section 167, the depreciation provision in the
code.

Senator Hartke has had the foresight to introduce S. 2231 which
would eliminate the reserve ratio test, and his amendment should
be included in H.R. 8363.

Whether we like the tax theories and practices adopted by other
nations in minimizing tax deterrents to investment and job-making
facilities, we really have no choice but to match them on some
comparable basis if we expect to compete successfully with these
other nations and solve the unfavorable balance-of-payments problem.

BASIS ADJUSTMENT IN INVESTMENT CREDIT SHOULD NOT BE REQUIRED

This is the principal justification for liberalizing the 7-percent
investment credit as proposed in H.R. 8363 by eliminating the pro-
vision for a basis adjustment equal to the credit. Then, too, as theWays and Means Committee has pointed out, this adjustment to basis
has created accounting, reporting, and auditing difficulties which re-
quire its elimination in the interest of simplified administration.

As this committee well knows, the chamber once again raised a
question in its testimony in 1962 and 1963 as to the propriety of
using tax credits at all to accomplish economic and social reforms.
We do not like subsidies in the tax structure for business or anyone
else. We favored measurable deductions, such its an initial allow-
ance, which enter into the computation of cost and the established
pattern of determining net income.

At that time we supported the basis adjustment only because it
was the kind of provision that would fit the credit more nearly into
the Revenue Code's existing concepts and pattern of capital recovery.

However, since the administration and the Congress have decided
upon the credit instead of an increased deduction or initial allow-
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ance, as used in many other countries, as the best method to make
our investment writeoffs more comparable to those allowed by other
nations, it must stay in the law; and the basis adjustment should
be eliminated as proposed so as not to diminish the already inadequate
allowance by trying to fit it into the conventional depreciation
pattern.

BURGEONING LABOR FORCE REQUIRES TREMENDOUSLY INCREASED PLANT

INVESTMENT

For more than 30 years we have lived under a tax structure that
encourages consumption and discourages investment. This discrim-
ination has increased as the surtax rates became more steeply progres-
sive. The result we now face is a low-investment, high-consumption
economy.

Investment in productive facilities and investment in relation to
gross national product is lower in the United States than in prac-
tically all of the other industrial nations.

We need more investment in existing jobs in order to make the
current jobs better paying and more productive. We need to create
an enormous number of new jobs because the labor force will grow
at least 50 percent faster in the next 7 years than in the last 7.

By 1965 we will have 1.2 million more youngsters reaching working
age in a single year than we had in the previous year, just as this
year we have about a million more youngsters reaching age 16 than
reached that age last year. This startling increase is due to the high
marriage and birth rates at the end of World War II.

It takes some $15,000 to $20,000 of after-tax investment for each
job. The arithmetic calls for tremendously increased saving and in-
vestment in the years ahead if we are to rely on the private sector
for investment instead of on the public pump for relief.

Tax rates in the middle and upper brackets will have to be con-
tinually reduced below the levels of H.R. 8363 if we hope to remove the
barriers to business growth.

TOO MUCH EMPHASIS ON CONSUMER SPENDING

Unfortunately, the effect of the revision of the rate structure in
IH[.R. 8363 has been to continue the undue emphasis on consumer spend-
ing. The effect of nearly every structural change in H.R. 8363 has
been to offset the benefit of rate reduction and create more progression
for taxpayers in the middle and upper brackets.

The rates simply have not come off as they originally went on.
There is not even the proportionate rate reduction that could have
been expected. Considerably more of the tax burden has been shifted
to those taxpayers who were assured by the President, the Secretary
of the Treasury, and others in their speeches that they would be
relieved of some of their tax burden as an encouragement to
investment.

Treasury statistics included in the House Ways and Means Com-
mittee report (table 6, p. 21) show that the percentage production in
the bottom bracket is nearly 30 percent, in the top brackets approxi-
mately 23 percent, with only a 15-percent reduction in the middle
brackets.
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RATE REDUCTION ACTUALLY FAVORS LOWEST INCOME GROUP 3 TO 1

These percentage reductions, though not at all proportional, would
not be too inequitable, again having the political arithmetic of rate-
making in mind, if they actually represented the true ratio of reduc-
tion. But when the full effect of the structural changes is taken into
consideration, there is actually a reduction of nearly 39 percent in the
bottom bracket as compared with about a 13-percent reduction for
incomes above $50,000. Thus, the benefit to the incomes in the lowest
bracket is three times that of the benefit in the higher brackets (House
report, table 3, p. 17).

The effect of this, as I have pointed out, is to continue to shift the
burden of taxation to the higher incomes and discourage the job-
making investment we so badly need. Because of the much more
favorable reduction given the lowest rate group in H.R. 8363, a 50-per-
cent ceiling surtax rate schedule, which seems to be the ideal that most
people find, would be entirely justifiable. The additional revenue loss
would be very small, much less than a half billion dollars.

DIVIDEND CREDIT SHOULD BE RETAINED

Investment will be still further discouraged by the elimination of
the 4-percent dividend credit which would have the effect of increas-
ing the double tax on corporate earnings. There is not much tax
benefit in the present law, but at least a sound principle of tax
economics and fairness had been established by the credit. Such
principles are important.

In addition, there was always the hope that while the principle
stood, more of the double tax could be eliminated.

The explanation in the report on H.R. 8363 begs the whole question
of the inequity in double taxation. Contrary to the committee report,
reduction in the corporate rate does nothing at all to remove the
double tax. It is still there.

The legislative history of the 1954 act shows that the credit against
tax was chosen because it gives the same absolute amount of relief for
a given amount of dividends and because it does not therefore dis-
criminate against lower bracket shareholders.

As Senator Williams has pointed out, the elimination of the credit
works a real injustice on individuals in the middle income group who
depend entirely on dividend income. They may pay a higher tax even
after the rate reduction in H.R. 8363.

The dividend exclusion gives complete relief from double taxation
to those with very small amounts of dividends. For larger share-
holders this relief from double taxation is so small as to be meaning-
less in encouraging investment.

The effect of the elimination of the credit in favor of a maximum
exclusion of $200 for a married couple is simply one more instance of
discrimination against the substantial investor and an unwarranted
increase in the progressivity of the higher rates, the very thing we are
trying to eliminate.

STRUCTURAL CHANGES UNFAIRLY SHIFT THE BURDEN

H.R. 8363 has too many provisions with this kind of discrimination
offsetting rate reduction. Actually, though, the chamber has been
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willing to endorse many of these provisions in H.R. 8363 as the price
of making a start on rate reduction.

Section 203, for example, places an arbitrary ceiling in group-term
insurance for the purpose of imputing income to the employee. Some
further liberalization of this provision is necessary not only to elimi-
nate the discrimination but also to avoid the hardship involved in
imputing income with no cash to pay the tax.

In the supplement to my statement I have covered our proposals on
that provision in great detail.

Moving in the direction of imputation of income is a dangerous
course at best when we consider the multiplicity of economic benefits
at all income levels and the formidable problems of valuation and
collection and withholding on imputed income.

The Ways and Means Committee wisely recognized this in re-
jecting the Treasury proposal to tax unrealized gains as income at the
time of a taxpayer's death. In the supplement to my statement I have
gone into that in considerable detail.

Section 206 is particularly vulnerable to the charge of discrimina-
tion because it goes so far on certain sales of residences as to actually
impose a higher tax on an individual who has a smaller gain solely
because he is dealing in a more expensive asset. This obvious inequity
as well as the limited ceiling must be removed from an otherwise
equitable provision.

The denial of deduction for certain State, local, and foreign taxes
(sec. 207) is another instance of weighting the scales in favor of the
lower brackets. There has been no reduction in the standard minimum
deduction to offset this disallowance for those who take specific item
deductions.

The chamber supports the proposal in the interest of administrative
simplicity, but with the admonition that we must not at present rate
levels move farther in the direction of grossing up income and "tax-
ing taxes" such as real estate and State income taxes.

Section 211, in placing a ceiling on both the deduction for child care
and the level of compensation where the deduction is allowable, about
$5,100 is the ceiling, is preferential treatment, building more progres-
sion into the tax rates paid by the middle and upper income groups.
Without such arbitrary ceilings there would be some justification for
what is clearly a relief provision since the deduction can be considered
a cost-of-earmng income.

Despite these and other differentials, the chamber has concluded, a.
I have said, that it should support as many of these substantive changes
as possible in the interest of making a start on tax rate reduction and
in the hope of more meaningful rate revision yet to come.

FE=T' PERCENT SHOULD BE HIGHEST RATE

The House committee at page 27 of its report has recognized, in
bringnin the corporate rate below 50 percent, that the G6vernment
should be only a "junior" and not a "senior" partner in the sharing of
income.

President Kennedy, Secretary Dillon, and many others share this
conviction.

Senator Long has made a very thoughtful and provocative proposal
in this direction.
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The public is beginning to have great impatience with rates above
50 percent even when the public generally does not have to pay them.
Conceivably, the political arithmetic of ratemaking may improve. We
have not despaired of bringing individual rates below the 50-percent
level in the not too distant future. Fairness, the improvement of tax-
payer attitudes, the need to minimize avoidance and evasion and save
our self-assessment system, and the small amount of revenue involved
are all factors that give some assurance that this is not a politically
unrealistic position.

SECTION 219 IS REQUIRED TO ENCOURAGE INVESTMENT

The change in the treatment of capital gains (sec. 219) moves in
the right direction of "unlocking" the billions in capital investment
to make them available for new ventures and new investments, and
also to put money in the Treasury.

It comes as a great surprise that the Treasury, after making such a
spIendid case for section 219, has now abandoned it simply because
the Ways and Means Committee refused to put a double tax on un-
realized appreciation at death.

In the supplement to my statement I go into the reasons for our
position on that in great detail.

We believe the Ways and Means Committee is right, and section 219
clearly should be retained if there is really a purpose back of this leg-
islation to encourage investment. This is one of the few structural
changes in the bill that encourages investment. Most of the others
continue the overemphasis on consumer spending. Consumer spending,
in our opinion, can be inflationary.

Also, lowering the capital gains tax rate will raise substantial addi-
tional revenue during the initial period when we need it the most.

In the interest of simple fairness and less progression, section 219
requires one important change. The reduction in the maximum rate
under the alternative tax should be made proportionate to the reduc-
tion in the inclusion factor for capital gains. This would make the
maximum tax on class A capital gains 20 percent instead of 21 per-
cent, which introduces, as I say, an extra element of progression.

INCOME AVERAGING NECESSARY FOR TAX EQUITY

Section 221 providing for income averaging, although somewhat
complicated, and that may be something o an understatement, may
well be considered for the time being an exception to the simplicity
rule. Averaging is so badly needed in the interest of fairness and
encouraging initiative, and so long overdue, that we should be willing
to put up with the complexities that have held back its enactment for
many years. The problems of draftsmanship have been all too for-
inidable, and the authors of this provision are to be commended for
a job well done.

Experience to be gained in administration will undoubtedly make
possible a somewhat simpler provision with a broader coverage. For
example, the present inequitable treatment of progressively peaking
income has not been solved at all.
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STOCK OPTIONS SHOULD BE RETAINED WITH REVISIONS

The national chamber supports here as it did before the Ways
and Means Committee more restrictive treatment of stock oj tions.
We are convinced, though, that the provision in section 214 reducing
the maximum life of options from 10 to 5 years is unduly and unneces-
sarily restrictive.

In my supplement to the statement I have gone into that in con-
siderable detail.

The other restrictions can be justified, although certain technical
language changes should be made for clarification.

Five years is simply too short a stock option life. Often and even
usually it takes more than 5 years before the efforts of an employee
for his company are reflected in the market value of its stock. If
stock options are to have a salutary effect on the economy as intended
by encouraging employees to have an investment stake in the business,
then the employees must have the assurance that the period of holding
is long enough for them to translate their efforts into earnings for
the corporation so as to significantly increase the value of the cor-
porate stock.

There are those who would eliminate the incentive provided by stock
options by repealing sections 421 to 425 of the code. The effective
answer to them is given by the House Ways and Means Committee
at page 64 of its report on H.R. 8363:

Your committee, however, decided to continue the stock option provision be-
cause it believes that it is good for the economy for management of various busi-
nesses to have a stake in their successful operation. Your committee believes
that this provides important incentives to expand and improve the profit posi-
tions of the companies involved. This is not only good for the specific busi-
nesses involved, but also for the economy as a whole.

CONCLUSION

We are not at all sanguine that H.R. 8363 will undergo any major
revision. The limitations of time would seem to make this all but
impossible, and with all its shortcomings the bill does have the sup-
port generally of nearly all groups of taxpayers. For these reasons
we are not pressing for the adoption of the chamber program or a
major rewrite of the bill. But we would urge that its most glaring
weaknesses be corrected, and that its passage be regarded simply as
a transitional step toward more significant tax revision.

In summary, then, we endorse H.R. 8363 with the reservations we
have noted. To say that H.R. 8363 is imperfect is, perhaps, to praise
it. Clearly, the Ways and Means Committee had no illusions about
its limitations. But as the committee said under its "Reasons for bill":

(a) It does make a start on lowering rates;
(b) It should after a brief transitional period raise the revenues;
c) It does categorically promise expenditure control;

(d) It should minimize the possibility of a downturn in the econ-
omy and more unemployment;

(e) It will tend to increase demand and investment in low-cost pro-
ductive capacity to make us more competitive;

(f) It is not likely to be inflationary because of the minimum change
in the rates; and
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(g) Although its structural changes are not major tax reform, they
seek to do equity and, perhaps more significantly in the context of
fiscal responsibility, they do raise $1.1 billion additional revenue to
reduce the imbalance in the budget.

We would add that if II.R. 8363 is lost, tax rate reduction conceiv-
aibly may not come again for years. If the bill is defeated, the new
surge of deficit spending will then be called upon to prevent real or
even imagined recessions will almost certainly make tax rate reduction
a practical impossibility because of the insatiable demand that will
be set up for additional revenue. We will have abandoned the tre-
mendous potential of the private sector to go down the road to the
public pump. This would seem to be the most compelling reason for
supporting H.R. 8363.

(Attachments to statement of Mr. Barlow follow:)

(Appendix A to Testimony of Joel Barlow on Behalf of National Chamber)

ANALYSIS WITH RECOMMENDATIONS OF THE PRINCIPAL PROVISIONS OF H.R. 8363

RATE REDUCTION-SECTION 111

The chamber has long advocated a substantial reduction in the oppressive tax
burden which stifles economic growth and warps business decisions.

Our economy is presently plagued with two particularly serious problems-
a lack of new investment in capital goods and a growing class of unemployed.
If sources of capital for investment can be stimulated, a major stride toward
overcoming both these problems will have been taken. Business will expand if
it is provided with the funds to do so; venture capital will flow freely into new
enterprises; and the new jobs thus created will drain off depressing unemploy-
ment. One need not be an economist to realize that a major source of invest-
ment capital must be the savings of upper income individuals. For this reason,
the chamber considers it imperative that the Revenue Act of 1963 eliminate the
confiscatory rates in the upper brackets of our tax structure.

It is unfortunate that the proposals in the House bill actually increase the
progression In tax rates and, by concentrating tax reduction in the lower income
brackets, place more emphasis on stimulating consumer demand than on freeing
investment capital. Tax benefits granted to stimulate consumer demand create
an inordinate revenue loss for the Treasury, with little benefit to the individual
taxpayers concerned.

Because H.R. 8363 does grant some relief from confiscatory rates, however,
and because without this tax bill, the danger of recession with a new surge of
spending is so immediate, the chamber accepts the present rate reduction pro-
posals in the interest of expediting passage of the bill. It regards the rate
structure as transitional only. Despite its substantial drawbacks, the provisions
of H.R. 8363 should operate to the eventual benefit of the overall economy.

It has been suggested that the rate reductions and structural reforms in the
House bill work a greater benefit for upper bracket taxpayers than they do for
those in lower brackets. This suggestion of course stems from the fact that
there are always larger dollar savings for the upper bracket taxpayers simply
because they have larger incomes. They had comparably larger amounts of tax
to pay when the rates went up. A single taxpayer with a $50,000 taxable
income, for example, today pays a tax of $26,820 while a single taxpayer with
a taxable Income of $1,500 pays a $300 tax. It is, of course, not possible to give
equal dollar benefits to both these taxpayers in any meaningful rate revision.

Percentage figures give a true picture of the relative relief afforded different
taxpayers. Treasury statistics Illustrate quite clearly that benefits are concen-
trated in lower Income classes. Based on the rate changes alone, the $1,500
taxpayer mentioned before, would have his taxes reduced 25 percent while the
$50,000 taxpayer would have his taxes reduced only 15.8 percent.

When the effect of the structural modifications in the House bill is considered
along with that of the rate changes, the slant of the House bill toward favoring
lower income groups is shown even more clearly. The total effect of the House
bill will be to reduce the taxes of taxpayers in the lowest adjusted gross income
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class, zero to $3,000, by 38.3 percent. This percentage of tax savings drops as
gross income rises until taxpayers in the highest adjusted gross income class, the
over $50,000 class, are offered only a 12.6-percent reduction in taxes, less than
one-third of the percentage saving given lower income taxpayers.

It is true that by ignoring the effect of the structural reforms and by com-
puting percentage figures on a base of income remaining after taxes rather
than on a base of taxes paid, some startling and distorted figures can be
developed In an effort to show that upper bracket taxpayers receive a greater
benefit from the House bill than do lower bracket taxpayers. But it is, of
course, unreasonable to ignore the effect of structural reforms which save the
lowest income taxpayers 10.7 percent of their tax bill while tacking an addi-
tional 4.4 percent onto the tax bills of taxpayers in the over $50,000 income
class. And it is misleading to compute on a base of income after taxes. Taxes
make up only a minor portion of the budgets of lower income taxpayers; thus
even if their taxes were wholly forgiven, they would not find their spendable
income much increased. Upper income taxpayers on the other hand, find
taxes make up a massive portion of their budgets. Even a minimal reduction
in this tremendous burden would loom large when compared to after tax
income. The fact that relatively minor tax reductions may result in sizable
increases in after tax income to upper bracket individuals Is more indicative
of the enormity of the burden now placed upon them, than it Is of any inequity
in the rate reduction proposal.

Although consideration of dollar figures rather than percentages is not mean-
ingful when one is talking of particular Individual taxpayers, these figures take
on important significance when the tax effect on the population as a whole is
considered. Here again, It is apparent the benefits of the House bill are over-
whelmingly directed at those taxpayers with modest income. Taxpayers in the
adjusted gross income class of $5,000 to $10.000 alone receive as much dollar
benefit as all taxpayers whose incomes are in excess of $10,000. Specifically,
tax savings of $3.65 billion are afforded taxpayers earning $5,000 to $10,000
while only $3.635 billion of savings go to all taxpayers earning over $10,000.
When the $1.55 billion tax saving to those taxpayers earning less than $5,000
is added to this it is apparent that lower income taxpayers receive the bulk
of the benefits under the House bill.

MINIMUM STANDARD DEDUCTION-SECTION 112

The proposed minimum standard deduction is another step away from the
the principle of tax equality. It will seriously erode the tax base by removing
more than 1 % million taxpayers from the tax rolls. These people will be denied
a sense of responsible participation in the affairs of the National Government
contrary to their own best interests and the national interest.

This is the most costly single structural proposal in the House bill and yet
one of virtually no value to the economy. With only nominal benefit to any
single taxpayer, the minimum standard deduction will cause a revenue loss
of $320 million. Because the benefit from this proposal will go almost entirely
to taxpayers who earn less than $5,000 per year, little if any of It will go into
investment. For the same revenue cost It would be possible, for example,
not only to retain the dividend credit but to increase It and thereby invigorate
the flow of venture capital in the economy.

We believe that responsible government Is achieved only through responsible
taxpaying citizens who are aware of the tax burden no matter how small.

The proposal is unnecessary at this time in light of the substantial reduc-
tions in lower bracket tax rates contained in this bill. The chamber recog-
nizes the hardship at the lower Income levels and it has approved the proposed
reduction to 14 percent for the low-income group. It believes that uniform
rate reduction and not the granting of special "tax benefits" is the proper
approach to tax reform, and it therefore opposes the adoption of q minimum
standard deduction.

CORPORATE RATE MMUTIONS-SECTION 121

The chamber supports both the proposed reduction of corporate tax rates
and the proposed reversal of the normal and surtax rates contained in the
House bill. These provisions should be effective In stimulating the economy to
higher rates of growth. It Is of vital importance that corporate rate reduction
be enacted.
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The chamber maintains that the corporate rates should eventually be reduced
to levels substantially lower than those now proposed. Even with a 48-percent
rate, tax considerations play far too important a role in corporate decision-
making. The rate reductions in the House bill are, however, a significant step
toward the goal of realistic corporate taxation.

CURRENT TAXPAYMENTS BY CORPORATIONS-SECTION 122

Un(er the present proposal, corporate taxpayments are accelerated by
stages which, when considered with the rate reductions, do not increase the
effective corporate rate for any one year above the current 52-percent level.
To the extent this acceleration in payments postpones the benefits to a corpora-
tion from rate reduction, it works at cross-purposes with the intended thrust
of the tax bill. The chamber recognizes, however, that some acceleration may
be necessary to minimize the impact on revenues of rate reduction. For this
reason, the chamber gives qualified support to the acceleration plan in the
House bill.

If the scheduled rate reductions are modified in the future it will also be
necessary to revise the stages of acceleration. If this is not done, effective cor-
porate tax rates could actually rise in some years.

DIVIDEND CREDIT AND EXCLUSION-SECTION 201

The dividend credit, a reform enacted after the most careful consideration
only 10 years ago, is a limited but very essential means of providing relief from
the double tax on corporate earnings and dividends, and thus increasing sources
of equity or venture capital. The basic aim of the 1963 tax legislation is to
stimulate economic growth. It is inconsistent at this time even to consider a
measure which would restrict sources of corporate equity capital by penalizing
these sources with an additional tax.

There is little doubt that equity capital is far more desirable for corporate
financing than is debt capital. Yet our present tax structure, by giving corpora-
t ions a deduction for interest payments but not for dividend payments, forces
them into debt financing. In other developed countries of the world the unde-
sirability of pressuring corporations into debt financing is well recognized.
Great Britain overcomes it by giving shareholders a form of credit for taxes
paid by their corporations, Canada by giving shareholders a 20-percent dividends
received credit. If, as the Treasury has suggested, equity financing has not taken
on new importance in the United States since the passage of the dividend
credit in 1954, then it is imperative that we consider further measures to
equalize the tax results of equity and debt financing, not the repeal of the only
equalizing device we now have. At the very least, the chamber would expect
the Treasury to make a thorough study of alternative devices to stimulate
venture capital and suggest some replacement for the dividend credit before
proposing its repeal.

The House bill would repeal the dividend credit and then temper the harsh-
ness of this by doubling the dividend exclusion. But the net effect of such a
change will only be to encourage modest investments in equity securities. The
investors who are the greatest source of equity capital will receive no stimulus
from an expansion of the exclusion.

The Treasury has adduced a series of figures which indicate that only tax-
payers in high income brackets benefit from the repeal of the dividend credit.
This is perhaps true to the extent that individuals with higher incomes are those
more likely to do what the dividend credit was designed to encourage, i.e.. make
substantial investments in securities. It is certainly no criticism of the divi-
(lend credit to say it benefits most of those who react as the credit wishes them
to.

Of all the measures that could be used to lift the burden of double taxation
and to encourage investment in equity securities, the dividend credit is the
fairest to lower income taxpayers. The credit gives all taxpayers, regardless of
bracket, the same $4 tax relief for every $100 of dividends. By contrast the
dividend exclusion, offers greater proportionate benefit to upper bracket tax-
payers. For example, the present $50 exclusion gives only $10 tax relief to a
bottom bracket taxpayer (20-percent rate) but gives as much as $45.50 tax re-
lief to an upper bracket taxpayer (91-percent rate).

Because the increased exclusion which has been substituted for the dividend
credit is of nominal value to low bracket taxpayers, many low or middle income
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taxpayers who are wholly or largely dependent on dividend income will be
seriously harmed. For example, a retired person over age 65 receiving only
$3.500 income all in the form of dividends could find that his or her tax bill
would actually be increased a few dollars by H.R. 8363. Such an increase could
occur on income up to $13,000. These increases would result even after the
effects of rate reduction and the increased dividend exclusion were taken into
account. A person with dividend income in these modest amounts might well be
a widow or a disabled person who invested lump sum proceeds of life or dis-
ability insurance. Assuming that an individual in such a situation would take
pains to choose high dividend yield securities, $3,500 could easily be earned
on an investment of less than $70,000.

For all these reasons, the chamber strongly opposes repeal of the dividend
credit.

INVESTMENT CREDIT-SECTION 202

As this committee knows, the chamber raised a question in its testimony in
1962 and 1963 as to the propriety of using tax credits to accomplish economic
and social reforms. We do not like subsidies in the tax structure for business
or anyone else. We favored measurable deductions such as an initial allowance
which enter into the computation of cost and the established pattern deter-
mining net income. At that time we supported the basis adjustment only because
it was the kind of provision that would fit the credit more nearly into the Revenue
Code's existing concepts and pattern of capital recovery.

However, since the administration and the Congress have decided upon the
credit instead of an increased deduction or initial allowance as the best method
to make our investment writeoffs more comparable to those allowed by other
nations it must stay in the law; and the basis adjustment should be eliminated
so as not to diminish the already inadequate allowance by trying to fit it into
the conven ional depreciation pattern.

Increasing corporate rate reduction by an additional 1 percent would not
Justify repealing the credit. If a 1-percent rate reduction were substituted for
the investment credit, corporations investing only a small portion of earnings
in new plant and equipment would be benefited at the expense of those cor-
porations making substantial new investments. The many small unincorporated
businesses would be unfairly discriminated against.

The chamber believes that, despite its drawbacks, the investment credit has
been a significant factor in encouraging investment in new plant and equipment.
It will, of course, take several years before its incentive effect will fully be
reflected in corporate investment policies. If it is repealed only 1 or 2 years
after its enactment, the business community will be unwilling to pursue longrun
investment programs for fear that another shift in tax policy 2 years hence will
agains upset reasonably developed expectations. Moreover, the business com-
munity will begin to question whether the Government is genuinely interested in
encouraging capital investment.

The major criticism of the investment credit, as I have said, Is the complex
basis adjustment provision. By providing for the repeal of the basis reduction
requirement of the credit, the House bill removes one of the complex features and,
at the same time, augments its incentive effect. For these reasons, the chamber
actively supports the repeal of the basis reduction requirement. There is no
doubt that many more businesses would avail themselves of the credit if this
requirement were repealed.

The chamber also supports the other proposals for modifying the investment
credit which are contained in the House bill. We would like to call particular
attention to the provision declaring that it is Congress' intention that regulatory
agencies shall not "flow through" the investment credit to a utility's customers.
As written, this provision would not bar the Renegotiation Board or the Depart-
ment of Defense from deeming corporations to have higher profit levels because
of the investment credit. We believe that a "flow through" in Government con-
tract negotiations would be as antagonistic to the purposes of the credit as it
is in the area of public utilities. The statement of congressional intent as to
the ban on "flow through" should be expanded to include Government procure-
ment and renegotiation.

GROUP TERM INSURANCE-SECTION 203

The House committee recognized, as does the chamber, the benefits to the
national economy that results from encouraging employers to provide group term
insurance for their employees. We also recognize that some limitation on the
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amount of such insurance which may be provided without taxing the employee
may be necessary to eliminate possible abuse. The House bill has attempted
to balance these interests by imposing a fixed $30,000 limit on tax-free group
term insurance. The chamber feels that this fixed dollar limit will hamper
employers who wish to provide group term insurance for their employees on
a rational and equitable economic basis.

As in the case of any employee benefit, employers will naturally and logically
wish to base an employee's insurance protection on his value to the company.
Since the value of an employee is best measured by his wages, the chamber
recommends that an exclusion from tax based on a multiple of earnings be sub-
stituted for the fixed dollar limit contained in the House bill. This earnings
multiple limit recommended by the chamber would be realistic, reasonable, and
practical, and would adequately prevent abuse.

The provisions in the House bill with regard to the amount to be taxed to the
employee if the term insurance limit is exceeded are unduly complex. To the
extent employees receive protection in excess of the limit, the House bill requires
several calculations, using complex formulas, to allocate the cost of insurance
on the basis of age brackets. All of these calculations must be made for each
employee of the company and must be made anew each year. With almost 50
million individuals now covered under group term insurance, if it costs only
25 cents per individual to make these computations the revenue loss from tax
deductible computations expense would more than offset the nominal $5 million
revenue gain expected to result from the House proposal.

This burdensome and expensive complexity could be dispensed with if insur-
ance costs were computed on a level premium basis; that is. without regard to
age groupings. This is the system of taxing employee group term insurance that
has successfully be adopted in Canada. Since the premium charge to an em-
ployer for a group term policy is based on a single group rate, it is sensible to
use only that rate in imputing a portion of the premium cost to an individual
employee. There is no more reason for reapportioning cost on the basis of age
than there is for reapportioning it on the basis of the health of the employees,
some of whom might not be able to secure any life insurance outside the group.
The chamber accordingly recommends that the use of age brackets in imputing
insurance cost be dispensed with and that the imputed amount be determined by
reference to the group rate paid by the employer.

REIMBURSED MEDICAL EXPENSES-SECTION 204

The chamber supports the provision in the House bill requiring inclusion in
gross income of health insurance reimbursements to the extent they exceed actual
expenses. The excess of reimbursement over cost represents income rather than
a loss recovery and should be subject to tax.

SICK PAY EXCLUSION-SECTION 205

The chamber has consistently opposed the sick pay exclusion as an unjusti-
fied erosion of the tax base. It gives an unwarranted benefit to employees who
often have only minor ailments and it may, in fact, encourage absenteeism. For
these reasons the chamber supports the provision in the House bill limiting the
sick pay exclusion to employees who are absent from work for more than 30
days. While it would be desirable to repeal the sick pay exclusion entirely, we
believe that the House provision will eliminate much of the abuse in this area.

SALE OF RESIDENCE BY AGED TAXPAYER-SECTION 206

The House bill would permit the exclusion from income of part or all of the
gain realized by a taxpayer over age 65 on sale of his personal residence. The
chamber recognizes the aged taxpayers are often forced to sell their homes and
Iove to new quarters either because of retirement or a changing family situation.

If these taxpayers reinvest their sales gains in the purchase of new homes they
are presently protected from tax by the residence sale rollover provision of th
code. But, for a variety of reasons, older taxpayers often prefer to move to
apartments or other nonowned housing. The chamber believes that there i.
Inerit in the proposal to allow aged taxpayers to keep intact the proceeds from
the sale of their residences under these conditions.

The provision in the House bill, however, operates in a regressive fashion.
The higher the sale price of a taxpayer's residence, the lower the percentage of
his gain that is excludable from income. For example, a taxpayer selling a
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house for $20,000 excludes all his gain from income whether that gain is $5,000,
$10,000, or even $20,000, while a taxpayer who sells a house for $30,000 is per-
mitted to exclude only two-thirds of his gain from income even if that gain is
only a few hundred dollars. Any provision imposing a higher tax on an indi-
vidual with a lower gain, merely because he is dealing with a more expensive
asset, has no place in the income tax laws. It is a form of capital penalty
wholly unrelated to the purpose of the provision to relieve aged taxpayers of
undue tax burdens.

It would be most appropriate to have no limitation on the amount of gain
which can be excluded from income. If the Congress determines, however, thu
some limit is necessary, the chamber believes that a limitation based on a fixed
percentage of gain would be most equitable.

ELIMINATION OF DEDUCTION FOR SOME STATE AND LOCAL TAXES---SECTION 207

The House bill proposes to eliminate the present deduction for State and local
taxes other than property, income, and general sales taxes. The taxes which
will be eliminated as deductions are generally small in amount and difficult to
document. For this reason, we support the proposal. We would strenuously
oppose, however, any further narrowing of the deduction for State and local
taxes, since we feel strongly that the accommodation reached between the States
and the Federal Government in this important area must be preserved.

Also, we feel strongly that further "grossing up" of the tax structure or the
imposition of a tax upon a tax cannot be defended in a high-rate income tax
structure.

CASUALTY LOSS DEDUCTION-SECTION 208

The proposed $100 floor on casualty loss deductions is a reasonable provision,
and the chamber supports it. The policy considerations which support the deduc-
tion for casualties suffered by the taxpayer are not applicable when the casualty
in question is merely a minor nuisance loss.

CHARITABLE CONTRIBUTION DEDUCTION-SECTION 209

It is desirable to extend the 30-percent charitable deduction limit now provided
for certain charitable groups to all publicly supported and controlled charities,
so as to assist these organizations in raising funds, and the chamber supports this
provision in the House bill. There is no justification for the discrimination
in the present law.

The chamber also supports the provision in the House bill which allows cor-
porations a 5-year carryover for excess contribution deductions. This provision
will encourage corporations to support substantial charitable projects in in-
stances where they might otherwise be hesitant because the gift involved would
be in excess of the present limit.

The provisions in the House bill limiting the deductibility of gifts of future
interests in personal property are also a desirable reform, to prevent abuse in
this area of charitable giving.

MEDICAL EXPENSE DEDUCTION-SECTION 210

The chamber supports the repeal of the 1-percent floor for drug expenses of
taxpayers over 65. The 3-percent floor on medical expense deductions does not
apply to taxpayers after age 65, and it is reasonable to make the same conces-
sion in the case of drug expenses.

The income of a taxpayer over age 65 is generally shrinking at the same time
expenses for drugs and medical care are rising. Allowing such taxpayers to
deduct all of their expenses for drugs and medicines will mitigate their burden
to some extent, at a negligible revenue cost to the Treasury.

MOVING EXPENSE DEDUCTION-SECTION 212 (INTERNAL REVENUE CODE, SEC. 217)

The House bill fills a gap in the present law by authorizing a deduction for
nonreimbursed employee moving expenses to complement the exclusion of
reimbursed moving expenses under present law. In addition, the bill properly
recognizes that the moving expense treatment should apply to new as well as
old employees. One of the strengths of the American economy is the mobility
of Its labor force. We believe that no tax barriers should be placed in the way
of this mobility. The chamber also recognizes the fact that an employee who
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moves for his Job is incurring an expense that Is closely related to the production
of income. For these reasons, the provisions in the House bill allowing a deduc-
tion for moving expenses are most desirable.

But the House bill does not go far enough to bring about the mobility that the
President has requested. There are many expenses of moving that are not cov-
ered by H.R. 8363. For example, a relocating employee often must make an
advance trip to his new area to search for a home; he may have to put his
family in temporary lodgings while awaiting occupancy of his new home; or he
may be forced to move on to his new position in advance of his family and to
take up temporary quarters while awaiting their arrival. Because the expenses
in any of these cases would be directly related to a move for employment pur-
poses, the chamber recommends that section 212 of H.R. 8363 be expanded to
allow their deductibility. If this is not done the tax laws will continue, to some
extent, to deter employee mobility.

In another respect the bill as passed by the House does not go far enough.
Frequently an employee is forced to move on short notice and dispose of his
residence at less than its full fair market value. If he is reimbursed by his
employer for this loss of market value, the employee should be permitted to treat
this reimbursement as part of the proceeds of sale. The payment in such a case
is directly related to the sale of the residence and the tax treatment to the
employee should recognize this fact.

"BANK LOAN" INSURANCE"-SECTION 213

Under the terms of the House bill interest deductions would be disallowed in
certain cases where borrowings are systematically made to purchase life in-
surance. There are unquestionably instances of excessive use of borrowed funds
to purchase life insurance, and the chamber agrees that the law should be
amended to prevent these abuses. Unfortunately, the provisions of the House
bill contain a multitude of subjective tests and a mass of limitations and quali-
fications. The chamber questions whether it is necessary to introduce such
complexity into the code to eliminate this minor tax advantage. The chamber
also questions the use of subjective tests that will create much uncertainty
for the taxpayer in planning his activities.

The chamber supports the purpose of the provision in the House bill, but
strongly recommends that it be simplified and placed on a more objective basis.

STOCK OPTION S--SECTION 214

The chamber concurs in the view expressed by the House Ways and Means
Committee that the basic stock option tax provisions should be retained because
of the benefits to the economy which are derived by encouraging corporate man-
agement to have an active stake in their corporations. The chamber also recog-
nizes that the present provisions of the code regarding employee stock options
have given rise to unintended tax benefits. For this reason the chamber supports
most of the stock option reforms contained in the House bill. In general, these
reforms should curb the occasional excesses without limiting the effectiveness
of bona fide stock option plans.

The chamber opposes, however, the provision In the House bill which would
reduce the maximum life of an option from 10 years to 5. It may take several
years for the efforts of an employee to be reflected In the market price of stock
covered by an option. A 5-year period may make it impracticable for companies
to use stock options as incentive devices. For example, if an option is granted
at the peak of a business cycle the 5-year period might not be enough to carry
through the downturn and subsequent recovery that are likely to complete the
cycle. To be of value stock options should extend over a period of time long
enough to assure the employee the opportunity to benefit from the long-term
growth of his company, unaffected by business cycles.

There is no need to force early purchase of stock to assure that stock
options will work as incentive devices. As soon as an option is issued to
him, an employee has the same incentive to improve his company's position as
he does when he is the actual owner of stock. The only effect of a 5-year
life rather than a 10-year one will be to encourage an employee to cause a
quick, short-term improvement in his company's position at the expense of
longrun growth. This will not be beneficial to the economy.

As now drafted the bill requires that a qualified stock option plan "by its
terms" have no more than a 5-year life and be nonexercisable while a prior
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option is outstanding. Since it is contemplated that these provisions will be
made retroactively effective on June 11, 1963, corporations, which presently
wish to issue option plans are in a difficult position. Because it is possible
these restrictive provisions may be modified before the bill is passed, it may
not be proper or necessary to meet these requirements in their present form.
Yet if an option does not "by its terms" meet them It may be nonqualified
Even if an option issued today does "by its terms" meet these requirements it
may become nonqualifled if the requirements are changed.I It is true that the phrase "by its terms" is used in the present stock options
provisions of the code. However, its use there presented no problems because
employers presumably did not issue stock options until they were accorded
legal sanction by the enactment of the present code provisions.

The chamber ac,,rdingly recommends that the phrase "by its terms" be
deleted or that employers he permitted, without penalty, to modify plans issued
between June 11. 1963, and the d'ate of passage of the bill, so as to comply
with the requirements of the provision.

INTEREST ON CERTAIN DEFERRED PAYMENTS-SECTION 215

'nder present law there is no requirement that persons selling property
on an installment basis report any income from interest unless interest is
separately stated in the contract. The chamber agrees that some reform in
this area is appropriate. We are concerned. however, that the provisions in
the present bill may give too broad an authority to the Treasury Department
to determine a standard rate of interest-

The Treasury's power to allocate interest should be limited to those cases
where no interest is stated in the agreement or where there is affirmative
evidence that the stated interest was not arrived at in a bona fide manner.
The rates of interest on fairly negotiated contracts may reasonably be as
low as 2 o)r 3 percent. The seller should not be penalized merely because
he cannot. in arms-length bargaining, secure a rate of interest on his funds
that the Treasury deems satisfactory.

PERSONAL HOLDING COMPANY TA\XATION-SECTION 216

The Treasury has pointed out that means have been developed to circum-
vent the effectiveness of the personal holding company provisions in present
law, and the House bill contains measures to make these provisions more
effective. The chnmber favors the elimination of abuses in this area, but
questions whether amendments requiring 43 pages in bill form are necessary
to correct present deficiencies in the law. The chamber generally supports
the House proposals regarding personal holding companies, but urges that
every effort be made to simplify them.

The chamber also recommends that section 333, the provision of the code
designed to encourage the liquidation of personal holding companies, be modi-
fied. At present stock and securities acquired by a corporation after December
31, 1953. are taxed the same as cash in a section 333 liquidation. This
cutoff date was originally set at April 9, 1938, the date of enactment of the
predecessor of section 333, to prevent liquidating corporations from avoiding
tax by converting cash into securities immediately before liquidation. In line
with this purpose, the cutoff date has been advanced several times throughout
the history of section 333, most recently upon the enactment of the Internal
Revenue Code of 1954. Consistent with prior legislative practice this date is
again due for advancement. Unfortunately, HR. 8363 advances It only with
regard to corporations brought within the personal holding company provi-
pions by the changes that H.&. 8363 effects in those provisions. Because
established legislative practices have recognized the desirability of encouraging
the liquidation of all personal holding companies, the advancement of the
cutoff date should not be so narrowly limited.

As an alternative to the sporadic advancing of this cutoff date, the chamber
recommends the adoption of a moving date. fixed for any corporation 2 to
3 years before its liquidation. This proposal, which has also been made by
the Section of Taxation of the American Bar Association, would adequately
prevent misuse of section 333 while solving, once and for all, the problem of the
cutoff date.

The chamber also renews its request, made before the House committee, that
section 341 be made inapplicable for a time to corporations newly brought within
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the definition of a personal holding company. If this is not done shareholders
of many corporations which have accidentally become classified as personal
holding companies may be burdened with a large tax liability through no fault
of their own.

AGGREGATION OF OIL AND GAS PROPERTIES-SECTION 217

The taxation of mineral and extractive income should not be modified In a
piecemeal fashion. The President has recommended comprehensive studies of
the overall problems in this area and it is our understanding that such studies
are going forward at the present time. The chamber recommends that any
modification of the law in the area be deferred until the results of these studies
have been carefully considered.

CAPITAL GAINS TAX rED~uCTION-SECTION 219

The chamber has long advocated a reduction in the capital gains tax as a
means of invigorating the investment capital flow in the economy. President
Kennedy, in his 1963 tax message, expressed quite pointedly the importance of
a capital gains rate reduction when he said:

"The present tax treatment of capital gains and losses is inequitable * *
[It] affects investment decisions, mobility and flow of risk capital from static
to more dynamic investments, the ease or difficulty experienced by new ventures
in obtaining capital, and thereby the strength and potential for growth of the
cconony." [Emphasis added.]

At the time the President's proposals were first made, the Secretary of the
Treasury also indicated that the capital gains reductions were of major impor-
tance. He said:

"The present provisions are both inequitable in essential respects and detri-
mental to the mobility of investment funds and liquidity in capital markets * * *.

"Independent outside surveys, our own studies, and letters and comments
which are received daily from taxpayers throughout the country indicate clearly
that these substantial reductions will increase taxpayer willingness to realize
capital gains and stimulate a larger turnover of capital assets."

These arguments of the administration were accepted by the House, which
included a capital gains tax reduction in H.R. 8363. In its report the House
Committee on Ways and Means pointed out that the reduction would: "'unlock'
capital investment where the investor is willing to undertake new and riskier
investments needed by the economy * * *. [It] should result in increased in-
vestments and will be particularly helpful in tapping new sources of risk capital."
These comments leave no doubt that at a time when the free flow of investment
capital is one of the primary concerns of both the administration and the Con-
gress a reduction in the capital gains tax is a particularly appropriate and most
desirable reform.

Since the tax bill was first introduced the administration has surprisingly
reversed its position and now opposes a reduction in capital gains taxes. It is
important to note, however, that the reasons for this about face have nothing
whatsoever to do with the merits of a capital gains tax reduction. The Secretary
of the Treasury has admitted that, even without a change in the tax treatment
of assets at death, the capital gains reduction will still have a stimulating effect
on the economy.

The sole reason advanced by the Secretary of the Treasury for opposing the
reduction is the politically inspired argument that it will give too much benefit
to wealthy taxpayers unless those taxpayers are at the same time penalized with
an additional tax at death. The chamber strongly believes that a capital gains
tax reduction should stand or fall on its own merits. If It will benefit the econ-
omy-and the chamber and the administration both believe that it will-then
the country should not suffer from its loss merely because it is not politically
attractive to reduce the enormous tax burden on upper bracket Individuals.

Even assuming that the political implications of a capital gains reduction
must be considered, it is not true that the benefits from this reduction flow only
to wealthy individuals. In 1960, the last year for which detailed figures are
available, 31 percent of the long-term capital gains were earned by taxpayers
with adjusted gross Incomes of less than $10,000. Forty percent of the long-term
capital gains were earned by taxpayers with adjusted gross incomes under
*15,000. A large portion of the benefit from this reduction would thus flow to
taxpayers in the lower brackets.
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This point is emphasized by the fact that, on a percentage basis, the reductions
in capital gains rates are weighted heavily in favor of lower income taxpayers.
These taxpayers receive the advantage of both a reduced inclusion factor for
capital gains and reduced rates of tax on the gain included, while upper bracket
taxpayers receive the benefit only of a reduced rate--and that less than propor-
tionate with the reduction made in the inclusion factor. To put this in specific
figures, the capital gains tax rate on bottom bracket taxpayers falls from the
present rate of 10 to 5.6 percent under H.R. 8363, a reduction of 44 percent.
For taxpayers in the $6,000 to $8,000 taxable income bracket, the rate reduction
is from 15 percent down to 10 percent, a drop of 33% percent. The percentage
of reduction continues to decline as income rises, until all taxpayers. with taxable
income of over $26,000 are afforded a drop in rate from 25 percent down to
21 percent, only a 16-percent reduction. Thus middle bracket taxpayers get
twice the percentage rate reduction and bottom bracket taxpayers almost three
times the percentage rate reduction given upper bracket taxpayers.

Since taxpayers earning under $10,000 receive over 30 percent of all reported
long-term capital gains and since taxpayers earning under $10,000 receive rough-
ly two to three times as much percentage benefit as upper bracket taxpayers
receive from HR. 8363, it seems fair to say that at least on a percentage basis
most of the benefit from capital gains reductions in the bill flows to taxpayers
in the under $10,000 income class, The Secretary of the Treasury has conceded
that percentage reductions in tax are the best indicators of the effect of the
bill.

Even if the reduction in capital gains tax was to some extent related to a
change in taxation of assets at death in the initial proposals of the administra-
tion, the reduction has been so watered since it was originally proposed that
the administration has been adequately compensated for a failure to secure a
change in taxation at death. The inclusion factor in H.R. 8363 is 40 percent
rather than the 30 percent originally proposed by the Treasury; the maximum
rate is now 21 percent rather than 19.5 percent: the holding period is now 2
years rather than 1 year, and the corporate capital gains rate has not been re-
duced at all, rather than being reduced 3 percent as proposed by the Treasury.

The benefit to the economy from the invigorated flow of capital which this
reduction would cause is well recognized. The reduction is, however, tailored
to our current economic needs for still another reason. A major drawback in

the administration's tax program is the tremendous short term loss of revenue
it will create until its accelerating effect on the economy is realized. The re-

duction in capital gains tax will provide a major source of additional revenue

during this short run period because of the extra tax receipts produced by the

unlocking of capital. The House committee estimated, in their report on H.R.

8363, that $350 million would be gained in calendar 1964 and $210 million in

calendar 1965. The Treasury estimates are a bit lower, $210 million in 1.964

and $80 million in 1965. But whichever figures are accepted, it is undeniably

true that the capital gains reduction will contribute major amounts of short

run revenue while at the game time stimulating the economy to higher produc-

tive levels. It is difficult to imagine a provision more custom designed to fit

our present needs
For these sublantial reasons, the chamber strongly supports the reduc-

tion in capital gain taxes contained in H.R. 8,63. We urge, however, that the

reduction in the maximum rate under the alternative tax should -be made pro-

portionate to the reduction in the inclusion factor for capital gains. This calls

for a maximum tax on class A capital gains of 20 percent rather than 21 per-

cent as in the House bill. By offering a greater proportionate capital gains tax

reduction to lower and middle bracket taxpayers, the new capital gains rates

disfavor the stimulation of new inveptnent from its most significant source.

The chamber also recommends that this committee consider, In addition to the

reductions in the House bill, a broader change in the capital gain provisions

which would allow taxpayers to liquidate capital investments free from tax so
long as the proceeds are immediately reinvested. A tax imposed on an indi-

vidual merely for shifting from one capital asset to another is in fact a capital
levy or a transfer tax, and is not properly a part of the income tax structure.

As an alternative to this "rollover" exemption or as a supplement to it, con-

sideration should also be given to taxing capital gains on assets that have been

held for 10 years or more at an extremely low rate. Much of the gain after so

long a holding period is attributable only to Inflation. Because of the long

holding period requirement, this provision could not be used as a device to

circumvent taxation.
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SALE OF DEPRECIABLE REAL PROPERTY-SECTION 220

The present tax treatment of depreciable real property is not in harmony with
the treatment of other depreciable property. Within the last 2 years two im-
portant reforms have been introduced in nonreal property depreciation. The
code has been amended to prevent the use of depreciation to convert ordinary
income into capital gains and the policies and regulations of the Treasury have
been amended so as to provide for modern, realistic rates of depreciation.

The House bill provides for extending the first of these reforms to cover
real property. The chamber agrees that such an extension is desirable. At the
same time, however, we believe that the second of these reforms, re:listic de-
preciation, should also be extended to include depreciable real property. The
present depreciation of real property does not adequately provide for obsolescence,
which is a major problem in a rapidly changing economy such as ours. This
is particularly true in the case of "'special purpose" buildings. A thoroughgoin-
review of the problems in this area and the enactment of a modern depreciation
provision is long overdue.

AVERAGING OF INCOME--SECTION 221

Steeply progressive income tax rates work an unfairness to taxpayers with
bunched income. The income averaging proposal contained in the House bill
overcomes some of the grossest inequities in this area, and the chamber sup-
ports it.

This committee should recognize, however, that the present proposal does not
offer any relief to individuals who.e incomesn gradually build up to a high
peak. Many professional men, for example, slowly develop their earning lower
until it is maximized when they are 45 to 55 years old. During the relatively
short period for which this level of earnings can be maintained, many a man
must put his children through college and get them started in life, while at the
same time saving enough to provide for his own retirement. The chamber
recommends that consideration be given to a more general averaging provision
which would provide for relief for these taxpayers.

REPEAL OF CONSOLIDATED RETURNS TAX-SECTION 222

The chamber strongly supports the provision in the House bill which would
repeal the 2-percent tax on consolidated returns. A corporate group which
files a consolidated return suffers a penalty in losing the benefit of multiple-
surtax exemptions. There is no reason why it should be further burdened with
a penalty in the form of an extra tax. The filing of consolidated returns is not
necessarily tax motivated but follows naturally and logically from a business
decision to prepare consolidated audit reports. The Commissioner is empowered
to prevent corporations from gaining an unfair benefit from consolidation by
frequently shifting from consolidated returns to separate returns.

MULTIPLE-SURTAX EXEMPTION-SECTION 223

The Ways and Means Committee has noted that some few medium and large
enterprises have adopted multiple-corporate structures. In most instances this
Pas been for valid business reasons.

While statutory and judicial principles have been developed which prohibit
splitups for tax purposes, the interchange of normal and surtax rates proposed
in the House bill would increase the incentive to organize new corporations on a
multiple basis. For this reason the bill contains provisions which would penalize
multiple exemptions in the case of corporations under common control. While
the chamber does not oppose reasomable reforms in this area, it seems unfair
to impose a penalty upon corporations engaging in entirely unrelated business
enterprises or upon corporations in which there is a substantial minority interest
merelyy because of an element of common control. In any case, a penalty as
high as 6 percentage points of rate may be questioned.

BASIS CARRYOVER AT DEATH- (NOT IN PRESENT BILL)

The chamber is strongly opposed to any proposal which would carry over the
decedent's basis in his property to his heirs at death.

The House Committee on Ways and Means recognized that It would require
ahnost impossible feats of draftsmanship to produce a workable statutory pro-
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vision accomplishing this result, and wisely decided not to include any such
provision in the tax hill.

Any such carryover provision would impose an impossible burden on tax-
payers. In order to be equitable it would necessarily have to apply not only to
assets such as stocks and securities but also to homes, automobiles, and jewelry.
Records are lacking in most cases as to the cost or other basis of much of tile
property. Records which are kept are often in such form as to be unpersuasive
to the Commissioner or to the courts. Thus the recipient of property from
a decedent would usually have al impossible burden of proof in trying to
establish basis. Lie would be forced to accept a determination of the Comimlis-
sioner of Internal Revenue in this regard. even though the Commissioner, who
must construe all doubts in favor of the Government, would naturally fix basis
as a very low level. Where evidence of heirs was lacking a zero basis would
often he assigned to the assets.

The policy considerations underlying the gift basis provisions have no validity
in the area of death transfers. If the gift basis provisions were not as strict as
they are, a taxpayer who carefully regulated his gifts could avoid all capital
gains taxation and could freely shift capital losses so as to gain maximum
tax benefit from them. Since a decedent has no power to control the timing
of his transfers or to pick and choose among the assets he wishes to transfer,
this danger of tax avoidance is not present in the case of transfers at death.

There is at least one further serious objection to a carryover basis. Stepping
up basis to market value when an asset passes through an estate is the only
means of freeing "locked in" capital that the code now provides. The carryover
proposal would not merely perpetuate "locked in" capital; it would actually mag-
nify the problem because the process of valuation without complete evidence
would tend to drive basis down. Now, when our economy needs added stimuli
for expansion, is hardly the time to eliminate an important source of investment
capital.

Not only would the elimination of stepped-up basis tend to freeze capital
after it passed through an estate, it would also reduce incentive to build and
develop economic enterprises. The greater the share of man's assets that the
Government will take after he dies, the less is his incentive to increase the size
of his estate. The proposal to carry over a decedent's basis is merely an in-
direct manner of increasing the already very substantial capital levy on estates.
As such it will deter the development of capital just as effectively as would a
rise in estate tax rates.

Amendment No. 225 to H.R. 8363, a proposal to provide a carryover basis
which has recently been introduced before the Senate, indicates the correctness
of the House decision to omit any such provision from H.R. 8363. This proposal
is 17 intricate pages in length and yet does not even attempt to resolve a major
problem which disturbed the House Committee. If asset bases were directly
carried over, it would often happen that because of differentials in appreciation,
the relative benefits which a testator desired to confer upon his heirs would be
distorted. Moreover, recipients of particular assets for which a decedent had
kept poor records would be harshly penalized merely because of the decedent's
neglect. The House Committee rightly decided that, because these serious in-
equities might otherwise result, it was necessary to spread the burden for the
appreciation of all a decedent's assets among his heirs according to the value
of the property they receive rather than according to the appreciation directly
attributable to that property. Unfortunately, Amendment No. 225 ignores this
need for apportionment according to value.

In this same proposal, the problems of determining bases are met by providing
that, in the absence of other information, the fair market value of property at
the time the decedent acquired it will determine its basis. This would, naturally,
be the course followed by the Commissioner and the courts even in the absence
of such a provision. Without records of the decedent, however, it is likely that
the date of his acquisition will not be determinable. Even if this data Is ascer-
tained, the problems of determining the fair market value of assets at dates years
removed, are so great as to bring this entire proposal into question.

Amendment No. 225 also attempts to avoid many problems of ascertaining
basis by exempting "property (not including property of extraordinary value)
which is a personal or household effect" from its application. The use of such
vague language only passes on to the courts a problem which the draftsmen were
unable to solve.

For all these reasons, the chamber urges that Amendment No. 225 or any
other similar proposal be defeated.
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AMENDMENT TO IRC SECTION 274-(NOT IN PRESENT BILL)

The chamber urges the adoption of S. 2068, the proposal to modify the present
treatment of deductions for business travel and entertainment. The provisions
of current law on this subject are so complex and confusing that the average
businessman finds it difficult to be reasonably certain of compliance. He may
often forego activities which would benefit his business because of doubts as to
their deductibility. If he makes an expenditure in an area where the statute
and regulations are unclear, he often is dismayed to find that merely proving
the expense was made for bona fide business purposes is not enough to assure
deductibility.

S. 2068 will (1) simplify the rules governing travel and entertainment expenses
so that the average businessman can understand them, and (2) modify the law
so that bona fide business expenses are less likely to be denied a deduction. It
guards against unjustified deductions by retaining the record-keeping require-
ments that were enacted into law last year. The enactment of S. 2068 would
remove a major area of friction and misunderstanding between business and
the Internal Revonue Service, and thus benefit tax administration in general.

PROPOSAL TO AMEND rRC SECTION 167- (NOT IN PRESENT BILL)

The chamber strongly supports the proposed amendment to H.R. 8363 which
would extend the Treasury's depreciation guidelines to taxpayers as a matter
of right. This proposal would make the computation of depreciation deductions
simple and certain.

By eliminating the reserve ratio test this proposal would encourage many
more businessmen to utilize the guidelines and thereby develop modern asset
replacement practices. The reserve ratio test works at cross purposes with
the guidelines. It will cause endless and unnecessary controversies upon audit
of tax returns. Because it is developed on the ideal model of a large asset
account with a steady flow of replacements, it effectively prevents businessmen,
who for valid reasons do not happen to conform to this ideal model, from using
the guidelines.

Appendix B to Testimony of Joel Barlow on Behalf of National Chamber

REVIEW OF NATIONAL CHAMBER'S TAX POSITION AND PROGRAM

In giving our qualified support to H.R. 8363, we have done so with the thought
that if we are ultimately to realize our goal of meaningful tax rate reduction,
we must not discourage the first step in that direction as inadequate as it would
seem to be. To give the committee a better understanding of the National
Chamber's conception of an adequate tax program for rate reduction, this paper
is filed as a supplement to our oral statement today on H.R. 8363.

A BRIEF STATEMENT OF THE ECONOMICS OF TAX RATE REDUCTION

Our income tax structure is a graduated structure taking steadily higher
and higher portions of income from the income earner as incomes rise. We
penalize or punish success most severely. A growing number of people, there-
fore, have concluded that if we are to prevent the choking off of economic re-
coveries and if we are to stimulate more growth, we need to cut taxes across
the board and, in addition, particularly cut those taxes which retard both saving
and new risk-taking. Such cuts would enlarge the deficit in the short run, but the
individual and the corporate cuts would reinforce one another to help generate
larger incomes and, therefore, reduce the deficit in the longer run.

It was estimated by Government officials, for example, that in 192 if we
had been operating at reasonably full employment, total income and total
output would have been $30 billion higher. But Federal tax receipts would
have absorbed about one-third or roughly $9 billion in excess of the then current
tax collections. Private saving would have b.cn ul $5 or $6 billion. Thus,
taxes and savings would have drawn some $14 or $15 billion from the economy.
This would have had to be concurrently offset by additional investment or other
expenditures, if full employment were to be obtained and maintained. This
meant, for example, that at the levels of Government expenditures of a year
ago the tax system barred the way to full employment unless we were able
to raise private investment about $14 or $15 billion above the then current
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levels. These matters were fully explored in an address by Mr. Walter W.
Heller before the American Statistical Association in September 1962.

On June 7 of last year the President reinforced this idea in these words:
"* * * our tax structure, as presently weighted, asserts too heavy a drain on a
prosnering economy."

Again in 1962 Secretary of the Treasury Douglas Dillon said: "The current
tax structure siphons off so large a fraction of the increased income generated
by business recovery that forward momentum is dis.sipated before full employ-
ment and full utilization of industrial capacity can be reached." 1

Ther,, is a very broad consent us among economists that the foregoing analyst;
is va!id. It is for this reason that a tax cut i- particularly urgent at this
time-I hat is. before the recovery from the last recession, which began in
February or March of 1961, is aborted.

While the proposed tax changes in H.R. 8.363 are heavily weighted in favor
of reductions for individuals in the lowest income group, in terms of leverage
and effective economic impact there is good reason to believe that cutting the
middle and the upper income tax brackets and reducing the corporate rate would
be most effective. In order to have our economy grow, everyone agrees we
must have more investment. We need more iivestnient in existing jobs in ordor
to make the current jobs better paying and more productive jobs. We need to
create an enormous number of new jobs because the labor force will grow at
least 50 percent faster in the next 7 years than in the last 7. By 1.965 we will
have 1.2 million more youngsters reaching working age in a single year than we
had in the previous year, just as this year we have about a million more young-
sters reaching age 16 than reached this, age last year. This rise is due to the
high marriage and birth rates at the end of World War II. It takes some $15,000
to $20,000 of after-tax investment for each job. The arithmetic calls for much
more saving and investment in the years ahead.

It is regrettable that the corporation income tax rate is not being subjected to
more drastic surgery in H.R. .363. Business taxes, including the corporation
income tax, largely and inevitably find their way into the price and cost struc-
ture. In terms of balance-of-payments problems efforts should be made to re-
duce those taxes which almost inevitably raise the cost (and, therefore, the
price) at which output can be produced.

We recognize that there is disagreement on the incidence of the corporation
income tax, but most economists agree today that the bulk of the tax is shifted
forward to consumers in higher prices. Some of it, of course, is shifted to share-
holders, particularly in the case of marginal companies, thus giving rise to the
problem of double taxation of corporate earnings.

The corporate income tax then is to a very considerable extent a cost which
the producers take into account just as other costs are taken into account, when
new plans are considered for enlarging capacity, for initiating new methods
and products and in developing new lines.

Suppose, for example, that in the light of other uses for funds and the risks
of failure being taken into account, a corporation's management defers new
investment until a prospective return of 10 percent looks promising. At the cur-
rent corporate income tax rate of 52 percent the tax is 10.8 percent of invest-
ment and the return plus the tax together equal 20.8 percent.

To put the matter another way: Under these conditions new Investment and
new ventures tend to be deferred until they hold out the prospect of earning 10
percent net; that is, after taxes. The tax defers new capacity. It defers new
enterprises which would be promising were the corporate income tax substan-
tially lower. Furthermore, older equipment tends to be used longer. This
induces a rise in the average age and obsolescence of our capital equipment. It re-
duces the investment in tools per worker. Furthermore, to induce new invest-
ment, the pretax anticipated yield on proposed or contemplated new investment
must be progressively higher (not just proportionately higher) as the tax rate
rises.

For example, when the corporate income tax was as high as 75 percent for
every dollar of net return to the investor, the corporation had to earn $4: $1
for the Investor and $3 for the U.S. Treasury. With the corporation tax rate
at 52 percent, for every dollar going to the investor, the corporation has to
earn $2 plus: Approximately $1 for the investor and $1 for the U.S. Treasury.
Thus, a reduction in the present 52-percent corporate rate would yield benefits
to society substantially in excess of the proportion of the tax cut. For example,

ITestimony, Joint Economic Committee. Aug. 13, 1962.
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a reduction of 12 percentage points from 52 percent would yield more than 40
percent of the benefit to be obtained by abolishing the corporate tax entirely.
This demonstrates the highly favorable leverage of a substantial reduction in
the corporation tax rate.

In short, the indictment against the corporation income tax is most compelling
in terms of Jobs, values to the consumer and in terms of faster economic growth.

Furthermore, since our income tax system is a graduated one, if we do not
from time to time cut down on the rates, we will find that the Government sector
will inevitably grow larger proportionately than the private sector. If, for
example, average incomes in one or two generations should reach $25,000 per
family, which is not unlikely, the present tax structure would absorb an enor-
mous proportion of our national income simply because nearly every family
would be lif ted into very high tax brackets. Then we would be more than half
socialized, without any deliberate congressional decision to move in this direction.

OUR TAX STRUCTURE IS THE PRINCIPAL BARRIER TO GROWTH

For many years the national chamber has been acutely aware of the problems
involved in the economics of taxation. Accordingly, we have repeatedly em-
phasized the inadequacy, inequity, and repressive effect of our steeply progres-
sive income tax structure.

Time and again in testimony before the Congress we have pointed out how
our steeply progressive rates stifle capital formation and economic growth; how
they handicap us in competing for world markets: how they discriminate against
and discourage those who must be relied upon for investment in productive fa-
cilities, and for funds for research and development to create new industries,
new products and new Jobs.

We have tried to make it (lear that a progressive rate structure that penalizes
investment in jobmaking facilities, that discourages initiative, risk taking and
extra effort makes all taxpayers losers-the poor as well as the rich, and labor
as well as owners and management.

We have recognized the hardship and the deterrent to consumer spending at
the bottom of the rate scale, and we have repeatedly recommended tax cuts
from the bottom to the top.

THERE IS TOO MUCH RELIANCE ON THE INCOME TAX

We have stressed the need for a more balanced tax structure. This would have
to include a significant alternative source of revenue such as a low-rate excise
tax or value-added tax to obviate the need for what has come to be recognized
as a misplaced reliance on the progressive and repressive income tax rates.

It has been apparent for many years that this unbalanced structure has be-
come an increasingly heavy drag on the economy; that it cannot continue to pro-
duce some 80 percent of all Federal revenues, as at present; and that, as eco-
nomic momentum is lost due to the tax drag, continuing deficits and annual im-
balances are inevitable.

EXCESSIVE EXPENDITURES PREVENT A SOLUTION

We have not, of course, attributed all our fiscal troubles to our failure over the
years to design a sound tax system. Much of our difficulty comes from a continu-
ing and unwarranted high level of expenditures. These are our two basic fiscal
problems and certainly the most critical problems at the moment. The solution
of one will not come without the other.

OUR TAX STRUCTURE DISCOURAGES INVESTMENT

For more than 30 years we have lived under a tax structure that encourages
consumption and discourages investment. The result is a low-investment high-
consumption economy. Investment in productive facilities and investment in
relation to gross national product is lower in the United States than in most of
the other industrial nations. This is one reason we have been falling behind
in the race for space and in the race for markets. The new European Economic
Community with its vast resources and markets presents a real competitive
threat.

As Walter Lippmuann has pointed out, "the new reality" we now face is the
failure of the United States under two Presidents to cope successfully with this
chronic economic sluggishness "which contrasts so vividly with the exuberant
expansion of Western Europe."
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We have repeatedly pointed to our critical economic situation, to the slow-
down in investment and growth, the unfavorable balance of payments, the failure
fully to recover from recessions, the downward trend in profits, the unavoidable
and increasing reliance on Government spending for research and development
and production facilities, the gradual liquidation of companies caught in the
squeeze between high tax rates and low depreciation rates, and those caught in
the squeeze between unreasonably low profit allowances on Government contracts
and the high levies of the income tax and renegotiation (which is essentially an
additional tax without a rate).

Most of our excess capacity today is obsolete, high-cost capacity, and princi-
pally because of the tax and profit squeeze. It will take investors and not just
consumers, to modernize it and put it back to work. It takes many thousands of
dollars after taxes just to provide the facilities for one job.

HIGH TAX RATES ARE FORCING LIQUIDATIONS

We have watched at first hand company after company-small companies and
medium-sized companies-liquidate, sell out, and merge because of the Govern-
nient's unwise, archaic tax policies. The constant threat of income tax penalties
for accumulating earnings, and the prospect of estate tax penalties, in the form
of confiscatory capital levies on business investment, have all too frequently
forced the small businessman to liquidate or merge.

This, of course, works in direct conflict with the antitrust laws, and too often
the stifling tax effect is compounded by a court decree that the large company
hold back production, research, and new product development so that it will not
preempt too large a share of the market.

Small wonder then that the countries of Western Europe, with more benevolent
tax policies and more realistic concepts of competition are "exuberantly expand-
ing" and attracting American investment in new plants while we remain sluggish
and less able to cope with their competition for world markets-or, perhaps, even
for our own.

THE ENCOURAGING PROSPECT OF MEANINGFUL RATE REVISION

Thus the chamber and the business community were greatly encouraged in
1961 and 1962 when assurances came from the President and his Cabinet in
their many messages and speeches that they recognized the urgent need for
changes in the tax structure to encourage extra effort, investment and risk
taking.

We were reassured to hear them emphasize our basic theme that "we can no
longer be content merely with the level of capital formation that will result
from a response to increased consumer demand"; and that "the most urgent
need is a change in the tax structure to take away the deterrents to investment"
in modern facilities and in research and development so as to make possible
new and better products, more jobs, and an improved competitive position in
world markets.

For the first time in years we had some assurance and hope that the steeply
progressive tax rates might come off proportionately as they went on in the
1930's and we would have an end to the overemphasis on (1) the Keynesian
theory of consumer spending, (2) progressive taxation as the panacea for fiscal
ills, and (3) the political arithmetic in ratemaking.

THE DEPRECIATION GUIDELINES AS A FIRST STEP

We were encouraged when the Treasury initially moved in this direction
by relegating the discredited bulletin F depreciation rates to the ash heap
and adopting more realistic depreciation guidelines which put a new and long-
overdue emphasis on obsolescence. Next to tax rate revision, depreciation rate
revision has been for years the most important plank In the chamber's tax
program. We had misgivings about the reserve ratio test and the day of reckon-
ing in 1965 but so much had been accomplished by the Treasury that we were
not disposed to be too critical at that time. A start toward solution of a vexing
problem was required.

THE 7 PERCENT INVESTMENT CREDIT

We were also encouraged when the President proposed a statutory as well
as an administrative change in the writeoff of productive machinery and equip-
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ment. Although we oppose the tax credit method because of its inadequacy,
and also because it is a subsidy entirely out of place in a tax structure, we
commended the President for his recognition of the urgent need for a realistic
writeoff of facilities more comparable to that allowed by the other industrial
nations of the world.

Again after the President's tax reform speech on December 14, 1962, we were
encouraged to believe that the principal emphasis in tax reduction would not
be on increasing consumer spending, but on "a direct approach to investment
incentives," as Secretary Dillon had so well expressed it earlier.

THE TREASURY'S TAX PROPOSAL AND H.R. 8363

But, unfortunately, we were once again to be disappointed and discouraged.
The Treasury proposal could not have been better designed to shift more and
more of the burden to the investors and business and professional men of the
middle and upper brackets. H.R. 8363 is only a mild improvement. The steep
rates do not come off as they went on.

The serious failure of the rate revision proposals in H.R. 8363 to encourage
capital formation has the unfortunate effect of undoing the intended benefit
of sone well-designed changes such as 5-year averaging and capital gain revisions.
The rate reduction and the tax reforms Nwork at cross purposes. There has
been a lot of running just to stay in about the same place. But still the running
toward rate revision is in itself significant and must be encouraged.

The long-overdue corporate rate reduction is largely offset short-term when
it is needed most by acceleration of tax payments for the larger companies.
Corporate tax payments will actually not be reduced until 1966.

The Treasury states that rate reduction for business has been minimized
because the new depreciation guidelines and the 7-percent credit "reduced cor-
porate liabilities" by substantial amounts in 1962 and 1963. Quite inexplicably
reduction in liabilities has been confused with postponement of li-ibilities. Fore-
closure from participating fully in permanent rate restructuring is too high
a price to pay for depreciation reforms that do no more than permit the realistic
writeoff of a cost. Here again the tax proposals are still working at cross
purposes.

THERE IS NO PROPORTIONATE REDUCTION

The pattern of individual rate reduction is not entirely surprising considering
the inevitable political implications-about 23 percent in the lowest bracket as
compared with approximately 20 percent in the highest bracket. But when the
so-called structural changes are taken into account, we find that 38 percent of
the tax reduction and relief has gone to the low-income brackets and only 9
percent to the upper brackets. The tax structure will now be more progressive
than before. There is more emphasis than ever on consumer spending. ('on-
siderably more of the tax burden has been shifted to those taxpayers who were
assured they would be relieved of some of their burden as an encouragement to
investment, risk-taking and extra effort.

NOT ENOUGH RATE REDUCTION FOR GROWTH

Not only did the original Treasury proposals fail to bring about really mean-
ingful rate reduction to remove tax barriers to growth, but the "promised reform"
to simplify the tax structure and make it more equitable was also missing. The
"permament restructuring" would have made the tax structure even more com-
plicated. The word "refrom" is a misnomer and H.R. 8363 drops any pretense
of major reform. The principal reforms with two or three exceptions are not
really reforms or correctives at all, but simply devices to offset the loss of revenue
from rate reduction. Actually, the so-called reforms write more complications
and preferences into an already overburdened law. They set up numerous ar-
bitrary ceilings on deductions and allowances which have the effect of shifting
more and more of the tax burden to the middle and upper brackets.

The best way for us to illustrate the deficiencies we find in the pen !ing pro-
posals is to compare them with the tax program the chamber recommended in
1962 and again this year.

THE NATIONAL CHAMBER'S PROGRAM

I. The chamber favors immediate and substantial tax rate reduction. We
believe that until we have a tax structure with a top rate of 50 percent or less,
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we cannot expect to get rid of the many so-called loopholes. Most of them
will continue to be nothing more than the tax equities and relief provisions
necessarily adopted by this committee and the Congress just to make the high
rate structure endurable and enforcible. Tax rate reduction then must be
a condition precedent to substantive tax reform.

II. The chamber favors rate reduction in a single year. or at most in 2 years,
with the resulting loss in revenue to be offset by (a) substantial reductions in
Federal expenditures and new obligational authority, (b) tax revenues generated
by the amount of additional funds left at taxpayers' disposal, and, if necessary,
(c) enactment of a low-rate general excise tax exempting food. medicine, and
shelter. Such a low-rate uniform excise tax would give balance to our tax
structure by placing less reliance on the overextended and overworked income
tax. The feasibility of a v.ilue-added tax and other possible tax sources slhould
be studied for possible enactment l.iter. The chamber is convinced that actual
1964 and 191')5 spending can easily be held to 1963 levels and can even be further
reduced.

III. The chamber would renew its proposal, originally made in June 1962, for
a reduction, nw to be effective January 1, 1964, from the present 91 percent
rate to 65 percent with proportionate reductions in all brackets, splitting the
20-percent bracket and applying a 15-percent rate to the first $1,000 of the new
bracket- This 65- to 15-percent rate structure will produce $5 billion more in
annual revenue than the 65- to 14-percent rate structure proposed by the Treasury
and $3 billion more than the 70- to 14-percent rates in H.R. 8313. This difference
illustrates the basis weakness of 11.1. 3363 and the Treasury rate proposal-
the -:erious erosion of the rate base that produces the bulk of the revenue.

IV. The chamber would also renew its proposal made in June 1962 for a re-
duction, now to be effective January 1, 1964. in the corporation tax rate from
52 to 47 percent and we would accept the concurrent reversal of the corporate
normal and surtax rates az provided in H.R. S.16.3. To minimize the short-
term revenue I,' s. the chamber would support the acceleration of payments as
proposed in II.R. 8363.

Even this corporate rate structure is still too high (although lower than that
in H.R. ,<11*1) and ultimately it must be lowered: but revenue needs and a priority
(in individual rate reduction dictate this very limited, transitional rate adjust-
ment at the present time.

The chamber wishes to emphasize that its proposals for individual rate changes
are also to be considered transitional only. and not in any sense desirable or
reasonable rates for a permanent tax structure. We find no assurance in the
report on H.R. 863 that this is a transitional step and not a reasonably permanent
restructuring of the tax rate.

The rates proposed by the chamber have been set at these high levels, in this
initial stage, solely because of the exigencies of short-term revenue needs and
the importance of minimizing the imbalance in the budget.

Ultimately. the tp rate for Individuals should be no more than 50 percent.
There is now a belated recognition on the part of most taxpayers and the Gov-
ernment that a rate structure making Uncle Sam more than a 50-50 partner in
extra effort and e.irnings is basically unfair and unsound.

The difference both in the concepts and provisions of the chamber's program,
as compared with those of H.R. 8363 and the administration's proposals, will be
immediately apparent.

Even if the reduction were to be spread over 2 years to minimize the revenue
loss. and to be offset in part by a substantial reduction in spending or, if neces-
s.-ry, a low-rate excise tax, it is certainly more adequate than H.R. 8363 or the
Treasury's proposal, under the President's own adequacy test, because the total
impact is greater and comes at least 1 year earlier than the 3-year Treasury
proposal.

Not even the 1962 school of economists have been heard to say that every
spending control or reduction will nullify or necessarily have a significant effect
on the momentum to be expected from tax reduction. If every effort is made
to hold the spending line, most new spending programs can go by the board.

There is a growing rbcognition, too, among these economists that an excise tax
doees not have the deterrent and repressive effect of the income tax: that it will
not defeat the purpose of income tax rate reduction; and that some kind of
excise tax must be enacted ultimately if we hope to have a balanced and adequate
tax structure.

With the safeguards which have been written into the chamber's proposal.
the danger of excessive revenue loss has been minimized.
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FISCAL RESPONSIBILITY

Questions have been raised as to the fiscal responsibility of a program that
calls for a greater income tax reduction in 1 or 2 years than that proposed in
lH.R. 8363 or by the Treasury.

The fiscal responsibility can quickly be established.
Contrary to some mistaken notions, the chamber has not been advocating a

deliberate increase in the very substantial deficit confronting us. We have ex-
plained then, as we do now. precisely how reduced spending and a new tax
source will offset the revenue lo-,s.

As we have already pointed out. the chamber is convinced. on the ba-i,; of
studies completed and underway both in an(d out of the ('uw-ress, that actual
1964 and 1965 spending can rea(lily be reduced to the PMH3 spending level, and
perhaps, to an even lower level if Cngress and the President are really willing
to go till out as they say they are for fiscal sanity to remove the barriers to
economic growth.

The deliberate choice of deficits is anathema to the chamber. We are eon-
vinced, however. that immediate tax rate reduction is so vital that even if it
means some short-term imbalance, this can be justitiel as the only way to get
greater revenues over the longer term. Tax re(luction should enc.r;r;mge ex-
penditure reduction and it should stimulate an increase in gross national product
of at least two times the amount of the reduction.

But to get a multiplier factor like this we must have the right kind of tax
reduction-uot just relief for consumers. as important as that is. but tax reduc-
tion that will principally encourage investment and risk-taking and extra effort.
Unfortunately, we do not find that kind of tax reduction in H.R. s8;8, but it
is an improvement over the Treasury's earlier programi.

We must also have tax reduction that will leave our tax structure stronger
and with a potential to keep up with needs and growth. And we do nor find
that at all adequately provided in H.R. ,<3#;3. but, again, it is better than the
structure of the Treasury's program.

Under our proposal, if revenues are not 9c(elerated as expected or spending
cuts are not made in an adequate amount. then a low-rate excise tax could be
enacted to increase revenues sibstautially. Thest, iueasure,. when con.-idlered
in toto, make a planned approach to "a balanced budget a reality to be achieved
rather than an ever-receding ideal. praised in policy and abandoned in practice.

If a further safety factor is needed, some further acceleration in corporate
tax payments can be enacted.

One of the basic recommendations of the chamber for many years has been
that our tax structure must be reconstituted with less progression, fewer deter-
rents, and more reliance on other tax sources. If this is not done, tax revenues
will continue year in and year out to be insufficient to balance the budget no
matter how rigorously expenditures are controlled.

TIlE 14- TO 17-PERCENT RATES SERIOUSLY ERODE THE BASE

The disproportionate reduction in the lower rates in H.R. S36.; may so
drastically erode the tax base where the bulk of the revenue has to be collected
as to make the income tax structure wholly inadequate even over the longer term
to produce the revenue needed for even disciplined, conservative budgets. Tap-
ping some alternate soiarce of revenue will be a necessity in the next few years.
The overly zealous desire to relieve the lower income group for whatever reasons
is likely to so seriously erode the income tax base where the bulk of the revenue
is collected that unless we find an alternate tax source, we will almost certainly
face greater deficits in the years ahead. H.R. ,3ti8 gies dangerously far in this
direction with the new minimum standard deduction.

The Treasury has conceded that we will not get rid of our budget imbalance
and the tax drag on the economy If we persist in relying on an income tax that
produces 84 percent of all revenues as at present. The income tax in other
industrial nations is relied upon for less than 50 percent of total revenues and
in most instances considerably less than that-between 30 and 40 percent.
Experience there has taught that a more balanced structure with an excise tax
is not only less of a deterrent to growth, but diversity of tax sources provides
an additional safety factor in revenue collection.

A low-rate Federal excise tax is the best insurance against the fiscal problems
which are known and confront us now, and against those that are unknown
in launching a tax reduction program in the face of a substantial current deficit.

24-532--63---pt. 2--4
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A low-rate uniform excise tax can be called on to yield as much as $3.5 billion
in additional revenue and at the same time it will eliminate many of the dis-
criminatory excises with their discriminatory war-induced rates. It would not
unduly delay the enactment of tax rate reduction. Unlike the income tax, it
is not a deterrent to investment and extra effort.

At one time the excise tax was regarded by some economists as a regressive
and unjustifiable tax measure because of the burden it placed on consumption.
Today that thinking has changed to a very considerable extent because it has
proved to be no serious deterrent to spending. and there is an inevitability about
it as an element in any balanced tax structure.

In the pattern of the disproportionate rate reduction proposed by the adininis-
tration, an excise tax seems particularly justified to minimize the disparity in
treatment of the middle and upper income groups.

Great apprehension must always go with the recommendation that a new
revenue source be tapped. There is always the danger it may be considered an
invitation to more spending and an expanding role for the Government. Some-
how or other this notion must be avoided like the plague. But there would seem
to be no way to legislate against it.

H.R. 8363 DOES NOT SUFFICIENTLY CONSIDER TAXPAYERS' ATTITUDES

The Treasury's original tax proposals overlooked entirely the importance of
taxpayers' attitudes and confidence. H.R. 8363 represents some improvement but
its disproportionate rate reduction will be greatly resented as will many of the
discriminatory structural changes. The President's repeated assurances that
encouragement would be given to investment and risktaking and the House com-
ulittee's explanation of H.R. 8363 would not suggest to the middle and upper
income groups that more of the tax burden would be shifted to them, that tax
rates would be nIre progressive, aud that the steeply graduated rates should
not come off proportionately as they went on in earlier years.

Their confidence will be further undermined by the lack of any assurances that
these rates are only temporary. They had thought the President, the Treasury,
and the Congress had recognized that there is a basic inequity in a rate structure
higher than 50 percent; that Uncle Sam should not be more than a 50-50 partner
in the last dollars earned from extra effort and extra risk. The President has
spoken many times of the taxpayers' right "to retain a reasonable share of the
results" of his efforts. What is left after a 70-percent tax bite still does not
seem like a reasonable share to the taxpayer. He still remembers, as a kind of
symbol of tax inequity, the 1932 rate increase from 25 percent to 63 percent. He
had reason to believe that the attitude of Government had changed since the
1930"s when Government officials were obsessed with the notion that most fiscal
problems, even deficits, could be solved by more progression in income tax rates.

The increased progression and burden shift in the 70-percent to 14-percent rate
structure do not meet the President's own criticism of the Government's "ma-
jority interest in profits" or "the standard of fairness" outlined by Secretary Dil-
lon in his testimony.

Entirely apart from the need for tax revision for economic growth, the cham-
ber has continually pressed for tax rate revision just as a matter of simple
equity and fair dealing between the Government and its citizens. The chamber
has been well aware that attitudes and confidence are important factors in every
endeavor, particularly the collection of taxes under a voluntary assessment
system.

The statistics of the Internal Revenue Service show that tax avoidance and
tax evasion are on the rise. The Commissioner announced the other day that
there was a marked increase in indictments and convictions in 1962. Much of
this avoidance and evasion stems from taxpayer resentment at rates which the
Government itself has described as "unreasonably high," "punitive" and "con-
fiscatory"; resentment at arbitrary and patently unfair rulings and proposals
made by the Government.

The President's proposal last year to disallow all business expense for enter-
tainment, no matter how essential to the production of income, Is an illustra-
tion of the kind of arbitrary proposal that convinces the taxpayer the Govern-
ment does not want to be fair. And section 274 which emerged after the Presi-
dent's proposal is something less than a fair and understandable proposal. In the
earlier Treasury proposal the arbitrary floors, ceilings, and other exemptions
nullified the tax rate reductions. Again, H.R. 8363 Is an improvement but it still
builds more progression into the structure, and continually shifts the burden to
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the middle and upper income groups. This serves only to undermine taxpayer
confidence and trust.

The tax equity provided by the dividend credit is small indeed but it has been
a symbol of fairness. The proposal to eliminate it is another sign to the investor
that the cards are stacked against him.

The businessman in the small- and medium-sized company has been greatly
worried for years about the liquidity of his estate and the continuation of his
business in the event of his death. He was assured in numerous speeches that
the proposed tax reduction and tax reform would help him. Then he discovered
that the Treasury's plan included an additional capital levy on his estate solely
by reason of his investment in his business. It is an understatement to say that
this left him unconvinced about the good faith and fairness of the Government
and its interest in encouraging capital formation and investment. Fortunately,
the House committee rejected the Treasury's proposal for presumptive realiza-
tion of gain at death and this provision should not be reinstated for all the rea-
sons the Ways and Means Committee has given us.

We are not at all sanguine that H.R. 8363 will undergo any major revision.
The limitations of time makes this all but impossible; aud with all its infirmities
it has the support generally of all groups of taxpayers. But we would hope that
some of its serious weaknesses would be corrected, and that its passage would
be regarded as simply a transitional step to more significant tax revision.

The CHAIRMAN. Thank you very much, Mr. Barlow. You have
probably forgotten, but I once had the honor to be a member of the
board of directors of the United States chamber.

Mr. BARLOW. Yes, sir.
The CHAIRMAN. To show that, you keep politics out of the chamber,

shortly after I was elected a director, I came to the U.S. Senate, and
was told that I had to resign as a director of the United States Cham-
ber of Commerce or resign as Senator, and I chose the senatorship.

Mr. BARLOW. Understandably so, Senator.
The CHAIRMAN. Senator Smathers.
Senator SMATHERS. I have no questions.
The CHAIRMAN. Senator Williams.
Senator WLLIA3S. Mr. Barlow, I listened to your statement and I

have also read it.
Now, to condense it down very briefly, do you endorse the enactment

of H.R. 8363 or do you oppose it unless it is modified in the manner
in which you have made recommendations?

Mr. BARLOW. We endorse H.R. 8363, particularly with respect. to
the rate revision. We think that there are some changes, Senator, that
will have to be made in the bill. There are mistakes that would be
acknowledged.

We think there are some provisions that are objectionable, we would
like to see changed, but nevertheless we would support the bill as the
House Ways and Means Committee has reported it if the changes we
have requested are not made.

Senator WILLIAmS. Then you do support the House bill as it passed
the House if there are no changes made?

Mr. BARLOW. We would not like to be in that position because we
think that this committee will have the wisdom to make some changes,
but we would support the House bill, yes.

Senator WLIAMS. You heard the Secretary, or I am sure you
have read Secretary Dillon's remarks to this committee and
recommendations.

Do you agree with his recommendations ?
Mr. BARLOW. No, I do not agree with Secretary Dillon on many of

his recommendations.
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As a matter of fact, my instinct is to agree with Senator Byrd oi,
these problems of expenditures and tax rate reduction. The Secre-
tary s proposal to eliminate capital gains treatment, it seems to us, is
insupportable. He made one of the finest cases for supporting the,
reduction of capital gains rate and now he takes the position that he
is opposed to it. simply because there is not going to be a double tax
on estates at death.

Senator WIVI:mA s. I agree, his statement is just as confusing a,
yours. He did make a fine argument for it and then turned around
and recommended its being deleted.

But I notice that in your statement, while you have endorsed the
bill, you have made some excellent arguments in your opinion why
many sections of this bill are not good.

Now, assume that the committee adopts the Secretary's recommen-
dations and deletes section 219 dealing with the capital gains pro-
vision, which is the way the administration is recommending. Would
you still support the bill?

Mr. BARLOW. We have not. had a meeting of the board of director,
of the U.S. Chamber since Secretary Dillon's testimony. I suspect
that the chamber would, even with this proposal, support the bill
because the tax rate reduction is so important, and for all the other
reasons I have given.

My own view is, this morning, that we should support it, ev'en it
the capital gains rate reduction is eliminated from the bill.

Senator IVILLIAMS. Now, one other recommendation that the Secre-
tary made was that, as an alternative to eliminating section 219 the
committee include the administ rat ion's recommendations to impose at
death, at capital gains rates, tax on all unrealized income.

Personally, I am not. in favor of that provision, but nevertheless,
suppose the committee does include that provision which is recoiii-
mended by the Treasury Department. and also retains the capital gain.-
provision. Would you still support the bill with the inclusion of that
provision?

Mr. BARLow. Senator Williams, I think we would have a meeting of
our taxation committee in a hurry if that were the prospect, and a
meeting of the board of directors, and I t think there is a chance that
the chamber might not support the bill if the double taxation, pre-
sumptive realization of gains, approach is taken. But I cannot saN
this morning. We have to decide these policy questions outside.

Senator WILLIAMS. Thut is the administration's recommendations.
as you well know.

Mr. BARLOW. Yes.
Senator WiLuiAms. The administration requests that either that pro-

posal be included as a part of this bill, or section 219 be deleted, and,
as I understand it, you would continue to support the bill with the de-
letion of section 219 ?

Mr. BARLOW. Yes.
Senator WILLIAMSi. But you would not. support the bill if section

219 was retained, and this additional section put in which would tax.
at capital gains rate all unreal ized income upon death.

Mr. BARLOW. It is my judgment, that the chamber of commerce
would not stuport it.

As far as I am concerned, I would not support it if there was a tax
on presumptive realization of gains.
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Senator WILLIAMS. The bill contains a provision to repeal the 4-
percent dividend credit. You endorse the bill with the inclusion of
that section; is that correct?

Mr. BARLoW. Yes. We do not like to, but that is one of the prices
we think we have to pay for a start on some meaningful tax rate re-
duction, but that does not mean that we are not standing on principle
:ind we do not feel strongly about that provision. We are looking at
the political realities here of getting a bill through.

Senator WILLIA-3S. You are not letting your principles defer you
from endorsing a tax cut financed on borrowed money; is that. what
you mean ?

Mr. BARLOW. No; I am not saying that.
We think the principle is right. We think that there may be very

little prospect of getting any change since the Senate has already
once voted to eliminate the dividend credit, so that we are trying to
be realistic here, but that does not mean we have any less conviction
about the impropriety of the double taxation of corporate earnings.

Senator WILLIAms. Even though you may be against it, then I
understand that you are endorsing the bill which will include the
elimination or the repeal of the 4-percent dividend credit; is that
correct?

Mr. BARLOW. Yes.
We are endorsing this, Senator Williams, and I want to make this

very clear, with a lasic assumption that some changes are going to
be made here in the provisions that are a little ridiculous.

Senator WLLIAmS. That is a hope?
Mr. BARLOW. That is a hope.
Senator WMLIAMS. But assuming that they are not made
Mr. BARLOW. I have faith in this committee, Senator, to make

some changes here.
Senator WMLLIAMS. I wish ou would back your faith up a little

further than you appear to be. But, assuming that they are not
made-I want to get the record clear-you are still endorsing the
bill even assuming that your hopes do not materialize and the bill
is not amended in the manner other than as it cane to the House; do
I understand that you would still endorse the bill even with the
inclusion of the repeal of the 4-percent dividend credit and all the
other factors ?

Mr. BARLOW. We would not oppose it if no changes are made. We
would endorse it for all the reasons that I have tried to explain, and
on that basis it is plain that some changes have to be made in the
bill.

Senator WILLIAMS. If this bill is approved, with section 214, which
makes the recommended changes in the treatment of stock options,
if we approve the bill as it came from the House, would it be safe
to say that the Senate is approving this change in the treatment of
stock options with the endorsement of the chamber of commerce?

Mr. BAi, ow. Yes.
Senator WLIAMS. You are endorsing the changes as recommended

in the bill as it came from the House?
Mr. BARLOW. With the exception of the period of option life.
We think 5 years is too short. But I would say that even if that

were not changed, we would not withdraw our support of tax rate
reduction in this bill.
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Senator Wt.u .iAs. But you would support that particular change
as it came frQm the House.

Now, on the treatment of oil depletion as it came from the House,
do you support that provision of the House bill?

Mr. BAP.Low. Yes.
Senator WILLIAMS. Would you go further and perhaps make a

change in the rates of oil depletion?
Mr. BARLOW. Senator Williams, just in terms of the time we have

to get a tax bill through, I do not believe that there is any hope of
looking at the depletion area.

I think Secretary Dillon made that statement the other day. And
also. I think the President is sincere when he says we need to study
this area and take some time and decide what is the proper method
of treating income from mineral property.

Senator WILLIAMS. I have been here 17 years, and served under
three Presidents, and they have been studying it ever since I have been
here.

Mr. BhuuAOW. I know, Senator; I agree. There has been some delay.
Senator VILLIAMiS. Now section 203 deals with the group term in-

surance. You endorse the House provisions of the bill, of section 203,
as it treats group term insurance; is that correct?

Mr. BARLOW. No, we do not endorse that provision. We do not like
that provision.

I have set out, in some detail, in the supplement to my statement.
how we think it should be changed.

Senator WILLIAMS. I appreciate that. But again, assuming that
there are no changes made, and the vote comes on the bill as it came
from the House, you would still endorse the bill, including the House
provision, including section 203 as it came from the House; is that
correct?

Mr. BARLOW. Yes, we would say that is another price we have to
pay to get start on tax rate reduction.

Senator WILLIASS. The section of the bill dealing with the deduc-
tions of State and local taxes, you would endorse that also; is that
correct ?

Mr. BARLOw. Yes, we have endorsed that.
We think that raises a problem of Federal and State relationship.

We think, also, that there is a discrimination against those who claim
the specific deductions as against the standard minimum deduction,
but we are endorsing it as another price to get tax rate reductions
started.

Senator WTLLTAMS. And you have complete faith in the language
of the bill which expresses, more or less, a hope that there will be a
reduction in Federal expenditures? You have faith that that will
really develop?

Mr. BARLOW. I think, Senator, I have the same faith you have in
that provision, knowing your approach.

Senator WLLIAiMS. Then I would not put very much dependence
in it because I have no faith at all in that statement, and I have seen
no indication that either the Congress or the executive branch intends
to c rry it out; have you?

Mr. BARLOW. I do not know about what their intentions are, but I
would say--

Senator WILL.AMS. It is more or less a hope.
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Mr. BARLOW. I think that is true, certainly, and I would say this,
Senator, that I do think, quite seriously, that it is significant though,
that this became important enough to write it in as section 1 of this
tax bill.

To my recollection, I do not remember any protestations being made
by an administration in a tax bill that they were going to cut expen-
ditures in order to get tax rate reduction.

Senator WLLIAMS. Oh, but we did cut the expenditures in 1954.
However, I think we are all being realistic; this flimsy language was
included as an effort to get enough votes to pass the bill. But it is
not binding upon either the executive or the legislative; is that true?

Mr. BARLOW. No, clearly not.
Senator WILLIAMS. Now, section 223 deals with an additional 6-per-

cent tax, penalty tax, as it relates to corporations that file separate
incomes. You endorse that provision as a part of this bill, is that
correct?

Mr. BARLOW. Yes, we endorse that because that is a matter of fair.
ness because of the reversal of the normal and surtax rates on corpo-
rations. That is, that does not pose a problem.

Senator WILLIAMts. Do you feel that the enactment of this bill and
reducing taxes by $11 billion will provide enough additional revenue
or stimulate our economy enough to provide enough additional revenue
to balance the budget at any time in the foreseeable future?

Mr. BARLOW. We hope so.
Secretary Dillon said he thought the budget would be balanced by

1967 or 1968. We would like to see it sooner. We are worried that
Arthur Burns says it will not be balanced until 1972. But we do be-
lieve that only by stimulating this economy, for all the reasons I have
mentioned, do we have any hope of producing revenue out of this kind
of a tax structure to meet the expenditures, even if they are reduced to
get a balanced budget.

Senator BENNETT. Will the gentleman yield to me?
Senator WiLmAs. Sure.
Senator BENNETT. On this same subject, do you remember the ex-

tent by which we stimulated the economy by the tax reduction in 1954,
Mr. Barlow?

Mr. BARLOW. I do not remember the figures, but there was some
stimulation to the economy.

Senator BENNETT. $7 billion.
Mr. BARLOW. $7.4 billion or something like that.
Senator BENNErTT. Do you know how much increase we have had in

the deficit since that last stimulation?
And do you realize we are running along here year after year with

more deficits and getting farther and farther away from a balancedbudget ?What right have we got to assume that what would not stimulate in

1954 will stimulate in 1963?
Mr. BARLOW. Senator Bennett, I think that the reduction in 1954

did stimulate. I would hate to think of what might have happened
if we had not had that tax rate reduction in 1954. I do not blame
the failure to balance the budget on the tax rate reduction in 1954. I
think it is blamed on this high level of Federal expenditure, and we
are hoping to do something about that.
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Senator WmLAis. Federal spending in 1954 was reduced by about
$6 billion along with this $7 billion tax cut.

Now, this $11 billion tax cut today is being recommended along with
a $6 billion increase in Federal spending by the same administration.

Mr. BARLOW. As I have said hi my statement, we do not like that,
but

Senator WILLIAMS. So there is quite a contrast between the circum-
stances surrounding it.

In addition to that, we have an $11 billion deficit confronting us
next year.

Senator BEN.-Trr. May I just get one figure into the record'?
Between the 1954 tax cut and the present time our budget deficits

have totaled $'26 billion, and yet we are told that within the next .3,
or at most 4, years we are going to so stimulate the economy with aii
$11 billion tax cut. which is about. the same percentage of the gross na-
tional product today that the $7 billion was in 1954, so we are goilg
to balance the budget in 4 years. You tell me why the difference?

Mr. BARLOW. Senator Bennett, I do not know that we are going to
do that., and I am not sure that we can put much confidence in the
promise. that we will have a balanced budget in 1967 or 1968. But I
think reducing tax rates will help to accomplish that, and I think the
alternative of going to large expenditures for relief to take care of the
unemployed, instead of going to the private sector for the after tax
income to make jobs for the unemployed, presents such a horrible alter-
native that, as I said in my statement, we do not have as much choice in
getting a meaningful tax reduction or a start on it.

Senator BENN.ETT. When the Secretarv was here Friday and I vas
-questioning him, I reminded him that in order to cut, down the unem-
ployment to 4 percent, we have got to find 1.315 million new jobs in
addition to those required to take care of the people coming into the
labor force, and he smiled at me and said, "Tins tax cut cannot make
any appreciable dent in that problem. We do not think it will."

So I hope the chamber does not think that this tax cut is going to
put 1.315 million men to work in time so that the rate will stay down
when we add the 1 million new people that are going to come into the
labor force next year.

Mr. BARLOW. We think it will help to put them to work, Senator,
but the point we are making is this: We think it is much better to
reduce the rates and try to get additional after tax income to provide
investment for those jobs than it. is to go to the other alternative of
just spending to give them relief when they are unemployed.

Senator BENNETr. I agree with you, but do you think that this is an
alternative?

Do you think you are going to hold off in a political year a vast new
spending program when and if this tax bill is passed?

Let me give you an example of the thing that worries me. I think
I am correct in my assumption that the U.S. Chamber is opposed to
the proposal to add $455 million to the fund for the area redevelop-
ment. The current information is that this has been postponed until
next ,ear. It has not been dropped. This is new expenditure for
which I do not think there is any really proven need, because the ARA
-still has substantial funds unspent.
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But now we are being told this is not going to be dropped by the
administration. They are simply going to postpone it intil next year.
Now to me, that is an example of the thing we are up against.

Let's get the tax bill passed first, and then we will go ahead with
the expenditures.

Are you afraid of another thing that worries me, that no matter
what happens, if the economy goes into a downturn, if this bill passes,
and there should be a downturn, then the administration is putting
itself into a heads-I-win, tails-you-lose position?

The private sector is going to be blamed for the downturn, and if
there is none, the tax bill is going to be given credit for it.

Mr. BARLOW. I think. Senator, I would agree with that.
Senator BENNETr. These are the things that worry me when repre-

sentatives of American commerce and industry come in and say, "We
want the tax bill. We hope that, there is an alternative an(l that this
is going to stave off increased expenditures."

But you have no assurance.
Mr. BARLOW. Senator, we may be naive and we may be overly trust-

ing, but we feel that the control of expenditures is here in the Con-
gress, and we are sure that we have such an unbalanced impossible
kind of tax structure that it. is holding us back. So we are convinced
we have to make a move in that direct-ion.

Now, whether this is going to be a factor in reduced spending if the
Government is going to police itself as it says, we are hoping that it
will be. But we feel that we cannot lose by making a start on chang-
ing this unbalanced, inadequate tax structure we have.

Senator BE N NET. But, you will not make a fight for a quid pro quo.
We are being criticized in our dealings with Russia. We give them

the quid and we do not ask for the quo. This is another phrase that
we have heard the last few days. Now you are willing to give the
quid without asking for the quo.

Mr. BARLOW. No, we are asking for the quo, excuse me, Senator,
and we think it is terribly important. It is just as important that
we reduce this high level of expenditures as it is that we get a reduc-
tion in tax rates, and we are down here asking for that, and we hope
that this committee, the Appropriations Committee and the Congress
will do something about the expenditure level.

But we have to believe-we have a kind of Hobson's choice-we
have to believe that this tax rate reduction is going to accomplish
something, and we have to believe that you people are going to do
something about the unjustifiably high level of expenditures.

Senator BENNETT. Do you believe that the administration makes no
recommendations to its overwhelming majority in Congress about
levels of expenditures?

Do you believe that Congress has waited now until nearly the first
of November without completing its normal appropriation bills be-
cause we have not the capacity or because the word has come down
from the White House to go slow?

In other words, we have what is called a strong Executive and the
Executive makes the recommendations on which Congress acts.

The ARA is a good example.
Congress did not think that one up. And yet that will add nearly

$1 billion if this new bill passes, to our rate of expenditures or our
authorizations in 2 years.
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Now that is why I am amazed to have you take the position that the
tax bill will bind the Executive, but as far as the expenditures are con-
corned, why the Executive has nothing to do with it, that is the Con-
gress that has to do that..

Mr. BARLOW. Senator, I do not think this tax bill binds the Execu-
tive at all. We have some assurance and some promises from respon-
sible people in Government., but there is nothing in this tax bill that
binds either the Congress or the Executive on reducing spending.

We just hope that they are going to do what they say they will, and
that we can rely on some of these promises.

I say that may be naive, but it. is our Hobson's choice.
Senator BENNETT. May I ask one more question?
The Secretary in his testimony said that if this tax bill is adopted,

it will put an end to the cyclical pattern in our economy.
Do you believe that?
Mr. BARLOW. No, and I did not understand the Secretary to say that

in his testimony. I think he said that it would soften or minimize
the impact of cyclical

Senator BENNETT. He used the word "end."
Mr. BARLOW. Well, I certainly disagree with that.
Senator BENNETT. Do you believe that every time a recession threat-

ens. you have got to have another tax reduction?
Mr. BARLOW. No. I think that we have unusual circumstances to-

day that warrant a kind of unusual tax policy.
I think for the first time we are beginning to get caught up in some

of the problems that have been created by these high tax rates that
have existed since World War II, and that this unusual approach of
reducing taxes when there is an imbalance in the budget is required be-
cause, for instance, our position in world trade is deteriorating-we no
longer are the lowest-cost producer in the world. We no longer have
the technological improvements that other countries do not have. We
are in a buyer's market today and not a seller's market.

And so we have to, as I have said in my statement, produce cheaply
with our high wage rates and high tax rates; we have to improve pro-
ductive facilities and be able to compete.

That is the reason that I think this tax rate reduction, despite the
imbalance in the budget and high level of expenditures, is going to
help our posture in world competition. That is the chamber's posi-
ion.

Senator BENNETT. Do you think that the tax reduction standing by
itself will represent enough of a factor in the total cost of production
,to make us competitive abroad ?

Mr. BARLOW. It will help.
Senator BENNETT. It will not solve the problem?
Mr. BARLOW. No, I do not see a complete solution for any problems

in this tax bill, but it makes a start.
The CHAIRMAN. Senator Douglas.
Senator DOUGLAS. Mr. Barlow, I take it that one of the reasons

why you favor the tax rate reduction is that you think it will be
a net stimulant to business?

Mr. BARLOW. Yes, sir.
Senator DouoLAs. By increasing the total monetary demand for

goods?
Mr. BARLOW. That is just one aspect, the consumer aspect.
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Senator DOUGLAS. And this is the aspect which you have more or
less emphasized in your testimony?

Mr. BARLOW. I have emphasized, Senator, purposely the stimulus
that will come to investment in low-cost productive facilities and
not the emphasis on consumer spending because we are concerned
about too much emphasis on consumer spending over the years and
the inflationary factor we have today.

Senator DOUGLAS. But you do believe it would increase the total
monetary demand for goods?

Mr. BARLOW. Yes; there would be more after-tax income.
Senator DOUGLAS. But you at the same time believe that govern-

mental expenditures should be reduced by the amount of the tax cut?
Mr. BARLOW. We have not taken the position that there should

be an equivalent reduction.
Senator DOUGLAS. May I ask, Is it your opinion that governmental

expenditures should be reduced by the amount of the tax cut?
Mr. BARLOW. We think that governmental expenditures could be

reduced in these 2 years by the amount of the tax cut, and more.
Senator DOUGLAS. Would you favor that?
Mr. BARLOW. Yes.
Senator DOUGLAS. Under those conditions, how is there any net

stimulant if, on the one hand, you stimulate by a reduction in taxes
which increases aggregate demand, as you say, but take away with
the other by reducing governmental expenditures? Have you not
canceled the net expansive effect?

Mr. BARLOW. No, Senator.
Our position is that the benefit of this tax bill does not come out

of just increasing consumer purchasing power. The benefit of this
bill comes in producing more goods more cheaply and producing
more income for the country.

I agree with you that if you just rely entirely on the effect of con-
sumer spending, if the Government takes out of the economy an
amount equivalent to the loss in revenue, that you have not increased
the purchasing power. But we do not think that the tax bill should
be enacted simply to increase consumer spending to produce income.

Senator DOUGLAS. Not even at all to increase consumer spending,
this should not be any purpose?

Mr. BARLOW. Actually, such a distinguished economist as Dan
Throup Smith of Harvard University has pointed out that the best
thing to do today would not be to reAuce any rate below 20 percent,
not erode our tax base, not have more consumer spending which would
be inflationary, but emphasize jobmaking investment.

Senator Dor1(GAs. In other words, you value this bill primarily be-
,cause of the added funds which are put in the hands of people who
would then invest?

Mr. BARLOW. Yes, corporations.
Senator DOUGLAS. That is in the upper income groups?
Mr. BARLOW. Yes, and the encouragement
Senator DOUGLAS. And you favor a tax system therefore which

would increase the amount of income in the upper income groups be-
cause they will invest a larger proportion ?

Mr. BARLOW. Senator, let me say in response to that question that
there will be money spent beyond the tax saving just because of the
confidence, just because of the new thrust in our tax structure. You
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do not look just at the dollars of tax savings to the middle and upper
brackets and to the corporations, there will be a stimulus to the econ-
omy beyond the actual dollars of after-tax savings under the bill.

Senator DOUGLAS. But so far as the dollar stimulus is concerned,
you place more trust in the dollars put in the hands of the well-to-do
or wealthy than the dollars put in the hands of the poor or lower in-
come groups because the upper groups will save a larger proportion of
their income.

Mr. BARLOW. Senator, the position is this: We have an economy
today that has the lowest rate of investment in relation to gross na-
tional product of any industrial country in the world.

Senator DOUGLAS. Are you certain of that?
Mr. BARLOW. Yes, that is the statistics that have been
Senator DOUGLAS. Will you submit figures on that?
Mr. BARLOW. Yes, we will.
(The following was later received for the record:)

Country Percentage Year Country Percentage Year

1. Japan ..----------- 31 1960 6. Sweden ------------------- 22 1961
2. Germany ------------------- 25 1961 7. Belgium ------------------- 18 196o
3. Netherlands ---------------- 24 1961 8. France -------------------- 18 1961
4. Italy ---------------------- 23 1961 9. United Kingdom ........ 17 1961
5. Canada -------------------- 22 1961 10. United States -------------- 16 1961

Source: The "United Nations Yearbook of National Accounts Statistics, 1962."

Mr. BARLOW. Those are the figures that have been given to me by the
economists of the Chamber and I think they are reliable figures.

The reason that we think the time has come for an increase in after-
tax dollars for investment is this problem of not investing enough in
productive facilities. We have adequate consumer demand at thi-s
P rticular time in terms of facilities, but we do not. have the low-cost
facilities. We have overcapacity, but we do not have low-cost Ca-

pacity, and that is what we are trying to do with the after-tax dollars
in this tax rate reduction bill.

But I want to emphasize again that it is not just the tax saved to
the middle income brackets and the upper income brackets. It is the
additional amount they will spend because they have confidence.

Senator DOUGLAS. Now this may explain your long-range position
which seems to be hinted at in your testimony. You say that-
Economic health lies in a substantial reduction in our steeply progressive and
repressive surtax rates and also in a more balanced tax structure, which means
more reliance on tax sources other than the Income tax such as a supplemental
low-rate excise tax or possibly a value-added tax.

Mr. BARLOW. Yes.
Senator DOUGLAS. So you would favor decreasing still further the

rates in the upper incomes and would develop these additional taxes.
Just what do you mean by a supplemental low-rate excise tax or a

value-added tax?
Mr. BARLOW. First, just let me say that we favor reducing the surtax

rates down to 50 percent. We believe that there is a general feeling
that it is inequitable and unfair for Uncle Sam, as the President said.
to-



REVENUE ACT OF 1963 505

Senator DOUGLAS. Is that an average rate or a marginal rate?
Mr. BARLOW. That would be the top bracket rate.
Senator DOUGLAS. Of course, a top of 50-percent marginal rate

would be less than a 50-percent average rate, because 50 percent would
simply be on the last increment of income and the preceding increments
which would be taxed at lower rates would therefore lower the average.

My guess is that a 50-percent marginal rate would be not far from
a 30- to 35-percent average rate.

Mr. BARLOW. I think that is right, Senator, but our position is and
has been that on the last dollar you own, whether it is $1,000 or whether
it is $30,000, Uncle Sam should not come and take 91 percent of it.
He should take no more than 50 percent of it.

Senator DOUGLAS. I do not like the 91-percent rate either.
Mr. BARrOW. No.
Senator DOUGLAS. But I want to point out that your proposal means

probably an average rate not far from 30 to 35 percent.
Mr. BARLOW. We would think that would be entirely fair.
Senator DOUGLAS. And you are opposed to that amendment which

was opposed to the Constitution that the Federal income tax should
not exceed 25 percent?

Mr. BARLOW. I gather we are not talking about the constitutional
amendment this morning, but I would think if you had your surtax
rates running from 15 to 50 percent, with gradations say of 2 percent,
that if the average effective rate came out at 35 to 37 percent, that that
is all that the income tax structure should bear.

Senator DOUC, LAS. If this was not enough to meet the needs of na-
tional defense, pensions, various other features, you would have a
supplemental low-rate excise tax.

Mr. BARLOW. The reason for that, Senator, is this: As I said in my
statement, of the total revenues collected in the United States today,
85 percent, as you know, come from the income tax. That means we
rely on the income tax to a greater extent than any other nation, and
that causes a lot of problems which you, as an economist, understand.

My point is this: If you are going to eliminate the hardships in the
bottom brackets by reducing rates in those brackets-and we agree
that there are hardships there--you would reduce the base of the tax
so much that you could not collect enough revenue while relying on
an income tax for 85 percent of all revenue. So we say to you, we
have to look around for other sources as other nations have.

One source would be an excise tax.
Senator DOUGLAS. That is really a sales tax, is it not?
Mr. BARLOW. That is a sales tax.
Now we recognize the problem in that. The States relv on that sort

of tax. and if the Federal Government gets into it, a problem is raised
for the States. But nevertheless, as you know, we have today a crazy
quilt of excise taxes. There is no rhyme or reason. They were built
iip during the war, and the rates vary all over the map. And so we are
saying that if you got rid of this patchwork of high and low rates and
had a uniform low rate, you would raise a great deal of revenue to
surmort the income tax structure, without any real harm to the States.

If you had a 2-percent value-added tax you would collect as much
revenue as you do from a 10-percent income tax on corporations.

So the whole thrust of those pages is to get a broader tax base.
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Senator DorcIL.tS. These are to be passed on by the consumer all(I
borne by the consumer?

Mr. BARLOW. I did not hear you.
Senator DOUGLAS. These are to be passed on to the consumer and

borne by the consumer?
Mr. BARLOW. That is the nature of those taxes.
Senator DOUGLAS. That is right.
Mr. BARLOW. Bu let me say this: You have some justification for

having these taxes passed on to the consumer if you reduce the low rate
structure of the income tax law.

Senator DOUGLAS. We are already collecting Federal taxes over $10
billion in excise taxes, plus I believe the taxes on gasoline which are
isolated and in a separate account for the highway system, so that the
Federal tax structure already has approximately $14 billion of ex-
cise taxes.

Then of course you have the State and local sales taxes, and the
State property taxes amount together to something over $30 billion a
year, so that the total tax structure of the country is already heavily
loaded with excise and other repressive taxes.

Is there not a geat mistake in fastening your attention entirely on
the Federal tax structure, on the income tax feature, and neglecting
these other portions?

Mr. BARLOW. Senator, I am using comparable figures.
If you take France, Germany, and England and consider their tax

patterns, you will find thlat they have a much lower reliance ou in-
come taxes.

Senator DOUGLAS. You think we should follow the German sys-
tem'

Mr. BARLOW. I think we have to for the reason that we are talking
about.

You recognize, as I do, that there are hardships in the lower rates,
and the trust of this bill is to relieve them of 38- percent of their lia-
bility as against 12 percent for the higher brackets, and when you start
doing that, you whittle away at the broad base where all the money
is collected, and you wind up with a tax structure that becomes in-
creasingly more inadequate to meet this high level of expenditures.
You will have a continuing imbalance in the budget, we feel, unless
you keep the income tax structure beefed up at the base rate where it
produces the most money.

You could confiscate, as you know very well., all of the income over
$50,000 and you would not have a drop in the bucket. in meeting
Federal expenditures. We have to keep the base strong: that is what
we are talking about when we refer to supplemental tax sources in the
paf.es of my statement which you mentioned.

The value added tax, as you know, Senator, has the great, advantage
also of putting a premium on efficiency. The lower your costs, the
less tax you pay.

This income tax structure, particularly in the area of business in-
come, puts a penalty on the low-cost efficient producer. He pays more
taxes.

Gormanv has gone the value added tax route with great success both
in terms of encouraging industry and getting an expansion of pro-
ductive facilities, and also in raising revenue.

506



REVENUE ACT OF 1963

Senator DOUGLAS. Do I take it that you do not like the principle of
progression in the tax system ?.

Mr. BARLOW. I think the principle of progression is with us. I do
not think we have to have all of the steeply graduated progression that
we have.

I think that is what takes the initiative away from people, and it also
slows down the momentum in our economy. I would say to you that
I think to be politically realistic, we are going to have progressive tax
rates, but the whole thrust of my argument this morning is that they
should not be so steeply progressive.

Senator DOUGLAS. If you could remodel the tax structure to your
own desires, would you have progression in the Federal income tax
or proportional income tax?

Mr. BARLOW. The Chamber's view is that if we had a rate struc-
ture that ran from 20 to 50 percent, we would produce

Senator DOUGLAS. I thought you said 15.
Mr. BARLOW. Fifteen to fifty percent or the present base rate, our

proposal was to divide the bottom bracket into two $1,000 classifica-
tions, and have 20 percent on one and 15 percent on the other. You
lose much less revenue under this proposal than under H.R. 8363.
Thus our proposal for a rate structure, not being just academic about
it but being realistic, would be a rate structure from 15 to 50 percent.

We proposed last year a transitional rate structure of 15 to 65
percent, with the hope that the 65 percent rate would get down to
50.

Senator DOUGLAS. And make good any deficit with a,
Mr. BARLOW. I could not hear you.
Senator DOUGLAS. I say make good any deficit with a sales tax?
Mr. BARLOW. Well, with a sales tax and take a look at the value

added tax.
Senator DOUGLAS. Which is a form of sales tax.
Mr. BARLOW. You and I could debate that perhaps, whether it is

a form of sales tax, but it can be evolved so that it is not passed on
fully to the consumer.

Senator DOUGLAS. When Secretary Dillon testified, I read to him
some statistics which had been prepared inside his own Department,
and which he agreed were accurate, which showed that in 1959 there
were eight men with adjusted gross incomes from $1 million to $5
million who paid no taxes whatsoever, not one single cent, and five
men with adjusted gross incomes of over $5 million, who paid abso-
lutely no taxes.

Do you think that is a just state of affairs?
Mr. BARLOW. I should say not, Senator, but it comes not so much

from the reasons that might be attributed to it as it does from what
is wrong with our tax structure. I think it highlighs what is wrong
with our tax structure, because, in order for those people to pay no
tax, they had to give away their money or they had to lose it. They
had to give it to charity or they had to lose it in some business venture
like drilling for oil.

You still do not have a rate that exceeds 100 percent. The reason
they paid no income tax is because they resent taxes and they would
rather oive their money to charity or to the churches or the schools
or lose t in business ventures than pay it to Uncle Sam.
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Senator Douou.ts. That was the defense or justification which Sec-
retary Dillon put up, but a closer analysis of the figures showed that
the major portion, the major portion, was due first to the depletion
allowance for oil and gas, which, as you know, frees from taxation
271/2 percent of gross income up to 50 percent of net income, that, it
was also due to the capital gains tax under which income can fre-
quently be disguised as a capital gain, and therefore taxed at only
half the rate of income tax subject to a maximum of 25 percent, and
due also to the various shields, corporate shields which an individual
can throw around his income.

This leads to gross injustices in the tax system.
I am glad to see I think that you agree that there are injustices.
Mr. BARLOW. Senator, I agree that there are gross injustices in our

tax structure. That is the reason we want it changed.
I do want to point out that these individuals, as I said a minute ago,

either have to give away their money or take deductions for costs that
the Congress of the United States has decided are costs of producing
income.

I would say to you that if we could get our rate structure down to a
reasonable level, we would come up here as we did in 1959 and as we
have done before, before the committees of Congress, and recommend
areas where these deductions-

Senator DOUGLAS. Let me say I favor that, too.
Mr. BARmoW. Could be eliminated.
Senator DOUGLAS. If we could correct these abuses I would be in

favor of reducing the maximum rate below 91 percent, although not,
necessarily to as low a figure as 50 percent.

But what has happened has been that almost none of these abuses
are being corrected. Yet the maximum rates are being reduced at
the same time, and vou endorse Senator Long's proposal which would
reduce them still further, and therefore, what we have been having
is very little correction in the tax system itself, yet reduction in the
upper limits.

I wish you would put your great abilities, and they are great, into
helping plug what used to be called loopholes, which I think more
properly may be termed "truckholes," in correcting these depletion
allowances.

The Senator from Delaware and I do not agree on many subjects,
but we agree thoroughly on this depletion allowance, and I hope that
you could reinforce our bipartisan alliance to reduce this gross
inequity.

I have been disappointed in the chamber that it has not come for-
ward as a supporter of the Senator from Delaware and the Senator
from Illinois.

Mr. BARLOW. Senator, I do not want you to be disappointed in the
chamber.

Let me say this: We have felt, and we urged in the 1959 hearings.
that there should be real tax reform and revision of this tax structure
from top to bottom. But we really are convinced that you are not go-
ing to do much with what you call loopholes or truckholes until the
public generally has some assurance that the rate is going to be reason-
able. You have a hen or the egg problem, which comes first, the rate
reduction or the assurance of rates.
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A lot of people would give up their built-in preferences if they had
some assurance that the rate was going to be reasonable.

Senator DOUGLAS. You see, you come down from 91 to 70 now. That
is quite a reduction.

I personally think 50 is too low. But we might meet at some point,
if you would support the move on the depletion allowance, and if
you would help us on capital gains, and if you would help us in re-
moving these corporate shields which are thrown around income. I
would be willing to go down below 70 percent and I think you ought
to be willing to come up above 50 if that happened.

These reductions are urged, but there is no corresponding movement
to effect a reform.

Mr. BARLOW. We have made proposals for reforms and as I have
said, we would make many more proposals if we could be sure of some
kind of reasonable rate structure.

Senator DOUGLAS. I will agree to reduce the rate to 66 percent if
you will remove the depletion allowance, remove the corporate shields,
and reform capital gains.

Mr. BMLOW. On removing some of these things, I think, Senator,
you understand as well as I do that there are different kinds of in-
come that have to be taxed differently, and you cannot, overnight,
revamp all areas of this tax structure without having serious economic
dislocations. But I think we are making progress when you get down
to 66 percent.

Senator DOUGLAS. I would only do that if you would help on the
reforms.

Mr. BARLOW. We will assure you that we will help on reforms,
but we might have disagreement as to the area of reform.

Senator WILLIAs. Will the Senator yield?
Senator DOUGLAS. Yes.
Senator WILLrAMs. Under existing law, even though we have the

91-percent rate, we have a factor here which says that under no
circumstances can they take over 87 percent?

Mr. BARLOW. Yes.
Senator WrLIAMs. Last year or the year before, at any rate in the

last couple of years I offered a proposal to cut the depletion allow-
ance for oil back to 20 percent and accompanied that with an auto-
matic reduction in the ceiling to 50 percent on overall income, and
the revenue of one was offset by the other.

Would you endorse such a proposal?
Mr. BARLOW. Senator, not this morning. I would want to think

about that a great deal.
Senator WILLIAMS. I appreciate the Senator from Illinois yielding:

the reason I asked that question was that it seemed to be in line with
what you were suggesting, that they get this overall rate down to 50
percent, and that you may be willing to reduce this depletion allowance
accordingly.

I did offer such a proposal and would again, and I just
Mr. BARLOW. You can be sure it will have the most careful study

by the chamber of commerce.
Senator WILLIAMS. There has been a 17-year study. But would

you be willing-if the Senator will excuse me just a moment-for

24-532-63-pt. 2- 5



REVENUE ACT OF 1963

this particular bill, H.R. 8363, to get the same kind of a study that
perhaps this depletion change has been getting?

Mr. BARLOW. I do not think it requires as much, Senator.
Senator WILLIAMS. Thank you..
Senator DOUGLAS. That is all, Mr. Chairman.
The CHAIRMAN. Senator Gore.
Senator GoRE. Mr. Chairman, this is a very important and, in the

language of a lawyer, a very material witness.
I have a luncheon engagement in 3 minutes and I would like to

ask this gentleman some questions. He has made some statements
that are important for consideration. I am willing to come back
this afternoon or night or whenever the chairman suggests, but I
am hardly in a position to continue right now.

The CHAIRMAN. How long will your questions be?
Senator GORE. I think 30 minutes.
The CHAIRMAN. Mr. Barlow, could you come back at 2:30?
Mr. BARLOW. Yes, sir.
The CHAIRMAN. Senator Williams has one more question.
Senator WILLIAMS. I will ask you just one question at this time.
You, suggested, or the suggestion has been made, that by reducing

taxes we could reduce the income of the Federal Government and that
this reduction in the income may act as a brake on expenditures: is
that your feeling.

Mr. BARLoW. No, Senator, not exactly. Let me explain.
Our feeling. is that if we do have tax rate reduction and we know

that we are going to have less revenue in 1964 and 1965 because of this
tax reduction, it should serve as some stimulus to the Congress to try
to hold down expenditures. But I do not mean to say that we are in
favor of this tax bill or this tax rate reduction because it is going
to shut off revenues for expenditures.

We think it may have that effect, and I hope it does, but that is not
the reason we are endorsing the tax cut.

Senator WLAMS. That gets to the question that I want to ask
you, because the only way it could have that effect would be to deprive
the Government of its ability to borrow the money to finance this
tax cut and their spending at the same time.

Now, what action would you recommend this committee take in
connection with the Secretary's request, which is coming down here
in the next couple of weeks, for an increase in the debt ceiling?

How high would you say we should go? Give him what he ,asks for.
or do you think we should cut that back so that he would have to
absorb some of this tax cut and reduce spending?

Mr. BARLOW. I think, to use a phrase, I would hold his feet to the
fire.

I do not think I would let them think that-
Senator WLLIAMS. Would you suggest that we hold it around $309

to $310 billion?
Mr. BARrOW. Yes, I would.
Senator WiLLIAms. Do you think we should increase it to $315 or

$318 which he is expected to ask, in order to finance this tax cut?
Mr. BARLOW. I think clearly that we ought to try to hold the ceiling

on the debt at the lowest possible figure.
Senator WMLIAMS. The only way to hold it is to hold against the

increase.
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Would you recommend strongly-would the chamber recommend
that the debt ceiling should be held at $309 billion, which is the present
ceiling?

Mr. BARLOW. I think a practical problem is involved when the
Secretary of the Treasury comes here. The credit of the United
States is involved.

I am a tax lawyer. That is not the area of my expertise.
I would say that the chamber's position would certainly be to try

to hold the debt ceiling at the lowest possible level consistent with
keeping American credit good in the world.

Senator WILIAMis. American credit-if you are going to spend the
money you have to finance it certainly. But the question I am asking
is, do you think we should put this brake on and as you say hold his
feet to the fire.

You are not going to do it with talking. You are only going to
do it by putting an effective ceiling on available cash.

Now, do you support holding that ceiling and compelling the ad-
ministration to live within that ceiling, or do you suggest that we
raise it?

We are going to have that decision to make.
Mr. BARLOW. Senator, I want to be helpful. but this is not a judg-

ment that I can make very well as to dollar amounts or to what the
ceiling should be. But I can say that the whole thrust of the cham-
ber's argument and position is that we stop this deficit spending and
we try to hold a ceiling on the public debt.

Senator WILLIAMS. I will not press that further.
I will just have one other question.
(Off the record.)
Mr. BARLOW. One of the programs of the chamber has been to try

to educate the chambers of commerce throughout the United States
that the only way we are going to get a reduction in expenditures is a
little self-discipline in all the various areas of the United States. In
that sense I understand what you mean by holding the chamber's feet
to the fire. We want our feet held to fire if we are effectively to
reduce the demands of local communities for pork barrel legislation
and large appropriations.

Senator BiENN Tr. This has been the theme of your present presi-
dent's messages?

Mr. BARLOW. That is right.
Senator WILLIAMS. One of the arguments that the administration

is making in support of this tax cut, even in the face of a prospective
deficit of around$11 billion, is that it will stimulate the economy and it
will increase the revenue of the Government to the point where they
can balance the budget with its increased revenue.

Is that not almost exactly the same suggestion that the administra-
t ion made a year ago to the steel industry?

The steel industry was suggesting that they should raise their prices
in order to finance their operations to cover their increased costs.
The President took a strong position they should hold their costs down,
thereby increasing the demand for steel, selling more steel, ard mak-
ilg more money in the end.

Now how did it work out with the steel industry?
Mr. BARLOW. Senator Williams, the steel industry, as I understand,

today is working at 61 percent of capacity, and one of the concerns

511



REVENUE ACT OF 1963

I have, and I am not an economist, about the need for after tax invest-
ment is to increase productive activity in the country and produce more
income to produce more revenue.

I feel generally that it is the chamber's position that although
you will not get the full benefit of this tax reduction immediately,
there will be a factor of increased economic activity and increased in-
come to tax to produce more revenue in this next 2-year period and you
will not have this $11 billion loss in revenue when you consider'the
favorable effect of the tax rate reduction itself.

Senator WILLIAMS. You still have not answered my question.
How did that idea work out in the steel industry?
Did it accelerate their business to the point where they made more

money?
Mr. BARLOW. I do not know enough about the steel business to an-

swer that. I do not know how it worked out.
Senator WLIAMS. It did not work. The answer is as I think you

do know-I ask again-do you agree with the President's recom-
mendation of a year ago for the steel industry?

I am sure you are familiar with his recommendation at the time
they suggested they raise prices.

Mr. BARLOW. I think the chamber's position at that time was op-
posed to the President's position, but I am unfortunately in the posi-
tion here only of talking about the chamber's position on taxes, and
I do not know about the effect on the steel industry.

Senator W=LIAMS. The point that I am making is that if this tax cut
of $11 billion can accelerate our economy to the extent that it can
balance the budget, do you not think it would be advisable to cut taxes
just about 50 percent more than this bill suggests and maybe make a
couple payments on the debt?

Mr. BARLOW. Well, I do not believe that there is a direct relation-
ship, Senator. I think if you went to zero and had no taxes it would
not help you much with the debt.

We felt in the chamber a year ago that there could have been a larger
tax cut in 1 year. One of the problems with this tax bill we feel is
that it is a little late. It has been around here, as Senator Byrd
mentioned in his opening statement, for quite some time, and if we
had had this tax cut earlier the beneficial effects would have been felt
earlier in the economy, and we perhaps would have been in a little
better position in 1964.

Senator WILLIAMS. Of course your earlier recommendation, when
this was first proposed, was that there first be a cut in expenditures
of the Federal Government and then a tax cut, is that not true?

Mr. BARLOW. That is right.
Senator WrLLrA-tS. And you have now come around to the point

where you are recommending a tax cut and are willing to settle on a
pious hope of a reduction in expenditures?

Mr. BARLOW. Well, that is one way to put it.
I might say that our position has not changed.
Senator WILLIAMS. No.
Mr. BARLOW. We felt that there should be a reduction in the high-

level expenditures in 1962 and we feel that way in 1963. We are only
sponsoring this tax rate reduction proposal because we think there are
going to be more expenditures in 1964 if we do not support it.
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Senator WVILLL\tS. But my point is that you are willing now to
change what was an insistent request that there be a reduction in ex-
penditures when this tax cut was first mentioned.

You are now willing to settle for a hope?
Mr. BARLOW. No, Senator. I want to be perfectly clear on the

record.
Our position now is exactly the same as it was in 1962. We tlink

that reduction in expenditures and tax rate reduction go hand in hand.
They go together. We have not changed our position as to priorities
at all.

Senator VILLIAMNS. Now we are getting ba'k-mnaybe you and I are
going to agree.

Mr. BARLOW. I think we do generally.
Senator WILLIAM31S. Yes. We should.
Would you be willing to endorse this tax bill only with a provision

which says that the reduction in expenditures would be mandatory,
we put in a proviso in this bill, a new section. placing an overall ceil-
ing on expenditures?

Would you be willing to make your endorsement of this tax bill
contingent upon the acceptance of such a ceiling?

Mr. BARLOW. Senator, I would like to aoree with you.
As I say, my instinct is to agree with you, but I do not think you

can write into a tax bill that kind of a provision. I do not think the
Internal Revenue Code ought to be cluttered up with appropriational
limitations.

Senator W ILLmS. It could be.
Mr. BARLOW. I think what you ought to do in the Congress, if I

may say so, is to write those kinds of restrictions into the appropria-
tion bills.

Senator WYILL.ms. I will agree with you on that, but we also have
the authority to place such a restriction in this tax bill. The hope
is already expressed, and you have strongly endorsed that hope.

Now, if we change that first section from a hope and put some teeth
in it, as you say, would you endorse modification of that first section
making it mandatory that such a reduction be made?

Mr.']BARLOW. I do not think you can write an effective provision
for this purpose. If you write into this bill that the tax rate reduc-
tion will only go into effect if expenditures are reduced, the President
can increase expenditures, and in that way defeat the purpose of tax
rate reduction. He can go to the people and say, "This is not my
fault. Expenditures had to be increased, but there goes your tax rate
reduction because the Congress wrote in this prohibition." I think
that is a very bad approach, as much sympathy as I have with trying
to put some teeth into limitations.

I do not believe that is the right approach to expenditure control
working through a tax bill.

Senator WLiAMs. Would you support the postponement of action
on this bill until after the budget has been submitted for the next
fiscal year?

Mr. BARLOW. No. We have talked a great deal about that, and I
think that we should not wait for the budget to be submitted because,
as I have said, at the yearend, and from now on we are getting very
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close to the yearend, many business decisions have to be made about
spending more money than the tax savings. .

Senator Douglas was talking about the savings that would be spent.
But so many decisions have to be made that it is most important that
we have an early decision.

There is one aspect of your question that gives me great concern,
and that is a proposal that has been made to eliminate the 7-percent
investment credit entirely.

I think unless that is cleared up before the yearend that there will
be a real deadening effect on expansion and on spending by business
for investment in low-cost productive facilities.

The tragedy would be that, once having liberalized the depreciation
provisions with the guidelines and with the 7-percent investment
credit and in less than a year action is taken to eliminate it, there
would be very little confidence in the business community now or in
the future that there are going to be allowances for capital recovery
any where at all comparable to those given in European countries.

:Senator WILLIAMS. Without debating the merits or demerits of the
investment credit or whether it should or should not be eliminated,
my question is this: Just suppose the committee did eliminate that
section, would you then recommend that the bill be defeated, or would
you recommend that it be passed with that deletion?

Mr. BARLOW. Deleting the 7-percent investment credit?
Senator WILLIAMS. Yes, just suppose it was deleted?
Mr. BARLOW. My guess is that we would oppose the bill if the 7-

percent investment credit were deleted, but we would have a meeting
of the taxation committee and the board. That would be a very im-
portant question.

We meet very regularly. We try to keep our finger on the pulse of
our membership and what the business community wants.

When you give me some of these questions, and understandably you
do, I try to deal with them, but when it comes to a major policy de-
cision on this tax bill like the deletion of the 7-percent investment
credit, we might have to take a different position.

Senator WILLIAMS. I was not raising these questions to argue with
you on the merits of it. I just want to get your position clear.

Mr. BARLOW. No.
Senator WLIAMS. My only question was assuming that a motion

was made to delete the investment credit provisions of this bill, when
the final vote came on whether we took the bill or not, as I under-
stand it you think you would be against it?

The (&HAIRMAAN. The committee will recess until 2:30.
(Whereupon, at 12:40 p.m., the committee recessed, to reconvene

at 2:30 p.m. the same day.)

AFTERNOON SESSION

The CHAIRMAN. The committee will come to order.
Mr. BARLOW. Will you take a seat, please.
Senator GoRE. I am sorry, Mr. Chairman, I have been on the floor.

and the leadership was telling me every minute that they were going
to have a vote. I apologize, Mr. Chairman. I started to come earlier.
I did not mean to take your valuable time.

The CHAIRMAN. Yes, sir. Go ahead.
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Senator GORE. I noticed this morning, in response to a question by
Senator Douglas as to whether the enactment of the pending bill
would provide more investment capital, that you said, "Yes," because
there will be more after-tax income. Do I correctly state your answer?

STATEMENT OF JOEL BARLOW, U.S. CHAMBER OF COMMERCE,-
Resumed

Mr. BARLOW. Yes, Senator, that is one of the reasons.
Senator GORE. I wrote it down because I had observed that in your

statement you say: "It is misleading to compute on the basis of in-
come after taxes."

Willyou explain the contradiction?
Mr. BARLOW. Misleading, you say?
Senator GORE. No, you said that.
Mr. BARLOW. Will you tell me the sentence that you are referring

to or the paragraphs, so we get this in context?
Senator GoRE. In answer to a question by Senator Douglas this

morning you used the phrase, which is a well-known one, and I am not
accusing you of anything, "more after-tax income," or "after-tax in-
come." Yet in your prepared statement you say it is misleading to
compete on the basis of income after taxes.

The point I am trying to make, and there is no need to belabor
it, is that after-tax income is to individuals and to corporations the
most important single result of the tax bill.

Mr. BARLOW. I agree with you on that, but there is nothing incon-
sistent on what I have said. Let me explain why.

I told Senator Douglas this morning when we were discussing this,
that one of the reasons there will be incentive to investment in money-
making and jobmaking investment is that there will be more after-
tax income.

I also pointed out to him that not only would there be more after
tax income to encourage investment, but the fact that the tax bill is
passed with lower rates would also give rise to confidence in the business
community so that more money would be spent than just the after-tax
income. Now I know of nothing in the context of those comments
that is inconsistent at all.

Senator GoRtE. You don't mind then if all of us consider the after-
tax income result of the pending bill if enacted?

Mr. BARLOW. Yes; I think, Senator, the important thing is to con-
sider the after-tax income when the rates go up, and to consider the
after-tax income when they come down.

The difficulty is, and I think this may be the reason for your com-
ment, that when tax rates go up, there are people who refer only to
the percentage of increase. The rate goes from 4 to 8 percent, they
said that is a 100-percent increase. They don't talk at that time about
the total dollars of additional cost of taxes.

What I am explaining is that when the tax rate comes down, we
have to look at the percentage reduction which in this case is 3 to 1 in
favor of the lower brackets, and not talk about just the reduction in
dollars that arise not out of the tax structure but arise out of the total
amount that people earn. Now that is all that I am talking about.

Senator GORE. Then I take it you would agree with me that a correct
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analysis of the bill requires an examination from both viewpoints or
standpoints.

Mr. BARLOW. You have to look at after-tax income in terms of dol-
lars. You have to look at after-tax income in terms of percentages,
but we have to be careful that we don't distort either and get into this
business of the political arithmetic of tax rate making. Let's use the
same test when we go up as when we come down.

Senator GoRE. You and I are in agreement in that we need to ex-
amine it from all angles, as a matter of fact.

Mr. BARLOW. Yes; I agree.
Senator GORE. But I am not sure what you mean by the term

"political arithmetic." I am not acquainted ith that.
Mr. B.RLOW. What I mean by the politiial arithmetic ;s just what

I have been explaining: that when the rates go up, one bit of arith-
metic is used., aud that is the percentage increase at the lower level of
the bracket. When the rates come down. people are inclined to use
political arithmetic as to the dollars of saving.

In other words, the Republican minority report refers to cigarette
money. I don't think that is a proper evaluation of the results of
this tax bill. because those savings that are small result not from the
tax bill but result from the fact that those people don't make a great
deal of money, and when you have millions of taxpayers at this rate
base, Senator, saving $100 or $'200, that is where you lose the bulk of
your revenue. It is not in those top brackets, if you will excuse me.

Senator GORE. Why is one political arithmetic and the other not?
Mr. BARLOW. They are both. They are both political arithmetic.

That has been our problem for years.
Senator GORE. You say it is proper to examine after-tax income

from the standpoint of both dollars and percentages.
Mr. B.RLOW. Yes.
Senator GORE. Up or down.
Mr. BARLOW. Yes.
Senator GORE. You and I are getting along remarkably well.
Mr. BARLOW. I am sure we will.
Senator GORE. Have you seen the testimony of the Secretary of the

Treasury?
Mr. BARLOW. Yes: I heard it, too, Senator.
Senator GORE. His table 4 shows that the tax reduction which those

filing 9,700,000 returns will share will be $555 million, and those filing
200,000 returns, taxpayers with adjusted gross income of over $50,000,
will share approximately the same amount, or $525 million.

Now, how would you characterize this in terms of after-tax income,
increase in after-tax income or political arithmetic? How would you
characterize this, the Secretary's statement ?

Mr. BARLOW. I characterize it this way, Senator: that when the
rates went up you had the same dollar problem. Those fewer tax-
payers paid all that money when they went up. So when the rates
go down, because they earn more money, they pay those fewer dollars.

That does not come from this rate structure. That is a misconcep-
tion. This comes from the fact that those people make that much
money, and they are taxed so highly at the top brackets that it is per-
fectly plain there is going to be more dollars of reduction because riey
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make more money. But that does not have anything to do with the
rate structure.

As I pointed out earlier this morning, Senator, the greatest percent-
age of reduction of tax liability comes in the lower brackets, not in
the upper.

Senator GopE. I don't know on what basis you say that this does not
result from a change in the rates, but rather results from the income
that these taxpayers have. It seems to me that we are talking about
the same income but a changed tax structure. I don't quite follow
your logic there. You are saying that this is not the result of any
change that is brought about.

Mr. BARLOW. No; I said the differential is not a result of the change
in rates. What I am saying to you is that the reason they are dollars
of saving is because there were comparable dollars of cost when the
rate went up. Whenever they come down, they should come down
reasonably proportionately.

Now they haven't come down. The benefit is weighted in favor of
the low-income groups. But when you talk about dollars of saving
when the rates come down, you have to keep in mind the dollars of
cost when the rate went up.

This is something that you and I probably don't need to discuss,
because this argument has been going on for years, and it is not very
meaningful. But I am saying the rates do not affect the differential
of saving. The saving differential arises from the income people
make.

Senator GoR. You and I would not want to argue about how many
angels could dance on the point of a needle, would we?

Mr. BARLOW. No; I think that is the problem. We don't want to do
that.

Senator GORE. I have just given you the tax reduction in dollar
amounts from the table presented by the Secretary of the Treasury,
resulting from the changes that will be brought about by the proposed
bill, if enacted.

I notice you use sometimes the term "tax equality." You used that
term in your testimony before the Ways and Means Committee. What
do you mean by tax equality ?

Mr. BARLOW. I used probably tax equity, and I don't want this con-
fused with the tax equality.

Senator GORE. No; I am sorry, you didn't. You used tax equality.
Mr. BARLOW. I am perfectly willing to use that term. I just don't

want it confused.
Let me say this: What I mean by tax equality is that to the extent

possible there should be equitable treatment of taxpayers under a
progressive tax rate which we have acknowledged is here and which
we probably are not going to get rid of.

Senator GORE. Would you consider tax equity, would you consider
that the

The CHAIRMAN. I am sorry to interrupt, but there is a vote on the
final passage of a bill. We will recess and come back immediately.

(Short recess.)
The CHAIRMAN. The committee will come to order.
Were you just answering a question?
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Mr. BARLOW. I think I had concluded answering the question. I
was waiting for the Senator.

Senator GoRE. Would you wish to substitute tax equity for tax
equality wherever you have used it in your testimony before the Senate
and the House?
. Mr. BMU~ow. No, Senator. I think names are only labels for our
ignorance, and you can use tax equality, tax equity interchangeably
if you wish. I am not trying to make any point about the difference
in those terms.

Senator GORE. I know, but there is a difference in the terms, and
I am interested in your views. I think the U.S. Chamber of Commerce
has presented a surprising point of view in your testimony, and I
am interested in your views.

Mr. BARLow. have tried to set out in the statement
Senator GORE. How do you distinguish between the terms tax equity

and tax equality?
Mr. BARLOW. I think some people mean by tax equality that the

rates should be equal.
Senator GORE. I am not asking you what some people mean. What

do you mean?
Mr. BARLow. Generally tax equality and tax equity as I say can

be used interchangeably, but I think there are misconceptions about
those terms, and when I talk about tax equity I simply mean treating
taxpayers equitably and fairly. When I talk about tax equality,
I mean about the same thing except there is a connotation about tax
equality that some people think that the rate should be the same
for everybody.

Senator GORE. You held forth rather eloquently against progression.
Mr. BARLOW. No, I did not hold forth against progression. I held

forth against too much progression or too much steeply graduated tax
rates, and I think that is a mistake for all the reasons I gave this
morning. I think we have learned generally that it is a mistake.

Senator GORE. You think that the less progression there is in tax
rates, the less we hew to the principle of taxation according to the
ability to pay, the closer we come to tax equality?

Mr. BARLOW. I am not sure, Senator, what any of us mean by
"ability to pay." That is a kind of overworked, overused term, and I
don't hear it very much any more, but I say this to you: that, within
reason, eliminating progression from the tax structure works more
equity. That is at least our view. I imagine some people disagree
with that.

Senator GORE. I am interested. You say you no longer hear the
term "taxation according to ability to pay very much. Of course,
you move in a rather rarified atmosphere. I can understand why you
might not hear that, but out where the people work, skimp, and try.
to make ends meet, and to whom "take-home pay" is a very meaning-
ful phrase, "taxation according to ability to pay" has a very real mean-
ing. if not an emotional impact.

Mr. BARLOW. I think that is true. I think I agree with that. But
I am interested in those people who work, sweat, and have hardship
in the tax rates, and I would like to reduce those rates and limit
them for schoolteachers and wageworkers, too.
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Our point is, if you are going to raise enough revenue in this coun-
try, ou can't eliminate the broad tax base. We recoo'nize hardships,
the chamber recommended in its own program a rate of 15 percent, and
this bill goes to 14, so that I don't think any of us are interested in
doing anything but minimizing hardships at the bottom brackets. But
you can't eliminate that tax base and cl lect any revenue. That is our
basic point.

Senator GoRm. I was very interested in the sentiment you expressed
this morning with respect to taxes coming off as they went on. I don't
remember your exact words, and I am not attempting to quote them.

You undersood, I am sure, from my exchange with the Secretary
of the Treasury a few days ago, that I would have difficulty supporting
a reduction in governmental revenue of $11 billion as a permanent re-
duction of the revenue level of the Government, regardless of what
form the tax bill may have taken from the standpoint of equity as I
understand it, or from the standpoint of tax equality and/or tax equity
as you understand it.

I have the very deep feeling that if we are to have, regardless of the
standard of responsibility to which you made a passing reference this
morning-and am glad to see the chamber of commerce make a refer-
ence, even though passing. I feel that the most inequitable single
provision of our tax law-well, among the most inequitable provisions
of our tax law-is the personal exemption of only $600 for a dependent.
Do you happen to have children or have you had children in school?

Mr. BARLOW. Three.
Senator Gope. Then as a parent you would be able to know from per-

sonal experience the adequacy of a $600 deduction for the rearing and
the education of a child. Would you be willing to give the committee
the benefit of your view? Would you measure this $600 exemption
alongside your yardstick of tax equality or tax equity as you choose?

Mr. BARLow. Senator, I think the reason that there is a $600 per-
sonal exemption in the tax structure is as a recognition of the problems
of people in paying taxes who have a lot of children. But I don't
think it has ever been intended so far as I know to make the personal
exemption anything like the equivalent of cost of raising a child.

I don't think there has been a decision under our tax laws to subsi-
dize each family to the extent of cost of raising a child.

There is another problem here that comes in which seems to me forti-
fies the position I am taking, and that is, that we can't eliminate the
cost, the complete cost to a family of bringing up children, in our tax
structure, or we would not have enough baseleft at 20 percent today
to raise anything like the revenue we need.

As I tried to point out in my statement this morning, the problem
here is having an adequate tax structure to just approximate the
high level of the spending today, the expenditures of the Federal Gov-
ernment. Because we are relying on the income tax structure for
85 percent, approximately, of all of our revenue, we can't give deduc-
tions and personal exemption to everybody to take care of the cost of
his family, even at the low income levels, because there would not
be enough tax to support this level of Federal expenditures or even
a lower level.

I want to say again that the chamber has been over the years, I
think, very much aware of the importance, every time we can of
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reducing those lower rates to eliminate hardship. But you can only
go so far without destroying or eroding the tax base.

Senator GoRE. You have answered me interestingly in your views of
why this cannot be done, but you did not measure it with the yard-
stick of equity, which I asked you to do as you understand tax
equity to be.

Mr. BARLOW. I would say in reply to that, that the tax structure,
certainly at the lower rate levels, has done the best it can to give
tax equity in that area. Although I suppose there is no pure or true
equity when you are levying taxes, it has gone a long way toward
recognizing the equitable problem, because we have a tax structure,
as I said this morning, that is weighted in favor of the lower income
groups.

When you have the progressive kind of rate structure that we
have, going all the way up to an overall 87-percent limitation on in-
come, you are doing pretty much equity to the people in the lower
brackets when you tax them at 20 percent.

Senator GORE. You said once again as you said several times this
morning, that this bill is weighted in favor of those with low income
measured in terms of after-taxes income. A single-income taxpayer
with an income of $4,000 to $6,000 would have his after-taxes income,
to use your phrase, or take-home pay, to use the workingman's phrase,
increased by this bill by 5 percent, or to give it in exact dollars, which
you say we should consider, $230 a year. But the same taxpayer, if
he had a corporate salary of from, say, $200,000 to $300,000 would
receive a 100-percent increase in his after-tax income, to use your
phrase, take-home pay, to use the workingman's phrase, real income
to use mine. Now, how would you measure that by the yardstick of
tax equity?

IIr. BARLOW. I thought I explained that to you earlier, Senator.
Sentaor GORE. You explained it, but you did not explain it in terms

of tax equity.
Mr. BARLOW. I am sorry that I did not.
Senator GORE. I mean you explained your viewpoint, but not in

terms of tax equity, which you now wish to substitute for tax equality.
Mr. BARLOW. I don't want to substitute tax equity for tax equality

atall.
Senator GORE. You said you wished to consider them interchange-

ably.
Mr. BARLOW. I don't think they mean exactly the same thing.

That is all I said. But I don't think there is any reason to quibble
about definition.

But I would say to you again, on the basis of the illustration youCust gave me, that the reason that a taxpayer in the $4,000 to $6,000
racket saves only x hundred dollars as compared with the man in

the $200,000 or $300,000 bracket is because he does not make as much
money and he does not pay tax at the same high rates. A 1-percent
reduction up at the top means thousands of dollars, and sometimes
10 times as much as a 10-percent reduction or a 6-percent reduction
down in the lower brackets.

Senator GoRE. But you have the inverse treatment here. You have
in this bill the higher percentage reductions on the large amounts, and
the low percentage reductions on the small amounts.

Mr. BARLOW. No, Senator.
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Senator GORE. How do you measure that by the yardstick of tax
equity?

Mr. BARLOW. Senator, I am sorry, I think you are mistaken because
the Treasury's own statistics show that the reduction in the high
bracket is only something like 12 percent.

Senator GORE. Let's take the reductions.
Mr. BARLOW. And in the lower brackets-
Senator GORE. It is reduced from 91 to what?
Mr. BARLOW. I have forgotten. I think the interim rate is 77 per-

cent on the first year.
Senator GORE. And the lower bracket is reduced to what?
Mr. BARLOW. From 20 to 14.
Senator GORE. Which is the larger percentage reduction.
Mr. BARLOW. My land, the one on the small. You have almost a

one-third reduction.
Senator GORE. You mean
Mr. BARLOW. I mean a-
Senator GORE. You mean the reduction from 91 to-
Mr. BARLOW. From 91 to 77 is a much smaller percentage than from

20 to 14; much smaller. That is the whole point that I have been
making.

You are counting the number of percentage points, but it seems
to me that you may be forgetting that when the "percentage points
went on, a great many more went on on the top brackets. F or in-
stance, in 1932 the tax rate of an individual paying 25 percent, as I
recall, went all the way to 63 percent in one jump.

Senator GORE. And you think it should come off as it went on?
Mr. BARLOW. Well, reasonably proportionately, but I am politically

realistic enough to know that it won't. This bill is the proof of that.
Senator GORE. I was in the Congress and voted for what I con-

sidered the most onerous wartime levy, the lowering of the personal
exemption of the taxpayer and dependents. The cost of living is
considerably more than twice what it was in 1940. Then a man and
wife had an exemption of $2,000 of income before the heavy hand of
the Federal income tax law was laid upon that income.

As I then understood it and as I now understand it, the personal
exemption, the family exemption, the dependent exemption, had as
its basic purpose the permission of a subsistence level of income for
the taxpayer and his family before a Federal income tax was levied.
Now do you disagree with that?

MTr. BARLOW. No. I think that was one of the factors certainly,
consideration of a subsistence level.

Senator GORE. Now if in 1940 a $2,000 exemption was adequate for a
family subsistence, man and wife, what would you say a comparable
figure would be now?

Mr. BARLOW. I am not sure what it should be, but I would say
that

Senator GORE. I did not ask what it should be.
Mr. BARLOW. No.
Senator Gom. What would it of necessity be when measured by the

cost of living?
Mr. BARLOW. Well, you must remember, Senator, that there have

been built into the tax structure some relief provisions since 1940 that
offset the differential that you are talking about.
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For instance, even in last year's revenue bill provisions were in-
eluded that shifted the burden more and more away from the lower
income groups, and you must also keep in mind I think that since
1940 everybody has been paying more taxes.

I might say this, that. in the current tax bill they are trying to offset
the inequity that you are talking about with the standard minimum
deduction. You can't, I think, compare the dollar amounts of per-
sonal exemption.

Senator GORE. I appreciate your views. I always find them
interesting.

If you could be a little more explicit in response to my inquirie'.
the consideration of the bill would be expedited. I asked you i
simple question. I will re.peat.

If $2,000 per year was adequate for a minimum family subsistence
before the levying of an income tax in 1940, what would a comparable
amount for family subsistence be at this time?

Mr. BARLOW. I am not sure of the figures on the inflation factor,
but I understand that since 1939 the value of the dollar has depreciated
about half, so taking your assumption and answering your question
categorically, I suppose that if that was the subsistence level in 1940,
it would be twice as much in 1963. But I don't know quite what that
has to do with the imposition of taxes, because we are not talking
about comparable.

Senator GORE. Well, it has a great deal to do with the imposition of
taxes. We are talking about the basic unit of our society.

Mr. BARmow. Yes.
Senator GoRE. That family unit. Why doesn't that have something

to do with taxes?
Mr. BARLOW. That has something to do with it, but what I am

pointing out to you is that the subsistence level test under the tax
structure in 1940 is not necessarily the same test in 1963, because
equitable provisions and relief provisions have been put into the tax
structure that were not there in 1940, these offset what I would agrep
with you is an inequity perhaps in the treatment of low-income
taxpayers.Senat or GORE. Wh would you say perhaps?

Mr. BARL7w. Wel, because there is a question at what level the

progressive rate structure becomes inequitable.
Senator GORE. Let me give you the exact index of the cost of living.

In 1940 the consumer index stood at 48.8. In July 1963 it was 107.1,
so you see there is an increase in the cost of living of, according to
rough mental arithmetic, 112 to 114 percent.

Mr. BARLOW. More than double.
Senator GoRE. More than double. Now would you conclude from

your understanding of tax equality or tax equity that at least a $4,000
subsistence level, exactly double that permitted in 1940, would be
necessary to make up for the 112-percent increase in the ctrt of living.

Mr. BARLOW. I was trying to point out, Senator, that I don't think
it is necessary to double it, because of the other relief provisions that
have been built into the tax structure such as the one now proposed,
the minimum standard deduction, which leaves,-

Senator GORE. You are talking about something that is proposed.
but you were trying to tell me about some tax benefits that this family
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with a $4,000 income has now that it did not have in 1940. Would
you mind spelling those out?. Mr. BARLOW. There are provisions like child-care provisions, and
old people with low incomes have been helped since the 1940 act. There
has been a recognition by this committee and the House Ways and
M11eans Committee of the hardships in this area and relief provisions
have been built into the structure.

But I want to say to you that I would like, except for the problem
of taxpaying citizens knowing the burden of taxes, to relieve some
of these people from the hardships of the tax sticture. But the basic
problem is that you can't eliminate this base, this great number of tax-
payers who pay small amounts, because you can't collect enough reve-
nues. They all have to contribute a little. That is my point.

Senator GoRE. Before I come to that, I will say that I am referring
here to a family of wage earners, not retired people. There are some
provisions in existing law for retired people that were not in the law
in 1940.

But I would like to point out to you one other thing that was in the
law in 1940 which I voted to strike with the greatest of reluctance.
That was a preference for earned income. On top of the $2,000 exemp-
tion, the man and woman who obtained their income through the
sweat of their brow, the toil of their hands or their brains, had an
earned-income credit.

Mr. BARLOW. That is right.
Senator GORE. For earned income. Now this was stricken out dur-

ing the war.
Mr. BARLOW. That is right.
Senator GORE. As a wartime measure. Instead of that, we now

have a provision in the law that gives a preference to unearned in-
come, dividends from corporate stock. So when you come before this
committee pleading for this tax bill on the basis of tax equity, you
raise many questions.

Now you say that we can't raise the personal exemption because
it will cost the Government too much revenue. Yet you advocate
the passage of a bill that would cost an $11 billion permanent loss
in revenue.

Mr. BARLOW. No; I think not, Senator. The Secretary of the
Treasury has made it very clear that this does not contemplate $11
billion net loss in revenue, because if the President's concept of this
tax bill and the Secretary of the Treasury's concept is right, it is going
to give some momentum to the economy, and we are going to make
up some of that income or that loss of revenue with increased incomes.
That is the whole thrust and intent of this bill. I don't think we are
losing $11 billion.

Senator GORE. I understood you to say this morning that you did
not agree with that part, you did not expect any balanced budget,
but you wanted this anyway.

Mr. BARLOW. Oh, I did not say that we did not expect it. I said we
are hoping to have it.

Senator GORE. All right, let's take your thesis.
Mr. BARLOW. Yes.
Senator GORE. You advocate the passage of a bill reducing govern-

mental revenue by $11 billion.
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Mr. BARLOW. Short term.
Senator GORE. On whatever term, you advocate that. Yet you

say we can't afford to raise the personal exemption, we can't afford
to give a parent a little more deduction for the cost of rearing and
educating a child.

Mr. BARLOW. Senator, we aregiving them-
Senator GORE. How can we afford it in the one instance and yet we

could not afford in the other?
Mr. BARLOW. Senator, let me explain this. Under this bill, as

you know, you are giving these parents a little more of a deduction.
In the minimum standard deduction which the Ways and Means
Committee chose instead of the personal exemption, you are increasing
it, you are giving them something. You are giving a 38-percent
reduction in tax in this lower income bracket. We don't have to pro-
ceed on the assumption we are not benefiting low-income taxpayers.

But, second, with respect to the $11 bil-lion of revenue loss, the
whole thought here, and this is where the business community and
others agree with the Government, is that if we can take off the
onerous effect of the high progressive rate structure, we will give our-
selves some economic momentum so that we will produce more income
and have a better base for levy in the tax. That is the whole thought.

Senator GoRE. So you are for-a little tax equity but not much.
Mr. BARLOW. Well, I am for all that we can stand at all times.

We have to look at the exigencies of the situation.
Senator GORE. Let's stop right there. You are for all we can stand.
Mr. BARLOW. That is right.
Senator GORE. And you think we can stand $11 billion short term.
Mr. BARLow. We have decided that we can, short term; yes.
Senator GoRE. And the Secretary of the Treasury testified as you

heard him, that the real segment or portion or part of our economy
that needed stimulation was demand.

Mr. BARLOW. I did not understand him to say that alone. I under-
stand that they have a balanced tax proposal.

Senator GORE. He said that was the major element that needed
stimulation. You recall that, do you not?

Mr. BARLOw. But I did not understand him to say that it was the
major element, but he agrees that we need both consumer demand
and we need the funds for investment.

Senator GORE. I assure you he did so state.
You said this morning, though, that you disagreed with that. You

thought we had placed too much emphasis already upon consumer
demand.

Mr. BARLOW. Senator, when we, as an industrial nation, have the
lowest rate of investment in the whole world in relation to gross na-
tional product, there is something wrong with the stimulus or the
incentive in this country to investment. This must come, and the Treas-
ury seems to think so, from the deterrent effect of this tax structure.

Senator GORE. I know, but you are going to something else now.
Mr. BARLOW. No; I don't want to.
Senator GoRE. You did say you disagreed with the Treasury. You

dimrd with the thrust of the testimony and the bill, you criticized
the bill because it placed too much emphasis on spurring the demand
sector of our economy.
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Mr. BARLOW. Yes; that is right. We think that there is too much
of a shift to emphasis on consumer statement.

Senator GoREs. Then I do remember your remarks correctly.
Mr. BARLOW. That is right.
Senator GORE. Then you disagree with the Secretary of the Trea-

sury as to the reasons for this bill, the principal reason for this bill,
the principal need for this bill.

Mr. BARLOW. No. I think on the principal reasons we probably
agree. I think that what we disagree with is the emphasis that both
the Treasury and the House Ways and Means Committee have had
to put on consumer spending in order to get a tax bill. That always
comes back to the problem of the

Senator GORE. Is that what you call political arithmetic?
Mr. BARLOW. A little bit of that, Senator; yes.
Senator GORE. I really find you very-I started to say confusing,

but I will really say confused. How are we to stimulate the economy
by a tax reduction unless that tax reduction goes to that element of
society which will either spend or invest?

Mr. BARLOW. It has to go to the element that will spend or invest.
That is what I am talking about. Some of it goes to the consumer
for spending, some of it goes to the investment element for spending.

Senator GORE. I have now located that part of the testimony of the
Secretary of the Treasury relating to this particular point. I quote:

Our persisting problem has been insufficient demand. The Federal Govern-
ment has the capacity to meet this problem, and since the enactment of the
Employment Act of 1946, it has had a clear responsibility to do so.

But you say you disagree. You think the bill, indeed you think that
existing law as you said, places to much emphasis upon consumer
demand.

Mr. BARLOW. Yes.
Senator GORE. You think the proposed bill still does?
Mr. BARLOW. Yes; I think so.
Senator GORE. So to that extent you disagree with the Secretary

of the Treasury?
Mr. BAww. That is right.
Senator GORE. I will forgo further questions of this distinguished

gentleman.
Senator CuRTs. Mr. Chairman, I have some questions I would like

to ask, but I would hate to miss a rollcall vote.
The CHAIRMAN. We will come back.
(A short recess.)
The CHAMMAN. The meeting will come to order.
Senator GORE. May I proceed ?
The CHAIRMAN. Proceed, Senator.
Senator Gores. I do not want to do you an injustice, so therefore I

will state my conclusion as to your position. If you disagree with it,
then perhaps we can clarify it.

As I understand what you said, it is that we can afford an $11 billion
tax cut if it goes to the people to whom you think it should go, but
we cannot afford it if the ordinary taxpayers and taxpayers' de-
pendents are to be the beneficiaries of it. It seems to me that is the
position at which you have arrived.

24-532-63-pt. 2- 6

525



REVENUE ACT OF 1963

Mr. BARLOW. I think not, Senator. That it seems to me is not a
fair statement of our position.

Senator GORE. Then let me ask you again, Do you wish to go
further?

Mr. BARLOW. I was just going to say that I am not sure at all that
we can afford an $11 billion tax cut.

We have endorsed this bill very reluctantly on the assurances of the
President, of the Secretary of the Treasury, and of the Congress that
we are going to get some reduced expenditures. We are supporting
this bill not because we are happy at all with the prospect of the los
of revenue short term, but with the thought that the alternative is
very bad. That if the private sector does not produce this money,
you are ~oing to appropriate it and our level of expenditures is going
to go up, and then we will never raise enough revenue with this limited
income tax structure, no matter how we broaden the base to pay our
bills. So that is the reason for our support.

Senator GORE. All right, suppose we leave the same assurances in
the bill-the bill seeks to codify a stump speech in the tax law. You
seem to attach some value to it. I attach none at all.

Mr. BARLOW. I feel that we-excuse me.
Senator GORE. Suppose we have the same assurances, are given the

same assurances, the same anticipation or doubts which you may have
as the case may be, but the same quality of consideration for reduced
Federal expenditures.

Would you still say that we could not afford an $11 billion tax cut
if it were utilized in raising the personal exemption for each tax-
paver and each dependent?

Mr. BARLOW. Senator, I am saying that we don't like the two to-
gether just the way I think you are trying to do.

I am saying that, and I think this is the reason the House Ways
and Means Committee did not go to the increased personal exemption
route, I am saying that the loss of revenue would be so much greater,
without getting the kind of result from this tax bill that we need if
we went the personal exemption route, that we can't afford to do that.
We can't lose any more revenue than we are losing now, and maybe
this is too much.

Senator GORE. Please understand I think it is too much.
Mr. BARLOW. I agree with you, certainly.
Senator GORE. Whatever the formula.
Mr. BARLOw. Yes.
Senator GORE. But you advocate it.
Mr. BARLOW. We are supporting it as about the only hope we see

for getting some reasonable level of expenditures, and a budget bal-
ance, the Secretary says, in 1967; Mr. Burns says 1972. We would like
to have it next year if we can get it, but we don't think we will get it.
But we think unless we take the wraps off of our economic system
with some kind of a sensible tax structure, we may not get it ever, and
that is our concern.

Senator GORE. Would it be correct to say then that you support it.
barely, but with faint hope and little confidence?

Mr. BARLOW. Well, that would be one way to describe it. I think
we have a little more enthusiasm than that, Senator.
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The CHAIRMAN. What percent of enthusiasm have you?
Mr. BARLOW. As I said, Senator Byrd, we look upon it as a Hobson's

choice to a very considerable extent, but it is awfully important to get
a. start on rate reduction.

Senator GORE. This is not a Hobson's choice. This is the choice of
the Senate committee. We must choose.

You come here supporting, as you say, barely, reluctantly, a bill
providing for an $11 billion reduction in governmental revenue, and
you express great doubts as to the possibility of a balanced budget, as
has been forecast.

Now the proposition I have put to you, in view of the fact that the
Secretary of the Treasury has said that our persistent problem has
been insufficient demand, is this: Would you think we could afford
this tax cut if the tax reduction is measured by a true yardstick of
tax equity, and goes to increase the personal exemption of each tax-
payer and dependent?

In other words, I feel that the man who has the most children to
rear and educate is in greater need of tax reduction, and that his
expenditure of what tax reduction comes to him will be far more
effective in the economy than is the case if we give the 100-percent in-
crease in the take-home pay of the corporate executive.

Mr. BARLOW. You are not by any means, Senator, giving a 100-per-
cent increase in the take-home pay of the corporate executive under
this bill, and I think we have an area of agreement here which pleases
me.

Senator GORE. I will not argue this point with you, because I have
asked the technical staff of this committee to prepare a table.

I made my own calculations to begin with, but so there would be
no question about it-you wouldn't question that Colin Stam is a com-
petent tax technician?

Mr. BARLOW. He is one of the ablest tax men in the United States,
and I don't think anyone knows more about taxes than Colin Stam.

Senator GORE. I will agree. Then I will go to another point. How
much of this tax cut in your opinion goes to spur consumption, and
how much to spur investment?

Mr. BARLOW. Well, I think the Treasury statistics show about a
12-percent reduction to encourage investment, and about a 38-percent
reduction to stimulate consumption. Now those are not exact figures
as I pointed out a little bit earlier.

The fact that there is a tax bill and there is a recognition on the part
of the Government. that we need a revision in tax rates to stimulate
investment beyond just the after-tax benefit in 1964 and 1965. But I
think it can be said reasonably on the basis of Treasury statistics that
those are the relative benefits for investment and consumption.

Senator BENNETT. Will the Senator yield?
Senator GORE. Yes.
Senator BENNETT. The 12 and 38 percent add up to 50. Where is the

other 50 percent?
Mr. BARLOW. I am talking about the percentage of reduction, Sena-

tor; 38 percent from existing taxing liabilities in the bottom low-
income rates and 12-percent reduction in liabilities in the upper
brackets. We are not talking about a 100-percent. figure.

Senator GORE. You still have only 50 percent accounted for.

527



REVENUE ACT OF 1968

Mr. BARLOw. We are talking about percentage of reduction.
Senator BENNETT. May I say you are saying that the 38-percent

reduction in the lower brackets goes for consumption, and the 12 per-
cent reduction-where do you apply that 12-percent reduction, to all
brackets?

Mr. BALow. No. Let me explain. This percentage reduction can-
not be categorically allocated to either consumption or investment,
because the people in the higher tax brackets consume, too.

Senator BENNETr. Are going to consume some, sure.
Mr. BARLOW. What I was saying to Senator Gore was that the

reduction of 38 percent for the lower income group is the principal
stimulus to consumer spending.

Senator BENNETr. And you are saying that the reduction to the
investment group is only 12 percent.

Mr. BARLOW. Yes, and that is not necessarily all allocated to in-
vestment incentives. There is a consumer element in that.

Senator GoRE. And there is also a saving element in that.
Mr. BARLOW. There is saving all the way through the line on taxes

wherever you reduce the rates.
Senator GORE. You complained earlier about using percentages.

I don't want to complain about it, but I think perhaps we can under-
stand this problem better in dollar amounts. There is a $11 billion
tax reduction. How many dollars approximately of this $11 billion
will go to investment, and what portion of it will go to increased con-
sumer demand?

Mr. BARLOW. Just for the moment I forget the dollar figures. They
are in the committee report.

Senator GORE. Do you concur with the committee report?
M r. BARLOW. Yes. On table 8, page 23, the figures are set out,

Senator. The saving is about $1,500 million, for the over $20,000
bracket-

Senator GORE. That is not answering my question though. I am
asking you what portion of this $11 billion is going to investment
and what portion is going to consumer demand. You said it is too
heavily weighted toward consumer demand.

Mr. BARLOW. It is not possible on the basis of these figures, Senator,
to decide just which dollars encourage investment.

Senator GORE. I did not say just the dollar. I said approximately
what portion. Will it be $5 billion or will it be 7 or will it be 2?

Mr. BARLOW. The difficulty is that you can't draw a line on the tax
brackets between what are dollars going for investment and what are
dollars going for consumption, because there are dollars going for
consumer spending throughout the entire bracket.

But if you are talking about the portion of the reduction that goes
to given groups of taxpayers, and you want to cut off at any given
point in the tax bracket, you can ascertain the dollar reduction by
looking at the table on page 23.

Senator GoiE. Don't you think when this drastic reduction in Gov-
ernment revenue is proposed, when for the first time so far as I am
aware it is seriously proposed to increase the national debt in order
to give a mammoth tax reduction, and that this is advocated on the
basis of stimulating the economy, that this committee ought to be
able to obtain from some source, if not from the U.S. Chamber of
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Commerce, from some source, an estimate of what part of this $11
billion is going into investment, what part is going into consumption,
what part is going into mining, into manufacturing, into construc-
tion, transportation, public utilities, wholesale and retail trade, and
perhaps most important of all, what portion is going into services
and what will be the increase in the gross national product.

Now no one has given us these figures, and you have disclaimed
ability to give it to us. And yet you advocate and support this bill.

Mr. BARLOW. I am not sure you could break down and project all
of these figures in that detail, but I should think if anybody can do it
the U.S. Government can do it.

Senator GORE. Please understand I am not asking you on an exact
dollars and cents basis. We are dealing with enormous amounts here,
and we ought to be able, at least someone ought to be able, to give to this
committee some estimate of the portion of this mammoth reduction
in governmental revenue which will go into these principal categories.
Now surely since you can't give us that, you can tell us by how much
this tax reduction will increase the gross national product?

Mr. BARLOW. I certainly can't give you those figures. But suppose
we compare notes with the Treasury and see what information can be
evolved.

Senator GORE. Are you going to endorse whatever the Treasury
submits?

Mr. BARLOW. You mean the statistics they submit?
Senator GoRE. Yes.
Mr. BARLOW. I am not sure. I would have to see the statistics first.

But we are satisfied, Senator, and it seems to me this is the important
point, we are satisfied that under this bill there will be some stimulus
to investment.

We think also that there will be considerably more stimulus to con-
sumer demand. One of the things that troubles us about the bill, you
are concerned about it and we are, too, is that if we have too much
stimulus to consumer demand at the present time, it will create a de-
mand for capacity and call on the excess capacity of the country,
which is high-cost capacity. We won't have the money then for in-
vestment or the incentive to investment in low-cost facilities, so that
we can be more competitive abroad.

We will have a self-contained economy in which we may have an
inflationary factor if we have too much demand, and we will have
a demand for products made on high-cost facilities at high prices.
That does not move the economy ahead, certainly in terms of our
relative position in world trade.

So I think generally we have to say our feeling is that there is about
all of the impetus to consumer spending in this bill that we should
have at this time, without worrying about inflation, and there is some
incentive to investment, and that is one of the reasons that we support
the bill.

Senator GORE. If you have reached the firm conviction that there is
about all the stimulus to demand in this bill that the country can
afford, surely you ought to be able to tell us about how much consumer
demand there is involved in the bill, and how much the gross national
product will be stimulated thereby.

Mr. B hwOw. We know the area the relative area of incentive to
consumer demand and investment, because we know that most of the
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consumer spending will come from the low-income groups, because
most dollars are there, in total.

Senator GoiE. Then I will ask you about the stimulation of invest-
ment. About how much increase in the gross national product do you
think will flow from the stimulation of investment as a result of the
bill?

Mr. BARIww. Senator Gore, I am not an economist, and I don't have
any figures on any projection of the gross national product.

Senator GoRE. So you just generally
Mr. BARLOW. But we feel that it will be substantial. Just as a tax

lawyer let me say, Senator, I think this tax bill will slow down the
liquidation of small com panies. I think they will feel they are goin-
to get some tax relief, unless you tack on the imputed income at death
which makes it practically necessary for companies to liquidate. I
think you will find some impetus, some increase in investment that is
substantial because of this bill.

Senator GoRE. So you are, generally speaking, supporting this bill.
though you are not exactly sure why.

Mr. B-uuow. No, I am sure why, and the chamber is sure why.
I am not sure that we can measure all of the assurances and be

satisfied as to what the increase in the gross national product will be.
I am not sure that we can get any real comfort out of section 1 as to
reduction in expenditures.

But we do see already in current appropriations bills some tendency
on the part of the Congress to discipline itself, and to cut down on
expenditures. We take the position that we do know why we are
suporting this bill, even though we don't think it is a perfect bill.

Senator GoRE. Then you don't agree with many things the Treasury
has said, and you don't place much confidence in section 1, and you
don't know what portion of it will go to investment, what portion of
it will go to consumption. Yet you support it.

Mr. BARww. We agree with the Treasury on many things. I think
we can state this thing positively as well as negatively.

Senator GoRE. I shall not engage you further. Thank you. You
have given interesting testimony.

Senator BpNmTr. Mr. Chairman.
The CHAMMAN. Senator Bennett.
Senator BNN-rr. The Senator from Tennessee has been probing

to try and find some kind of a division as between consumer consump-
tion and investment.

Senator GORE. Excuse me?
Senator BENXr. The Senator from Tennessee has been probing

the witness to try and develop some kind of a figure representing the
division between consumption and investment.

Senator Gom. I was not asking for exact dollars and cents but some
estimate of it

Senator B.Nwm-r. The Senator from Utah would like to throw
some round figures into the record. The tax bill will produce, after
it is fully effective, $8.8 billion, roughly, of reduction in personal in-
come taxes, all grades.

Senator GoRE. All what I
Senator BpiNrrr. At all grades, all rates. I think these statistics

show that out of our personal disposal income, the American people
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save somewhere between 6 and 8 percent. That is money they hav
for investment.

Assuming that that same pattern holds, we can expect-and I will
increase it a little, roughly-out of the $8.8 billion that will represent
a reduction in personal income tax, we can expect about $8 billion to
be consumed and about eight-tenths of $1 billion to be invested.

And the corporations will, after the full bill becomes effective, have
a reduction of $2.3 billion. So if you add the eight-tenths of $1
billion to the $2.3 billion, this is at least a figure to look at.

Consumption will increase, or the money out of the tax bill that
will be consumed will be roughly about $8 billion, and the amount
available for investment, including that which goes to the corporations
and that which the individuals traditionally save and in%'est, will
make a total of $3 billion of new investment.

Senator GoRiL You mean available for new investment.
Senator BENNTT. Available. This is the pattern. We can't -say

whether they will invest it or whether they will consume it all.
Senator GoRE. This, Mr. Chairman, is a valuable contribution. At

least we have the estimate of a distinguished businessman and an able
Senator, former chairman of the National Association of Manufac-
turers, whose opinion I respect. This is the first time we have had this.

Now if $3 of the $11 billion is available for investment, no as sir-
ance exists at all that even a major part of this will actually be invested
because there is a surplus of investment capital now. There is n1o
shortage of investment capital at all. We have the testimony of the
Secretary of the Treasury to that effect.

As the distinguished Senator knows-and he is a very successful
businessman in his private life, before he came to the Senate, and I
congratulate him upon it-a businessman invests not because he has
the money i the bank, because he can borrow the money from the
bank. le invests because he thinks he can make a profit.

Senator B Emcxr. Let me give you some parallel figures. These
are percentages and not billions of dollars.

In 1950 corporate profits were big enough to represent 8 percent of
the total gross national product. In 1962 they had shrunk to 4.7 per-
cent, nearly cut in half. So this is another factor in the economy which
is discouraging investment.

The rate of profit, not the dollars, but the rate, in comparison with
the total output of the economy, has shrunk from 8 to 4.7 in 12 years,
and this is something that has got to be corrected if you are going to
have, in my opinion, an increase in the incentive to invest.

Senator Goire. I really think the Senator could make a very valuable
contribution by testifying before the committee, and I speak most
sincerely. I wonder if you have any information on cash flows and
dividends and how that would be affected.

Senator Bwm-r. Of course, we can get it.
Senator GoR& As a percentage of gross national product.
Senator Bmm=. We can get it, but the dividends have to come out

of the 4.7 which represents the amount of money available to the corpo-
ration after taxes. So if you take the dividends out of there, the
amount of retained earnings is probably half of that, somewhere
around 2.3 percent.

Seawtor GoR& Of course, the cash flow and dividends are an impor-
tant part of this picture.
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Senator BE.N,-Nrr. Yes, I haven't gone into that. I have just been
looking at. this same question you have been looking at, and speculating
what will happen to the tax cut. The first level of speculation is how
much is the corporation going to get, how much is the individual going
to get. and what is the pattern of the individual in dividingr his income
beween consumption and savings.

When you put those three things together, you can get an approxi.
mate idea that after the whole tax cut is affective, it will be about $8
billion consumed and about $3 billion of the $11 billion which would
be available for investment.

Senator GoRE. On this availability, let me read this to you. The
McGraw-Hill organization made an investment survey andI they re-
ported that business executives--
attribute $12 0 million or about 40 percent of the planned increase in outlays
on plant and equipment this year to the 7-percent investment credit, and the
liberalized depreciation privileges put into effect last year.

I call this up, Mr. Chairman, because we were told last year, as you
will recall, by the Secretary of the Treasury , that the most effective way
to stimulate investment in the tax law wa to (ive investment credit.

The Congress passed this bill. Liberalized depreciations were given.
We see here that. the promise has greatly exceeded the performance.

Now after we have done the two things which the Treasury said
was most effective and would be most effective in stimulating invest-
ment. we find only $1.2 billion attributed to the investment credit and
deplreciaition changes. And we are asked then to give a general tax
reduction of --11 billion on the same basis, even though we were told
last year that the most effective way to stimulate investment was in-
vestment credit and depreciation ]ibxralization.

Mr. BARLOW. Senator. might I comment on that
Senator GoRE. Sure.
Mr. BARLOW. The proposal of the Treasury last. year on the 7-per-

cent investment credit was to stimulate investment in machinery and
equipment, facilities to reduce cost.

Senator Goix. Plant and equipment.
Mr. B.RLOW. That is right. plant and equipment. When you are

talking about that kind of investment you are talking about a little
different kind of investment than overall investment 1Tom savings in
stocks and bonds and that type of investment.

I think it is clear from the McGraw-Hill study to which you refer
that the 7-percent credit has been a very effective stimulant to invest-
ment in llant and equipment. But I would say to you that one of the
reasons that you don't have higher figures is because of the Long
amendment. which is repealed in H.. 8363, and also because the
Treasury put a reserve ratio test. as I testified earlier, into the guide-
lines. There has been some drawback on the part of the business comi-
munity in investing in plant and equipment because of those two
provisions.

That is one of the reasons I think the Ways and Means Committee
was very wise in eliminating the basis adjustment provision. But
the figures on overall investment that Senator Bennett gave you are
not the same kind of investment that is contemplated by The 7-percent
investment-credit stimulus.
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I might say that on the inve-tinent figures that Senator Bennett
;..,v-e you, there will be undoubtedly an increase in investment beyond
the percentage to which he referred.

Senator GORE. Well, we cut corporate taxes by $, 50 million, and
the record shows, such records a-, we have here, the careful SurvevS that
have been made, that it is only approximately 5,0 percent effective.
Mind yoi, 50-percent effectiveness from a tax cut which i., directly lene-
ticial to in\estment in plant and equipment.

Now if Senator Bennett- e-.timate is correct, that $, billion will be
available for investment, and we calculate that a tax reduction all up
and down the scale will not be as effective in stimulating investment
ii plant and equipment as depreciation liberalization and investment
credit, and we cut that to 40 percent instead of 50. we have a little over
-1 billion that might be reasonably considered as going into investment.
I think if these figures are true. Mr. Chairman, we have rather gen-

erally been sold a bill of goods on this bill.
Mr. BAr Low. May I comment on that, Senator. In the first place

the depreciation guidelines and the 7-percent investment credit did
not represent a tax saving last year or this year. To the extent of
the adjustment in depreciation it is simply a tax deferral. You are
going to pay taxes sometime anyway. The reason that, you haven't
realized the full benefit of the investment credit

Senator GoRiE. Before you leave that, it is a reduction in corporate
tax liability for the vear which is involved.

Mr. BAuLOW. I know, but it is only temporary. It is transitional.
You will pay it later.

Senator GoRE. That is true of whatever kind of depreciation sched-
ule you have. That is generally true.

.AMr. BARLOW. That is right; but that is the point I am making.
When you talk about a tax saving, this has not been a tax saving for
those corporations. You can only write off the cost of thi- equipment
once. I would say that if you get rid of the basis adjustment provi-
sion in the 7-percent investment credit. and you take the reserve ratio
test off the guidelines, you will get the projection of investment the
chamber believes the Treasury has planned.

Senator GORE. I wish to conclude, Mr. Chairman, bv recalling that
you said that no public hearing had been held upon the pendig bill.
It was written after the public hearings were concluded in the House,
and I have searched the debate in the House of Representatives, and
find that the details of the bill were scarcely touched. It was sort of
a theoretical debate.

Now that we are examining the actual details of this bill, and going
into its effect and also examining the various changes in the law
adverse to some people. advantageous to others, I think that en-
thusiasm for the bill is diminishing even by those who support it.
Even you come with faint heart.

Mr. BA.RLOW. No, Senator. Could I say this: I would like to ac-
cept your invitation to discuss the specific provisions over a Coca-Cola.

Senator GoRE. Thank you.
Senator Cw-iis. I have one question. I understood you to express

the belief that expenditures would be controlled, which I assume you
Ilean would be reduced. In whom do you place your confidence to
bring that about?
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Mr. BARLOW. I expressed the hope rather than the belief that we
are seeing some signs of reduced expenditure as you know in the
action of the House. I guess we place our faith in gentlemen like
you, Senator Curtis, in the Senate and in the House of Representatives,
to reduce these expenditures.

Senator CuRTis. I have never been on the winning side of it yet.
The first 6 months of this year the President sent 70 requests for
spending to Congress. The Congress has passed about 24 of them.
This is new programs.

I won't go into them in detail, but they are everything from area
redevelopment to Federal recreation programs, to all manner of new
activities in which the Federal Government has never been in before.
I am in need of some faith and hope, and if you have somebody to
point out to me by which this can be brought about, I would pledge
my assistance.

Mr. BARLOW. Senator, all I can say is that we will be down testi-
fying at the hearings the Appropriations Committee has, and try to
point out areas where expenditures can be reduced.

Senator CuRIs. That is a good activity. The thing that creates
additional expenditures is expansion of the Federal Government.
Appropriations sometimes are cut, and then they come in for supple-
mental amounts but you can't go on forever expanding the Federal
Government and not expanding greatly the cost of the Federal Gov-
ernment. That is all, Mr. Chairman.

The CHAIRMAN. I have a couple of questions that I want you to
clear my mind on. The total tax reduction would be $11.1 billion:
$8.8 billion of that goes to individuals and $2.3 billion goes to
corporations.

The theory of increasing the taxable income as I gather it is you
increase the consumer demand by the distribution of the $8.8 billion.
Then when that consumer demand is increased, the investment will
occur, is that correct?

Mr. BARLOW. The $8 billion will increase the consumer demand.
We don't think we have to wait for that.

The CHAIRMAN. Isn't that the basis of the theory that to reduce
taxes it will increase the income and thereby take us out of a deficit
period ?

Mr. BARLOW. The theory is that tax rate reduction will immediately
encourage investment. You won't wait for the consumer spending.
You plan ahead -o that there will be an increase in productive facili-
ties. and there will be additional consumer spending.

The CHAIRMAN. But you do assume that as a base $8.8 billion
would go into the purchase of goods of some kind.

Mr. BARLOW. Yes; some of it will be saved, as Senator Bennett
pointed out. Some of it will be spent immediately. I think the
Treasury statistics show about 90 percent will be spent.

The CHAIRMAN. Have you given consideration to the individual
taxpayer? Would the stimulation be determined somewhat by his
tax reduction? The staff has given me a memorandum that on in-
come up to $3,000 the taxpayer gets a $49 a year reduction.

Now nobody knows what he will do with that. He may pay off a
debt, he may buy something, he may invest in the stock market, but
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whatever he does with it I would assume it is not going to have any
material effect on the prosperity because of the small amount.

Now in the income area of $3,000 to $5,000, the average taxpayer gets
$67. I understand that these figures of course are on the basis of
joint returns. One-third of the returns are single and two-thirds joint.

On income $5,000 to $10,000 there is a reduction of taxes of $90 for
each taxpayer. I call a taxpayer one who makes a joint return. On
income from $10,000 to $20,000 it is $165. On income from $20,000
to $50,000 it is $560 average. On income from $50,000 and over it is
$2,194, and the average reduction for all taxpayers is $110 tax re-
duction.

It is your idea that as soon as this is received it will immediately
move into trade and commerce, and thereby stimulate the purchase of
things that are manufactured, and thereby create a demand for in-
creased investment in manufacturing, is that correct?

Mr. BARLOW. Although the individual amounts are very small,
the sum total of all these little amounts runs into billions of dollars

you know. The stimulus is going to come from the sum total effect.
The CHAIRMAN. Don't you have to determine this on the basis of the

average individual who gets these sums? The $49 man probably will
be a man who has his wages deducted. That would be a very small
amount of tax reduction.

I question very seriously whether he would put that money aside
to buy something especially. As you know, I have faith in the
U.S. Chamber of Commerce, and while I totally disagree with the
theory by which you are backing this tax reduction as to the gain,
you take no recognition of the evils that are going to come from it.

The reduction is going to be added to the public debt on which we
have to pay interest, andthere is uncertainty as to whether there will
be a reduction of expenditures. I say very frankly, and I believe I
speak for the majority of the committee, that if we had substantial re-
duction in expenditures, and knew that huge sums were not to be added
to the public debt, I would be one that would gladly support a tax
reduction.

My opposition to it now is because I think you are putting the
cart before the horse. You are trying to reduce taxes before you re-
duce expenditures, and you are relying on something in the future.

I have been here 30 years, let me say, and I have heard every Presi-
dent that I have served under promise a reduction of expenditures,
and you know what has happened.

Mr. BARLOW. Senator Byrd, as you know, we have the greatest re-
spect for your opinion and judgment, and we are unhappy to find
ourselves in disagreement in any area. But we still have that forlorn
hope that expenditures may come down and ultimately we will get a
balanced budget.

The CHAMMAN. When you deal with $11 billion, when our debt is
$308 or $309 billion, when we are in a deficit period, and Mr. Dillon
admitted that we will have a big deficit next year and a deficit the
next year and so forth, I don't think we ought to base such a serious
matter as that on hope.

Mr. BARLOW. Our instinct is to agree with you, but the Govern-
ment has made a very plausible case, and we don't see that we have
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much choice because the alternative seems to be a surge of spendiiig
in 1964, if we don't go to the private sector.

The CHAIRMIAN. You don t think that the Government should first
show that they intend to reduce expenses by performance instead of
promises?

Mr. BARLOW. We would like to do it that way you can be sure, but
we don't see quite how we can.

The CHAIRMAN. In other words, you question whether there will be
a performance.

Mr. BARLOW. Yes, I would say I question it, certainly.
The CHAIRMAN. Yet you are willing to add this to the public debt.

The debt is never going to be paid; that is, not for many many years if
ever. Do you find hope that something is going to be paid on the debt,
in that pious preamble to the bill? You don't think we are going to
pay anything on the debt, do you

Mr. BARLOW. As I say, I am inclined to agree with you.
The CHAIRMAN. Why is there this great hurry to cut taxes before

expenditures are reduced?
Mr. BARLOW. I am not an economist, Senator, but there seems to be

a very considerable view among economists that once we have launched
on this tax rate reduction program, if we don't see it through, when
the year end comes for business planning, and we go into 1964 with-
out any assurance of tax rate reduction, and maybe some doubt as
to whether we will get it at all, that it could effect a downturn in the
economy-The CHAIRMAN. You, as representing the U.S. Chamber of Com-
merce, do you see a recession in the future ?

Mr. BARLOW. I am not an economist. I am really only a tax lawyer
not qualified to look ahead and see whether we will have recessions.

But as I say, there seems to be a body of opinion among economists
that our 30 months period, our cyclical period, the magic 33 months to
45 months, is coming due, and there is a possibility of a downturn and
a recession. But I don't think-

The CHAIRMAN. Isn't the stock market constantly going up? It
went up again today and has been going up-

Mr. BARLOW. I know, Senator. It went up in 1929, too. That does
not mean that it will always go up.

The CHAIRMAN. Do you think then there may be a recession unless
we pass this tax reduction program which takes 2 years to get into
the public?

Mr. BARLOW. All I can say is that there is a respectable body of
economists who think there may be a downturn if we let go of this bill
once we have started it.

The CHAIRMAN. Well, there is a respectable body on the other side
along with some practical thought. What about that?

Mr. BARLOW. We have been trying to balance those views.
The CHAIRMAz. But you won't give me your percentage. Are you

1 percent for this bill, 10 or 25 percent?
Mr. BARLOW. No, I think quite seriously that we feel that we are

not likely to get tax rate reductions in our time if we don't pick it.up
now, because, frankly we may never have any better economic period
in which to start tax rate reduction.
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The CI.IRMAN. Suppose the administration reduces expenditures
like it promises the administration is. Do you think there will not be
tax reduction?

Mr. BARLOW. No. It seems to me that if they reduce expenditures,
there will be a better chance for tax reduction.

The CHAIRMAN. Now you are admitting that there won't be any
reduction of expenditures, aren't you?

Mr. BARLOW. No.
The CHAIRMAN. You say the only hope of getting it is now when

you don't have to reduce expenditures. If you have to reduce ex-
penditures, there isn't any hope.

Mr. BARLOW. What I am saying is that I think there is a hope of
reducing expenditures, but I think the only hope of meeting those
expenditures with revenue over the longer range is to reduce these tax
rates.

The CHAIRMAN. Did you just say if we don't get this bill through,
that you will never get a tax reduction?

Mr. BARLOW. I did not say that. I said there was a likelihood we
might not.

The CHAIRMAN. I think, in all frankness and candor, and I know
you are speaking with conscientious convictions, we are dealing with
a very dangerous subject here.

If this tax reduction does not bring prosperity, and I am ques-
tioning seriously that it will, because it relies upon the individual
situation, you can't say that all of this money is going to be spent that
will aid business, and if it does not do it. then the same economists that
are advocating this bill will say "Yes, it did not reduce taxes enough."

In other words, it is the first time in the history of the United
Stakes that any President has deliberately asked for a planned deficit
in order to reduce taxes. Mr. Eisenhower came out against it the
other day; Mr. Truman came out against it.

I have searched the record and no other President has ever advocated
this. If this is a panacea for everything and all the troubles we have,
we have had very able men as Presidents, as you know, and it is no
one's thought that reducing taxes with a mounting public debt is a
sound thing to do. Have you ever thought of that?

Mr. BARLOW. Yes.
The CHAMIrAN. This is not the only crisis-if we have a crisis-in

our history.
Mr. BARLOW. We are very much concerned about the same things

you are. We have concluded that we have a little different situation
today than we had in the past.

We have a little different problem, internationally, with foreign
competition, and perhaps we have to do something to stimulate our
economy so we will be more competitive abroad.

In the past, when these proposals have come up, the United States
has been in a preeminent position industrially. We had the lowest
cost products. We had advanced technology. We had a seller's
market.

That is not true today. We are having a difficult time, and we
need to produce things at lower prices so we can maintain our position
abroad. It is particularly in this changed situation that we think
justifies a changed approach on tax policy.

537



REVENUE ACT OF 1963

The CHAIRMAN. You mentioned the loss of gold, did you?
Mr. BARLOW. Yes.
The CHAIRMAN. If you will permit me to state my opinion about

that, the way to prevent the loss of the gold is to restore the con-
fidence in the dollar. Having another big deficit and continuing to
have deficits certainly does not build up the confidence in the American
dollar.

How can you blame the people abroad in asking for gold at $35
an ounce when that is less than the cost of producing it? You are not
going to increase confidence by having more deficits. Those foreign
nations have been through this deficit business. You don't catch them
having deficits except in some extraordinary situation, and they take
very strong means to correct it.

I remember I was in England at a time when they prohibited an
Englishnuin from taking money out of the country because they did not
want to increase the deficit and the balance of payments.

We could argue for hours about this, but it is a very serious convic-
tion that I have, and I told Secretary Dillon, when he came to see me
at my home, last December that I could not support a plan that liter-
ally adds to the present deficit and creates more. There is no use in
continuing this argument, but I just wanted to make clear to you how
strong my feeling is.

I don't claim to have the kind of knowledge that the economists have.
I have been a practical person all of my life.

I think we are taking a tremendous risk, and I think it is possible
to reduce Federal expenditures and it is possible for the President
to bring in a reduced expenditure budget in January. Those who
are talking about reductions in appropriations must remember that
the umexpended balances in funds already appropriated on July 1
totaled $87 billion. That money can be spent independent of the appro-
priations that are made this year.

Thank you very much. I haven't agreed with you, but you have
been a frank witness, and I don't believe you speak for all the cham-
bers of commerce in the country. Back when I started out trying to
do a little something along the economic lines, the U.S. Chamber of
Commerce was the best supporter that those of us making that effort
had. They were opposed to deficits, bitterly opposed to them.

Mr. BARLOW. We are bitterly opposed today, Senator.
The CHAIRMAN. Now they are opposed to them but they want to

reduce taxes and increase the deficit by $11 billion. I just don't under-
stand.

Mr. BARLOW. We are just afraid there is going to be more if this
bill is defeated.

The CHAIRMA AN. That is just a surmise.
Mr. BARLOW. I know.
The CHAIRMAN. You don't know and nobody else does.
Mr. BARLOW. That is right.
The CHAIRMAN. That is up in the clouds.
11r. BARLOW. That is right.
The CHAIRMAN. Thank you very much.
Mr. B.Rurw. Thank you.
The (CIIAIRMAN. The next witness scheduled is the Honorable

Kermit Gordon, Director of the Bureau of the Budget, whose pre-
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)ared statement was inserted in the record of the hearings on Friday,
October 18.

Mr. Gordon, I want to apologize to you, sir. This is the second time
you have been here but due to additional questions being asked of the
Secretary of the Treasury we have been unable to question you in re-
gYard to your statement which has already been made a part of the
record. I doubt very much if there is sufficient time this afternoon
for all of the members who may desire to question you. Would it be
agreeable to you to return at some future date which can be arranged
to meet your convenience?

STATEMENT OF KERMIT GORDON, DIRECTOR OF THE BUREAU OF
THE BUDGET

M11r. GORDON. That is perfectly all right.
The CHAIRMAN. I want you to know it is entirely unintentional,

and I regret very much that you have been called up here twice.
Mr. GORDON. I understand that.
Senator BENNETT. Mr. Chaimnan, while he is here I have one ques-

tion. He knows what the question is, and I would like to get it on
the record. Would you mind my asking him the question?

The CHAIRMAN. Senator Williams has come in.
Senator BENNETi-I. Mr. Gordon, the Secretary of the Treasury when

he was here in response to questioning by Senator Williams indicated
that the Treasury was not supporting the proposed accelerated public
works program now being studied in the House. Does this proposed
program have the support of the Bureau of the Budget?

Mr. GORDON. The administration, Senator, is not recommending the
extension of the accelerated public works program.

Senator BEmNF.TT. So the program did not originate, it was not sug-
gested by the administration.

Mr. GoRDON. Well, the initial public works program which was
enacted in the Congress last year grew out of some proposal which the
administration has made which was substantially modified in the
Congress. But the administration has not proposed and is not recom-
mending the extension which is now being considered in the com-
inittee of the House of Representatives.

Senator BENNErr. As I understand it, the House proposals report
somewhere between $800 and $900 million.

Ur. GORDON. I am not certain of the exact, figure, Senator. The
Present program is just about of that magnitude.

The administration last year asked for an authorization of $600
,m million. The Congress voted an authorization of $900 million, and
.,50 million has been appropriated under that $900 million authori-
zation. My understanding is that the proposal which the House

committee is now considering is roughly of the same magnitude as the
first program.

Senator BENNETir. But it does not have the sponsorship and sup-
Port. of the administration.

MAfr. GORDON. It does not, Senator.
Senator BENNETr. That is my question. Thank you.
The CHAIRMAN. What is the pleasure of the committee?
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Senator CURTIS. Mir. Chairman, I have some questions. I will
move as fast as I can with them, but I do have a number of questions.

Senator GORE. I have a number of questions. I can come at 6:30
tomorrow morning.

Mr. GoRDoN. I will be happy to be here, Senator.
Senator GoRE. We might not have a quorum. I am sorry I can't

stay later this afternoon. I have been here since 10 this morning.
The CHAIRMAN. AS I understand it, we will have an opportunity to

examine you on your statement at a later date.
Mr. GORDON. Yes, indeed, at your pleasure.
The CHAIRMAN. I regret what has happened, but it is just unavoid-

able. The committee will have an opportunity to interrogate you at
some mutually suitable time.

Mr. GORDON. Thank you very much, Mr. Chairman.
The CHAIRMAN. The committee will be in recess until 10 o'clock

tomorrow morning.
(By direction of the chairman, the following is made a part of the

record:)
THE INDEPENDENT RETAIL FOOD

DISTRIBUTORS OF MARYLAND,
Baltinore, Md., January 17,1968.

Hon. J. GLENN BEALL,
U.S. Senator,
Senate Office Building, Washington, D.C.

DEAR SENATOR BEALL: Since we so strongly believe that any tax cut passed by
the Congress should contain provisions to generate full employment and increase
sales volume, we have written to the President urging certain studies be made
in an effort to accomplish that purpose.

We are aware that time is of the essence, since the tax bill has been submitted
to Congress. However, in the committee hearings and discussions we hope the
suggestions we have made will be given consideration. If opportunity is afford-
ed, we plan to attend any sessions in Washington we believe will be helpful to
the committee studying this matter.

In writing directly to the President, we have no intention of bypassing our
duly elected Senators and Members of the House of Representatives. We felt,
however, that it was urgent to have our views placed before the President as
early as possible. All of our elected representatives will receive a copy of this
letter which is enclosed.

I would appreciate deeply your reaction to this suggestion and ask your advice
and help in stimulating and generating this suggested proposal. Won't you
please let me hear from you as soon as you possibly can, since I intend to publish
this letter in the February edition of the Maryland grocers' food trade magazine,
the Skirmisher.

Best wishes for a happy and healthful New Year.
Sincerely yours,

JOSEPH L. MANNING, Managing Director.

THE INDEPENDENT RETAIL FOOD DISTRIBUTORS OF MARYLAND,
Baltimore, Md., January 17, 1963.

President JOHN F. KENNEDY,
The White House,
Washington, D.C.

MY DEAR MR. PRESIDENT: We are sure any Income tax cut proposed by the ad-
ministration will have for one of Its purposes the stimulation of our economy in
the form of increased employment with resultant increments to general income
to Federal, State, and local governments.

If there is any reasonable device which would encourage Improvements to
dwelling properties where part of the costs of such improvements could be de-
ducted from the Individual homeowner's Income tax, it would put many hundreds
of people to work and encourage property improvements, thus reducing the cost
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of urban renewal programs. Prevention is cheaper than demolition but our
present laws offer little or no Incentive for improvements.

I am sure you are aware that in most Jurisdictions properties which have been
well maintained are assessed for more than similar properties in the same block
but which have been allowed to fall into disrepair.

A considerable number of plumbers, electricians, carpenters, bricklayers, etc.,
were employed for a fairly simple neighborhood rehabilitation project such as
we: conducted here in Baltimore several years ago. In addition, building ma-
terials, fixtures, etc., are required for each individual improvement. We cannot
help but believe that if some tax incentive were offered, thousands of properties
would be improved and in the long run, less money would be required for urban
renewal.

We also learned that providing new and modern kitchens, bathrooms, family
rooms, etc., creates an incentive to purchase new furniture, rugs, and other
items, and to generally refurbish the entire property.

In another field, domestic help could be employed if some relaxation on with-
holding taxes and a simplified form of reporting were adopted. Part-time help
around the home could result in considerable employment if the property owner
had less bookkeeping to do. Also, as soon as you tell a part-time gardener,
maid or handyman you will have to withhold certain taxes and pay social
security, he or she is not interested In the Job.

Perhaps these 'are oversimplifications. However, we sincerely believe they
merit study in any new tax revision.

In our judgment, what is needed is tax revision designed to stimulate business
and promote employment, and we believe the items we suggest will generate con-
siderable business activity. -

Sincerely yours,
JOSEPH L. MANNING, Managing Director.

STATEMENT SUBMITTED BY SENATOR BYRD OF WEST VIRGINIA, ON BEHALF OF
SENATOR HANS McCoUBT RE OPINIONS ON PROPOSED CHANGES TO EXISTING TAX
STRUCTURE RELATED TO TIMBER CAPITAL GAINS

Basically, the President's proposed tax reforms in relation to timber sales is
that such sales would be considered as income rather than capital gain. As a
"sop" to the small timber holder, the first $5,000 of annual sales could be con-
sidered capital gains. This tax change would be a complete reversal from the
existing section 631 of the Internal Revenue Code which has been in successful
operation since 1944.

Wood industries in general operate on a smaller margin of profit than do other
industries. The main attraction to investors is the capital gain treatment on
the timber cut. Without this here would not be the incentive to selective cut
and to reforest; instead, the days of the "robber barons" would reappear with
forests ruthlessly cut down and land left to erode. It is the opinion of the writer
as well as that of most people in the wood industry that modern forestry prac-
tices would be set back 50 years. With the population in the United States
steadily increasing, the demand for wood and wood products will also increase.
By the time this tax law could be changed back, disastrous results would have
already occurred that would affect future generations.

To give concrete examples of the problem, let us consider the case of timber
growers in the Virginias:

1. Pulpwoodc.-It to figured that land, properly planted, can grow a cord per
acre per year. Wood of pulpwood size is worth about $6 per cord as standing
timber. The cost of land planted in seedlings will be about $100 per acre.
Thus a 6-percent return is realized.. However, at least 20 years must go by
before any of this timber can be harvested. During this period, the forest is
subject to the ravages of fire as well as disease. Also, during this period the
landowner is paying real estate taxes,. So, even now, the growing of pulpwood
is only a marginal proposition. Taking away the tax advantage would absolutely
hill the tree farm program.

2. Sawtimbcr.-It will take about 50 years to grow timber of a size that is
marketable. Based on average growth statistics, about 9,000 board feet per
0ere can be grown during this period. At stumpage prices of about $40 per
t sand feet4- this would 4ean. a return of $360* per acre. Using a planted
l4d value of $100 per acre, this iehows a; 7.2-percent -retirn *on investment

24-532---63-pt. 2- 7
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Against this goes the even more danger of fire and disease as well as the longer
period of paying real estate taxes before a return can be obtained on the invest-
ment. Again, just a marginal proposition even under existing tax laws.

Many of the proponents of this tax change will state that the bulk of the
timber resource is held by the small landowner who will not be hurt because of
the $5,000 exemption. Possibly this is right, but unfortunately it is not the small
landowner who practices scientific forestry; the small man just cannot afford to
enter into the long-term investment required to grow timber. Thus, it is the
corporations and the large individual landowners who we must depend upon
for large-scale reforestation.

Our State of West Virginia is one of the largest producers of hardwood timber.
Direct employment as a result of this is over 10,000 with prospects of even more
in the years to come. Consequently, it is of vital importance to our State's
economic welfare for nothing to interfere with the growth of this segment of
our economy.

Most of our logging is done on hilly terrain with costs consequently higher than
areas of lowland logging. Also, our road system is still not to the extent
where our timber is readily available to transportation; thus the timber exploiter
must build roads into the area. Those are costly and must be looked at as a
long-term investment. If the timberman ceases to regard timber as a worth-
while long-term investment, he will also feel the same about logging roads and
expensive equipment. This could only lead to a decline of our wood industry.

Speaking for the welfare of our State as well as for our wood-using industries.
we feel that this proposed tax change would be harmful to our particular State
as well as to national interests.

TIMBER-THE NECESSITY FOR CONTINUING PRESENT TAX
TREATMENT

ADMINISTRATION PROPOSALS FOR DENIAL OF CAPITAL GAINS TREATMENT OF TIMBER
INCOME JEOPARDIZE SOUND FOREST PRACTICES

(Submitted by Forest Industries Committee on Timber Valuation and Taxation.
Washington, D.C.)

PART I-THE AFFIRMATIVE CASE

CONTENTS
1. The threat.
2. Section 631 and forestry-before and after.

Before.
Findings of timber resources review.
Recent State reports.
Effectiveness of private forestry.

3. Who will meet tomorrow's timber requirements?
Requirements.
Industrial and other private land.

4. The proposed discrimination between timber owners.
5 The proposed discrimination against timber owners.
6. Section 631 Is an economic necessity.

Importance of forest products industry.
Net aftertax rate of return.
Effect of proposals on rate of return.
Forest industry---all industry compared.
Who owns Azherica's timber?
Reduced rate of return--effect on forestry.

SECTION 081. POSITION OF THE FOREST INDUSTRY
1. The threat

Section 631 of the Internal Revenue Code, which accords capital gains treat-
ment to timber income of tree farmers and other private timberland owners,
is in serious jeopardy as a result of recent Government proposals drastically
to revise it. Briefly, these proposals would terminate capital gain treatment of
gain realized on the cutting or disposal of timber:

(1) In the case of corporations-entirely.
(2) In the case of individuals-to the extent they realize gains over

$5,000 In any year.
For almost 20 years, the capital gain treatment in section 681 has provided

effective incentives to grow timber on a sustained-yield basis. The elimination
of these incentives for a major segment of private timberland owners threatens
the economic livelihood of theme conservationominded private landowners, the
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jobs of their employees, an6 the security of timber-dependent communities
throughout the United States.

The products of our forests touch every one of us in our everyday lives, and
the myriad of tree-derived products has substantially contributed to our standard
of living.

To help maintain the growth and progress of this industry, which is a major
factor in our Nation's economy, it is necessary to continue the capital gain treat-
inent of timber as a means of maintaining our forward economic movement.
Such continuance would assure permanent free enterprise operation of the
timber industry for the benefit of employees and shareholders, consumers, and
residents of timber-dependent communities.

Equally important, the retention of section 631 will assure continuance of the
tremendous advances made in the science of forestry since the enactment of
this law. These have occurred in the fields of genetics, reforestation, soil pro-
ductivity, insect and disease control, and utilization. The resultant good forest
management has materially Increased multiple-use values of timberlands such
as watershed protection, forest recreation, and wildlife habitat.

The proposed emasculation of section 631 would upset the existing pattern
of constructive conservation practices over the last 20 years and would create
almost insuperable economic barriers to the growing of timber on a sustained-
yield basis. The present law, on the other hand, stabilizes forest land ownership
and assures the continuance of the high standards of forest management on
private lands.

It is imperative that every effort be made to hold section 631 intact so that
tree farmers and other private timberland owners will pursue their conservation
efforts. These efforts have, for the first time in recent history, brought timber
growth well ahead of timber removal, thereby guaranteeing to our mushrooming
population a continuous supply of more than 5,000 products made of pulp, paper,
lumber, plywood, and wood-based synthetics, cellulose products, plastics, and
chemicals.

I. Section 631 and Iorestry-BeorC and af tcr
Before.-A dominant purpose of section 631 at the time of its enactment was

to promote good forestry on private lands.! To achieve this purpose, it held
out the promise of a rate of return upon Investment that would induce the ex-
penditures necessary to plant and seed trees and to manage them over the required
20- to 80- or 100-year growing period. The history of private forestry over the
last 20 years shows that section 631 has accomplished its objectives.

Before section 631 was enacted in 1944, forest practices on private lands were
generally unsatisfactory. Without the prospect of a reasonable rate of return,
capital was flowing out of the forest industry into more promising alternatives.
Landowners had little incentive to plant or seed new trees, and even less in-
centive to defer the cutting of their mature timber over the period required to
permit the growth of a second harvest.

U.S. Forest Service officials frequently were critical. Pre-1944 annual reports
of the Chief of the Forest Service contained such statements as the following:

1933: "Out of nearly 400 million acres of commercial timber growing land in
private ownership, of which 270 million acres is in industrial holdings, less than
25 million is under some degree of forest management." (F. A. Silcox.)

1940: "In short, we are still liquidating forests on privately owned land. We
are still creating ghost towns and rural slums. And the public still pays in
human misery, in destruction of a basic resource, in loss of taxable wealth, In
more and more public funds spent for such things as forest restoration. * * *"

(Earle H. Clapp.)

I Congressional Record, Senate, Feb. 22, 1944'
"Mr. TAFT. Would the Senator from Georgia comment on the statement 'This would

encourage reforestation'? Is it not true that the more profitable the lumber Industry is
the more reforestation would be encouraged? Is not the amendment designed to encourage
reforestation ?

"Mr. GEORGE. Unquestionably it is so designed. It was recommended to us by a vast
majority of the reforestation offices In the several States. They recommended the amend-
Went on the ground that it represented a conservation program. ,This is what it would
Permit: If one owns a thousand acres of timbered land, with hardwood and softwood, and
timber of all sizes and ages scattered throughout the thousand acres, he may take his
mill onto the land. and he may by selective cutting continue his timber operations or
lumbering operations with respect to that land through a long period of time; Indeed, he
can do It perpetually. It is the only basis on which the timber owner can really become
A true conservator of timber."



544 REVENUE ACT OF 1963

1942: "About 80 percent of all cutting on private forest lands of the United
States is stil without conscious regard to perpetuation of timber growth.,
(Earle H. Clapp.)

Alternate solutions for the problem were suggested. The first was Govern.
ineit policing of forestry activities on private lands. The second was to create,
through the tax structure, the economic climate without which private forestry-
could not exist. In 1944, Congress chose the second alternative and enacted see.
tion 117 (k)-now section 631.

The forest products industry now has operated for almost 20 years in the eco.
nomic environment provided by section 631. How well has it responded to this
stimulus?

Findings of the timber rcsourccs rcriew.-Perhaps the most persuasive evi.
dence of the striking improvement in private forestry under section 631 is the
tribute paid to the forest products industry by the U.S. Forest Service in its 195s
publication, "Timber Resources for America's Future" (T.R.R.)-the official re-
port of a nationwide timber resources review which it had conducted. This
report was well summarized by Life magazine which said:

"A 1,000-page report issued last week by the U.S. Forest Service marked n
historic turning point for one of the country's greatest natural resources, its
woodlands. Plundered and threatened for decades by careless or greedy cutting,
commercial forests-which still mantle a full quarter of the United States-are
now no longer shrinking but growing wood faster than it is harvested. Although
a staggering 10.8 billion cubic feet is being felled annually, 14.2 billion cubic feet
of new timber is being raised every year.

"Happiest at the news were the big timber firms, for it measures the success
of a 20-year program which has transformed the industry. Mass attacks on in-
sects, mechaniszed firefighting, and new disease-resistant hybrids produce and
guard spreading stands of sturdier timber. Machines replace much musclework
of oldtime loggers and increased efficiency rescues mountains of wood formerly
wasted.

* * * * * **

"The Forest Service report warns, however, that the most useful grades of
timber are still being cut faster than grown, and that as demand keeps growing
the overall supply may have to double in the next 50 years. The well-managed
domains of the big timber firms and the Government comprise only 40 percent of
all commercial forests. The rest is split up among 4.5 million private owners
who, for the most part. manage their lands poorly. They will have to learn from
their bigger brethren, if the United States is to satisfy its future wood needs."

In its nationwide survey, the Forest Service found, in comparing the effective-
ness of reforestation and management by landowner groups, that:

"There was little difference between public ownerships as a group and forest
industries as a group * * * The pulp industry with 84 percent of its recently
cut lands qualifying for the upper productivity class exceeded the national forests
with 81 percent and the lumber industry with 73 percent.

"These findings show that there is little distinction between productivity of
recently cut lands in public ownership and those owned by forest industry" (p.
106).

Recent State reports.-The continuing improvement of industrial forestry
which has occurred under section 631 has been noted at various local levels by
the U.S. Forest Service. Its recent State forest resources reports contain state-
ments such as the following:

"Recent forestry gains in Arkansas have largely taken place on public and in-
dustrially owned tracts" (Arkansas, 1960, p. 1).

"Long-term returns from forests are closely related to the skill and intensity
of the management these forests receive. Most of the large landowners in Maine
employ professional foresters to plan the overall management of their forests
and to supervise harvest cuttings and related treatments. As a result, most of
the large industrial forests are being managed under long-term management
plans. Management of these forests is becoming more intensive year by year"
(Maine, 1960, p. 33).

"Much of this surplus growth is on land owned by public agencies, pulp coun-
paides. and forest industries that are attempting to increase productivity by
building up the growing stock" (Florida, 1960 Highlights).

Effectiveness of private forestry.-More specifically, in its study of the effec-
tiveness of reforestation and forestry maangement, the Forest Service found, in
the T.R.R., that 96 percent of recently cut forest industry lands are in the medium
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or upper productivity classes, and only 4 percent are in the lower class.' In eon-
trast, shortly before section 631 was enacted, only 45 percent of such lands had
fair or satisfactory stocking, and 55 percent was stocked poorly or not at all.'

The contribution of section 631 to this about-face in industrial forestry has
been acknowledged by the Forest Service.' In the T.R.R. it stated: %

"Capital gains provisions, adopted in 1943, of the Internal Revenue Code
have made timber growing more attractive and have provided an importaiit
incentive for more aggressive forestry programs" (p. 304).

Section 631's contribution to the dramatic increase in the growth and coi-
servation of timber has by no means been limited to the encouragement of
reforestation. Section 631 also has permitted the orderly cutting of mature
timber, which is necessary for sustained yield management of our forests. This
necessity arises from the fact that trees planted today will not be harvested
as sawlogs until after the year 2013 in the South, or after the year 2043 in
the West. Unless the cutting of presently standing timber is spread out ove'r
decades, there will be a gap of many years between the exhaustion of present
supplies of mature timber and the maturing of timber stands planted (w
seeded in recent years. Without capital gain treatment of timber cutting,
this orderly cutting is an economic impossibility because of the inadequate re-
turn on investment.
3. Who will meet tomorrow'8 timber requirements?

Requircments.-No extended discussion is necessary to demonstrate that thLe
population upsurge of this country, coupled with the anticipated growth in
the Nation's economy, will vastly increase the Nation's need for timber products.
The President of the United States himself, in his 1962 state of the Union
message on conservation, testified to the urgent need for more timber growth
to meet our future needs:

"Timber growth, particularly in softwoods, must be increased significantly
if we are to meet the Nation's projected future requirements for wood products.
The growing of timber is a long-term project, requiring concerted public and
private efforts and considerable advance planning."

The U.S. Forest Service expressed a parallel thought in the T.R.R.: w
"Forestry is not a short-time proposition. Where this Nation Stands in

timber supply in the year 2000 will depend largely on actions taken during
the next two decades. Recent encouraging forestry trends must contiuui.
But this is not enough. Acceleration of these trends is vital, and to a degree
that will startle many of us. There are no grounds for complacency.,: If
the timber resources of the Nation are to be reasonably abundant at- the
end of the century, and if our children and their children are to enjoy the
same timber abundance that we ourselves know, standards and sights must
be raised. The potential of the land is adequate. The opportunity is there."

The Forest Service predicted in the T.R.R. that, based upon median levels
of timber demand, sawtimber growth by 1975 will be 14 percent less than
demand, and by the year 2000 the deficit will have increased to 76 percent.

Thus, it is obvious that forest growth must be accelerated. An essential
element of any nationwide effort toward this objective must be the continuance
of those incentives whose proven success in the last 20 years augurs their
continuing success in the future.

Iiidustry and other private timberland.-Forest industries own 18 percent
of privately owned commercial forest land. That they have responded not only
well but uniquely well to the stimulus of section 631 has been testified to by the
Forest Service in the TRR:

"It is apparent that forest industry ownerships are a more important factor
in timber supply than would be indicated by the relative number of ownerships
or the acreage owned" (summary, p. 83).

"The above comparisons show that the greatest advancements in forestry, the
best conditions on recently cut lands and the largest timber volumes occur on
lands of the forest industries and public agencies" (summary. p. 88).

Notwithstanding the remarkable response of the forest industry to the stimulus
of section 631, it is now proposed to deprive members of the industry of the bene-
fits of the very tax treatment that has produced these phenomenal results.

'T.R.R. summary. p. 75.
a H. Rept. No. 323. 1941, . 37.

See also the statistics Indicating effect of timber capital gains shown in exhibit A.
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0 The President and the Forest Service have expressly recognized the need for
.not merely continuing recent gains, but also for Improving our present stute
9f. forestry. It is clear that the proposals with respect to section 631 will not

.n4y prevent the affected timber owners from improving present practices, but
will forfeit many of our recent gains. As will be shown hereinafter, section
031 is an economic necessity. The proposals clearly will further depress the
jaheady low rate of return and cause a flight of capital from the forest Industries
companies into more rewarding alternatives. The superior attractiveness of
these alternative investments will be the same whether the basic corporate tax
is 52 percent or 47 percent.

The impact of the proposed changes In section 631 would not be limited to the
forest Industries. It will affect many owners of very small timber properties
for the very simple reason that it is uneconomic to cut timber on small owner-
ships at frequent intervals. Every owner of 500 acres or more certainly expects
.his periodic sales to pro(luce gains over $5,000--or he will quickly get out of
the wood growing business. Ownerships of 500 acres or more (including forest
Industries ownership) represent 40 percent of all private commercial forest
land-and in the light of the TRR comments, represent a significantly greater
proportion of the Nation's private timber growing potential.

What will happen to this 40 percent segment of our private timber growing
potential if the present section 631 tax treatment of timber income is denied
to these owners? The Forest Service says that "it is vital to accelerate recent
improvements in forestry to a degree that will startle many of us." Will anyone
assert that the repeal of section 631 as to this class of owners will contribute to
this acceleration? Obviously, it would have only the opposite effect.

In addition, repeal of section 631 as to this class of owners unquestionably
would dilute its effectiveness as an incentive even for the class of owner who
will continue to be entitled to Its benefits-the very small landowners. Such
an owner could not ignore the fact that Congress had repealed section 631 as to
others who, in reliance upon section 631, had spent tens of millions of dollars
to bring their standards of forest practices up to their present high levels, hence
the same thing might happen to him. Certainly no prudent small landowner
would Invest time, money, and effort on reforestation of his lands, based upon
current calculations of financial returns, without some guarantee that Congress
will not repeal section 631 as to him (or reduce the $5,000 limitation) before he
cuts the trees he is currently planting.

. The proposed discrimination between timber owners
A major purpose of the 1944 law was to eliminate the discrimination between

timber owners who used alternate methods of realizing gain from timber. Those
who were following the best and also the most costly reforestation practices-
continuous cutting under sustained yield management-were required to treat
their Income as ordinary income. Those who sold their timber outright received
capital gain. In 1,944, Congress removed this discrimination by extending capital
gains treatment to this group of timber owners.

The current proposal would create a new discrimination In the tax treatment
of different timber owmers. Very small timber operators would continue to
receive capital gains treatment. All others-including all corporate timber
owners and operators--would again, as before 1944, be required to treat their
timber income as ordinary income. Thus some timber owners would be di-
criminated against solely because of the size of their operations, and others
would be discriminated against solely because they do business in corporate
form.

5. The proposed disctimnatton against timber owners
When section 631 was enacted, the capital gain treatment it accorded WAS

viewed "as an act of Justice to those who grow timber over a period of a genera-
tion, or half a century, and who are entitled to just treatment, no matter in
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what nianner they dispose of the timber." ' This "just treatment" now would
be eliminated, and all substantial timber owners and all corporate timber owners
would be subjected to a new, unjust discrimination, vis-a-vis all owners of
innumerable other kinds of assets. Other taxpayers would continue to receive
capital gain treatment-and at a 40 percent reduced Inclusion-on all their
gain on sale of capital assets, whether the amount of their gain is $5,000 or
$5 mUlion. But gain on the sale of timber would be taxed as ordinary income
to the extent it exceeds $5,000 in the case of individuals, and entirely in the
case of corporations. This would be not only unjust treatment; it would
be a rank, un-American discrimination.

6. Section 631 i. an economic necc8sity
Importance of forest product industry.-Forest products companies play a

significant basic role in the Nation's economy, entering into almost every phase
of construction and housing, the production and utilization of paper products,
and an ever growing variety of nonpaper products, particularly chemicals. The
magnitude of the forest products industry and its contribution to our economy
is dramatically shown by the fact that it employs more than 1,100,000 people,
representing 7.1 percent of all employees engaged in manufacturing in the
United States. Their aggregate payroll, $4.8 billion, comprises 6.1 percent of
the total payroll of all manufacturing facilities. The continuation of a strong
and virile forest products industry obviously is vital to the continued economic
growth of the United States.

The industry has widespread local impact. In 31 States, 5 percent or more of
the manufacturing employees are engaged in the forest products industry; in
19 of these States, 10 percent or more of the manufacturing employment is en-
gaged in the forest products industry. The industry employs more than 10,000
people in 31 States, and in 17 of these States it employs more than 30,000 people.

The industry's capital expenditures for new plant and equipment have averaged
$825 million per year in recent years. This not only has improved the end
products consumed by the American public and added to the job security of
employees, but, obviously, has contributed substantially to employment and
profits in other segments of the economy.

Section 631 has a direct relationship to the health and vitality of the forest
products industry. Specifically, and of utmost importance, it has a direct
cause and effect relationship to the reforestation which is essential to its future.
We now explain this fundamental economic fact.

Net after-tax rate of return.-The most significant criteria used by knowledge-
able investors in deciding where and when they will invest is the anticipated
net after-tax rate of return on their investment dollar. Likewise, corporate
management has, as its most significant criteria in deciding where it will invest
retained corporate earnings, the anticipated net after-tax rate of return. This
is the heart of the reforestation problem-because forestry activities compete
with the entire gamut of private enterprise activities for investment of dollars.

The effect of this competition is highlighted by the contrasting experience of
the forest products industry in two recent periods. During the period from
1929 to 1943, the net after-tax rate of return of the lumber industry was only
about one-third of the average net after-tax rate of return of all manufacturing
industries, and the net after-tax rate of return of the paper industry was only
about two-thirds of the overall average. As we have seen, there was very little
reforestation during this period.

I Congressional Record, Senate, Feb. 23, 1944. Statement of Senator Barkley:
"I voted for this timber amendment as a member of the Finance Committee. I voted

for it on the floor of the U.S. Senate. As one of the conferees on the part of the Senate,
T signed the conference report containing it. For that vote I make no apology to any
human being. I did not vote for It in order to create a fantastic or imaginary loophole
to allow someone to escape taxes. I voted for It as an act of justice to those who grow
timber over a period of a generation, or half a century, and who are entitled to just
treatinnt. no matter in what manner they dispose of the timber."
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In contrast, under section 631 during the years from 1944 to 1960, the net
after-tax rate of return of the lumber industry and paper industry was approxi-
mately equal to the average for all manufacturing industries, being higher in
5 years and lower in 12 years." As has been pointed out, it was during this
period that for the first time in our history-under the stimulus of section 631-
industrial forest owners matched even the Federal Government in the intensity
and success of their forestry activities. This is clear proof of the importance
of the net after-tax rate of return in the decisions of investors and corporate
management as to the amounts of money to be spent on forestry. In recent
years the Forest Service has indicated that productivity on private lands has
even exceeded that on Federal lands.

Effect of proposals on rate of return.-The progress of the past 19 years in
reforestation will overnight become uneconomical and financially unsound for the
forest products industry if the new tax proposal. as espoused by the Treasury
Department, becomes law. Your attention is directed to the attached chart.
exhibit B, which clearly demonstrates the economics of growing a typical forest
under both the present tax law and the Treasury's proposal. In arriving at the
factors graphically presented, average land values, planting costs, and annual
management costs have been used to determine the net after-tax rate of return-
which varies between 3 and 4 percent, compounded annually. The dollar return
is based on statistics compiled by the U.S. Department of Agriculture.

It will be noted from the chart, exhibit B, that the net after-tax rate of
return on forest reforestation investments will be substantially reduced under
the Treasury proposal. As is forcefully illustrated in exhibit B, the after-tax
rate of return on a reforestation investment under the present tax treatment
already is minimal-approximately 4 percent compounded annually. Not-
withstanding this low rate of return under present law the forest products
industry has carried on its task of reforestation with phenomenal success. The
damage to future reforestation which will occur if the Treasury's proposal
eventually becomes law is obvious when one notes the decline in dollars of return
and the effect of the net after-tax rate of return. Although one might conclude
that a dollar rate decline of, for example, $300 per acre at the 80-year age is
not significant, this Is the very margin that has provided the successful refor-
estation program carried on by the wood products industry over the past 19
years on its approximately 63 million acres of timberlands.

The certain conclusion from exhibit B is that investors and corporate manage-
ment could not wisely invest in reforestation under the new tax proposals, and.
therefore, that the necessary capital to finance reforestation (whether equity
or borrowed) would not be available at this low level rate of return.

The impact which the new tax proposals would have upon the net after-tax
rate of return of forest products companies (and therefore upon reforestation)
Is buttressed by a review of the financial picture of these companies today.
There is an implicit assumption in the Treasury Department's proposals to deny
capital gains treatment to the forest industry, that section 631 has conferred a
"windfall" on companies in the industry, and that large companies have been
particularly benefited. This not so-there is no "windfall"-indeed, as an Indus-
try, the forest products companies today are not faring as well as the average
American industrial corporation.

Forest industry-All industry compared.-The 1962 Fortune Directory of the
500 largest U.S. Industrial corporations contains 21 industry groupings including
2 forest products industry categorles-"Lumber and Wood Products" and
"Paper and Allied Products." This survey indicates that the median net after-
tax return on invested capital for all industry was 8.1 percent in 1961 and 9.1
percent in 1960. Lumber and wood products companies averaged 5.6 percent-
the lowest of the 21 industries In 1961-and in 1960 were next to the lowest with
a return of 6.4 percent. Paper and allied products did little better, ranking 16
out of 21 in both years on a return of 7.1 percent in 1.961 and 8.5 percent in 1960.

* Source: Annual study of 2,000 leading manufacturing corporations conducted by the
First National City Bank of New York.
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The proposed elimination of present tax treatment would markedly depress the
already below-average after-tax earnings of these industrial forest landowners--
doubtless assuring these companies a permanent position at the bottom of the
Fortune list-if they continue to invest in reforestation and forest management.

The proposed emasculation of section 631 will, of course, affect thou.iands of
individual forest owners as well as the large industrial forest owners. Obvi-
ously, the sharper the impact upon a particular taxpayer's net after-tax rate of
return on his forest investments, the more the proposed changed will discourage
him from making such investments.

Who owns America's timber?-Great emphasis is placed by the Treasury l)e-
partment upon the alleged relatively small number of timber owners who will
be seriously hurt by the changes in section 631. Incongruously, Treas.ury also
stresses the importance of continuing section 631 as a stimulus to good forestry
practices in the case of the very small operators (only) notwithstanding that the
very slnall operators have responded least to the stimulus of section 631. In
view of the low rate of return on forest investment, even with capital gains
treatment, it must be inferred Treasury's concept is that tax incentives should
be offered to a class of taxpayers only if it has numerous members. Therefore,
it should be noted that the proposed emasculation of section .631 will hurt not a
few hundred corporations, but the more than a million corporate shareholders
who own forest land derivatively. Detailed data, available on 46 large publicly
owned timber products corporations reveal that they own a total of 39,600,000
acres. Based on the large number of stockholders in these companies, the aver-
age stockholder ownership is 46 acres. This compares with average ownership
for the United States of 81 acres-assuming the usual methods of classifying
timber ownership. When one considers the acreage applicable to corporate own-
ers, that is 46 acres per owner, these owners can be considered small owners
indeed.

Reditced rate of return-Effect on fore8try.-In appraising the deterrent effect
upon private forestry activities of any further reduction in the net after-tax
rate of return on investment, the time cycle required for the ,growth of com-
mercial timber must be considered, for it is the major element in the economics
of private forestry. Trees planted today must be managed. protected, and cared
for at annual additional cost for periods of from 20 years for southern pulpwood
and 40 to 50 years or more for southern sawtimber, to 80 to 140 years for western
sawtimber.

Keeping in mind the grave concern expressed by the U.S. Forest Service as to
the future supplies of sawtimber, let us view the financial problems through the
eyes of an owner of a managed sawtimber stand. According to the Forest Serv-
ice, the earnest effort of such owners will be required to meet future timber
demands.

Using a low sawtimber growth time cycle---50 years-the timberland owner
in any one year will be cutting timber from only one-fiftieth-or 2 percent--of
his land. On an 80-year cycle he will be cutting timber from only one-eightieth-
or 1.25 percent-of his land. The cost of replanting the land which has been cut
is but a small fraction of his total annual costs. He must realize enough gain
from such limited cutting to pay for carrying the base costs of reforestration,
local taxes, fire protection, insect and disease control, and casualty losses-all for
a 50-year or longer period.

Under these circumstances, the wonder is that private companies can afford to
practice good forestry--even with present tax treatment. Under the new tax
proposals, they simply could not afford it.
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A great increase in the planting of trees began after the war period, almost

as soon as seedlings were available. This increase was due in large part to the
encouraging effect that fair tax treatment had on forest landowners.

Nevertheless, according to both the Forest Service and private sources, there
is still a great need for acceleration in the rate of planting. This is on(- of the
major objectives of forestry management.

These two economic developments since 1945-the change in trend of timber
growing stock and the substantial increase in tree planting-both testify to the
wisdom and effectiveness of timber capital gain taxation in implementing na-
tional policy.

EXHIBIT B
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EXHIBIT 13

T.x TREATMENT OF TIMBER

A. TAXATION OF TIMBER SA.ES AND REFORFESTAION EXPENSE

1. Proposals and their background
Several changes are being recommended which would alter the existilg situu

tion on capital gains on timber and at the same time liberalize the treatment of
reforestation expense to encourage good conservation practices.

Prior to 1944, a fanner or timber grower who owned timber and cut it for use
in his own business could not enjoy capital gains treatment on the cutting of the
timber. No tax consequences attended such cutting; ordinary income treatment
resulted upon the sale of the processed item in which the timber was used. If
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-the timber was sold on a cutting contract with payment measured by the thou.
sand board feet cut, the proceeds also were subject to tax at ordinary rates.
However, If the timber was sold outright for a flat sum, or outright with the
land, such sales were generally not considered to have been made in the ordinary,
course of business and hence were eligible for capital gains treatment.

The situation prior to 1944 was held to have certain undesirable elements,
particularly for the farmer, in that he had to sell his timber outright to receive
capital gains treatment, but if be wished to sell his timber annually or based on
a dollar amount per thousand board feet cut he paid an ordinary income tax rate.
This situation tended to confer ordinary income treatment on the very trans-
actions which involved the 'best reforestation practices (sustained-yield forestry)
and capital gains treatment on the least desirable conservation practices (otit-
right liquidations of forest land).

Present law provides, in effect, that the sale of timber with a retained economic
interest (for example, at so many dollars per thousand board feet cut) is ac-
corded capital gains treatment. In addition, the timber owner (or one who
owns a contract right to cut timber) who cuts his own timber is permnitted to
treat such cutting as a sale or exchange of the timber for an amount equal to
the fair market value of the timber. Such sale is made subject to capital gains
treatment.

The result ha.s been that the farmer who owns a mnll tract of timber is gen-
erally eligible to receive capital gains treatment whether or not he is in the
trade or busines.,s of gr owing. or selling timber. The forest products industry.
to the extent it owns timber or purchases standing timber for cutting and proc-
ess ing, whether the timber came from State or Federal forests or private land,.
is also able to .eeure capital gains treatment.

The proposals in this area fully recognize the problems which then existed
and are designed to avoid a return to the pre-1944 situation.

In brief these proposals would (1) treat timber income of corporations as
ordinary gain and limit the amount of capital gain treatment on timber to
$5,000 of gain annually in the case of individuals, whether realized on cutting
or on sale, with or without a retained economic interest, 'and (2) permit the
current deduction of expenses for tree planting and reforestation which are
now required to be capitalized for income tax purposes. The normal tax rate
applicable to the fir.t $25,000 of corporate income would be reduced and alined
with the corporate capital gains tax at 22 percent, so that small corporations
would benefit from general tax reduction and -be unaffected by the proposed
change in the timber provisions. General averaging provisions being recom-
mended for individuals would prevent hard,hip due to the impact of graduated
rate on the bunching of income from large sporadic sales of timber In a single
year.

Basically. timber used for one's own business should not be subject to capital
gain treatment. Timber today is grown as a crop by many farmers as well as
some of the large corporations in lumber, pulp, and plywood. While it is true
that the trees to be used 20 to 80 years hence must be planned for today, often a
regular annual cutting and replanting occurs. In the case of the farmer, cutting
is intermittent because his holdings are usually too small to he ut annually.

The proposals for revision are fully cognizant of the need to provide proper
incentives for conservation and in fact provide a more than ample recognition
of this need.

2. Ownership of timberlands
One-third of the U.S. land area is classed as commercial forest land-488 mil-

lion acres. About one-fourth of this area (130 million acres) is in Federal and
State forests and these lands are managed, among other things, to provide a
continuous supply of timber.

The remaining 358 million acres are in 4,510,700 private ownerships which
average 79 acres each. Of these, there are 3,383,000 farmowners with 34 percent
of the commercial forest, 165 million acres. The average farmownership is
about 49 acres. There are 1,104,000 "other than forest industry" owners (busi-
ness and professional people, wage earners, housewives, retired persons, atind
nonforest industries) who own 26 percent of the forest land, 131 million acres,
with an average holding of 118 acres each. The forest industry group accounts
for only 0.5 percent of all private owners. 23,000 holding 13 percent of the forest
land, some 62 million acres with average holdings of 2,660 acres eech.
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Within the timber industry itself the average ownership among the 21,000 in
this industry Is about 1,630 acres. On the other hand, the average ownership in
the pulp industry is 146,000 acres, with ownership holdings less than 500 in the
aggregate.

,1. How the propo8al8 will operate
(a) Capital gain treatment.-Ninety-nine percent of all commercial timber

owners own less than 500 acres. Hence the proposal to limit capital gain treat-
ment in the case of individuals to an annual ceiling amount of $5,000 will con-
tinue capital gains treatment for the great majority of farmers, woodlot owners,
and persons owning timber for sale (or cutting rights) for use in their own
business.

Thus, the recommended $5,000 filing on capital gains which may be realized
in any one year for tax purposes covers the overwhelming majority of timber
owners and operators, for whom timber gains may be irregular, sporadic, and
therefore taxed relatively heavily under regular graduated individual rates.

The proposed treatment will therefore not create the unsatisfactory situation
existing prior to 1944 which, in effect, forced the sale of timber outright to secure
capital gains treatment. Thus, it will tend to assist in stabilizing landownership,
particularly in the millions of cases where the woodland is an integral part of a
family farm unit.

Several factors are relevant to the $5,000 figure. The average timberland
ownership in the farm group is 49 acres, for other owners 118 acres, and for the
forest indus-tries 2.660 acres.

The Department of Agriculture estimates in Forest Resource Report No. 14
issued in 1958 indicate that on a national average basis timber growth per acre
is about 100 board feet per acre. In the South the average is 125 board feet.
in the North 69 board feet, while in the West it is 96 board feet. Forest experts
have advised that in some cases under good management and with proper soil
and growing stock rates of 500 board feet per acre, and sometimes even more,
may be realized.

Depending upon the rate of timber growth, at a rate of gain of $1 per thousand
board feet, the $5,000 ceiling could cover a property as large as 70.000 acres where
the growth rate is 70 board feet per acre per year. On the other hand. where
the growth rate is as high as 500 board feet per acre per year, the average could
be as great as 10,000 acres. With the gain at $5 per thousand board feet. the
acreage covered would drop to 14.000 in the first situation and 2.000 in the second.

This level of coverage, $5,000, will still provide a full capital gain opportunity
to over 99 percent of the forest and landowners, with partial coverage avail-
able to the few thousand out of the 4,510.000 whose holdings are larger than
5,000 acres. In the main, this latter category of ownership is the large indus-
trial holding where timber is grown as part of an integrated forest l)roducts
enterprise.

(b) Propo.vcd current deduction of rcforctatiois cp('f..-I1ndustry sources
point out that presently timber growth exceeds timber cut. They further point
out that to continue the improved trend we shall require substantial reforesta-
tion each year from now on.

Under present law only the cost of soil preparation, fire breaks and timber
stand improvement and temporary roads may be treated as an expense against
current income. Other forest management costs such as reforestation must be
capitalized. The revision suggested in this area is designed to maintain and
increase the pace of private reforestation efforts to meet projected demAnds by
inclusion of forest management costs as a deductible annual expense rather than
as a capital investment item.

On the larger industrial forest holdings, as well as on the smaller holdings.
the incentive to reforest will thus be promoted.

An important feature of the President's recommendations is the reversal of
corporate normal and surtax rates, which will reduce the rate on the first $25,000
to 22 percent, and an accompanying reduction in the capital gains alternative
rate from 25 to 22 percent. For the both individual and corporate forest owners
the new, substantially lower tax rates, will increase investment capabilities.
Under this more favorable tax rate structure, the differentiation between capital
gains and ordinary income in the case of the small corporate taxpayer will dis-
appear. This will greatly simplify accounting for timber for such taxpayers.
At the same time, since the capital gains rate is the same as the proposed rate



556 REVENUE ACT OF 1963

on ordinary income in the case of corporations with incomes under $25,000, the
elimination of the capital gain classification for timber does not change tax
liabilities in these cases.

. What the recommendation. will accomplish
The conservation and reproduction of timber will be encouraged. The pro-

posed revision will not induce outright sales and will offer positive forestry lid
to the small farm forest owners as well as the large.

By encouraging a proper rate of reforestation the trend toward a good balance
between timber growth and harvest will continue without developing a sill-
stantial surplus of timber beyond the Nation's needs.

Under present law there is no requirement that there be any positive act for
forest conservation in order to receive capital gains treatment on forest income.
Thus, it is possible for a forest landowner to receive a substantial tax benefit
from the cutting of timber but fail to reinvest any of this income in forest
conservation.

In summary, the recommendations provide a number of positive benefits for
America's 4,500,000 timberland owners:

(1) The cutting of old timber, an aid to conservation, particularly on smll
ownerships, will be encouraged.

(2) The small sawmill operator who purchases timber from farmers and
other small owners will be helped. "Pay as cut" contracts between these persons
will continue to qualify for capital gains treatment without the small plurchaser
having to make large lump-sum payments to secure cutting rights. The pro-
vision will allow gains on long-term cutting contract arrangements under which
the annual growth of timber can be harvested on scientific methods to be taxed
a-s capital gains.

(3) The 31/s, million farmers who have timber on their farms and all other
small owners will be better able to grow timber as a supplement to other in-
come l)ecause of the expensing provision for reforestation costs.

(4) Communities dependent upon forests will benefit fromn stable operations
in contrast to the "cut out and get out practice."

(5 A sound base of productive forest land ownership will continue to provide
timber for economic development while meeting an essential obligation to local.
State and Federal revenue needs.

5. Tax rcrision and the current economic situation in the timber industry
The timber industry is currently confronted with a variety of economic prob-

lems. Various aspects of its economic position which have received attention
include the impact of softwood lumber imports from Canada, intercoastal ship-
ping regulations, public timber sales policies, timber blowdown on the west cost,
and others.

On July 26. 1962. the following statement on a program to aid the lumber
industry was released by the White Iou-e:

" The Prcsdent today a announced a pro;ramn designed to assist the lumlher in-
dustry an(l improve its Comlpetitive position. The ann miouncenient fldlowved a
meeting with Senators and Congressmen from lhe Northwest. The pro graiit

included Ibth iniuediate anlid long-r-calge actions lesiged to inc.re;is, emloy-
Ment. improve efficiency, and raiwe earnings.

"The new steps outlined by the P'resident called for-
"(1) The initiation of negotiations with Canada (nicerning the aiuuoun

of softwvood lumher imported into the United Stites.
-12) The submission of a request to the Cmigress for additional fund-

for forest development roads and trails program to assure the prompt
harvest of national forest timber.

-(3) The amendment of the interc(.astail shipping laws to permit use of
foreign vessels when those conditions exist which indicate severe hard-
ship to American shippers. This amendment will reduce the handicaips
suffered by American producers in the intercmsta I shipment of lumber.

-(4) An immediate increase in allowable cuts which will make available
1.-() million board feet on the lands managed by the departmentt of the
Interior.

"i5) The establishment of a preference for American lproducts in the
Iur('h:ise of lumber by the Department of Defense. the General Services
Administration and other Federal departments and agencies. This could
be particularly significant in connection with the various aspects of the
AID program.
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"(6) Increased attention to loan applications filed with the Small Busi-
ness Administration and the Area Redevelopment Administration by lumber
mills in order to enable them to upgrade their production and better com-
pete with imported lumber products.

"In addition, the President indicated that he was directing that there be a
continuing review of the problems of the industry by an interagency committee
in order that developments and problenis might be anticipated and recoin-
niendations made to meet and overcome any difficulties or handicaps the industry
might face. The Secretary of Agriculture would be specifically instructed to
report to him by October 15 on both firm and interim increases in national forest
allowable cuts to assure a continuation of timber sales at or beyond the record
levels achieved in the most recent quarter of 1962.

"The President was informed that west coast lumber interests had already
filed a request with the Tariff Commission for an escape clause investigation on
softwood lumber and that the Tariff commissionn has instituted an investigation.
The President indicated he would request the Commission to complete it as
expeditiously as possible."

A statement on the lumber problem, dated December 13, 1962, prepared in the
Business and Defense Services Administration of the D)epartment of Commerce,
summarized the )roblels and the extensive actions taken by the Federal Gov-
ernment to assist the lumber industry. This statement indicated in part:

"The difficulties of the lumber industry are due to a complex of factors related
to industry operations, governmental policies an1d regulations, technological
changes, and domestic and international economic developments.

-A major factor in this situation is the substantial increase in softwood lumber
imIports resulting from the competitive advantages of ('amadian producers in raw
materials, production, and shipping costs and the devaluation of Canadian cur-
rency. However. the industry generally suffers from overcapacity. It is charac-
terized by a few large mills, a moderate numnber (f inediuln-sized mills and a
preponderance of small mills. The smaller mills operate seasonally orl" oil :In
intermittent basis when lumber prices are high and cease operations when prices
are low. The number of active miills in the industry therefore varies consider-
ably from time to time. As the original timber is cut in one region, the center of
production shifts to new areas. In certain areas some of the remaining mills
have become ol)solete. Layout and equipment designed to cut large logs is less
efficient when used in cutting smaller los now available to them. Adjustment of
mill si-,ze and equipment to the availal)le timber resource an(d modernization of
equipment and techniques is correcting this situation, but not fast enough.

"Overcutting of private timber in some areas has led to increased demand for
pl)llic timber, particularly where public holdings are substantial. Adherence to
good timber mianagenient principles, lack of access roads and other limitations
have not always permitted an increase in the s11pply of public timber s utfiient to
meet the requirements of all installed capacity of the facilities of a given area.
This has resulted in bidding up of log prices. In other areas sawnfill capIacty
is not adequate to utilize available timber."

The proposed tax revision would not affect marginal firms in tie inlustry
whi(.h are not iying tax because they are not operating at a )r'otfit. The prop)'sed
$5,000 allowance for capital gains treatment in the cases of individuals, in combina-
tion with lowered capital gains rates and rate reduction would hell) the vast
majority of individual timber owners or operators. malll corporations in the
timber industry would receive general tax reduction, as would larger corperat ion".
and smaller corporations would be completely unaffected by restrict n of capital
gains treatment since the tax rate for ordinary income and capital gains would be
the same up to $25.000. The restriction of the cal)ital gains treatment, which is
now l)rimarily of l'cnefit to the larger concerns, woul, help restore a he.m!tliy
competitive balance in the industry. Many believe that the capital gains feature
ha,,, in fact, been a source of distortion and overstimulation which has held the
larger firms to achieve higher after-tax profits. caused artificial ani erratic
)i(lding up of timber prices, and thus squeezed out many smaller savmill
o'erators.

B. EFFECT OF CAPITAL GAIN TREATMENT ON TIMBER IN STI.MULATING A.'CEJ.IRATED

CUTTING AND DEPLETION OF TIMBER RESOURCES

A realistic analysis of the economics of the timber industry and the financial
management of forest ownership dispels the claim that capital gain treatment

24-532---63- pt. 2- 8
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encourages sound conservation practices.' In fact, capital gain treatment ix
often a factor contributing to accelerated liquidation of timber holdings.

As experts have observed, one of the major reasons for the purchase of tiiil, ,.
lands is to protect and insure a permanent supply of timber for large industrial
concerns making pulp, paper, cellulose products, plywood, lumber, poles, al l(
other wood products. For these buyers, capital gain treatment on a portion of
their profit margin resulting from the intricate operation of the cost-valuation
comparisons provided under section 631 of the Internal Revenue Code is 111
essentially fortuitous tax advantage which reduces the effective rate of tax oil
this particular sector of manufacturing as compared with other industries.
This advantage bears little or no relationship to conservation and good forestry
management.

Another major reason for the purchase of timberlands is to profit by accelerated
liquidation of the standing timber purchased in wholesale lots at less than going
market prices. The practice of intensive efforts to acquire large timber tract,
at wholesale and to sell at retail prices is well known in the timber industry.

Reports indicate that, depending on the tract size and location, purchasers
of standing timber usually think in ternis of a discount from retail apprakil
of 20 to 40 percent. These figures are reported to have applied in some of the
recent larger purchases of timberland.

If a company buys a block of timber at a 40-percent discount and accelerntes
its liquidation, it can work out a plan whereby in 10 or 20 years it will pay off
the debt incurred to finance the purchase and still own timberland which ther-
after may or may not be put on a sustained-yield basis.

The economics of the accelerated liquidation operation in timber rely in pairt
upon capital gain treatment. The present tax law thus fosters a type of Opera-
tion which is basically inimical to sound husbandry and development of the
Nation's forest resources.

It is reported, for example, that X corporation has been buying large blo(.k.
of timber with heavy borrowing backed by accelerated harvesting for debt repay-
ment. This corporation has stated that as a matter of policy it believes in buy-
ing timberland and standing timber with borrowed money, using common stovk
to raise capital to build papermills, lumber mills, plywood mills, distributioll
facilities, and for merchandising, in order to exploit timber ownerships.

Descriptions of recent timber company acquisitions and the subsequent (lispo-
sition of their timber holdings suggest that the capital gain treatment is an im-
portant factor in stimulating liquidation operations. For example, a large
aggregaton of timber and Itunber properties in corporation Y was recently
purchased by an investment banking firm through acquisition of corporation Y's
stock for $100 million, a figure which netted the stockholders over twice the price
the shares had been traded at in the market. Then, through a process of liqui(la-
tion, the various properties were sold to interests able to utilize them in their
business. The timber, consisting of about 4 billion feet of old-growth timber
was ultimately sold for $70 million. While this complex operation doubtles.-
had various business and financial motivations, it bears many of the earmark
of a liquidation operation, encouraged by capital gain treatment on timber sales.
the effect of which was not consistent with the orderly use and managemineit
of timber resources.
Orderly cutting of old-growth timber is, of course, desirable to insure optimum

utilization of timberlands and make way for the )lanting of new growth. Iow-
ever. the role of capital gain treatment in facilitating the wholesale cutting of ac-
cumulated timber stands in order quickly to pay off debt financing, is one which
calls into grave question the effect of this feature of the tax laws on resolir.e
conservation.

EXAMPLES OF TAX CONSEQUENCES OF PREFERENTIAL TREATMENT OF TIMB ER INCOME.

AND THE DISTRIBUTION OF TAX ADVANTAGE FROM CAPITAL GAINS TREATMENT IN
THE TIMBER, PLYWOOD, AND PAPER INDUSTRIES, 1959

I. Corporation
Table 1 accompanying this exhibit presents examples of the unusual tax ad-

vantages derived from the existing capital gain treatment on timber income.

I The following analysis and comment is based largely on and draws freely from a paper
by William L. Moise. "Factors Which Attract Equity and Borrowed Capital to Timber-
lands-the Investor's Viewpoint," appearing in Financial Management of Large Forest
Ownerships. Yale University School of Forestry bulletin No. 66, 1960, pp. 46- 8.
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based on the 1959 experience of 15 large companies in the timber, plywood. and
paper industries. All of the companies in this group had assets in excess of $25
million ranging up to more than $250 million.

As the analysis shows, the capital gain provision on timber cutting and sales
resulted in these companies reporting capital gains ranging in amounts from
one-third to more than 100 percent of their net income. As a consequence, the
effective rate of tax paid by these companies as a group in 1959 averaged less
than 33 percent, as compared with the generally applicable 52-percent corpo-
rate rate and an actual average effective of more than 48 percent paid in 1959
by corporations as a whole. In some instances, the capital gains feature per-
mitted these large companies in the timber, plywood, and paper industries to
reduce their effective tax rate to less than half that normally applicable in their
situation.

2. Partners ips
The accompanying table 2 presents illustrative data showing the tax ad-

vantages derived by a number of partnerships in the timber industry, based on tax
returns filed for various years in the 195-61 period.

Of the 13 returns summarized in table 2. all but 1 reported an overall oper-
ating loss from the timber business. On the other hand, all the returns show
substantial long-term capital gains from the fair market value computation pro-
vided in section 631(a) of the Internal Revenue Code.

Five of the returns showed an actual deficit in gross income totaling about
$425,000. This resulted from estimating the fair market value of the timber at
such a high figure that the gross sales price manufactured from the timber was
less than the section 631 (a) "cost" of the timber. Total gross income reported
in the 13 returns was $5,288,391 while the net loss from the operations of
the lumber business was reported to be $2.321,292. On these same returns the
long-term capital gains were reported to be $5,107,027.

This reporting means that these partners were reducing their ordinary income
from all sources by their respective shares of the $2,321,292 and were, at the same
time, reporting their respective shares of the $5,107,027 as long-term capital
ga ins.

TABL, 1.-'i'(.c adrantage' of .wlectcd large( timber, plywrood, and paper corn-
panics fromt capital gain treatment on timber, 19.79

Corporation income tax as
percent of net income Tax ad- Net capital

vantage as gains on
percent of timber as

Company by industry Under pres- If no capital net income percent of
ent law treatment (col. 2-1) net income

(actual 1959)

(1) (2) (3) (4)

Timber:
Companies with assets over $25,000,000:

A ------------------------------------ 26 51 25 9"2
B ------------------------------------- 25 49 24 98
C ------------------------------------- 29 52 23 85
D ------------------------------------- 8 15 7 33
E ------------------------------------- 43 49 6 25
F ------------------------------------ 29 52 23 83

Companies with assets over $50,000,000:
------------------------------- 35 52 17 63

H- --------------------------- 31 51 20 76
I -------------------------------------- 19 36 17 63

Companies with assets over $100,000,000:
.. ..------------------------------------- 39 52 13 48
K ------------------------------------ 24 51 27 98

S------------------------------------ 35 52 17 61
Plywood and paper:

('omipanivs \% ith assets over $100,000,000:
M ------------------------------------ 32 52 20 74
N -------------------------------------- 25 54 29 101
O -------------------------------------- 34.5 46 11.5 44

NOTE.-Tn some instances, tax without capital gain treatment on timber continues to be abnormally low
due to operating loss carryovers, intercorporate dividend deduction, etc. In 1 instance, tax includes
2-percent tOx on consolidated returns.

Source. Office of the Secretary of the Treasury, Office of Tax Analysis, Feb. 6, 1963.
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TABLE 2.-Tax consequences frot capital gain treatment on timber, selected
partnershiv returns. 1959-61

Year

1959 --------------
1959 .-------------
1960 ----------------
1961___
1960--------------
1961
190 ---------------
1959 --------------
19 50 ------------------
1959 ----------------
1960 ---------------
1959 --------------
1950 ----------------

Total--------I-----

I Not available.

3. Distribution of tax adrantage from capital gails trCatincnt in the timber, ply-
wood, and paper industries, 1959

An analysis of the distribution of the tax benefits ftom ipital gains treatment
in the timber, plywood, and paper industries in 1959 is presented in the accom-
panying table 3.

As this analysis shows, in the timber industry three companies received about
42 percent of the $44 million tax benefits from capital gains treatment on timber
income in 1959. A dozen companies out of a total of 2,427 firms derived over half
the benefits.

In the plywood industry, two corporations received more than 90 percent of the
$11 million in tax benefits in 1959. Four firms in this industry received all but
5 percent of the tax benefits derived from capital gains treatment; the remaining
1,400 firms in this industry received all together less than $0.5 million in bene-
fits from capital gains treatment

The 15 largest paper companies out of 3,464 in the paper industry shown in
table 2 received more than 82 percent of the benefits.

In the timber, plywood, and paper industries as a whole, 20 corporations de-
rived over 60 percent of the total tax benefits on timber income.

Some 99 percent of all owners of timberland will, however, not be affected by
the capital gains definitional changes proposed under the tax program.

Individuals and corporations will benefit from the privilege of expensing
reforestation and related costs. The tax saving involved would be approximately
$10 million.

Re-
turn

A
B
C
D
E
F
G
It

J
K
L
M

Gross
income

(excluding
capital
gains)

$242, 042
844,307
209, 797
528, 945

1.683
40, 443
-7, 970

1.141. 2S7
2,338.316

-59, 756
-184 074

-67, 761
-104.868

5,288,391

Deduc-
tions

$230. 109
873,582
486, 168
768, 724

3. 363
602,432
157, 558

1,593.201
2 708.352

83. 925
81,484

8, 521
12,260

7. 609. 679

Ordinary
income
or loss

$11, 933
-29, 276

-276, 371
-239, 779

-1,680
-195,989
-165,529
-451,914
-370 0:,7
-143,681
-265, 559

-76 2S2
-117, 128

-2,321,292

Total,
capital
gains

or loss

$937, 804
160,907
177.464
117,288
109,253
80, 300

127, 598
885, 826

1,087, 382
520, 661
397, 560
308. 788
196,196

5. 107, 027

Capital
gains
from

timber

$827, 389
157. 919
177,464
112, 555
109, 253
88,800

121.802
886. 680

1,122, 392
519,961
397, 560
308, 788
196. 196

5. 026, 759

Number
of

partners

4
3
2
12
12
5
5
2
2
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TABLE 3.-Di8tribution of tar advantage from capital gains treatmcltt in th
timber, plywood, and paper industries, 1959

(In millions of dollars]

Assets $50 $25 $10 $5 $1 Under
Number of corporations over under under under under under $1 Total

$100 $100 $50 $25 $10 $5

Timber:
3------------------------------- $18.6 .............
2 ---------------------------- -------- $1.3 ............................
7 --------------------------------..-------..------- $4.4 ----------------------- --------------
23 --------------------------- ------------ $.2 ------------
32 ------------------------ -------- ----------------------- $3.2
245 ------------------------------------------- - $5.4
2,115-------- - - - - - ---- --.... -- - $3.2

Total timber ....... ----- I ---------------- - -- $44.3

Plywood: - i
2 ----------------------- - -I -. 9 -- - -. - -- - - --------

1 0.... ..... ..... ..... . . . .-- o--- - -1 .. . . . . . . . . . . . . .. . .0 .. .. ...

- - - - - 0 --712----------------------------- .i
1323 ---------------------------- --..---. .2----
1,265 ------------- -I - -. 1-

Totalplywood ------------- -- - - - 10.9

Paper: - ,
15 --------- ----------------------18.5
A ll other (3,449)---------- -------- ...... ------.- 0

Total paper -------------------..--- -- -. 22.5

Total of timl)r, plywood, 1
paper (more tl-an 7,000 cor- ,
porations considered) ---------- -------- ------ -------- -------- -------- - --- - 77 7

Total of top 20 corporations t I4.

(assets over $100 zillion) _.... ........ ........ ........ ... . ..--- -- 47.0

Primarily from 2 of 7 firms in this category.
2 1958 data.
3 Included in $22.5 irillion.

0i. CAPITAL GAI N 'I REATM ENT AN D THlE SMALL TIM BEU OPERATOR

( Loggers and Sawmills )

There is no evidence that the capital gain provisions are helpful to the survival
of small contract cutters. Indeed, the available information shows that the
number of small- and medium-sized sawmill operators (and to a lesser extent,
of loggers) has been decreasing, as shown in the accompanying table 4.

The decline in the number of sawmills and loggers has actually been sub-
stantially greater than the Census of Manufacturers data shown in the table
indicate. The reason for this is that the coverage of the Census of Manufactures
is limited to the larger establishments and excludes a large number of "portable"
mills and smaller loggers, the number of which is estimated by the Department
of Agriculture Forest Service to have decreased about one-half during the past
decade.
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While the economic causes of the decline of the small sawmill operator,
who is typically a contract cutter, are complex, one factor is apparently the
squeeze on his profits engendered by the competition of larger firms both in
buying timber and selling the product. The small operator does not now
benefit from capital gain treatment to the same extent as the large producer
because capital gains save the large corporate firm 27 percentage points and
the small corporation only 5 percentage points of tax. Similarly individuals
in the lower brackets now benefit relatively little. (Under the proposed rate
reversal and 22 percent ceiling capital gains rate for corporations capital gain
treatment will have no effect for the corporation with income under $25,000.
Individuals will continue to receive capital treatment on $5,000 of gain annually.)

T.ABLE 4.-Loggcr and .wlimill operators: Comparison of key data. 195 am,
19.;8

[In millions of dollars]

Change, 1954 to 1958 (nega-
tive sign indicates decrease)

1954 1958

Amount Percent

Logging camps and contractors:
Number of companies ---------------------- 12.789 12,6271 -162 -1.3
Number of establishments:

Total ---------------------------------- 12.865 12, X05 -60 -0.5
With 20 or more employees -------------- 549 554 5 0. 9

Employees -------------------------------- 75,510 71,505 -4,005 -5.3
Payroll ----------------------------------- $210.6 $226.7 $16.1 7.6
Value added by manufacture, adjuted ..... $392.8 $387.4 -$5.4 -1.4
Value of shipments ------------------------- $774.3 $865.3 $91.0 11.8
Capital expenditure.;, new ------------------- $49. 6 $67. 9 $19. 3 39 7

Sawmills and planing mills:
Number of companies ---------------------- (1) () --------------...............
Number of establishments:

Total ---------------------------------- 20,487 16,550 -3,937 -19 2
With 20 or more employees ------------- 3, 500 2, 854 -646 -18.5

Employees -------------------------------- 341,350 278,003 -63,347 -18.6
Payroll ------------------------------------ $962.3 $867. 6 -$94. 7 -9. 8
Value added by manufacture, adjusted - $1.610.4 $1, 341.1 -$269.3 -16 7
Value of shipments ------------------------- (2) $2, 914. 3 -------------------------
Capital expenditures, new ------------------ $120. 1 $129.4 $9.3 7.7

1Not available.
2 Not published due to statistical duplication arising from shipments between establishments in the

industry.
Source: Census of Manufactures. 1958.

E. RECOGNIZED TAX-SHELTER SITUATION IN MATCHING CAPITAL GAINS FROM TIMBER
AGAINST ORDINARY INCOME DEDUCTIONS

The capital gain treatment on timber income has created opportunities for
tax-avoidance arrangements which have been publicized in the tax services as
having special appeal for high-bracket individuals.

This is illustrated by a recent item in a well-known tax service publication
which advises executives with high-bracket income that timber makes an ideal
"second business" because of the tax shelter.

"Towering tax break.-First of all, your investment constantly grows in
value-tax free. There's no tax at all until there's a cutting or disposition of
the timber. You can almost see those dollars growing on the trees. You can
set things up so that you get capital gain treatment when the timber is cut.
You can deduct the current maintenance and operating costs against your cur-
rent tax-eroded executive income. And, you can deplete-or offset-the capital
cost of your timber investment against your sale proceeds." 2

' Executive Tax Report (Prentice-Hall, Aug. 13, 1962).
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F. CHARACTERISTICS OF OWNERSIIIPS OF TIMBER

The characteristics of the various types of ownerships of timber resources are
described in the following quotations and accompanying tables from "Timber
Resources for America's Future," Forest Service, U.S. Department of Agricul-
ture, Forest Resource Report No. 14, January 1958, pages 81-86.

The basic characteristics of the four major ownership groups (forest industry,
farm, "other" private, and public) are summarized in table 5.

"FOREST INDUSTRY OWNERSHIPS

"lw in nunibcr and small in total area
"There are about 23,000 forest industry ownerships in the United States, or

hss than 1 percent of the total number of private forest land ownerships. In
jiumbers, this group is the smallest of the major ownership groups. About
21,000 of these owners are engaged in the manufacture of lumber. This estimate
should not be confused with the 60,000 or so sawmills in the United States.
Many sawmill operators do not own forest land, but purchase their timber or
logs on the open market.

"Commercial forest land owned by the forest industries represents 13 percent
of the national total. It is a little more than a third as much forest land as
owned by farmers, and about half as much as owned by 'other' private owner-
ships or by the public agencies. Lumber manufacturers own 7 percent of all
ronumercial forest land, and pulp manufacturers 5 percent.

"Although the total forest land held by forest ind'istry is small in relation
to other major ownership groups, the average individual forest industry owner-
ship is relatively large-2,660 acres. Lumber industry ownerships average 1,630
acres, and l)ulp industry ownerships nearly 150,000 ac-res. About 84 percent of
the forest land owned by the lumnber industry is in ownlershil)s of 5,000 a(-res or
larger, but the average for the lumber industry is considerably smaller because
of the many small manufacturers whose individual acreage is in the smaller size
(.lases. Ninety-four percent of the pulp industry ownership is in holdings of
50,000 acres and larger (table 6).

"Of the 58 million acres in ownerships of 50,000 acres and larger, nearly three-
fourths is owned by the forest industries. The 283 large ownerships in this
class average 206,000 acres. The seven ownerships of more than 1 million acres
apiece average 2,100,000 acres.

'Over half (54 percent) of the commercial forest land owned by forest indus-
try is in the South. The remainder is almost equally distributed between the
North and the West * * *. The lumber industry ownership is concentrated in
Ihe South and West: pulp industry ownership in the South and the North * *

"FARM OWNERSHIPS

"Large in number and total acreage
"Of the 4.5 million private ownerships of commercial forest lands, 75 percent

or 3.4 million are farmownerships. Farmowners constitute by far the largest
number of forest land owners.

"One-third of all commercial forest land and close to half of all the privately
owned commercial forest land is in farmnownerships; farms have more commer-
cial forest land than all public holdings combined. Of the commercial forest
land in the United States, one acre In every three is on a farm.

"Not only are farm forests important in sutpplying our national needs for
timber, they also are a vital part of a sound farm economy. About 60 percent
of 'all farms have woodland, and nearly one-fifth of all farm acreage is in forest.

"Like forest industry. more than half (54 percent) 'of the farm forest land
occurs in the South. But whereas the remainder owned by forest industries
is distributed about equally between West and North, 38 percent of farnmowuer-
ship occurs in the North, and only 8 percent in the West * * * Thus, over
nine-tenths of all farmownership is in the East.
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"Most farmers ow, rcry smnall tracts
"The average farmownership is 49 acres. In contrast, forest industry owner.

ships average 2,660 acres, and the 'other' private ownerships 119 acres.
"With respect to size of forest holdings, practically all farno'nerships are

less than 5,000 acres. Eighty-thTee percent of the farmowned acreage is in tracts
of less than 500 acres, and nearly half is in tracts of le&S than 100 acres (table 7).

"From the standpoint of number of owners, it is significant that, of the 3.4
million farmers owning forest land, over half own tracts of less than 30 acreN,
and tvo-thirds own tracts of less than 40 acres * * *

"(rHER PRIVATE OWNERSHIPS

"By 'other' private ownerships is ine.nt privately owned forest land which is
not in farm or forest industry ownership. It includes a miscellaneous group of
owners embracing a large number of occupational pursuits and some nonforest
industries such as railroads and mining. This group shows great diversity in
such owner characteristics as occupation, tenure, residence on or off the property,
and interest, knowledge, and intent with respect to forestry.

"The 1.1 million holdings in this group represent one-fourth of all private
ownerships and contain one-fourth of all commerciall forest land. The 'other'
private category included twice the acreage owned by forest industries, is equal
to that owned by all public agencies, and is exceeded only by farinownerships.
Half of the total area in this classification occurs in the North, with most of the
remniinder in the South * * *
"It is more difficult to characterize the 'other' private ownership according

to size class than either forest industry or farmownerships, probably because
of its heterogeneity. Whereas forest industry acreage is clearly concentrated
in the medium and large holdings, and farmownerships in the very small hold-
ings, the 'other' private ownershilxs are more evenly distributed among size
classes. Nevertheless, three-fourths of the forest area in this category is in
small holdings (under 5,000 acres) and 60 percent is in holdings of less than
500 acres.

"The average size of holding is 118 acres, which is over twice that of the
average farmholding, but only a small fraction of the average industry holding.
The problem explanation of this dispersion is that there are some large hold-
ings in this group which lessen but do not overshadow the influence of the tre-
mendous number of miscellaneous small holdings. It is evident from table 7
that one-half of the 1.1 million ownerships have less than 50 acres each, and
account for 3 percent of all commercial forest land.

"PUBLIC OW NERSHIPS

"Onc-fourth of commercial forest land pitblicly oirn ed
"Public ownerships of commercial forest land comprise one-fourth of the

national total-about the same in area as the 'other' private ownerships, twice
the area owned by forest industry, but significantly smaller than the area in
farmownerships. The principal public ownership, in terms of area and timber
volume, is the national forests with 17 percent of the Nation's commercial forest
land and 37 percent of the sawtimber volume.

"The geographic location of publicly owned forest lands, follows a distinctly
different pattern from that of farm, forest industry, or 'other' private. Public
ownership is concentrated in the West because of the overriding influence of
the national forests. On the other hand, a majority of the State, county, and
municipally owned forest land occurs in the North. Of all publicly owned com-
mercial forest land, 62 percent is in the West, 25 percent in the North, and 13
percent in the South."



TABLE 5.-Comparative characteristics of forest ownership in Ihe United States and coastal Alaska, 1953

Type of ownership

Private:
F a r m -------------------- ----- ----------- ---

Forest industries:
Lurmher manufacture ------------------
Pulp m anufacture _ ....................
Other wood manufacture ........... ....

•Tlotal, forest indlustries- - - - - - - - - - -
"Other'' private ....- -

Total, all private _

Public:
National forest -
Indian -- ---------------.....-----
Bureai of Land M an-a',eient .................
O ther Fechderal --.-------------------------------

Total, Federal .................................
S t a t e . . . . . . . . .. . . . . . . . . . . . . . . . .
County --. . . ..----------------------------------
M u n ic ip a l a n d lo c a l . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Total, all public ------------------------------

Ni niher of ownersh i ps

Thousands
3. 3S3

21
(I)

2

1,104

4,510

- - - - - - - -

1::22:2:2::2:

All ownerships ---------------------------- I------

Percent
75

(i)

Conmverc'al forest hind

Are

Perce

A verge
a holding Total

cnt A res Percent
34 49 15

7 1. 63 -
5 14 6 . 3 9 0-
1 2.2f H)

13 23660 }
26 118 -f

73 79 2

17 - 37
'2 .. . . . .. . .. . . . 21 41
1------------ 41 1

21 44
4 ------------- 3

27. - -.....

I)-----------

1

'Is

l(o)

Live sawtimber volume

Softwood

Percent

35

44

45
3
5

)

53
3

(I)

56

Hardwood

Percent
41

47

88

6
1

(I)
1

8
3

1

12

100 100

A vera(ge
stan(l

per acre

Board-feet
1,900

4,000

3. 000

9, 00X
6, NX)

12, 7(X)
2, 0X)

S. 700
3, 300

1, 500

7,500

4, 2(X)

Growing
stock

Percent
20

39

59

31
2
3
1

37
3

1

41

100

P roportion
of recently
cut land in
upper pro-
duct iity

cIass

Percent
41

73
84
23

{27
52

56

81
74
80
80

80
77
76
93

85

65

I Less than 0.5.

1
24

-------

- - -- - - - - - -



566 REVENUE ACT OF 1963

TABLE 6.-Proportion of commercial forest land in private ownership, 1953

Type of ownership

Farm

Forest industries:
Lumber manufacture -----
Pulp manufacture --------
Other wood manufacture.

Total, forest industires.-
Other private -----------------

Total, all private.

Average size of holding -------

Size of holding (acres)

All sizes

Percent
33.8

50,000 and
larger

Percent
0. 1

5,000 to
50,000

Percent
0.9

500 to 5,000

Percent
4.8

100 to 50

Percent
12. 1

7.1 3.8 2.2 .6 .4 1
4.8 4.5 .3 (1). 9 .4 .5 ( i i

12.8
26.7

Acres

8.7
3. 1

73.3 11.91 7.1 9.5 1 20.0 24-S

Acres
206,067

Acres
14,879

Acres
1,001

Acres
167

Less t hl,
I00

Percent
15 9

Acrcn

I Less than 0.1 percent.



TABLE 7.-Area and number of farm and "other" private owner8hips, 1953

Farm "Other" private
Size of forest holding (acres)

Number Area Number Area

Cumulative .Million Cumulative Cu mnulative Cu minlatire Million ('uCnulative Cut in ilatite
Thousands percent acres percent percent I Thousands percent acres percehi ptrceyt

Less than 10 2 --------------------------------------- 671 20 4.2 3 1 125 11 0.9 1 (3)
10 to 20 ---------------------------------------------- 742 42 10.2 9 3 122 22 1.9 2 1
20 to 30 ---------------------------------------------- 485 56 11.2 15 5 95 31 2 5 4 1
30 to 40 ---------------------------------------------- 279 64 9.4 21 7 89 39 3.0 6 2
40 to 50 ---------------------------------------------- 197 70 8.5 26 9 157 53 6.8 12 3
50 to 75 ---------------------------------------------- 324 80 18.7 38 13 189 70 11.3 20 5
75 to 100 --------------------------------------------- 193 85 15.6 47 16 196 88 16.3 33 9
100 to500 ------------------------------------------- 492 0 59.2 83 28 131 100 36.6 61 16
500 and larger -------------------------------------- 0 28.2 100 34 51.4 100 27

All ownerships -------------------------------- 3,383 100 165.2 100 34 1,014 100 130.7 100 27

I Percent of total commercial forest area in the United States.
2 East only, 3-10 acres for number of o%% ners; 1-10 acres for urea.

Less than 0.5.
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LAW OFFICES, ROBERT F. SPINDELL,
Chicago, Ill., March 25, 196-.

1101. HARRY F. BYRD,
k&natc Office Building,
Washington, D.C.

DEAR MR. BYRD: Perhaps I should give my background of experience and ex-
plain that I spent between 40 and 50 hours writing the material set forth in
this letter. A graduate of Harvard College and Harvard Law School with 20
years of Federal tax practice in Chicago (including 8 years as part-time instruc-
tor in Federal taxation at DePaul University Law School), I have been chair-
man of the Federal Taxation Committee of the Chicago Bar Association and
chairman of the Chicago Federal Tax Forum. Currently, I am a member of
the Executive Tax Council of the Chicago Bar Association, which passes on all
proposals for legislative changes submitted by the Federal taxation committee.
Since the taxation committee does not make proposals until it has a tax bill
to consider, I have niade the following study of my own. I did this because
the President's proposals and the 93-page "Technical Explanation" later sub-
mitted by the Treasury were in essence a tax bill themselves and the changes
proposed were so extensive that comment by someone qualified seemed impera-
tive.

Another very important consideration, I believe, is that since 1959 I have
studied probably a thousand pages in the three volume "Tax Compendium" of
papers submitted to the Ways and Means Committee in 1959. This provides
an almost necessary insight into the tax objectives sought by the professors and
others who wrote the papers submitted to the committee and thus into the process
of thinking of those in the Treasury Department who drafted what most people
call the 1963 tax bill.

One paramount point stood out in the papers written by Messrs. Surrey and
Heller and the other professors. They started from the premise that all items
receiving capital gains treatment-and indeed, including gains on sales and ex-
(hanges-should be given ordinary income treatment, some with and some with-
out the averaging provision. Like good professors should do, they followed this
premise to its logical cmnclusion, with little or no attention to the historical
background or to the current economic reasons for giving a particular item
special treatment.

As you and your colleagues are well aware, however, it does not make common-
sense in an economy as complex as ours to try to make every situation fit into
one general rule. Things are too complicated; hence the hundreds of exceptions
and limitations in the code. This means, of course, that it is the arduous task
of your committee to consider each of the professors' proposals from every side
and also to consider the effect its adoption would have from the points of view"
of (a) justice to the taxpayers affected, (b) collection of the revenue, and (c)
the effect it will have either in stimulating or depressing the economy.

A careful analysis of the 1963 tax bill shows that the bill will mean very little.
if anything, to most taxpayers with incomes between $15,000 and $60,000 and
will be highly disadvantageous to a large number of taxpayers in that range.
The chief difficulty, of course, is that the proposed tax cut is loaded heavily in
favor of taxpayers in the lowest brackets. Instead of a flat rate cut across the
board-say 10 percent-for everybody, the reduction is graduated downward
from 12 percent for taxpayers with incomes of $20,000 to $50,000 to 40 pereit
for those in the lowest brackets. The 40 percent consists of a 30 percent reduc-
tion and a $400 standard deduction which is equivalent to another 10 l)ercent.

Opposition to the Treasury's proposed plan to disallow deductions up to 5
percent of adjusted gross income developed so quickly and so strongly that the
Treasury has now submitted to the Ways and Means Committee a new rate
schedule that would apply if the 5-percent limitation on deductions is not
adopted. For example, those in the lowest income bracket would pay 14.3 per-
cent instead of 14 percent and those in the $20,000 to $22.000 income bracket
would pay 49 percent instead of 45 percent. Note the disparity between the
two increases. The current rates for these two income brackets are, respectively,
20 to 56 percent. After the dividends receive credit and some of the other
proposed reforms are taken into account, it is apparent that for most taxpayers
in the middle and upper middle income brackets the proposed reduction will
be illusory.

The Treasury's figures show that the net benefit after the so-called reforms Is
$7,400 million for those under $20,000, as contrasted with $1,200 million for
those over $20,000.



REVENUE ACT OF 1963 569

To conclude, one of the President's two main objectives, namely, the reduction
of taxes t o enable the "middle and higher income families" to save money and
invest in productive business, will be defeated by the diversion of an excessively
large proportion of the tax reduction to the lowest bracket taxpayers. The
President's other objective, the creation of consumer purchasing power among
the lowest bracket taxpayers, probably would be achieved. Admittedly, how-
ever, this is not enough alone; and its effect would be much slower.

WHAT ARE THE LOOPHOLES?

In the article submitted by Professors Surrey and Heller and in most of the
other articles the authors spoke of closing "tax loopholes" and often the only
reference to "reform" was in the titles. Now, in the 1963 tax bill the terminology
is different: "Closing the loopholes" is now referred to as "reforms." Appar-
ently, we are supposed to treat them synonymously. If so, we may properly
inquire, just what are these loopholes? The usual connotation is a defect in
the existing law which gives the taxpayer an unintended tax break. Let us
apply this test to the proposed "reforins."

1. Dcduction for interest paid and Stat" and local tax'es.-These deductions
have been in the income tax law since its inception in 1913 and for reasons well
understood by Congress. Obviously. there are no loopholes here.

2. Deduction, for contributions.-A few years later Congress allowed the de-
duction of contributions for religious, educational, and charitable purposes and
over the years has substantially liberalized it. Congress was motivated by the
policy of encouraging voluntary organizations to help others instead of leaving
the job to the Government. There is no evidence of a change in this policy.

3. Deduction for casualty losses and medical CXepeises.-These came, we be-
lieve, in 1928 and 1942, respectively. Congress has shown no disapproval on
its part.

Clearly, none of the five deductions are loopholes.
4. Is the Treasury about to surrender on the 5 percent diSallowance of dedue-

tions?-The Treasury now seeks to disallow these five deductions as a whole in
an amount equal to 5 percent of the taxpayer's adjusted gross income. Since
the Congress adopted each of these deductions only after careful deliberation and
has thereafter indicated its continued approval by repeated reenactments, it
would seem that the Treasury will have an uphill battle trying to change its
mind.

5. Elimination of double exremption for taxpayers orer ag(' 65.-The Treasury
would disallow the additional $600 exemption and the retirement income credit
for taxpayers over age 65 and substitute for it a $300 tax credit, reduced by a
part of the social security benefit received. This substitution helps taxpayers in
the lowest brackets but hurts taxpayers over age 65 who have more than $6,000
of taxable income.

6. Taxation of disability wages.-Under current law the first $5,000 of wages
received each year while disabled is excluded from tax. The Treasury now pro-
poses to tax it. This, however, is a minor item of limited applicability.

7. Stock options chini matcd.-Congi'ess, after much deliberation. provide(]
for capitall gains treatment of gains realized on the exercise of a qualified stock
option. It did so in furtherance of the belief that it would be beneficial to our
economy to provide means whereby management could obtain a stake in the
business for whose successful operation it is reslonsil)le. In the "Tax Coin-
pefndium" this was repeatedly categorized by the professors as a tax loophole
and the Treasury now proposes to close it. The adverse effect this would have
on the President's objective to move the economy ahead to new heights is readily
apparent.

8. Group insurance and split-dollar insura nc plas.-Group insurance in
substantial amounts has long been a useful and important way to compensate
executives. Now the Treasury would tax to then the cost of all group insur-
ance above that repetitively magic figure of $5,000. One of the best methods
devised in recent years to attract and hold able young executives is the split-dollar
insurance plan, whereby they receive valuable insurance protection at a declin-
ing cost as long as they stay with the company. The Treasury would discourage
these plans by taxing the executives on an amount equal to interest on the cash
value, which represents the portion of the premiums paid by the company.

9. Lump-sum distrib1itions from pension and profit-sharing trusts.-Few of
the alleged reforms make as little sense as the attempt to tax as ordinary income
lUMp-siun distributions from qualified pension and profit-sharing plans. To
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tax as ordinary income, even with an averaging provision, an employee's ac(.u-
mulations in the plan over his working life would violate the principal objec-
tives Congress had in mind when providing special tax benefits for qualified
plans. The unrealized appreciation on company stock distributed to employees,
as in the Sears, Roebuck profit-sharing plan, for example, would hereafter be
taxed as ordinary income.

10. Annual premium life insurance purchased with borrowed funds.-The
Treasury would like to extend the disallowance of interest on loans incurred
to purchase or carry single premium life insurance and annuity contracts to
loans incurred to purchase or carry annual premium contracts. Since the latter
type of contract is used probably a thousand times more than the single
premium contract and since policyholders have all kinds of legitimate reasons
for borrowing against the policy, the burden thus placed on the policyholders
would far and away offset any loss of revenue that might result from any current
abuse of present law.

11. Repeal of the divridend received credit and cxclusion.-Congress has refused
repeatedly to follow the administration on this point, because its Members indi-
vidually and collectively have the American repugnance to double taxation, and
because they think it will help encourage the investment of funds in the capital
market. By taking away this loophole, it is clear that the effect would be in
the opposite direction from the President's main objective of stimulating growth
in the economy.

12. (ain. on sale of real estate taxed as ordinary income to extent of deprecia-
tion preriously taken.-The gain realized from the sale of real estate has here-
tofore always been taxed at capital gains rates. But now the Treasury would
tax such gain as ordinary income to the extent of depreciation taken. As with
so many other reforms, the Treasury would try to minimize opposition to its
proposal by having the change apply only as to future depreciation and by using
a sliding scale cutoff. It does not require much imagination to see the depressing
effect this radical change would have on the real estate market and on the
construction of industrial and commercial buildings. It would also run counter
to the administration's announced objective of modernizing our economic plant.

13. The Treasury proposes to reduce oil depletion through the back door.-
We have found surprise in the press that the President did not request a redi.-
tion in depletion rates. But when we saw the details from the Treasury, we
learned otherwise. Under current law the 271/2 depletion allowance cannot
exceed 50 percent of the net income from the particular property. The Treasury
now proposes to reduce the 50-percent net income limitation by carrying for-
ward from year to year the excess of deductions (e.g., intangible drilling costs)
over gross income: Protided, however, That the 27Y2 percentage depletion would
not be reduced more than 50 percent. So the effective reduction is, after all,
from 27Y to 13%. And it will doubtless apply in most cases. The irony here
is that independent well drilling during the last few years has declined to a
trickle: and this would finish it off. Yet to do so would be contrary to estab-
lished congressional policy to encourage wildcat oil exploration by independents.

The Treasury would also tax the gain from the sale of any oil property as
ordinary income to the extent of any capital chargeoffs, such as intangible
drilling costs and depreciation on equipment. In this highly speculative field,
where even success is limited by severe State restrictions on production, the
professors' statements that such gain must be taxed as ordinary income, be-
cause the investor has the loophole of "converting ordinary income into capital
gain," shows a complete unawareness of the risks involved in oil exploration
and development.

14. Capital gains tax on, appreciated property at time of death or gift.-While
this provision is included in the proposed new capital gains section, it is in legal
effect an excise tax levied on the transmission of property, whether at death
or by gift. The capital gains tax would be in addition to the regular estate and
gift tax. It would be measured by the amount of appreciation at the time of
Oeath or gift over the decedent's or donor's cost basis. The tax would be
doductible in determining the gross estate or taxable gift.

This proposal has never before been formally presented and differs completely
from the Treasury's attempt in the 1940's to prevent the use of fair market value
as the basis for a decedent's assets in case of his death. The double tax aspect
of that proposal was such an anathema then that the proposal died a natural
d nth.

•r1. iiroposed new tax would seriously affect the owners of stock in closely
leld corporations, the great majority of whom have a low basis for their stock.
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They would have to make provision for capital gains taxes as well as estate taxes
at the time of their death. They would also find that the capital gains tax
incurred when making gifts could very well exceed the gift tax itself.

The Treasury's tax explanation gives three examples. But they are highly
misleading, because in every case they use the maximum marital deduction
(which is to be applied to the capital gains tax as well as the estate tax) and
because they use abnormally low income tax rates when starting the averaging
provision. Let us take another example. Suppose the basis of the owner's stock
were $25,000 and the fair market value $525,000: the $500,000 oplpreciation
would be subject to capital gains tax. Assuming the owner a year before his
death had an income of $50,000 and was single, the capital gains tax on the
$500,000 of appreciation would be 17.4 percent (58 times 30 percent) of
SS7,000. When this is added to his estate tax of $120,140 on a total assumed
estate of $600,000, the total cash needed to pay his conilhined ttxes would be
$2(07.140.

So many palliatives are offered by the Treasury in an attempt to soften the
impact of its tax that the taxpayer could justly paraplhrase Shakespeare. "Me
thinks the government protesteth too much." Aside from an averaging prmvi-
sion, a $15,000 exclusion and the exclusion of a residence, the palliatives merely
affect the method or time for paying the tax.

TIE 1963 TAX BIL.IL COULD BE THE GREATEST TAX TRAP IN THE LAST 50 YEARS

Suppose Dr. Heller's prognostications for 1964 and 1965 are no better than
those for 1962-after all, neither he nor anyone else can be omniscient-and the
$10 billion tax cut does not stimulate the economy as anticipated. The Presi-
dent and Congress may very well be required, in the national interest, either
to stop the 1964 or 1965 reduction or to increase tax rates to provide the neces-
sary money to run the Government. In the meanwhile, the reforms would
have become irrevocably imbedded in the code. In this way, the taxpayers
would have been caught in a tremendous tax trap, potentially the worst since
the enactment of the income tax law 50 years ago.

We fear that this is more than a probability, because many of the proposed
changes will have such a depressing effect on the economy that they will slow
(town the anticipated effect of the tax cut. We mention four in particular:

A. The share of the tax reduction allocated to middle and upper middle
in(.ome tax brackets ($15,000 to $60,000) is so small, both in dollars and per-
centagewise, that one of the President's two primary objections-to enable the
middle and upper middle income groups to save money from the tax cuts and
invest it in productive business-would not be achieved.

B. The Treasury proposes to accelerate the current collection of income taxes
from corporations that have an anticipated annual tax liability of $100,000 or
more. This would be spread over 5 years. According to the Treasury's own
tables, the amount collected from corporations during the next 2 years would
exceed the amount of the proposed tax reductions for those years. It seems
Very clear that the effect on corporations as a whole would be to hinder, rather
than stimulate, their growth and the growth of the economy.
C. The tax bill hurts corporate executives more than any other group (except

possibly owners of closely held corporations) and thus reduces the incentive
of the very group whose wholehearted cooperation is necessary to make the
economy grow and move ahead.

The high income tax brackets have made ordinary methods of compensation
inadequate incentive to induce the ablest men to devote all their waking hours
and their highest energies to the operation and growth of large- and medium-size
business organizations in which they have no ownership. Accordingly, it be-
came necessary to devise special methods of compensation to attract and hold
good corporate executives.

Now the administration proposes, in effect, to abolish all these methods of
ompensation-excepting only the deferred compensation plan.

D. Finally, the proposed new tax on property transmitted at death to the
extent of the appreciation thereof over cost will have a very serious effect on
the owners of thousands of closely held corporations.

With kindest regards, I am,
Yours very truly,

ROBERT F. SPINIELI..
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LIBERTYVILIYE, IIL., March 28, 1963.
Hon. HARRY FLOOD BYRD,
U.S. Senate,
Wa8hington, D.C.

I)EAR SENATOR BYRD: As chairman of the Board of Trustees of Grinnell col-
lege, Grinnell, Iowa, I am submitting herewith a copy of a resolution adopted
by the board of trustees pertaining to proposed changes in the Federal income
tax law. I would like to request that this resolution be made a part of the record
of the hearings being held by the Senate Committee on Fin'ince.

Thank you for your careful consideration of this resolution.
Sincerely,

EDWIN SHIELDS HEWITT,
Cliairrnan, Board of Trustees, Grinncll Collcgc.

RESOLUTION OF GRINNELL COLLEGE, GRINNELL, IOWA

At their meeting on February 3. 1963, the Board of Trustees of Grinnell 04o-
lege unanimously adopted the following resolution pertaining to proposed changes
in the Federal income tax law.

"The trustees of Grinnell College, conscious of the increasingly difficult task
of financing non-tax-supported institutions of higher education, note with deep
concern the recently announced proposals of the administration for revision of
the Federal income tax law.

-Among the proposals are several which reduce the tax-saving incentive of
individuals to contribute to the support of independent colleges and universities.

"Independent institutions of higher education perform an invaluable public
service with private funds. In addition to enrolling a large fraction of all
students now attending college in this country, these institutions provide diver-
sity of educational policy and purpose essential to the integrity, progress, and
strength of all of higher education-both public and private.

"The present Federal tax law provides attractive incentives to taxpayers to
support independent colleges and universities. Any weakening of these incen-
tives poses a threat to the continued progress and development of independent
colleges and to the American dualistic system of higher education.

"'We, therefore, respectfully petition the officers of the administration, Meni-
bers of Congress and of the Senate. to consider most seriously the implications
of current tax revision proposals which adversely affect all institutions of higher
education."

LAW OFFICES OF LEVINSON & LEVINSON,
Nmithfeld, N.C., April 21, 1963.

Hon. HARRY FLOOD BYRD,
Chairmaiin, Cornnittee on Finance,
U.S. ,cnate, Washington, D.C.

DEAl SENATOR BYRD: Find enclosed photocopy of proxy statement just received
from the Magnavox Co. wherein it is shown that since January 1, 1.4;2. tlt,
president of this company exercised an option to purchase 138,915 shares of the
company's stock at $4.43 per share. The stock is now selling for approximately
$41 per share, which gives the president about $4 million worth of stock free of
taxes. In addition, he received salary of $75,000 and pension benefits of nearly
$23,000.

This watering of the company's stock and giveaway of its property without
requiring the recipient to pay taxes like other people are required to pay on their
earnings, is getting, in my opinion, to be a public disgrace and doubtless has "
lot to do with the thinking of the average taxpayer that he is being unjustly
taxed while the rich go untaxed.

The contention that the stockholders vote the stock options for the varisen-
companies is misleading. For instance, the president of the (omlany in the
instant case owns more than 585,000 shares and the vice president owns more
than 25,000 shares. This, with the right of the management to solicit proxies
and recommend the way they are to be voted constitutes absolute control of the
annual meeting of shareholders and dominates the business conducted.

It is my judgment that the Internal Revenue Code of 1954 (Senate bill 1625)
should be amended so as to tax all compensation received whether in the fortit
of stock options or otherwise as income during the year in which rewteived. rrhi%
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would be a great boost to the economy of the country as it would stop the equiva-
lent of legalized larceny which has been going on for years and would increase
the tax take tremendously. It would also discourage this giveaway of a com-
pany's assets.

The argument that the only way to keep good management is to practically
give the company's assets to such management is untenable, for if all officers of a
corporation were treated alike, the argument would lose its relevancy. The
answer is simply to pay management whatever the stockholders think they are
worth and require them to account for State and Federal income taxes to the
saame extent as other individuals.

Some people are wondering if some Members of the Congres.s'. or their close
relatives, are not the recipients of some of this special tax treatment and that if
this is not the reason why Congress has not heretofore acted to close this
loophole.

While it is not a valid argument that one tax evader is entitled to be exon-
erated because some other person has escaped the payment of taxes, it occurs
to me that the jury is going to hesitate to convict the little man charged with
fradulent tax evasion when they find out that the big fellow goes "scotfree"
and escapes the payment of taxes involving millions of dollars.

With all good wishes, I remain,
Sincerely yours,

L. L. LEVIN SON.

(III) RETIRED FROM AcTIVE PARTICIPATION WITH THE COMPANY AS OF DECEM-
BER 31, 1962. His PENSION Is BEING PAID ON A-N ADJUSTED MONTHLY BASIS

COMMENCING AS OF JAN UARY 1, 1963

STOCK OPTIONS

On October 31, 1956, the shareholders of the company approved a stock option
plan pursuant to which 50,000 shares of the company's capital stock were made
available for option. On October 28, 1959, the aforementioned option plan was
amended and an additional 50,000 shares were set aside for option until June 30,
1962. The company's stock on November 2, 1959, was split on the basis of two
shares for one. On July 20, 1961, the company's stock was again split on the
basis of three shares for one. As a result of such splits and declaration of stock
dividends, the outstanding options were adjusted proportionately in accordance
with the provisions of the option plan and amendment.

Options for all shares authorized pursuant to the 1956 plan and the 1959
amendment were issued from time to time to 147 persons, including 13 officers,
some of whom are no longer with the company. Officers who as a group received
options pursuant to the original option plan and the 1959 amendment thereto
exercised such options and purchased an aggregate of 185,289 shares (on an
adjusted basis).

As of February 1, 1963, none of the persons listed in the section entitled "Re-
muneration of Directors and Officers" had an unexpired option, nor are any of
them entitled to purchase shares, other than George F. Smith who holds two
unexpired options. One is for 1,500 shares at $48.21 per share, issued in June
1960, when the average market price per share was $52. This option was subse-
quently adjusted to 4,500 shares at $16.07 per share when the company's stock
was split on the basis of three shares for one. The second option was for 1,500
additional shares at $41.44 per share, issued in May 1962, when the average
market price was $36.75 per share.

All other officers of the company as a group at February 28, 1963, held options
for the purchase of shares as follows:

Original Market price
Month of option number of Number of Option

shares persons price
High Low (ii)

June 1960 -------------------------- 2,050 4 $48.21 $55.00 $49.00
November 1960 ---------------------------- 188 1 39.07 43.38 3R. 63
Janurv 1961 -... ......................... 500 1 46.31 54.75 46.00
May 1961 ---------------------------------- 200 1 87.40 95.75 82.25
June 1962 -------------------------------- 5,000 1 31.35 34.63 27.00

24-532-63-pt. 2-9
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Since the beginning (January 1, 1962) of the last fiscal year to February 28,
1963, the company, pursuant to its 1956 stock option plan and the 1959 amend.
ment which expired on June 30, 1962, granted an option to George F. Smith on
May 3, 1962, as above mentioned, and granted options to all other officers as a
group (none of whom is a director of the company) as follows:

Number of shares, 5,000. Market price:
Number of officers, 1. High, $34.63.
Month of option, June 1962. Low (ii), $27.
Option price, $31.35.

Since the beginning (January 1, 1962) of the company's last fiscal year Mr.
Freimann exercised on February 22, 1962, an option to purchase 138,915 shares
at $4.43 per share, and all other officers as a group (none of whom is a director)
exercised previously granted options to purchase shares of its capital stock as
follows:

Number of Market price
Month of exercise of option shares Price per

purchased (i) share (i) High Low (ii)

February 1962 ------------------------------- 2,070 $4.90 $44. 88 $39.25
March 1962 ------------------------------------ 872 4.94 47.38 40.38
May 1962 ------------------------------------- 4,346 4.94 45.25 28.67

Do ---------------------------------------- 1,500 16.07 36.25 31.13
November 1962 --------------------------------- 187 13. 02 37. 25 30.38
February 1963 --------------------------------- 2,070 4.90 39. 38 36. 75

THE UNITED PRESBYTERIAN CHURCH
iN THE UNITED STATES OF AMERICA,

Philadelphia Pa., August 5, 1963.
Hon. HARRY F. BYRD,
Chairman, Finance Committee,
Senate Office Building, Washington, D.C.

DEAR SENATOR: The General Assembly of the United Presbyterian Church in
the United States of America meeting in Des Moines took the following action
with respect to the proposed Federal income tax revision:

"The General Board of the National Council of the Churches of Christ in the
United States of America expresses its concern over the possible effects of the
administration's proposal to 'place a floor' under the legally allowable itemized
deductions for Individual income taxpayers. The effect of the proposal if en-
acted, would be to deny the individual taxpayer itemized legal deductions (State
and local taxes, interest paid, charitable gifts, etc.) up to the first 5 percent of
his adjusted gross income. This would have the effect of making it advan-
tageous for an estimated additional 6 million Americans to use the standard
tax deductions of adjusted gross income rather than to itemize their actual
legal deductions.

"Before enacting this proposal into law, the Congress is asked to consider
the following comments and questions:

"It is recognized that the Congress has the constitutional right to tax an indi-
vidual's gross income and that therefore any deductions granted in the Federal
income tax code are at the full discretion of the Congress. It is also recognized
that the Federal Government faces a severe fiscal problem in attempting to
grant a general tax reduction as a stimulus to the economy at a time when
Federal expenditures are already at a level above foreseen income even at pres-
ent tax rates.

"We agree with the original position of the administration that any tax reduc-
tion should be accompanied by tax reform which reform should include the
elimination of any unfair provisions In the present tax code. The questions we
raise about this specific proposal have to do with whether this is really tax
reform and whether such a proposal if enacted would not have both direct and
indirect effects Injurious to our free society.

"Treasury officials have expressed the opinion that this proposal would not
adversely affect charitable giving and that when It is combined with their pro-
posed general tax reductions almost all taxpayers would receive at least a
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slight net reduction despite the 5-percent floor put under previously allowable
itemized deductions.

"We have no means of knowing whether the former of these predictions is ac-
curate and we do not raise our questions about this administration proposal as
a special plea for charitable organizations.

"Our major concern is whether this administration proposal, if enacted, would
have the long-run effect of discouraging what heretofore has been encouraged by
the tax laws of the Federal Government; namely, support of the broad variety
of voluntary associations of our citizens which assume personal and private
responsibility for programs and organizations freely established for social ends
in which they believe. One does not need to approve the purposes or perform-
ances of all this amazing variety of voluntary activities that make up the unique
fabric of American society in order to believe that it is a good thing for Govern-
ment to continue to encourage private initiative. Long before there was any
income tax. many wise observers of the American scene remarked on the pro-
clivity of our citizens to form associations for various civic, social, and religious
purposes.

"We believe that the further encouragement of the use by American taxpayers
of the standard deduction as against the detailed itemization of actual taxes
and interest paid and of charitable gifts actually donated will be in the long run
injurious to the morale and morals of the American taxpayer. It may well be
a crucial step in that too prevalent modern tendency to remove social responsibil-
ity from individuals In the form of a greater and greater reliance upon officially
planned and federally supported social programs.

"In the light of these concerns we request the Congress and the administra-
tion to consider the following questions:

"I. Is there any good reason why charitable deductions should not be sep-
arated from tax and interest deductions if it is desired to put the 5-percent
floor under the latter?

"2. Is it not possible to achieve an equitable general tax reduction which the
Federal Government can afford without immediately recouping $2.3 billion
from a particular group of taxpayers for whom the general tax cut was supposed
to be equitable in the first place?

"3. At a time when other Federal tax proposals and rulings are laying a
heavy bookkeeping burden on business firms, is it defensible to encourage an
increase in the use of the standard deduction by individuals, thereby discour-
aging them from maintaining proper records of their legal tax deductions?

"4. Is the auditing advantage of this proposal really worth modifying the
long history of the U.S. Government's encouragement of free and voluntary
association and enterprise?"

It is further requested that permission be granted that a copy of this action
be placed in the record of the hearings on the proposed income tax revision.

Sincerely,
By SILAS G. KESSLER, Moderator,

EUGENE CARSON BLAKE, Stated Clerk.

eMAUMEE, OHIO, August 26, 1963.Senator FRANK LAUSCHE,
senate Office Building,
Va8hington, D.C.

DEAR SENATOR: Introduced in the House by Representative James J. Delaney
is H.R. 320, a bill which would provide Federal aid for all American school-
children In the form of an allotment of $20 per pupil, regardless of school
attended.

Needless to tell you, the cost of administering such a program, worthy though
it be, would be considerable. It would continue the seemingly inevitable trend
of mushrooming Federal bureaucracy, so unnecessary if a little commonsense
and local pride be applied.

This bill might never reach the Senate, so my letter may appear superfluous.
However, I believe the Senate can propose and adopt a very sensible alternative
which would accomplish the same objective at next to no cost.

Sooner or later, the Senate will receive for consideration the House tax
measure now being worked upon in the latter body. The Senate could amend
it to include a provision for a credit of $20 against income tax for each school
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pupil. This would not add noticeably to the present costs of the Internal
Revenue Service, it would not add anything to the costs of the Department of
Health, Education, and Welfare, and, perhaps, the Federal aid controversy
would be solved.

If the rules do not permit the Senate to amend a tax bill, I'd appreciate it if
you could pass this suggestion along to a friend in the House. I am writing
Representative Thomas Ashley, but hope to drum up more support for this
idea.

Your consideration will be appreciated.
Sincerely,

WILLIAM J. WELTER.

P.S. My proposal assumes that there is still enough local initiative to take
advantage of an income tax credit by funneling the additional money available
directly to local school boards.

AKRON, OHIo, September 2, 196,.
Hon. FRANK J. LAUSCHE,
U.S. Senate, Wa8hington, D.C.

DEAR SENATOR LAUSCHE: I have read in the newspapers that one of the modi-
fications of the tax bill is that widows, widowers, and husbands of incapacitated
wives will be allowed a maximum deduction up to $900 for child care, and that
the maximum deduction remains at $600 if the taxpayer is a single woman or a
working wife.

There is no justification for such discrimination against single women or a
working wife. Anyone who has any knowledge of economics must know how
much more difficult it is for a single woman, working wife, or wife of an incapaci-
tated husband to make ends meet than it is for a man, since discrimination in
pay in the first place is all in favor of the man. I believe that the same deduc-
tions should be allowed for all, whether widow, widower, husband of incapaci-
tated wife, single woman, working wife, or wife of incapacitated husband. I
am not for further discrimination against women in the tax law.

Further if a single person or married person is supporting a dependent help-
less parent or other person for whom they have to hire sitters, etc., this same
deduction should be allowed. Such helpless persons are usually more expensive
to care for and certainly require as much or more care than a child. I have
had this experience and I know how costly it is.

Further, I think a deduction should be allowed when a working wife hires
household help to maintain her home. This is a business expense which is
required by virtue of her job. It furnishes employment to another, and certainly
should qualify as readily as tools, etc., that a craftsman is allowed to list as
deductions.

Will you please advance these suggestions to the proper persons. I will ap-
preciate a reply from you.

Yours sincerely,
MRS. FRANCES R. SMIITH.

ALL FUNDS, INC.,
New York, N.Y., September 9, 1963.

SENATE FINANCE COMMITTEE,
Senate Office Building,
Washington, D.C.

GENTLEMEN : I would appreciate your consideration in regards to the following
tax legislation. We would like to register our concern with you.

The dividend received, credit and exclusion, currently provide a small measure
of relief from the double taxation of corporate earnings that are paid out to

investors in the form of dividends; i.e., corporations pay a 52-percent tax on
earnings above $25,000 and dividends paid from their afterearnings are taxed
again when received by investors, whether directly or through their ownership
of mutual funds. As part of the present tax program, It currently is proposed
to increase the $50 exclusion but eliminate the 4-percent credit, thereby increas-
ing the aggregate tax on total dividend payments to investors. We believe that
if any change is made it should be a reduction in the tax on dividend income to
provide further relief from the discriminatory double taxation of corporate
earnings. We are against an increase in the tax on dividend income and for
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reduction in discriminatory double taxation of corporate earnings through lower
taxes on dividend income.

We appreciate the opportunity of making our views known to you, our repre-
sentatives. We hope these views will gain your support.

Sincerely yours,
GEORGE R. NELSON, Branch Manager.

AMERICAN METAL-LUx, INC.,
Hartford, Con n., September 17, 1963.

Hon. HARRY F. BYRD,
U.S. Senate, Washington, D.C. -,

DEAR SENATOR BYRD: The enclosed statement is also printed in volume 5 of
the records of the hearings held by the House Ways and Means Committee on the
administration's tax bill.

It opposes the bill for being ineffectual as a stimulant to our economy, with or
without a reduction in Government expenditures. The opposition is based on
strictly technical reasons.

I trust you will find in this statement convincing arguments in support of
your wise position against this ill-.dvised bill.

Should you deem it useful and desirable I will gladly testify at the Senate
hearings when the time cones.

Respectfully yours,
P'HIILIP SAVY, President.

Mr. LEO H. IRWIN,
Ci icf Couns'l to the Conimittec on Ways and Means,
House of R cpresrn 1tatircs, I1aslh ington ).C.:

Written statement submitted for the consideration of the committee and for
inclusion in the printed record of the hearings, in lieu of presenting testimony
in a personal appearance on the subject of the President's tax recommendations.

This statement represents the personal opinion of this writer in his capacity
as financial analyst, economist, and small businessman. It purports to chal-
lenge the validity of the administration's claim that a tax cut, per se, is an
effective measure against unemployment and a sluggish economy.

Respectfully,
PHILIP SAVY.

It is the considered opinion of this writer that the proposed "revision of the
tax structure" as outlined in the Document No. 43 of the 88th Congress, fails
dismally in its avowed purpose of stimulating the economy and promoting full
employment and growth.

The equitable taxation: The proposal is off to a wrong start, right in the
preamble to the message: "* * * the revision of our Federal tax system on an
equitable basis is crucial * * *" the implication being that the goal of full
employment, growth, etc., is to be pursued through a tax revision, sociologically
desirable first and economically effective next. That word "equitable" betrays
the philosophy which inspires the proposal and is responsible for the faulty ap-
proach to the problem.

What constitutes an equitable taxation? There is no standard of equity for
taxation. It is strictly a matter of personal opinion. What is held as equitable
by one, may appear inequitable to another and iniquitous to a third party.

It is significant that the present administration is calling oppressive and
unrealistic the tax rates which al)peared quite equitable and realistic to the
administration which imposed them. The administration message, therefore,
presents a prescription for attaiiiin full employment and growth, by which
whatever is necessary for the solution of the problem must conform and be
subordinated to the particular sociological bias ind dogma of its architect or
group of architects. It must reflect their own interpretation of what is equitable
and what is not.

Putting dogmatic limitations to the pursuit of the full employment goal is as
absurd as the behavior of a member of a sect who tells the doctor, "Find a cure
for my illness but exclude surgery, for that is against my religious tenets."

In the age of science, this elastic approach to technical problems spells one
thing only: failure.

Fallacy No. 1. Once social dogma is given priority, as conditio sine qua non,
in planning economic measures, the inevitable consequence Is a resorting to
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economic empiricism wrapped in pseudoacademic gobbledegook. Hence on
page 3 we spot fallacy No. 1: "* * * total output of economic growth will be
stepped up by an amount several times as great as the tax cut itself."

This fallacy, also known as the multiplier effect, has no foundation whatever,
scientific or otherwise.

It purports to assert that in an economy of about $550 billion, some $10 billion
or so, if constituted of tax rebates, would acquire the "magic" of multiplying
several times; a "magic" denied to the other $540.

This miraculous revelation fails to specify, however, such trifles as when the
multiplication starts, when it ends, why it starts, why it ends, and why shouldn't
we rebate $50 billion and multiply ourselves into an orgy of high living.

All this evokes enchanting memories of the world of witches, gnomes, fairies
and magic wands of our early childhood, but also a rather frustrating image
of the sorry level of adulthood of the economic art as conceived in some official
circles.

Thus, until such time that some scientific evidence is presented to vouch for the
alleged existence of a multiplier effect, we have no alternative but to consider
it a wild-eyed statement of opinion ranking with astrology in scientific founda-
tion. Meanwhile all the glowing predictions predicated upon it in page 3 of the
message can be readily dismissed as mere wishful thinking. No prosperity will
ensue, attributable to a tax cut; namely, nothing exceeding the recurrent mild
fluctuations of the business cycle.

Benefits to the taxpayers: Contrary to the views expressed in the document,
benefits can only be illusory and temporary-Illusory, because there is no real
benefit in paying less tax if the problem of a laggard economy is not solved first.
A lower rate of taxes is a meager compensation for poor business, lower earnings
and chronic unemployment. Temporary, because failure of the tax cut to benefit
the economy, will soon force the Government to raise taxes again. However,
the same specious "equity" which accounts today for a bigger proposed cut on
the lower income group will account tomorrow for a greater burden to be placed
upon the higher incomes.

Thus, in the end, the middle and higher income.s will bear a much more oppres-
sive tax load than what the administration itself is deprecating today, and the
present lopsided tax structure will end up as more lopsided than ever.

Fallacy No. 2. A paragraph on page 6 of the message reads: "It would be a
great mistake to require that a tax reduction today be offset by a cut in
expenditure * * *."

Clearly, the authors of this sentence seem to be convinced that if a tax rebate
of $10 billion without any offsets is granted, these $10 billion will constitute an
additional purchasing power injected into the stream of the national economy:.

We regret to have to shatter one more misconception:
With or without a cut in expenditures, there is no addition, but only a shifting

of purchasing power, between the so-called private sector and the public sector,
as shown next.

For the sake of reasoning only, we shall set the GNP at $500 billions, out of
which the Government is now subtracting $100 in taxes.

Billions

Private spending and capital formation ------------------------------ $400
Government spending ---------------------------------------------- 100

GNP ------------------------------------------------------- 500

If the Government rebates taxes and also trims its expenditures by $10 billions,
we have:

Private spending and capital formation ------------------------------ $410
Government spending ----------------------------------------------- 90

GNP ------------------------------------------------------- 500

If the Government rebate taxes but does not reduce its own spending the result
will be the same:

Private spending and capital formation ------------------------- $410-' 10
Government spending ------------------------------------------ 90+'10

GNP - ------------------------------- -------------------- 500
l That 10 is In loans Instead of taxes. This because the Government will have to

borrow from the people as much as it rebates in taxes, unless, God forbid, It resorts to
the printing press.
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In all 3 cases the total spending will remain 500 and, whatever the Juggling,

not a single Job nor a single hour of work will be added to the ailing economy.
The third alternative, viz, tax rebates without expense cutting will produce,

however, harmful side effects. Let's follow the developments step by step and
we will see why:

The Government cut rebates $10 billion, mostly in favor of the low-income
group. Of that sum, presumably $9 billion will go into spending for consumer
goods and only $1 billion into capital formation (savings). The Government,
short $10 billion, will have to dip its hand into the national capital pool (the
people's savings) and get $10 billion as loans.

The result of all this is that a net of $9 billion is thus being actually converted
from capital into consumer spending.

This is over and above the further pumping, out of the same pool, for covering
current budget deficits.

What this huge subtraction is going to do to a capital market already strained
to the breaking point, and to the dollar, is something we don't feel we should
discuss at this time.

CONCLUSION

Based on the analysis we have just made of the tax proposal, it appears that
the administration plan of tax cuts and reforms aiming at stimulating the na-
tional economy out of its sluggishness, is poorly conceived, undocumented, falling
wide of its mark, and therefore doomed to failure.

The preamble to the message contains a number of generalizations and vague
denunciations of faults about the state of the national economy, but it fails to
establish a documentable direct relationship between them and the measures
proposed to restore health to the economy.

It is as if a doctor, after a simple glance at a patient gravely declared that
"the patient is sick and therefore needs an appendectomy."

Nobody will deny that the present tax system is a hodgepodge of charges,
deductions, and exceptions, badly in need of streamlining, but, from that to the
assumption that any arbitrary reshuffling of it will spur the American economy
out of the doldrums, it is taking too much for granted.

Why is our economy off balance? Is it because of automation? Or inade-
quate purchasing power? And whose purchasing power? Capital's? Labor's?
Is taxation responsible? If so, what taxation? Is the lopsided income tax at
fault? Or is the whole philosophy of taxation at fault with its dogmatic re-
distribution of wealth, and its overreliance on income taxation? And what
about wages? Has their level anything to do with the rate of unemployment?

No answer to those questions and many more has been sought or even con-
sidered. No comprehensive diagnosis of what ails the economy has been made.
On the basis of arbitrary assumptions alone, the verdict has been arrived at that
a tax cut is the remedy for a disease not yet identified. To boot, the remedy
is the poisonous mixture of two economic fallacies.

We are instead of the opinion that a rational analysis of the economy, carried
on a scientific level and doing away with empiricism, would lead to entirely
different but reliable conclusions as to what makes our economy falter periodi-
cally and what causes unemployment. Furthermore, we claim that, astonishing
as it may sound, it is possible today to create such conditions as to attain full
employment with a 40-hour or even a 48-hour week if we so wished. All this,
of course, still making full use of the most advanced automation techniques. A
25-percent increase in the national standard of living could be within our reach
today.

Unfortunately, we all seem to have forgotten that technology did not spring
up from nowhere. We created it, and we should reasonably be able to ply it to
our benefit and not to our frustration. However, we achieved it through the
scientific method and we cannot expect to control it through empiricism and
dogma.

Inasmuch as the administration's fiscal proposals fail to demonstrate their
economic effectiveness, we respectfully suggest that they be rejected and that
the public be spared a cruel and bitter disappointment.
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CINMBERLAND CENTER, MAINE, September 1, 1963
HON. MARGARET CHASE SMITH,
U.S. Senate, Washington, D.C.

-Iy DEAR SENATOR SMITH: In regard to the proposed new tax reform bill which
you will soon be asked to approve, I would like to bring one point to your
attention.

The present law states that parents of mental patients who are in State in-
stitutions similar to the Pinelant Hospital and Training Center in Pownal,
Maine (with which you are no doubt familiar), are allowed to deduct only in
excess of 3 percent of their gross income.

I believe that a full hospital deduction should be allowed as when you consider
the "expense account" allowed for entertainment for business house salesmen,
plus the $100 per week for so-called sickness for life, and about which I know for
a fact is a very much abused "exemption."

Hoping that you can see the unfairness of the present tax law in regard to
mental patients who are in our State hospitals for life.

Thanking you for your kind indulgence and praying for a favorable report,
I am,

Respectfully yours,
HARRY I. SrEEL.L.

DAL s, TEx., September 17, 1963.
Re Capital gains tax treatment of timber cuttings.
HON. HARRY F. BynR.
Ch airman, Scnatc Finance Con m ittcc,
Senate Office Building, Vash ington, D.C.

DEAR MR. BYRD: The tax reduction bill, according to the newspapers, shortly
may come before the Senate Finance Committee for hearings. I would like
to ask you to consider giving the same capital gains treatment to timber cuttings
as the House Ways and Means Committee has recommended for sales of other
assets, stocks and bonds for example. The House committee would give a lower
tax rate to sales of stocks and bonds.

First, let me say that I don't understand the justification now for a general
tax reduction, and am opposed to this measure. Only if there were significant
reductions in Federal spending should there be a general tax reduction, it seems
to me, and then we would be wiser to start paying off our national debt rather
than reducing taxes across the board.

But if we do have a tax reduction measure, as is likely this year or next.
I would urge you to look deeply into the matter of conservation and regenera-
tion of one of our country's greatest resources, timl)er, as affected by giving
stocks and bonds generally better capital gains treatment. If the House com-
mittee action stands, there would be not only deep discouragement to individual
tree farmers but also a precedent for future legislation imposing even greater
relative tax loads on timber cuttings. Although I believe the need for conser-
vation of timber alone justifies its preferential treatment In any tax, all I ask
in the interest of conservation is that the capital gains treatment on timber
cuttings be kept on the same level as on stocks and bonds: that there be main-
tained the current policy of equality of capital gains treatment between the
two kinds of property.

Senator, although my overriding Interest Is in conservation, I admit proudly
to a selfish interest. Over the past decade I have accumulated a small holding,
440 acres, of forest land, much of It heavily mortgaged, in and near Sevier
County, In southwestern Arkansas. My wife, a Louisiana lady familiar with
forests, and I have planned and worked arduously toward the rehabilitation
of our lands. With persistence we have overcome some, but not all human and
natural obstacles. Over the years we have set out about 90,000 pine seedlings
and have engaged in much timber-stand improvement. We have alternately
been frozen, drenched, and burned up. Some of our lands, happily, have been
certified as tree farms; on other portions there is still more to do before we
can be satisfied with the conditions of growth. To date, we have not netted
a cent on our operations, because they have been essentially developmental.
But in the future, if fire does not destroy our trees, if they are not broken by
high winds or ice, if they are not killed by insects or fungi, we will be able to
make a return on those trees-provided the market at that time Is good; and
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simultaneously we will have the satisfaction of knowing that a few acres in
this country are, and will continue to be better for what we have done. Too, the
community will be more prosperous and the watershed conditions will have been
improved.

In this future period when hopefully we may be able to start getting a
return from our woods, we had planned (since we firmly believe in stewardship
of the land) only to make selective or partial cuttings, in accordance with all
the principles of conservation espoused by the Department of Agriculture to
assure perpetual forest growth with its accompanying soil stability. But if
we do that, if we follow the sound preaching of the Department of Agriculture,
the Internal Revenue Service, according to the House committee action, will
tax us on the proceeds at the highest capital gains tax rate, higher than if our
assets had been stocks or bonds.

Conversely, if we flout all the tenets of conservation in which we genuinely
believe and for which appropriations for many years have been given to the
Depratment of Agriculture to foster-if we cut all our timber at once (they are
not even-age stands), then, for that breach of conservation, we will be rewarded
by the Internal Revenue Service with the same capital gains treatment as if
we had disposed of stocks or bonds. Or we could secure the same favor by
voluntarily withdrawing from tree farming, which we do not desire, by com-
pletely liquidating our holdings.

It would seem to me, though I confess ignorance of all its ramifications,
that the Congress in its tax policy should not so frustrate the congressional
conservation policy.

Although my pride in seeking to accomplish an ideal of timber conservation
will not be lessened by any tax action the Congress may take, yet I must
admit it would be a blow to my judgment for the Congress now to say, in
effect, that I would have been smarter to play the paper game of stocks and
bonds, as an insignificant holder, than to have attempted to have created and
improved the natural physical assets of our country. The place of stocks and
bonds is important, of course, but not more so than the betterment of our
natural resources. If the House committee -iction is followed, will not many
individual tree farmers, feeling their place in the sun lowered, think it small
privilege to invest further against risky nature?

A last word, Senator, this one about the big timber companies I have ob-
served. Though I don't like to see them acquire more land, as this land
almost always is forever taken off the market, I do understand the need of these
companies to be assured of a permanent reservoir of supply for their mills,
for which they must have large holdings; and it seems clear they tend to do
a better Job of timber management than those like myself with very small
acreage. While I do not know the position of these companies in reference to
the House committee action on capital gains treatment of timber, and while
I know they use much of their timber cuttings in their own operations, I feel
very strongly that their timber cuttings should receive the same capital gains
treatment as on disposal of stocks or bonds. Without the efforts of these big
timber companies over the last 30 years, it's probable there would have been no
southern forests today. With these forests ever being improved, the industry
will expand and expand. Surely, granting the big timber companies on their
timber cuttings equality of capital gains treatment with stocks or bonds will
prevent diversion of their capital, assure their continued reforestation and
improvement of their lands, with all the consequent physical benefits to our
country, and will tend, I would think, to the maintenance of fair payments
by the companies to their small timber-owning suppliers. (As an afterthought,
let me say I have no connection with any timber company, other than owning
tw oshares of common stock of the International Paper Co.; that my concern
is for conservation, by whomever practiced; and that my urgings for the benefit
of the timber companies are based upon the simple notion of making the practice
of conservation, because of its national importance, no less attractive, taxwise,
than the holding of any other asset.)

Because Senator Ellender as chairman of the Committee on Agriculture and
Forestry may be interested, I am sending a copy of this letter for his in-
formation.

With appreciation for your kind confederation, I am
Respectfully yours,

LEON KARELITZ.
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ROANOKE CHAMBER OF COMMERCE,
Roanoke, Va., September 20, 1963.

Hon. HRRmy F. Bmi,
U.S. Senate,
Washington, D.C.

DmAR SENATOR BY": I am sure you are aware that tax legislation, as well
as economies in Federal spending, have always been of great interest to the
Roanoke Chamber of Commerce.

Consequently, the enclosed resolution was passed unanimously by our board
at a special meeting held on September 19,1963.

Your support of this legislation will be greatly appreciated.
Sincerely,

JACK C. SMITH, Eaecutive Vice President.

RESOLUTION

Whereas this organization, on July 16, 1962, gave deliberation to the need of
broad across-the-board tax reductions on the Federal level and in resolution
voiced its stand for an immediate tax cut with a longer term tax reform program
to be undertaken to remove all tax barriers to economic growth, and it was
resolved further that this board reiterated its deep concern for growing deficits
in the Federal budget and called for economies in Federal Government expendi-
tures to bring them in line with anticipated revenues; and

Whereas the present tax cut bill H.R. 8363 now proposed is the only vehicle
being considered by the Congress which will provide business with immediate
tax reduction and further will stimulate the economy, after a brief transitional
period, to the extent that increased revenues will result and tend to eliminate
Federal budget deficits; and

Whereas section I of the bill declares: "It is the sense of Congress that the
tax reduction provided by this act through stimulation of the economy will,
after a brief transitional period, raise, rather than lower, revenues and that
such revenue increases should first be used to eliminate the deficit in the ad-
ministrative budgets and then to reduce the public debt. To further the objec-
tive of obtaining balanced budgets in the near future, Congress by this action
recognizes the importance of taking all reasonable means to restrain Govern-
ment spending and urges the President to declare his accord with this objective.";
and

Whereas the President, in a letter to the Honorable Wilbur D. Mills, chairman,
House Ways & Means Committee, on August 19, 1963, stated that "Tax reduction
must also, therefore, be accompanied by the exercise of an even tighter reign
on Federal expenditures, limiting outlays to only those expenditures which
meet strict criteria of national need." And as further stated by the President,
"Consistent with these policies, as the tax cut becomes fully effective and the
economy climbs toward full employment, a substantial part of the increased
tax revenues will be applied toward a reduction in the transitional deficits which
accompany the Initial cut in tax rates": Now, therefore, be it

Resolved, That the board of directors of the Chamber of Commerce of Roanoke,
Va., Inc., urges the Senators and Representatives of the people of Virginia to
support H.R. 8363 as a positive step which can be taken this year to gain for
American business the needed tax relief long overdue.

JACK C. SMITH, Exeoutive Vice President.
SEPTEmrm 19,1963.

THE CHILDREN'S SERVICE SOCIETY OF UTAH,
Salt Lake City, Utah, September 19, 1963.

Senator HARY F. Byuw,
U.S. Senate, Washington, D.C.

My DEAR SENATOR BmD: It now appears that I should lay aside the ever
pressing responsibilities of trying to keep an old voluntary child placing agency
alive to send you one more letter concerning the effect which I feel the so-called,
tax reforms of the President's tax bill have upon voluntary social work and
upon me personally. It has been many a year since I have written you but
these have been extremely busy years for both of us and it has always been a
comfort to know that you "stay hitched." I think I voice the sentiments of
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many overworked people like myself when I say that each time that you have
continued to accept the responsibilities of public office as the years have gone
by, I have been personally grateful for your devotion to the country and not
unaware of the great personal sacrifices involved.

Professionally I feel that the tax reform proposals will have an extremely
adverse effect upon all gifts to united fundraising organizations and to the
special contributions to agencies like our own. Like Mr. John S. Knight, I
too, have been disappointed that there has not been more outcry by individual
agencies and fundraising organizations. I understand however that in the past
few months a few eastern community chests have made appropirate protests.
Recently as an exceedingly small donor to the Church Divinity School of the
Pacific at Berkeley (Episcopalian), I have been solicited to write our con-
gressional leaders. I wrote in reply to the dean that, with one exception of
the men from Utah, I could count on not only our entire membership to be
opposed to these tax reforms, which affect church giving, but that I was also
quite sure the Latter-Day Saints Church had already made its position clear
to these individuals. I have had extremely cordial letters from Senator Bennett
and Representative Burton but did not write Representative Lloyd since I have
known him as a member of our State legislature for a number of years and know
his convictions and beliefs.

I was extremely annoyed with some of the administration's spokesmen, who
appeared before the House committee protesting that contributions to the great
educational institutions has greatly increased in the recent past. This is quite
true but I think it also should have been fairly presented at what enoromous
costs and promotion these increased endowments have been made. So far as
child placing agencies like this one are concerned, we simply do not have the
capital with which to finance these enormous endowment drives, which all
of the great private educational institutions have been making. There is
hardly a month in which I am not solicited by the three educational institutions
with whom I was enrolled and as an experienced administrator in a very small
way, I am daily impressed by the enormous costs of these long-range campaigns.
For some years I have felt that we small agencies were riding on the coattails
of such institutions as Harvard and the great sectarian universities when it
came to legislation of this nature.

When I was a young social worker, prestige and salaries were in the private
agencies with corresponding requirements of intelligence, capacity, and pro-
fessional training. Today private social agencies are on the bottom of the heap,
completely unable to compete with the Veterans' Administration, the national
district and State welfare departments, health departments, educational depart-
ments, etc. I am the only certificated social worker on our staff and for many
years have kept tenure and caliber of service only by reason of the fact that I
am employing older, married women, whose children are old enough for them
to be employed part time and who are not certificated social workers. All of
them are eligible for public welfare positions but it is only now that part-time
positions are being offered by our local welfare department. My own salary is
shockingly below what it would be if I were in public welfare. Fringe benefits
simply do not compare and the pension plan, which is nationwide, will pay me
less than one-third of what our State employees anticipate. With no family
obligations for the past 25 years, I could afford to make this choice for which
I shall pay the rest of my life. At the same time, the private savings which I
have been able to accumulate are correspondingly small. My present taxation
is really cruel and the proposed tax cut not only seems inconsequential but,
at the same time, I strongly suspect without having a mathematical mind that
this tax cut may be more than offset by the reduction in additional income
which certain tax reforms -will bring to me.

Of even more concern to me than my own past approach to retirement years,
is the fact that I am unable to find recruits willing and able to carry on the
responsibilities. This is not to say that because I run a professional agency I
do not get applications. Every year there are three of four qualified applicants
who would like to work here but all of them make more than I do. One of
them who probably could succeed me said this summer that she would come for
no reduction in salary, no increase in responsibility, even though she is reported
to be a very fine, conscientious worker, and that under no circumstances would
She ever attempt to do as much as she knew I was doing. Of course it is absurd
and I make no pretensions to the fact that I am doing a good job in all of the
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responsibilities which I am carrying but at the moment we are surviving at
least.

I shall also personally be hit by the President's recommendation concerning
taxation on money set aside for annuities instead of current Income. Since
1955 I have been putting a sizable portion of my income into an annuity and of
course not reporting this income to the private retirement program to which
our agency belongs and which is nationwide. To begin taxation of this part of
my income will do nothing to improve the annuity payments which I must antici-
pate from the National Health and Welfare Retirement Association.

It has now been 40 years since I started iy social work career in the oilfiel(ls
of south Arkansas. I have watched many old private children's agencies die. he
absorbed, and eventually lost in certain types of mergers and I wonder just how
long we can take the buffeting. On the other hand I have been greatly encour-
aged by the strength and money which the Jews, the Catholics, and the Luther-
ans have been pouring into the extention and strengthening of their own
agencies.

With every good wish for your continued good health and again my gratitude
for your long years of magnificent service to your country and to your State, I
am,

Very sincerely,
Mrs. VIRGINIA LEE BENNETT, AOSW,

Executive Secretary.

Los ANGELES, CALIF., September 20, 1963.
Re interest deduction on life insurance loans.
Hon. HARRY BYRD,
Chairman, Senate Finance Committee,
Senate Office Building, Washington, D.C.

DEAR SIR: I understood that one of the laudable goals of this Congress was to
simplify the Internal Revenue Code. The Committee on Ways and Means
provision which purports to disallow only partially the interest deduction on life
insurance loans, under a vague set of circumstances with four different excep-
tions, certainly doesn't meet this criteria.

There will be little or no additional revenue if the letter and spirit of the
proposed change is honored by the Internal Revenue Service. There are quite
a number of ways to avoid both the spirit and the letter of the proposed change.
The main reason that I am concerned about the adoption of the proposal is that
it will cause a great deal of inconvenience for everyone concerned without pro-
ducing any appreciable revenue.

However, this plan could result in a "complete" denial of the interest deduc-
tion. The Treasury Department requested such a complete disallowal and I
believe that they have accomplished it through this back-door approach to life
insurance. Any man who has a mortgage on his home or pays any other interest
can easily be accused of buying life insurance pursuant to a plan of purchase
which contemplates systematic borrowing and having the premiums paid with
borrowed funds. The IRS can, and probably will, contend that the interest on
a taxpayer's home mortgage, at least in part, is not deductible because the
borrowed money was used to buy life insurance-even though the taxpayer has
no direct life insurance loan. The theory will be that if he hadn't bought life
insurance he could have reduced his mortgage.

Now, we are faced with the blackmail of an IRS agent in interpreting what is
a planned purchase of life insurance which contemplates systematic borrowing
of part or all of the increases in the cash values of these contracts. Such a
provision is not capable of honest enforcement. With the present approach and
attitude of the IRS. it can reasonably be assumed that practically everyone who
buys future life insurance can anticipate an agent finding a "plan" as above,
and then be faced with paying the unjustified assessment because it is too costly
to fight it.

I submit that the proposed change involving life insurance loans is impossible
of honest enforcement, it can be easily circumvented so that it will not produce
additional revenue except by IRS blackmail, it will unduly complicate the In-
ternal Revenue Code, and any proposed purchase of life Insurance will have so
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many possible and uncertain tax ramifications that life insurance business-
and all of the many people indirectly involved-will suffer.

Perhaps this change can be reconsidered.
Very truly yours,

DONALD S. MACKINNON.

I.S.-These constant changes in the Internal Revenue Code disrupt the busi-
ness economy tremendously and, in general, result in a lot less income for the
Government. If a businessman could pursue his business activities without
constant uncertainty on the part of himself and his prospects over tax law
changess , there would be a lot more taxable income produced.

I). S. M.

COMMERCE ACCEPTANCE CO.,
Atclh i8of, Kang.. ,Icpttmber 211, 1963.

Re H.R. 8363, revenue bill of 1963.
Hon. HARRY F. ByRf,
U.S. Sc ate, Washigton, D.C.

DEAR SENATOR BYRi): Since the start of the Second W'orld War. possibly as a
result of hasty but necessary military spending, Congress has gradually lost
control of Federal spending. Consequently, our public debt has mounted until
I am told it substantially exceeds the combined comparable debt of all of the
countries in the world, including the more than 100 presently receiving Federal
aid. This critical undermining of our economy has continued through every
succeeding administration, regardless of party.

As these political hierarchies have developed in military; foreign aid; farm
support program; health, education, and welfare; National Space Administration.
etc., their expenditures have become astronomical to the point that the waste has
attained the status of criminal negligence. Yet, any attempt to reduce these
expenditures has met with the universal criticism that we are assuring Russian
supremacy, endangering our future freedom, the farm economy, and other equally
false and completely unfounded criticism.

The quality of our economic thinking has reached the stage that it is now
proposed that we reduce taxes, which are effectively stifling free enterprise.
If it is your intention to sign America's death warrant, you can find no better
method than this proposal. We have reached the end of the road debtwise,
make no mistake about this; but the answer is not in reducing taxes, but in
reducing public expenditures, which then in turn will reduce taxes. In addition,
the public is just beginning to recognize the extent of our Federal economic
debacle, and any reduction in taxes will tend to mitigate this recognition. I
cannot emphasize too strongly that any vague or promised reduction will not
solve our problem. We have had this promise from every administration since
the war. Yet, our promiscuous spending has continued to the point that promises
are no longer adequate. Along with millions of Americans, I still have confi-
(lence in our ability as free Americans to meet our problems, if we can only
achieve some sanity in our governmental expenditures. Therefore, I trust that
you will decide to vote against any reduction in taxes at this time.

I am not given to such dramatic or critical letters, but, along with the rest
of my fellow Americans, have reached the limit of amy endurance; and I am
willing to devote what abilities and facilities I have to return Members of Con-
gress who will not continue to permit our Federal Government to follow its
present program of economic destruction. I sincerely wish that there were a
more courteous, yet at the same time effective, way to convey my personal
sentiments.

Respectfully,
G. E. WAINSCOTT.

ASSOCIATION OF CUSTOMERS' BROKERS OF WASHINGTON, D.C.
lVashington, D.C., September 27, 1963.

Senator HARRY FLOD BYRD of Virginia,
Senate Office Building, Washington, D.C.

DEAR SENATOR BYRD: We would like to call your attention to a provision of
the Internal Revenue Code which Is grossly unfair to the small Investor. Section
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1211 (b) requires the individual taxpayer to limit his loss from the sale of capital
assets to $1,000 in any one year, yet when the situation is reversed taxes must
be paid on all profits in the year the profits are realized.

For example, if an individual taxpayer had made a profit of $10,000 from the
sale of capital assets in 1962, he would have been required to pay Federal in-
come tax on the $10,000 from the sale of capital assets, he is permitted to take
a loss of only $1,000. In addition, the taxpayer cannot make use of his divi-
dends in offsetting these losses. In the absence of gains, it will take the tax-
payer 10 years to recover these losses.

We believe the same rules which apply to banks and insurance companies
should apply to the small investor in order that he may deduct all of his losses
in the year in which the losses are sustained.

The individual taxpayer must postpone losses above $1,000 to future years,
and may or may not be able to take advantage of such losses in future years.
This double standard results either in the taxpayer being deprived of the use of his
capital or the loss of his capital.

The amendment which was adopted by the House of Representatives merely
extends the 5-year limit to an unlimited time. The $1,000 limit should be in-
creased or removed.

It will be appreciated if you will look into this inequity. We would also wel-
come your views on this matter.

Respectfully yours,
RALPH NEwMAN, Pre8ident.

JOSEPH P. KESLER Co.,

Long Beach, Calif., September 16, 1963.
Re tax credit on dividend income.
Hon. THOMAS H. KUCHEL,
Senate Office Building, Washington, D.C.

My DEAR SENATOR: It is wrong to double tax corporation profits. As you
know, dividends were exempt from normal income tax until 1936. In 1954 Con-
gress recognized the injustice of this double taxation and partly corrected it by
providing the small measure of dividend exclusion and tax credit now available.
If any change is to be made in the law, it should be to increase the tax credit
respecting dividends or to eliminate this feature of the law altogether.

It is about time that the Congress of the United States begin to recognize the
capitalistic free-enterprise system under which this country operates and to
stop passing legislation which shackles the hands of capitalism. The survival
of freedom in the world depends upon a strong, healthy economy in this country.
Passage of socialistic schemes will certainly not help in America's fight against
communism.

P.S. I would greatly appreciate this letter being entered in the record of
hearings with respect to this subject.

Yours very truly,
JOSEPH P. KESLER.

U.S. JUNIOR CHAMBER OF COMMERCE,
Tul8a, Okla., September 26, 1963.

Hon. HARRY FLOOD BYRD,
U.S. Senate, Washington, D.C.

DEAR SENATOR BYRD: In the coming weeks, you and other Members of Congress
will be given serious consideration to tax legislation.

The Junior chamber of commerce feels strongly that tax rate reform is vital to
the economic growth of our country. The tax rate schedule contained in the bill
passed by the House Ways and Means Committee, however, does not reflect this
need in its entirety.

The steep graduation of rates through the middle-income brackets was not
eliminated by the committee. These rates must be reduced, as they are a major
source of investment capital for economic expansion. This has been the guiding
principle of the tax-rate reform program conducted by the U.S. Junior Chamber
of Commerce over the past 5 years.

I urge you to do all that is possible to achieve meaningful tax rate reform in
these middle income-tax brackets.



REVENUE ACT OF 1963 587

As you consider the saving of taxpayers' money, we would appreciate your
recognition of the vast manpower of civic organizations such as ours. Why not
utilize this reserve of manpower in meeting community needs rather than resort-
ing to a national service corporation?

Volunteer groups are already doing a tremendous job in their own communi-
ties. If the feeling prevails that more effort is required to solve local problems,
Congress should call upon local people to do the work. I am confident citizens
living in their own community know their problems best. At the same time,
American taxpayers would not have another financial burden.

In a recent referendum, presidents of our 4,800 chapters across the Nation
voted by a margin of 2 to 1 against the concepts of the Domestic Peace Corps.

Your attention to these important matters will be greatly appreciated.
Respectfully,

RICHARD H. HEADLEE, President.

NEWARK, N.J., September 27, 1963.
Hon. H.ARY F. BYRD,
Chairman, Finance Committee,
U.S. Senate, Washington, D.C.

DEAn SENATOR BYRD: I understand that your committee will soon be studying
and holding hearings on the proposed tax reduction bill which is advocated by
the Kennedy administration and has already been passed by the House of Repre-
sentatives. It is my opinion that, without a simultaneous and equal reduction
in Federal expenditures, a tax cut of the size advocated could well be responsible
for accelerating an inflationary trend which there are some indications has
recently developed. The 1963 dollar has depreciated approximately 55 percent
in purchasing power as compared to 1940, and during the intervening years there
has been a steady procession of serious deficits in the Federal budget. I cannot
help but believe that there is a definite relationship between deficit spending and
a deterioration in the purchasing power of our currency.

Any savings in taxes granted at the present time could be highly illusory if
the reckless fiscal policies of the Government are permitted to continue. I for
one would rather continue to pay taxes at the existing exhorbitant rate than to
anticipate that during my retirement a few years hence I will be forced to get
along on a 30- or even 20-cent dollar received from social security and a company
pension earned over a period of many years.

There must be many other citizens who feel exactly as I do. If I thought it
would do any good, I would write to each of the U.S. Senators from New Jersey
but their past voting record leads me to believe that such action on my part
would be futile.

Very truly yours,
0. RoY CARLSON.

P. R. MALLORY & CO., INC.,
Indianapolig, Ind., September 18, 1963.

Hon. HARRY F. BYRD,
Senate Office Building,
Washington, D.C.

Sni: Our company has been following with great interest the revenue bill of
1963 (H.R. 8363) which was ordered reported to the House of Representatives
on September 10, 1963, and the interest equalization tax bill of 1963 (H.R. 8000)
based on the balance-of-payments message of the President dated July 18, 1963.

I would like to express the objection of our company to the proposal in the
1963 tax bill to reduce and eventually repeal the dividend received credit presently
provided under the Revenue Act of 1954, as amended. The House Ways and
Means Committee has recommended that the dividend received credit be reduced
to 2 percent, effective January 1, 1964, and be completely repealed on January 1,
1965. We believe such action would provide an injustice to taxpaying share-
holders on their dividend income, which injustice was recognized in the Revenue
Act of 1954, and in part alleviated by the provision for dividend received credit.
As I am sure you know, profits of corporations are, in effect, taxed twice-once
at the corporation level and again by taxing dividends received by share owners.
Many foreign countries, such as Great Britain and France, do not tax dividends
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received by share owners and accordingly avoid such double taxation. The
Revenue Act of 1954, while not providing total relief, did permit some alleviation
of this unfair and inequitable taxation. We recognize that arguments have been
advanced that share owners should not be set apart as a separate category of
taxpayers. We can only point out that separate categories of taxpayers are
recognized in many phases of our taxing structure, such as the special privilege
afforded in respect of depletion accorded to owners of minerals; the economic
reason for the introduction of depletion, namely, the national necessity for
exploration for oil has passed and. in fact there are controls of production in
most oil-producing States because of surpluses.

It is our firm conviction that the business community and the best interests
of our country would be adversely affected if the dividend proposal were to be
adopted.

We also wish to expres-s our views concerning H.R. 8000 which places a tem-
porary excise tax on the acquisition of stock and securities issued by foreign
corporations, governments, or other persons. We are confident that responsible
American business enterprise supports the aims of the present administration
to reduce the outflow of gold and to improve the country's balance of payments.
However, we submit that it is improper to use taxation so to effect the economy;
taxation should principally be used to raise revenue to operate the Government.
The proposed excise tax, in any event, would only reach the effects of these
problems, not the cause. Additionally, the proposed bill provides a built-in dis-
crimination against new investors since sales of existing holdings by U.S. resi-
dents to other U.S. citizens are exempt. We would suggest that this legislation
is contrary to the spirit of cooperation with EEC, LAFTA, and the purposes of
the Trade Expansion Act. It would also weaken the competitive position of
U.S. corporations in relation to the position of corporations of other industrial
nations by effectively restricting the impetus of expansion of American enter-
prises into foreign countries. We submit that this legislation is ill conceived
and Its adoption would not 'be in the country's best interest.

We solicit your cooperation and assistance in defeating the above proposals
or any similar statutes which would accomplish their purposes. Our company
has one or more plants or offices located in your State.

Sincerely,
G. B. MALLORY.

PULLMAN, INC.,
Chicago, Ill., October 4,1963.

Hon. HARRY FLOOD BYRD,
U.S. Senate,
Washington, D.C.

DEAR SENATOR BYRD: I appreciate that many items in the revenue bill of 1963
are controversial and I am content to rely upon the good judgment of your com-
mittee under your excellent chairmanship to arrive at the proper course of action.

There is one item of the bill, however, that I believe merits unanimous support.
Section 222 repealing the 2-percent penalty tax on consolidated returns is a
much-needed and long-awaited reform. We heartily endorse this repeal.

Mr. Larmee has prepared the attached statement elaborating our views. I
would appreciate if you could arrange to have this statement filed for the record
in connection with the forthcoming hearings before the Finance Committee of
the Senate.

Very truly yours,
CHAMP CARRY.

STATEMENT OF PULLMAN, INC., By D. H. LARMEE, ASSISTANT VICE PRESIDENT,
TAXES, IN SUPPORT OF SECTION 222 OF H.R. 8363 REPFALING THE 2-PERCENT
PENALTY TAX ON CONSOLIDATED RETURNS

Section 222 of the revenue bill of 1963 would repeal the present 2-percent
penalty tax levied on the consolidated net income of affiliated corporations fil-
ing consolidated returns. We heartily endorse the repeal of this inequitable and
unwise tax.

An affiliated group of corporation may, in general. report their taxable income
either by one consolidated return or by separate returns for each corporation.
The consolidated return combines the income and deductions of the several
members to arrive at a consolidated net income figure for the economic unit.
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The inequity of assessing a 2-percent penalty on consolidated returns has
been recognized 'by all who are familiar with this aspect of tho law. Both
President Eisenhower and President Kennedy have recommended to Congress
that this penalty be repealed. Many organizations have advocated its repeal.
The most recent example was the action of the section of taxation of the Amer-
ican Bar Association in August of this year.

A start was made by the 1954 code which removed the penalty with respCet
to returns of regulated public utilities. The second step was taken by the passage
by the House of Representatives of H.R. 8363. Favorable action by the Sen-
ate on this proposal would complete the removal of this unjust tax.

I. TILE USE O1' CONSOLIDATED IEErURN SIIOULD BE EINCOUIIGED RATHER THIAN

PENALIZED

A consolidated tax return more properly reflects the taxable income.-Business-
men, accountants, and others have long recognized that a consolidated financial
statement is the best way to reflect the income of an affiliated group of com-
panies. This is illustrated by the fact that, almost without exception, financial
reports to stockholders are on a consolidated basis.

An affOliated group is an economic unit and should be taxed as such.-This
principle is already recognized in the tax law. For example, an affiliated group
of corporations is treated as a single entity for the purpose of the $25,000 and
$50,000 limitations of the investment credit. An affiliated group is also treated
as a single taxpayer in computing the additional first year depreciation allow-
ance on the $10,000 limitation.

Coisolidated returns reduce the administrative task of the Rerenue Service.-
The auditing of one return from a central Internal Revenue Service office in-
volves far less work than auditing many returns which may be scattered in vari-
ous Internal Revenue Service offices. Furthermore, a consolidated return mini-
mizes the need to audit intercompany transactions, such as intercompany sales,
loans, service fees, and dividends. These transactions are frequently complex
and require much audit time and effort.

The 2-percent penalty tax i8 economically unwic.-Despite the proposed reduc-
tion in corporate rates, the tax burden will continue to make it difficult for cor-
porations to provide the capital for the replacement and expansion of machinery
and equipment which is so necessary for a healthy economy and full employ-
ment. To add to this burden by an additional levy on consolidated returns is
economic folly, particularly in view of the small revenue loss estimated to be
only $50 million a year.

'The 2-pcrecnt penalty is inequitabh,.-Only those companies which for legal
or economic reasons must operate through subsidiary corporations are subject
to the tax. Other companies which can and do operate through branches and di-
visions rather than through subsidiaries pay no such penalty. The exclusion
in 1954 of regulated public utilities from the operation of the 2-percent penalty
was predicated on the fact that such businesses are usually required to operate
through subsidiary companies. However. there are many other business en-
terprises besides regulated utilities which cannot readily function as a single
corporation. The tax treatment of such businesses should be equated with that
of the public utilities by the elimination of the 2-percent penalty.

The historical reason for the 2-percent penalty no longer exists.-A penalty
on consolidated returns was first imposed for the year 1932. Prior to 1932,
operating losses could be carried forward 2 years. Starting with 1932, this
provision was eliminated. It was realized at that time that the effect of
eliminating loss carry forwards could be avoided by an affiliated group filing a
consolidated return. In such a return, the loss of one company could be offset
by the profits of another company. The penalty tax was thereupon conceived
and enacted to offset this advantage of the consolidated return. All remnants
of this reasoning have now disappeared. The present law permits operating
Losses to be carried back 3 years and forward 5 years. This is a far more
liberal arrangement than that which was repealed in 1932.

1I. THE REPEAL OF THE 2-PERCENT PENALTY SHOULD NOT BE DEPENDENT UPON OTHER
PROVISIONS OF H.R. 8363

Sectilon 222 repealing the 2-percent penalty tax is complete In and of It.elf
and should In no way be dependent upon or coupled with the proposed reduction
of surtax exemption contained in section 223. An affiliated group of corpora-

24-532--63-pt. 2- 10
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tions which files a consolidated return is automatically limited to one surtax
exemption and in no way is concerned with the problems which the proposed re-
duction of surtax exemption seeks to correct.

The proposed change in normal tax rates for corporations will increase the
value of the surtax exemption from the current $5,500 to $7,000 in 1964 and
to $6,500 for 1965 and subsequent years. To prevent this increased benefit
from being proliferated, section 223 reduces the benefit to certain groups of
multiple corporations whether or not they can file consolidated returns. Thus,
the proposed reduction of the surtax exemption is the product of change in the
tax rate structure and should not be related to the 2-percent penalty imposed
upon consolidated returns.

I. RECOMMENDATIONS

For the reasons set forth above, we respectfully urge that the Finance
Committee of the U.S. Senate take favorable action to repeal the 2-percent addi-
tional surtax now imposed upon affiliated corporations filing consolidated re-
turns.

HAVERTOWN, PA., October 3, 1963.
Hon. HARRY FLOOD BYRD,
Senate Office Building,
Washington, D.C.

DEAR SENATOR BYRD: Now that the Revenue Act of 1963 is passed the House and
in the Senate, I feel a few views should be aired before the measure goes
further.

As to the suggestion of tying the tax reduction to budget control, the theory
is good, but probably completely unpopular as most voters, I believe, are not
yet debt conscious, either in Government or in their personal affairs. Fiscal
responsibility is needed in all sectors of the economy, and our Federal Gov-
ernment makes this need most evident. Maybe restricting tax revenues will
restrict Government expenditures, but to date, this theory has not proved out,
and only in Government can such a policy prevail for prolonged periods, but
eventually the economy must pay the price for such irresponsibility.

As to the tax rate reductions, they seem fair and reasonable, but coupled
with some reforms which are extremely unequally distributed, I am inclined
to label the Revenue Act a more or less purely political measure. For example,
we have a progressive rate structure supposedly based on ability to pay.
Coupled with this, in the new bill, is a procedure for minimum and maximum
standard deductions which grossly accentuate the effect of this progressive
taxation. We will allow the small taxpayer, paying taxes at lower rates
already, to deduct under a standard method, amounts he actually didn't spend,
and on the other hand, we are going to disallow some deductions which the
heavier burdened taxpayer has previously been allowed to deduct because
he actually spent the money. I would be wholeheartedly in favor of revising,
or even eliminating altogether, itemized deductions, provided an equitable
standard deduction schedule were permitted, such as a flat 10 percent. The
Revenue Act of 1963 not only continues progressive taxation through rates,
but accentuates this progression by giving greater, proportionately, deduction
benefits to the smaller wage earner. This, I declare, is adding insult to injury.

The effect of the 1963 Revenue Act, in this respect, Is merely to remove some
1,500,000 taxpayers from the tax rolls, and I might add, it would remove these
persons from the "tax awareness" categry, too. As I said in my article in the
November 1962 issue of CCH Taxes magazine, being a member of a nation Is
somewhat analogous to being a member of a church, in that both involve the
element of support, financial, and otherwise. I think every citizen receiving
income should be subject to tax, even if it is only a minimum of $5 or $10 a
year--every income recipient should be aware of at least some financial respon-
sibility to his Federal Government, for this is the cost of freedom (so we're
told).

The only other provision of the Revenue Act of 1963 which I feel requires a
very careful look is the proposal to do away with the dividend credit. I realize
the increase In the exclusion will offset this for small dividend recipients, but
the theory of taxing dividends seems wrong. I firmly believe that if divi-
dends, paid out of income after taxes, are also taxed to the owners of the
business, they why should we not also tax partnership Income (after reasonable
partnership salaries) before the partners take up such income as taxable on
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their own returns. The same should be true of professional profits, over and
above reasonable salaries-these should also be taxed twice to the owners of
the business.

In conclusion, there seems to be considerable discussion by the advocates of
the tax bill to broaden the base as far as taxable income. This probably has
some merit, but, I would go further and say we should also broaden the base
as far as numbers of taxpayers. I frankly would not resent having any
proposed tax reduction cut in half if it meant that there would be a definite
effort to make support of the Federal Government a responsibility and privilege
of the Nation as a whole, rather than a disproportionate burden placed upon a
carefully selected group of citizens.

Yours very truly,
JAMES B. GRIFFITH.

UNITED LABOR COMMITTEE,
OF HENNEPIN AND ANOKA COUNTIES,

October 3, 1963.
HARRY BYRD,
Chairman, Senate Finance Committee,
Washington, D.C.

DEAR CHAIRMAN BYRD: The United Labor Political Committee of Minneapolis,
representing some 40 unions, passed a motion recording its opposition to the tax
bill passed by the House of Representatives, and ask you to work for a tax bill
which will bring relief to those in low income brackets.

The new rates would range from 14 percent in the lowest bracket to 70 per-
c*nt in the highest. The bill as passed by the House would not increase the pur-
chasing power among those families who spend all or most of their income
for goods and necessities each year.

A married couple with two children and an income from wages of $5,000
would get a tax cut of $77 in 1965. The reduction for such a couple with wage
income of $7,500 would be $144.

On $10,000 of income the cut would be $202; on $20,000 it would be $535; on
$50,000 it would be $2,207; on $100,000 it would be $5,278.

The House tax cut bill would provide for two-thirds of the tax cut in 1964
with the remainder in 1965.

We respectfully request you permit deductions for such things as State license
fees, State taxes, as is permitted under the present Federal income tax law.

Respectfully,
L. J. LEVoiR, Chairman.
I. J. OARE, Cochairman.
FAY FRAWLEY, Secretary.

RICHMOND, VA., October 3, 1963.

Re Federal taxation of group term life insurance.
Hon. HARRY F. BYRD,
U.S. Senate, Washington, D.C.

Sia: It is my understanding that in the Federal income tax bill which has
just been passed by tle House of Representatives and has been sent to the
Senate for approval contains a Federal income tax proposal for taxing im-
puted income on group term life insurance in excess of $3,000. This bill also
exempts retired employees from any tax liability. I also understand that the
original bill had an exclusion of $5,000.

I object to this bill for the following reasons:
The American taxpayer is being made to believe that the administration is

making an effort to give us tax relief and this type of tax reform is increasing
our taxes. The unfortunate part of it is the average American citizen has no
way of knowing the tax liabilities that are being imposed upon him until the
bills have been enacted into the law. I also feel that this part of the bill is dis-
criminatory inasmuch as the working citizen will have to carry the burden of
taxes for retired citizens.

If this proposal is Included in the tax bill that Is passed, there is no assur-
ance that at some later date, without too much publicity, this exempt figure
could be lowered back to the original $5,000.
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The whole idea of taxation on imputed income to the employee, which would
be subject to withholding tax, would also create many recordkeeping problems
on employers which would result in increased administrative expensc.ts and in
some cases, if the employers were not compelled by contracts, or agreements,
to have group life insurance on their employees, there is a possibility they
would discontinue this benefit.

This might also give some representative, at a future date, the idea of imposing
this tax on any employer benefits. Therefore, as a representative of the people,
1 urge you to give this matter your earnest consideration not only for this pro-
posal, but any other that may be detrimental to the welfare of the taxpaying
public and exclude them from this tax bill.

Yours respectfully,
B. H. WALKER, Jr

RICHMOND, VA., October 3, 1963.
Hon. HARRY F. BYRD,
U.S. Senate, Washington, D.C.

SIR: In regard to the Federal taxation of group term life insurance, I wish
to state that I object strenuously to this bill for the following reasons:

The concept of this income tax may lead to employer-financed benefits, such
as health insurance, social security and compensation benefits which also may be
taken into account in the future tax legislation.

It would also create many recordkeeping problems which employers would
find resulting in additional administrative and office expenses.

There would be nothing in the future to prevent the reduction of the amount
of exemption of $30,000 possibly back to the original $5,000.

It would be discriminatory in that two employees of the same age and having
the same amount of life insurance could be treated differently for tax purposes
if one of the insured were in active employment and the other were retired.
The retired employee would be completely eliminated while the tax burden on the
active employee would continue to rise.

It is my understanding that the tax reduction bill that was passed by the
House carries the above objections. I trust you will use your influence to see
this bill is not passed by the Senate in its present form.

Yours respectfully,
P. B. SCHENK.

THE LIBRARIAN OF CONGRESS,
Washington, D.C., October 8, 1963.

Hon. HARRY F. BYRD,
Chairman, Committee on Financc,
U.S. Senate, Washington, D.C.

DEAR SENATOR BYRD: I was pleased to note that H.R. 8363, the bill to amend
the Internal Revenue Code of 1954, as reported and passed by the House of Rep-
resentatives, contains a provision, in section 209(a), to extend to organizations
that are publicly or governmentally supported the 30-percent deduction of ad-
justed gross income for charitable contributions which in the law now effective
is applicable only to such contributions made to "educational institutions."

The acquisitions program of the Library of Congress has been severely handi-
capped by the fact that its donors are at present eligible for only the 20-percent
deduction as compared with the 30-percent deduction allowed donors to "educa-
tional institutions," narrowly defined as those institutions having a regular
course of study and a resident faculty. As you no doubt know, the Library of
Congress depends almost entirely upon private gifts for enriching our collections
of rare books and of musical and historical manuscripts. Section 209(a) of
H.R. 8363 would place us on a par in our acquisitions program with college and
university libraries.

Public libraries, historical societies, and museums which are publicly or gov-
ernmentally supported and which are certainly "educational institutions" broadly
conceived, would also benefit from this provision in the bill, as would other
national institutions such as the National Archives, the Smithsonian Institution,
the National Agricultural Library and the National Library of Medicine.

I therefore strongly urge that your committee, when considering the bill, re-
tain the provision contained in section 209(a). A copy of my testimony before
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the House Ways and Means Committee is enclosed. I would appreciate it if
this letter could be made part of the record in favor of this provision. If the
Library of Congress can lend additional support, please call upon us.

Sincerely yours,
L. QUINCY MUMFORD,

Librarian of CogresP

LAW OFFICES OF RITTMR & BOESEL,
Toledo, Ohio, October 7, 1963.

In re H.R. 8363.
Hon. HARRY F. BYRD,
Chairman, Finance Committee,
U.S. Senate, Washington, D.C.

DEAR CHAIRMAN BYRD: The revenue bill of 1963, passed by the House of Rep-
resentatives, section 215, provides in subsection (d) that subsections (a) and (b)
shall apply to payments made after December 31, 1963, on account of sales or
exchanges of property occurring after June 30, 1963.

We are writing you as regards this provision on account of the uncertainty
and indefiniteness which results from the use of the words "sales or exchanges,"
and also the inference of this provision, in light of the fact that many contracts
have been made in reliance upon the decisions of the Tax Court and the circuit
courts of appeal, which hold that no amount of the payment received on account
of deferred payments shall be treated as interest unless it is so provided in the
contract.

The question of when a sale actually takes place is one very difficult to deter-
mine. In the case of Conzinissioner v. Segall 114 Fed. (2d) 709, the court stated:
"There are no hard and fast rules of thumb that can be used in determining,

for taxation purposes, when a sale was consummated, and no single factor is
controlling; the transaction must be viewed as a whole and in the light of real-
ism and practicality. Passage of title is perhaps the most conclusive circum-
stance. Brown Lumber Co. v. Commissionier, 59 App. D.C. 110, 35 F. 2d 880.
Transfer of possession is also significant. Heircring v. Niblcy-Miminaugh Lum-
ber Co., 63 App. D.C. 181, 70 F. 2d 843; Commissioner v. Union Pac. R. Co. 2 Cir.,
86 F. 2d 637; Brunton v. Commissioner, 9 Cir., 42 F. 2d 81. A factor often con-
sidered Is whether there has been such substantial performance of conditions
precedent as imposes upon the purchaser an unconditional duty to pay. Com-
missioner v. North Jersey Title Ins. Co., 3 Cir., 79 F. 2d 492: Brunton v. Com-
missioner, supra; Case v. Commissioner, 9 Cir., 103 F. 2d 283; United States v.
Utah-Idaho Sugar Co., 10 Cir., 96 F. 2d 756. See options and Sale Contracts in
Taxation, 46 Yale Law Jour. 272, 279."
I am not attempting to cite various decisions of courts in relation to the time

a sale takes place, but I wish to point out that the phrase "on account of sales or
exchanges of property occurring after June 30, 1963" is indefinite.

We believe that it is unfair to impose a tax upon the owner of property who
has in good faith, prior to the proposal of the Revenue Act of 1963, entered into
agreements relating to the sale of property on an installment basis, in reliance
upon the decisions of the Tax Court and the Federal circuit courts of appeal, as
well as the office decisions of the Income Tax Unit of the Treasury, which hold
that no part of deferred payments is interest unless so specified in the contract.

The Income Tax Department in 1933 issued I.T. 2674, contained in XII C.B.
96, which provides:

"The Bureau has consistently taken the position that where property is sold on
a deferred-payment plan, and the contract of sale does not provide that any part
of the deferred payments is interest, no part of such payments may be considered
as interest. This position has been uphold in the courts. (Cf. Daniel Bros. Co.
V. Commissioner, 7 B.T.A., 1086, C.B. VII-1, 8, affirmed 28 Fed. (2d), 761: Hen-
rietta Mills, Inc. v. Commissioner, 20 B.T.A. 651, affirmed 52 Fed. (2d) 1931.)"

In addition to the cases therein cited, a similar decision was rendered by the
Circuit Court of Appeals for the Second Circuit in MacDonald v. Commissioner,
78 Fed. (2d) 512.

We have over a period of a number of years, in reliance upon these decisions
prepared contracts of purchase and sale and also contracts of options to purchase
lands, considerations for which were payable over a long period of years. We
were confident that we could assure our clients of their rights in making such
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agreements, for this office decision states clearly that the Bureau had consist-
ently taken the position above quoted.

We have also prepared contracts in the form of options extending over a period
of years. In some of these agreements the owner of the land is unable to deliver
title until after June 30, 1963. We have also prepared contracts for payments ex-
tending over a period of years after June 30, 1963, on farm property, where the
purchaser could not immediately meet his earlier obligation.

The optional provisions in contracts which we have drawn were based upon
the desire of the purchaser or optionee to engage in a development of property,
where he would acquire a tract, less than the whole, to begin a development, and
as the tract already acquired had reached a certain stage of development he
would then acquire another piece of property for further development. In
these cases, under the proposed provision of section 215(d), certainly as to the
properties under option the seller would be taxed on the basis of interest on de-
ferred payments even though he had prior to any possible basis for anticipating
a change in the law, made a contract by which he himself is bound.

We are not writing this letter in behalf of any client and are doing this solely
on account of our sense of fairness.

We trust that the integrity of the decision in IT 2674 will be upheld as to con-
tracts relating to sales, including options, which were made in good faith prior
to June 30, 1963.

Very truly yours,
RITTER & BOESEL.

RoHm & HAAS Co.,
Philadelphia, Pa. October 8, 1963.

Re section 203 of the revenue bill 1963.
Hon. HARRY F. BYRD,
Chairman, Senate Finance Committee,
Old Senate Offce Building,
Washington, D.C.

DEAR SIR: This section provides for income tax to employees on the amount
of the cost of providing life insurance coverage in excess of $30,000 under group
term life insurance policies. I do not believe it achieves the intent of those who
have written the bill.

My understanding is that the intent of this section is to close what some
believe to have been a loophole which favored certain top, highly paid executives.
If this is indeed the intent, I think the following figures will indicate that it goes
far beyond what most people consider to be the executive level.

1. Our company has about 9,000 employees, among whom 1,100 would im-
mediately pay income taxes under section 203.

2. Every employee who earns over $10,200 per year will pay taxes under
section 203. In our research organization, of which I have direct charge,
practically every scientist is affected by this bill, since the starting salaries
for men just out of graduate school is in excess of $10,000.

3. Among our older employees, those who earn in excess of about $7,000
a year will be affected in the last few years before retirement.

You may feel that our company is not a typical case. While it has been
our intent to be progressive in thinking of the protection of the families of our
employees, I do not believe ours is a unique situation and I am sure that you
will find the plans of many companies are quite comparable to ours.

If you are to consider, as I have suggested, whether or not this mechanism
actually achieves the intent, I hope that in considering alternatives there are
two other aspects of group term life insurance plans which you will consider.

1. Under section 203, each of us affected will pay a tax on money which
we do not receive and for which we and our estates may never receive a cent.
Since this is group term insurance, benefits occur only to the families of em-
ployees who die. If we live past the life of our insurance our estates receive
nothing, although we will have paid taxes for a number of years on the
company's contribution to the plan.

2. The employees have no discretion as to whether or not they receive
group term life insurance. Every employee who has been with this company
for more than 3 months receives this whether he wants it or not. Some
of us would perhaps prefer to invest this amount of money in other ways
if It is to be taxed as income. As it now stands, an employee must, from
his regular salary, accrue enough to pay the income tax on his salary, plus
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the tax on company payments made for his insurance. The latter represents
money over which the employee has no control and which is taxed at the
same rate as his regular income.

With the present trend to thinking of the welfare of those who are not them-
selves breadwinners, it seems to me basically wrong to require tax payments on
company contributions intended for the protection of a man's family, payments
over which the employee has no control, and payments for which the majority
of our people will never receive a benefit.

Very truly yours,
RALPH OONNER, Chairman of the- Board.

CHARLOTTE, N.C., September 30, 1963.
Hon. SAM J. ERVIN,
U.S. Senate, Wa8hington, D.C.

DEAR SENATOR ERVIN: Please read the enclosure relating to the basis, for pur-
poses of U.S. income tax, of inherited property in the hands of heirs.

I am concerned lest some form of this proposal of the Treasury Department
be enacted into law. It was far too complicated for the ordinary taxpayer, and
even some tax advisers to understand. It would give a tax advantage to big tax-
payers who have top advice and hurt the small taxpayer who doesn't have it and
can't afford it.

But that, In my opinion, is one of the lesser objections to the proposal of the
Treasury Department

The proposal is an impractical one, and one that would be most difficult to work
with. Take, for instance, a case in which I personally am interested. My father
died June 7, 1963, at the age of 87 leaving a relatively small estate consisting
principally of corporate shares, including shares in a small business, that he
acquired over a period of over 50 years. How on earth would his heirs, including
myself, go about finding out when he bought them and, how much he paid for
them? We couldn't. And his basis is complicated by stock splits, stock dividends,
stock reissues, and improvements to real property. We could not obtain the in-
formation necessary to file a correct return if the Treasury's proposal had been
law at the time of his death. Small businesses in particular would be hurt by it.

And most important, I believe, is this: Our free enterprise system requires
private capital in order to work. With high tax rates and high costs of living, it
is most difficult for Americans to save money from current income to put to work
as capital. The remaining source of capital for investment is inherited capital.
If it is subjected not only to an estate tax, but also to an income tax, the largest
remaining source of investment capital is further consumed by taxes, and
America has taken another step toward state socialism, where the state owns all
the means of production and all work for the state. This is true whether the gain
is taxed as of the date of death (as proposed by the Treasury), or winen the
inherited property Is sold (as initially approved by the House Ways and Means
Committee), because often the heirs must sell, and have no choice but to do so.
They must sell to raise money with which to pay estate taxes, or because they
are not on the scene to care for real property, or to get money to educate their
children, or for a hundred other reasons.

I was heartened when the House Ways and Means Committee eliminated the
entire proposal from its bill, but from the enclosure you will see that the Treasury
has not given up. I respectfully urge that you take every step available to you to
kill the Treasury's proposal once and for all. The heirs, having paid estate and
inheritance taxes, should in all fairness be allowed the new and higher basis
provided for by present law, and should not be required to take the property at
the decedent's lower basis.

Very truly yours,
ARTHUR M. JENKINS.

[From P-W Federal Taxes Report Bulletin, vol. XLIV, No. 39, Sept. 26, 1963]

TREAsuRY' STILL STUDYING CHANGES IN RULES ON DEATH TRANSFERS

32,4663 Treasury did make one exception when it agreed to go 'along with
the Ways and Means version of H.R. 8363, the revenue bill of 1963. See 32,159,
It said it would give further study to the problem posed by nontaxation of before-
death appreciation of capital assets of a decedent when actually sold by the
heirs.
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Here's an example of the problem Treasury has in mind:
Mr. X owns 1,000 shares of Z Co. stock for which he paid $10 a share in

1942. His basis: $10,000. When he dies in 1963, the stock is worth $250 a
share. His estate will pay estate taxes on the $250,000 value of the stock in his
estate. His heirs then get a $250,000 basis for the stock. Never taxed as income
under present law; the $240,000 capital gain on the stock at the estate tax
valuation date.

Ways and Means decided earlier this year against current taxation of these
gains at death. But it did make a final decision to alter the heirs' basis; heirs
would generally carry over the decedent's basis, with many complicated excep-
tions. RR 63-25, 27,513.25.

When the provisions of the bill came before the committee for final vote,
however, the statutory language containing this change in the basis rules was
eliminated. (Some observers believe this was done only because the legislative
language was so complex.) But Ways and Means never issued a press release
withdrawing its final decision to change the basis rules.

If the Treasury study produces more acceptable legislative language, Treasury
may be able to add a provision on this subject to the Senate Finance Conunittee
version of the bill.

EVANS, MCLAREN, LANE, POWE-L. & Moss,
ATTORNEY AT LAW,

Seattle, Wa8h., October 11, 1963.
Re proposed revision of Internal Revenue Code.
Senator HARRY F. BYRD,
Chairman, Senate Finance Committee,
U.S. Senate,
Washington, D.C.

Dip&j SIR: Reports in the press indicate that the Senate will be asked to re-
store to the proposed 1963 Revenue Act one of the features which was considered
and rejected by the House Ways and Means Committe, namely a change in the
law to provide that a decedent's basis for gain or loss will continue to apply to
inherited property in the hands of the heirs, adjusted only for the amount of
estate taxes paid.

If the decedent's basis is applicable to heirs, presumably it is also applicable
to the executor or other personal representative. Therefore, if property is sold
by an estate during the course of administration, the capital gains tax would
be payable.

If the estate is required to sell assets to pay taxes, expenses of administration,
and debts of the decedent, the imposition of capital gains tax in addition to Fed-
eral estate tax might be disastrous. This would be particularly true if the
estate is also subject to State death taxes. Therefore, I hope that the new law
will contain relief provisions permitting sale without capital gains tax when
necessary to provide for Federal or State death taxes, expenses of administration,
or debts of the decedent. Section 303 of the Code relating to distributions in
redemption of stock to pay death taxes is a precedent for relief of this sort.

Very truly yours,
GrORoE V. POWELL.

CHARO rE, N.C., October 4, 1963.
Re tax-cut bill H.R. 8363.
Hon. B. EVERETT JORDAN,
U.S. Senate,
Washington, D.C.

DEAR SENATOR JORDAN: This bill, H.R. 8363, is not only a tax-cut bill-it is
also a reform bill. I believe the tax-cut bill should be just that and nothing else.
The reform measures take away in large measure the relief granted by the tax
cuts. Many of the reform features have been Included, I believe, for the sake of
making reforms; they have little bearing on revenue. Other reform measures
open the door a bit to further reforms at a later date; for instance, the proposed
tax on insurance premiums paid by an employer for group life insurance cover-
age in excess of $30,000, is a dangerous invasion on taxing fringe benefits. In
the next year or two the $30,000 will probably be dropped to $10,000 or $5,000
and eventually eliminated. The elimination of certain taxes as allowable de-
ductions is a step toward eventual elimination of all tax deductions and possibly
other deductions.
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On balance, I think this is still a bad bill, and the reform measures should be
eliminated. The bill, however, does contain these measures, hence I am sub-
mitting specific comments as follows:

SECTION 111. REDUCTION OF TAX ON INDIVIDUALS

Probably the first thing that the average taxpayer does when a tax cut is
announced is to check the Federal Income Tax Withholding Tax Tables to see
how much more take-home pay he will have in his pay envelope as a result of
the tax cut.

Now, let us look at some figures, see Exhibit "A" and "B" attached, and see
what will happen:

1. A married taxpayer with two children and an annual salary of $7,000, no
other income, would have a monthly withholding at present, 1963, of $66.20.
Under the proposed revenue bill, his monthly withholding in 1964 will be $55.20,
or an increase in take-home pay of $11 monthly, which represents a 16.62 percent
reduction in taxes. Then in 1965 under the proposed revenue bill, his monthly
withholding will be $51.50, or a further increase in take-home pay of $3.70 month-
ly for a total increase in take-home pay of $14.70 monthly or a decrease in taxes
of 22.21 percent as compared with present tax costs.

If this taxpayer files his return and uses the standard reductionn, his actual
tax liabilities will correspondingly decrease about 22.69 percent, thereby giving
said taxpayer a "true" tax reduction. However, if this same taxpayer files his
return and uses the itemized deductions, his actual tax liabilities will decrease
only about 18.10 percent, thereby giving the taxpayer only a "partial" tax
reduction.

2. A married taxpayer with two children and an annual salary of $14,000,
$300 of dividend income, would have a monthly withholding at present, 1963, of
$170. Under the proposed revenue bill, his monthly withholding in 1.964 will
be $141.70, or an increase in take-home pay of $28.30 monthly. which represents
a 16.65 percent reduction in taxes. Then in 1965 under the proposed revenue bill,
his monthly withholding will be $132.23 or a further increase in take-home pay
of $9.47 monthly. making a total increase in take-home pay of $37. 77 monthly,
or a decrease in taxes of 22.21 percent as compared with present tax costs.

If this same taxpayer files his return and uses the standard deduction, his
actual tax liabilities will correspondingly decrease about 18 percent, the 3
percent variance due to the insufficient withholding on salaries over $1,000 per
month, thereby giving the taxpayer a "true" tax reduction. However, if this
same taxpayer files his return and itemizes his deductions, his actual tax
liabilities will decrease only about 11.87 percent, thereby giving this taxpayer
only a "partial" tax reduction.

This revenue bill discriminates against the taxpayer who itemizes his deduc-
tions on his tax return. The bill is unfair and unsound in that while it reduces
the tax rates it also increases the taxable income and also reduces the allowable
deductions. It gives relief with one hand and takes away some of the same
relief with the other hand.

EXHIBIT A

Federal withholding tax Actual Federal tax
Taxpayer A, married, 2 children, $7,000 per annum Federal wihhldn t Aulera

Monthly Year Standard Itemized
deductions deductions

Year 163 -------------------------------------------- $66.20 $794.00 $780.00 $630.00
Year 1964 -------------------------------------- $55.20 $662.40 $662.00 $570.00

Supposed increase in take-home pay, 1964 over
1963 ------------------------------------ $11.00 $132.00 ------------.............

Actual saving in annual ta -------------------------------------- $118.00 $60.00
Expressed as a percentage (to 1963) -------------------- 16.62 16.62 15. 13 9. 52
Year i965 . . . . . ..-------------------------------------- $51.50 $618.00 $603.00 $516.00

Supposed increase in take-home pay, 1965 over
1964 ------------------------------------- $3.70 $44.40 ............

Actual saving in annual tax ---------------------.------------------------ $59.00 $54.00
Expressed as a percentage (to 1964) --------------------- 6.70 6.70 8.91 9.47
Total tax savings expressed as a percentage (1964 and

1965) ------------------------------------------------ 2"2.21 22.21 22.69 18. I
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EXHIBIT B

Federal withholding Actual Federaltax tax
Taxpayer B, married, 2 children $14,000 per annum,

$300 dividends
Monthly Year Standard Itemized

deductions deductions

Year 1963 --------------------------------------------- $170. 00 $2,040. 00 $2, 408. 00 $2,110. 04
Year 1964 --------------------------------------------- $141.70 $1,700. 40 $2, 114.50 $1,994.30

Supposed increase in take-home pay, 1964 over
1963 --- --------------------------------------- $28.30 $339.60

Actual saving in annual tax ---------------------.------------------------ $293.50 $115. 74
Expressed as a percentage (to 1963) --------------------- 16. 65 16.65 12.19 5.59
Year 1965 --------------------------------------------- $132. 23 $1,586. 76 $1,974. 00 $1,859. 60

Supposed increase in take-home pay, 1965 over
1964 --- --------------------------------------- $9.47 $113.64 ------------ .......

Actual saving in annual tax .-------------------- ---------------. .----- $140. 50 $134.70
Expressed as a percentage (to 1964) --------------------- 6.68 6.68 6.64 6.75
Total tax savings expressed as a percentage (1964 and

1965)-------- __--------- --------------- ------ 22.21 22.21 18.02 11.87

SECTION 201. DIVIDENDS RECEIVED BY INDIVIDUALS

The 4-percent dividend credit would be reduced to 2 percent in 1964 and re-
pealed in 19G5. At the same time the exclusion for dividends received from
domestic corporations would be increased from $50 to $100 effective in 194.
In the case of married couples filing a joint return, the maximum total exclusion
would be $200. This provision is not in the best public interest in that it is det-
rimental to the young investor seeking to share in American industry and also
it is detrimental to the elderly retired couple trying to live off their meager
dividend income as a supplement to the pension and social security payments.

Apparently the tax law writers lost sight of the fact that many a laborer and
clerk is also a shareholder in industrial companies these days. The bill at-
tempts to avoid being tainted as a "rich man's bill" by elimination of the 4-
percent dividend credit. Actually it is hurting a larger number of smaller tax-
payers than "rich" ones. In addition, it return to the "double taxation" con-
cept-corporate income is taxed in full and when dividends are passed on to
shareholders, the dividends are also taxed. It appears surprising that other
countries, such as Canada, are more progressive and intelligent in this respect
than the United States.

SECTION 202. REPEAL OF REQUIREMENT THAT BASIS OF SECTION 38 PROPERTY BE
REDUCED BY 7 PERCENT

This repeal measure is good and should be enacted. Nothing in recent years
has caused more unnecessary bookkeeing and confusion than the requirement
enacted last year to reduce the basis of property by the 7-percent credit.

SECTION 203. GROUP TERM LIFE INSURANCE PURCHASED FOR EMPLOYEES

This section is an invasion of fringe benefits. The bill intends to tax the
group term life insurance premiums paid by the employer for coverage in excess
of $30,000. The net amount of revenue to be gained by this section is estimated
by the Treasury Department at $5 million. This section appears to be a reform
measure for the sake of making reforms. And it puts a wedge in the door for
further tampering with this type of benefit.

If the attempt is to avoid having someone obtain free coverage of $1 million,
then a suitable formula could be applied, say, "not to exceed two times annual
earnings or $50,000 coverage, whichever is less."

The inclusion in income of the cost of insurance over $30,000 purchased by an
employer for his employee is a personal incentive atrophying measure. It tends
to limit insurance benefits for employees since It would require the employer
to withhold tax on this benefit. It is another phase in a philosophy that con-
tends our country's business managers cannot possibly be worth the compensa-
tion they are receiving. It is ironic because even the Government realizes that
It must offer higher rewards in order to get men qualified to lead this country.
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SECTION 204. INCLUSION IN GROSS INCOME OF REIMBURSED MEDICAL EXPENSES TO THE
EXTENT THAT THE REIMBURSEMENT EXCEEDS THE EXPENSES

Apparently the tax law writers believe that it is a pleasure to be sick and
that people actually go out of their way to devise a means of making money out
of illness. This is another reform for the sake of "reforming," as the Treasury
Department's own estimate of increase in revenue under this section is stated
to be negligible. Then why have it!

Under present law, insurance recoveries under health or accident insurance
policies are treated as reductions of the taxpayer's medical expenses and are
not included in gross income. But where a taxpayer has more than one health
or accident insurance policy and receives reimbursement for the same medical
expenses more than once, the bill wold require him to include in gross income
the amount by which the reimbursement exceeds the actual expenses. Since
when can pain be measured in dollars and cents.

This provision is more or less contrary to the goals of the present Federal ad-
ministration with its so-called program of medical care. Here a taxpayer is
being penalized by increasing his taxable income because he is being prudent and
carrying two hospital and/or surgical policies. The taxpayer is trying to main-
tain his proper station in life by providing ample medical coverage for himself
and his family and then he is penalized under this provision. This section
should be eliminated.

SECTION 207. DENIAL OF DEDUCTION FOR CERTAIN STATE, LOCAL, AND FOREIGN TAXES

This section is estimated by the Treasury Department to increase revenue by
$520 million. This proposal is a step toward eliminating all allowable deductions
of this nature in the future. It reflects the high cost of taxes on various items
and the greater tendency for taxpayers to itemize deductions rarther than using
a standard deduction. It penalizes the poor as well as the rich.

This provision would eliminate the deduction of certain State and local taxes
for Federal income tax purposes. No longer deductible would be the taxes on
gasoline, cigarettes, and tobacco, and alcoholic beverages. Also, nondeductible
would be the motor vehicle license plate fees, fees for driver' licenses, poll taxes,
and miscellaneous selective sales taxes. such as admissions taxes, and occupancy
or transfer taxes. Foreign taxes--other than real property and income taxes-
would also be nondeductible.

This provision is a costly item to the average taxpayer. Consider the tax-
payer, rich or poor who must use his personal automobile for transportation to
and from his work, especially where there is no public transportation available.
He could formerly deduct the gasoline tax, license plate feeg, drivers' license
fees and now these deductions are no longer allowable. This taxpayer wears
out a capital asset, his personal automobile, never being allowed charges for
depreciation, repairs, etc. This provision does not seem at all equitable.

SECTION 208. PERSONAL CASUALTY AND THEFT LOSSES

Under present law casualty or theft losses of nonbusiness property are de-
ductible in full by taxpayers who itemize personal deductions rather than use
the standard deduction. A new provision would limit the amount of the deduc-
tion for personal casualty or theft losses to the amount of each loss in excess
of $100.

Since the routine casualty is that cost of an automobile accident not covered
by insurance ($50 or $100 deductible) this virtually eliminates the casualty loss
deduction for most people.

Since casualty losses in these amounts probably effect the lower bracket wage
earner to a greater extent than the "rich" taxpayer it is difficult to conceive why
this section is included. The revenue gain by the Treasury Department is
estimated to be $50 million. What the tax law writers lose sight of is the
fact that this section will force car owners to purchase adequate coverage, there-
by taking away part of the money supposedly resulting from the tax cut. This
section should be eliminated.

SECTION 212. MOVING EXPENSES

The bill continues the rule that an old employee transferred to a new job
location does not have to report any reimbursement of his moving expenses as
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income. The bill gives him a deduction (even though he elects the standard
deduction) for nonreimbursed expenses.

Under old law, a new employee moving to a new job had to include reim-
bursements in income but received no deduction. While he'll still report the in-
come, the bill gives him a deduction on a parity with the old employee.

"Moving expenses" include only the expenses of moving household goods and
personal effects and the traveling expenses (including meals and lodging)
of the taxpayer and his family from the old home to the new Job location.

The trouble is that under the old law and proposed law "moving expenses" as
defined, do not include all the sundry types of expenses connected with a move
such as hotel expenses for he and his family while waiting to move into a new
home, certain allowances for curtains, carpets, etc., and other incidentals.
There is an area of definition which should be clarified. All moving expenses
should be allowed as deduction.

SECTION 214. EMPLOYEE STOCK OPTIONS AND PURCHASE PLANS

The present tax treatment of employee stock options is further restricted, the
principal additional restrictions being that (a) the stock when acquired must be
held for 3 years or more; (b) the option must not be for a period of more than
5 years; (c) the option price must at least equal the market price of the stock
when issued: (d) stockholders' approval for the options must be obtained: and
(e) the extent to which new options may be exercised when the old options
are outstanding is restricted.

The expected revenue effect is negligible.
Again this is a reform not having anything to do with the purpose of the bill,

the cut in taxes. The intent of this "reform" is to lessen management com-
pensation.

I do hope you find the time to give this bill serious study and consideration.
I know it will be difficult because of the mass of material to study and evaluate.
I trust the Senate can improve on the bill and make it a real tax-cut bill, if the
economy of the country warrants it. Personally I believe in living within
my means and I think the Government also should do it.

Sincerely,
HENRY J. DOHRMANN.

WAINSCOTT. LONG ISLAND, N.Y.,
October 10, 1963.

Hon. HARRY F. BYRD,
Chairman, Senate Finance Committee,
U.S. Senate, Wa.s'hington, D.C.

DEAR SENATOR BYRD: I have just learned from a radio broadcast that the
Senate Finance Committee will open hearings on the administration's tax bill
next Tuesday.

My special concern with this measure is H.R. 8000, which incorporates the
President's proposal of a 15-percent tax on purchases of foreign securities bought
abroad.

I admit to a personal interest in this tax as I have a substantial interest
in a Canadian asbestos mine, the market for which on the Canadian exchange
has all but frozen since the President first announced the proposal.

From an objective viewpoint, however, I feel quite certain that you consider
this tax not only as discriminatory but also as most damaging to our friendly
relations not only with Canada, but with Britain, Japan, France, and Western
Germany as well.

A number of responsible persons in the financial community testified against
this tax during the House hearings, and I hope they will do so again before
your committee. I shall watch the newspaper accounts of the hearings very
closely and hope that I shall find one day that your committee has rejected

H.R. 8000.
Sincerely yours. LUCILLE CARDIN CRAIN.
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THE AMERICAN CHAMBER OF COMMERCE IN JAPAN,

Tokyo, October 8, 1963.
Hon. HARRY F. BYRD,
U.S. Senate,
Washington, D.C.

DEAR SIR: The American Chamber of Commerce in Japan has studied witn
interest the testimony made before, and statements filed with, the Committee on
Ways and Means of the House of Representatives in connection with the pro-
posed Interest Equalization Tax Act of 1963 (H.R. 8000).

While we are opposed to this legislation for many reasons already stated in
previous testimony (and we have no intention to fill the record with repetitious
arguments), we would like to point out one detrimental aspect of the act which
may have been previously overlooked. This concerns the effect of the act on the
U.S. citizen living and earning money abroad, who, incidentally, while making an
immense contribution to projecting the American image abroad on a day-by-day
basis, has in recent years been the subject of much harrassment in the way of
adverse tax legislation in the United States.

The detrimental aspect of the act, as drafted, that may have been overlooked
is that the tax applies to a U.S. citizen, residing abroad, who purchases a non-
U.S. security from funds generated, in foreign currency, from his employment.
The purpose of the act is designed to stop the outflow of U.S. funds which may
eventually be used to deplete the U.S. gold stock. In the case mentioned, there
is no outflow of U.S. funds involved. To compound the error, in the case of a
U.S. citizen living in Japan, the act imposes a tax payable in dollars on a trans-
action carried out in a currency which, for many purposes, is a blocked currency.
This same situation do doubt exists in other countries.

We realize that there may be an administrative problem in drafting the act
to correct this situation as it would be difficult to determine the true source of
funds used to purchase non-U.S. securities in a case where the individual has
income in U.S. currency as well as in foreign currency.

As-
(1) The purpose of the act is not to raise revenue, arid
(2) The proposed tax has a much more severe effect on the individual as

compared to the possible effect on the U.S. gold supply resulting from the
outflow of a relatively small amount of U.S. funds that might be involved.

We would suggest, if for reasons of national policy the act has to be enacted,
that blanket exemption from the tax be granted to U.S. citizens resident abroad
or to those who can show that their cumulative earnings in foreign currency,
or some percentage thereof, exceed the funds used for the purchase of non-U.S.
securities.

In this same connection, it cannot be assumed that U.S. citizens living abroad
(some of whom are not even to this date aware of the implications of the Reve-
nue Act of 1962 which is already law) are currently informed on pending legis-
lation. Accordingly, it is entirely inequitable that they be subjected to the retro-
active aspects (July 19, 1963) embodied in the proposed bill.

We sincerely hope that the foregoing comments will be given earnest con-
sideration in further deliberations on H.R. 8000, "Interest Equalization Act
of 1963."

Yours very truly,
CARL H. BOEHRINGER,

Ea'eoutive Director.

CITIZENS COMMITTEE FOR TAX REDUCTION AND REVISION IN 1963,
Washington, D.C., October 8, 1963.Senator HARRY F. BYRD,

Chairman, Senate Finance Committee,
U.S. Senate, Wa8hington, D.C.

DEAR SENATOR BYRD: As a member of the Senate Finance Committee, we re-
spectfully call to your attention the attached resolution adopted by the Citizens
Committee for Tax Reduction and Revision in 1963, at its meeting in Washington
last week, urging favorable Senate action on the tax program this year.
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The citizens committee, which is composed of leaders in the fields of small busi-
ness, housing, labor, agriculture, education, aging, and welfare, was formed
earlier this year in an effort to win widespread acceptance and support for
enactment of the tax program.

We believe, as stated in the resolution, that if the tax cut fails this year, we
can expect an economic downturn and increased unemployment that can lead to
a recession in 1964.

While we agree that the Senate Finance Committee needs a reasonable period
of time to deliberate the tax bill, we urge you, as a member of the committee,
to expedite hearings in order that the Senate may take favorable action during
the present session.

Sincerely yours,
HOWARD R. BOWEN, Chairman.

Following is text of a resolution adopted by the Citizens Committee for Tax
Reduction and Revision in 1963-at a meeting in Washington, October 3, 1963:

"Whereas the tax bill as passed by the House of Representatives with over-
whelming support on September 25 is in general agreement with this committee's
statement of principles;

"Whereas we believe that needed economic expansion and increased jobs to
lower the high unemployment rate can only come through the long-range benefits
of a tax cut;

"Whereas we agree that the Senate Finance Committee needs a reasonable
period of time to deliberate the measure, we recognize that the current eco-
nomic upswing is to a substantial degree based on anticipation of a tax cut;

"Whereas we believe that if the tax cut fails this year, we can expect an eco-
nomic downturn and increased unemployment that can lead to a recession in
1964;

"We, therefore, reaffirm our support of the general provisions of the House-
passed tax bill and call upon the Senate Finance Committee to expedite hearings
in order that the tax program may be enacted into law during this present session
of the Congress.

MINNEAPOLIS, MiNN., October 10, 1963.
Hon. HARRy F. Bnw,
Chairman, Senate Finance Committee,
Senate Offlce Building, Wa8hingtoN D.C.
DFAR MR. CHAIRMAN: This letter is to express my views on three aspects of

the tax bill recently passed by the House of Representatives, which seem to me
to be discriminatory and highly improper.

1. The tax bill restores over a 2-year period full double taxation of corporate
earnings paid out as dividends. Other business-derived income is taxed only
once: Payroll and interest are deductions from gross revenue, and tax thereon
is paid only by the recipient. As a matter of economic justice, either all or part
of earnings paid out as dividends should be a tax deduction to the paying cor-
poration, or the tax on dividends received should be reduced.

2. I have not seen a copy of the bill; but in all published discussions of it that
I have seen, there has been no mention of taxation of the interest paid on bonds
issued by States or their governmental subdivisions. Such interest is free of
income tax under the present law. I thoroughly disapprove of this legal loop-
hole in theory; but I propose to crawl through it as long as it is to my advantage
so to do. I believe that the interest on such bonds should be subject to full
income tax; or if that is not politically feasible, at the very least the interest on
so-called revenue bonds issued after January 1, 1964, should be so taxed.

3. Under the present law, businesses organized as so-called cooperatives enjoy
a very considerable income tax exemption. I do not subscribe to the theory
that they are "not organized for profit." I believe that they are organized for
the profit of their owners, despite any legal definition to the contrary; and that
consequently their profits should be subject to the same tax or taxes imposed on
other corporations. After paying their proper share for the support of the Gov-
ernment, they may if they wish pay dividends on the basis of patronage instead
of investment. That is certainly their privilege.
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The Senate now has an opportunity to correct some or all of the inequities of
the House measure. I hope that they will at least give them consideration.

Yours very truly,
THOMAS C. WRIGHT.

CHICAGO, ILL., October 10, 1963.
DEAR SENATOR BYRD: I have received a thoughtful article in this month's

Monthly Economic Letter from First National City Bank, New York, in regard
to the tax bill presently under consideration in your committee. Entitled "The
Debate on Fiscal Responsibility," it contains what seems to be a pretty fair
analysis of the reaction of the business community to this bill. To quote a
passage or two:

"When reforms are enacted they should be required to conform to two acid
tests-do they simplify obedience to the law on the part of the tax-form-weary
citizen; do they enlarge the base of taxable income? These objectives got
lost in the welter of discussion of * * * new complications * * * the bill would
free around 1 million persons from paying any Federal income taxes at all
while adding to the burden of tax homework for tens of millions of others.
The controversial petroleum depletion allowances provide an illustration * * *
the Senate could save time, accelerate action, and spare millions of man-hours
of tax drudgery if it laid aside the reform package and simply enacted apnro-
priate rate cuts for January 1, 1964, and January 1, 1965. Simplifying, base-
broadening reforms could be tied to a later, third step of major rate reductions.
"* * * Many businessmen are inclined to support the bill * * * for all its faults
(it) would do a major job on income tax rates, including the higher rates

which deter people from seeking additions to their taxable income (i.e., invest-
ment) and induce them instead to seek out channels for avoidance (trusts,
foundations, and speculations)."

The brackets are mine. The statement goes on further to say, "Congress
needs to regain control of expenditures * * * but methods attempted are indirect
and ineffectual * * *."

Although I do not agree with everything in this statement, it does seem to
me a good idea not only to cut out the fat from Federal expenditures but from
congressional logrolling, such as those appropriations which benefit a relatively
small constituency or a pressure group. Might I suggest Vo-Ed as an example
here? (Why, for instance, do we need to train more persons to be farmers when
so many farmers no longer seem to be able to make a living in a "surplus" occu-
pation? On the other hand, assistance to students who desire to become scien-
tists and doctors seems to be not only sensible but an investment in our country's
future.)

I would send you the article itself, but this is my only copy. I do strongly
suggest that someone on your committee pick it up for you.

Sincerely,
Miss MARIAN WEBB.

THE CHICAGO BAR ASSOCIATION,
Chicago, Ill., September 5, 1963.

Re tax legislation to encourage voluntary disclosures.
Hon. HARRY FLOOD BYRD,
U.S. Senate, Washington, D.C.
My DEAR SENATOR: I have this day written to the Secretary of the Treasury,

on behalf of the Chicago Bar Association, to urge him to include in the legislative
program of the Department a proposal for the establishment of the voluntary
disclosure policy which was In effect administratively some years ago. The
American Bar Association last February adopted such a proposal and has
brought it to the attention of Congress. I enclose a copy of my letter to Secretary
Dillon which expresses the need for such legislation.
Our association requests you and your committee to give serious consideration

to this matter and, if appropriate, to include this proposal in your general tax
revision program.

Respectfully yours,
NORMAN H. NACHMAN, President.
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SEPTEMBER 4, 1963.
Re proposed tax legislation to encourage voluntary disclosures.
Ion. DOUGLAS DILLON,
Secretary of the Treasury,
Department of the Treasury,
Washington, D.C.
My DEAR MIR. SECRETARY: The Chicago Bar Association, through its board of

managers, acting upon the recommendation of the committee on Federal taxation,
has directed me to notify you that the association favors the adoption of legisla-
tion to grant immunity from criminal prosecution for tax frauds in the case of
taxpayers who make full and voluntary disclosures prior to the beginning of
any tax investigation.

You are of course aware that prior to 1952 the Internal Revenue Service, as
a matter of administrative policy, did not recommend prosecution in cases where
the taxpayer had made voluntary disclosure. Since 1952, the Internal Revenue
Service's position has been that even a true voluntary disclosure of a willful
violation will not, of itself, guarantee immunity from prosecution, although such
a disclosure will be taken into account, along with other factors and circum-
stances, in deciding whether or not to recommend prosecution.

The section of taxation of the American Bar Association has made every
effort to persuade the Treasury Department to reestablish the pre-1952 voluntary
disclosure policy. After it became appa rent that such efforts would not succeed,
proposed legislation on the subject was prepared by the section of taxation and
approved by the house of delegates of the American Bar Association at its
meeting in February of this year.

The reasons supporting a voluntary disclosure policy and legislation which
would reestablish it are well stated in the following excerpts from a report of
an advisory group appointed several years ago to assist a subcommittee of the
Ways and Means Committee in making a study of the administration of the
revenue laws (see progress report of the subcommittee dated Apr. 22, 1957,
pp. 70-71) :

"On balance, however, the advisory group believes that a soundly con-
structed voluntary disclosure policy should be a part of the Federal internal
revenue structure. Income tax evasion is a unique crime, in that our system of
self-assessment imposes peculiar temptations upon taxpayers, and in that this
self-assessment system affects millions of taxpayers widely differentiated as to
education, experience, intelligence, emotional stability, social consciousness, etc.
Hence, the Service already distinguishes among various cases and gradations of
income-tax crimes in determining which specific instances should be recom-
mended for prosecution and which should not. The advisory group believes
that a carefully drafted policy of voluntary disclosure would be of assistance to
the enforcement authorities in making the aforesaid distinctions. We submit
that voluntary disclosure prior to initiation of investigation in itself affords
an adequate justification for including the taxpayer's case among those which
are not to be recommended for prosecution. Such a policy could result in sub-
stantial collections of taxes, penalties, and interest from individuals who might
never be caught in the enforcement net, or who, if caught, might not be success-
fully prosecuted because of lack of sufficient evidence.
"There is the question whether a voluntary disclosure policy would be danger-

ous in that taxpayers might omit returns or file fraudulent ones in anticipation
of making a disclosure if and when detection of their fraud becomes imminent.
There is no evidence that the Service's prior voluntary disclosure policy either
did or did not increase the number of tax frauds while such policy was in force.
The advisory group believes that reinstitution of the policy will not have the
feared effect, provided (a) the policy is protected by fixed and definite stand-
ards establishing the cutoff event, occurrence of which will terminate the tax-
payer's hope of making a voluntary disclosure; and (b) the voluntary disclosure
mechanism is part of an overall policy of vigorous criminal investigations, like
those now underway" (progress report of the Subcommittee on Internal Revenue
Taxation to the Committee on Ways and Means, Apr. 22, 1957. pp. 70-71).
Accordingly, our association urges the Treasury Department to include in its

legislative program the American Bar Association proposal to grant immunity
to taxpayers who make voluntary and timely disclosures of their tax frauds.

Respectfully yours, NORMAN H. NACHMAN, President.
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PHOENIX MUTUAL LIFE INSURANCE CO.,

Hartford, Conn., September 10, 1963.
Senator NORtRIS COTTON,

Senate Office Building,
1W'ashington, D.C.

DEAR SENATOR CoTTo N: Attached is a copy of H.R. 8363 concerning interest
deductions on debts incurred to purchase or continue life insurance contracts.

My company is one of the many companies which have available, policies with
cash values which may be borrowed at the policyholder's discretion, for what-
ever purpose he desires. This is his right, even as it is his right to borrow on any
other asset he may own.

I am in complete disagreement with H.R. 8363 for the following reasons:
1. The bill discriminates against the purchaser of life insurance who has to

borrow to pay premiums, as it places no restrictions on those who borrow to
buy stock, mutual funds, real estate, or any other tangible item.

2. Many persons borrow to buy life insurance in all its forms, including term.
Others borrow to pay future premiums or to use the money for other purposes.
One-hundred and thirty-four million Americans own life insurance. Approxi-
mately 10 percent, or 13 million, have outstanding loans at all times. Why do
we propose to penalize those who pay over $100 in interest to keep a policy
in force?

3. Life insurance companies pay an Income tax on investment income which
includes the interest on loans. In 1962. outstanding loans in the United States
amounted to $6.2 billion, at an average net return of 4.34 percent.

The proposed provision cannot help but reduce the outstanding loans and
interest earnings. Result: lower taxes paid by the insurance companies.

4. An estimated $5 billion of insurance (out of a total of $79.4 billion) was
purchased in 1962 with borrowed funds. The proposed bill will virtually elini-
nate this market to the detriment of the insured's family and the life insurance
salesmen involved.

5. The preceding sales in 1962 provided the following approximate taxable
incomes:

Millions
Agents' estimated commissions -------------------------------------- $75
Managerial estimated override --------------------------------------- 18
Home office estimated interest income --------------------------------- 5

This taxable income will be severely curtailed if interest deductions are not
available.

6. State taxes on premiums, $301 million in 1962, will reduce if this avenue
of sale is closed.

7. Life insurance does more to protect our citizens against economic disaster
than any other private media. In 1.962, over $9.3 billion in benefits was paid out
to policyholders, their families, and other beneficiaries. Does this make us
subject to discriminatory revenue regulations?

8. One asset of life insurance is its emergency fund value. I can withdraw
cash values as I need them and repay at my convenience. If I want to retain
my insurance, I must pay interest. I have used such values many times and
I dislike the idea of having to divulge to Internal Revenue the use to which I
put such funds, before they will let me deduct such interest as an expense.

If you own life insurance on which you have made loans, I am sure you, too,
must feel that such loans are nobody's business but your own and should not be
subject to scrutiny.

I sincerely believe that the estimated $10 million in revenue gain will be more
than offset by the tax losses incurred through the reduced incomes of the life
insurance agency force.

I do hope you will see fit to give careful scrutiny to this provision and that
You will vote against its inclusion in the 1963 tax recommendations.

Sincerely,
ALVIN H. POLLEY, Jr.,

Regional Vice President.

24-532-63-pt. 2--11
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THE ESBEC CORP.,
CHEMICAL SPECIALTIES DIVISION,

Stamford, Conn., October 14, 1963.
Subject: H.R. 8363.
Senator HARRY F. BYRD,
Chairman, Senate Finance Committee,
Senate Office Building, Washington, D.C.

DEAR SENATOR BYRD: The objectives of H.R. 8363, covering proposed reduc-
tions of personal and corporate income taxes, are very laudable, and we are
in full agreement with them. There is one area, however, where we sincerely be-
lieve a change should be made in the House version.

This has to do with the really small businesses throughout the country, whose
business is expanding (which means expanding employment), but whose only
source of additional working capital is retained earnings.

True, 11.R. 8363 contemplates an overall reduction of 8 percent on the first
$25,000 of net profits. But a saving of $2,000 doesn't go very far in the financing
of expanding sales.

Furthermore, the proposed reductions seem to be far more helpful to large
corporations than to small ones.

For many years, we have been hearing a lot about what the Federal Govern-
ment is doing to help small business. Possibly this assistance may be really
meaningful to large 'small businesses" (those with 200 to 250 employees), but
what about hundreds of thousands of struggling businesses with 25, 50, or even
fewer employees ?

Those are the ones (and we are among them) who really need some tangible
help in the form of tax relief.

I suggest that it would be far more equitable if cori)orate income taxes were
graduated as personal taxes are: with a minimum on which no tax would be
due, and a graduated scale from zero to 22 percent on incomes up to $25,000.

With such a start, the business with more than $25,000 net, before taxes,
could easily afford to pay the surtax.

Favorable action on this suggestion will enable tens of thousands of businesses
to grow rapidly. And, as they grow, they will be able to absorb more and more
of the unemployed.

I sincerely hope that you and your colleagues will act favorably on this sug-
gestion.

Yours very truly,
MORRIS S. SHIPLEY, President.

HARRIS INTERTYPE CORP.,
Cleveland, Ohio, October 14, 1963.

CHAIRMAN AND MEMBERS OF COMMITTEE ON FINANCE,
U.S. Senate, Washington, D.C.

GENTLEMEN: It is our understanding that section 214, revenue bill of 1964
(H.R. 8363), as recently passed by the House of Representatives, would, if
enacted in this form, radically change the treatment heretofore accorded em-
ployees' stock options and that It Is proposed that such changes be made retro-
active to options granted after June 11, 1963.

In this connection, we strongly urge that any changes in the treatment of
stock options not be made retroactive since we believe that such action would
cause undue complications and serious inequities. In support of this belief, we
wish to call your attention to the following situation which prevails at our com-
pany and which no doubt is generally typical as to many other companies.

Our company has in effect a stock option plan which was adopted by share-
holders in 1959. The plan provides that options may be exercised over a 10-year
period and that the option price shall be not less than 95 percent of the fair
market value at time of grant. The plan also contains other provisions which
assure that options granted under the plan qualify as restricted stock options
under present section 421 of the Internal Revenue Code.

From time to time, options have been granted pursuant to this plan, including
four options granted subsequent to June 11, 1963. Two of these four options
were granted to new employees as a condition of employment. These options
were granted in good faith, pursuant to a plan approved by shareholders, and
at the time of grant they qualified as restricted stock options under the Internal
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Revenue Code. The revenue bill of 1963 would retroactively disqualify these
options as restricted stock options. In addition, the proposed legislation does
not contain any provision permitting without adverse consequences the amend-
ment or modification of options granted after June 11, 1963, in order to qualify
them under the new requirements. Thus, if the revenue bill of 1963 is enacted
in the form passed by the House of Representatives, these options granted by
our company would be neither "restricted stock options" nor "qualified stock
options" under the new requirements and, for practical purposes. there would
be nothing that we could do to remedy the situation. This would mean that
the employee option holders would have ordinary income in the year the option
is exercised equal to the spread between the fair market value of the stock and
the option price therefor at the date of exercise. Correspondingly, our coml)any
would have an income tax deduction for that same year in that same amount.

When our company's plan was approved by the shareholders and when the
options were granted, it was intended that our company obtain no income tax
deduction with respect to the options but, by the same token, that the employee
option holder not have taxable income upon1 their exercise. Application of the
new requirements retroactively would frustrate this intvntion, and would place
our company in the position of virtually defaulting on its agreement with em-
ployees who received options subsequent to June 11, 1963. This would create a
serious company-employee relations problem.

We therefore respectfully re(luest your consideration of the complexities and
inequities which would result from retroactive changes in stock options already
granted, as proposed in the revenue bill of 1963.

Very truly yours,
F. C. SZUTER, Abcrctarj,.

WALLA WALLA, WASM., October 3, 1963.
Senator WARREN G. MAGNUSON,
Sciate Offlce Building,
lash ington, D.C.

DEAR SENATOR MAGNUSON: In view of our substantial work in the pension
trust and insurance financing field, we have made a study of certain provisions
of the new tax bill which was passed recently by the House of Representatives.

As you are no doubt aware certain sections of this limit drastically the use
of financed premium payment insurance programs, except perhaps where cer-
tain deductions may be taken as business expenses. Since this would seem to
seriously limit the use of ordinary life programs (as compared to temporary
term insurance), the various associates which we have in these fields have
asked us to correspond with you and the Senate Finance Committee in opposi-
tion to these sections and to determine what might be possible in having them
stricken from the final bill.

From your study of these matters I am sure that you are aware that this
basically amounts to discrimination against life insurance as collateral, and
the point whether it is after several years of premium payments or as an initial
matter seems to be relatively immaterial. It will have the further direct effect
of emphasizing temporary term insurance which is certainly inflationary in na-
ture by discouraging the use of cash value life insurance as a media for long.
term thrift. Furthermore, even on personal income tax returns and calculations,
the ordinary citizen (even as compared to business people and business deduc-
tions generally) are entitled to deduct interest paid on a multitude of different
types of obligations. An interest deduction on life insurance loans would under
the present provisions referred to be discriminated against in a marked fashion.

I would very greatly appreciate when you have an opportunity from your
busy schedule to have an additional copy of this bill as I have loaned mine out
for other parties to use and also your comments as to what efforts we might
Put forth in opposition to the particular provisions mentioned. If you desire
additional statements more in the nature of a legal brief on this matter, I would
be happy to submit something if It will be in sufficient time to be of affect with
the Senate Finance Committee.

Very truly yours,
PAUL 1& ROESCH, Attorney at Law.
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DREXEL HILL, PA., October 14, 1963.Bon. HARHT F. BYRD,
Chairman, Senate Finance Committee,
Washington, D.C.

DWrr SENATOR BYRD: Permit me, if I may, to file with your committee the
following objections as a taxpayer to H.R. 8363 "A bill to amend the Internal
Revenue Code of 1954." My objections refer to the following provisions of
the bill:

DIVIDEND CREDIT AND EXCLUSION

The bill would deny, after the passage of time, the present 4-percent dividend
credit against the taxpayer's Federal income tax liability. It would also modify
the amount of tax-exempt dividends. I am sure, my dear Senator, you appreci-
ate that there are many thousands of people in this country whose income con-
sists of dividends from securities and whatever they may realize under the old.
age benefits tax.

These people need help and one way that they received it was through the
route of the dividend credit. Now they are going to be deprived of that credit,
hence increasing their tax liability, and I don't think it is proper that this
credit should be taken away from them. After all, the Congress of the United
States installed this credit several years ago to try to eliminate what was referred
to as double taxation-one tax on the earnings of the corporation that paid the
dividend and a second tax on the dividend recipient. I am sure there must be
other ways of providing for additional revenue that this denial would produce
without depriving many thousands of people of money to maintain them and to
provide them with the necessities of life.

DENIAL OF DEDUCTION FOR CERTAIN STATE, LOCAL, AND FOREIGN TAXES

This section of the bill denies to a taxpayer the right to deduct the following:
State gasoline taxes.
State alcoholic beverage taxes.
Taxes imposed upon tobacco.
Autos and drivers' licenses.
Admissions taxes.

I don't think it is proper that the Congress of the United States should deny
a deduction for State gasoline taxes. After all, an automobile is no luxury, it
is an absolute necessity today, and any tax that is Imposed upon us, and they
amount to a great deal at the State level, should be allowed for Federal income
tax purposes. The companion to this tax is the license plates for the auto-
mobile and the drivers' licenses. I would set forth the same reasoning to cover
these two taxes that I have already expressed regarding gasoline taxes.

I am not too concerned about the alcoholic beverage tax or the tobacco tax:
if it is the wisdom of Congress to take those from us I will go along. As far as
the admissions tax is concerned, It doesn't amount to a row of ping anyway.

I sincerely trust that the Senate Finance Committee, under your guidance,
will restore these credits and deductions for taxes that I have mentioned in this
letter. I am sure that all of us want to assume our fair burden of taxation but
I don't think the individuals who are In the lower brackets, or for that matter
any other bracket, should be denied these deductions. Goodness knows, we
don't get that much in the way of deductions that the revenue of the United
States is going to be seriously harmed.

As far as bill H.R. 86 Is concerned, my feelings are there shouldn't be any
tax bill unless there is a decided cut in Federal expenditures equal to the los
in revenue from this tax bill. After all, the time is long past when there should
be a genuine effort to cut Government expenditures.

Sincerely,
JOHN MCFARLAND.

CAT RPILLAR TRACTOR Co.,
Peori, Ii., October 9, 1963.

Hon. HARRY FLOOD BYRD,
Be~ate Ofl!oe BmuAMng,, Waahingto D.C.
DEAR SENATOR BYRD: One of the major hazards to maintenance of a good busi-

ness climate Is uncertainty. Whether it need be such a hazard is debatable, but
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there apparently are many who feel that in the absence of a reasonable degree
of certainly they should not act. And this seems to be largely true, even when
the matter In doubt is one of possible benefit with nothing more to fear than a
continuance of the status quo.

That. I believe, is the position into which we are moving on the matter of
tax reduction-now, later, or never. I would, accordingly, respectfully urge the
members of the Senate Finance Committee, on their part, to have the matter
resolved at the earliest time possible. If there is to be a tax reduction, the
desired stimulant might then be given impetus in time to be effective before
it is too late (for the short-term purpose). If there is to be no tax reduction,
then the sooner business and personal planning is adjusted to that disappoint-
went the sooner we will find a climate which has at least the numbing stability
of a permanent handicap to investment enterprise.

Whether there is to be tax reduction or not, governmental expenditures should,
(if course, be kept to a minimum-and I appreciate that the members of the
Finance Committee are even more responsible than others on that score. But
if there is to be no tax reduction, then some other means will have to be found
to encourage that kind of investment which will produce more tax revenues at
lower rates, more domestic jobs, and more exports. I, myself, have been unable
to find any such other means-and this has led me to favor tax reduction as
quickly as possible. If you should find yourself in such an unfortunate predica-
ment. I hope that you, too, will favor the only kind of action which seelns to
be available at this time. viz., tax reduction. Inaction will cure nothing and
achieve nothing. Time alone cannot possibly be a _itisfactory answer to the
problems which lie ahead of us.

In the ordinary course, I happen to he one who would le happier in a state
of affairs where governmental action was seldom necessary. In the present
instance, however, I feel that the matter is largely one of facing up to a situa-
tion which is becoming increasingly dangerous. Taxes have reached levels
where they inhibit risk taking, job creating, wealth producing investment, and
the only course of action which seems constructively possible now is surely one
which recognizes the error of our ways-and corrects it.

That, I believe, is the essence of the democratic process. It was never held
that a majority would necessarily be right-but only that, after a while, a ma-
jority would probably have the wisdom to recognize wrong-and then act accord-
ingly. Tlat time, I believe, is here now.

Yours respectively,
W. BFACKIE, President.

D. A. SARGENT & CO.,
Oakland, Calif, October 14, 1963

Re proposed Revenue Act of 1963, inherited property.
SFNATE FINANCE COMMITTEE,
Washingtoi, D.C.

GENTLEMEN: As certified public accountants representing many small busi-
ness firms over the past 40 years, we have seen the heirs experience enough
difficulty to keep the business afloat paying the inheritance taxes, Federal and
State, without having to pay a capital gains tax. Any provisions which would
tax unrealized income would cause a much further drift of small businesses
being forced to merge with larger concerns. The trend is fast enough without
an impetus of this nature.

As we see it, there is no justification for increasing the value of the surviving
spouse's interest either through the marital deduction devices or as a result of
community property holdings. Such increment unjustifiably escapes capital
gains tax as well as escaping estate taxes.

What happened is that quite a few years ago resident of noncommunity
property States desired the community property benefits of split income, etc.,
without the penalties inherent in the community property system.

For your information the California State Legislature recently adopted a
provision whereby the surviving spouse's share of community property does not
get a stepped-up basis but retains its original cost. This same plan should
produce substantial revenues and would be more equitable than the provisions
Which have been advanced by the Treasury Department.

Sincerely yours,
D. A. SARGENT,

Certified Pubiio Aooountant.
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HOWELL & SECREST,

Indianapolis, Ind., October 8, 1968.
Hon. HARRY F. BRYD,
Senate Office Building,
Washington, D.C.

DEAR SENATOR BYRD: It appears that it is now the Senate's turn to review
the $11.5 billion tax cut which the House has adopted.

For a number of years I have been interested in Federal income taxes and
when this new bill was introduced I wrote to Senator Hartke concerning an
aspect of tax collection procedure which I feel should be made a part of this
piece of legislation. I am enclosing a copy of my letter to Senator Hartke, a
reply from Under Secretary of State Surrey and a reply to this letter.

I would appreciate your committee giving consideration to the insertion of
an amendment which would permit taxpayers to recover their legal fees when
they are successful in their efforts in connection with a tax matter. I can
cite you an example wherein just recently the Government asserted a deficiency
of approximately $75,000 against the taxpayer on a matter concerning con-
structive dividends. There were several circuit court cases supporting the
taxpayer, yet this particular taxpayer was forced to defend his position in the
tax court. After trying the lawsuit the tax court sustained the taxpayer's
position, yet the taxpayer must pay legal fees for services rendered over a
period of 4 years. In my humble opinion the lawyers should not suffer because
the Government takes the position that cannot be sustained in court, and it
hardly sense fair that the taxpayer should have to spend huge sums of money
in order to defend a position which has already been litigated.

I am sure that many taxpayers pay taxes that are not legal because it is
cheaper to pay the tax than it is to litigate the matter.

I wish to express my sincere appreciation for any consideration you might
feel is warranted in this connection.

Very truly yours.
LESLIE E. HOWELL.

APRIL 10, 1963.
Hon. VANCE HARTKE,
Sen ate Office B u ild ing,
Washington, D.C.

DEAR VANCE: You have very successfully in the past "championed" the rights
of the great mass of the people. Having embarked on this course as a means
of helping people, I wonder if you have ever given consideration to the possi-
bility of helping a great many taxpayers. I am sure, if you were able to help
them, nothing would endear them to you more than giving them some help in
their controversies with the Internal Revenue Service.

We currently have pending in the Congress a rather substantial tax program
and, as a part of that program, you might want to consider a possible provision,
which would hell) a great number of taxpayers. You are no doubt well aware
of the fact that the tax caseload has increased enormously in the last 10 years
and the probabilities are, with more contemplated tax laws, there will continue
to be greater caseloads. Everywhere taxpayers are forced to defend their
rights and, in a good many cases, at the expense of the Government establishing
a principal. These taxpayers are spending thousands of dollars which they
otherwise would not be required to spend. While I am not criticizing the Gov-
ernment in the administration of the Internal Revenue Code, I am of the
opinion that the "learning" process which the Government is forced to go through
in order to establish standards for enforcement of the tax laws is at the expense
of the taxpayers. This really constitutes a double expense because the tax-
payer must not only pay for his own costs in connection with processing or

defending litigation, he must also pay the salaries of the Internal Revenue
Agents and increased personnel which is being required because of the greater

caseload. Now this seems like an undue burden to place upon a taxpayer who
is willing to pay his taxes, but who doesn't want to be "put upon," and who is
required to follow the statutes as written by Congress.

We have one other factor which needs to be considered, and it is: As the

number of people in the Internal Revenue Service grows, we are bound to get
some agents who either are not competent and cause the taxpayer to incur

unnecessary expense, or, in an organization the size of the Internal Revenue

Service, there are bound to be unscrupulous agents, Just as there are unscrupi-



REVENUE ACT OF 1963 611

lous attorneys and doctors and businessmen, who will cause the taxpayers to
incur expenses. As you well know, Vance, the cost of "justice" is expensive.

I am, therefore, suggesting that, if you were to "champion" a provision in the
current tax reform law to the effect, that the taxpayer would be reimbursed
for costs in any tax litigation which he was forced to litigate and which he is
successful you would make a tremendous number of friends.

As a U.S. Senator you are no different than other businessmen. You need
research and ideas to carry on your activities, and I hope this little idea can
grow to give you some stature and weight.

I remember very well, one time when I saw you at a banquet you shook hands
with me and said: "Well, Les, as usual you are too late with too little." I hope
I can make more of a contribution in the next go-around.

I would be interested in your reaction to this proposal.
I was, of course, pleased to note that your daughter who is now attending

Indiana University was chosen to represent the university and was able to make
a trip to Washington.

With kind personal regards, I am,
Sincerely yours,

LESLIE E. Howi,: rL.

TREASURY DEPARTMENT.
Washington, D.C., July 1, 1963.

Hon. VANCE HARTKE,

U.S. Senator,
Washington, D.C.

DEAR SENATOR HARTKE: This is in reply to your letter of May 10, 1963, regard-
ing a legislative proposal recommended by Mr. Leslie E. Howell, Indianapolis,
Ind., which would permit a taxpayer to be reimbursed for costs in any tax
matter which he is forced to litigate and with respect to which he is successful.

Mr. Howell did not specify what "costs" he had in mind. However, if he
is referring to court costs in litigation against the ITnited States in a U.S. district
court or in the Court of Claims, this matter is already covered by 28 U.S.C.,
section 2412(b), which provides:

"In an action under subsection (a) of section 1346 or section 1491 of this
title, if the United States puts in issue plaintiff's right to recover, the district
court or Court of Claims may allow costs to the prevailing party from the time
of joining such issue. Such costs shall include only those actually incurred
for witnesses and fees paid to the clerk."

Under this statutory provision, such items as fees for filing notices of appeal
and certifying transcripts, court reporter fees, and amounts paid for printing,
photostatic copies of papers, and appeal bonds have been assessed against the
Government.

With respect to the Tax Court of the United States, there is no statutory
provision for recovery of court costs by a prevailing taxpayer. Therefore, the
Tax Court has no authority to award such costs. However, the actual court
costs to a taxpayer in a Tax Court proceeding are normally quite modest, unless
the taxpayer incurs substantial fees with respect to his own witnesses. The
filing fee, for instance, is only $10.

If Mr. Howell is referring to costs other than those paid into court with
respect to the litigation, such as attorney fees. there is. of course, no provision
under existing law for compensating a taxpayer for these amounts, even if the
taxpayer ultimately prevails in his position. As you may know, it has been the
traditional rule in American jurisprudence that each party -to a suit retains
and pays his own counsel, regardless of the outcome of the action. There are
certain very narrowly defined exceptions to this general rule, usually provided
by State statutes. Some of the State statutes authorizing payment of the
winning party's attorney fees as costs have been held unconstitutional as denying
the losing party due process of law. Those which have been held constitutional
are usually restricted to those cases where the losing party has been stub-
bornly litigious or motivated by bad faith.

When the Internal Revenue Service challenges a taxpayer's return or claim
for refund, the Service's position is based upon its interpretation of the applicable
law, arrived at by reference to the statutes. regulations, and rulings. The Na-
tional Office of the Service maintains close contact with the various field offices
in order to insure uniformity in the application of the law. Furthermore, the
reports of the revenue agents who examine taxpayers' returns are subject to



612 REVENUE ACT OF 1963

careful review through administrative channels. Before the Service litigates a
matter in the Tax Court, its position is subject to further review by the Office
of the Chief Counsel and the Regional Counsel, where the taxpayer resides. In
refund suits before the U.S. district courts or the Court of Claims, or in appellate
cases, the Department of Justice becomes chiefly responsible, with assistance
from the Office of the Chief Counsel.

Even with this careful review of the Service's position in litigation, there are,
of course, cases in which the taxpayer prevails. In some instances, the Services
position on a particular issue will be upheld in one forum and not ill another.
Even where a negative result can be predicted in a particular forum, the Gov-
ernment is sometimes forced to litigate its position to insure uniformity in the
administration of the revenue laws. The Government does not litigate in bad
faith, nor can its positions be characterized by being stubbornly litigious. Thus,
if the Government were to be required by law to pay a taxpayer's attorneys,
the Government would be subject to a harsher rule than private litigants.

It should also be pointed out that a taxpayer may deduct the costs of his
attorney's fees which are incurred in tax Litigation from his gross income for
Federal income tax purposes, thus giving him substantial relief whether he wins
or loses. To be entitled to this deduction for attorney's fees, it is not necessary
that the controversy proceed to litigation.

Furthermore, if Mr. Howell's suggestion were carried to its logical conclusion,
it would provide that in those cases in which the Government prevails, the
Government should be entitled to recover its costs of preparing the case for
trial. If this extension were not adopted, the Government would be required
to pay two legal fees in the eases in which it loses, whereas, if it prevailed, it
would still be required to pay its own litigating costs. Since such a result
would be inequitable, it would he necessary to incorporate into the proposal
which Mr. Howell suggests, a provision which would enable the Government to
recover its litigating costs in actions in which it prevailed. However, imposing
the danger of being forced to pay additional legal fees if he did not prevail
would act as a deterrent to small taxpayers bringing suits to determine whether
the Government's assessment of tax liability was proper. It is felt that such a
threat would be an unreasonable deterrent to the bringing of tax actions.

It is hoped that the foregoing will provide you with the necessary information
to reply to Mr. Howell's inquiry. If not, please do not hesitate to call upon
us for further information.

Sincerely yours,
STANLEY S. SURREY, A.ssistapt Secretary.

JULY 25, 1963.
Hon. VANCE HARTKE,
U.S. Senate, Wa8hington, D.C.

DEAR VANCE: I appreciate your sending me the copy of the letter which you
received from Stanley S. Surrey, Assistant Secretary, U.S. Treasury Department.

Mr. Surrey, in the last paragraph on page 1, attempts to compare rules pre-
vailing in litigation where two parties are involved as against the situation
where the taxpayer is proceeding against the Government to get money back
which has been erroneously paid. Such a comparison in my opinion is not
proper since the taxpayer pays the Government anyway. Mr. Surrey, on page
2 in the second paragraph, shows that the Government sometimes litigates its
position and forces the taxpayer, who happens to live in a favorable tax climate,
to spend money in order to protect his rights.

It's this very type of forced litigation that in my opinion is wrong from the
small taxpayer's standpoint, and, further, I know of several taxpayers, and
I am sure there are thousands of taxpayers, who pay tax bills knowing full well
they are being assessed illegally but who cannot afford to litigate the question
because of the legal fees involved. The statistics, which could be gleaned
from an investigation would show the amount of money the Government collects
In this manner, in my opinion, would be astounding. Mr. Surrey, on page 2 of
his letter, states many procedural safeguards which "theoretically" should pro-
tect the taxpayer, but again I can tell you, Vance, In practice It doesn't work
this way.

Mr. Surrey further points out that If my suggestion were carried to its logical
conclusion, the Government should be reimbursed for the costs it pays in
preparing for trial.
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First of all, Vance, the taxpayer is paying the bill anyway. and it is the
position of the Government lawyers that they do not care whether suit is filed
or not. Their salaries go on, as do the other expenses. ,Secondly, the U.S.
Supreme Court has held the 50 percent fraud penalty in a way of reimbursing
the Government for its cost of investigation and litigating cases. So we do
have a provision where the Government is reimbursed for its cost of investigating
and litigating tax suits, but the "poor taxpayer" is not.

Mr. Surrey states that having to pay additional legal fees, if he did not
prevail, would act as a deterrent to small taxpayers bringing suits. I would
certainly agree with this conclusion. I am sure, if Mr. Surrey were to investi-
gate this situation, small taxpayers do not now bring many tax suits where
they have legitimate tax claims because they cannot afford to pay their own
lawyers and accountants legal fees even though they are right.

I appreciate being heard in this matter, Vance. This has been a problem
that I feel in my long practice of tax law has been a real problem. Today the
doctors get paid by way of hospitalization and other medical insurance. We
know that death and taxes go together, so I suppose taxes are just as bad as ill-
ness. It hasn't always been the situation that taxes affected so many people
at such a prohibitive cost.

Very truly yours,
LESLIE E. HOWVELL.

BIRMINGHAM, ICI[., October 11, 1963.
Senator HARRY F. BYRD,
Chairman, Senate Finance Committee,
Senate Office Buiding, Washington, D.C.

DEAR SENATOR BYRD: This is to urge your careful consideration of the tax bill,
H.R. 8363, that Is now before the Senate Finance Committee. Aside from the
fact that taxes are extremely high, does not overshadow the importance of "how"
taxes are to be reduced. I feel that a thorough analysis of some of the pro-
visions contained in H.R. 8363 is in order that would result in the actual realiza-
tion of the goal we are all working toward-an expanded economy. This, in my
opinion, can only come about if the Senate takes the opportunity to make the
improvements required in the bill as it now stands.

Being in the manufacturing industry, it is hoped that this time the Senate will
not change the investment credit allowance provision, as this is most important
toward the purchase of new machinery that we must have to keep up to date and
confident in the ever-increasing competition of world markets. The amendment
added to this section in 1962 was, from firsthand experience, not good for the
economy, the place I work, or for me.

Isn't this bill, H.R. 8363, while reducing everyone's taxes, at the same time
actually increasing the proportionate share of the overall tax burden on the
middle Income group? This, to me, seems grossly unfair in that the tax load
borne by this group is already way out of proportion and should not be in-
creased.

Another portion of this bill that I oppose, because of its discriminatory shad-
Ing, is the idea of taxing employer premium payments on group term life insur-
ance over $30,000. I can see not intelligent justification of such taxation. The
table of age brackets as set up by the law will only make it increasingly difficult
on a person as he gets older. In addition, the small amount of money to be
gained by the Government could never offset the cost and time required of a
company to keep Its records while withholding the amounts involved.

I further oppose that section of H.R. 8363 that would eliminate the 4-percent
dividend credit allowance. I'm sure this would tend to discourage investment-
to reach the goals of an expanded economy, investment should be encouraged.

The reduction of business taxes is, without a doubt, something that has been
needed for quite some time-thus allowing extra capital for expansion, invest-
ment, etc. But the phase of this bill that deals with the acceleration of cor-
porate tax payments has a tendency to defeat the very purpose of its Intent.

Available cash from a tax reduction, if it were used for an expansion program,
could not be considered an advantage if at the same time a company's tax pay-
ments are to be paid off in a shorter period of time, thereby increasing the
amounts due.



614 REVENUE ACT OF 1963

To conclude-realizing, as you must, the importance of this tax reduction legis.
lation and its passage through the Senate, I urge you to support H.R. 8363, but
consider the necessary alterations to make this a fair and workable bill.

Sincerely,
D. W. LYSETT.

KNOXVl'LLE, TENN., October 15, 1963.
Hon. HARRY F. BYRD.
Chairman. Senate Finance Committee,

014 Senate Office Building, Washington, D.C.
DE.kR SFNATOR BYRD: For a number of years I, along with many other Rohm &

Haas employees, have participated in a noncontributory pension plan with the
company paying the entire cost of the plan. Along with this pension plan the
company provides a group term life Insurance policy. Here again the premium
on this policy is paid by the company.

I am writing to you to register my strenuous opposition to the President's
proposal that individual employees be taxed on the amount of any permium which
will provide death benefits in excess of $5,000 under the group term life insurance
and to what we understand to be the committee's tentative decision to tax the
amount of premium providing death benefits in excess of $30,000. I am the
father of eight children and very frankly with the taxes that I have to pay to
the State, the Federal Government, the county, and the city, the burden is ex-
tremely oppressive.

The experts tell me that the amount of revenue the Government would derive
from such taxation would be negligible compared to the cost of administering
such a program and compared to the injury that such a program would do to
those who can least afford it. I realize the Government needs money to operate
and realize fully my obligation as a citizen. With the billions that seem to be
endlessly expended for various projects, however, I earnestly urge that you, as
our representative, point out to some of the spenders in Government that there
is a time "when the well runs dry" and that regardless of all the Federal money
that is so loftily dispensed, the average man is beginning to realize that there is
no such thing as "a free luneh" and that this money is coming out of his pocket.

I have been a supporter of yours for a number of years. I have approved and
enjoyed your resistance to some of the irresponsible schemes that our so-called
liberal politicians promote. I would deeply appreciate it if you would look
closely into this matter and while I know you are but one in a large body.
someone has to start our Government back on the road to fiscal sanity.

I hope you will earnestly consider this letter and use your not inconsiderable
influence to bring about the defeat of such a measure.

Very truly yours,
S. J. MACDONALD.

OSBORN & OSBORN.
Jonesboro, Ark., October 15, 1963.

Re revenue bill 1963.
Hon. HARRY BYRD,
Chairman, Senate Finance Committee,
U.S. Senate, Washington, D.C.

DEAR SENATOR BYRD: Although I doubt that you have the time to study this
letter, or that it will accomplish much, I feel professionally obligated and duty-
bound for sake of country to direct it to you.

As a professional I was much concerned with the Revenue Act of 1962, and
further frustrated by the proposed Revenue Act of 1963. The administration has
left the world of realities-the ever-increasing addition of complex burdensome
law will ultimately destroy the law itself.

The current position of the courts and Internal Revenue Service on matters
dealing with the taxpayer, and good accounting principles, frighten me.

I wish to take pointed opposition to proposed code section 1561-"penalty tax
for multiple corporations." The committee reports recognize the present sections
269, 1551. 482 which are potent, remedial, and now in force. They would not
delete these sections, but add another, which is abundant in complexities.

Proposed section 1561 raises a false premise that tax avoidance is the prin-
cipal motivation for all situations where an individual owns more than one
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smiall corporation. It is not a provision that will affect large- or medium-sized
businesses, it will effect what we recognize as small business.

You do not have time to consider all the objections which could be fielded
against section 1561, they are numerous.

I would suggest that the administration be comlelled to prove their case that
this will eliminate a pending tax bonanza for large- and inedium-sized business.
IRS records will prove that the revenue recovery will come from what are
properly identified as small business.

I submit, sir, that this proposed section be deleted (and that the whole pro-
posed act he considered for rejection on the -ame grounds) because:

(a) Abuses represented for correction are amply covered by present
law.

(b) This section is one more extremely complex law. where will it stop?
(c) This is presumptive law. which overcomes the burden of reasoning

required by present law (secs. 269. 482, 1551).
Respectfully,

JAMES G. OSBORN.

A'iLANTA. GA., October 17. 1963.
Re section 213, proposed tax revision bill.
Hon. HARRY F. BYRD.
Chairman, Senate Finance Committee.
TV a8hington. D.C.

DEAR SIR: It is a tribute to the salesmanship of the American life insurance
agents that they have been able to convince the public and the U.S. Government
of two great fallacies, i.e.:

(1) A person who borrows money to buy life insurance pays less for his
protection than the person who does not borrow.

(2) Life insurance is tax free.
Fallacy No. 1: Statements emanating from Government sources say that a

person who borrows to buy life insurance "pays nothing but interest." However,
the lending institution does not give the preniuim money to the borrower. It
lends it and it must be repaid in addition to the payment of interest. It must
be paid from the borrower's bank account, his policy values, or the proceeds at
death.

Regardless of which pocket the repayment comes from, he pays premiums plus
interest while the nonborrower pays premiums only. It may be a more con-
venient mode of payment as it is usually more convenient to finance the purchase
of a home than to pay cash in full, but he does pay more.

This proposed bill strangely assumes that it is quite all right if such indebted-
ness is incurred in connection with the borrower's trade or business but if he
borrows to provide protection for his wife and children, he is penalized. What
sort of thinking is that?

Fallacy No. 2: There has been much talk about the "inside tax-free buildup"
in life insurance contracts, referring to the interest accumulations credited to
the policy cash values. The tax court has held that there is no constructive
receipt of the interest on policy reserves since the policy owner would have to
surrender the policy in order to get it, thereby giving up a valuable right.
*Cohen, 39 TC No. 108.) Furthermore, for many, many years he could not
surrender and realize any profit on his "investment." If he does, it is subject
to tax as ordinary income.

Insurance proceeds at death are subject to the usual estate taxes.
The Institute of Life Insurance is quoted in the 19;2 Life Insurance Fact Book

that the total taxes paid by life insurance companies in 19M1 amounted to $1,026
million, of which $609 million went to the Federal Government. If life insurance
is tax exempt, then for that year alone the Federal Government collected $609
million to which It was not entitled.

President Kennedy has expressed a desire for expansion of the economy but a
law which would disallow deduction of interest on life Insurance loans would
impede and otherwise interfere with the flow of commerce. Although future
Widows and orphans are the real victims, there are compelling economic reasons
why no such action should be taken.

(a) It would result in fewer and smaller purchases of family protection
thereby impairing the economic situation of future bereaved families.

(b) Lending institutions would lose interest income and would pay less
taxes to the Government.
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(c) Insurance salesmen and companies would lose business and would
likewise pay less in taxes.

(d) Smaller sales of life insurance would cause a reduction in estates and
hence reduce estate tax Income to the Government.

(e) The many ramifications of this bill would require an increase in tax
personnel to adjudicate the many claims that would be made under the excep-
tions of the law.

The total loss in Government revenue might well exceed the hoped-for tax
Increase. The tax structure should be geared to encourage, rather than obstruct,
the economic growth if the broad picture is to be an expansion of trade.

Sincerely,
Mrs. NOLA E. PATTERSON, C.L.U.

UNITED STATES GYPSUM CO.,
Chicago, Ill., October 16, 1963.

Re amendment No. 206 to H.R. 83&3.
Hon. HARRY FLOOD BYRD,
Chairman,, Committee ou Finance,
U.S. Senate, Washington, D.C.

DEAR SENATOR BYRD: Amendment No. 206 to H.R. 8363 cannot be justified and
should be rejected by your committee.

This amendment concerns the current taxation of profits earned by controlled
foreign corporations. Your committee considered this subject at great length
only last year, and Mr. Norman A. Lang, our assistant secretary, appeared tA)
present our views. The result of your consideration was what is popularly
known as subpart F of the Internal Revenue Code. Your committee's report on
the 1962 Revenue Act states that subpart F is "designed to end tax deferral on
'tax haven' operations by U.S. controlled corporations." This it certainly does,
and we do not quarrel with the policy behind the provisions.

Amendment No. 206 to H.R. 8363, however, goes far beyond elimination of tax
haven operations. It attacks all U.S. controlled foreign corporations, including
bona fide operating companies. Your committee pointedly rejected this approach
in 1962 after receiving approximately 4,400 pages of testimony and written
statements. There is no reason whatsoever for resurrecting this subject again
this year. Your committee's reasons for limiting subpart F to true tax-haven
operations are just as valid now as they were in 1962. Penalizing bona fide
foreign operations could not be justified then and it cannot be justified at the
present time.

We strongly urge your committee to eliminate amendment No. 206. We also
request that this protest be included in your committee's printed hearings ,n
H.R. 8363.

Respectfully submitted.
C. H. SHAVER,

Chairman of the Board.

'.5. SENATE,
Washitgton, D.C., October 18, 1963.

Hon. HARRY F. BYRD,
U.S. S mte, Washington, D.C.

DEAR SENATOR: My attention has been called to a situation wherein seven
individuals, by reason of faulty advice on a technical provision of the income
tax law, are being charged with a double tax in 1 year on approximately $610.000
of taxable income, which income represents a long-term capital gain. Their
total tax on the $610,000, as proposed, amounts to about $612.000.

A subchapter S electing small business corporation sold substantially all of its
property (including several parcels of real estate) for $1 million and at a long-
term capital gain of about $610,000. Half the purchase price was paid upon
execution of the contract and the balance was payable upon final closing. Short-
ly before the end of the corporation's taxable year (November 30), the board,
relying in good faith on professional advice, declared a dividend of the remain-
ing balance of the sales contract of $500,000. Final closing took place early in
December and the remainder of the sale proceeds of $500,000 was immediatelY
paid over pro rata among the shareholders. There had been no change in the
shareholders nor in their stock interests during the interim.
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The individuals were taxed, and properly so, on the $610,000 long-term capital
gain. They are also being charged with having received an ordinary dividend
of $500,000. Thus, the double tax with respect to the same transaction (i.e.
sale of the property).

I am enclosing a draft of a proposed amendment and an explanation thereof.
I have been informed that the amendment would not result in the individuals
escaping any tax whatsoever on the company's taxable income for its taxable
year. Rather, it would merely preclude the double tax feature. I understand
that Mr. (olin F. Stain is familiar with the matter.

In my judgment, it is most unfair to tax the individuals twice on a single
transaction especially when the second tax arises from inadvertence. Needless
to state, a tax should never exceed the amount of profit realized. Subchapter S
introduced an entirely new concept to the income tax law. As you know, the
stubchapter has been amended retroactively on at least three occasions. The pro-
posed amendment must be made effective to taxable years beginning after De-
cember 31, 1957, the effective date of subchapter ., to be of any benefit.

I respectfully suggest that an amendm(ent along the lines of the enclosed draft
should be seriously considered for addition to the tax bill now pending before
your committee. Your careful attention and consideration of this suggestion is
sincerely solicited.

Sincerely yours,
FRANK J. LAUSCHim.

EXPLANATION OF PROPOSED ADDITION OF SUBSECTION (e) TO SECTION 1373

ESBC, an electing small business corporation, reported on a fiscal year ending
November 30. All its shareholders were on the calendar year. On March 15,
1959, ESBC sold a substantial portion of its assets (including several parcels of
real estate) to a financially responsible concern for $100,000. Half of the pur-
chase price was paid in cash upon execution of the sales contract and the balance
was payable upon final closing (i.e., after title examinations, etc.). The sale
resulted in a net gain of $60,000. ESBC's income from operations (net of ex-
penses) for the year amounted to $10,000. Thus, it.s "taxable income" for the
year was $70,000. During November 1959 the board declared a cash dividend
of $15,000, which was paid promptly and, in the same resolution, the board also
declared a dividend of the remaining balance ($50,000) of the sale contract.
This was done because it then appeared that the sale transaction would not be
finally closed until early December.

The final closing took place on December 16, 1959. The purchaser paid the
balance on December 16 which amount was distributed, immediately, among the
shareholders. There had been no change in the shareholders, nor in their
respective stock interests between the date of the dividend resolution and
December 16.

Subehapter S of the Internal Revenue Code (see. 1371 et seq.) is designed to
tax the ESBC's "taxable income" dir ctly to the shareholders, on a pro rata basis,
and not at the corporate level. This is accomplished under section 1373. The
amount of "money distributed as dividends during the [corporation's] taxable
year" [emphasis supplied] is subtracted from its "taxable income." The
"money" so distributed is taxed to the shareholders. The remainder is taxed to
the shareholders as though such amount had been distributed to them on the
last day of the corporation's taxable year (November 30). Thus:

ESBC's "taxable income" --------------------------------------- $70, 000
"Money" distributed and taxed to shareholders as dividends ----------- 15,000

Taxed to shareholders on an "as if distributed" basis ..---------- 55, 000

It will be noted that only distributions of "money" made during the corpora-
tion's taxable year are subtracted from "taxable income" to arrive at the amount
of "taxable income" which is to be taxed to the shareholders on an "'as if dis-
tributed" basis. Thus, distributions in property (e.g., land) made during the
ESBO's taxable year are not subtracted for such purpose.

It is questionable whether the remaining balance of the sale contract consti-
tutes "money." If it does not then, under certain circumstances, the share-
holders can be taxed with respect to such remaining balance ($50,000) as an
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ordinary dividend notwithstanding the fact that they are taxed (and rightfully
so) on the entire amount of ESBC's "taxable income" ($70,000). The $70,000
of "taxable income" includes the $50,000 gain from the sale. Thus, the $50,000
profit from one transaction would be taxed twice to the shareholders: Once as a
capital gain 1 and again as an ordinary dividend.

Subsection (e), as proposed, would afford ESBC an election to treat the Decein-
ber 16 distribution of the proceeds from the March 15 sale as having been made
during its taxable year ended November 30. Hence, the entire amount of the
ESBC's "taxable income" for its year ($70,000) would be taxed to the share-
holders thus:

1SBC's "taxable income" ------------------------------------- $70,000
"Money" distributed and taxed to shareholders as dividends ------- 1(65, 000)

Taxed to shareholders on an "as if distributed" basis ------- 5, 000
'$15,000, distributed In November, plus $50,000, balance of sale proceeds distributed on

Dec. 16.

Obviously. the shareholders would not escape any tax with respect to ESBC's
"taxable income" for its taxable year. Under proposed subsection (e), the
amount of the postyearend money distribution plus the amount of the money
actually distributed as dividends during the taxable year cannot exceed the
ESCB's earnings and profits for the taxable year, as specified in section 31(;a)
of the code.

Subchapter S, which permits the taxation of a corporation's taxable income
directly to the shareholders, introduced a novel concept to the law of Federal
income taxation. It was enacted by the Technical Amendments Act of 1958.
Public Law 85-866, September 2, 1958. Since then, subchapter S. has been
amended retroactively in three instances: Subsection (c) of section 1371 by sec-
tion 23(a) of the Revenue Act of 1962; subsection (b) of section 1374 by section
30 of the Revenue Act of 1962; and subsection (g) of section 1372 by section 2
of Public Law 87-29, May 4, 1961. The Internal Revenue Code, in several in-
stances, affords an election with respect to postyearend transactions. The
Supreme Court in Fawcus Machine Co. v. United States (1931) 282 U.S. 375 held
that the "curtain" is not necessarily "pulled down" at the end of a taxable yeair.

"'SEC. 2. ELECTION CONCERNING POST YEAR-END MONEY DISTRIBUTIONS. (a)
ELECTION CONCERNING POST YEAR-END MONEY DISTRIBUTIONS.-Section 1373 (relat-
ing to corporation undistributed taxable income taxed to shareholders) is
amended by adding at the end thereof the following new subsection:

" '(e) ELECTION CONCERNING POST YEAR-END MONEY DISTRIBUTIONS.-If an elect-
ing small business corporation distributes money to its shareholders during the
next calendar month following the end of its taxable year (hereinafter in this
subsection referred to as the "preceding taxable year") and if-

"'(1) on the day of such distribution, each of its shareholders owned the
same pro rata share of the stock of such corporation as he owned on the last
day of the preceding taxable year, and

"'(2) the money distributed represents proceeds attributable to a stle
or sales of property made by such corporation during the preceding taxable
year with respect to which a net gain was realized,

then such corporation may elect to treat such distributions as having been money
distributed as dividends during the preceding taxable year, but only to the extent
that such distributions, plus the amount of money distributed as dividends ur-
ing the preceding taxable year, are a distribution out of earnings and profits of
such taxable year as specified in section 316(a) (2). Except as provided in the
next sentence, the election may be made only at the time of the filing of the
return for the preceding taxable year. The election may be made within 120 days
following the enactment of this Act, if a return for the taxable year with respect
to which the election is made, was filed on or before the date of such enactment,
or filed within 90 days thereafter. Such election shall be made in such manner
as the Secretary or his delegate shall prescribe by regulations.'"

"(b) EFFECTIVE DATE.-The amendment made by this section shall apply to
taxable years beginning after December 31, 1957."

2 Long-term capital gain characteristics at the corporate level carry over to the share-
holders. See. 1875.



REVENUE ACT OF 1963 619

DETROIT STEEL CORP.,
Detroit, Mich., October 17, 1963.

Senator HARRY F. BYRD,
Chairman, Senate Finance Committee,
Senate Office Building, Washington, D.C.

DEAR SIR: In my capacity as secretary of Detroit Steel Corp., one of my
functions is to administer the corporation's insurance matters, including group
insurance.

Many of our employees are greatly disturbed over a proposal in the new
tax legislation now under consideration by the Senate Finance Committee which
contemplates taxing them for the premiums paid by Detroit Steel Corp., for
group term life insurance in excess of $30,000. We believe that this proposal
is unfair and discriminatory for the following reasons:

1. There is no direct financial benefit to the employee personally since he
has no option to receive the premium equivalent in cash, and the group insur-
ance policy has no paid-up value either to the employee or to the employer.
When an employee retires or terminates his employment prior to retirement
he carries no benefit with him. Why should premiums on such coverage be
considered taxable income?

2. The selection of a limit of $30,000 is arbitrary and capricious. Approxi-
mately 200 nonunion salaried employees of Detroit Steel Corp. (or a total
of 500) are eligible for coverages in excess of $30,000, in varying amounts. It
has been our practice generally to provide each employee with an amount of
life insurance coverage equal to 31,' times his annual salary in order to provide
for his dependents in the event of his death prior to retirement. For example,
it takes a moderate income of only $8.571.45 to qualify for $30,000 in group
insurance under our plan. Surely, l,)ss of income of a higher paid salaried
employee's family is just as acute proportionately as it would be in the case
of a lower paid employee. Why should families of higher paid employees who
are entitled to insurance benefits in excess of $30,000 be discriminated against
merely because of a higher income?

3. The whole concept of the proposed law with respect to the measurement
of "constructive income" to the employee is discriminatory. Under the pro-
posed law, the older an employee is, the more tax he will have to pay. An
employee aged 60 having the same amount of insurance as an employee aged
40 will have to pay more taxes merely because of his age. This will create a
monstrosity in the computation and reporting of taxable premiums paid by
the employer. In addition, it violates one of the fundamental principles of
insurance; namely, that of level premium payment during the covered years.

4. I understand that this very onerous proposal will produce only $5 million
in additional revenue.

5. It appears that the tax reform giveth with one hand but taketh away
more with the other by inequitably increasing the life insurance cost of the
middle-income groups. The $30,000 group insurance limitation is a case in
point.

We urge you to vote for the elimination of this proposed provision from the
tax bill currently under consideration.

Very truly yours,
NATHAN H. SIEGEL.

TORNWALL, LANG & LEE,
St. Petersburg, Fla., October 9, 1963.

Hon. SPESSAaD L. HOLLAND,
,enate Office Building, Wa8hington, D.C.

DEAR SENATOR HOLLAND: Mr. 0. 0. Lowe, chairman of the board, Union Trust
Co., St. Petersburg, Fla., talked with us recently and asked that we write to you.
We understand you talked with him on the telephone.

Mr. Lowe is one of the major stockholders in a family type corporation. The
corporation owns a substantial amount of real estate and a large number of
shares of the common stock of Union Trust Co. Mr. Lowe personally sold the
common stock to the corporation and reported the transaction as an install-
Ment sale for income tax purposes. To acquaint you with the size of this prob-
lem, the corporation still owes Mr. Lowe in excess of $1 million on the sale of the
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stock. We would like to point out at this point that the corporation is not
presently a personal holding company.

With this background, we would like to specifically call to your attention the
revenue bill of 1963. We feel that certain portions of this bill will have a
damaging effect to many family-type corporations and their stockholders. Since
we are most familiar with Mr. Lowe's situation, we will set forth the facts
in this case.

As mentioned earlier, the corporation is not a personal holding company.
However, section 216 of the bill modifies the definition of personal holding com-
pany income which virtually legislates the corporation Into becoming a personal
holding company. With the extremely high tax rate applicable to personal
holding companies, it is impractical to have the corporation remain in existence.
We then turn to the possibility of liquidating. While the bill offers some relief
tn those corporations who do liquidate, we feel this relief is inadequate. In
Mr. Lowe's situation, if the stockholders were to liquidate the corporation,
assuming the 1963 revenue bill had passed, they would be required to pay a
capital gains tax on the earnings and profits of the company in an amount
estimated at $100,000. In addition, this would accelerate the reporting of the
profit on the installment sale referred to earlier. This would amount to an
estimated $200,000 additional tax.

It appears then that the stockholders would be faced with an additional
$300,000 tax to pay or become a personal holding company. It would be costly
to choose either.

Very briefly, we will pass our thoughts on to you. Some relief should be given
stockholders who have sold property to the corporation at a profit and reported
it on the installment method. Another thought would be to let the corporations
report similarly to a partnership under subchapter S of the Revenue Code.

In the interest of Mr. Lowe and the many other stockholders who will be
adversely affected by the stringent provisions of section 216, we would ap-
preciate your looking into the matter and letting us have your comments. We
will be happy to provide you with any additional information needed.

Very truly yours,
JACK L. COLLINS.

MEDINA, OHIO, October 17, 1963.
Senator HARRY F. BYRD,
Chairman, Senate Finance Committee,
Senate Office Building,
Washington, D.C.

DEAR SENATOR BYRD: I'm writing to express my views on H.R. 8363, otherwise
known as the tax cutting bill.

It Is extremely difficult for an average citizen to evaluate and effectively judge
all the implications of the many bills which Congress considers each session.
So-called, as well as, bona fide experts have testified as to the merits of a tax
cutting bill.

Suffice it to say, that I believe a genuine case can be made for the position
that the continuing burden of taxes has been a deterrent to our national growth.
So many of our business decisions seem to be unduly influenced by the taxing
implications, rather than sound business implications. In this critical period.
wherein the continuance of the business recovery is under question and review.
it would seem very Judicious that serious consideration be given to the appro-
priateness of a genuine tax cut.

I, therefore, urge you and your group to continue the careful cormideration
you have been, and will give this bill. As an average guy, it would apple ir to me
that there is more in its favor than in opposition.

While it would be helpful to tie spending curbs to the tax bill, I feel that since
Congress appropriates the money which is spent, it ought also to exercise con-
siderable discipline on the money it appropriates for spending, to the end that
a tax cut will be meaningful, and that our savings will not be destroyed through
inflation.

Sincerely yours,
M. E. SHANK.
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U. S. SENATE,
Washington, D. C. October 18, 1963.

Hon. HARRY F. BYRD,
Chairman, Senate Finance Committee,
Washington, D.C.

DEAR MR. CHAIRMAN: On January 14, 1963, we introduced S. 161, which
would amend the Internal Revenue Code to establish the depletion allowance at
271/,2 percent for minerals mined as a source of synthetic oil or gas. As you may
know, there is a serious question presently as to the percentage depletion al-
lowable for such minerals. Our own State of Colorado has large deposits of
oil shale and we are hopeful that within the next few years a substantial in-
dustry may be established to extract the oil. We believe that enactment of S.
161 would be in keeping with the long-standing national policy to encourage the
development of new industries and our natural resources.

For that reason, we respectfully request that your committee consider S. 161
as a possible amendment to the tax bill which has been passed by the House.
If you would like any further information on the bill. we would be pleased to
supply it.

Sincerely yours,
GORDON ALLOTT, U7.S. ,cnfator.

PETER H. DOMINICK, U.S. Senator.

U.S. SENATE.

Washington, D.C., October 18, 1963.
Hon. HARRY F. BYRD,
Chairman. Senate Finance Coram ittee.
Washington, D.C.

DEAR MR. CHAIRMAN: Section 207 of H.R. 8363, presently under consideration
in the Finance Committee, amends section 164(b) (5) of the 1954 Internal
Revenue Code by striking subsection 164(b) (5) (B). We would like to request
your consideration and ask that the section stricken be retained in its present
form. The Internal Revenue Code of 1954 allows the deduction of real property
taxes levied by a special taxing district if the district covers the whole of at
least one county, at least 1,000 persons are subject to the taxes levied, and the
district levies its assessments annually at a uniform rate on the same assessed
value of real property, including improvements, as is used for purposes of the
real property tax generally.

This language has application to a special taxing district in Colorado which
was formed in the 1920's and Is somewhat unusual legal entity. Court decisions
construing its character have held the taxes which it levies are general ad
valorem taxes on all real property in the district, including improvements
erected subsequent to its formation. Hence, we feel that these taxes are indis-
tinguishable from general property taxes and should as a matter of policy
be deductible as such.

It may be that you will receive testimony on this provision in the course
of your hearings. In any case, if you would like any further information con-
cerning that provision, we will be happy to supply it.

Sincerely yours,
GORDON ALLOTT, U.S. Senator.
PETER H. DOMINICK, U.S. Senator.

THE CHASE MANHATTAN BANK,
New York, N.Y., October 18,1963.

Hon. HARRY F. BYRD,
Chairman, Senate Finance Committee,
Senate Ofie Building, Wa8hington, D.C.

DEAR SENATOR BYRD: We are writing to bring to your attention problems
created by section 203 of H.R. 8363, now pending before your committee. Re-
versing a policy of many years' standing, section 203 of the bill will tax to an
employee the cost of group term life insurance provided by his employer to the
extent that the Insurance coverage exceeds $30,000. We respectfully suggest

24-532-63-pt. 2- 12
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that the reasons given by the House Ways and Means Committee for the limita.
tion on exclusion of costs of group term life insurance, as proposed in section
203, are not persuasive (H.R. No. 749 at p. 39). The committee points out that
the provision of up to $30,000 of such insurance "does much to keep together
family units where the principal breadwinner dies prematurely." We believe
that this same reasoning applies equally where the amount of such insurance
exceeds $30.000. There are, moreover, additional objections:

1. Under the proposal an individual's taxable Income would increase with
advancing age without regard to whether or not his income increased.

2. The proposed limitation, if enacted, would tend to limit the amounts
of group life insurance that employers would make available to their em-
ployees, because employers would be encouraged to select other types of
employee benefits that would spare employees additional taxes, even though
such other types might be less satisfactory, over the long run, from the
viewpoint of employees and of their families.

Apart from the policy considerations involved in the proposed, we think it is
very important to bring to your attention that, if the provision is enacted in
its present form, it will prove both expensive and difficult to administer. Our
concern in this regard arises out of the requirement imposed by section 203
that the cost of this insurance shall be subject to regular income tax withholding.

Having in mind that the persons to whom this new provision would be appli-
cable are for the most part individuals who are more highly paid, who normally
report their incomes in full and are subject to annual audits, there is not the
same compelling necessity for tax exaction through withholding as may exist
with respect to other wage earners. We feel certain that the full amount of
the tax on income arising from such group insurance costss would be recovered
if the employer merely had to report such "income" in the W-2 form required
to be filed annually by all employers with respect to wages paid their employees.

The determination of the cost of the group insurance on which an employees
would be taxed under section 203 is, not a simple matter. In most instances it
will necessitate recourse to a Treasury prescribed table of costs averaged out
on the basis of 5-year age brackets, with such tables to be changed from time to
time based on mortality experience. To determine the amount to be withheld
on the basis of these costs requires coupling the information so arrived at with
the various other items presently subject to payroll withholding.

In the case of this bank, as in the case of many other corporations, payrolls
and computations necessary in connection with the administration of employee
pension, profit-sharing and other employee benefit programs are maintained by
electronic computers. The requirement of withholding on the cost of group
insurance even to the limited extent required by section 203 would require major
changes in our present computer programs. Briefly summarized, we would need
to take the following steps at an estimated initial cost of $34,000 and an estimated
additional $3,000 each year thereafter:

1. Incorporate in the recordkeeping program of each payroll the tables con-
taining the group life insurance premium amounts of each age group.

2. The electronic tape on which records are stored would need to be expanded
to add an additional field containing the amount of group life insurance premimn
in excess of the premium on $30,000 of coverage paid by the bank.

3. Programs would need to be altered In order that this amount could be
reported separately as income and as tax withheld. Since gross salary is used
for several purposes, the additional amount taxed to the individual could not
be combined with salary.

4. A number of basic forms would need to be changed to reflect the additional
Items of information both in the bank's records and any Information given to
employees.

5. The steps required to accomplish the provisions of the proposed law would
mean the design of significantly different recordkeeping and operating programs.

This simply strikes us as asking for an unreasonable expenditure of time.
money, and effort under all the circumstances in contrast to the comparatively
easy alternative of requiring that such group insurance costs be included on the
W-2 report of wages paid which the employer would compile manually at the
end of the year at much less cost.

For these reasons we respectfully urge that section 203 of H.R. 8363 be deleted,
and if that Is not acceptable, that subsection (c) thereof be deleted.

Sincerely,
GEoRoE CHAMPION.
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LONGMEADOW, MAss., October 15, 1963.
Ion. HARRY F. BYRD,
Chairman, Senate Finance Committee,
Senate Office Building, Wa8hington, D.C.

DEAR SENATOR BYRD: Your committee is presently holding hearings on the
Revenue Act of 1963 as recently passed by the Ilouse of Representatives.

This letter is to call your attention to a provision which works unfairly when
a corporation has a long-term capital gain and a loss from operations in the
same year. The provision is section 1201, IRC 1954 which reads in part as
follows:

"SEC. 1201. ALTERNATIVE TAX. (a) CORPORATIONS.-If for any taxable year
the net long-term capital gain of any corporation exceeds the net short-term
capital loss, then, in lieu of the tax imposed by sections 11, 511, 802 (a) or (b)
and 831(a), there is hereby imposed a tax (if such tax is less than the tax im-
posed by such sections) which shall consist of the sum of-

"(1) a partial tax computed on the taxable income reduced by the amount
of such excess, at the rates and in the manner as if this subsection had not
been enacted, and

"(2) an amount equal to 25 percent of such excess * * *"
As an illustration, (using present rates of tax), if a corporation has a long-

term capital gain of $60,000 and an operating loss of $20,000 in the same year,
its tax is $15,000 (25 percent of $60,000). The tax under section 11 is $7,500
on $25,000, plus 25 percent of $15,000, or $7,800, making a total tax of $15,300,
on $40,000 of income ($60,000 minus $20,000).

The result is that the $20,000 of operating loss is wasted, i.e., has no effect
upon tax liability. There is no net loss to be carried back or over because there
is no net loss for the year.

It seems to me. in such a case, the $20,000 should be treated as a deduction
from long-term capital gain, and the net amount taxed at 25 percent, in this case
$10,000. This was the law many years a.,.

Or the $20,000 might be treated as a net loss carryback. However, this ap-
proach would require extensive changes in the statute. The loss to the revenue
would probably be greater, because the net loss would then be applied to ordinary
net income.

May I suggest the insertion of subparagraph (3) in section 1201 (a) to read
as follows:

"(3) An amount equal to 25 percent of the excess of long-term capital gain
over short-term capital loss reduced by the operating loss of the current year,
if any."

Rate of alternative tax
The Revenue Act of 1963 proposes to retain the 25 percent rate for net long-

term capital gains realized by a corporation, while it proposes to reduce the
normal tax to 22 percent. This seems illogical, and means the alternative tax
computation cannot reduce the tax of a corporation unless it has total income
for a year somewhat in excess of $25,000.

I suggest that the alternative tax rate for corporations be reduced to 22 per-
cent or less.

Very truly yours,
WrILLIAM W. JOHNSTON, C.P.A.

HAVERTOWN, PA., October 20, 1963.
Hon. HARRY BYRD,
U.S. Senate, Washington, D.C.

DEAR SENATOR: I hope you will make the following thoughts part of your
record on the tax "reform" bill.

First, the measure is self-defeating, since Instead of freeing tax dollars for
investment or to enlarge or expand industry, these tax dollars will have to be
invested at once into bonds to pay for the deficit. Actually, since In inflationary
times bonds are a poor investment, the bonds may be hard to sell. I personally
would rather invest in good common stocks. Therefor the tax break will only
help industry If the Government expenditure is cut equally, so that the budget
is in balance. Then it will help.

Second, the cut is made at the expense of those least able to pay for it. Re-
moving the tax break on dividends means higher taxes for (1) all retired per-
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sons, whose life savings are in stocks and bonds, (2) all widows, orphans, or
others without wage earners, since they rely on investments of deceased persons
for their support, (3) on the persons who are self-employed, or trying to build
a retirement fund, since they are taxed on their savings, invested in stocks and
bonds. Instead of taxing these investments more (which are already taxed at
source before they ever reach the investor) they should give an exclusion, say
$5,000, below which there is no taxation whatever, just to protect these retired
or dependant persons. The cut also drops exclusion of medical costs. Actually
the original deduction on this was inadequate. As an example, an old person,
living on accumulated and invested funds, too weak to take care of herself or
himself, living in a nursing home, cannot deduct the full cost of this medical or
hospital service, and ends up paying income taxes on income never received, whicl
went straight to medical services, result: must cash an investment to pay income
taxes. So the old person instead of being a self-supporting member of the com-
munity becomes a charge on It due to the taxes removing the principal. If my
mother had not died unexpectedly, this would have happened to her. The ad-
ministration is quite keen on medical assistance to the old, but instead of re-
moving taxes on medical expenses (the quickest, cheapest way to accomplish
this) it increases these taxes, then hands it back as a dole to those who have a
social security account. (My mother did not.)

I see no excuse either for spending money we have not got, nor for double
taxation. I hope, most earnestly, that your committee will only approve a
cut in revenue If it Is balanced against an equal cut in expenditure, and that
it will reverse the bill on the dividend and medical deductions, providing coni-
plete deductions for medical, unlimited, and a high, say $5,000 exclusion on
dividends, prior to tax.

Respectfully,
WALTER LEE SHEPPARD, Jr.

GREENBRAE, CALIF., October 18,1963.
Senator HARRY F. BYRD,
Senate Office Building,
Washington, D.C.

DEAR SIR: For those classified as senior citizens, the art of living becomes
more complicated with each passing day. Those of us who are retired, living
on pensions, savings in the bank, social security and perhaps some dividends froni
the investment of savings put away during our working years, are facing now,
and will confront graver problems of living if some curbs are not placed on
currency inflation that threatens to drop the purchasing power of the dollar
to 25 cents within 10 years.

I belong to an organization in this State named the SIRS, a contraction of
Sons In Retirement. We are a social group composed of retired men. In the
short span of 3 years SIRS has grown from 4 men to a group of over 4,000
members. The groups so far organized are restricted to an area in and around
San Francisco. with one additional branch in the city of Sacramento. Each
week requests come from other parts of the State seeking information on the
establishment of new branches, and one has been received from Oregon. It is
evident and easy to appreciate that as word spreads about the SIRS such ani
organization could become a great force throughout the country.

There has been considerable talk of late among members of this group, having
to do with taxes, Government spending and balance-of-payment deficits. Un-
doubtedly more Members of the Congress will be hearing from other individual
members in other branches of this organization.
. Through the press, and by comments of the President, we have been informed
of the need to reduce taxes, and a bill of such a nature has already passed
the House. To those of us living on fixed incomes, and with inflation on the
rise, there is little comfort in the crumbs to be thrown to the senior citizen in
the present form of the bill now before the Senate.

On the plus side there are perhaps these tidbits:
(a) Two exemptions for persons 65 years of age or over. (Retained

from the present law.)
(b) Retention from the present law of the retirement income credit.
(c) Reduction in the capital gains tax for securities held 2 or more

years. (Threatened by a new attack by Secretary Dillon.)
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(d) Easing of the capital gains tax on homes owned more than 5 years
by citizens 65 years old or over.

(e) Reduction in the overall tax rate.
Three of these benefits are new and are meaningful to retired citizens, how-

ever there are features of the proposed tax bill that tend to offset and nullify
benefits that might accrue from these changes. Before going into that let's look
more closely at the new features, as they apply to retired people.

Many of us 65 years old and over sold the homes in which we raised our
families when we retired. Many of us reinvested the proceeds in smaller homes
within 1 year as provided in the law, paid the gains tax on the balance, or
perhaps moved into rented quarters and paid the gains tax on the entire profit.
Therefore this offer while appearing generous to older people can only affect
those who might retire in the future, or those few who still retain the old home-
stead and wish to dispose of it.

The reduction in the capital gains tax for securities held over 2 years is a
fine gesture, but now I see that Secretary Dillon is trying to have this removed.
There are minus qualities that must also be considered, most of which I main-
tain will offest advantages, particularly with respect to its impact on senior
retired citizens. For example:

(a) Reduction of the dividend credit from $100 to $50 unless securities
are jointly owned, a practice frowned upon by every security adviser, and
not generally practiced by most investors.

(b) Withdrawal of the 4-percent dividend credit and the substitution of
a sliding rate and final elimination of this feature by 1965.

(c) Withdrawal of certain presently allowable deductions for those who
itemize their deductions; State gasoline and other taxes.

The first two are obviously objectionable. As to the third this strikes me as
definitely a tax on tax, and could lead ultimately to the elimination of all State
taxes, city taxes, and other burdens now carried by the taxpayer, but more so
by those of limited income, or fixed income.

My gasoline consumption for the year, according to records I have kept will
be about 1,400 gallons. This is true of people who live in States where long
distances are the rule, like California and Texas. At 7 cents per gallon State
tax, this means I cannot deduct $98 from my tax liability. I also purchased a
new automobile during the year, the registration of which cost $88 in the State
of California and which will continue to be high until the car is 5 years old.
I will be unable to deduct this fee from my tax liability.

The tax experts might argue that the average citizen is not concerned with
itemizing his deductions, and therefore whether or not State gasoline taxes,
automobile registration fees, and other currently allowed deductions are dropped
from the bill is no concern of his. I submit all these matters are of concern to
the retired citizen, for if he owns property, pays taxes on it, drives an auto-
mobile, he is indeed very much interested in all the deductions that can possibly
be allowed to enable him to meet the present high cost of just living. The re-
tired citizen has lost the extra dependent deductions for his children have grown,
whereas the younger man, who without itemization of his deductions, has no
concern with these taxes, or dividend credits, usually has at least three, often
times more dependents, if he is married and is raising a family. The retired
citizen, on the other hand, who may find it advantageous to itemize his deduc-
tions, not only loses extra exemptions but Is now to lose other benefits now
allowable under the law.

All of the benefits of the new act, with one exception are for the benefit of
people gainfully employed, those who are compensated from time to time by
their employer for the increasing impact of higher living costs. The retired
citizen is being penalized for being retired, and could very well pay higher taxes
as time goes on.

Returning to the matter of Inflation, here also the retired citizen is penalized.
As inflation increases the salaried man's salary Is raised to compensate. The
retired citizen receives no such treatment, as a matter of fact, if he is receiving
social security payments, he cannot work to increase his income, except under
certain circumstances, and he may not be able to work under any conditions. His
only chance for the supplementing of his income is by capital gains on invest-
ments or by increased interest on his savings or increased dividends, if he is
fortunate enough to have Investments. Now it Is proposed to confiscate more of
this source of income by a decrease in the dividend credit and to eliminate another
credit against income entirely.
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There would be less protest in these changes if It were evident that Congress
means to reduce the cost of Government. Nothing is being done in that direction,
rather there is increased evidence that expenditures will go even higher. How
many of the economies proposed by the Hoover Commission have been put into
practice? Why must we spend billions to go to the moon, except some nebulous
idea of national prestige?

Better to allocate some of these billions to establish a scientific investigation
into what can be done with surplus agricultural products. Better to use a part
of those billions to help educate our children, by providing better claasiooms and
teachers. Better to use some of those billions to improve and eliminate slum
conditions. Better to use some of those billions to strengthen our roadways, and
provide roads where they are sorely needed. Better still to use some of those
billions to finance a commission of hardheaded businessmen for the purpose
of finding ways to cut the cost of Government.

Couldn't our balance-of-payment deficit be cured, or at least medicated if the
Government would curb its lavish spending abroad and tighten up on its loose
fiscal policy at home? Finally, a cutback on the heavy Government spending
would certainly lessen the Government's need for such high taxes on the
American people.

When these things are accomplished then, perhaps, we can take another hard
look at taxes. Possibly then, we could come up with a tax bill that would
actually reduce taxes, not shuffle them about like chessmen, giving the idea that
tax relief is being extended to all by a benevolent Government administration,
when actually there is little or no tax relief, and the older retired portion of the
citizenry is being sorely discriminated against.

Very truly yours,
R. A. MILLARD.

WOODHAVEN, N.Y., October 18, 1963.
Hon. HARRY F. BYRD,
Chairman, Senate Finance Committee,
Wash ington, D.C.

DEAR SENATOR BYRD: I am taking the liberty by means of these lines to present
my views and comments on the tax bill H.R. 8363 now under consideration by
your committee.

Among the more objectionable features contained in this bill are the so-called
structural changes calling for-

(a) Eventual total repeal of the 4-percent dividends credit;
(b) Reduction in amount of individual exemptions;
(c) Limitation of allowable deductions, both if itemized or unitemized:
(d) Lets off scot free, by the terms of revised rate scale, estimated 1112

million persons from tax rolls.
Of the above the first three fall most heavily on that segment of taxpayers

comprising the aged and retired citizens whose main source of income is from
dividend payments.

This dividend credit was originally made a part of the 1954 tax law in partial
recognition of the gross inequity of double-taxing shareowners, since dividend
payments are in effect only a partial distribution of the residual earnings on
which the respective corporations previously paid a tax of 52 percent. This
4-percent credit should most certainly be retained in any new tax measure, since
it is not, as erroneously charged by its opponents both in and out of Congress, a
boon for the favored few. It Is of vital importance to some 171A_ million American
shareowners who have placed their accumulated surplus funds in stock invest-
ments in order to provide risk capital to both American industry and labor.

As for item (d), I am sure that it is unnecessary to point out that such action
runs counter to the very concept of just and equitable tax principles, namely
that all should contribute a proportionate share, be it large or small, of the
Government's functional expenses. It does not require expert tax opinion to
discern that this group of citizens so liberally treated by the terms of the new
measure, will contribute very little to the country's economic growth in any
shape or form. They are gratuitously made a group of "freeloaders."

In addition to the foregoing. a most strenuous objection should be directed
against the proposal advanced by the Treasury Department that the bill include
also a capital-gains tax on estate assets passing at death of original owner. This
last-named proposal is more glaring in its unfairness because of being baet
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on the premise of levying a tax upon tax, for as you are well aware, the Federal
inheritance tax now in effect already amply covers this phase of taxation.

In conclusion I would say that it is doubtful that the bill can achieve the
objectives claimed for it, namely to spur the Nation's economy, reduce unemploy-
ment; and produce additional utopian results. Certainly it is difficult to under-
stand how such benefits can be attained while no serious effort is being made to
balance the budget and bring large-scale government spending under control.

In these circumstances I sincerely trust your committee after due delibera-
tion will not concur in the proposed legislation as embodied in H.R. 83(3, but
rather will give most serious consideration to the correction or elimination of the
many defects now present in it.

Sincerely yours,
THEODOR WERNER.

(Whereupon, at 5:05 p.m., the committee adjourned to reconvene at
10 a.m., Tuesday, October 22, 1963.)
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TUESDAY, OCTOBER 22, 1963

U.S. SENATE,
COMMITTEE ON FINANCE,

Washington, D.C.
The committee met, pursuant to recess, at 10 a.m., in room 2221, New

Senate Office Building, Senator Harry F. Byrd (chairman) presiding.
Present: Senators Byrd, Smathers, Douglas, Gore, Talmadge,

Ribicoff, Williams, Carlson, Bennett, and Curtis.
Alsopresent: Elizabeth B. Springer, chief clerk.
The CHAmmAN. The committee will come to order.
The first witness is Mr. Leon H. Keyserling.
Mr. Keyserling, we are glad to welcome you once again before the

committee. Please proceed.

STATEMENT OF LEON H. KEYSERLING, CONSULTING ECONOMIST
AND ATTORNEY

Mr. KEYSERLING. Mr. Chairman and members of the committee, I
have a comprehensive statement with charts, which is in your hands.
I would like in order to save your time, to ask permission to have
this statement inserted in the record, and then I will attempt a rea-
sonably brief oral summary of the main content.

The CHAIRMAN. Without objection.
(The statement referred to follows:)

STATEMENT OF LEON H. KEYSERLING, CONSULTING ECONOMIST AND ATTORNEY

Mr. Chairman and members of the committee: I deeply appreciate the
opportunity to testify on the momentous tax proposal. And doubly so, because
You have scheduled my appearance so early in these hearings, although I repre-
sent no organized group nor powerful interest, but speak only to make known
the results of my own studies and the dictates of my own conscience. I cannot
help believing that the courtesy which this committee is now extending to me
reflects the fact that I have tried to be helpful and objective on the many oc-
casions when I have appeared before you.

Still another reason why I am appreciative of the willingness of this commit-
tee to hear me is that a majority of the committee, albeit for varying reasons,
may not agree with some of my views on economic matters. Yet I hope that
my efforts here today will help to deVelop a common ground on many points,
thus enabling this committee to report for consideration by the Senate a better
tax bill than the one now before you.

First of all, before getting into the details of the particular measure now
before you, I owe it to the committee and to myself to state that I strongly
favor a large and immediate tax reduction, and that this position Is entirely
consistent with my sense of obligation to be severely critical here today of some
of the major provisions of the current tax proposal in its present form.

I admire and support the bold and persistent efforts of the President to
achieve a large tax reduction now, and want to do all that I can to help advance
this objective.

629
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I heartily favor, at this time, a tax reduction at least as large as that em.
bodied in the current bill. I believe such action long overdue, and have advo-
cated it for a long time. Indeed, I believe that the whole tax reduction should
be made effective at once, and not be spread over a number of years.

I do not believe that tax cuts should be balanced by cuts in Federal spending.
My views on this issue, entirely to the contrary, will be stated toward the end
of my testimony.

I am wholly in favor of the deliberate immediate enlargement of the Federal
deficit, now, to help stimulate an American economy which is so far short of
reasonably full levels of production and employment. And although I believe a
balanced national economy far more important than a balanced Federal budget,
I am also firmly convinced that only by balancing the national economy can we
avoid repeating indefinitely the large Federal deficits of recent years and move
toward a balanced Federal budget. I shall in due course present factual anal-
yses bearing upon this point.

The reason why I believe the current economic situation calls for large and
immediate tax reduction is mainly this: Current tax rates are highly repressive
of our entire economic performance, in that these rates are so high that they
would balance the Federal budget, and even yield a surplus, at levels of economic
activity far short of reasonably full economic activity.

Under these circumstances, the question naturally arises as to whether my
views as just stated are based upon the assumption that we will have an eco-
nomic recession next year if we do not undertake large tax reduction now. My
record before this committee and elsewhere makes it clear that I do not believe
that changes in fiscal policy as profound and enduring as those embodied in the
pending measure should be based upon hazardous attempts at precise short-
range forecasting. I do not think that the sound case for tax reduction has
been furthered by those who on one (lay have warned us that we are likely
to have a recession next year if the pending measure is not enacted promptly,
and who on another day have said that the economic outlook is good for the
near future and that the main reason for the pending measure is to accelerate
our long-range rate of economic growth. Nor have the forecasts of some of
these people been sufficiently accurate in recent years to add much to their per-
suasiveness when they use these forecasts in support of the pending measure.
While some will admit that my own forecasts have tended to be more accurate,
I do not place much store in the ability of anyone-including myself-to make

these short-range forecasts with any degree of accuracy.
Instead, my position in favor of a large and immediate tax cut is founded

upon the chronically rising tide of idle manpower and plant which has afflicted
the American economy for a decade or so, and upon the dangerously low rate
of economic growth which correlates with this highly unsatisfactory perform-
ance. It is toward remedying these chronic conditions, which as yet show no
real signs of abatement, that fundamental national economic policies should
now be directed vigorously and promptly.

Having said all this, I must say also that I believe there is great need for
basic change, not in minor details, but in large ways involving economic sub-
stance and social principles, in many major provisions of the current measure,
although I agree with some of the other provisions and would like to see them
carried further. These changes seem to me immensely important, even though
I might rather see them bypassed than see anything interfere with enactment
-of the measure this year.

My general support of large and prompt tax reduction has led some of my
friends, In the Government and elsewhere, to question why, at this late date,
I raise these criticisms of the current tax proposal, when in their view the
choice is between this measure in substantially its present form and no meas-
ure at this session of the Congress. My first answer to these questions is that I
would not so denigrate this committee and the Senate of the United States as to
accept the viewpoint that they have no important role to perform in conwdering
his measure, except to rubberstamp a proposal which has come over from tile
House Ways and Means Committee and the House of Representatives, whose

views and responsibilities I also respect.
And while the hour is late, it Is not too late to look before we leap, especially

with respect to a tax proposal which will profoundly affect the American econ-

omy for many years to come, and which to a substantial degree will even set

an irreversible course, because the history thus far of this very proposal shows

how hard It is to alter or reverse our fiscal policies once written into law. And

even if it were too late for my single voice or others added to mine to change

in any respect the momentum of support which this measure has already ac-
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quired in exactly its current form, it is never too late to honor the principle
that there is always need for some critical evaluation of our national economic
policies. This is true of policies already on the statute books; it must certainly
be true of those still in process of enactment. The very idea that it is obstrep-
erous or obstructionist to express one's views frankly and fully with respect
to our great national economic policies, simply because the hour is late or
momentum has been acquired, would if accepted rob a free society of one of its
most precious assets.

So I cannot accept the view, pressed upon me by some of my most valued
friends, that there are reasons of political strategy and practicality which should
preclude me from speaking my mind fully at this late date. In the first place,
I do not so overestimate my influence as to believe that anything I may say here
will change the time at which this tax bill in some form becomes law. And
second I believe that, if anything I say here may persuade this committee to
change any portions of the bill in line with my suggestions, the changes will be in
the national interest. Further, I am not at all certain that those who have
advised me to cease and desist have had more political seasoning and practical
experience than I have had during the past 30 years, as to the best ways to
serve this national interest. So far as self-interest is concerned, I would be
much better off, if I avoided by one means or another the course I am taking
here today. It is hard to be in fact critical of policies advanced by an administra-
tion to which one is generally committed.

Now, let me get on with my comments about the pending measure in detail,
in the setting of the chronic economic situation now confronting our country.

(1) My first basic proposition is that the current economic situation, viewed
in sufficiently broad perspective to make the examination meaningful, calls for
large and prompt fiscal measures, including tax reduction, to stimulate economic
activity.

My first chart indicates that the long-term historic growth rate of the U.S.
economy during the period 1922-62, excluding periods of depression and the war
eras, averaged annually 3.7 percent. It also indicates that, in view of the rising
trend in productivity and technology, an average annual growth rate of between
4 and 5 percent has occurred during those periods since World War I when
our productive resources have been in reasonably full use.

My second chart illustrates that, in vivid contrast with these growth require-
ments, our average annual growth rate during the period 1953-62 was only 2.8
percent, and that this average has been compounded of a fairly rhythmic pattern
of recessions, inadequate upturns, and periods of stagnation or of abnormally low
economic growth leading into the next recession. The second sector of this
same chart, tracing the quarterly record from first quarter of 1961 through
second quarter of 1963, shows in the main a clear trend toward a declining rate
of economic growth. And the third sector of the same chart, depicting con-
secutive 12-month trends from first quarter of 196'1 through second quarter
of 1963, shows a steadily and considerably dwindling rate of economic growth
for each and every succeeding 12-month period. The growth rate of only 3.3
percent during the 12-month period from second quarter 1962 to second quarter
1963, should be contrasted, not with the growth rate of about 5 percent needed to
maintain full prosperity after it is attained, but rather with the growth rate
of 8 to 9 percent needed annually for about 2 years to restore reasonably full
production and employment. And we all know, the trends during the third
quarter of 1963 have at best been no better than during the second quarter, as is
evidenced by the assertions of some very capable people that we are on our
way toward another recession come 1964 if this tax measure is not enacted.
Actually, while the economic upturn which started in early 1961 now gives indica-
tions of lasting longer than previous upturns during the past decade, one of the
reasons is that the latest upturn has been of smaller relative magnitude, has
converted more quickly to stagnation, and has not brought us as far back to
reasonably full use of our resources as of the earlier upturns. We are thus
extending the period of economic stagnation, not really making gains.

My third chart shows the chronic rise in the true level of unemployment, from
4.9 percent of the civilian labor force in 1953 despite a recession commencing
in the middle of that year to 9.3 percent, seasonally adjusted, during the first
6 months of 1963. Even excluding the full-time equivalent of part-time unem-
ployment, and the concealed unemployment resulting from the repressed growth
of the labor force due to inadequacy of job opportunity, full-time unemployment
as customarily recorded rose from 2.9 percent of the civilian labor force in 1953
to 5.7 percent during the first 6 months of 1963. The situation has not im-
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proved in any significant degree, during the most recent months, and it is
noteworthy that unemployment thus far in 1963 has been higher than in 19;2
despite the continuation of the economic upturn.

My fourth chart shows the chronic rise of our unused productive powers meas.
ured by GNP. My estimate is that, by fourth quarter 1962, the gap between
actual national production and reasonably full production was in the neighbor-
hood of $80 billion, and I estimate this gap to be about the same now. The
reasuns why my estimate of the size of the production gap is so much larger than
that of some other competent analysts has been detailed on other occasions.
Here I shall say only that my past estimates of the size of this gap have correlated
much more closely than their's with the growth rate needed under the new
technology, and this explains in part why my forecast as to how high unemploy-
ment would remain have come much closer to the mark than their's.

My fifth chart depicts the enormous losses which we have suffered, during the
period from the beginning of 1953 through the first quarter of 1963, in consequence
of the chronically poor economic performance, coming in the aggregate to a
forfeiture of about $440 billion worth of total national production (measured in
1962 dollars) and about 27% million man-years of employment opportunity.

It should be noted in passing that these very unfavorable economic trends have
had a most damaging effect upon the condition of the Federal budget. My sixth
chart shows how, comparing estimated fiscal 1964 with fiscal 1954, total outlays
in the Federal budget have declined, when measured on a per capita basis related
to our total population, and when measured as a percent of our total national
production. Despite this, the Federal deficits have grown because, in view of
our inescapable Federal responsibilities such as national defense, interest pay-
ments, and payments fixed under existing statutes, it has become virtually
impossible to balance the 'Federal budget in a stagnating economy. As the
deficits in our national economic performance have risen, as measured by the gap
in our total national production, the Federal deficits have grown accordingly, as
shown on my seventh chart. And as shown on my eighth chart, if we had
enjoyed reasonably full economic performance from 1.953 through 1962, the
Federal budget on a calendar year basis would have shown an aggregate surplus
of $17 billion, contrasted with the actual deficit of about $37 billion-a net dif-
ference of about $54 billion-even though my estimates are based upon some tax
reduction beyond that which actually took place during this period, and some-
what higher levels of expenditures than actually occurred. This history is
highly relevant to the point that properly devised stimulative measures now,
including properly devised tax reduction, can help to balance the Federal budget.

My main concern, however, is not with the past but with the future. On the
basis of methods of analysis which have turned out to be quite accurate during
the past decade, I do not see under current national economic policies the prospect
of substantial improvement in our longrun economic growth rate, and this con-
elusion is certainly strengthened by the actual developments during the past 3
years to date which I have already detailed. If I am anywhere near correct in
this, my ninth chart indicates that we could by 1966 be confronted by a level of
unemployment, as conventionally measured, about 3.7 million higher than the
level of unemployment which would be consistent with reasonably full employ-
ment. This would mean conventional unemployment in the neighborhood of 6
million, and a true level of unemployment between 8 and 9 million. By the same
methods, I estimate that the production gap by 1966 could rise to $107 billion.
measured in uniform 1962 dollars. And these estimates do not Include the possi-
bility that we might happen to be in a recession in 1966, which naturally would
make the picture much worse.

My 10th chart shows my estimates of the magnitudes of economic expansion
which would need to take place in 1963 and 1964, to restore a reasonably full
level of economic activity by early 1965, consistent with longer range goals
through 1966. As we all know, nothing like this rate of expansion is occurring
In 1963, and there is virtually no prospect for the needed rate of expansion in
1964 under current policies, as practically all observers now admit. To take one
salient example: The Council of Economic Advisers is now hopeful that we may
get down to a 5-percent unemployment rate by 1965 or 1966 if the current tax
proposal becomes law, contrasted with the goal in early 1961 of reaching a
4 percent "interim" objective by 1963 without benefit of this tax reduction.

For the foregoing reasons, I urge upon this committee the absolute necessity
of large and immediate efforts to inject new stimuli into the American economy.
In this effort, properly devised tax reduction would play a vital role.

But the inadequacies of the current tax proposal in its current form are very
serious, and this I shall attempt to demonstrate in detail later on in my testimony.
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CHART 2

RECESSIONS. BOOMS. STAGNATIONS. 1953 - '63:
RATES OF CHANGE IN G.N.P.

In 1962 Dollars
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CHART 3

CHRONIC RISE OF UNEMPLOYMENT, 1953-1963
U V O--
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2.1 About 30.0 million man-years of unemployment (true level) would hove been consistent with maximum
employment.

-1 Estimoted as the difference between the officially reported civilian labor force and its likely size under
conditions of maximum employment.

3/ In derlvlng these percentages, the civilian labor force is estimated as the officially reported civilian
labor force plus concealed unemployment.
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ANNA DEICENIE

In Billions of 1961 Dollars

Total Deficiency, 1953-1962: 427 Billion Dollars

slm

year Year

431.4 448O13

Yew Yea t RUcosi "

Tar

4673

Deficiency
in Production

4RrSP

Year

Production!J

/ 526.5505.9

Tsar

548.2

Year

OR F

Year
Year Period

621 4 6310
572.4

1953 1954 1955 1956 1957 1958 1959 1960 1961 1962 4th~tr
19621/

1 AA DEFCIECI S S ECN OFMXMMPOUTO

13.1%

19I0L11.7%
11.0%

951,

6.0%
6.6%

4.6%

2.8%

0.3%

1953 1954 1955 1956 1957 1958 1959 1960 1961 1962 4th(Nr
i9 m

REVENUE ACT OF 1963

CHART 4

CHRONIC RISE OF OUR UNUSED
PRODUCTIVE POWERS (G.N.P). 1953-1962

I/ Sommlly adjused onnuo rate.
2/ Based upon sufficlent annual rate of growth in G.N.P. to provide full use of growth in labor force,

plant and productivity under conditions of maximum employment and production.
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CHART 5

LARGE NATIONAL ECONOMIC DEFICITS
DURING PERIOD 1953-1st QUARTER 1963

Dollar Items in 1962 Dollars

TOTAL
NATIONAL

PRODUCTION
(GNP)

$439 Billion
Too Low

MAN YEARS
OF EMPLOYMENT

275 Million
Too Low

PRIVATE
BUSINESS

INVESTMENT
(Incl 'Ve Foreign)

Silo
Too

Billion
Low

PRIVATE
AND PUBLIC

CONSUMPTION '

$329 Billion
Too Low

• .. THESE HAVE LED TO LARGE LOSSES
TO ALL ECONOMIC GROUPS

AVERAGE
FAMILY INCOME

(Mulipl-Person Fomilies)

$6.800
Too Low

FARM
OPERATORS'
NET INCOME

$66 Billion
Too Low

WAGES AND
SALARIES

$283 Billion
Too Low

UNINCORPORATED
BUSINESS AND
PROFESSIONAL

INCOME

$30 Billion
Too Low

iIncludes personal consumption expenditures plus government (Federal, state, and
local) expenditures ( 286 and 43 billions, respectively)

2 4 -532-63-pt. 2-13
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CHART 6

FEDERAL BUDGET HAS SHRUNK RELATIVE
TO SIZE OF ECONOMY AND NEEDS, 1954-'64

Fiscal Years

BUDGET OUTLAYS AS PERCENT OF TOTAL NATIONAL PRODUCTION
Percent
25!

20 F

1954

BUDGET OUTLAYS PER CAPITA
In 1962 Dollars

$544.36

539340

t15in9

Total Not'l Security All Domestic

and Internat! Programs

1954

$49&84

Total Nat'l Security
and Internal 1I

1963-'

All Domatic
Programs

S505.86

131903

Total NotI'l Securdy All Domestk
and Intemotl Programs

19 6 4 "

At Q
%- . National Security and International g

~( including space research and technology)

1955 1956 1957 1958 1959 1960 1961 1962 19 6 3 -' 1964"

-- /Preliminary G.N.P estimated at $565 billion, CEP.

-- Administrotion4s proposed Budget as of Jan. 17, 1963, G. N. P estimated at $588 billion, CEP.
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CHART 7

THE FEDERAL BUDGET REFLECTS
NATIONAL ECONOMIC DEFICIENCIES
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CHART 8

A BALANCED FEDERAL BUDGET DEPENDS
UPON A MAXIMUM PROSPERITY ECONOMY

Conventional Budget, Calendar Years
100

490

Expenditures -- ec

- 70

Receipts

Aggregale Deficit, 1953-1962: $36.9 Billion

1953 1954 1955 1956 1957 1958 1959 1960

Conventional Budget, Calendar Years

90-Aoo

SReceipts 80

.d70
Expndiure

AggreVte Surplus, 1953-1962: $170 Billion

1954 1955 1956 1959 1960

-I Expenditures ore shown as actual expenditures plus estimated deficiencies in expenditures
during the period. Receipts are estimated by applying actual tax rates to maximum
prosperity levels of economic activity.
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(I IHr 9)

DIFFERENCES IN RESULTS OF HIGH AND
LOW ECONOMIC GROWTH RATES, 1963-1966

Bold face - Difference in 1966. ItaliCs - Difference for four yeor period as a whole
Dollar figures in 1962 dollars

EMPLOYMENT ±/
(In millions of man-years)

o6.0

UNEMPLOYMENT 21
(In millions of man-years)

TOTAL
PRODUCTION

t~o.

~* aA**~

rAMILT
INCOME
(Average)

$19200
A$6o

BUSINESS and
PROFESSIONAL

INCOME

$7 Billion

$1 Billion

1

07 Billion

F6 Billion

AGES and
SALARIES

$50 Billion

$12 /I/i/on

GROSS PRIVATE
DOMESTIC

INVESTMENT

$ 32 Billion

$3 lion

$62 Billion

$158 Bi/lion

NET FARM
INCOME

$15 Billion

$10 8//ion

RESIDENTIAL
NONFARM

CONSTRUCTION

$11.3 Billion

$23 Billion

$85 Billion

$ 2/s 11lion

TRANSFER
PAYMENTS

$13 Billion

$35 Billion

FEDERAL, STATE, AND
LOCAL GOV'T OUTLAYS

FOR GOODS AND
SERVICES

$13 Billion

$ 34 Billon

2, High growth role would draw more persons into the labor market than low growth rote
1/ Ifludiong io exports of goods and sewces

CONSUMER
SPENDING

PERSONAL
INCOME



642

EMPLOYMENT
(in million of mold-yeors)

UP 5.7

UP
32

1963 1964

FAMILY INCOME
(Average)

UP
$1m0

UP
$600

1963 1964

BUSINESS @td
PROFESSIONAL

INCOME

UP UP
Upmo $6 emo

$301lflon

1963 1964

UNEMPLOYED
(in millions of n

1963

DOWN "

MENT
i n-yeoars)

DOWN
1.7

WAGES and SALARIES

UP
$48 Billion

UP$24 Billion

1963 1964

GROSS PRIVATE
DOMESTIC

INVESTMENT

SAU
UP

$10 Billion

1963

UP
$ 20 Billion

1964

TOTAL PRODUCTION
UP $96 Billion

UP
$50 Billion

1963 1964

NET FARM INCOME

UP
UP $8 Billion

1963 1964

RESIDENTIAL
NONFARM

CONSTRUCTION

UP
$4Biion

1963

UP
million n

1964

CONSUMER
SPENDING

UP
$60 Billion

UP
$30 Billion

1963 1964

TRANSFER
PAYMENTS

UP 4
$6 Billion

UP
I I Billion

1963 1964

PUBLIC OUTLAYS FOR
GOODS and SERVICES
S (C. DERALt SI~EDEUAL

UP
$SNIon

1963

UP
$9 Billion

STATE and LOCAL

UP

S $6 Billion

REVENUE ACT OF 1963

CHART 10

GOALS FOR 1963 AND 1964, CONSISTENT
WITH LONG-RANGE GOALS THROUGH 1966

1963 and 1964 Goals Gompared with Estimated 1962
Dollar Figures in 1961 Dollars
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(2) My second basic proposition is that devising the proper kind of tax reduc-
tion depends upon correct analysis of the type of disequilibrium which has
ocurred in the U.S. economy during the past and is still present.

My 11th chart translates my estimates of the deficits in total national produc-
tion from the beginning of 1953 through the second quarter of 1963 into my esti-
mates of the deficits in the three main components of total national production or
GNP-private consumer expenditures, gross private investment, and public out-
lays at all levels of Government for goods and services. The main purport of
the chart is to show that by far the largest deficits have occurred with respect
to private consumer expenditures. For the second quarter of 1963, I estimate a
deficit of about $58 billion in these private consumer expenditures, measured
against a GNP deficit or gap of about $78 billion.

My 12th chart shows that the deficient rate of growth in private consumer
spending, 1953-63, has dominated in magnitudes the deficits in the total economy.
And my 13th chart indicates that these deficits in private consumption have re-
sulted, not primarily from a propensity of consumers as a whole to spend too small
a part of their disposable incomes and to save too large a part, but rather from
deficiencies in the total expansion of disposable incomes. The distribution of
income has also tended to encourage oversaving and underconsumption. All
this, as I shall disclose in due course, has a powerful bearing upon the whole
issue of appropriate and inappropriate changes in tax policy, and in other national
economic policies also.

My 14th chart shows that gross private domestic investment and also invest-
ment in plant and equipment, during the period 1953-63 as a whole, was indeed
deficient, as almost everything was deficient in an economy expanding at little
better than half the needed rate. But during each period of economic upturn, a.
the chart shows, the expansion of investment in the plant and equipment which
enlarge our productivity capabilities raced forward at a nonsustainable rate, very
much more rapidly than the demand for ultimate products represented by the
combination of private consumer outlays and public outlays at all levels for goods
and services. To take the most recent illustration, from the first half of 1961
to the second half of 1962, this investment in plant and equipment rose 8.5 percent,
while demand for ultimate products rose only 5.1 percent.

These nonsustainable upward surges in private investment in plant and equip-
ment were supported by ample or more than ample after-tax profits, savings.
credit, and other sources of funds for these purposes. The sharp investment
downturns -which occurred periodically, and which sparked the recessionary
movements, were not occasioned by any shortages of such funds, but were occa-
sioned by the excess plant capacity which had developed in consequence of the
inadequate growth in demand for ultimate products.

This summary analysis of the disequllibriating factors during the past decade
and even now indicate unanswerably that changes in tax policies and in other
national economic policies should now be directed toward bringing the demand
for ultimate products into better line with the growth in our productive capabili-
ties. Before analyzing why the current tax bill in its present form is not adjusted
to this purpose, I would like to bring before this committee in more detail the
investment trends during the periods of economic upturn since 1953 to date. as
these bear upon the whole problem of our U.S. economic performance, including
the rate of economic growth and the levels of idle manpower and plant.

(3) My third basic proposition is that investment trends during the past
decade, when compared with other trends, provide no justification for the proposi-
tion that large tax concessions are needed now for the purpose of stimulating
investment, especially when the additional Federal deficits which these conces-
sions would entail could be devoted to far more salutory programs in the interest
of the national economy.

Before going into this subject in detail, I would like to dispose of the notion.
urged upon me by some of my friends in the Government and elsewhere, that
large deficits deliberately incurred to stimulate private investment are in accord
with a "modern" or "progressive" economic philosophy, as represented for
example by the teachings of Lord Keynes. Of course, the teachings of Lord
Keynes, developed decades ago in the context of the depressionary worldwide
situation then prevailing, and with particular reference to the Britain of that
era, may not be entirely relevant today. In any event, the core of Lord Keynes'
Position was that, due to the unsatisfactory distribution of income, and its
effect upon the propensity to consume, total private saving became too large to



644

1953-1962
Annual Average 1956

Ist Qtr. 2nd Qtr.
1963 19631958 1959 1960 1961 1962

22.3

Yea r

42.0

239i

60.9
"Recession"

Year

62.0
"Stagnati

Recession
Yea r

ion

76.4
"Recession

Boom"
Year

Deficiency in Goss
.Private Invettment. /

,16.8 0.2

72.8%

Boom" T 6.4
Year T 78.1

"lDfiCiency in Total
National Production (GNP) "Stagnation"

.. --Periods

REVENUE ACT OF 1963

CHART 11
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CH AFr 12

DEFICIENT RATE OF GROWTH IN
PRIVATE CONSUMER SPENDING, 1953 -1963

Rates of Change in 1962 Dollars

Needed Rate of Growth = Actual Rate of Growth
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3.3% 3.3% 3.3% 3.3%
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1.8%

1953-1962
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THE PRIVATE CONSUMPTION DEFICIENCY
OF $286 BILLION,1953-1st Qtr. 1963 REFLECTED

A $375 BILLION INCOME DEFICIENCY
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REVENUE ACT OF 1963

CHAT 13

LOW GROWTH IN PRIVATE CONSUMPTION
REFLECTS LOW GROWTH IN INCOMES

Rotes of Change in 1962 Dollars

Total Private Consumer Spending = Total Personal Income After Taxes
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O"T 14

GROSS PRIVATE DOMESTIC INVESTMENT WAS
DEFICIENT DURING 1953-1962 AS A WHOLE

SGross Private Domestic Investment M Investment in Plant and Equipment

AVERAGE ANNUAL GROWTH RATE
1953-1962

In 1961 Dollars

AVERAGE ANNUAL
DEFICIENCY
1953-1962
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i1d its way promptly into private investment. so tili;t invest ment plus cou -
suniption did not add up to full emplyknilet. His major remedy for this was
increased public outlays of an investment nature, incurred by deficit finan(ing.
which would bring total saving into line with total investment at full emlhy-
mnent. But I can hardly imagine, viewing the situation in the United St;tes
during the past 10 years. when the distribution of income has led to private
savinL in excess of private investment and consequent unemployment, that the
great and perceptive Joln Maynard Keynes if alive today would recommend the
handout of tax concessions to private investors whose savings are already
redundant in terms of any investment programs which current of foreseeable
levels of ultimate demand would justify at this time. Instead, Lord Keyiie.
I am sure, would if here now recommend increases in public investment, corn-
billed with measures to stimulate private consumption. This, indeed, is what
the best economic brains in the government t now were urging a few years a zo.
before they were overpowered and outmaneuvered by the Secretary of the
Treasury and the Chairman of the Federal Reserve System.

It is interesting to note that. a few years ago, the then Secretary of the
Treasury and the then Chairman of the Federal Reserve System were advocating
tax concessions to stimulate investment, on the ground that there was a shortage
of savings available for investment purposes. While I did not agree at the
time that there was any such shortage of savings. which they later confessed.
there was at least logic in their remedies, assuming their set of facts. But
very recently, when spokesmen for the Treasury were asked why-the increase
in short-term interest rates would not drive up long-term interest rates. their
answer was that this would not happen because of the oversupply or redundancy
of saving available for investment purposes. S) it would seem that the Treasury
wants tax concessions to stimulate investment both when savin, is alleged to be
too low and when saving is admitted to be too high. This I cannot understand.

With these introductory comments. I turn to my more detailed analysis of
investment trends compared with other relevant trends. My 15th chart shows
that, during the 2 years preceding the 1957-58 recession, investment in the plant
and equipment which add to our productive capacities rose with enormous
xapidity in key areas of industrial activity. This investment splurge was
supported in the main by very large increases in prices and in profits after
taxes.

My 16th chart portrays the enormous upsurge in investment in plant and
equipment during the year preceding the 19q-61 recession, despite a generally
downward movement in prices and profits. This indicates that investment trends
in the short run are governed, not so much by the trends in prices and profits.
as by the expectancies of investors with respect to the prospective demand for
their products. In this period, as in the earlier period just discussed, the
expectancies were not justified by the actual trends in consumer incomes and
in consumption.

My 17th chart, dealing with the upturn period from first quarter 1961 right
down through second quarter 1963, shows in the majority of cases a recurrence
of the nonsustainable investment splurge. In two of the cases, it shows that
increases in profits after taxes have been accompanied either by a very moderate
upturn in investment or by a downturn in investment where excess capacities
are very extreme, thus indicating again that it is the demand for ultimate prod-
ucts relative to capacity which is the controlling factor in determining the level
of invetment. In all of these three upturn periods just examined, as I dis-
closed earlier, the upturn in investment in plant and equipment was very much
more rapid than the rate of expansion in the demand for ultimate products
comprising both private consumer expenditures and public outlays for good.-
and services at all levels.

Because investment in plant and equipment adds to our productive capabili-
ties and is supported substantially by profits after taxes, and as wages are a
main factor in the expansion of private consumer incomes and outlays, it is
essential to look also at the relative trends in these areas during the three
periods of economic upturn since 1953.

My chart 18 shows that. during the 2 years preceding the 1957-58 recession.
profits after taxes and investment far outran the expansion in wage rates which
is an important component in the expansion of total wages. My 19th chart shows
that, even with reduced profits from excessively high levels, the expansion of
investment in plant and equipment enormously outran the expansion of wage
rmts during the year preceding the 1960-61 recession. And my 20th chart shows
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an expansion in profits after taxes at a tremendously faster pave than the expan-
sion in wage rates during the .urrent econoinic upturn from early 1961 through
mnid-1963. In view of the extraordinary amount of unused plant capacity, the
expansion in profits after taxes has not been acu.iipanied during this current
upturn by any comparable expansion of investment in plant and equipment,
which shows once again that more after-tax profit. will not spark olpimistic
investment when idle plant capacity is much too high and demand for ultimate
products much too low. In some cases, the investment in plant and equipment
has been faster (in the case of motor vehicles and equipment, more than six
lines as fast) as the expansion in wage rates; in other cases, the investment in
plant and equipment has lagged behind the expansion in wage rates. But this
last-mentioned phenomenon must be viewed in the perspective that we still have
a great gap in wage payments as a factor in the great gap in consumer incomes,
while the rate of expansion in investment in these cases is repressed not by any
inadequacy of profits after taxes or other available funds, but rather by the
deficiencies in ultimate demand.

Actually, despite much misguided propaganda to the contrary, the increases
in wage and salary rates during the most recent years have lagged very far
behind the increases in productivity, and this of course has an important bearing
Upon the proper distribution of tax cuts. Thus, as shown by my 21st chart,
during the most recent 5-year period 1957-62, productivity per employee-hour
in the whole nonfarm economy rose in an average annual rate of 3.1 percent,
while the average annual increase in wage and salary rates was only 2.7 percent.
And in manufacturing during this 5-year period, as shown by my 22d chart the
average annual increase in output per man-hour was 3.4 percent, while the aver-
age annual increase in wages and salaries was only 2.2 percent. It is only very
recently that these alarmingly disparate trends have begun to receive the notice
they deserve.

These comparisons reinforce mightily my proposition that there is now no
justification for tax concessions to investors in order to speed up the rate of
productivity growth. The real problem is to bring the expansion of consump-
tion into line with actual trends in productivity growth. Moreover, as I have
been stressing for a number of years, the inefficiencies resulting from very large
economic slack have resulted in an actual growth in productivity as conven-
tionally measured far below the technological growth in our productivity poten-
tials as affected by improved machinery and automation. Very recent studies
put out by the Department of Labor confirm me fully on this vital point. And
indeed, as my 23d chart shows, the long-range trends in our output per man-hour
or productivity have tended through the decades to accelerate greatly, except
when artificially repressed by large economic slack.

Therefore, the situation we confront now is this: With the economy moving
upward, the rate of productivity growth tends to increase rapidly, so that the
economic upturn results in a decreasing ratio of the expansion of employment to
the expansion of output. Second, the economic upturn results in more hours of
work per week. In consequence, the current upturn has been very unsatis-
factnry from the viewpoint of reducing unemployment. The ultimate meaning
of this is that, fn view of the rapidly accelerating productivity potentials due
to technology and automation, a very much higher growth rate than that set
by the Council of Economic Advisers is needed to reduce unemployment. To
state this in another way, we will be hard put to achieve increases in ultimate
demand large enough to bring us toward reasonably full utilization of plant and
manpower.

The last thing in the world that we need, under such circumstances, are large
tax concessions to the investment process, on the ground that these are required
to speed up productivity growth, to enlarge our economic growth rate at home,
to make us more competitive overseas, and to improve our balanee-of-payments
and gold position. Insofar as unbalanced tax concessions would increase the
dtsequilibribim between productivity growth and idle plant capacity on the one
hand, and inadequate ultimate demand on the other hand. such tax concessions
would be self-defeating on all scores. In the longer run, they would even repress
the rate of productivity growth (as in recent years past). in consequence of the
Inefficiencies resulting from high economic slack.

All of these conclusions are fortified. by further examination of profit trends.
XY 24th chart presents the commonly known act that after-tax profits in key
industries by second quarter 1913 were soaring far above any previous peaks,
despite large unused capacities. A very prominent business magazine declared
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recently that "the profit squeeze is off"-if one ever really existed in recent
years. My 25th chart shows that, in key industries, profit sales ratios are very
rewarding and generally are reaching new peaks, despite substantial idle ca-
pacities. My 26th chart shows that, during the past decade, the portion of total
funds available to corporations used for plant and equipment investment has
grown considerably, and that the portion of these corporate funds drawn froni
internal sources has also grown considerably.

I therefore submit, Mr. Chairman, and members of the committee, that large
tax concessions now to stimulate investment would be largely wasted, and
would do much less to stimulate investment than would be accomplished by meas-
ures designed to expand the demand for ultimate products. In the alternative,
even if these tax concessions to stimulate investment should result in sustaining
and prolonging a rate of investment which even now is moving forward more
rapidly than the expansion of demand for ultimate products, this would only
increase the disequilibriums within the economy and make the bitter harvest
in due course even more severe.

We are now in danger of repeating some of the very errors which were com-
mitted in early 1957, when I protested before this committee and elsewhere the
official proposition that, through tax amortization concessions and in other ways.
we should seek to enlarge the rate of saving and thereby to stimulate invest-
ment. This was at a time when it was abundantly apparent that excess plant
capacity was everywhere, and when I foretold another recession just around the
corner. A year later, some of the very same officials who had been urging this
policy came back before this very committee, which was then investigating the
financial condition of the United States, and confessed that they had been wrong a
year earlier when they had mistaken a growing deficiency in consumption for a
deficiency in investment.

(4) My fourth basic proposition is that the specifics of the current tax bill, in
its present form, provide excessive and substantially wasteful stimulants to
investment, and far too little stimulation of consumption.

Coming now to the specifics of the current tax proposal, my 27th chart contains
my estimates as to how the proposed tax cuts would divide between cuts for
investment purposes and cuts for consumption purposes. In making these esti-
mates, I have added to the $11.1 billion tax cut now proposed the $2 billion in
tax concessions made to corporate investors in 1962 by legislation and by Treas-
ury action, bringing the total to $13.1 billion. I think that this inclusion iZ
entirely appropriate for purposes of economic analysis, and Secretary Dillon
evidently agrees; in a very recent speech, as reported in the press, he estimated
rather gleefully that the 1962 action, plus the corporate tax reductions in the
current proposal, would increase the after tax profits on new investments by
about 35 percent. In addition to this $2 billion, the current measure involves a
proposed corporate tax cut in the neighborhood of $2.2 billion, and a proposed
personal tax cut in the neighborhood of $8.9 billion-bringing the total to $13.1
billion.

Of this $13.1 billion amount, $4.2 billion are directly allocated to investment
purposes, counting the $2 billion in 1962 and the $2.2 billion corporate tax cut in
the current proposal. In addition, It is my estimate that $2.8 billion of the pro-
posed personal tax cuts of $8.9 billion would be saved for investment purposes. I
derive this by estimating what portion of the personal tax cuts of $4 billion for
taxpayers with incomes of $10,000 and over would be saved for investment pur-
poses rather than spent for additional consumption. This estimate in its very
nature cannot be exact, although I think it is reasonable. But even if we were
to assume that a larger portion of the proposed personal tax cuts for taxpayers
with incomes of $10,000 and over would be used to add to their immediate con-
sumption, then the comments which I make later with respect to the impro-
priety, on equitable and social grounds, of adding so much to the immediate
consumption of the higher income people as against additions to the consump-
tion of lower income people become even more telling. Thus, my estimate is that
about $7 billion of the $13.1 billion tax concession, Including the 1962 concession.
are allocated to Investment purposes.

As against this, I estimate that the $4.9 billion in proposed personal tax cuts
for taxpayers with incomes under $10,000 would flow almost entirely into im-
mediate consumption, and that $1.2 billion of the $4 billion personal tax cuts for
taxpayers with incomes of $10,000 and over would flow into immediate consump-
tion. Thus, my estimate i that $6.1 billion of the $13.1 billion total are allocated
to consumption purposes.
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CHART 15

RISING PRICES, PROFITS, AND INVESTMENT
BEFORE THE 1957 - 1958 RECESSION

The Investment Boom Before the 1957-1958 Recession
First Three Quarters 1955 - First Three Quarters 1957
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CHART 16

INVESTMENT BOOM OCCURRED AGAIN
BEFORE THE 1960-1961 RECESSION

DESPITE REDUCED PRICES AND PROFITS
First Half 1959-First Half 1960

[ Pricesi 'J M Profits after Taxes. 1 Investment in Plant and Equipment'
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CHART 17

PRICE, PROFIT AND INVESTMENT TRENDS
DURING CURRENT ECONOMIC UPTURN

Annual Rates Ist Quarter 1961- 2nd Quarter 1963
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CHART 18

BEFORE THE 1957-1958 RECESSION,
PROFITS AND INVESTMENT

OUTRAN WAGES-BASIC TO CONSUMPTION
First Three Quarters 1955-First Three Quarters 1957
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CHART 19

BEFORE THE 1960-1961 RECESSION,
DESPITE REDUCED PROFITS, INVESTMENT
OUTRAN WAGES-BASIC TO CONSUMPTION

First Half 1959 -First HOlf 1960
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CART 20

PROFITS AND INVESTMENT
DURING CURRENT ECONOMIC UPTURN

OUTRUN WAGES-BASIC TO CONSUMPTION
Ist Quarter 1961-2nd Quarter 1963
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CIIAHT 21

RATES OF CHANGE PER MAN-HOUR
IN MANUFACTURING OUTPUT AND

WAGES AND SALARIES, 1947-1962-/
Average Annual Rates of Change. Measured in Uniform Dollars
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CHART 22

RATES OF CHANGE PER EMPLOYEE-HOUR
IN NONFARM OUTPUT AND

WAGES AND SALARIES, 1947-1962'
Annual Average Rates of Change. Measured in Uniform Dollors
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CHAn 23

TRENDS IN OUTPUT PER MAN-HOUR
-OR PRODUCTIVITY - 1910-1962

Average Annual Rate of Productivity Growth
for the Entire Private Economy

rRE RCO.R 1''96 2.

INDICATING AN ACCELERATING PRODUCTIVITY
GROWTH RATE UNTIL 1955

1910- 1920- 1930-
1920 '1930 1940

1940- 1950- 1955- 1961-1962
1950 1955 1961 (est.)

INDICATING A STILL HIGHER PRODUcTIVITr
GRowTH RArE UNTIL r WAS ADvERsELY AFFCED

,8r RISING ECONOMIC SLACK
4.1% 3 90/

1947-1953 1950-1955 1953-1960 1955-1961
Period of Period of Period of Period of
Reasonably Moderate Relatively Large 'Still Larger

Full Economic Economic Economic
Employment Slack Slack Slack

1961-1962
(et.)

Period Affected
B y Economic

Upturn

Note: Based pn US Deportment of Labor eslimotes, relating to mon-hours worked.



660

250

20W

50

C '

1953 '54 '55 '56 '57 '58 '59 60 %1 '62 '63 19
02-/

I OR'I VHL AND *lJ

46/

1k~ - I ~:-~~j
)53 '54 '55 '56 '57 '58 '59 '6

lr 300

IC7?
Ii

- 100*'!

* : -- 50

~ ~ 0
0 '61 '62 '63

02

300 -- PERLU REINN

250 k

I£ EETIA MACHNR

200 - U

,III

1953 '54 '55 '56 '57 '58 '59 '60 '61 '62 '63 1953 '54 '55 '56 '57 '58 '59 60 '61
021/

300

25C

4200

0 - : 15

150

_ -

'62 %63
Q2.L'

300 10alTT AUATRN

250

1501

0 .-
1953 '54 '55 '56 '57 '58 '59 '0 '61 '62 '63 1953 '54 '55 '56 '57 '58 '59 %0 %1 '62 '63

02j/ ,

I'Second Quarter of 1963 at an annual rote, not seasonally adjusted.
Data: Federal Trade Commission- Securities Exchange Commission.

REVENUE ACT OF 1963

CHART 24

KEY PROFITS AFTER TAXES ARE HIGH
DESPITE LARGE UNUSED CAPACITIES

1953-100

3w00

300

V I
I IRON AND STEEL I



REVENUE ACT OF 1963 661

CHART 25

PROFITS-SALES RATIOS ARE GOOD
AND GENERALLY ARE REACHING NEW PEAKS

DESPITE SUBSTANTIAL IDLE CAPACITIES
Manufacturing Corporations' Profits after Taxes, as Percent of Net Sales
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This distribution-$7 billion allocated to investment purposes and $6.1 billion
a1llocated to consumption purposes-seems to me palpably and egregiously
maladjusted to the realities of the economic problems confronting us. As a
matter of economic reality, I submit for the consideration of this committee that
there is certainly no pressing need for a corporate tax cut of large size now,
nor for several billion dollars in tax cuts for people in the higher income brackets,
when ineasured against the competing utility of other ways of using the same
amount of money, whether by way of other types of tax reduction or by way of
increased public outlays. I shall discuss these alternatives subsequently in my
testimony. About the only real argument I have heard for the currently proposed
distribution of the tax cuts is that everybody must get some in order to make the
proposition palatable.

Mr. Chairman and members of the committee, I am realistic enough to
acknowledge, unfortunate though it may be, that maybe everybody needs to get
something in order to facilitate the passage of this measure-but the question
. till remains: How much? This tax reduction would have exactly the same
iiet effect as if tax rates were left just as they are now, and then corporations
aind individuals were mailed checks by the Government in exactly the same
amounts, year after year without end. that they would receive by virtue of the
proposed tax reductions. Would anybody, under this hypothesis, propose
that now is the time when the Nation needs or the Government can afford to
mail out these amount of bounties per annum to those who do not need them on
,ny discernible economic grounds. and who on social grounds are not entitled to
them at all? Can anybody really make an argument which will stand up, that
this is the best way, or even a defensible way for the Government to pass out
this amount of subsidies at this time?

I use the words "bounties" and "subsidies" advisedly. We are all too prone
to think that, just because corporations and individuals pay taxes, the Govern-
ment is not giving them anything when it cuts their taxes. But taxes ordinarily
are supposed to cover the costs of what the Government is doing, and this has
nothing to do with whether the Government is spending too much or too little.
When the Government by cutting taxes deliberately contrives a larger deficit,
even for the worthy purpose of stimulating the economy, the equivalent of a
subsidy is involved, just as much so as if the Government left taxes just where
they are now and mailed out checks as I have indicated just above.

As I said at the outset of my testimony, I am entirely in favor, under current
economic conditions, of deliberately contrived increases in the Federal deficit-
or subsidies-to stimulate the economy. But I think we should be reasonably
confident, before we embark upon this course, that the subsidies are flowing to
where they will do the most economic good, and to those who have at least
some color of meriting them.

(5) My fifth basic proposition is that the personal tax cuts, under the current
bill in its present form, would put disproportionately too much additional spend-
ing power where It is not needed, and not nearly enough where it is needed most.
My objection here is on both economic and social grounds.

My foregoing discussion of the relative allocation of the proposed tax cuts
to investment purposes and to consumption purposes, under the current measure
in its present form, indicates fully why I object to the pattern of the distribu-
tion on grounds of economic effectiveness. I now turn to grounds of equity
or social justice, which I most firmly insist are among the indispensable criteria
to be taken into consideration in connection with the fiscal policy of a great
and just Nation.

As shown by my 28th chart, one gets a very distorted impression of the dis-
tribution of the proposed personal tax cuts by looking at the percentage ratio
of the proposed tax rate to the now existing tax rate. Looking at it this
way. it appears that the $3,000-income family of four would get a 100 percent
tax cut, while the $200,000-income family would get only a 16 percent cut.
1ut the tax cut when measured this way is merely a mathematical formula;
its only real significance is the effect which it has upon the after-tax or dis-
posable income of the recipient. If the purposes of the tax cut are to stimulate
the economy, or to improve the equitable imposition of the tax burden, or
both, the only thing that counts is what happens to the disposable incomes
of people when the cuts go Into effect. By this test, which is the only ap-
propriate test, the same chart shows that the $3,000-income family, under
the current proposal, would have only a 2-percent increase in after-tax or
disposable income, while the $200,000-income family would have a 16-percent
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CHAT 27

ESTIMATED DIVISION -PROPOSED TAX CUTS
BETWEEN CUTS FOR INVESTMENT PURPOSES
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increase in disposable income. In between these two extremes, the $5.000-income
family would have an even smaller increase in disposable income than the
$3.000-income family. And above this level, the higher the family Income
before taxes, the bigger would be the increase in disposable income by virtue
of the tax proposal in its present form. The really big jump in disposable
incomes, as shown by my chart, would be in the income levels above $25,000.

I am aware that the Secretary of the Treasury and others have made the
argument that, in view of the progressively higher tax rates now paid by
Iiigher income families, any sizable program of tax reduction must add more
t, their disposable incomes percentagewise than it adds percentagevise to the
(lis,,sable incomes of lower income families. If this were necessarily true.
Ll wNould simply be an argument for finding some other route than tax reduc-
tiin toward a more economicallty sound and more ethically justifiable result.
,mere is nothing sacrosanct about tax reduction per se. If it were true that
i;ix reduction in its very nature must do most for those who need it least.
;In(l least for those who need help most. I could readily suggest many better
wN-ays of using $13 billion, or $11 billion, than the ways embodied in the
current tax proposal in its present form. But beyond this it is obvious that
a tax reduction of the same size, or of any given size. can be so recoil-
,tructed as to be progressive rather than regressive in its consequences, and
thus (c,,me closer to serving its avowed economic purposes and much chlser
to results which the average American would regard as fair.

There are other ways of analyzing the proposed personal tax cuts from
the equitable and social viewpoint. As already indicated, about 45 percent
vt' the total proposed personal tax cuts would go to taxpayers with incomes
of A10,000 and over who comprise only about 121,.', percent of all taxpayers:
this means that only about 55 percent of the proposed personal tax cuts
%%-,uld go to taxpayers with inconms under $10,000, who comprise about s7"2,

percent of all taxpayers. I have been unable thus far to make refined esti-
inites of other aspects of the proposed distribution of the personal tax cuts
uider the current measure. But a very rough indication of their consequences
is indicated by miy published study. "Taxes and the Public Interest." of the
original proposal of the administration in early 1963. This study estimated
th1t, excluding the then-proposed tax reforms, most of which have as (f
now been eliminated from the bill. only 3.7 percent of the total personal tax
cuts would have gme under the original proposal to the 32.8 percent of
:11 taxpayers whose incomes are below $3.000: 21.1 percent would have gone
to the 1.9 percent of all taxpayers with incomes of $20,000 and over: and

percent would have gone to the 0.3 percent of all taxpayers with incomes
*f $50.000 and over.
While I did not agree in detail with the original tax proposal in early 1963,

it did propose a large number of reforms to compensate in part for the nature of
the proposed tax rate changes. With these reforms, my published study esti-
wated that about 12Y2 percent of all taxpayers who have incomes of $10,000
:nd over would have received only 36.2 percent of the then proposed personal
tax cuts, contrasted with about 45 percent under the current proposal in its
present form. With these same reforms, those with incomes of $20,000 and
over would have received 13.9 percent of the then poposed personal tax cuts.
and those with incomes of $50,000 and over would have received 4.5 percent.
Thus it is abundantly apparent, despite the lack of refinement in some of the
(lata which I have presented in the preceding paragraph, that the current bill
in its present form involves a much less defensible distributionn of the personal
income tax cuts than the original proposal.

My views in this regard are immensely strengthened when we come to consider
that the Federal personal income tax is not the only tax which bears down
upon the American people. Quite to the contrary, because of its relatively pro-
wressive nature, the Federal personal income tax has served, though in my
view not served well enough, to redress in part the undesirable and inequitable
imposition of the entire tax burden-Federal, State, and local, direct and indi-
rect. Unfortunately, this aspect of the tax problem has been grossly neglected by
economists. But my 29th chart shows the results of a competent study made
in 1954, and these reults are very pertinent even today. When one looks at
tile Federal income tax alone, the $2,000 income-tax payer paid only 2.7 percent
(If his income in Federal personal income taxes In 1954, while the $10,000 and
over income-tax payer paid 14 percent. This looks very progressive, indeed.
But when one looks also at other types of taxes, the $2,000 income-tax payer Imid
Out in taxes 23.4 percent of Irs income, while the $10,000 and over Income-tax payer
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paid out only 39.2 percent, which is not nearly so progressive. If one looks only at
State and local taxes, the $2,000 income-tax payer in 1954 paid out 9.8 percent of
his income in such taxes, while the $10,000 over income-tax payer paid out only
7.4 percent. And the significance of the highly regressive nature of State and
local taxation has been greatly augmented in the decade since 1954, responsive
to the fact that since the outlays of the States and localities have risen
many times as fast as the outlays of the Federal Government. This being the
case, today is not the time to diminish the progressive nature of the Federal
personal income tax, either on economic or social grounds.

If any further reinforcement is needed of this proposition, It may be obtained
by looking at the current distribution of income in the United States. As
shown by my 30th chart, among all multiple-person families in 1961, 10.4 million
families, comprising 22.6 percent of all multiple-person families, had incomes
under $4,000 and received only 7.2 percent of the total personal income of all
multiple-person families. Under current conditions, taking into account our
productive capabilities per capita and the standards which must rise as these
productive capacities rise, an income of below $4,000 a year places the average
multiple-person family in the poverty category. The chart also shows the num-
ber and percentages of multiple-person families at even much lower income levels
than this.

With respect to unattached individuals, 4 million in 1961, or 35.7 percent of
the total number, had incomes under $2,000 a year, and this placed them in the
poverty category. These unattached individuals received only 11.1 percent of
the total personal income of all unattached individuals.

The immediately foregoing data are a final reason why any tax proposal as
gigantic and far reaching and long range as that now under consideration should
not do relatively so much for those in the higher income brackets and relatively
so little for those in the lower Income brackets.

I want to make just one more point in this phase of my discussion. In my
published study on the tax subject referred to above, I depicted the progressive
nature of the changes in national tax policy during the period 1939-45, and the
favorable impact of these progressive changes upon our general economic per-
formance and upon our social progress. I also depicted the regressive trends in
our national tax policies during the period 1945 to date, and the unfavorable
consequence in terms both of economic performance and social justice. This
whole analysis should be the answer to those who argue that, because of the
Intrinsic nature of our Federal tax structure now, it is fitting and proper that
large-scale tax reduction should move in a regressive direction (i.e., reduce the
current degree of progressiveness in this tax structure). I request the per-
mission of the committee to insert at this point of my testimony the portion of
my study which covers this subject, which runs only to five small printed pages
and four charts.

[Excerpts from "Taxes and the Public Interest"]

I. THE PROGRESSIVE NATURE OF NATIONAL TAX POLICY, 1939-45

Distribution of increased personal tax burden 1939-45
Due to World War II, the burden of Federal personal income taxes was very

much 'higher in 1945 than in 1939. This increased burden (as the term "in-
creased burden" is used in this discussion) is not measured by the total increase
in taxes collected, much of which was due to the vast expansion of production.
employment, and Incomes. The Increased burden is measured rather by the
increases in tax collections due to higher tax rates.

How was this increased burden distributed? This question may be answered
by showing how much more taxes people in various Income groups paid in 1945
than they would have paid in 1945 if effective tax rates had remained the same as
they were in 1939.

In 1945, as shown by chart A, those with incomes under $3,000 comprised more
.55 percent of all tax returns filed, but paid less than 32 percent of the total tIx
increase attributable to the increases in tax rates. The 2.8 percent of all those
filing returns who had Incomes of $10,000 and over paid 27.4 percent of the tax
increase attributable to the tax rate Increases; the 0.91 percent with incomes
of $20.000 and over paid 17.2 percent; and the 0.16 percent with Incomes of
$50.000 and over paid 5.7 percent. This Indicates that the higher income people.
relative to their number, bore a larger share of the increase In the tax burden,
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CHART 28

ADMINISTRATION PLAN, PERSONAL TAX CUTS
Percent Tax Cut And Percent Gain In After-Tax Income

Married Couple With Two Children At Various Income Levels ±j

$ 3.000 Income
100.0%

2.0,

Percent
Tax Cut

V0

U-,
Percent Gain In

After-Tax income

$10,000 Income

16.9%

Percent
Tax Cut

2.3%

Percent Gain In
Atter-Tax Income

$50000 Income

&2%

Percent Percent Gain In
Tax Cut Afte-Tax Income

$ 5,000 Income

25.7%

Percent
Tax Cut

1.6%

Percent Gain In
After-Tax Income

$15,000 Income

15.7%

Percent
Tax Cut

2.7%

Percent Gain In
After-Tax Income

$100.000 Income

14.4%

A-3%

Percent
Tax Cut

Percent Gain In
After-Tax Income

$7,500 Income

20.0%

Percent
Tax Cut

2.1%

Percent Gain in
After-Tax Income

$25,000 Income

15.7%

38%

Percent Percent Gain In
Tax Cut After-Tax Income

$ 200,000 Income 2

16.0%

Percent
Tax Cut

160%

Percent Gain In
After-Tax Income

SIAdjusted gross income levels. 2/Esimated

Note: Standard deductions for $ 3,000 income level. Typical itemized deductions
for other income levels.
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CHART 29

TAXES PAID BY SPENDING UNITS'
AT VARIOUS INCOME LEVELS, 1954

Taxes ;'Shown As Percent Of Income -
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CHART 30

AMERICANS LIVING IN POVERTY, 1961
Annual Incomes. Before Taxes. In 1961 Dollars1I/

(In Millions).

MULTIPLE-PERSON FAMILIES

Under $1,000- 52,000- Under
$1,000 $1,999 $3,999 $4,000

(amehul

UNATTACHED INDIVIDUALS

40

. 22 N

Under
$1,000

$1,000-
$1,999

Under
$2,000
(Cwi)

I s ~ I

MULTIPLE-PERSON FAMILIES
Percent of All Families

M Shore of Total Income of All Families

22.6%

A nW

2.2%

Under
$1,000

$1,000-
$1,999

$2,000-
$3,999

Under
$4,000
[Cm§.Itwi1

UNATTACHED INDIVIDUALS
MPercent of All Individuals
MShare of Total Income of All Individuals

Under $1,000- Under
$1,000 $1,999 $2,000

lam

JI Includes. in addition to cash income, the monetary value of food and
fuel produced by farm families for their own use. and other nonmoney Income.

Data: Department of Commerce, except that numbers of consumer units in "under $1,000" and
"$1.000-$1.999" groupings ore estimated by CEP on basis of Commerce Department
data for families and Individuals with incomes "under $2.000"
CEP has also estimated shares of income for "under $1,000" and "$1.000-$1,999" groupings.

::i 5 32-63-pt. 2-15
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and the lower income people a smaller share. In other words, the distribution
of the increase in the tax burden was progressive.

It is also revealing to look at the impact of the increased tax rates upon the
disposable (after tax) incomes of taxpayers at various income levels. In this
and similar discussions, the taxpayer is assumed to be married and have two
children or other dependents; a flat 10-percent deduction is allowed for taxes,
interest, contributions, etc. In this connection, a very erroneous impression re-
sults from focusing upon the percentage increases In tax rates; as shown on
chart B, the $5,000-income taxpayer had a 2,000-percent increase in his tax rate,
the increase in the tax rate of the $3,000-income taxpayer cannot be compute(d,
because he paid no tax in 1939, while the $200,000-income taxpayer had only a
73.6-percent increase. But more realistically, in terms of the change in dispos-
able income which is the ultimate economic and social result of any change in
effective tax rates, the $3,000-income taxpayer suffered a disposable income
decrease of only 6.9 percent; the $5,000-income taxpayer, 12.1 percent: the
$10,000-income taxpayer, 17 percent: the $50,000-income taxpayer, 37.3 percent;
the $100,000-income taxpayer, 45.3 percent; and the $200,000-income taxpayer,
51.2 percent. These data show more clearly that the tax rate changes had a
progressive effect upon income distribution.

Changes in corporate and other tax rates, 1939-45
It is unnecessary, for the purposes of this study, to examine the changes in

corporate and other nonpersonal tax rates in detail, because problems as to the
distribution of the increased tax burden with respect to these types of taxes are
not of significance comparable to the significance in the case of personal taxes.
Subsequently in the discussion, the general significance of the changes in these
types of taxes are dealt with. Suffice it to say at this point that corporate tax
rates were immensely higher in 1945 than in 1939. A heavy excess profits tax
was also imposed. Estate and gift taxes were also raised substantially.

Economic and social effects of 1939-45 tax changes
Although many other powerful factors influenced the economy, it is nonethe-

less feasible to evaluate the economic effects of these tax changes. Despite
heavy increases in both personal and corporate tax rates, growth in total national
production outdistanced the most optimistic expectations. Business and per-
sonal initiative was augmented, not repressed. High economic growth and full
employment led generally to rising living standards, despite the extremely high
allocation of output to direct war purposes. The numbers and percentages living
in poverty were reduced at an unusually rapid rate. The progressive redistri-
bution of after-tax income, through the changes in tax policy, abetted both eco-
nomic growth and social progress.

Tax increases during World War II may hare been too small
The only important criticism of our national tax policies from 1939 through

1945 might be that taxes were not lifted enough. About half of the increased
public costs resulting from World War I was financed by borrowing rather
than by the increased tax take. This built up huge wartime savings, which
tended to Increase inflationary pressures in the immediate postwar years when
these savings mere injected into the spending stream too rapidly because of
the premature abandonment of controls. But on balance, the utilization of
these savings helped to prevent the kind of serious economic downturn which
occurred during 1921-22 following World War I, and which many had expected
after World War II.

IV. REGRESSIVE TRENDS IN NATIONAL TAX POLICY, 194f-63

Distribution of the decreased personal tax burden, 1945-63
The end of World War I properly set in motion the trend toward tax reduC-

tion, and, despite a reversal of the trend during the Koren war, tax rates were
very much lower by 1963 than in 1945. How the decrease in the tax burden
due to lower tax rates was distributed may be shown by examining how much less
taxes people in various income groups are estimated to pay In 1.963 than they
would pay in 1963 if tax rates had remained the same as they were in 1945.

For 196.3, as shown by chart C, it is estimated that those with Incomes under
$3.000 would comprise almost 38 percent of all tax returns filed, but would
receive only 3.4 percent of the total tax cut attributable to the decreases in
effective tax rates (below the 1945 level). The 12.29 percent of all those
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CIrn A

PERSONAL TAX INCREASES, 1939-'45
Distribution In 1945 Of Total Tax Returnsi'

And Of Total Tax Increases Attributable To Tax Rate Increases?/

31.8%

Percent of Attributable
Tax Increases, 1945

$5,000-$10,000 Income
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Total Returns,45

Percent of Attributable
Tax Increases, 1945
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Total Returns,145
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...5%
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Percent of Atibutable
Tax increases, 1945

$3,000- $5,000 Income

34.6
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Total Returns,45

27.6%

Percent of Attributable
Tax Increases,1945

9

$10,000-$20,000 Income

1.9%

Percent of
Total Refums 45

10.2%Fm-
Percent of Attributable

Tax Increases, 1945

$50,000 And Over Income

0.2%

Percentof
Total Returns,'45

5.7%
r..F. l.. "
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Percent of Attributable
Tax Increases, 1945

4

$20,000 And Over Income

0.9%

Percent of
Total Returns,45

17.2%rn I

Percent of Attributable
Tax Increases, 1945

-"Percent distribution of 1945 tax returns (taxable and nontaxable) by income group
estimated by CEP on basis of Treasury Dept. data.
-LITh. share of the total tax increase applicable to the adjusted gross income of each

income group based on CEP estimate of amount of taxes which would have been paid in
1945 had 1939rotes and regulations obtained in 1945.
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CHAT B

PERSONAL TAX INCREASES, 1939-1945
Percent Federal Tax Increase And Percent Decrease In After-Tax Income

Married Couple With Two Children At Various Income Levels!I

$3,000
(Tax Rote Raised From 0 To 6.9%

After-Tax Income Down $206.)

I ?
Percent

Tax Increase

6.9%
V/IM

Percent Drop In
After-Tax Income

$10,000
(Tax Rate Raised From 2.6% To 19 2%

After-Tx Income Down $1655L)
636.5%

17.0%

Percent Percent Drop In
Tax !ncreo;e Afler-T3z Incoma

$ 50,000
(Tax Rate Raised From 14.3%To 46.3%

After-Tax Income Down $16,005.)
224.2%

Percent Percent Drop In
Tax Increase After-Tax Income

$ ,00
Tax Rate Raised From 06% To 12.6%

After-Tax Income Own $600.)
21000%

12.1%

Percent
Tax Increase

* I

438.9%

I

-

Percent Drop In
After-Tax Income

$15,000
(Tax Rate Raised From 4 5% To 24 0%

After-Tox Income Down $2,932.)

Percent
Tax In:reose

20.5%@m
Percent Drop In
After-Tax Income

I I

$100,000
(Tax Rote Raised From 262% To 596%

After-Tax Income Down $33,396.)
127.3%U*-..-.**-

$7,500
(Tax Rate Raised From 1.5% To 16.3%

After-Tax Income Down $1,112

15002%

15.0%

Percent
Tax Increase

Percent Drop in
After-Tax Income

$25,000
(Tax Rate Raised From 7 5% To 32.8%

After-Tax Income Down $6,332

339.0%

Percent
Tax Increase

Percent Drop In
After-Tax Income

$200,000
(Tax Rote Raised From 41.0% To 71.2%

After-Tax Income Down $60,373)

73.6%

Percent Percent Drop In
Tax Increase After-Tax Income

j Federal tax for 1939 and 1945, as applied to adjusted gross income, estimated by CEP,
assuming 10 percent deduction for taxes, interest, contributions, etc. Allowance was also
made for earned income credit in 1939.
-& No tax at this level in 1939.

Note: Tax rates shown are effective tax rates.
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rling reurns with incomes of $10,000 and over would receive 57 percent of the
total tax cut attributable to the decreases in tax rates; the 1.87 percent with
incomes of $20,000 and over would receive 24.8 percent; and the 0.31 percent
with incomes of $50,000 and over would receive 8.7 percent. This indicates
that the lower income people, relative to their number, enjoyed a much smaller
share of the decrease in the tax burden, while the higher income people enjoyed
a much larger share. In other words, the distribution of the decrease in the-
tax burden was regressive.

Turning to the effect upon a taxpayer at a given income level, using the same
assumptions as to family size and deductions as in previous chapter, chart D
shows that, comparing 1963 with 1945, the $3,000 income taxpayer is estimated
to receive a 70.9-percent cut in his effective tax rate, while the $200,000 income
taxpayer would receive only a 19.1-percent cut. This makes it appear that
the changes were very progressive. But looking at the changes in disposable
(after-tax) incomes, which are the only changes of practical economic or
social significance, the $3,000 income taxpayer is estimated to enjoy an increase
of only 5.2 percent in his disposable income, and the $5,000 income taxpayer only
a 4.,-percent increase; the $10,000 income taxpayer would enjoy a 6.7-percent
increase; the $50,000 income taxpayer, 26.7 percent: the $100,000 income tax-
payer, 36.9 percent; and the $200.000 income taxpayer. 47.2 percent. It is thus
made even clearer that the 1945--63 reductions in tax rates were highly regres-
sive in their effects upon income distribution.

Some may argue that the same considerations which made the distribution
of the increase in the tax burden progressive when taxes were being sharply
increased during the period 1939-45 appropriately made the distribution of the
decrease in the tax burden regressive when taxes were sharply reduced during
the period 1945-63. This argument would be correct only if the distribution
of the total Federal personal tax had become too progressive as of 1945, from
the viewpoint of its impact upon economic growth and incentives. (It was
certainly not too progressive from the viewpoint of economic and social justice,
considering the vast disparities in disposable (after-tax) incomes even in 1945,
and the many millions of families and individuals still living in poverty
and deprivation.) But, as shown in the previous chapter, the distribution of
the tax burden as of 1945 was entirely consistent with our fantastic growth
achievements and high economic incentives during World War II. And as is
shown subsequently, the much less progressive distribution of the tax burden
more recently has worked against adequate economic growth. It has done
this mainly by creating periodic maladjustments between (a) investment in
expanding the means of production and (b) private consumer demand. It
follows that the necessary reduction of taxes after 1945 should not have moved
so far in the direction of less progressive taxation.

Changes in corporate tax treatment, 1945-63
The Revenue Act of 1945 repealed the excess profits tax as of January 1, 1946,

and also reduced the corporate surtax rates. The 1954 Revenue Act permitted,
as of the end of 1953, the expiration of the excess profits tax imposed during the
Korean war. The same act introduced a liberalized treatment of depreciation
allowances, and also liberalized some other business allowances. This trend
was carried considerably further by congressional and Treasury action in 1962.
The excessively favorable tax treatment of business investment and its conse-
quences are discussed fully subsequently.

But it should be noted at this point that, even in early 1957, when over-
capacity relative to demand for ultimate products was abundantly apparent, the
administration and the Federal Reserve System both urged restraint upon con-
sumption and more emphasis upon investment, although the portents of the on-
coming recession were in full view. The further tax concessions to investors
by legislative and administrative action in 1962, while not yet succeeded by an-
other recession, evidenced a similar misplacement of emphasis.

Misinterpretation of con8equence8 of 1954 tax reductions
Some analysts say that the tax changes of various sorts contained in the

Revenue Act of 1954, when combined with the very large automatic reductions
of tax rates in 1954 under earlier legislation, contributed mightily to the economic
recovery after the 1953-54 recession. But these analysts overlook that the de-
ficiencies in the tax structure after 1945 and on into 1953 were among the factors
inducing the recession by distorting the relationship between investment and con-
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sumption. The recession of 1949 was also due in part to errors in national
economic policy, including the regressive trends in tax policy from 1945 forward.
Further, the deficiencies in the tax structure from 1954 forward (including the
tax changes in that year) were among the factors which prevented the recovery
following this recession from bringing us back at any time to conditions any-
where near maximum employment and production. Thus, these 1954 tax
changes, even while they gave the economy a temporary shot In the arm in
the longer run were not of the type suited to maintain adequate economic growth.
This lesson has great relevance to the current tax proposal. To illustrate, al-
though we had a big upturn in 1954-55, our economic growth rate in real terms
was only 2.1 percent from 1955 to 1956, and only 1.9 percent from 1956 to 1957.
Thus, the assertion by the Council of Economic Advisers and others that our
chronic problem of an inadequate growth rate commenced in 1957 rather than
in 1953 is questionable. And of course, deficiencies in the tax structure con-
tinued to be one of the important factors which induced (a) the recessions of
1957-58 and 1960-61, and (b) our very unsatisfactory growth rates even during
the nonrecessionary periods between 1958 and 1963.

Summary of overall effects of tax trends, 1945-63
There can be no doubt that the huge tax reductions Immediately following

World War II, coupled with the tremendous accumulation of savings which re-
sulted from the method of financing the war and other reconversion policies,
helped very much in smoothing out the transition from war to peace. Even so,
the tax changes which commenced as World War II ended resulted by the time
of the 1954 tax changes in a tax structure ill-suited to our economic and social
needs during the past decade.

The difference between the tax structure from 1954 forward through 1963, and
the tax structure as it was in 1945, had a regressive effect upon income distribu-
tion. Especially during the past decade, our progress toward reducing poverty
and deprivation among scores of millions of Americans has slowed down to a
snail's pace. Our rate of economic growth during the most recent decade has
been abysmally low, involving enormous harm to our private and public priorities
at home, and also serious effects upon our international purposes and prestige.
Of course, errors in many other national economic policies besides tax policy con-
tibuted to these results. Nonetheless, the trends in tax policy should be borne
in mind, when we turn to consider what kind of changes in national tax policy
we need now.

(6) My sixth basic proposition is that the current tax proposal in Its present
form, especially because of the defects in its Internal composition, would provide
a very inadequate stimulus to the U.S. economy.

Earlier in my testimony, I set forth my estimates that the current tax proposal
in its present form, when fully effective, would allocate $6.1 billion to the con-
sumption function, and $7 billion (including the $2 billion value of the 1962
corporate tax concessions) to the investment function. It is assumed that prac-
tically all of the estimated allocation to the consumption function would actually
be spent, for this estimate excludes that portion of the total personal income tax
cut which I estimate would be saved for investment purposes. Using the "multi-
plier" of about 3, which Is widely accepted, the $6.1 billion of Increased consumer
spending when the proposal became entirely effective (let us say circa 1965 or
1966) would add about $18.3 billion to total national production in that year.

But the estimated allocation of $7 billion to the investment function (circa
1965 or 1966) would not all flow promptly into Investment, especially in view of
the outlook for continuation of a good deal of "overcapacity" and insufficiency
of private and public demand for ultimate products. Some of this $7 billion
amount would be "saved" instead of invested, both by individuals In the higher
income brackets and by business. Thus, I would estimate that only about $4 bil-
lion at most would flow reasonably promptly into investment (if the allowance
for "saving" seems high, It should be noted that my estimated investment stimulus
contains the $2 billion 1962 corporate tax concessions, even though these are not
part of the current proposal). Again using the "multiplier" of 3, the $4 billion
investment flow would add about $12 billion to total national production (circa
1965 or 1966). Adding this $12 billion to the $18.3 billion estimated in the preced-
ing paragraph, the whole estimated stimulus to total national production would
come to $30.3 billion as of 1965 or 1966.

This $30.3 billion figure needs to be contrasted with the $107 billion figure,
which I have set forth earlier in my testimony, representing the difference be-
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CIf.-T C

PERSONAL TAX CUTS, 1945-1963:
Distribution In 1963 Of Total Tax Returns!

And Of Total Federal Tax Cuts Attributable To Tax Rate Decreases ?/
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Percent of Attributable
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56%

Percent of Attributable
Tax Cuts, 1963

.4

$10,000-$20,000 Income

32.2%

Percentof
Total Retums63

Percent of Attributable
Tax Cuts,1963

0.7%

Percent of Atfributable
Tax Cuts, 1963

Percent of Attributtle
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i/Percent distribution of 1963 tax returns (taxable and nontaxable) by income groug
estimated by CEP on basis of Treasury Dept. data.

2/The share of the total tax decrease applicable to the adjusted gross income of each
income group based on CEP estimate of amount of taxes which would have been paid in
1963 had 1945 rates and regulations obtained in 1963.

• Under $3,000 Income $3,000- $5,000 Income

$5,000- $10,000 Income

$50,000 And Over Income

$10,000 And Over Income

12.3%

$20,000 And Over Income
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$ 3,000 Income
(Tax Rote Cut From 6.9% To 2.0%

Tax Cut From $206. To $60.)

5.2%

Percent Percent Gain In
Tax Cut After-Tax Income

$10,000 Income
(Tax Rote Cut From 19.2% To 13.7%

Tax Cut From $1,915. To $1,372.)

28.4%

6.7%

Percent
Tax Cut

Percent Gain in
After-Tax Income

$ 50,000 Income
(Tax Rate Cut From 46.3% To 32.0%
Tax Cut From $23,145 To $15,976.)

31.0%

Percent
Tax Cut

26.7%

Percent Gain In
After-Tax Income

$5,000 Income
(Tax Rate Cut From 12.6% To 8.4%
Tax Cut From $ 630. To $420. )

33.3%

4.8%

Percent Percent Gain In
Tax Cut After-Tax Income

$15,000 Income
(Tax Rote Cut From 24.0% To 16.6%
Tox Cut From $3,60OLTo $2,486.)

30.9%

9.8%

Percent
Tax Cut

Percent Gain In
After-Tax Income

4 1

$100,000 Income
(Tax Rate Cut From 59.6% To 447%
Tax Cut From $59,625.To $44,724.)

Percent
Tax Cut

36.9%

Percent Gain In
After-Tax Income

$ 7,500 Income
(Tax Rate Cut From 16.3% To 11.7 %
Tax Cut From $1,223 To $877. )

5.5%

Percent Percent Gain In
Tax Cut After-Tax Income

$25,000 Income
(Tax Rate Cut From 32.8%To21.3%
Tax Cut From $8,200. To $5,318.)

35.1%

Percent
Tax Cut

Percent Gain In
After-Tax Income

$200,000 Income
(Tax Rate Cut From 71.2% To 57.6%
Tax Cut From $142,405 To $115,224)

19.1%

Percent
Tax Cut

47.2%

Percent Gain In
After-Tax Income

J/ The amount of Federal tax, as applied to adjusted gross income, was estimated for 1945
by CEP and for 1963 by Treasury Dept. Both estimates assume 10 percent deduction for taxes,
interest, contributions, medical care, etc.

Note: Tax rates shown are effective tax rates.
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CHART D

PERSONAL TAX CUTS, 1945-1963:
Percent Federal Tax Cut And Percent Gain In After-Tax Income
Married Couple With Two Children At Various Income Levels1
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tween my estimate of needed total national production in 1966 and my estimate
of where total national production would then be if our national economic policies
were to remain about in status quo-that is, if the tax program were not put
into effect.

For the first calendar year to which the current tax proposal in its present
form would be applied, presumably 1964, my estimate is that the stimulative value
of the proposal would be in the neighborhood of $141,2 billion. This figure would
be a very small portion of. the $55-60 billion by which we need to lift total na-
tional production in 1964 above the 1964 level likely to result if our national
economic policies remained about in stal us quo.

Moreover, the slight impact of the tax proposal during the first year to which
it would be applied has a vital bearing upon its value when in full operation.
Obviously, if a patient needs an injection of 100 units now, the same result is
not obtained by giving him 33 units now and similar amounts a year and 2
years from now. Thus, an editorial in Business Week as early as February 9,
1963, said this:

"The fact is that the tax program, as it stands, will not do what President
Kennedy himself has been talking about-remove the drag that an outdated tax
structure has put upon the economy. The tax reductions it proposes are too
small and too slow to give a substantial lift to production and employment for
several years, if at all."

(7) My seventh basic proposition is that the current tax proposal in its cur-
rent form would have a low ratio of results, when measured against the costs
involved. Further, even properly designed tax reduction, while highly useful,
is no substitute for other programs required to deal with the unemployment prob-
lem, in view of the new technology and automation.

My whole analysis up to this point converges upon the proposition that the
current tax proposal in its present form would yield small results when measured
against its costs, because it is not properly adjusted to the problem of ec(momic
equilibrium, and because a large portion of it would be "saved" instead of flowing
into investment and consumer outlays. There is no need to elaborate further
upon this point; the remedy is to change the composition of the proposed tax
reduction.

But even well-designed tax reduction cannot cope with a large portion of the
unemployment problem, or cannot cope with this problem nearly as efficiently as
other measures. Some of the reasons for this have been frequently stated. For
example, specific spending programs can be directed much more pointedly to
where the unemployment problem exists, and do not have the disadvantage of
vast increases in the disposable incomes of corporations and individuals who do
not need these increases at all.

But there is a far more important reason, largely overlooked by most econo-
mists and analysts, why programs other than tax reduction (even if well-
designed) must play so large a part in dealing with the unemployment problem.
This reason is as follows: The rate of advance in productivity, technology, and
automation in many of our conventional mass production industries is becoming
so fast that no feasible increase in the demand for their products is likely to add
very sig lifi(antly to their levels of employment in the years ahead, when measured
against the required expansion of employment opportunity. To indicate the size
of this task, it has been estimated in responsible quarters that we need about
22Y2 million new jobs during the next decade, to absorb the growth in the labor
force, to reduce unemployment to levels consistent with maximum employment,
and to provide new types of job opportunity for those who will continue to be
displaced by technology and autoniation.

To be sure, an increase in aggregate demand through appropriately designed
tax reduction will help employment in these conventional mass-production in-
dustries to find higher levels than would be the case in the absence of this in-
crease in aggregate demand. But the amount of increase in aggregate demand
which would be needed, to yield in these conventional mass-production industries
a major portion of the needed expansion of employment during the next decade,
would be entirely unattainable for many practical reasons. And even if it were
attainable, the result would be so many of these conventional products that we
would have nowhere to put them except in the ocean, while we would still be
suffering from gross neglect of some of the highest priorities of our national
needs.

The inability of our conventional mass-production industries to make the
major contribution to the expansion of employment opportunity during the next
decade is very well illustrated by my 31st chart, which depicts the impact of
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technological progress upon employment trends in manufacturing during the
period 1947-62. Using the years 1947-49 to represent 100 with respect to the
ratios of the various indexes which I shall now cite production workers in manu-
facturing measured against total manufacturing employment declined from
101.1 in 1947 to 90.2 in 1962. Total employment In manufacturing measured
against GNP declined during the same period of time from 105 to 66.6. Total
employment in manufacturing measured against industrial production declined
from 103 to 62.5. And most significantly, production workers in manufacturing
measured against GNP declined from 106.2 to 60.1. These trends reveal how un-
realistic would be any expectancy that a large portion of the employment ex-
pansion needed in the years ahead can take place in our manufacturing industries.

My 32d chart, which I regard as of almost unique significance, contains my
estimates of alternative employment trends, comparing 1965 with 1960, based
upon alternative assumptions of high and low overall economic growth rates.
First of all, taking the high overall economic growth rate assumption, by which
I mean nothing more than the growth rate consistent with restoration and
maintenance of maximum production and employment, total civilian employment
would need to be 12.7 percent higher in 1965 than in 1960, according to my
estimates. But even assuming this overall economic growth rate, my estimate
is that employment of production workers in manufacturing would at best be
about 8 percent higher in 1965 than in 1960; employment in mining only about 3
percent higher; and employment in transportation and public utilities only about
2.6 percent higher. Among the largest feasible increases in employment, taking
into account both the relative trends in technology and automation and the
likely pattern of our basic nationwide needs and preferences, are in contract
construction, where I estimate an employment expansion potential of about 30
percent, comparing 1965 with 1960; in public employment at all levels of govern-
ment, where I estimate an employment expansion potential of 20.6 percent; and
in the various service occupations, where I estimate an employment expansion
potential of 22 percent.

But this volume of employment expansion will not be accomplished simply by
training and educating people for jobs which are not available to absorb them.
And it is manifest that a avery large proportion of the expansion in the areas of
activity with the highest employment expansion potential depend upon public
outlays, upon new combinations of private and public endeavor, and upon the
availability of more credit at lower costs which in turn depends upon our national
public policies. To illustrate, contract construction cannot advance by anywhere
near the required amounts, without tremendous increases in the volume of hous-
ing for low- and middle-income families and also in urban renewal, and very
large increases in a wide variety of useful public works, which depend vitally
upoin the combinations of public and private efforts just described. Private em-
ployment in needed service occupations, and public employment at all levels
for useful purposes, cannot expand in the needed amounts without these same
combinations of private and public efforts, designed among other things to
overcome our serious shortages of educational and health facilities and personnel.
And the needed improvements in our mass transportation systems cannot occur,
without similar combinations of private and public efforts.

None of these purposes will be served in very large measure by tax reductions
which would add merely to more plant and machinery in our conventional mass
production industries, and to increases in random spending by 190 million-odd
consumers mainly for the customary varieties of conventional products. This is
the core reason why the promise to hold our domestic Federal public outlays to
their current levels, which actually means a reduction on a per capita basis as
our population grows, as a quid pro quo for the proposed tax reduction or for
any other tax reduction, simply does not face up to the towering problem of un-
employment and low economic growth.

It is not the purpose of my testimony before this committee at this time to
discuss in detail these other needed programs. In brief, the very large expan-
sion of social security benefits, the reduction in interest rates, improvements in
minimum wage protection, a new public attitude toward the wage problem, and
a variety of other approaches are essential to add directly to the needed expan-
sion of private incomes and private consumption. And merely to indicate the
size of the needed outlays for the public programs referred to in the preceding
two paragraphs, I am including in my testimony my charts 33 and 34, which
attempt to project ahead a Federal budget, in the overall and in its main com-
ponents, consistent with maximum employment and the priorities of our national
public needs.
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CHART 31

IMPACT OF TECHNOLOGICAL PROGRESS
ON EMPLOYMENT TRENDS. 1947-1962
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CHART 32
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CHAR 33

TOWARD A FEDERAL BUDGET CONSISTENT
WITH MAXIMUM EMPLOYMENT AND THE
PRIORITIES OF NATIONAL PUBLIC NEEDS
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MY SUGGESTIONS FOR IMPROVEMENTS IN THE CURRENT TAX PROPOSAL

The general nature of what I regard to be the needed improvements in the
current tax proposal are clearly Indicated by my foregoing analysis of its weak-
nesses. Beyond this, it would be presumptious for me-and in any event 1
am not prepared at the moment-to specify the detailed changes in the current
proposal which would increase its effectiveness as a major vehicle of economic
and social progress.

But I do feel called upon to make a few broad suggestions, keeping within
the ambit of the about $11 billion which represent the size of the tax proposal
ini its current form.

First, for reasons which I have already stated, I submit respectfully that gen-
eral corporate tax reduction at this time is unnecessary and wasteful. More
than enough was done on this score in 1962. All or most of the $2.2 billion
contained in the current measure for this purpose could most usefully be diverted
to other tax reduction purposes.

Second, I respectfully submit that the allocation of $4 billion or about 45
percent of the proposed personal tax cuts of $8.9 billion to taxpayers with
incomes of $10,000 and above, who constitute only about 12 percent of all
taxpayers, is wasteful on economic grounds and indefensible on social grounds.
I submit that about half of this amount, or about $2 billion, could most usefully
be diverted to tax reduction of a more useful and efficient sort. The two fore-
going suggestions come to a total of about $4.2 billion.

Third, I respectfully suggest that the exemptions be lifted enough to absorb
this $4.2-billion amount. The current customary exemption of $2,400 for a
family of four has 67 percent less purchasing power than the 1939 exemption.
The families benefiting most by the exemptions are even now hard pressed
to make ends meet. Helping them more will help the economy most, and be a
most worthy human and social gain. This proposal, in addition, would return
to the higher income groups some portion of the $2 billion diversion suggested
above.

These three basic suggestions do not attempt to spell out the technical changes
in the proposed bill which would accomplish these results. But the technical
task of adjusting the proposed bill to these results, or to roughly comparable
results, would be neither difficult nor time consuming, if undertaken by those
equipped for this task.

Changes in the proposed tax measure along these or similar lines would be
beneficial on all scores. They would provide much more stimulus to the econ-
omy, by bringing much closer together the relationship between the size of the
tax concessions and the portion of these concessions which would actually be
spent rather than saved. They would in themselves constitute the most worthy
tax reform, because they would bring about a more equitable and socially
useful distribution of the tax burden. They would be more beneficial in terms
of the Federal budget, because by their increased economic effectiveness they
would result in a smaller Federal deficit than the current proposal in the short
run, and offer more promise of getting back to a balanced budget in the long
run. They would, properly explained, have more appeal to the American people.
The most that I can ask, however, is that this committee, as I am sure it will,
give serious consideration to these suggestions.

While I feel that speed is of the essence, in order that an effective tax measure
may be enacted this year, I respectfully submit that this vital consideration
should not discourage any member of this committee from seeking to improve
the pending bill in the light of his own judgment. This is the largest tax reduc-
tion bill in history. It is therefore one of the most Important measures ever
to come before the Congress with respect to our domestic economy and our fiscal
affairs. Whenever this measure takes effect, and whether the consummation
of its provisions is spread out over several years or not, its impacts on our
economy and our national fiscal affairs, and therefore upon every citizen of this
great Nation, will stretch for years into the future. The course that this
measure will set upon enactment will be, to a large extent, irreversible. Under
these circumstances, the axiom that "haste makes waste" is pertinent. Although
most of those now In favor of a large tax reduction have been in favor of it for
almost 3 years, and so have I, we have survived without catastrophe although
such tax reduction has not yet been enacted. We can certainly survive long
enough to obtain the best kind of measure which this committee and the Con-
gress can write. Who is there really prepared to say, in good conscience, that a
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seriously defective measure enacted a few days or weeks earlier would be pref-
erable to a satisfactory measure enacted a few days or a few weeks later?

In conclusion, I want to return to what I said in the outset. Nothing I have
said throughout this testimony should be construed as opposition to the objectives
of the adminisration and the other proponents of the current measure in its
present form. Further, I am so convinced of the imperative need for large
and immediate tax reduction that, if I were forced to choose between the current
measure in its present form and consideration of alternatives which would
delay enactment until next year, I might prefer the former course. But I can-
not believe that these are the only two alternatives. This committee, the Senate,
and the Congress of the l'nited States fortunately do not need to choose beween
two alternatives, each of which I submit is far less desirable and no more feasible
in practical terms than the substantial improvement of the current tax proposal
and its enactment at this session of the Congress. It is my fervent hope that
this will be the outcome.

Mr. KEYSERLING. In connection with my prepared statement, I make
a request of the committee to insert, in addition, five short pages from
a study of the tax subject which I have made, with charts, which I
did not bother to have copied a('ain into my statement.

The (jtAIRMAN. I do not believe the committee has a copy of the
statement.

Mr. KEYSERIA.,;. I ask as an addition to myiv statement to have
inserted in the record five brief l),t,,/zs with charts from a study which
I have made of the tax subject, which I did not bother to have copied
in detail in my ,tatement itself )ec:+use of the pressures of time, but
it would follow naturally at that.1 points.

The CLnui\m.\xN. Without objection.
Mr. KEYS'LLNG. Mr. chairmann and nemlers of tle committee, in

the openin.,g parts of my statement I emphasize the reason why, speak-
ing generally, I an in favor of the objective of a large and inimediate
tax cut to stimulate the economy. However, my views on that subject
are well known, and I would like to pass that and come to the reasons
wlh I have serious concern about. some specific provisions of the
current. bill.

First of all. I would like to call your attention especially, and I will
read briefly from mv statement.

The question naturally arises as to whether my views just stated
are based upon tle assumption that we will have an economic reces-
sion next year if we do not undertake large tax reduction now. My
record before this committee and elsewhere makes it clear that I do
not believe that changes in fiscal policies as profound and enduring
as those embodied in the pending measure should be based upon
hazardous attempts at precise short-range forecasting.

I do not think that the sound case for tax reduction has been fur-
thered by those who on one day have warned us that we are likely to
have a recession next year if the pending measure is not enacted
promptly, and who on the next day have said'that the economic out-
look is good for the near future and that the: main reason for the
pending measure is to accelerate our long-range rate of economic
growth. Nor have the forecasts of some of these people been suffi-
ciently accurate in recent years to add much to their persuasiveness
when they use these forecasts in support of the pending measure.

While some will admit that my own forecasts have tended to be
more accurate than theirs, I do not place much store in the ability

-of anyone--including myself-to make these short-range forecasts
with any degree of accuracy.
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Instead, my position in favor of a large and immediate tax cut is
founded upon the chronically rising tide of idle manpower and plant
which hts; afflicted the Anmerican economy for a decade or so.

Now ,)',)ing over from there to the top of page 3, my prepared state-
ment read-, that my general support of large and prompt tax reduction
has led some of ly friends, in the Government and elsewllere, to
question why, at, this late date, I raise tlese criticisms of the current
tax proposal, when in their view tie choice is between this meas-ure
in substantially its present form and no measure at this se.ssion of
the Congress.

My first answer to these questions is that I would not so denigrate
this conunittee and tle. Senate of the United States as to accept the
viewpoint that tley have no important role to 1)erform in considering
this measure, except to rubberstamp a proposal which has come over
from the Iouse Ways and Means Committee and the House of Repre-
sentati\-es, whose N-iews and responsible ities I also respect.

And while the hour is late, it is not too late to look before we leap,
especially with respect to a tax proposal which will p rofoundlv affect
the American economy for iany years to come, and which to a sub-
stantial degree will even set. an irreversible course, because the history
thus far of this very prol)osa1l show>." lhow 1hard it is to alter or reverse
our fiscal policies once written into law.

And even if it were too late for my single voice or others added to
mine to change in any respect the momentum of support which this
measure has already acquired in exactly its current form, it is never
too late to honor the principle that there is always need for some
critical evaluation of our national economic policies.

Now I will say, no longer reading from my prepared statement, that
many who are now supporting this tax bill have been for large tax
reductions for 3 years, and we have not suffered an economic calam1lity
because this has not happened, and we are not goinv to suffer an
economic calamity if this committee, as I know it will, takes long
enough to go through this thing with a fine-tooth comb and try to
get a better measure than the one now before it.

I want to compliment this committee for the evidence already
amply given that it is not going to be stampeded into reckless action
on this measure, because of the cries of those who think that they
have arrived at perfection in the formula embodied in the current bill.

First of all, regarding the current economic situation, and from
here on I am going to summarize without referring to my prepared
testimony, I would like to direct the attention of the committee to
the second chart of which you have copies. I am referring to the
charts as numbered in my prepared testimony, and inNIlded therein.

The significant part of the chart is the third sector, which shows
that, despite all the excitement and propaganda about this marvelous
economic upturn, I have shown by 12-month periods our rate of
economic growth.

Senator RmToBCFF. Mr. Keyserling, would you be good enough to
indicate the number because I think what we have here may be dif-
ferent than what you are showing? What number is that?'

Mr. KEYSERLING. That would be chart No. 2, Senator Ribicoff, at
the back of your.statement.

24-532-63-pt. 2- 1 6
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If we look at the last sector of that chart, it shows that, by 12-month
periods from the first quarter of 1961 through the second quarter of
1963, every single 12-month period has shown a declining rate of
economic growth. In other words, the economy for at least a year
or so has been in another period of what I call stagnation.

Furthermore, as you know, in the third quarter of 1963, there has
been no adequate improvement in the situation, as evidenced by the
views of the administration that without this tax cut we may be moving
toward a recession next year.

Senator GoRE. Will you repeat that statement? I did not quite
get it.

Mr. KEYYas~zix. That in each of the 12-month periods
Senator GoRE. I got that.
Mr. K.YSEREING. We have moved to a lower rate of economic growth.
Senator GoR& I heard that.
Mr. KEYSERLING. And that in the last 12-month period from the

second quarter of 1962 to the second quarter of 1963, as shown on the
chart, the economic growth rate has only been 3.3 percent, and the
third quarter, which is not shown on the chart, is not at all satisfac-
tor, as evidenced by the increasing concern about the economic out-
look after the first quarter of next year.

Now, I would also point out to you that the 3.3-percent growth
rate shown in the last 12-month period is not to be compared with the
5-percent growth rate that would represent a healthy growth rate if
our economy were now reasonably fully employed. The actual growth
rate required to restore us to reasonably full employment would be
about 8 or 9 percent for 2 years, so the fact is that we are now moving
at a rate of economic growth only one-third of the amount required
to bring us back anywhere near to full use of our plant and resources.

Probably this is why the Council of Economic Advisers, which in
early 1961 was saying that we would have 4 percent unemployment,
by early 1963, is now hopefully forecasting that we may have 5 per-
cent unemployment by 1965 or 1966, if this tax bill which they are
advocating so vigorously is passed.

Senator CARLsoN. I do not know if Mr. Keyserling wants to yield; I
would be interested if he does not do it now but at some time would
mention how our growth has compared with some European coun-
tries.

Mr. KEYSBERLNG. I will be glad to mention that, Senator.
Senator GoRE. Mr. Chairman, while there is an interruption could

I just ask for a quick definition?
What do you mean by "growth rate" ?
Is this expressed in terms of the gross national product?
Mr. KYsRmLNG. I am talking about the growth rate in gross na-

tional product in uniform dollars, which is the most customarily
accepted measure.

Senator Rmicom. What do you mean, uniform dollars?
Mr. KR-YSEILnio. Adjusted for price range, the real rate of change in

output.
It is very interesting that the administration has so enormously

changed its own targets for the restoration of full prosperity. It is
quite a commentary upon the policies thus far adopted.

Senator GoRE. What do you mean ?
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Mr. KEYSERLING. I mean, as I have said, that in early 1961 they were
aiming toward 4 percent unemployment by early 1963. Now
they are saying that we may get 5 percent unemployment by 1965 or
1966, if this tax bill is enacted. In other words, they have shifted
their target 2 years ahead. They have changed the percentage target
from 4 to 5, and they are hopeful now rather than sure, and they are
predicating it on this tax bill.

Senator SMATHERS. What is the present percentage of unemploy-
ment?

Mr. KYSERINO. I am coming to that in just a second, Senator.
Senator Gopx. When they say 5 percent, that means they are still

shooting for a reduction from present levels of unemployment?
Mr. KEYSERLNG. Oh, yes, they are shooting for it just as we are

shooting for the moon.
Coming to the third chart-they are shooting for it but they have

not made much progress.
Coming to this third chart, which indicates the points I have just

made, this shows three types of unemployment-full-time unemploy-
ment, the full-time equivalent of part-time unemployment, and con-
cealed unemployment, which represents the people who have stopped
looking for jobs and who therefore are not being counted because of
the inadequacy of job opportunity.

Now let me say to this committee that while, for a number of years
before this committee and elsewhere, I have been using this kind of
figure which differs from the official figure, it seems to take others
about 5 years to catch up: there have just been some very important
studies issued which show an estimate of true unemployment now of
8.8 percent, compared with my estimate of 9.3 percent., or very close.

In other words, others are finally realizing that people unemployed
part time have a full-time unemployment equivalent, and that people
are ceasing to look for jobs every day when they have found for 100
,consecutive days that there are no jobs to be had.

So the true level of unemployment now, as shown by the last part
of this chart-this is chart 3 in the charts that you have-is now as I
figure it 9.3 percent, which is compared with 4.9 percent in 1953, and
even if you take the official figures on full-time unemployment, the
rate was less than 3 percent. in 1953, and as we all know has been hover-
ing between 51/2 and'6 percent now.

So we have had a doubling of the rate of unemployment in the short
time of 10"yearnc, and no improvement in the most recent year, and I
think, as I have said before this committee, that under the current
framework of policies we will have another 50 percent unemployment
increase in the next 4 or 5 years.

Now, of course, the important thing is what to do about it, and
what this tax bill has to do with it.

My essential method of analysis is to focus upon the two main sectors
of the tax bill, one of which has to do with the stimulation of invest-
ment through a corporate tax cut, and through the granting of tax
reduction to what I would call higher income people. The only con-
ceivable reason for the tax cut for higher income people at this time
is that they will save it and invest it, because if they are going to spend
it immediately for consumption, I do not think even Mr. Dillon would
argue, for example, that a $300,000 income taxpayer should have a 16-

687
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percent increase in his disposable income for the purpose of buying
more consumer goods when the Government is already running a big
deficit, when we have so many competing national needs, and when
there are so many low-income people who are much more worthy of
help by their Government.

Now, one other general point which I have made before, before this
committee, but which is so important that I want. to make it again.

A lot of people ten(d to the general idea that when a tax cut is made
the Government is not giving anybody anything because it is merely
giving them back their own money. I say that when the Goiernment
is running a deficit a tax cut, deliberately contrived to increase that
deficit is a subsidy. It is a subsidy exactly the same as if the Govern-
ment left tax rates just where they are and mailed back to eN-ery cor-
poration, and every personal income taxpayer., checks in the exact
amounts of the tax cuts which they would get, under this bill.

When the Government furnishes services 'o the people for less than
the collection from them in the way of taxes, it subsidizes them. It
is furnishing then with services at less thaqn cost, and this has nothing
to do with the separate question of whether public expenditures are
too high or too low. This is true all the time.

While I favor this under certain circumstances for certain purposes,
I (1o not favor the wasteful giveaways or throwaways which are in-
volved in substantial parts of this tax bill for reasons which I will dis-
close. I do not favor that kind of subsidy.

Senator SMATHERS. Mr. Chairman, I'wonder if I might ask this
question.

I have a very high respect for Mr. Kevserling as an economist.
Would you care to say who you are representing here today or are
you just speaking for yourself as an individual citizen?

Mr. KEYSETiIJING. I represent nobody except my own conscience and
my own studies, and I very much appreciate the opportmitv which
this committee has given me so early in this hearing to speak, although
I represent no powerful interest. Maybe it reflects the fact that, in
previous appearances )efore this committee, I have been objective and
events have tended to bear out what I have said before this committee
as time has ensued. So I want to express my appreciation to the com-
mittee for that.

Senator SMATHER;. I was just wondering, because I do know that
your testimony has been very valuable in the past. and I know it will
be very helpful to us now.

Were you at one time the economist for the Truman adniinistra-
tion ?

Mr. KEYSERLING. Yes: I was the Chairman of the Economic Coun-
cil under President Truman.

Senator SMATHERS. And under President Roosevelt.
Mr. KEYSERrJING. under Presidont Roosevelt there was no Council.

I did many things for President Roosevelt.
Senator SM1ATIrrS;. Do you in any way represent. the AFL-CIO?
'Ir. KEYSEIIANC. I do not represent them in any way; in my ca-

pacity as a private economist I have done work for them as well
as fr business groups, but here I represent nobody but my own
coi:s2 fence.
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Senator SMATIERS. You are here as a private economist speaking
your own individual thoughts?

M[r. KEYSERLING. Exactly, exactly.
Now, my analysis of the tax bill divides into a consideration of its

two nain approaches.
One is to attempt to stimulate investment by corporate tax cuts and

by tax cuts for high-income families.
As I have said, I do not think even the Secretary of the Treasury

would advocate enlarging the disposable income of $100,0() or $200,-
000 families, when the Government is rising such a big deficit, ex-
cept for the avowed purpose of stinmlailg/ savings and inv-estment.
I can hardly imagine that he thinks they need more money in these
times paid to them as a subsidy by the governmentt to increase their
Personal consumption.

I call attention to a statement the Secretarv made a few days ago
before a, business group, where he said rather gleeffullv that if one
combined the 1962 tax concessions, which I opposed before this com-
,mittee. with the corporate tax cuts in this I)ill, the Secretary of the
Treasury said that those two things together would increase the
after-tax-I underline "after-tax"-ncomes of new investors by 35
percent: contrasted, I may say, and as I will point out later, with a
2-percent increase in the after-tax expendable income of the $.),000
family.

Now, when corporate profits are higher than ever before, when
retained earnings are higher than ever before, when the Secretary
of the Treasury and many others have admitted that we have a
prolixity of savings jammed uI) in all of our savings institutions,
when we have large unused plant capacity, why do we need to pay out
about $4 billion in subsidies involved in this'corporate tax cut plus
the cut of 1962 to increase the after-tax disposal income of investors by
35 percent ? What are they going to (lo witl the iioney .

They are going to save much of it. Much of this tax cut is going
to be wasted.

Now, then, I also analyze what portion of the tax cut, going to the
higher income families would be saved and invested, because they are
not going to spend it' all for immediate consumption and the admin-
istration does not so argue. Then I analyze what portion of this tax
cut would go into immediate consumption and discuss the problem of
consumption.

Let's come to my next chart, No. 14.
I have made an examination of the economy in operation (oer

the last 10 years, which has helped me with my forecasts, and what
I have found is this: I have found that, broadly speaking, we have had
a succession of upturns, periods of stagnation, and recessions. Ev-,,y
time we have had an, upturn-and I am not saying this critically of
business---every time we have had an upturn, the rate of investmeiit
in plant and equipment which add to our productive capacity has
moved so much faster than the increase in demand for ultimate prod-
ucts that we have soon had a lot of overcapacity and then industry has
cut back sharply on its investments and we have had another recession.

These investment upturns have been fed by a very ample level of
profits after taxes, by a very ample level of credit for these purposes,
y a greatly increasing level of retained earnings, and by all the

other funds which feed investment.
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This committee will recall that in early 1957-and it is always
good to turn to history when it is lively and pertinent-the chairman
of this committee was conducting a great investigation of the financial
condition of the United States. The then Secretary of the Treasury
and the then Chairman of the Federal Reserve Board came before
this committee in defense of the tax amortizations that were being
handed out in great volume, and said that we needed more savings
and more investment, and that we had too much consumption.

This committee asked where were we in short supply, and everything
was in oversupply except one type of lead pipe, and I pointed out
to this committee that we were heading straight toward a recession
in the latter part of 1957 because American industry was not able to
sell enough products, and that they did not need these tax bonanzas.

Unhappily, my forecast was correct. My views did not prevail.
The same kind of situation is true today, and even more so, because
profit levels and unused capacities and funds available to business,
which I do not want them not to have, are even more prolix than they
were in early 1957.

Senator GOIRE. Will you be more specific there?
You say the same situation prevails?
Mr. KEYSERLING. I am coming to that.
Let's move on to the next charts.
What I have done in the next charts-I will come back to the

consumption matter. We are now talking about the investment
matter.

Now, on this chart No. 14, in the second section of this chart, I have
traced the course of investment in plant and equipment which expands
our ability to produce in each of the basic periods of economic upturn
during the past decade.

Here, Senator, I come directly to the quantitative evidence of what
I have said in general.

During the 2 years before the 1957 recession, as shown on my chart.
investment in plant and equipment grew about 9 percent, and ultimate
demand represented by the buying of private consumers at that time
and by the outlays of governments grew by less than 3 percent. In
other words, this investment in plant and equipment which was fed by
ample profits and funds of all kinds grew three times as fast as the
demand for their products.

Consequently, as shown by the second sector of the lower half of my
chart, we had a big economic downturn. Of course, when you have a
big economic downturn, the investment drops faster than anything
else because they are disgorging themselves of their own excesses.
This is natural.

Now, coming to the first half of 1959 through the first half of 1960,
another economic upturn period, in this period investment in plant
and equipment grew by 11.6 percent, and consumption again grew by
only 2.6 percent. So the investment in plant and equipment again
grew more than four times as fast as consumption, and we had an-
other economic downturn.

Now, coming to the current period which I have shown how the first
half of 1961 through the second half of 1963, investment has been
growing at a rate of 8.5 percent and demand for products at a rate of
only 5.1 percent, so the Council of Economic Advisers itself concedes
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that we have 15- to 18-percent excess capacity in our basic American
industries. In other words, this most recent upturn, with minor
variations, is an exact repetition of what happened before each of the
previous downturns, and is again being met with an urging on the part
of some that the Government provide these tax subsidies in order to
enable people to invest much faster.

Now, this does not mean that I am against investment. If we had
a healthy balance in the economy, if we had an adequate growth rate,
we would have a higher rate of investment in the long run, but we
would not have these serious ups and downs caused by the unbalances.

One of the main factors in the unbalance, I respectfully submit,
has been the tax policy of the United States.

Senator RMICOFF. How would you get the balance then?
Mr. KEYSERLING. I will come to that in just a second, Senator

Ribicoff.
Now let's go on to the next series of charts.
My charts 15, and 16, and 17 examine the three periods of economic

upturn since 1953, including the most recent and current one, and
show the relative rates of growth in prices, profits, and investment.
The bars which show the investment in plant and equipment illus-
trate rather dramatically, but nonetheless truly, the nonsustainable
excessive nature of these investment booms as they relate to the growth
of excess plant capacity.

Let's move over those three because the committee can study them,
and I am appreciative of their time.

Senator GoRE. Mr. Chairman, I would like to identify those periods.
Mr. KEYSERLING. The first period is the 2-year period before the

1957-58 recession.
Senator GoRE. Will your associate indicate which one that is?
Mr. KEYSERLING. This is the whole chart 15. The whole chart deals

with that one period.
In other words, I have taken a whole chart for each of the three

periods.
The next chart, which is 16, deals with the period before the 1960-61

recession.
The end bars again represent the nonsustainable investment boom.
The next chart-
Senator GoRE. What do you mean by nonsustainable investment?
Mr. KEYSERLING. By nonsustainable investment boom, I mean a

boom which is proceeding at a rate which expands our productive ca-
pacity much more rapidly than the expansion of the demand for prod-
ucts which these plants turn out. In other words, if investment is
growing at a rate which expands plant and machinery by 8.5 percent
a year and the demand for products is only expanded 5.1 percent a
year, which is the actual figure from the first half of 1961 to the second
half of 1963, then you get more excess plant capacity.

Then, it would seem to a reasonable man that this is not the time
when you need to hand out billions of dollars in tax concessions to
stimulate investment.

This is the nature of my argument. In other words, they are not
lacking funds.

Senator RmicoFF. As far as you are concerned, if this tax bill goes
through, what is your contention or predictions as to when you would
have a substantial recession next ?
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Mr. KEYSERLING. I said at the beginning of my statement that I
never attempt to call the tune on that. The Government would be in
a much better position if it did not. I am merely saying that, if this
tax bill should pass in its present form, these unbalances would be
exaggerated rather than corrected, just as they were exaggerated by
the tax bonanzas of 1957, and just as I show in my prepared testimony
that they were exaggerated by the composition of the tax cut in 1954.

Senator RIBICOFF. Is there an unbalance now?
Mr. KEYSERLING. There is an unbalance now.
Senator RIIBICOFF. It, is not the contention of Mr. Dillon that this

tax cut will stimulate this additional consumption ?
Mfr. KEYSERLING. It is his contention.
I will come to that in detail in a minute, by showing how the tax

cut, is distributed between consumption and investment.
Senator GORE. That is something that I tried all day yesterday to

get, and Senator Bennett was the only man who really supplied us
with any estimates.

Ir. KEYSERLIN,. I am going to rive you some estimates on it right
now in response to your question, and in response to Senator Ribicoff's
question.

Let's move on to the next chart.
Well, let's skip those.
Senator GORE. What table are you going to now?
Mr. KEYSERLING. Let me come to it and then I will tell you what it is.
If I may, before answering that question, I just want to round out

for a few minutes what I am saying about the investment profit picture.
You have two problems. You have investment as it relates to funds

available for investment, and you have investment as it relates to the
demand for I)rodticts.

Now I am taking the funds side, because a tax reduction for cor-
porations does not relate to the demand side for their products.

When the General Motors Corp. gets a tax reduction, it gives them
more funds to build more plants. It does not give them funds with
which to buy cars.

Now I am saying that there is no-
Senator RIBICOFF. Will General Motors build more plants if there

is no demand for more cars?
Mr. KEYSERLING. To a considerable extent they will not, and that

is why I say tlat this tax concession is substantially wasted. But. I
take the alternative position, Senator Ribicoff, that if they did build
more plants and installed more machinery, merely because, as before,
they have so much money that they do not know what to do with it,
that they want to put it to use even when the demand is not there,
we will have an exaggeration of this

Senator RIBICOFF. But do you think General Motors, if tlev had
the funds they would just build more plants because they did not
know what to do with the money?

Mr. KEYSERLING. I would rather assume that they will not, therefore
I say they do not need more money.

Senator SIATHERS. How many shareholders does General Motors
have?

Mr. KEYSERLING. Hundreds of thousands of shareholders.
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Senator SMATHERS. Do you think it is conceivable that they might
pass on in higher dividends to their shareholders some of this money?

Mr. KEYSERLING. Yes, I think they might pass some of it, on, but I
am not aware-I just read in the newspapers that dividends are higher
than ever before-I am not aware that there is any compelling need
by this indirect route which the Senator suggests to give several billion
dollars of tax reduction to corporations when the Government is run-
ning a big deficit, and when, as I will indicate, the money could be put
to much better use, in order to enable them to pay still higher dividends.

The CHARMAN. The increased dividends will not equal the repeal
of the 4-percent dividend credit'?

Mr. KEYSERLING. Would not equal what?
The CHAIRMAN. Assuming they did increase the dividends, it would

not equal the repeal which this bill provides, of the 4-percent dividend
credit?

Mr. KEYSERLING. I believe that is right, Mr. Chairman.
Let me say this: that if the administration should take the position,

which I am not ascribing to it, that the corporations would pay this
tax cut out in increased dividends, then the whole basic posture of the
administration deteriorates completely, because they are arguing for
this tax cut on the ground that the corporations need more money for
investment purposes. This is certainly a true statement of their
position.

Senator WILLAMS. Secretary Dillon took both positions in his state-
ment.

Mr. KEYSERLING. Secretary7 Dillon takes several positions which
seem to me inconsistent, as I will shortly show.

Let me give one illustration of that.
Senator GoRE. You mean every and all?
Mr. KEYSERLING. Let me give one illustration of that.
Again getting back to the wonderful hearings that the chairman

of this committee held in 1957 and 1958-and I do not go back to this
merely to show my knowledge of history, but why do we not ever
learn. from experience? Why do we not ever learn from experience?

In 1957, it was argued that there was a. shortage of savings, and that
therefore we needed tax cuts to stimulate savings and investment.

Recently the Treasury was before another conunittee, and a member
of the conunittee challenged the Treasury as to why they were driving
up the short-term interest rates.

Will this not run up the long-term interest rates?
They said no.
Of course I disagree; it will run up the long-term interest rates, but

they said no.
The reason they gave was that there was such a prolixity of savings

in the hands of banks and financial institutions and corporations that
the long-term interest rates would not go up because there was an
oversupply of savings.

So here we have the Treasury at one time advocating tax conces-
sions to corporations because they say there are too few savings; at
another time, they advocate tax concessions to corporations when they
say that there is so much savings that the investor does not know what
to do with them. Therefore, I tave reached the-
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Senator GoRE. Secretary Dillon was the spokesman in both in-
stances, was he not?

Mr. KEYSERING. Well, in the earlier instances I suppose it was
Secretary Humphrey. But I must say that the proclivity of Secre-
taries of the Treasury, in recent years, of both political parties, to use
subsidies to hand out bonanzas to those who have no need for them,
seems to be very nonpartisan.

Senator SMATHERS. Let me ask you a question on that point, Mr.
Keyserling.

In other words, it is your general feeling that a tax cut given to a
corporation amounts to a subsidy?

A tax cut given to an individual, is that also a subsidy?
Mr. KEYSERLING. A tax cut when the Government is running a defi-

cit is a subsidy. But I am not against all subsidies. I am against
wasteful subsidies that will accomplish no comparable economic bene-
fit.

I am not necessarily, in fact I would not be--I will come to that
later on-I would not be against a lifting of the exemptions, even
though it would be a subsidy, because I think it would really stimulate
the economy.

Senator SMATHERS. What I am interested in is your calling it a
subsidy.

In other words, from your viewpoint it is a subsidy because it is
money that rightfully belongs to the Government and the Government
then gives it to some of these individuals, therefore it is a subsidy?

Mr. KEYSERLIING. I said a little earlier that everybody thinks, most
people think, unfortunately, that when the Government reduces taxes
it is not giving anything to anybody because it is giving them back
what it collected from them. But if I am rendering to you a service
which is worth $100 and you pay me $100 for it, and then I give you
back $25, the fact that I am giving you back something does not
mean it is not a subsidy because I am giving you $100 in the cost of
services and you are only paying $75 for it.

Senator SMATHMRS. So then it is your theory that this tax cut is
a subsidy-because, actually, every individual and every corporation
owes more to the Government and is getting more important services
and benefits from the Government than they are actually paying?

Mr. KEYSERLING. Yes. This has nothing to do with whether there
is waste in Government or whether some expenditures are too high.
The fact is that under normal circumstances the cost of Government
should be paid for by the taxpayer.

Now, as I say, I do favor a tax reduction at this time, even though it
involves a subsidy, provided that every dollar of this tax cut is used
in the most efficient and economical way in terms of stimulating the
economy and improving the equitable distribution of the tax burden.
But I am irrevocably against subsidies paid in a manner which I
think I demonstrate fairly conclusively would be wasteful by all ex-
perience and all logic, in that they would not be spent actually for
investment, and if they were spent fully for investment immediately
they would merely increase the excess plant capacities that now
exist.

Senator SMATHERS. But you like to call this return of taxes by the
Government a subsidy on the part of the Government to the individual
and corporations.
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Mr. KEYSERLI[NO. I use the term "subsidy," Senator, to illustrate my
point. I do not care too much about labels. It does not matter
whether you call it a subsidy or whether you call it X or whether
you call it Y.

The point I am making is that it is a misdirected wasteful extrav-
agant yielding of funds to the wrong places in our economy at the
wrong time. Now, whether one calls it a subsidy or not, some other
economist might say it is not a subsidy, I do not care about the label.
I call it a subsidy to dramatize what I think is a valid point.

The CHAMIrAN. But you had in mind mainly a reduction of taxes
on borrowed money when you call it a subsidy?

Mr. KEYSERLING. That is right.
The CHAMIrAN. If we reduce this wasteful spending, which I have

been advocating for years, then we can have a tax reduction without
creating a further deficit. So the subsidy, as I understand you, is
linked with the fact that this particular tax reduction will add an
amount whatever it may be to the public debt, for future generations
to pay.

Mr. KEYSERLING. Well, as the Senator knows, I say very respect-
fully and I have not always been in complete agreement as to whether
the Government should incur a deficit when it is already running
one. But nonetheless, what the Senator says I do agree with to the
point that he seems to feel as I do that it is a subsidy when you cut
taxes when you are already running a deficit.

The CHAIRMAN. I want to say this to Dr. Keyserling.
He and I have disagreed, but I have always respected not only

his knowledge but also his judgment on many occasions. I regard
him as one of the best informed economists.

Mr. KEYSFRr iNG. Thank you very much.
The CHAMrA.N. That is one reason why when we received this let-

ter, requesting that he be heard, that he was given this position
which follows those who advocated the legislation.

Senator SMATHERS. May Task a question on that point?
The CHAIRMAN. Yes.
Senator SMATHERS. I am delighted to see Mr. Keysterling here and,

as I said earlier, I have great respect for him.
Did the committee send out letters requesting witnesses to appear,

as the Senator indicated, or-
The CHAMMAN. Wait 1 minute. I did not indicate that at all.
Senator SMATHERS. Excuse me.
The CHARMAtN. I gaid when Dr. Keyserling wrote to the committee

asking to be heard that I have such a'high regard for his knowledge
of this subject that he was made the first witness in opposition to the
bill.

Senator SMATnIERS. I am delighted. I thought I understood the
chairman to say, and I could have been entirely wrong-the reporter
has got it right there, that is why I wanted to get it straight-I
thought that actually these people had asked to appear. But the
chairman said "when he wrote him." I guess you mean in response to
his request.

The CHAIRMAN. Yes. You wrote the letter first asking to appear?
Mr. IEYSERLING. Surely.
Senator SMATHERS. Right.
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The CHAIRMAN. The chairman did not.
Mr. KEYsERLING. Surely.
Senator GORE. Mr. Chairman, before we get completely away from

the question of availability of investment capital
Mr. KEYSERLING. I have some more that I want to say about that.
Senator GORE. I indicated that I thought you were reading a di-

rect quotation from Secretary Dillon and it is very much like one I
have read. I now have it.

In an article in the magazine "Banking" in May of this year, Sec-
retary Dillon said this:

At present when our economy is not operating at full speed, it is characterized
by what one might call an excess of savings.

Mr. KEYSERLING. Exactly.
Senator GORE. Now, if we have an excess of savings, is that not

available investment capital?
Mr. KEYSERLiNO. Why, certainly.
Senator GORE. Are not our corporations in the most liquid posi-

tion they have been in in many years?
Mr. KEYSERLING. They most certainly are.
Senator GORE. Where is there a shortage of investment capital?
Mr. KEYSERLING. Only on the part of some random small businesses

that would not be helped much by this bill anyway. not on the part of
the massive corporations that would get. most of the reductions.

Senator GORE. If struggling small business is in need of capital, this
could be better supplied by a proper loan program and credit policy
than by a tax policy which may not reach them at all.

Mr. KEYSERLING. You are absolutely right, and this brings up the
collateral point that the Government at one and the same time is hand-
ing out these--I will say "subsidies" again-to provide capital where
it is not needed.

Senator GORE. Let's just call them tax cuts.
Mr. KEYSERLING. Tax cuts, while at the same time it is tightening

up on the money policy and driving up interest rates which it admits
will have a repressive effect on the economy, so that with the one
hand it is attempting a wasteful kind of stimulation: on the other
hand, it is attempting what I would regard as a wrongful kind of
repression.

Incidentally, with respect to the small businessman who is the only
one who has to borrow money-General Motors does not have to
borrow money, and I am not saying this critically of General Motors-
the credit policy is adding insult to injury with respect to the strug-
gling small fellow, while this policy is piling bonanza on bonanza with
respect to the big fellow. I do not think the Senator could be more
rigt.

ow, let's come over to this picture.
Senator RIBICOFF. Mr. Chairman, I was just wondering, and I com-

mend you for having Mr. Keyserling, since we have both a practical

and theoretical economist here, to put this in perspective, I wonder
if it would be proper to have Mr. Keyserling in simple, slow language
give us the difference, from the philosophical economic point of view,
and the difference between the point of view of our chairman on why a
tax cut is needed, Secretary Dillon's point of view why a tax cut is
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needed, and your point of view which differs both from the chair-
man's and Secretary Dillon's.

I think what we have to get out here-there has been no perspective
on these different points of view. I think it would be most helpful
because we have a man here who I think could summarize and explain
the differences in philosophy.

If it is not proper, Mr. Chairman, I would certainly withdraw that
question.

Mr. KEYSERLING. I am not here to discuss the differences between
my views and those of the chairman, whom I very much respect.

Senator RIBICOFF. We all respect him.
Mr. KEMYSERLING. Because that is really not an issue with respect

to my testimony. But nonetheless, I will attempt briefly to do what
you suggest.

The position of Mr. Dillon is-and we are now talking about the
proposal of the administration-that a large tax cut is needed to stimu-
late the economy, when the economy has very slack resources, and
when, even though tax rates now are not balancing the budget, they are
at levels which would balance the budget and provide a surplus before
we get back to full employment, and that a tax cut which would pour
more into the economy than is taken out would serve the useful purpose
of stimulating the economy.

This is the general central position of Mr. Dillon and of the ad-
ministration, and to that extent I agree fully.

Now, the second problem has to do with the nature of the tax cut
that they are proposing. The nature of the tax cut which they are
proposing would provide certain tax cuts for investment purposes and
certain tax cuts for consuin option purposes.

The CHAIRMAN. I wouldlike, in response to the Senator from Con-
necticut, make clear the chairmans position.

Taxes, high taxes, are due to high spending. That is the only
reason for high taxes. I think this Government is infiltrated from
top to bottom with unnecessary expenditures. I believe that many
billions of dollars can be saved and, if it is saved, then it would
be possible to have a tax reduction-without a deficit-that would go
to the people who have been paying the high taxes, because to my
way of thinking-and I am just saying it as a plain, blunt man-
taxes are linked with expenditures.

As you know, Dr. Keyserling, never before has any President
of the United States advocated a planned deficit in order to reduce
taxes.

Mr. Truman, as I recall it, went so far as to say he would increase
taxes instead of lowering taxes.

You recall that?
Mr. KEYSERLING. Yes, sir.
The CIInAM,\N. And Mr. Truman, incidentally, is opposed to

this plan of passing the burden on to future generations and adding
to the debt.

Mr. Eisenhower is opposed to it and, so far as my inquiry goes,
there is not a single President in the history of the United States
who has ever deliberately urged a tax reduction on the basis of
planned deficits.
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I think it is even more dangerous to do it at this time because, as
you know, Doctor, we have had deficits for 3 previous years.

Now, even the administration admits that, if this bill is passed,
there will certainly be deficits for 6 consecutive years.

To my way of thinking, a deficit is bad enough, but when it
becomes a habit, when it becomes a custom, it is even worse and may
lead to serious consequences.

Senator Ribicoff wanted to compare the chairman's position with
that of the administration and Mr. Dillon. I am anxious to see
a tax reduction, but expenditures should be reduced first.

I point out repeatedly where these reductions could be made;
each year I prepare what I call a Byrd Budget. Among other
things we must not overlook the fact that there was $87 billion
of unexpended balances carried over as of July 1, and that is
available to the President for expenditures at his pleasure.

That is plainly my position.
I think there is no more inappropriate time, no more dangerous

time to have 6 or 7 or 8 years of continuous deficits that I know
of in the history of our country. I do not know when you think
that the budget is going to be balanced.

Arthur Byrnes said it might be as late as 1972. The admin-
istration does not claim it is going to be balanced for 2 or 3 more
years. So we are getting on a permanent deficit basis.

Mr. KEYSERLING. Mr. Chairman and Senator Ribicoff, the chair-
man of the committee has expressed his views much more com-
petently than I could. But let me say this: Whether or not my
views coincide with those of the chairman .has nothing to do with
the point I am making here, because the point I am making here is
that the tax reductions embodied in this bill, looking at their
size and who they are going to, would be indefensible wh ether the
Government was in deficit or whether the Government was in
surplus or no matter where the Government was, because, even if
the Government was in surplus, we would still want to make tax
reductions that were equitable, which I believe these are not,
and we would want to make tax reduction in a way that would
be helpful to the economy, which I believe these are not.

So that, really, whether I could dot and cross every "i" and "t" of
what the chairman has said, to go off on that tangent in my testi-
mony would merely distract us from what I am talking about.

What I am trying to show and prove, if I can, is that this $11
billion of tax reduction at this time, in its nature, in its composi-
tion, is such that a large part of it would be wasted and will do
no good and that part of it is distributed in a way that is socially
inequitable and unjust.

Senator GoR. What do you mean by wasted?
Mr. KEYSERLING. I mean that it will not be spent, it will be

saved.
Senator GoRE. You mean, then, insofar as being stimulative of the

economy-is that what you mean by waste?
Mr. KEYSERLING. That is right. When our large corporations

sit around a table to determine their rate of investment, the first thing
that they consider is whether investment in plant and equipment
will improve their technology and productivity, and thus give them
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a competitive advantage over those who cannot afford to make
that investment. That is the first thing they consider.

The second thing they consider is whether the current and
prospective demand for their products justifies the increase in their
productive capacity.

The argument I am making is that, if our corporations now
answer these two questions in the affirmative, there is no problem of a
barrier to investment in the form of a lack of funds. Their after-
tax profits are very high. Their retained earnings are very high.
There is such a prolixity of savings that even the Secretary of the
Treasury admits it.

Therefore, if they answer these two questions in the affirmative,
they will make the investment, and therefore it is an arrant waste
of funds to provide them with billions of dollars of concessions
to enable them to make the ratio of their available funds to any
likely investment even higher than it is now.

Senator GoRE. When it is already adequate.
Mr. KEYSERLING. When it is more than adequate, and this has

nothing to do with any differences that there might be between
me and the chairman.

This is an immutable principle .that is true all the time. They
just do not need this kind of addition to their funds now, and much
of it will be saved. It will not be invested.

But to a certain degree it will be invested, because American busi-
ness is capital hungry. It is in the hands of a managerial class who
are mostly not owners, and they like to have more shiny machinery.
So they will use a small part of it for investment. So we will have
a still bigger unbalance m the economy, and still more people put
out of work.

Now, if you turn it around the other way, it is true even under cur-
rent tax rates that a high enough level of demand to keep these
plants reasonably fully employed always generates enough after-tax
profits to enable them to make enough investment and enable them
to pay out high enough dividends, then they do not need a tax
reduction now. That is why I say it is wasteful. It will either
be wasteful or damaging.

It will be wasteful if they save it. It will be damaging if they
use it.

Now, to amplify the proof of this, let's look at just a few of these
other figures on where they now stand.

First let's look at the profit picture. I have shown on chart No.
24 the profit picture for key corporations from 1953 through the
second quarter 1963.

If you look at the vertical bar which represents the second quarter
of 1963, you see in most of these key areas about the highest profits
on record.

Now, I am not against these profits. And these are after-tax
profits, not before-tax profits. Why do the need to have a 35-percent
increase in these after-tax profits, as the Secretary of the Treasury
admitted in order to stimulate investment?

Now, let's come to the next chart, No. 25. These are profit-
able sales ratios right through the second quarter of 1963, for the
most part breaking all records. This is also after taxes. The trouble
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is not with the profit-sales ratios; the trouble is with the volume of
sales. In other words, if plants are operating with 15 percent idle
capacity, which is the typical experience now, the right way to in-
crease their profits is to create a condition in the American economy
where they will be operating at 90 percent or 92 percent of capacity,
not to give them a tax bonanza so that the ratio of their per unit
after-tax profits will be even higher than now, although they are
breaking all records now.

That is what this bill would do.
I am not so surprised that such a momentum of support has been

obtained for this proposition. A lot of people like Santa Claus.
Why would not the businessmen whom Mr. Dillon talked to, who
usually have been more against deficits than I am, why would they
not, when he proved to them the facts and figures on what this
was going to do to fill their coffers, even if they do not do more
business, why would they not be for it?

I am unhappy that they are, but I do not think counting noses
that way gives us a very good guide to fiscal policy.

Now let's go on to the next one.
Senator RIBICOFF. In the sense of what you are saying, if they

have this excess capacity, while they may have a year or two or more
profits, there will be another dip.

Does the business economist realize this, too?
Mr. KEYSERLING. I do not want to speak for them, but I think so.

I think the business economist is aware that we have a lot of unbalance
in the economy.

Let me say that I called to the attention of this committee-no, I
called to the attention of the Joint Economic Committee-in January,
when I was testifying on the tax proposition as of that time, that there
was an article in Business Week as of that time which I inserted in
the record, which showed these high retained earnings, which showed
these high profits, which showed this excess plant capacity, and which
categorically said, Business Week said, the investment today is based
upon the expectancies of tomorrow. In other words, it said specifi-
cally that what business needed was an ability to sell more of its prod-
ucts, not. tax concessions, which would enable still more profits without
more sales.

The CHAIRMAN. Is it not true the Du Pont Co. just a day or so ago
announced the highest profits in history?

Mr. KEYSERLING. Senator, this is not only true of the giants like
Du Pont.

The CHAIRMAN. Its stock webt up 5 points in 1 day.
Mr. KEYSERLING. It is generally true, as I tried to show by these

previous charts. It is not only true of Du Pont and General Motors.
It is true generally across the board.

Since you mentioned the stock market, let me say something about
that.

We look at the stock market as an indicator of business activity.
Maybe yes and maybe no. When you have these large tax concession
to people who have not got room for much more investment, especially
to high-income individuals whom the Secretary of the Treasury sal's
needs this in order to invest more, where are they going to invest more?

They are going to invest more in the stock market. And when they
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invest more in the stock market, it drives up the stock prices, and when
it drives up the stock prices you do not have any increase in the
national wealth. This is not real investment. This is merely a recal-
culation of how much money is going into the stock market in ratio to
the number of stocks. And this stock market boom that we have been
having now is an indication that there is an excess of savings already
flowing into the stock market. It is not flowing into investment.

Some people think buying stock is investing. If I own General
Motors stock at 62 and somebody else buys it from me at 65, it does
not mean anything except that umused savings are driving up stock
prices.

Senator GORE. It does not mean any more money to General Motors?
Mr. KEYSERLING. It does not mean any more money to General

Motors and, if it did, they have got plenty already. I have nothing
against their having it, but this thing just is not needed.

Now, this chart numbered 26 is a picture from 1947 to 1962 of
funds available to corporations. Their available funds have increased.
The portion of these funds used for plant and equipment has grown,
and, most important, down at the bottom, the portion of corporate
funds drawn from internal sources has risen, partly in consequence of
the tax changes of the last 10 years, both by the Congress and by
Executive action, so that from 1953 to 1962 they were financing 69
percent of their total corporation funds from internal sources as
against 65.7 percent in 1947-53.

I maintain that this is getting far away from the typical American
system. I think I am talking pretty conservative economics when I say
that 70 percent of such funds should not come from internal sources.
Investment is for the purpose of selling goods in the future, and earn-
ing a profit by selling these goods to the public. In other words, you
should be paid for your investment after you make it; that is what I
have to do if I make an investment. I make it and then I get paid for
it by using what the investment creates.

The CHAIRMAN. What do you think about the dangers of inflation?
Mr. KEYSEJLING. I think that there is not a danger of generalized

inflation in view of the economic slack. I think there is danger of
the kind of selective inflation to which I called so much attention in
earlier years; namely, a selective inflation of these sectors of the
economy resulting from them having far too much relative to their
needs as against other sectors of the economy.

The CHAIRMAN. What bearing does deficits have on the question?
Mr. KEYSERLING. Would what have?
The CHAIRMAN. What bearing, what influence does deficit spending

by the Government's adding to the public debt have on inflation?
Mr. KEYSERLING. I think deficits add to general inflation only when

the economy is operating near full employment, Senator. I know
our views on that are not exactly the same. In other words, I do
not think that a deficit in itself adds to inflation when the economy
is operating far below full employment.

Rut, as Isay again, that does not go to the problems in connection
with this tax ill.

The CHAIRMAN. The only reason I asked that is that the hearings
that you referred to that our committee have had in 1955 and 1956, I
believe, Bernard Baruch, whom I regard as one of the greatest econo-

24-532-63-pt. 2-17
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mists and one of the greatest men this country ever produced, testified
that Government deficits had a great influence on inflation.

I do not know whether you agree with that or not.
Mr. KEYSERLING. As I say, I think a Government deficit is infla-

tionary when you are operating near full employment, but not other-
wise. But, again, my differences with Mr. Baruch or you on this have
nothing to do with what I am saying about this tax bill.

Now, what I am doing here-and this is partly responsive to aii
earlier question asked by Senator Ribicoff-having analyzed this
problem of investment, and the problem of consumption which I am
going to analyze in a little bit, I have computed how this tax bill
divides between funds made available for investment and funds made
available for buying the products.

Senator GORE. What table is that, Mr. Keyserling?
Mr. KEYSERLING. Chart 27.
Now, in making this analysis, I have added in the $2 billion tax

concession in 1962. I think it is appropriate, because it is really a
part of the same program of the same administration.

I think it is also appropriate because Mr. Dillon himself, in his
recent talk, coupled the two in saying that the two together would
provide a 35-percent increase in after-tax income.

If the committee does not think it is appropriate, they can take
the $11 billion figure in this bill rather than the $13 billion figure.

I think it. is appropriate to look at the two together.
Now, looking at the two together, as shown by my left bar there-

this is a very important chart-the value of the 1962 tax concession
to investors is $2 billion. The approximate value of the corporate tax
cut in this bill is $2.2 billion. The approximate value of the personal
tax cut is $8.9 billion.

You get, a total of about $13 billion, or about $11 billion, if you left
out the $2 billion.

Second, I have apportioned this between stimulus to investment
and stimulus to consumption. The $2 billion tax concession to corpo-
rations in 1962 was clearly an investment stimulus, and this is clearly
true of the $2.2 billion tax cut to corporations under this bill.

Then I have had to apportion the personal tax cuts and make an
estimate of what part, of it would be used for investment and what
part of it would be used for consumption.

I think my estimate is reasonable for the reasons that I have given.
In other words, I apportioned the tax cut in the lower income ranges
mostly to consumption, because obviously, if a $3,000 family gets a
little tax cut, they are not going to invest; they are going to spend
it.

If the very high income family gets a big tax cut, they are going
to try to invest it, and in any event I do not have to prove this because
this is the rationale given by the administration, that the tax cuts in
the higher income brackets are needed for investment.

Anyway, the way it comes out is that this bill, together with the $2
billion in 1962, would allocate $7 billion to the investment function
and $6.1 billion to the consumption function.

I say that the $7 billion for the investment function is wasteful-
nobody can be exact about this thing-

Senator GoE. You are not saying this will actually be invested.
This is $7 billion of available
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Mr. KEYSERLING. Exactly, and I am coming to the next point.
I am saying that this is the allocation by virtue of the national tax

policy. If I thought the whole $7 billion was going to be invested,
it would create employment, it would create production-then I
would not say it was wasteful. I might question it on other grounds.
But what I am saying is that, in view of the history of the past 10
years which I have outlined in such great detail, in view of what I
have said before this committee previously on every similar point,
which I must say without pride turned out to be right, and in view
of the analysis of where these investors now stand with respect to
funds and capital and retained earnings, for them to get $7 billion in
tax cuts will not result and cannot result, in $7 billion more of invest-
ment than there would be if they did not get the tax cuts.

Now, no economist can figure out with the precision of an adding
machine how much of the $7 billion will be used and how much will
bo wasted.

I make my own computation that a very large part of it will be
wasted, and that, in any event, if the Government were going to use
this $7 billion in some other way, either by the collection of taxes or
by giving a better tax break to some other lower income people, or
by spending money for some things that people really need, that any
of these, including Senator Byrd's alternative, any of them would
be better than handing out this $7 billion in this particular way, be-
cause if there were no actual bill before this committee and if there
were no public issue, and somebody asked me as an academic matter
to figure out a wasteful way of using $7 billion, gentlemen, this would
be it. This would be a wasteful way of using $7 billion.

Now, we come over to the personal tax cut side. I have already
shown the reasons for my economic objections to the distribution of
the tax cut between $7 billion for investment and $6 billion for con-
sumption.

In the desire to be quick, I passed over earlier in my detailed
demonstration that, while we do not have a deficit in investment, we
do have a big deficit in consumption.

Why should I need to prove that?
If so many economists had not become so foolish, nobody would

have to prove it, because if your plants are operating with 15 percent
idle capacity, and if your true level of unemployment is 9 percent,
there must be a shortage of buying on the part of the American
people for what the plants can produce.

Be that as it may, this brings me to the second phase of my argu-
ment against the detailed composition of this bill; namely, that after
you pass over the investment side of it, and talk about the personal
tax cuts of $8.9 billion, how are they distributed?

The way I figure it, for reasons already shown, about $4 billion of
those personal tax cuts would go to families with incomes over
$10,000. That does not sound very high, but they are only 12.5 per-
cent of all taxpayers. Only 55 percent would go to taxpayers with
incomes under $10,000, who are about 87.5 percent of all taxpayers.
A substantial part of the tax cuts going to the top 12.5 percent
would, for the reasons I have given, be saved for the purposes of
investment, and therefore would be substantially wasted.
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But let's look at the distribution in terms of a second considera-
tion which I respectfully submit no great and just nation can afford
to neglect: the equities of the situation.

Now, the Secretary of the Treasury and his technical people have
been putting out a lot of mathematical tables to show that, under this
bill, the low-income people would get the biggest tax break and the
high-income people would get less. This is a mathematical trick.
The reason that it is a mathematical trick is what they are comput-
ing is the ratio of the two different tax rates rather than computing
the effect upon incomes.

Now, after all, all that any tax bill really does in the final economic
analysis is to increase the disposable income of the people getting the
tax cut, or reduce the disposable income of the people if taxes are
raised. This is all there is to it economically.

The other thing is merely a formula.
Senator GORE. You mean disposable income; is that not what you

have left after you pay taxes?
Mr. KEYSERLING. That is right.
Senator GoRE. After-tax income?
Mr. KEYSERLING. After-tax income.
In other words, this tax cut will increase the disposable income of

the people.
Senator GoRE. Some people have raised objections to examining

this bill from the standpoint of its effect on after-tax income. But
I notice in Secretary Do ]on's speech at White Sulphur Springs he
used this term with respect to corporations.

Mr. K.YSERLING. Please do not ask me to rationalize the various
statements of the very pleasant and estimable Secretary of the
Treasury. I just could not do it.

Now, the fact is-
Senator GORE. My only point, Mr. Keyserling, is that I see

nothing wrong with examining this bill from the standpoint of its
effect upon people's real income after they pay their taxes, whether
it is a corporation or a person.

Mr. ICEYSERLINo. That is what I am now proposing to do, Senator,
for this very commonsense reason: that, whether one be a conservative
or a liberal, whether one believes that you should balance the budget
or not, the only effect of a tax change in real terms is what it does to
people's incomes. The administration admits this, because the argu-
ment the administration gives for this bill is that it will increase the
disposable incomes of people and therefore they will spend more and
therefore we will have more prosperity.

If I am in a certain income bracket, I do not care anything about
what mathematical result you get by comparing the tax rate that J
pay now with the tax rate T will pay later, except insofar as it changes
what I have left after I pay the taxes.

Now, when you look at it that way, which is the only proper way,
what do we see under this bill I This is shown on my chart 28.

The $3,000 family would have a 2-percent increase in its disposable
income under this bill. The $200,000 family would have a 16-percent
increase in its disposable income.

To state it simply the more income you have now before taxes, the
bigger increase in disposable income you will get under the bill.
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Now, let me address myself here to one of the arguments made by
the Secretary and by my friends in the Government. They say that,
because the higher income people are paying higher tax rates, any
large-scale tax reduction would necessarily, by the mathematics of the
situation, increase their disposable income by a bigger percentage than
the lower income people.

In the first place, this is not true. I am going to show you that
you can have a different composition of the tax cuts that will not do
this. But, if it were true, it would simply be an argument against tax
reduction at this time, because there is nothing sacrosanct about tax
reduction.

You do not just want tax reduction per se. You want tax reduction
to do something. If the consequence of tax reduction is that it must
at this time increase the disposable income of the $200,000 family by
16 percent so that they can go to Europe again and increase our
balance-of-payments problem, and only increase the disposable income
of the $3,000 family by 2 percent, it is fundamentally wrong at this
time. It is a waste of the tax reduction and we ought to find a
better way to use the money.

So it is no answer to say that the mechanics of the situation make
this unavoidable. It is avoidable.

This is regressive, at least in the sense that it would make the Fed-
eral income tax structure less progressive than it is now.

Senator BENNEr. Mr. Keyserling. is not the opposite of regressive,
progressive; and are you suggesting that the tax pattern be made more
progressive if you object that this one is too regressive?

Mr. KEYSERLINo. I am suggesting that, if there is room for tax re-
duction now, in view of all the competing objectives, whatever limited
amount, is available for tax reduction should be used where it will be
most efficient in terms of two considerations:

First, where will it be most efficient in terms of stimulating the
economy? That is what it is for.

Second, where will it be most efficient in terms of reducing the hard-
ships imposed upon a large part of our people from the inherited tax
rates carrying over from World War II.

Now, if we take the first of those tests. I am simply saying that this
distribution of the tax cut will not be efficient from the viewpoint of
stimulating the economy. I have spent the last half hour explaining
why I feel that way, because much of it will be saved rather than
invested.

Senator BENETt. What you are saying is that you are in favor of a
program which would increase the progressivity from the top end to
the bottom end because you want to center your reduction at the bot-
tom end?

Mr. KEYSERLING. First of all, I do not want to center it at the
bottom end.

I would have some of the tax reduction spreading over the whole
structure.

Secondly, on this whole question of how progressive the tax struc-
ture is, I have a word to say about that because the Senator's question
is very relevant.

We have the impression that the tax structure has become too pro.
gresive, because of the high rates at the top. But let us remember
always that one of the main arguments made by the administration for
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its original tax proposal was that the tax rates at the top were so high
that the Congress had had to enact a lot of loopholes in order to
ameliorate this, and one of the main reasons given by the administra-
tion for reducing the rates was that by closing some of the loopholes
you would in a fairer and more equitable way improve the tax struc-
ture.

Now what happens? With many of the reforms abandoned, and the
rates not being changed comparably, you have a much less progressive
proposition than the administration offered originally.

I am not. necessarily arguing now that. it should be made more
progressive. I am arguing that it should not be ma(le more regressive,
and I am arguing it this way: I am arguing that the justification for
a tax cut now is that the stinihli.-, to the economy and the doing of
justice outweighs the arguments for not having a tax cut now. To get
this stimulus, and to do this justice, the current bill needs to be altered
substantially.

Senator GoRE. May I interject'? I have before me a table presented
by the Treasury Department. I have looked for an opportunity, Mr.
Chairman, to call attention to it, at least to one part of it, and I think
this might be an appropriate time.

It shows, Mr. Keyserling, that under present law a typical family,
consisting of a man, wife, and two children, with typical dividends,
capital gains, et cetera, with an adjusted gross income of $1 million
now pays $261,929 in taxes, and, according to this table prepared by
the Treasury, this typical million-dollar-income family of four has
after-tax income of $1,239,659.

I bring this up because we hear so much about how people of very
high income are so severely taxed. And here is the table of the
Treasury.

Let me read another example. This typical family-I wouldn't
say this is a typical family. Let me read what the table says:

Married couple with two dependents with typical dividends, capital gains and
other income, and typical itemized deductions.

A family with a $500,000 income--adjusted gross income, that is-
rays taxes of $154,249, and has an after-tax income under present
aw of $567,116.

Now, how would these two families be affected by the pending bill?
This is not my calculation. Let me repeat and emphasize, this is the
table presented by the Treasury.

Let me come back to the $1 million family, the family with an ad-
justed gross income of $1 million. Under the proposed bill, accord-
ing to this table, this family would pay $238,037, and have an after-tax
income of $1,263,551.

I wanted to bring this out, Mr. Keyserling, to show that even under
present law the portion of total income, and of adjusted gross income,
that, is paid in taxes is much less than is generally believed.I Mr. KEYSERLING. I think all of this is true, Mr. Chairman, and it
is an additional point. My demonstration stands without that, but
I appreciate the enator bringing in this additional point.

What I am saying is that there is no economist in the Government, no
financial analyst, who will question the (actual accuracy of this par-
ticular demonstration. So it converges on a matter of policy; and
the matter of policy is very simple. Is this the time for a personal
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tax cut which will increase the disposable income of the $200,000 fam-
ily by 16 percent and increase the disposable income of the $3,000
family by 2 percent?

I say no, for two basic reasons. First, it is not an efficient way to
stimulate the economy, because a lot of the tax cuts up at the top will
be saved, or will be spent going on trips to Europe, which will increase
our unfavorable balance-of-payments problem, and second, that it is
not equitable.

This bill would give me a substantial tax reduction. I don't think
that this is a high priority for the Government now. I don't think,
I know-it would not increase my standard of living to any appreciable
degree. I would buy a few more stocks. And what good would that
do anybody? Or, if I spent it, I would take another trip to Europe,
and we would have to raise interest rates still higher to take care of
the gold problem, and that would cancel out the effect of the tax cut.
The whole thing hasn't been thought through.

Now let's come to the next chart.
Senator BENNETT. Before you leave that chart, is there any climate

or atmosphere in which you think tax relief should be given to the
top brackets?

Mr. KEYSERLING. Yes; when the Government is running a sub-
stantial surplus.

Senator BENNETr. Then you would give it to the top brackets and
deny it to the lower brackets?

Mr. KEYSERLING. No, I haven't said that. You have got a prob-
lem of equitable tax reduction at any time. But I am saying that,
when the Government is running a big deficit, and when the quid
pro quo that you are paying for the tax cut is a relinquishment of a
lot. of other purposes that would seem to me highly desirable, that this
is not the particular time to use this amount of money in this way.

I am not against tax cuts generally for anybody. Everybody is
for tax cuts.

Senator BENNEIT. Let me ask you a related question. Is there any
atmosphere or climate in which you think the range between the top
rate and the lower rate should be reduced, the extent of range should
be reduced and the top moved closer to the bottom?

Mr. KEYSERLING. The real question you are asking me, Senator,
is whether our tax system has become too progressive.

Senator BENNETr. That. is right.
Mr. KEYSERLING. The materials that I have asked to have included

in my prepared testimony, which are based upon a comprehensive
study that, I made of this matter, is that, putting aside the question of
whether tax rates in general are too high, and limiting one's self to
the question of whether the changes in our tax system have made it
too progressive, my study leads me to the following conclusions:

My first, conclusion is that the changes in the tax structure from
1939 to 1945, which made it much more progressive and which also
made it much higher because of the tremendous level of expenditures,
was good for the American economy. I am talking now not about the
higher rates but about the increasing progTessivity.

It was good for the American economy from the viewpoint of
economic balance, from the viewpoint of the relationship between
investment and consumption, and from the viewpoint of equity. I
develop that at. considerable length in my study.
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My second conclusion is that, broadly speaking, the changes in the
tax structure which have taken place from 1945 to 1963, again putting
aside the lower levels due to the fact that we are not now in World
War II, these changes have made the tax structure less progressive,
and I think this has not been good for the economy.

I think this is tied in very closely with our poor rate of economic
performance. I think it has been one of the factors in the recurrent
investment booms, and so forth and so on.

Therefore, my answer to your question really is that, quite apart
from the question of the tax rates being high because of expenditures
being high, which is a separate question, our tax system has not be-
come too progressive, and that we would be ill advised to make it
less progressive.

Further, so far as this particular proposition is concerned, some
parts of it are so untimely and so out of line with considerations of
economic need and equitable justification that this proposition is
deficient even if the Senator in his good judgment, which may be as
good or better than mine, did not agree with my general statement
as to the progressive or regressive nature of the tax changes during
the past 24 years.

May I say that, in my prepared testimony, and I am not going to
take the time to repeat it now, compared the effect upon after-tax in-
come of the proposal as it now stands with the proposal as originally
made by the administration, including a number of reforms. The
proposal originally made by the administration, in broad outline, was
subject to some of the criticisms that I am making now. However, the
reforms had a partly compensating effect upon the distribution of the
personal tax cuts. With many of the reforms out, even with the other
changes that the House Ways and Means Committee made in the rates,
the current bill is more defective than the original proposal. Now
coming over to the next chart-

Senator GoRE. Before you leave that, Mr. Keyserling, I think in
all candor I should say that in my view a case can be made for some
change in rates if these privileged devices were stricken out.

But all of the reforms, as you say, have been jettisoned, and accord-
ing to this table which the Treasury itself presents-they select a
typical family, I did not select it, they did, the Treasury did-this
$1 million adjusted gross income family, after this bill becomes law,
will only be paying taxes at the rate of 23 percent of its adjusted gross
income.

Now I say in all candor, Mr. Chairman, that it is unconscionable to
start reducing rates in the higher brackets without accompanying such
a reduction with a vigorous closing off of the special tax treatment
and favors now in the law.

Mr. KEYSERING. Senator Gore, let me say this to clarify any mis-
impressions that may have arisen from what I said before.

I certainly agree wholeheartedly with the proposition that if a very
high income person-and I will just take nominal examples-is now
paying an effective tax of 60 percent despite the fact that in looking at
the rates he ought to be paying 75, but is paying 60 rather than 75
because of a lot of loopholes, I certainly agree that it would be better
fiscal policy and better everything else to take out the loopholes so
that he is still paying the same 60 percent effective, but paying what
he really ought to be paying in accord with business and equitable
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p rinciples, instead of having loopholes accounting for the difference
tween what he ought to be paying and what he actually is paying.
I think this is an incontestable principle, and I agree with the

Senator completely on that. Therefore, this is one of the reasons
why I say I am not opposed to some reductions in the higher rates, if
there is compensating closing of the loopholes.

But I am practical enough to think, not only on the basis of time,
but for other reasons, also, that it would be rather unlikely that the
loophole-closing originally proposed by the administration could be-
come an effective part of any legislation enacted within a reasonable
time. And since I am making this assumption, I am merely saying
that whatever reasons may have existed-and on this I agree com-
p letely with you-for cutting these top rates with the loopholes closed

oes not exist with the loopholes not closed.
I should think anybody could see that. And I should think the

administration could see that very clearly. Now the only real argu-
ment the administration has on this is that we are in a hurry, and there
is not time really to go into this matter.

Senator GORE. Mr. Chairman, in view of the fact that this table has
been discussed, I feel I should request that this table, furnished by
the U.S. Treasury Department, be printed in the record at this point,
and clearly identified as not being a table of Dr. Keyserling, but of the
Treasury Department.

The CHARMAN. Without objection.
(The table referred to follows:)

TAx SAVINGS AND INCREASE IN AFTER-TAX INCOME UNDER HOUSE BILL

Married couple with 2 dependents, with typical dividends, capital gain, and
other income 1 and typical itemized deductions

Present law House bill Tax cut or increase in after-tax
income

Adjusted gross
income I Percentage

Tax After-tax Tax After-tax Amount Percentage increase in
income 2 income 2 tax cut after-tax

income

$3,000 ------------ 0 $3.131 0 $3,131.......................
$4,000 ------------ -$143 3,087 $103 4,027 $40
$5,000---------------209 4,827 219 4,907 80 27 2
$6,000 ------------- 455 5,671 339 5,787 116 26 9
$7,0 -------------- 719 6,917 569 7,067 150 21 2
$10,000 ----------- 1,193 8,993 972 9,214 221 19
$12,500 ----------- 1,657 11,079 1,373 11,363 284 17 3
$15,000 ----------- 2,196 13,189 1,830 13,555 366 17 3
$17,500 ----------- 2,745 15,288 2,296 15,737 449 16 3

,000 ----------- 3,369 17,344 2,820 17,893 549 16 a
2,090.------------ 4,7155 21.271 3.983 22.043 172 16 4
30,0 ------------- 6, 2 25,139 6,297 26,164 1,025 16 4

$40,000 ----------- 10,026 32,305 8,392 33,939 1,634 16 5
$50,000 ----------- 14,254 38.947 12,217 40,984 2,037 14 5
$75,000 ----------- 23,799 57, 421 20,672 60, 548 3, 127 13 5
100,000 ---------- 33,965 79,247 29,670 83,542 4,295 13
3M,0 ---------- 63,318 184,262 56,075 190,905 6,643 11
$500,000 ---------- 154,249 567,116 138,216 583.149 16,033 10
$1,000,000 --------- 261,929 1,239,659 238,037 1,263,551 23,892 9

'Includes such income as wages and salaries, interest, rents, business and partnership Income, royalties
and typical dividends and capital gains. Estimates of typical dividends and realized capital gains and item-
lied deductions are based on 1960 tax return data.

I After-tax income exceeds AGI for very high Income taxpayers because 50 percent of the long-term capital
gdns, which constitute a high proportion of income for such taxpayers, is included in AGI under present
law and 40 percent is included under the House bill.

Source: Office of the Secretary of the Treasury, Office of Tax Analysis, Oct. 11, 1963.
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Mr. KEYSERLING. Now on this matter of the progressive nature of
the tax structure, the question which was raised by Senator Bennett
and which is a very good question, I think I answered that, but I
want to add one thing to my answer: that in considering whether or
not the Federal income tax structure as of now is too progressive, we
certainly must take account. of other types of taxes, such as indirect
Federal taxes, and State and local taxes.

The fact is that the State and local taxes, whatever the reasons
may be, have none of the progressive features of the Federal income
tax, and indeed are absolutely very regressive.

Unfortunately economists have not made much study of this re-
cently, but I have here a study that. was made in 1954, which is even
more relevant today. Actually our tax structure has not changed
much since 1954.

My chart No. 29 shows that, if you look only at the Federal income
tax, the family of $2,000 income paid only 2.7 percent, of its income
in Federal income taxes in 1954, while the family of $10,000 income
and over paid 14 percent. That looks very progressive.

But when you look at the State and local taxes, the $2,000 family
paid 9.8 percent of its income in taxes, the $3,000 to $4,000 family
paid 8.9 percent, the $5,000 to $7,500 family, 8.4 percent, and the
,10,000-and-over family only 7.4 percent, so that these State and
local taxes are extremely regressive.

And this situation is very much more severe now than in 1954 be-
cause, as we all know, State and local expenditures have risen very
much faster, and even the tax-supported part. of them has risen very
much faster than the Federal tax outlays supported by taxes. So
that in consequence of the State and local taxes and the indirect taxes
as shown on my chart, it is certainly true that our nationwide tax
system as it applies to the American people is very, very much less
progressive than it appears to be if you look at the Federal income
tax alone.

This is certainly a factor to be taken into consideration, in deter-
mining whether or not this is a particular juncture at which to enact
the particular kind of changes in the tax structure which are in this
bill.

I don't want to linger on my chart 30. This is merely a picture of
income distribution in the United States as it bears upon the desir-
ability at this moment of increasing the after-tax income of the
$200,000 family by 16 percent, and the after-tax income of the $2,000
family by only 2 percent.

This shows that more than a fifth of the multiple-person families
in the United States have incomes of less than $4,000 a year, and
so forth and so on. That can be studied more in detail. I don't need
to concentrate upon it now.

Now, finally, I want to talk a bit about the ineffectiveness of this
kind of a tax reduction from the viewpoint of stimulating the
economy.
_,I think the chairman, as reported in the papers, asked the question
of how $2 more of spending money distributed among a large number
of people, I guess per week, was going to do very much to help
the economy. The answer of the administration is that when you add
it all up it comes to a lot.



REVENUE ACT OF 1963

But there is another very important matter which shows that these
tax cuts will have very much less stimulative effect upon the economy
than the administration calculates, for this reason.

What are the people who get the tax cuts going to spend the
money for? They are largely going to spend the money for buying
a little more of what they have already been buying.

They may buy another automobile a little sooner. They may buy
another refrigerator a little sooner, and so forth and so on. Most of
this increased buying will concentrate upon those parts of the econ-
omy, what I call the conventional mass production industries, where
the rate of technology, and automation is advancing very much
faster than any conceivable increase in the demand for products.

This is indicated by my chart 31, which shows, for manufacturing
as a whole from 1947 to 1962, that. the index of production workers
in manufacturing as a proportion of our gross national product de-
clined from an index of about 102 to an index of about 60. This is
the whole meaning of the technology and automation that the ad-
ministration is talking about.

The administration itself, when it talks about, 221/2 million jobs
needed over the next. 10 years, ascribes about 10 million of that need
to the displacement of workers from the mass production industries
and the need for them to find a job somewhere else.

So this tax reduction, aside from the part. of it that is wasted
through the saving process, will as it bears upon the spending process
have some effect, but a much lesser effect than some other kinds of
programs would have. If we really want to wrestle with the unem-
ployment problem, and if we are going to use the aine amount of
money-and here again I am not getting into a difference of opinion
with the chairman as to whether we should use the money, but as-
suming that we were going to use $5 billion, $6 billion, $11 billion,
$20 billion-that amount of money directly spent by the Government
where the unemployment is high, and directly spent for the things
the Nation needs, would have an infinitely greater multiplier effect
upon stimulating employment than this randomly disbursed and
variegated distribution of spending power among millions of families
by tax reduction.

Now to illustrate how acute a problem this is, if we move over to
this next chart 32, I have projected ahead, assuming high and low
growth rates, and taking account of technology and productivity, I
have projected ahead the likely increases in employment opportuni-
ties in the United States.

Now. I can illustrate very simply what I am getting at. If you look
at the first box, total civilian employment would need to go up about
12.7 percent, total civilian employment, by 1965 over the 1960 level.
But even if you assume the overall growth rate needed to bring us to
that level of employment, then I look at manufacturing, and I take
the trends in technology and the trends in automation, and the likely
disposition of consumer outlays among various types of expenditures
and the fact as I show it, on the. previous chart that, since 1947 employ-
ment in manufacturing has moved from an index of 102 to an index
of 60 as a percentage of GNP, and what this all means is that, even if
you had a high rate of economic growth, your employment in manu-
facturing would at, best go up a great deal slower than the rate of the
needed increase in employment.
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This is also true of mining; this is also true of transportation and
public utilities.

So it inescapably follows that, if we are going to ever get back to
full employment, we have to encourage the diversion of a larger pro-
portion of our productive resources to the things which the American
people need enough more of so that, when compared with the tech-
nological trends, you could get really big employment increases.

Tax reduction, particularly tax reduction of the kind proposed, is a
very inefficient approach to this problem for obvious reasons. The
tax reduction will be spent, insofar as it is spent, for a little more here
and a little more there of those kinds of products which are in the
industries where the rate of technology and the rate of automation is
advancing so rapidl thlat you may stop a continuation of the decline
of employment at thTe rate that ft has been declining, but not help
it much.

In order to get the desired employment, we would have to divert
more of our resources to education, to health, to housing, to urban
renewal, to mass transportation. I am not here talking only of public
spending. I am talking of private spending too, encouraged by
national policies, and, if you will, by tax policies.

Senator GoRE. You are speaking of loans, too.
Mr. KEYSERLINc. What?
Senator Gopm. You are talking about loans as well as
Mr. KEYsmmIN.-G. Yes; and I am talking of public works and of

private outlays encouraged by cheaper credit andencouraged by vari-
able tax concessions for this purpose.

All I am saying is that you are not going to get any appreciable
rediversion of production into the areas where it must be diverted from
the viewpoint of the technological problem and the automation prob-
lem and the national need, by these random tax cuts.

We will simply get a little more automobiles, a little more refrig-
erators, a little more of this, a little more of that, and the economists
in the Government who are now rubbing their eyes that as against the
4-percent unemployment they were going to get in 1963 they now hope
to get 5 percent by 1965, if they are lucky, they will rub their eyes
2 or 3 years from now, if they get this tax cut, and they will see that
it did not accomplish what they thought it was going to accomplish.

Now coming finally to a suggestion, I think it is presumptuous for
me to suggest to this committee just what kind of changes are worthy
of consideration in this bill, certainly as to the technical aspects.

But in rdsum' of my argument, Isaid first that of the $7 billion
allocation which this tax bill along with the $2 billion cut in 1962
would make to the investment purpose, both through corporate tax
cuts and through tax cuts for high-income individuals which would
have to go into investment if there was any justification for them at
all. a large part of this $7 billion will be absolutely wasted, saved
rather than invested, in view of the current position of corporations
with respect to profits, earnings, retained earnings, idle capacity, and
everything else.

Secondly, I say that, from the social and equitable point of view.
which nobody in any good conscience can afford to neglect, when
you are making a $11 billion tax reduction in times like these. the
distribution of the proposed personal tax cuts as they would bear
upon disposable income are entirely unjustifiable.
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Third, I am saying that, whether we are going to engage in a con-
trived deficit now of $11 billion or $6 billion or $3 billion or $20
billion, whatever it may be, applying all of it to these kinds of tax
cuts will have a very low leverage effect upon the increase of employ-
ment, because of the technological and automation reasons, because
people getting tax cuts are not going to start to rebuild cities, to im-
prove mass transportation, to improve our national resources, to
provide educational and health facilities. They are going to start
buying a little more of the things where the technology is advancing
so fast that the employment is going to continue to drop, or at best rise
only slowly.

Now, I can't go into all policies here. I can only talk about the tax
bill. Positing an $11 billion tax cut, what changes in its composition
would improve the pending measure?

I would suggest that no economic or social argument can be made
for any appreciable p.irt of the corporate tax cut at this time. If you
want to play a little bit with those rates, particularly to try to make
them a little more favorable to small business, fine. but on economic
grounds, not. to speak of social grounds, with corporations already
having got a $2 billion concession in 1962, this additional corporate
tax concession now proposed is not needed.

On the personal tax cuts, as I have shown, the current distribution
of the personal tax cuts of $8.9 billion would be $4 billion to the 12
T)ercent of the taxpayers who have incomes of $10,000 and above, and
k! billion give or take to the 871X_ perveit of the taxpayers who have
incomes below $10.000.

This is extremely wasteful on economic grounds, because much of
the cuts in the higher levels will be saved, and if they were not going
to be saved but were going to be spent for consumption, then there
would be no possible social justification for increasing the consumption
of the $200,000 family by 16 percent, and of the $3,000 family by 2
percent.

So taking that composition, I would suggest that about $2 billion
of the $4 billion tax reduction for the 121 percent at the top be sliced
off and used lower down.

That would mean about $4 billion, give or take, $2 billion in corpora-
tion and $2 billion in personal. If that $4 billion were used to raise
tie exemptions by the amount that would be involved in utilization
of this $4 billion, which is my suggestion, some part of that would
actually revert to higher income people, because the exemption would
apply all the way up the line.

Now what wouldiyou have, if you did that? You would have a tax
cut much more stimulative to the economy, because much more of it
would go where it would be spent.

Second, you would have a tax cut that on equitable grounds would
be defensible rather than indefensible, when you examine the whole
picture of incomes, the imposition of the tax burden, including espe-
cially the State and local tax burden and everything that goes with it.

Third, from the technical point of view, I don't want to exaggerate,
something like this could be done in a day by somebody who realy
had the technical competence to work it out--and I am not saying what
the committee should do, I am merely making a recommendation.

Finally, let me read what I have at the end of my statement. Then
I am through, and I appreciate your attention.
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Changes in the proposed tax measure along these or similar lines
would accomplish these results.

They would be beneficial on all scores. They would provide much
more stimulus to the economy, by bringing much closer together the
relationship between the size of the tax concessions and the portion of
these concessions which would actually be spent rather than saved.

They would of themselves constitute the most worthy tax reform,
because they would bring about a more equitable and socially desirable
distribution of the tax burden. I think this is the most important
kind of reform of all, if you want reforms.

They would be more beneficial in terms of the Federal budget, be-
cause by their increased economic effectiveness they would result in a
smaller Federal deficit than the current proposal in the short run, and
offer more promise of getting back to a balanced budget in the long
run.

And I may say parenthetically, Mr. Chairman, that these comments
would be equally applicable if you wanted a $20 billion tax cut, or
only a $6 billion tax cut, or a $2 billion tax cut, or any size tax cut.
That is a separate question.

The most that I can ask, however, is that, this committee, as I am
sure it will, give serious consideration to these suggestions. '1hile I
feel that speed is of the essence, in order that an effective tax measure
may be enacted this year, I respectfully submit-and I wish that my
friends from the administration would heed this, because they have
been pressuring a lot of people almost as much as some others-

Senator GORE. Don't look at me, Leon.
Mr. KEYSERLING. I respectfully submit that this vital considera-

tion should not discourage any member of this committee from seeking
to improve the pending bill In the light of his own judgment.

This is the largest tax reduction bill in history. It is therefore one
of the most important measures ever to come before the Congress with
respect to our domestic economy and our fiscal affairs.

WNhether this measure takes effect, and whether the consummation
of its provisions is spread out over several years or not, its impact on
our economy and our national fiscal affairs and therefore upon every
citizen of this great Nation will stretch for years into the future. The
course that this measure will set upon enactment will be to a large
extent irreversible. The very fact that it has taken so long to get
anywhere on this change shows how hard it is to change tax policies.

Under these circumstances, the axiom that haste makes waste is
pertinent. Although most of those now in favor of a large tax reduc-
tion have been in favor of it for almost 3 years, and so have I, we have
survived without catastrophe although some tax reduction has not yet
been enacted. We can certainly survive long enough to obtain the
best kind of a measure which this committee and the Congress can
write.

rho is there really prepared to say in good conscience that a
seriously defective measure, enacted a few days or a few weeks earlier,
would be preferable to a satisfactory measure, enacted a few days or a
few weeks later?

The CHArMRAN. Thank you, Mr. Keyserling. We are glad to have
you appear before our committee.
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It is 12:10. The committee will recess until 2:30.
(Whereupon, at 12:10 p.m., the committee recessed to reconvene at

2:30 p.m., the same day.)

AFTERNOON SESSION

The CHAIRMIAN. The committee will come to order. Until Senator
Douglas arrives, I will ask Mr. Richard H. Headlee of the U.S. Junior
Chamber of Commerce to testify.

Senator BENNET-r. Mr. Chairman, as Mr. Headlee is coming up, I
am happy to welcome here as a citizen of my State of Utah, a young
man of whom we are very proud. He is just starting on his service as
president of the U.S. junior chamber, and I am delighted to introduce
him to you and the members of this committee.

The CHAIRMAN. We are very happy to have you, Mr. Headlee.

STATEMENT OF RICHARD H. HEADLEE, FOR THE U.S. JUNIOR
CHAMBER OF COMMERCE

Mr. HEADLEE. Thank you very much.
Chairman Byrd, members of the committee, and guests, it is a pleas-

ure for me to appear before this distinguished group as spokesman for
the U.S. Junior Chamber of Commerce. I am Richard H.
Headlee, a concerned president representing 225,000 young men and
their families residing in 4,900 communities of our Nation.

I appear because the young men of this Nation have much at stake
in the legislation to be developed by this committee. Each of us
faces numerous taxpaying, incentive-seeking years in our climb up the
economic ladder.

Since 1957, the Jaycees have worked for tax rate reform so that
America might fully realize its potential in economic growth. This
concern with income taxation, both individual and corporate, and its
effect on the Nation's economy stems from our organization's role in
providing young leaders who actively participate in local, State, and
National affairs. Our work stresses individual responsibility, oppor-
tunity, freedom, and competition. Our organization is furnishing
leaders who bear great burdens of responsibility for the future
strength of our Nation and the well-being of our society.

We view the existing tax structure as a limitation on the success of
current leadership-a structure which, if not reversed, will steadily
compound the problems of future leadership.

I should like to direct my testimony to three areas which we con-
sider important to writing sound and meaningful tax legislation.

First, the need for reform of our present overall tax rate schedule.
Second, special attention to the middle income brackets to reduce

the steep climb of rates.
Third. tax reduction should be accompanied by a display of fiscal

responsibility by the Federal Government, insuring a balanced budget
until the lower rates produce increased revenue yields from economic
growth.
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OVEALL TAX RATE REFORM

Our present tax system has a negative influence on our economic
goals and is a treemndous impediment to the investment incentive re-
quired for economic development and growth.

Jobs, income, goods and services, and national and personal security
all depend primarily upon the activities of private business. Cor-

orations and unincorporated businesses are the source of the vast
ulk of our national income. To advance economic welfare, we must

all endeavor to eliminate all taxation barriers to business expansion
and efficiency.

Excessive progression in the rates of individual and corporate in-
come taxes are serious deterrents to initiative, savings, and risk taking.
They retard employment, consumption, and investment.

Our Jaycee creed states that "economic justice can best be won by
free men through free enterprise." If we do not provide the maximum
opportunity for free enterprise to flourish to its fullest, we are creat-
ing not only economic injustice but social injustice as well. We are
confident no one would deny a job to another if the means for secur-
ing employment could be found, yet, hesitation in releasing the tax
shackles on capital which bind our free enterprise system is the same
as denying jobs to the unemployed. We must agree that taxation re-appraisal is of prime necessity in the interests of all.

STEEP CLIMB FOR MIDDLE INCOME BRACKETS

The major source of our country's investment capital is the taxpayer
in middle income brackets. In these brackets are to be found the able
and energetic men and women of any generation who, if not restrained
by unfair tax rates, provide the financial resources for a more rapidly
expanding economy.

Our society recognizes the principle that people who work hard and
contribute more are entitled to higher rates of compensation as a re-
ward for their labor. The steep graduation of our present tax rate
structure is contrary to this belief. Under the House-passed tax legis-
lation, H.R. 8363, taxpayers in the middle income brackets would
continue being penalized for their efforts.

There should be nothing in our political or sQcial framework which
requires continuation of steep graduation through the middle brackets;
yet, to date no one has asserted the leadership desire or "guts," if you
will excuse that term, to remedy this injustice of the illogical past.

Unfortunately, H.R. 8363 increases the steepness of graduation in
the middle brackets (see tax table attached). The measure of rate
graduation is the buildup of percentage points of tax in relation to
the size and income level of tax brackets. Under present law, over
one-half, 36 out of 71, of the percentage points of graduation are
reached at the taxable income bracket of $20,000-$22,000. Under
H.R. 8363, two-thirds, 35 out of 56, of the percentage points of gradua-
tion are reached at the same bracket. Therefore, H.R. 8363 increases
from one-half to nearly two-thirds the concentration of percentage
points of graduation up through the $20,000-$22,000 brackets. This
is not our direction.

Tax legislation must be enacted which would accomplish the re-
verse. The key to reform of rate graduation is fairly applying
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the percentage points between brackets as an individual progresses up
the income scale. If the graduated rate structure were systematically
reformed, there would be a more logical buildup of the percentage
points of graduation in the middle brackets.

Jaycees believe the only type of graduation which would be logical,
equitable, and economically sound would be one where rate jumps are
in a fair proportion to the graduated scale.

Again, I call your attention to the tax table we have prepared.
Note the column entitled, "Jaycee Recommended Rate Reform."

The Jaycees feel the schedule should begin with a 15-percent. rate
in the first bracket. Under the schedule we recommend, the reduc-
tion in savings of $1.3 billion in the first bracket, coupled with added
savings of $1.2 billion, would be spread throughout the middle income
brackets up to the $20,000-$22,000 bracket, or a total of 13 percentage
points of graduation at that level. The 13 percentage points in the
middle brackets amount to about one-fourth of the 55 total percentage
points, leaving more points for equitable distribution to all brackets.
It would be fair to state that a vast majority of Jaycees fall within
$0-$4,000 taxable income brackets; yet, our concern is with the future
and a society concerned with incentives and just compensation for
labor.

We believe the American people support the idea wherein those
citizens who work hardest at any undertaking are entitled to a higher
rate of pay and income commensurate with performance. The Jaycees
strongly urge this committee reflect this view while considering tax
legislation.

FISCAL RESPONSIBILITY AND TAX REFORM

Tax reduction and sound fiscal budgeting go hand in hand. A
commitment to live within the Government's means should be made
by Congress to the American people. I should like to add must be
made by Congress to the American people. This would instill much
needed confidence in any tax bill Congress may adopt. At the same
time, we are certain assurance of this nature would ease and justify
passage of the bill.

The release of the tax shackles is of prime importance to the clear
thinking future leaders of this great country; yet, we caution emo-
tional or political haste must play no part in the enactment of sound,
!ogical tax legislation. This legislation must contain the vision of
impartial, concerned leadership such as presently embodied in this
committee. We urge you to study this matter at great length. We
have struggled for tax rate reform since 1957 and will not sacrifice nor
compromise logic for expediency. Should legislation enacted not be
the solution to our basic economic problems, we face serious repercus-
sions. The economic strength of our country rests with your decision,
-ind the perpetuation of the free enterprise system ies i the balance.

Speaking for the U.S. Junior Chamber of Commerce, allow me to
congratulate you for the dedicated efforts you display on behalf of
our free enterprise society. We have confidence and wish you God-
speed in a decision for our economic future.

The CHAM3R -.. Thank you very much, Mr. Headlee, for your
excellent presentation. Are there any questions?

24- 532- 63-pt. 2-18
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Senator BENNETT. Mr. Chairman, just. to keep the record clear I
ask that the tax table to which Mr. Headlee referred but which he did
not read be included in the record at the conclusion of his remarks.

(The tax table referred to follows:)

Tax table for personal tax rates

Jaycee
Present H.R. 8363 recommended Percentage

Taxable income bracket ($47,900,000,000 ($9,500,000,000 rate reform points between
(thousands) revenue) tax savings) ($10,700,000,000 brackets

tax savings)

(1) (2) (3) (1) (2) (3)

Percent Percent Percent
0 to $2 ------ 20 -----------.----------------
0 to $0.5- ------------------------------------------------ 14 15 ----------------
$0.5 to $1.0 ------------------------------ ---------------- 15 16 1 1
$1.0 to $1.5 1 ---------------------------- ---------------- 16 17 ---- 1 1
$1.5 to $2.0 ----------------------------- ---------------- 17 18 .... 1 1
$2 to $4.--------------------------------- 22 19 19 2 2 1
$4 to $6 --------------------------------- 26 22 20 4 3 1
$6 to $8 --------------------------------- 30 25 21 4 3 1
$8 to $10 -------------------------------- 34 28 22 4 3 1
$10 to $12 ------------------------------- 38 32 23 4 4 1
$12 to $14 ------------------------------- 43 36 24 5 4 1
$14 to $16 ------------------------------- 47 39 25 4 3 1
$16 to $18 ------------------------------- 50 42 26 3 3 1
$18 to $20 ,------------------------------- 53 45 27 3 3 1
$20 to $22 ------------------------------- 56 48 28 3 3 1
$22 to $26 ------------------------------- 59 50 30 3 2 2
$26 to $32 .................... 62 53 32 3 3 2
$32 to $38 ------------------------------- 65 55 34 3 2 2
$38 to $44 ------------------------------- 69 58 36 4 3 2
$44 to $50 ------------------------------- 72 60 38 3 2 2
$S to $69 ------------------------------- 75 62 40 3 2 2
$60 to $70 ------------------------------- 78 64 42 3 2 2
$70 to $80 ------------------------------- 81 66 44 3 2 2
$80 to $90 ------------------------------- 84 68 46 3 2 2
$90 to $100 ------------------------------ 87 69 48 2 1 2
$100 to $150 ----------------------------- 89 70 52 2 1 4
$150to$200 --------------------------- -90- 56 1 --- 4
$200 and over ---------------------------- 91 ------------------------------ 1
$200 to $300 ---------------------------- -------------------------------- 60 ---------- 4
$300 to $40 2 --------------------------- ---------------- - --------------- 65 --------- 5
$400 and over --------------------------- ---------------- ---------------- 70 ---------- 5

t 4-way split of 1st bracket.
2 3-way split of final bracket.

The CHAMMAN. Any questions? Thank you very much, Mr.
Headlee.

Mr. HEADLEE. Thank you very kindly for this opportunity.
(The following was later received for the record :)

Paovo, UTAH, October 24, 1963.
CHAIRMAN, SENATE FINANCE CoMMITTEE,
Senate Office Building,
Washington, D.C.:

The Provo Jaycees support testimony given by National Junior Chamber
President Richard Headlee on tax reform before Senate Finance Committee.
Encourage your support.

Paovo JUNIOR CHAMBER OF COMMERCE,
Provo, Utah.

The CHAIMAXN. Mr. Keyserling, I understand that Senator Doug-
las has some questions.
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STATEMENT OF LEON H. KEYSERLING-Resumed

Mr. KEYSERLING. Thank youi.
Senator DOUGLAS. Mr. Keyserling, as I explained this morning, I

had a meeting of the Banking and Currency Committee, which was
marking up one of the small business bills, and therefore could not be
present for most of your testjinony, but I have had t lie chance to read
most of your statement, and I find myself in general accord with it,
and I wondered if I night ask you some questions to develop more
fully some of the points.

You made the very correct basic point that a larger proportional
amount of the incomes of the lower income groups will be spent for
consumer goods than in the case of the upper income groups.

Now I have not been able to get hold of the more recent collection
of budgets, family budgets, that the Department of Labor has col-
lected. As I remember it, the overall average of the group study was
that 93 to 94 percent of income was spent on consumer goods, and, I
believe, services.

Now do you have the figures of what percentage would be spent,
let us say, by the $4,000 family which is on the poverty edge, the
$6,000 family, the $8,000 family, the $10,000 family and the $50,000
family? I don't know whether they went as high as $50,000 or not,
by income groups.

Mr. KEYSERLING. Senator Douglas, I don't have comprehensive data
on that because, unfortunately, economic research, while it spends a
great amount of money, neglects many important problems. But I
will say this, which I have set forth in some of my previous studies.
Approximately the lower half of our population, who fall below a
certain family income level, whether it be $6,000

Senator DOUGLAS. $5,000 or $6,000.
Mr. KEYSERLING (continuing). $5,000 or $6,000, actually dissave.
Senator DOUGLAS. Dissave?
Mr. KEYSFRLING. Dissave.
Senator DOUGLAS. That is they go into debt.
Mr. KEYSERING. They go into debt on net balance. They spend

more than their incomes. Progressively as you get higher up in the
income scale, there is more saving.

Now this I know definitely, although I don't have the precise
divisions. I would add only one point: While I am sure that this
is true, if it were not true, it would not affect my conclusions in any
way, because if one assumes that the net spending to saving ratio were
the same for families at all income groups, then there would be no
argument for putting the cuts at the top in order to induce saving,
and there would be every equitable and social argument for putting
them lower down, so either way you get the same result.

Senator DOUGLAS. Yes.
Mr. KEYSERLING. But I am definitely confident that in the neighbor-

hood of half of the people dissave, and that the $4,000 or $3,000 or
$2,000 family spends for all practical purposes well above

Senator DOUGLAS. Therefore if 7 percent of income is saved, this
comes from the one-half of the population with incomes of $5,000 or
$6,000 a year.
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Mr. KuysF12No. Broadly speaking this is true, unquestionably, o1
net balance.

Senator DOUGLAS. And therefore would probably run well over 14
or 15 percent on the average, and in the upper income groups much
more than that.

Mr. KEYSERLING. In a broad way.
Senator DOUGLAS. Now in the old days, Mr. Keyserling, as you

know, efforts were made to identify savings and investment. It used
to be said, well, even if people save, that goes into capital goods,
and hence constitutes a demand for labor just as much as the amount
spent on consumer goods and services. This was the criticism ad-
vanced against John H. Hobson's little book, "The Economics of
Unemployment."

Now you draw the very valuable distinction between savings and
investment, isn't that true ?

Mr. KEYSERLING. Yes, Senator. If John A. Hobson were wrong,
and if Say's law were right, savings would always equal investment,
and there would be no serious unemployment. But due to the dis-
equilibriums which I have described, savings exceed investment, and
unemployment and over capacity result.

Senator DOUGLAS. You introduced an interesting phrase there, over-
expansion, but you yourself have shown that a very large proportion
of the population, I believe you fix it at somewhere around 25 percent.
is really on a poverty level, and Dwight Donald in his article, "The

Invisible Poor, which ,appeared in the New Yorker last winter,
seems to more or less corroborate your figure. He estimates some-
where between 40 and 45 million people in this country are poor.

Now there is a tremendous potential market. Why shouldn't the
savings be invested to produce commodities for these people who need
them so badly?

Mr. KZYSERLING. They certainly should be, but that involves the
question of whether the 25 percent to whom you refer, plus the rest
of the consuming group, have enough purchasing power after taxes to
absorb the growth of plant and equipment.

This is the very kind of an equilibrium that we are all striving for.
Now to make myself perfectly clear, I am not anti-investment.

Senator DOUGLAS. Understand.
Mr. KEYSERLING. My studies point out that, during the past 10

years, you would have had much more investment if we hadhad a
4- or 5-percent growth rate than with a 21/2-percent growth rate.

Senator DOUGLAS. As a matter of fact, we have clashed in the past
because I thought you emphasized investment unduly, I can say this.

Mr. KEYSERLING. Well, that may be.
Senator DOUGLAS. But now certainly your credentials in favoring

investment are very good. What you are saying is that savings do
not equal investment.

Mr. KZYSERLING. Savings do not equal investment because the flow
of income tends to produce during each upturn a faster rate of growth
in our productive capabilities than the growth in demand for ultimate,
products.

This consumption deficiency is not simply a matter of the propensitY
to spend as some economists say. It is a matter of income, as I thin
my studies very clearly show.
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Senator DOUGLAS. But if business were to reduce its prices, would
not this bring the total monetary demand for goods in line with thecapacity of industry?

Mr. KEYSERLING. Surely it would, and this would be the ideal way,
if we lived in a free competitive economy in that sense. The reduc-
tion in prices would reduce profit margins, and profits per unit of
sale, but it would be helpful to ultimate profits by expanding volume.

But what I am saying is that, since business is not doing that, and
since there is an excess on that side, why increase it by handing them
out tax bounties? There is nothing wrong with their margins now,
as all of my figures show.

Senator DOUGLAS. In other words, if we could have a completely
competitive system, this would right itself, but because we don't have
a completely competitive system, we have a situation in which the sum
total of price tags on goods produced or which could be produced
are in excess of the sum total of the monetary purchasing power of
consumers.

Mr. KEYSERLING. I agree with that completely, Senator. If we had
a completely competitive system, Hobson would be wrong. But Hob-
son observed as Keynes later did, that we don't have a completely
competitive system.

Senator DOUGLAS. Do you see any tendency in recent years for sav-
ings not to be invested and therefore for the liquid funds of corpora-
tions to accumulate?

Mr. KEYSERLING. Oh1, yes. I show it in one of my charts, and let
me just refer to it again, as shown in my chart No. 26 as you have
it, you will see there that the portion of corporate funds drawn from
internal sources has risen.

Senator DouGLAs. Which chart is this?
Mr. KEYSERLING. This is chart No. 26, which shovs the very pro-

nounced tendency over the past decade for a very much larger portion
of the financing of corporate activity to be drawn from internal
sources, which is a composite of savings, savings in the form of profit
after taxes and not distributed in the form of dividends, in other
words, it is corporate saving as distinguished from individual saving.

That is one partial indication. It is not a complete answer to your
question, because you might say these retained profits and depletion
allowances are used.

But I take a different kind of pragmatic test. I don't attempt to de-
termine the proper level of savings in ratio to investment by any fixed
percentage test. I look at the economy functionally, and I try to see
what is happening. If you have vast overcapacity, then your rate of
investment has been at a nonsustainable rate or more than could be
used. That is the only kind of ultimate test.

Senator DOUGLAS. The corporation accountants have developed a
term which they call, I believe, cash flow, and is it not true that the
amount of savings plus depreciation has been greatly in excess of the
amount of actual investment?

Mr. KEYSERLNG. It has, and I would call your attention, Senator-
I don't recall the exact page number, but in the January 1963 report
of the Council of Economic Advisers, there is an extensive quantita-
tive analysis of the ever-increasing ratio of cash flow to actual invest-
ment, which is one of the prime tests of the prolixity of savings. That
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is why I can't square that with the proposal emanating from the same
source.

Senator Dou(L.As. You have gone to a great deal of effort in getting
these figures together. Let me say I wonder if you would, for the
record, be willing to assemble some of these so they can be put in the
testimony.

Mr. KEYSERLING. I certainly would. And let me just say here that
all of the figures which I have shown on these charts, as to the rising
profits, which I am not against except that they are going to kill the
goose which laid the golden egg, and the rising retained earnings,
are an understatement, because they do not take account of this par-
ticular matter of cash flow, which I have had a great deal of occasion
to go into recently, particularly in connection with the railroad indus-
try. When that, is taken into account, and I will provide some figures
on that., the case is even clearer. (The material referred to will be
supplied subsequently.)

Senator DOUGLAS. Where is this money invested, in short-term Gov-
ernments and in real estate ?

Mr. KEYSERLING. I have not studied in detail the portfolio of such
investments. Some of it. is in short-term governments, and some of it
is truly frozen savings, just lying on deposit.

Senator DOUGLAS. %ou mean in savings accounts?
Mr. KEYSERLING. Yes.

Senator DouoiG,\s. Drawing interest.
Mr. KEYSERLING. Yes.
Senator DOUGLAS. Well, presumably the savings banks reinvest.
Mr. KEYSERLING. Not fully because if they did fully, unless they

invested in Government obligations, that investment would draw down
the true level of savings so that you would have savings equaling in-
vestment. In other words, there is some net residual, much too large,
of truly frozen savings.

Senator DouGL.S. To the degree that the liquid funds of corpora-
tions are invested in short-time governments or in real estate, they do
not add to the productive equipment of the country, though they con-
stitute claims upon the national income.

Mr. KEYSERLING. As I said to the chairman this morning, when a
corporation that has funds that it can't use for investment puts it in
real estate, it is like putting it in stocks. I mean that the price of real
esate may go up because there is another buyer, but it does not change
the real wealth of the Nation, it does not affect the employment, it
does not effect production, and it does not add to our productive
capacity.

Senator DOUGLAS. Have you checked the effect of the investment
credit and increased depreciation rates which were put into effect last
year, which I think was $2.5 billion? Have you made any estimate as
to how much of this was reinvested?

Mr. KEYSERLING. Yes, I have. It is absolutely impossible to do this
on a definite basis, because it involves a subjective judgment as to how
much would otherwise have been invested if they had not got these
credits.

We know the figure on investment, but we don't know how much
would otherwise have been invested. But the whole trend of my stud-
ies over the 10 years, and this I said to this committee and elsewhere
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earlier, is that the level of investment by the large corporations has
not been much affected by this credit, but has been determined largely
first by their desire to get the competitive advantage of better machin-
ery and equipment than others have, and second, by their appraisal
which was turned out to be not too good, as to future markets.

But in any even, looking at the ratio of their investment to available
funds, it is hardly conceivable to me that they would not have in-
vested about the same without these particular bonanzas.

Senator GoRE. May I say the McGraw-Hill survey concluded that
only 40 percent of the additional investment in 1963 could be in any
way attributed to the investment credit and depreciation changes, and
this amounted to not much more than 40 percent of the revenue lost by
these changes.

Mr. KEYSERLING. Well, this is the waste or leakage that I am talking
about, Senator Gore.

Senator DOUGLAS. In other words, the $2.5 billion stimulates some-
thing over $1 billion of investment. Those figures I think were
published in Business Week, and they check substantially with my
memory.

In other words, for every $2.5 billion which corporations received
by the investment credit and through the faster depreciation rate
only $1 billion went out in actual investment, and there is a big gap
between the two, which took the form of cash flow, or liquid funds
not invested in socially productive equipment.

Mr. KEYSERLING. I submit, and this, of course, must be judgmental,
that even that estimate may be on the high side. There is no way
of applying a slide rule to it.

Senator DOUGLAS. But for every dollar which is added to the in-
come of those with incomes less than $5,000 there would be a $1
stimulation in consumption.

Mr. KEYSERLING. Just about. Now, there is another way of check-
ing that the investment credit achieved much less than was expected
for it, and that is the expectancies and forecasts of the very com-
petent people in the Government who advocated this credit. For ex-ample, one of the reasons why we have had a stagnating rate of
economic growth in the last year and a half, as I showed this morning,
or 2 years, is that the various measures taken did not yield nearly as
much as was expected by those who urged them.

Every economist, every analyst inside and outside the Government,
says that the rate of investment has been what they call disappointing
as measured against expectancy.

The real reason, I think, as shown by my examination of the three
periods of economic upturn, is the deficiency of ultimate demand. If
the investment credit in 1962 had been $4 billion instead of $2 or
$2.5 billion, it would not have produced much more investment, be-
cause businessmen have some judgment, and you have got 15 percent
idle capacity now, and the figures for the last 2 months, as we read
them in all the responsible journals, show a shrinking level of sale&

In fact., the actual level of sales, quite aside from the fact that
you need about a 9 percent growth rate for 2 years to get to full
employment, the actual absolute level of sales during the past 2 or
3 months has been declining.
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So here we are facing a situation, business is facing a situation,
where they face a rising gap between their current productive capacity
and the markets for their products.

Senator DOUGLAS. If we take the investment credit as an example,
a further $2.5 billion cut would not produce more than roughly
a $1 billion increase in investment, whereas a $2.5 billion addition
to incomes in the lower level would produce a $2.5 billion total initial
stimulation.

Mr. KEYSEMJNG. This is rather near to my own estimate, Senator.
In part of my testimony, I point out that if you take the $11 billion
tax reduction proposed, and the $2 billion in 1962, and add them
together, you get $13 billion.

Applying the ordinary multiplier of 3, and I would not argue
whether that is just right, you get about a $40 billion stimulus.

My own estimates are. and they have turned out to be pretty nearly
right in the past, my own estimates are that, when this tax bill be-
came fully effective, the GNP stimulus, instead of being the $40 bil-
lion that I mentioned, would be only about $30 billion. In other
words, you would have a 25-percent leakage because of the distribution
of the cuts, and you would have a much higher leakage as to that part
of the cuts which is devoted to the corporate tax reduction, and to
the reduction in the high brackets.

Senator Dou(;r s. Now may I turn to the question of the multiplier?
In 1958 when we were in a recession, I advocated a tax cut rather

than an accelerated program of public works. I did so largely be-
cause of the fact that if we could have passed a tax cut it would have
gone into effect immediately, whereas public works programs would
have been long drawn out. and in view of the composition of the
Public Works Committee, might well have been spent in areas where
there was not much unemployment.

But is it not true that if we want to expand total demand, the multi-
plier is higher for expenditures on public works than for a tax cut?

Mr. KzymEIxo. The multiplier is higher for two reasons:
One of the reasons is the reason that you have given, that you do not

have the leakage. In other words, if we spend $1 billion, you have
spent $1 billion. If you give $1 billion in tax cuts in the wrong place,
you may only get $600 million of spending. This is one reason.

This is the reason, the usually accepted reason. I do not think
it is the most important reason.

The second reason which I develop is this: that you have to look
also at the composition of demand as it bears upon employment.
In other words, suppose you have a billion-dollar tax reduction and
it is all spent. It will be spent largely to increase slightly on a per
family basis the demand for the products of conventional industries.
A person will buy another car, we will assume, or another refrigerator.
But this begs the whole technological problem because the technologi-
cal rate of advance in these industries is so tremendous that, as I
showed this morning, the ratio of manufacturing employment to GNP
has gone down from 102to about 60 since 1947.

What that means is as follows:
Suppose you said you wanted to create full employment solely by the

expansion of the production of automobiles. Ths is an extreme exam-
ple, but it exactly illustrates my point.
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You can do it., and you can do it by tax reduction and other things.
But the amount that you would have to expanld the demand for auto-
mobiles to create full employment that way, in view of the techno-
logical trends in the automobile industry, would mean that you would
have to lift the demand for automobiles to about 31) or 4) million cars
a year.

In the first place, we do not need them, there would be no place to
put them but in the ocean, and it would be entirely impossible on
economic and practical grounds to move along this approach. So this
is an illustration that, looking at the technological problem, the prob-
lem of automation, we must turn elsewhere for most of the employ-
ment expansion. I do not understand my friends in the Government,
because they admit this. They say there are going to be 22.5 million
new jobs needed in the next 10 years, and that 10 million of these
are needed to absorb those whom they say will be displaced from the
conventional industries by automation and technology, even under
a full employment program. These types of jobs, by definition, will
not be created by tax reduction.

This means that, in order to get these people employed, you have
to create new types of demand. It is a change in the structure of
demand, not a change in the structure of the labor force, which is
the first step.

Those new types of demand will-have to be largely in industries
and areas which depend to a large measure on public outlays or private
outlays of a kind that will not be stimulated by tax reduction-hou&-
ing, urban renewal, education, health. public works, and so forth.
Senator DOUGLAS. If I may come back for a moment to the compara-
tive size of the multiplier, it seems to me that the multiplier for public
works is higher than for a tax cut for another reason; namely, that
the initial expenditure creates that amount of demand for labor
and for materials, the expenditure of $1 billion creates a $1 billion
demand, whereas a billion-dollar tax cut only has its secondary de-
mand. It has an influence only to the degree that it is spent and/or
invested. Therefore, I have always thought that if you had a mul-
tiplier, say, of three for a tax cut the multiplier for public works
should be four.

Mr. KE.YSELr-iG. Or two or three or two and a half or three and
a half.

Senator DOUGLAS. That is right.
Mr. KEYSERLING. I agree entirely and completely with that, and

I make the additional point, which I still say is even more important,
Senator, that even after you know what the multiplier fields bv way
of spending, you still have to ask how much reemployment this increase
in spending will create.

There I am saying that $2 billion of spending for mass industry
products will not. create as much employment as $2 billion of spending
for some other things which we are very short of now.

Senator DOUGLAS. Now, of course, there is another stimulant in
addition to the multiplier which is what is known as the accelerator,
which was launched in economic theory by John Morris Clark in
1917. This is much more difficult to estimate in this case because the
increased consumer demand will for a time merely absorb idle capital.
but after a time a slight increase in consumer demand will create
a greater proportionate increase in the demand for capital goods.
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We had our statisticians in the Joint Economic Committee working
on this, and they came out with a combined multiplier plus accelerator,
stimulant of approximately four.

Now, this last point is somewhat conjectural, but I think certainly
it is real.

Mr. KEYSERLING. I think it is realistic, and I would like to introduce
another consideration at this point, which is largely neglected. This
is what I call the increasing productivity of capital. which is just
beginning to be noticed.

To put it in a simple illustration: if a steel plant increases its capital
outlays by 10 percent, it, may increase its output potential maybe by
15, 20, or 25 percent, because of the nature of the change in technology'
and automation.

Therefore, while one of the big arguments advanced for this tax cut
on the investment side has been that it would increase the ratio of
investment in plant and equipment to GNP., any realistic analysis
would probably indicate that we need a lower ratio of investment in
plant and equipment to GNP, and a higher ratio of consumption to
GNP, to keep the economy in equilibrium in view of the increasing
productivity of capital, and especially so if the tax reduction is of a
type which would induce the investment in these industries where
the technological change is so rapid.

Senator DOUGLAS. Now, Mr. Keyserling, we have heard various
suggestions that if we reduce tax revenues initially we should reduce
expenditures by the same amount, so that there would be no net deficit
or no net added deficit credited.

What do you think of that idea?
Mr. KEYSEIJNG. Well, you know what I think of that.
Of course, I do not agree with it al all, because the whole purpose of

the entire operation is to provide a net additional stimulus to the
economy.

Senator DOUGLAS. That is, the purpose is to create additional
monetary purchasing power through a Government deficit?

Mr. KEYSERLIGO. Yes.
Senator DOUGLAS. And the borrowing of additional credit from the

banks which the banks create: is that not true ?
Mr. KEYSERLING. That is true.
Senator DOUGLAS. And if we cut down expenditures at the same

rate that you reduce taxes, one cancels the other?
Mr. KEYSERLING. More than cancels it because of the reason you

gave before, that the cut in expenditures will probably result. in a
hundred-percent reduction in spending, I mean by definition, while
the cut in taxes will not produce a 100-percent increase in spending.

I would like to mention here, again I do not remember the page
number, but in the January 1963 Report of the Council of Economic
Advisers, in their attempt to adduce an argument against cutting
spending pro tanto with a cut in taxes, they said this would do even
more damage and here I am paraphasing them:

"We know every dollar of expenditure is a dollar of expenditure,
while of every dollar of tax cut, a part of it will be saved."

So they themselves were making the argument that a dollar of
expenditure is much more valuable than a dollar of tax cut.
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Why they have, under these conditions, permitted themselves to
get into a position where they are promising as a quid pro quo for
every dollar of tax cut to hold expenditures where they are, 1 cannot
see. I cannot see it fit.

Senator DOUGLAS. It seems to me that a lot of the difficulty which
is created by two groups talking about different worlds comes from
the fact that some people find it very hard to accept the multipliers.
The multiplier would create additional monetary purchasing power.
Let us say people buy $10 billion more of goods. Tlhen we employ a
given number of workers who, with more money in their pockets, buy
more and employ still more others who, with more money in their
pockets, reemploy a fourth group, and so on.

You get a more or less constant fraction of a diminishing magnii-
tude, and the sum of these products creates the multiplier which we
believe to be somewhere around three, and which, with the accelerator,
would be four, and which possibly under public works would be five;
is that not true ?

Mr. KEYSERLING. Yes.
Senator DOUGLAS. It is this accumulative process which seems to be

so hard for many very able and very fine people to understand.
You say this would be obviously canceled if you cut expenditures

by the same amount as you cut taxes.
Now let me ask you this question, if I may.
Some people say, "WNell, we will reduce the amount of bank credit

by the amount by which we cut taxes."'
It is rumored, for example, that after the tax bill goes through, that

the Federal Reserve System is going to raise longtime interest rates.
Senator GORE. It is not rumored.
Secretary Dillon forecast. this in his speech to the bankers.
Senator DOUGLXS. What would you think of that
Mr. KEYSERLING. I think that. two things which seem inconsistent

from one point of view, may be consistent from another point of view.
I do not want to impute anybody's motivations, but merely to talk

about their economic philosophy.
It is perfectly consistent, if I represent a certain sector of the Amer-

ican economy in terms of my holdings and my interests, that I could
reconcile a big tax cut, for me with a big increase in lny interest pay-
ments as a moneylender. That would be much easier than reconciling
it from the viewpoint of economic sobriety.

I think that, from this point, of view, it has been pretty general
throughout our history that people who have been for lower taxes and
lower Government spending have been for higher interest rates and
so forth and so on. It is easy to understand.

Now, from the viewpoint of the economics of the country, they are
entirely perverse and contradictory l)olicies.

If you are going to make this kind of tax cut, and then say that
because of this being "inflationary," and in order to protect gold, you
are going to have a still tighter money policy, which we are very
clearly moving toward, there again you cancel out a large part of the
tax cuts.

I would say that an insistence that the money supply should be
allowed to increase gradually in accord with our growth rate needs,
whatever these may be, should be the only foundation from which you
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should begin to build fiscal policies, regardless of which is more
important.

nator DOUGLAS. And if we curtail the amount of loanable bank
funds to industry in the same degree as you increase lending to the
Government, you cancel the net stimulative effect, do you not?

Mr. KYSERLXNG. And it is also equally important from the view-
paint of the balance between investment and consumption, because I

ave always believed, just as I believe that this tax cut is too much on
the investment side and not enough on the consumption side, that
actually the so-called tight money policy bears down harder on con-
sumption than on the type of investment that this tax program would
help.

Senator DOUGLAS. So what you are saying is that if you have a
policy of tax cut, higher interest rates, and restriction of lending to
private industry, the incomes of the well to do will be increased be-
eause they will be owners of the banks, and their taxes will be reduced?

Mr. KYSERLING. That is right.
I am saying that both the indicated tax policy and the indicated

money policy are both anticonsumptionist and regressive when the
economics of the situation call on both scores for a policy that is
expansionary and progressive.

In other words, they will both redistribute income in the wrong
direction.

Senator Goiim Will the Senator yield for a moment?
Senator DOUGLAS. Certainly.
Senator GOPE. I am being educated by this erudite exchange be-

tween two distinguished economists. It is with great trepidation that
I even ask a question in this atmosphere.

As a layman who has studied some economics, has been exposed to
it in Congress for a few years, I had ventured the suggestion that if
you take the total thrust of the economic policies of Secretary Dillon,
the proposed tax bill, the tight money policy, and the projected and
proposed further increase in interest rates, and the political climate
that is created as a result of the promises of virtually a no-new-start
policy, restrictions or the public sector of our economy that the total
thrust is in fact restrictive rather than stimulative.

Maybe I have gotten into very deep water here, but I would like to
hear your comments on this proposition.

Mr. KEYSERLNG. I do not think you are in deep water. I think
you are just in clear water. I think you are absolutely right.

Senator GoRE. I am better off than I thought I was.
Senator DOUGLAS. I am not. certain of that, but I will say that you

agree if there is a reduction in public expenditures, and to the degree
that there is a reduction in private lending, this helps to cancel and
offset some of the net stimulative effects of a tax cut? Whether it is
equal to that or not-

Mr. KzYSERLING. I would, Senator Gore, without retracting what I
said, I would modify my position to this extent, which I think you will
appreciate: Whether or not it is on net balance positively recessive, it.
is certainly not nearly as stimulative as we need at this time or nearly
as stimulative as a better use of $11 billion could produce.

Senator GoR& Will the Senatoryield further?
Senator DOUGLAS. Certainly.
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Senator GopiE. Whether or not it is actually stimulative or con-
tractionary will depend on the extent to which this or the other is done.
But if, in fact, as the distinguished senior Senator from Illinois has
pointed out, you cancel out the stimulative effect of the tax cut in these
various ways he has mentioned--one way which has not been brought
out, it seems to me, is putting savings into the purch.ie of additional
Government bonds made necessary as a result of the deficit-if you
cancel out any possible stimulation in these various ways; but having
lost $11 billion in annual revenues permanently, will we not be in worse
shape than if we had not reduced taxes ?

Mr. KEYSERLING. Let me try to reconcile these two points of view,
because I really think I can. I think this involves a distinction be-
tween short range and long range.

Let's put it this way:
FirstI would say, let us say just using mathematical examples that

the economy needs 5 points of stimulus. Let us say that the combina-
tion of this tax cut in its present form and the monetary policy which
is evolving gives it 1 instead of 5, whereas a more effective money
policy and a better composition of the tax cut would give it 4. This
is a mighty serious criticism of the composition of the tax cut and the
monetary policy that reduces the stimulus from 4 to 1, regardless of
whether they reduce it to minus 1.

This to my mind calls imperatively for a reconstruction of the tax
cut to bring it nearer to 4 rather than to 1.

My second point is that, whether the current approaches would bring
it below zero, as you say, may be a matter of t lining.

I would put it this way: I would say that if I looked only at the
next year, if this tax cut were enacted in exactly its current form, I
think that for next year it would provide some net stimulus to the
economy. But sometimes you can provide a short-range stimulus to
the economy by doing a lot of wrong things. In other words, you can
stimulate another investment surge of a kind, stimulate the economy
for a little while, and find yourself worse off a little later on than you
were before.

I really do believe honestly that, from the longer range point of
view, the permanent commitment to the kind of tax structure and
the kind of economic policy that is involved in these composite set
of changes is setting us back in the long run, and storing up a bitter
harvest, despite any shortrun stimulus that you might get next year.
This is the way I really feel about it.

I also feel this iv particularly true, when you take account of the
psychological and political factors, because we all must know, and
we already see in Presidential commitments, congressional action, and
in popular attitudes, the effect of this policy upon other policies that
ought. to be considered, but that it becomes much harder to consider
when you take this action.

So I would say that in the short run, maybe, it will provide a little
stimulus, but m the longer run-and this is my main reason for
being worried about it-it is a backward step.

Senator DouoLA&. Mr. Keyserling, we Lave been talking in terms
of aggregates.

Mr. KYSrwuao. I did not get the last word.
Senator DouGLAs. Aggregates.
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Mr. KEYSERLING. Yes.
Senator DOUGLAS. Total monetary purchasing power to put people

to work with capital now unused producing goods which otherwise
would not be produced.

Now, I was recently taken to task in talking in terms of aggregates.
I make no apology for doing that. But I have also been taken to task
for being a moralist, and that is something that is supposed to be
very unfashionable nowadays. I got hold of some Treasury statistics
which Secretary Dillon stated were correct; namely, that in the year
1959 there were 5 men in the country with "adjusted gross incomes"
of over $5 million who did not pay 1 single cent in taxes, and that
there were 10 men with adjusted gross incomes between $1 and $5
million who did not pay a single cent.

Now mind you, this figure, adjusted gross income, and Mr. Stare
and Mr. Woodruff can correct me if I am wrong--does not include
interest on tax-free State and municipal bonds. It does not include
I believe drilling and developmental costs in the oil industry, and
it does not include I believe half of capital gains.

Mr. Woodruff nods his head when I say that and I take it what
I have said is correct, but nevertheless, you have five men in the country
with over $5 million adjusted gross incomes without counting the
income from these other factors, who did not pay 1 single cent in
taxes, whereas a workingman with an income of $100 a week, $5,200
a year, this is solely income, just a little bit over the board of poverty,
he will pay about $460 a year in taxes.

Now, whether this makes me a moralist or not, I think this is basic-
ally unfair, improper, should not be tolerated.

Senator GORE. Politically immoral?
Senator DoUGLAS. Politically and ethically immoral.
It may be legal, but it is politically and ethically immoral.
Therefore, some of us, including the Senator from Tennessee and

I, and the Senator from Wisconsin, Senator Proxmire, believe that
these obvious injustices should be cured. We are demanding in
South America that the defects in their income tax structure and tax
system be remedied so that the wealthy can pay their share of taxes.
We demanded that in Greece. Whether that is why Mr. Onassis
became an Argentinian citizen or not I do not know.

This has been one of the provisions which we try to carry out in
the countries to which we give aid. But here at home it prevails in
the most virulent and lurid form and we do not seem to be able to do
anything substantial about it.

People seem to have lost any sense of injustice about this matter,
and simply say, "Well, how can I get in on it?"

Now. do you want to make any comment?
Mr. KE.YSERLING. Yes. I want to suggest two things that can be

done about it. The first is for those who believe in the necessity of
closing some of these loopholes continuing to fiaht toward that end
with all the fiber and courage that they have. That is one thing that
can be done. They may not be successful right away.

Senator DOUGLAS. Some of us have been trying that for 13 years.
Mr. KEYSERLING. Yes.
Now I think you are absolutely right. You ought to try for another

13 years.
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Now let me come to the second point, which is-
Senator DOUGLAS. I am 71 years old.
Senator GORE. He will be here.
Mr. KEYSERLING. The second thing is that there is another practical

approach, embodied in a recommendation I made here this morning.
I think that, even allowing for these terrible loopholes, the greatest
injustice in the tax structure is, while the American people have been
led to believe that we have a very, very progressive tax structure, we
do not. Too much of the burden is borne by the lower half of the
population.

As I showed this morning, this is particularly true when you take
into account the State and local taxes.

Senator DOUGLAS. That is correct.
Mr. KEYSERLING. Now, the Federal income tax cannot cure this

whole thing, but it can compensate in part for the extremely regres-
sive nature of State and local taxation. We also know that the States
and localities have increased their tax-supported expenditures much
faster than the Federal Government in the last 10 years, so that the
regressive feature is looming larger. Therefore, this is certainly not
the time for the Federal Government to make this compensating fac-
tor of the Federal income tax more regressive; that is, reduce the
degree of its progressivity.

Now, therefore, I think one of the most important reforms, using
the word "reform" in its true sense, that could be applied in connec-
tion with the consideration of this bill, is to put in the bill the reform
which would retain, if not improve, the progressive nature of the
Federal income tax structure as it now stands.

Talking about morals, this administration-excuse my language-
would have been ashamed to send to the Congress a bill exactly like
the bill they sent up, but without the reforms, because they would
all have been forced to admit that without the reforms the changes
in the rates were just indescribably regressive in their effect upon the
tax structure. Now, that being the case, how can they stand by the
current measure, with the reforms stripped from the bill, albeit that
there were some changes in the rates by the House Ways and Means
Committee, for it is nonetheless true that when these reforms are
stripped from the bill, the net effect in terms of the redistribution of
the tax burden is much worse than in the bill as first proposed

Therefore, my practical recommendation is that, while it may take
another 13 years to get the reforms, it might not be quite that hard to
take a little bit from some of the corporate tax reductions in this
bill and take a little bit from some of the tax reductions in this bill for
the upper 12 percent of the taxpayers, and put it into a lifting of the
exemptions or some other formula which would redesign the imposi-
tion of the tax burden in a fairer way.

I suggest for particular study, in that connection, my charts which
show how this bill in its current form actually affects the disposable
income of people.

Senator DoUoLS. Thank you very much.
I am afraid I have taken up more time than I should.
Senator GORE. Will the Senator yield?
Senator DOUGLAS. Yes.
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Senator GoRE. In line with your thinking, Senator Douglas, are
these facts given me by the Treasury?

In response to my request the Treasury Department prepared a
table which I inserted in the record this morning before your arrival.
which showed that a family of four with an adjusted gross income
of $1 million, of typical composition for this bracket, would under
present law pay at a 26-percent rate, and if this bill is enacted, at a
23-percent rate.

As I say, I have had the table inserted into the record.
Now I noticed when I read these figures this morning-let me

again read the heading, "Married Couple With Two Dependents,
With Typical Dividends, Capital Gains and Other Income, and Typi-
cal Itemized Deductions."

When I read these figures on after tax income, I seemed to notice
some incredulous looks.

One million dollars adjusted gross income, tax under present law
$261,992. After tax income, $1,239,659.

Senator DOUGLAS. That is because there is real income which did not
enter into adjusted gross income.

Senator GORpE. That is right. That is one reason why I bring this
up, because only half of capital gains, for instance, show up in ad-
justed gross income.

Now if this bill is enacted, the same taxpayer would pay $23,892
less, and he would have an after tax income of $1,263,551.

Mr. KzYSErLING. I would like to call the attention of the two Sena-
tors just once again to my chart No. 28.

Now that does not go up to $1 million, because, while I am just as
morally shocked as you two Senators are about the treatment that the
million dollar family receives while others receive such poor treat-
ment-

Senator Gore. You understand what I am reading here reflects
what the Treasury calls typical income for this group.

This is not an isolated or specific case.
Mr. KEYSERI NO. Yes.
Senator GoRE. This is represented by the U.S. Treasury Depart-

ment as sort of a composite case with typical incomes.
Mr. KEYSEPLING. Exactly, but here my chart 28, while it does not

go up to the million dollar family, does go up. to the $200,000 family,
and that is plenty high enough for the purposes that I have here.

Now what does it show?
And there is nobody who has challenged these figures, and nobody

can, except in ways insignificant to their import. It shows that if
this bill went into effect, the $200,000 family would get a 16-percent
increase in its disposable income. The $3,000 family would get a 2-
percent increase. The $5,000 family, incidentally would get even a
smaller increase than the $2,000 family, because this bill is worse to
the lower middle income people, but all the way along the line after
that, the percentage of increase in disposable income under this tax cut
would increase as the income got higher.

Now, there is nothing that could be more undesirable than that at
this time, not only from the obvious social point of view, but from the
economic point of view, because of the whole picture.
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Senator Douglas, what do the Treasury and my friends in the Gov-
ernment say in answer to this ?

They say mathematically, because the people at the top are paying
the highest tax rates, you cannot have a big tax reduction without
this happening.

Well, the answer is very simple:
The first answer is that you can, and I propose an alternative that

would, and the second answer is that, if the very nature of the tax
structure made this result inescapable in the process of reducing taxes,
then it would be the wrong thing to reduce taxes.

There is nothing sacrosanct about tax reduction, just for the sake
of tax reduction. It just is not right at this time to do what this bill
would do.

Senator DOUGLAS. If Senator Carlson would permit me, I would
like to ask one question more.

As I remember it, you advocate eliminating the reduction in the
corporate income tax and diminishing by $2 billion the amounts
given to those over $10,000 a year, or a total of $4.2 billion, which
you would then distribute primarily in the form of increased personal
exemptions.

Mr. KEYSERLING. Yes.
Now some of that increase in the personal exemption would return

to the higher income people, some small part.
Senator DOUGLAS. Yes, surely.
Mr. KEYSERLING. But broadly speaking, it would mean a redistribu-

tion of the composition.
Now I am not-first of all, it is not for me to decide: this is just a

suggestion.
Senator DOUGLAS. We have a rough rule of thumb that each $100

increase in personal exemption costs about $3 billion in revenue. That
would mean an increase of about $150 per person or per dependent.

Mr. KEYSERLING. Something, like that. I am not sure of the figures
as you cite them, but my proposal is that the exemption be lifted
enough to absorb the $4 billion or so to which I refer above.

Senator DOUGLAS. This is in addition to the minimum standard de-
duction which is already in the bill.

Mr. KEYSERLING. Oh, yes.
Senator DOTUGLAS. So if we take $750, a family of four would get

four times $ 7.50, or $3,000 plus $300, plus $300, or $3600.
Mr. KEYSERLING. Again, I am not sure as to all of these figures, but

my proposal is plain: to change the exemptions, as contained in the
current bill, by enough to absorb the $4 billion.

Senator DOUGLAS. A family of five would get $4,450.
Now. does this square roughly with the minimum subsistence figures

which the Department of Labor publishes?

Mr. KEYSERLING. It, certainly does, and furthermore, the obvious
equity of it resides in this fact..

The $2,400 exemption now for the family of four has 67 percent less
purchasing power than the exemption in 1939 had. So they have taken
a 67-percent loss in real terms.

Now, if I were writing on a white sheet of paper, I might come up
with something still further. I might say that the exemption should
be raised more, and that this should be all that is done. But what
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I here recommend is just sort of a practical middle-of-the-road ground
to bring some improvement in the composition.

Senator DOUGLAS. I apologize to my very amiable colleague whom
I have more or less intruded upon in these last minutes.

I want to apologize to you, Senator.
Senator CARLSON. If the Senator from Kansas may state so, he need

not apologize because I have thoroughly enjoyed this discussion today.
I appreciated very much Dr. Keyserling's appearance before this com-
mittee today in which he has given not only a thought-provoking
discussion of this bill, but an illuminating one and one that I think
we need more of.

I s-hall not ask any questions because he has been most generous of
his time. But I do appreciate it very much.

Senator GORE. Mr. Keyserling, I think some might wonder why
your percentages of increase in after-taxes income differs from thle
table which Mr. Stain prepared for me. I think that stems from the
fact. that you used as your base adjusted gross income, and I asked
that the table be prepared for me on taxable income.

Mr. KEYSERLING. There is nothing magical about the figures. I iut
sure the figures of both are correct.

You can do it either way, and then you have to make certain assum)-
tions as to whether you are using the standard deduction or the item-
ized deduction. But any kind of table prepared on any kind of basis
will in substance show in essence the same thing.

Senator GoPx. Of course, our whole tax system seems to hit hardes.t
people whose income is in the form of wages and salaries.

Mr. KEYSERLING. Well, of course, this is the reason why all of my
materials are understatements, because they are based upon the nomi-
nal tax rates that are written on a sheet of paper rather than what
people actually pay.

Senator GORE. As unjust and as unfair as this situation is, would not
the enactment of this bill make it worse?

Mr. KEYSERLING. Yes, because this bill would have a regressive
effect upon the imposition of the tax burden.

Senator GORE. Now, if you calculate the percentage of income, after-
tax income, strictly on the basis of rates applied to taxable income,
then you would show a major attack upon the progressive graduared
character of our Federal income tax structure by this bill.

Mr. KEYSERPING. Well, it just gets to a definition of the worl
"major." I do not think that the provisions of this bill are enough
in themselves to change radically the imposition of the tax burden.
I think they are a sizable step in a nondesirable direction.

Senator GoRE. As an economist, how would you calculate or esti-
mate the difference in its effect upon the economy, short range arid
long range, if, instead of an $11 billion tax cut, the Government under-
took to complete the superhighway system with an equal amount of
money?

Mr. KEYSERLING. In answering your question, I will just make oe
suggested modification, and I think it will answer your question any-
way.

May I answer your question by saying how I would compute the
difference between this $11 billion tax cut and an $11 billion expendi-
ture by the Government for whatever range of pilblic improvements
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seem most in the national interest. I am not implying any disagree-
ruent about the highway program, but I do not want to pin myself
to a computation of the technical effects of that particular program.

Senator GORE. I understand.
Mr. KEYSERLIN.G. I would say this-I think I have said it-first of

all, the $11 billion tax cut, if it had a multiplier of three, would give
you $33 billion of increased stimulation.

As I developed rather fully in my testimony, the wastage that would
come from this tax bill, I figure a wastage in the range of 25 percent,
would reduce that $33 billion by a quarter, roughly speaking, which
is about $8 to $9 billion, so let's say reduce the $:13 billion to $24
billion in terms of stimulus.

Let's say it would have a $24 billion stimulus when ultimately effec-
tive in full. This, of course, is aside from the distorting disequilibrat-
ing effect which might hurt the economy in many ways.

Now, suppose you took the same $11 billion in the form of increased
expenditures, whether for highways or something else, and took the
somewhat higher multiplier which I think Senator Douglas is justified
in suggesting, whether 31/2 or 4: suppose you took 4-- times 11 would
)e 44-so you would have 44 as against 24, or almost twice as much
stimulus from the same $11 billion.

If you took about 31/ on the 11, you would have about 38 instead of
24, or about 60 percent higher.

Senator GORE. So as a means of stimulating the economy, the kind
of tax reduction proposed here is only one-half as effective as a public
inpro%-ements program, or. to put it another way, one-half the amount
expended for worthwhile public improvements would have an equal
effect.

Mr. KEYSERLING. Yes, because I just said that I thought that the,
stimulative effect of this $11 billion in its current form would be about
$24 billion. If you undertook a $6 billion increase in outlaws, and
multiplied it by Senator Douglas' 4, you would get the same 24.

Now we can give or take, but any way you look at it, there is no
question about it. And this does not take into account other factors.
We are talkinor only about quantitative stimulus to the economy. In
addition, the 6 billion of additional outlays would build things of
enduring utilization and utility to the Nation, whereas the random
scatteration of somebody buying a freezer 3 months sooner here, and
somebody buying a refrigerator 2 months sooner there, may be of
lesser value.

Now, I do not want to get into that too much, because I believe in
consumer tastes and choices, but nonetheless, I do believe that, with
the great gaps we have in our public needs, they have a high order of
priority quite aside from the quantitative stimulus.

But I agree with you entirely on your 2-to-1 proposition.
Senator GORE. Then assuming that the country needs this amount

of stimulus
Mr. KEYSERLING. Yes.
Senator GoRE. We might have some questions about what segment

of the economy needed stimulation, perhaps what areas of the country
had greater need for stimulation, but, generally speaking, assuming
that the country needs the amount of economic stimulation which is
envisioned by this bill, the proposed bill is the most costly and the most
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inefficient and the most ineffective way to approach it, more costly
than the wise use of credit and monetary policy, more costly than a
community and public facility improvement program.

Would you agree with that ?
Mr. KiYSERMING. I said this morning that, if there had been no

tax bill, and I had just been asked as an economist or as a dreamer to
sit down and write on a sheet of paper a relatively inefficient, costly,
and inequitable way of attempting to stimulating the economy I
might have hit upon something close to this tax bill in its current form.

Senator GORE. I don't know that I can make it much worse than
that.

One other point, though. One other point. Suppose that there is
an area in America, for example the Appalachian, where, because of
automation in the coal mines, because of various economic factors,
there is a very high rate of unemployment. Suppose that you have
a problem in West Virginia such as was discovered in the last cam-
paign. Now, how does a general tax reduction reach an Appalachian

ountains villiage ?
Mr. KEYSERLING. It would take as long as it is taking me to try to

convince some people in the administration that they ought to reexam-
ine their ideas in the light of actualities.

Senator GORE. Thank you very much, Mr. Chairman.
The CHAIRMAN. Any further questions?
Senator GORE. No.
The CHAIRMAN. Senator Carlson, do you have any questions?
Senator CARLSON-. No.
The CHAIRMAN. Thank you very much, Mr. Keyserling.
The next witness is Mark M. Jones, president, National Economic

Council.
Glad to see you Mr. Jones.
You may proceed, sir.

STATEMENT OF MARK M. JONES, PRESIDENT, NATIONAL ECONOMIC
COUNCIL INC.

Mr. JoNEs. Thank, your, Mr. Chairman. I am Mark M. Jones,
p resident of the National Economic Council, 156 Fifth Avenue, New
York.

I appear by direction of the board of directors of the council to
submit a background point of view that deals more with what we
think are fundamentals and not so much with the details of the pend-
ing tax bill.

We think that these proceedings might be likened to a bedside
conference over a patient with a serious moral sickness. It is a social
and economic sickness called inflation.

The precipitating cause of this sickness is Government spending-
overspending so long continued as to have become chronic, and
pyramided to proportions which suggest a mas madness on a scale
without precedent in all history.

It is against such a background that I sugwoest the consideration
of the question which seems to point up the pro I'em most significantly.
It is-must the U.S. economy go through the wringer?
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Among the more noteworthy features of the present position and
the 30-year record from which this question arises are the following:

1. A 36.9-cent dollar. This is on the basis of comparing January
1952 and May 1963, using the index of wholesale prices of the U.S.
Bureau of Labor Statistics. It means that the people now must spend
about $3 to buy what was a dollar's worth not too long ago.

2. A decaying and declining economy instead of a growing economy.
I think it is just going ahead backward. For each step forward so-
called, the prospect of two or more steps backward later is being set up.
It, is mainly a ginmick economy.

3. An alleged prosperity that is not really prosperity. At best
it is a false state of seeming well-being resulting from a chronic eco-
nomic fever caused by piling one synthetic, artificial, and unnatural
device on to) of another. Now we have a house of cards without
precedent and one of the most colossal in all history.

4. Government expenditures for fiscal 1964 are running at an un-
precedented annual rate of over $197 billion, Federal, State, and local.
Because all Government expenditures are overhead expenses of the
national economy, this represents an overhead of more than 50 percent
of the real product..

5. A command economy resulting from Government intervention
all over the place, with more than 2,000 commissions, boards, bureaus,
committees, councils, etc., constantly extending and expanding. All
this despite 30 years of experience right in front of people now living
which clearly shows that most of such mechanisms really can't work
in the public interest in any continuing sense. Our thinking, our
policies, and our mechanisms have become saturated, diluted, and
weakened by restrictions, restraints, coercion, compulsion, dicourage-
ments, bureaucracy, and redtape.

6. Government subsidies of special privilege to labor monopolies
which have upset the division of the product of industry, added to
the constraints which the economy must drag along while at the
same time impairing the fundamental processes of economic stability
and growth.

7. AX basic impairment of the dynamic qualities of incentives by
overtaxat ion.

8. A standstill with respect to tuderstanding the role of profits and
capitalizing intelligently on the process of capital formation, not-
withstanding that the purpose of business is not and never was profit
alone, but always has been and still is to render a service at a profit.

9. Ostrich attitudes and policies which flout or disregard the ele-
mentary fact that enterprise is the basis of all well-being. This means
enterprise in every field. Only rare genius in the exploitation of
science and technology and in absorbing the impact of punitive eco-
nomic illiteracy accounts for the fact that the opportunity is still open
to talk about whether the economy is to go through the wringer.

In short, gentlemen, the condition we confront is politicalization
of the economy at the expense of productivity.

THE PERTINENT RECORD

Taking a look at the record it appears that it represents a cause-
and-effect cycle which extends back about 30 years. One full genera-
tion ought to provide plenty of experience which may serve as raw
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material for "making a judgment" with respect to the course we have
taken.

Particularly is this the case when we consider that in this 30 years,
the Federal Government alone has expended one trillion four hundred
sixty-one billion dollars, or an average of $50 billion a year for 30
years.

It is important also to remind ourselves that this course marked a
departure. It is now clear in retrospect that it involved departure
from principles upon which the country was established and upon
which it became great. Also in retrospect, it seems evident that the
principal causative factors in this departure were in Europe, and date
back as far as the late 1890's. Coming to the surface beginning with
the early 1930's, these forces became dominant factors in our moral
sickness.

Therefore the present position largely summarizes the effects of 30
years of experience. These include departure from our distinctive
principles, from our own experience, and from the laws of mathe-
matics. Instead of continuing on with the development of what was
only partially developed private capitalism, with which we had made
such progress for 145 years, we took off on a tangent which many hoped
would be a shortcut to utopia. I understand that when defined, the
word "utopia" means not a place, in other words, nowhere. In any
event, the result is that we are committed to politicalization of every-
thing from thought to a debt burden that is to be passed on to our
great great grandchildren.

NOTEWORTHY FALLACIES

This departure, beginning in the early 1930's, was especially signifi-
cant because it was predicated on a profound mistake. This was the
assumption that it is possible to capitalize upon science and technology
and to integrate their values and benefits into a great society without
utilizing scientific means.

In other words, the question of means was regarded as just a politi-
cal matter to be treated with the absolute magic implicit in govern-
ment and law. Just a matter of power and who had it.

Under such conditions, one fallacy after another became popular.
From the standpoint of our moral sickness some which seems note-
worthy in relation to the matters before the committee are as follows:

1. The fallacy that people and mass psychology can be factored, put
into an equation, ground through a computer, and, like robots, will
start, stop, eat, drink, sleep, and otherwise conform to a microwave
impulse when a button is pushed in Washington or New York.

2. The fallacy that government enterprise can be something separate
and distinct from private enterprise, that it can be superior to private
enterprise, and that it can be regarded as an alternative to private
enterprise. In 1963 semantics, we hear that there is a public sector
in contrast with a private sector, that the two can be significantly dif-
ferentiated, and that there is an opportunity for a choice between
them as the basis for protecting and advancing the scale of living of
the people.

3. The fallacy that socialism and communism are or can be alter-
natives to private capitalism when actually they merely represent
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lower orders of economic patterns into which a society sinks if a full
going-concern economy is not maintained.4. The fallacy that the U.S. economy can be managed from one
place, notwithstanding that the affairs of 188 million people spread
over 3 million square miles of land surface involve a task too big and
too complicated for any superman to comprehend or any system to
control.

5. The fallacy that the Washington Frankenstein makes sense, when
we have 30 years of experience to show that it is just a house of cards
that can't really work in the public interest in any continuing sense,
1and probably will collapse and bury all of us unless we start soon to
take it down.

6. The fallacy that we never had it so good and that this seeming
)rosperity is real prosperity which can be maintained indefinitely

even though it is just red-ink prosperity which depends on fabulous
overspending for present consumption and an immoral evasion of pay-
ment of its cost by those supposedly enjoying its benefits.

7. The fallacy, or should one say the wishful thinking, that there
will not be a day of reckoning and it will not be necessary to resume a
rational course at any foreseeable time and that skillful improvi-
sation and thought control will enable those responsible to escape
before the house of cards they are juggling comes "bumbling" down.

THE REVENUE ACT OF 1963

There is much more to be said in order adequately to round out the
background of our moral sickness. However, I believe the foregoing
should be sufficient to indicate that more is involved in consideration
of the Revenue Act of 1963 than meets the eye.

Normally and under conditions recently prevailing, almost any
reasonable person would favor a cut in taxes. There usually is one
good thing about high taxes. It is that they can be cut. However, to
cut taxes under normal conditions is one thing. Cutting them under
the present synthetic, artificial, and inflationary conditions is another.
To cut taxes for the benefit of the people and the economy and to cut
them for the purposes of continued politicalization of the country are
radically different objectives.

The fact is that if the Federal system ever did have what might
be called financial responsibility, it largely has been lost during
this departure of the past generation. Apparently, there is no early
prospect of setting up a budget system that is sound and will work.
If this is true, the one most important thing to do is not to give the
spenders the money to spend. This, of course, would include a stop
on borrowing.

Included in the more-than-meets-the-eye category also is the
trumped up issue of whether to stimulate investment and employ-
mnent by measures which might build up what is called the public
sector, or to do it in a way that will build up the private sector.
That this issue should exist, after a whole generation of experience
which indicates that the differentiation is a fallacy, is one more
example of how the force of government can be perverted by a few.

From the standpoint of the public interest, and notwithstanding
the fantasies of the intellectual elite, the record clearly shows that
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what is called the private sector is more efficient, regardless of its
weaknesses, and that it has a fabulous potential which must be allowed
to develop if we are to sustain and increase the scale of living of the
people.

On the other hand, the record clearly shows that what is called the
public sector is the real problem child. It is far behind with respect
to efficiency, and the larger it becomes, the less efficiency it delivers.
If there were some formula for the calculation of waste in one sector
versus the other, the contrast would be shocking. Moreover, in the
public sector wastes accumulate and feed the continuing economic
fever and the illusion of false prosperity resulting from inflation.

Worthy of special emphasis is the fact that if big spending is
truly due to a desire for pump priming, it must be used only spar-
ingly. A look at the record would cause one to wonder if those
in control of the United States ever saw or heard of a pump. There
also is the question of how we will be able to finance a depression
in the future if we do not pay back our debt.

WITH RESPECT TO THE FUTURE

From the standpoint of protecting and extending the scale of living
of the people it would seem logical to begin with consideration of
the accumulated consequences of what has happened and not hap-
pened financially during the past generation. It is my understand-
ing that estimates to this end indicate that addition of the public
and private debt to public and private accrued liabilities, established
pursuant to law, shows that we have piled up for the future about
$1,750 billion in obligations that must be paid some time. Most
of the additions (or so-called gains) that we thing we have made
probably will end up as subtractions from the future, plus penalties.
There is no reason to believe that the chickens won't come home to
roost. The question is: When, and whether intelligence can influence
their arrival?

This brings me back to the question with which I started, and
that is: Must the U.S. economy go through the wringer? Having
destroyed two-thirds of the value of our money, two-thirds of the
value of life insurance, and two-thirds of the value of accumulated
savings, are we going to continue along lines which obviously will
destroy the remaining third?

Perhaps the most significant feature of these proceedings is the
choice which they pose to all of us. It is a choice between continuing
on with the departure into which we were, misled in the early 1930's,
or making a change in course and starting in the direction of a self-
renewing economy. It is a condition, not a theory, which confronts
us. The way to resume is to resume. Politicalization must stop.
The time has come to quit beating around the bush and to meet the
problem squarely with a sound method of placing a statutory limit
on annual expenditures.

Then, gentlemen, someone ought to get busy on devising measures
which will stop the degeneration, release the vast potential of our peo-
ple, and begin to restore some of the value of our money which has been
ost.
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That there are forces which can paralyze a veritable giant in one
generation, and that an open economy could be superseded by a com-
mand economy, as has been the effect of the politicalization of the
United States would be incredible if not a fact. But there is still
hope. Despite such a prodigious setback, we can still work our way
out. We really do have instruments for use to such an end that were
not available in any previous civilization.

The intellectual elite will not believe it or like it, but private enter-
prise and the private sector will take up the slack and lead us in the
right direction if given the chance. However, the beginning must
be a firm assurance by the Congress that it will maintain its constitu-
tional position and responsibility, restore the executive branch to its
proper functions, and stay with sound policies of Federal spending,
reducing taxation, and paying off the debt.

Thank you.
The CHArRMAN. Thank you very much.
Senator CARLSON. Mr. Chairman, just one comment, or question, at

least.
Mr. Jones, you are one witness that has called the attention of the

committee to the dangers of inflation. I discussed that at some--I was
going to saT at some length, but not at great length. I brought it up
when the Secretary was present. Mr. Dillon, in which I mentioned
the fact that prices are increasing and it looks like we might be at
the beginning of another inflationary binge or drive and what I
thought might have some bad effects.

Now, I believe we have had some history to base these inflations on
in Europe during the last century. I believe we had one in Russia,
one in Germany, and I think probably the most recent one was in
France.

Do you have any comments on those before you conclude?
Mr. JoNEs. Well, with respect to the German one, I would read

two short paragraphs from Shirer's book on the "Rise of Hitler."
These two paragraphs were in the Reader's Digest of March 1962:

The strangulation of Germany's economy hastened the final plunge of the
mark.

Notice the word "strangulation."
On the occupation of the country by the Allies, it. fell to 18,000 to

the dollar. By July 1923, it had dropped to 160,000; by August 1 to
a million: by November, when Hitler's party had struck, it took a
billion marks to buy a dollar. Thereafter, the figures became trillions.

German currency had become utterly worthless. The life savings
of the middle and working classes were wiped out. But something
even more important was destroyed, the faith of the people in the
economic structure of German society.

What good were the standards and practices of such a society which
encouraged savings and investment and solemnly promised a safe
return and then defaulted? Was this not a fraud upon the people?

In the case of France I would point out that the great French
inflation started in August 1914. This was supposed to have come
to an end in December 1959. At that time, they said that they had
stabilized the franc. When they stabilized it, they did so at a value
which was about four-tenths of 1 percent of its value in 1914.
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In other words, in 441/2 years, they destroyed 99.6 percent of the
value of their money.

The extraordinary feature of this 44.5 year French inflation was
the faxt that at its crucial stage after World War II, there was little
or no resistance to it. According to the study made by an eminent
authority on such matters, Melchior Palyit, the French creeping in-
flation was kept going by the following:

(1) A system of exorbitant taxation with its burden distributed In a highly un-
Just fashion; (2) by governmental deficits, with the double effect of preempting
the capital market and monetizing huge portions of the national debt: (3) by the
nationalized central bank pouring out rediscount credit as well as 5-year "con-
struction" credits, the latter totaling 574 billion francs; this on top of direct
loans to the Government; (4) by squandering the billions of American aid and
their counterpart funds; (5) by incurring foreign debts of well over a billion
dollars; (6) by debauching the currency to the tune of several trillion francs;
(7) by a vast expansion of a bank credit to industry, commerce, farmers, and
consumers; (8) by dissipating the $6 billion gold reserve of the Bank of France;
(9) by virtually wiping out at least 30 billion gold dollars' worth of liquid savings

of the French people.

Thus, after 44.5 years, the franc was worth but one two-hundredth
of what it was worth in 1914.

Now, I have one other example, and that is China, where Time
had an article that was very impressive. It said:

Red China this winter was like a ravenous giant. From the snowy plains of
Manchuria to the humid mountains of Yunnan, to the dimly lit neon waterfront
of Shanghai, there was only one absorbing subject-food.

Thank you.
Senator CARLSON. That is all, Mr. Chairman.
The CHAIRMAN. Thank you very much, Mr. Jones.
You have made a very interesting statement.
Senator DOUGLAS. Mr. Jones, how long have you been president of

the National Economic Council?
Mr. JoNEs. About 6 months.
Senator DOUGLAS. Who was president before you?
Mr. JONES. Merwin K. Hart. He died November 30,1962.
Senator DOUGLAS. Thank you.
The CHAIRMAN. Thank you very much.
Next witness is Mr. Robert A. Gilbert, of Intercontinental Research

& Analysis Co.
Mr. Gilbert.

STATEMN OF ROBERT A. GILBERT, MANAGING DIRECTOR, INTER-
CONTIE AL R ARCH & ANALYSIS CO., NEW YORK CITY

Mr. GILBERT. My name is Robert A. Gilbert. I am managing
director of the Intercontinental Research & Analysis Co. with offices
at 19 Rector Street, New York City.

My company specializes in research on international investment
trends. I also happen to be chairman of the International Investment
Division of the Investors League, Inc., with offices at 234 Fifth 'Ave-
nue, New York City. I am accompanied here today by Mr. Russell
P. Moore, my counsel.

Mr. Chairman and members of the Senate Finance Committee;
I would like to draw your attention to a number of international
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comparisons which have a direct bearing on the question of whether
is is good for the United States to pass H.R. 8363.

In calling your attention to these very important facts I wish to say
that I have been considering the bill as a whole in its effects upon
our economy rather than any specific features of it.

While there may be some sections that seem to have merit, the in-
ternational position of the United States is much more likely to be
affected by the cost of the total legislation rather than any one of
its features. It is the tremendous cost of H.R. 8363 not only in money
but also in our reputation as a nation willing to join without much
thought the ranks of those risking fiscal folly-it is this cost in all
its aspects that makes the proposal seem a very bad step for our
country.

Behind this legislation is the theory that enormous Federal deficits
are not really important. One has only to look abroad to see that
Mr. Kennedy's theory of spending oneself rich is not new to his
administration, but has been tried time and again by other countries
only to fail miserably.

It seems to me that your committee must take into account the
proven experience of others who have played with Keynesian theories
of deficit financing. One of the outstanding examples of the fallacies
of the Kennedy-Keynes theories that a deficit now can create enough
economic activity to balance the budget later is that of France.

You have just heard something about that. May I embellish it
further?

On September 27. the leading French financial paper, La Vie Fran-
caise, published a study of the deficit trends in France since 1945.
The table below shows the amount of the annual deficits in terms of
percentages of receipts:

Percent Percent Perceit
1945 -------------- 52.0 1952 -------------- 21.0 1959 -------------- 9.0
1946 -------------- 16.0 1953 -------------- 18.3 1960 -------------- 9.4
1947 -------------- 1.3 1954 -------------- 9.3 1961 -------------- 7. 7
1948 -------------- 2.8 1955 -------------- 12.8 1962 -------------- 7.8
1949 ----------- 119.6 1956 -------------- 16.4 1963 -------------- 8. 1
1950 -------------- 11.8 1957 -------------- 11.5 1964 -------------- 5. 1
1951 -------------- 13. 6 1958 -------------- 4. 5

Surplus.
'Estimated.

The surpluses occurred in 1948 and 1949. If deficit spending ever
produced a surplus or even a balanced budget, France by now should
have the best balanced budget in the world, because it has had such
a long series of deficits.

In 1964, they expect another deficit.
You can plainly see that one deficit only led to another deficit. Now

what was the effect of all this pump priming on the average French-
man? The cost of living index in France in 1948 was 60. In 1962
it averaged 144 so that Government, as it turns out, has merely fooled
the people.

The next table is a comparison of 11 nations and the United States
with reference to their accumulations of debts since 1950 and the
courses of the costs of living. It will be noted that in no nation did
an increase of debt result in lower priecs. In fact, even among the
thrifty nations, such as the Netherlands, Portugal, and Switzerland
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there were some advances in prices, but where debt accumulation was
not restrained these advances assumed painful proportions.

In view of this evidence we can only conclude that it is very foolish
for the United States to assume that it can have a stable economy
without some attempt to balance the budget fairly closely. We have
already shown, you know, that the new deficit to be incurred will not
lead to a more closely balanced budget.

In the table in my prepared statement, of the six nations with in-
creases in cost of living of over 50 percent; that is, Australia, France,
Ireland, Spain, Sweden, and the United Kingdom, in none of them did
an increase in debt result in lower prices.

In view of this evidence it seems foolish to assume we can have a
stable economy without some attempt to balance the budget very
closely.

We have already shown, you know, that new deficits in France
incurred only more deficits later rather than a balanced budget.

Internationally the position of the United States must be said to
appear clearly to be one of stagnation. As the next comparison shows
our gain in industrial production since 1953 is the least of any of the
large developed nations. At the same time we have the highest debt
per capita and we pay far the highest hourly wages.

If you look at this table, you can see our industrial production is up
30 percent, but it is lower than any of the others, which range from
31 up to 274 percent. We are in competition with nations paying 81
cents an hour average wages-we pay $2.39-and having an average
debt of 49 percent of their national income.

Ours is 68 percent.
If, from the nations that I have compared the United States with,

we eliminate the United Kingdom, which has a particularly difficult
situation on its debt, we find that we are up against average wages of
78 cents an hour compared to our $2.39 and an average debt of 39
percent compared to our 68 percent.

The high costs in the United States have built-in defenses instead
of free market machinery to adjust them to competitive levels. And
the higher we push the debt the more difficult it is going to be to con-
trol these costs.

The United States is now vulnerable in international trade yet it is
being tempted by very powerful forces to jump into an inflationary
spiral, thus compounding its vulnerability.

Our exports in 1962 $21.6 billion or only slightly more than those
of 1957 which were $20.8 billion. In these same years the total exports
of the world rose from $100 to $124.4 billion-a gain of about 24
percent.

The exports of Western Europe rose from $41.8 to $58.4 billion, a
ain of fully 39 percent. In the Orient, Japanese exports rose from
2.8 to $4.9 billion, a gain of 75 percent.
If we now throw caution to the winds and raise our hioh costs even

higher by destroying the purchasing power of the dollar, we shall
begin to look with reference to the rest of the world somewhat the way
France appears in comparison with West Germany. As you know,
the West Germans have adhered to sound enterprising economic policy
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with the result that their currency has actually gone up 4.7 percent
in value in recent years while during the same time the franc went
down over 17 percent. Both nations have about the same population
but in many basic industries France remains about half the size of
Germany and, this is the most interesting point of comparions, seems
unable to catch up.

'While most considerations of the effect of tax policies on our bal-
ance-of-payment problem seem to turn around the administration's
idea that an equalization tax on foreign investing will be helpful,
actually the passage of II.R. 8363 will 0do far more damage to our
dollar reserves than any credits the equalization tax would possibly
produce, if indeed it produces any.

Over a period of time the currency of a nation can only be su)ported
in international banking transactions if there is some "interest by its
government in not diluting this currency.

Not to bore you with another table, I am sure you all know the
course of the French franc which is now only about 4 percent of its
value 15 years ago. As you have heard before, it is a lower percentage.

To prove the same thing by an opposite example, the Swiss franc is
the only currency in the world now worth more than it was in 1929 in
terms of the dollar, and this nation you will note from our preceding
table has in recent years reduced its debt by 30 percent, more than
any other developed country has done.

One might assume that conditions in Switzerland must be very ter-
rible in view of the fact that they have not had the commonsense to
unbalance their Federal budget as often as possible. Actually the Swiss
are extremely prosperous. Instead of our nagging unemployment
problem there is negative unemployment in Switzerland. At the end
of 1962 there were only 600 people out of work in Switzerland-so
small a number that the percentage cannot be figured and there were
job openings for more than that number. Thus the Swiss now import
workers from adjoining countries, such persons amounting to fully 25
percent of the labor force at a recent date. The national income of
the country. rose from 20.7 billion francs in 1953 to 39.4 billion francs
in 1962, an increase of 90 percent. During the same years our national
income rose by 34 percent.

The Swiss have been concerned about their debt. In fact, their
present attitude seems to closely resemble the one we had in the 1920's.
We were worried then about the total debt of $25 billion. Today we
give practically no thought at all to the meaning of a debt of $309
billion. In 1924 Lenin said-this is a direct quote:

We shall force the United States to spend itself to destruction.

We did not take him seriously until a few years later when we recog-
nized the Soviet and then this very same idea somehow seems to have
come into vogue in Washington fiscal circles.

Fiscally speaking, we are in a Red channel-we are burying our-
selves under a mountain of debt, assuring our bankruptcy and making
it unnecessary for the Communists to fire a shot to change our system.

We must change back to our original principles to assure our pres-
tige abroad. We must treat capital fairly in the United States to set
an example to the rest of the world of what capitalism really means.
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We must stop telling the rest of the world that we will defend to the
death the trends toward higher and higher costs and debts. Let us
tell the world something different, and tell it soon.

(The complete prepared statement of R. A. Gilbert is as follows:)

STATEMENT BY INTERCONTINENTAL RESEARCH & ANALYSIS Co.

My name is Robert A. Gilbert. I am managing director of the Intercontinental
Research & Analysis Co. with offices at 19 Rector Street, New York City. My
company specializes in research on international investment trends. I also
happen to be chairman of the International Investment Division of the Inves-
tors League, Inc., with offices at 234 Fifth Avenue, New York City. I am ac-
companied here today by Mr. Russell F. Moore, my counsel.

Mr. Chairman and members of the Senate Finance Committee, I would like
to draw your attention to a number of international comparisons which have a
direct bearing on the question of whether it is good for the United States of
America to pass H.R. 8363. In calling your attention to these very pertinent
facts, I wish to say that I have been considering the bill as a whole in its effects
upon our economy rather than any specific features of it. While there may be
some sections that seem to have merit, the international position of the United
States is much more likely to be affected by the cost of the total legislation
rather than any one of its features. It is the tremendous cost of H.R. 8363
not only in money but also in our reputation as a nation willing to join without
much thought the ranks of those risking fiscal folly-it is this cost in all its
aspects that makes the proposal seem a very bad step for our country.

Behind this legislation is the theory that enormous Federal deficits are not
really important. One has only to look abroad to see that Mr. Kennedy's theory
of spending oneself rich is not new to his administration, but has been tried time
and again by other countries only to fail miserably. It seems to me that your
committee must take into account the proven experience of others who have
played with Keynesian theories of deficit financing. One of the outstanding
examples of the fallacies of the Kennedy-Keynes theories that a deficit now can
create enough economic activity to balance the budget later is that of France.
On September 27 the leading French financial paper, La Vie Francaise, pub-
lished a study of the deficit trends in France since 1945. The table below shows
the amount of the annual deficits in terms of percentages of receipts:

Percent Percent Pcrcent
1945 -------------- 52. 0 1952 -------------- 21.0 1959 --------------- 9. 0
1946 -------------- 16. 0 1953 -------------- 18. 3 1960 -------------- 9.4
1947 -------------- 1.3 1954 -------------- 9. 3 1961 -------------- 7.7
1948 -------------- 2.8 1955 -------------- 12.8 1962 -------------- 7.8
1949 ------------- 19.6 1956 -------------- 16.4 1963 -------------- 8.1
1950 -------------- 11.8 1957 -------------- 11.5 1964-_ ...----- -2 5.1
1951 -------------- 13. 6 1958 -------------- 4. 5

2 Surplus.
2 Estimated.

You can plainly see that one deficit only led to another deficit. Now what
was the effect of all this pump priming on the average Frenchman? The cost-
of-living index in France in 1948 was 60. In 1962 it averaged 144 so the Gov-
ernment, as it turns out, has merely fooled the people.

The next table is a comparison of 11 nations and the United States with refer-
ence to their accumuations of debts since 1950 and the courses of the costs of
living. It will be noted that in no nation did an increase of debt result in
lower prices. In fact, even among the thrifty nations, such as the Netherlands,
Portugal, and Switzerland there were some advances in prices, but where debt itc-
cumulation was not restrained these advances assumed painful proportions. In
view of this evidence we can only conclude that it is very foolish for the
United States to assume that it can have a stable economy without some attempt
to balance the budget fairly closely. We have already shown, you know, that
the new deficit to be incurred will not lead to a more closely balanced budget.
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Debt I Cost of living
Percent Percent
increase increase

1950 Recent 1950 Recent

Australia ------------------ AE2,285 AE2,987 +30 68 125 +83
Belgium-Luxembourg ----- B F220, 000 BF326, 300 +48 91 113 +24
Canada ----------------- Can$14, 632 Can$18, 778 +28 89 113 +26
France -------------------- Fr4l, 330 Frlll, 220 +169 77 144 +87
Ireland ------------------- -£148 £531 +269 81 126 +54
Netherlands ---------------- f20, 900 f19, 400 - 7 2100 128 +28
Portugal ------------------ Esc9, 390 Escl0, 890 +16 100 119 +19
Spain -------------------- Pts90, 9C0 3 PtsI99, 400 +119 92 158 +71
Sweden ------------------ SKr12 357 SKrI9, 531 +58 79 142 +80
Switzerland --------------- Sw i-7.7 Sw F5.4 -30 94 115 +22
United Kingdom --------- £25,600 £28, 600 +12 81 129 +59
United States of America- $257 4 $298 +16 90 113 +25

IMillions.
21952.
3 Latest, but not recent.
4 At a time comparable to other debt figures shown.

Internationally the position of the United States must be said to appear
clearly to be one of stagnation. As the next comparison shows our gain in in-
dustrial production since 1953 is the least of any of the large developed nations.
At the same time we have the highest debt per capita and we pay by far the
highest hourly wages:

Percent
gain in

industrial
production I

United States ---------------------------------
United Kingdom ------------------------
France --------------------------------
West Germany --------------------------
Belgium -------------------------------
Italy ------------------------------------------- 1
Netherlands ----------------------------
Canada --------------------------------
Australia ------------------------------
Japan ------------------------------------------ 2

Debt 2

Percent of
Per capita national

income

$1,574
1,492

375
179
443
790
456

1,173
335

30

68
130
33
16
75
34
45
76
26
8

Average
hourly
wages 3

$2.39
.98
.49
.88
.52
.40
.55

188
1.30
.31

I Total since 1953.
2 Most recent comparable figures.
3 1962 average for manufacturing.

The high costs in the United States have built-in defenses instead of free
market machinery to adjust them to competitive levels. And the higher we
push the debt the more difficult it is going to be to control these costs. The
United States is now vulnerable in international trade, yet it is being tempted
by very powerful forces to jump into an inflationary spiral, thus compounding
its vulnerability. Our exports in 1962 were $21.6 billion or only slightly more
than those of 1957 which were $20.8 billion. In these same years the total
exports of the world rose from $100 to $124.4 billion-a rain of about 24 per-
cent. The exports of Western Europe rose from $41.8 to $58.4 billion, a
gain of fully 39 percent. In the Orient, Japanese exports rose from $2.8 to
$4.9 billion, a gain of 75 percent. If we now throw caution to the winds and
raise our high costs even higher by destroying the purchasing power of the
dollar, we shall begin to look with reference to the rest of the world somewhat
the way France appears in comparison with West Germany. As you know, the
West Germans have adhered to sound enterprising economic policy with the
result that their currency has actually gone up 4.7 percent in value in recent
years while during the same time the franc went down over 17 percent. Both
nations have about the same population but in many basic industries France
remains about half the size of Germany and, this is the most interesting point
of the comparison, seems unable to catch up.
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While most considerations of the effect of tax policies on our balance-of-
payment problem seem to turn around the administration's idea that an equali-
zation tax on foreign investing will be helpful, actually the passage of H.R. M63
will do far more damage to our dollar reserves than any credits the equalization
tax would possibly produce, if indeed it produces any. Over a period of time
the currency of a nation can only be supported in international banking trans-
actions if there is some interest by its government in not diluting this currency.

Not to bore you with another table, I am sure you all know the course of the
French franc which is now only about 4 percent of its value 15 years ago. To
prove the same thing by an opposite example, the Swiss franc is the only cur-
rency in the world now worth more than it was in 1929, in terms of the dollar,
and this nation, you will note from our preceding table, has, in recent years,
reduced its debt by 30 percent, more than any other developed country has done.
One might assume that conditions in Switzerland must be very terrible in view
of the fact that they have not had the commonsense to unbalance their Federal
budget as often as possible. Actually, the Swiss are extremely prosperous.
Instead of our nagging unemployment problem there Is negative unemployment
in Switz,rland. At the end of 1962 there were only 600 people out of work in
Switzerland-so small a number that the percentage cannot be figured and there
were job openings for more than that number. Thus, the Swiss now import
workers from adjoining countries, such persons amounting to fully 25 percent of
the labor force at a recent date. The national income of the country rose from
20.7 billion francs in 1953 to 39.4 billion francs in 1962, an increase of 90 per-
cent. During the same years our national income rose by 34 percent.

The Swiss have been concerned about their debt. In fact, their present atti-
tude seems to closely resemble the one we had in the 1920's. We were worried
then about the total debt of $25 billion. Today we give practically no thought
at all to the meaning of a debt of $309 billion. In 1924 Lenin said-this is a
direct quote-"We shall force the United States to spend itself to destruction."
We did not take him seriously until a few years later when we recognized the
Soviet and then this very same idea somehow seems to have come into vogue in
Washington fiscal circles. Fiscally speaking, we are in a Red channel-we are
burying ourselves under a mountain of debt, assuring our bankruptcy and mak-
ing it unnecessary for the Communists to fire a shot to change our system. We
must change back to our original principles to assure our prestige abroad. We
must treat capital fairly in the United States to set an example to the rest of
the world of what capitalism really means. We must stop telling the rest of
the world that we will defend to the death the trends toward higher and higher
costs and debts. Let us tell the world something different, and tell it soon.

Mr. GILBERT. M\ay I supplement. my statement with something else
that I would like to say in view of some of the testimony that has
taken place in the last few days?

This is very brief.
I would like to comment on the recent statement from the Office

of Secretary of the Treasury, Mr. Dillon, that, we shall have bigger
deficits if we do not cut taxes by means of a deficit at the present time.
This statement places the logic of the Treasury's thinking in a rather
peculiar posture in the eyes of the world.

The Secretary of the Treasury says he will simply not listen to sug-
gestions for thrift, to appeals for good government housekeeping.
that we must have loose control of expenses, that we will never study
with equal interest plans to pare the budget in the same way that we
dream up plans to spend more and more for less and less; that we
must always have deficits of one kind or another and that we only
have a Hobson's choice of two bad fates-large or larger inflation.

What a blow to international confidence in the American dollar.
I would also like to comment on the oft repeated assertion that the

debt is getting lighter in terms of the gross national product. One
cannot tell about these correlations over a short period of time. The
paper money created by the Keynesian theories may well be dormant
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over a time but eventually this excess of dollars in relation to goods
will have its inflationary impact. To illustrate the folly, the absolute
impossibility of trying to spend oneself rich let me point out that
in 1925 the gross national product of the United States was $90.3
billion, a little less than one-sixth of the estimated figure for 1963.

However, in 1925., the Federal debt was $25 billion or less than one-
fifteenth of what is today.

The debt accumulation over these years has not produced an equiva-
lent percentage increment in gross national product. In effect, the
burden of the debt has inevitably increasel.The CH.IMANx.,. Thank von very inu,'l, Mrv. Gilbert.

You have na(le a very good coiitribut loll.
Senator Dot-GLAS. May- I ask vou somtie questionss about your tal)le , ?
I want to thank you for your tables.

[r. GILBERT. Yes.
Senator DOUGLAS. You 4how an increase in the national (lebt of the

United States since 1950 by 16 percent. This is slightly greatr than
the increase of debt ii) the 1Vnited Kingdom, lust the sane as the in-
crease inl debt, in Portigal. Switzerlad ad tlie Netherlands lad an
actual decrease. It is less, however, than the increase in debt of Aus-
tralia, is it not, which is 30 percent ?

Mlr. GILBERT. Yes.
Senator DoUGLAs. Belgium-Luxembourg, which is 48 percent.
M[r. GILBERT. That is true, but-
Senator DoueTr.\;. Canada, which is 28' l)erent: France, 169 per-

cent : Ireland, 259 percent : and Spain, 119 percenti.
Now, of these countries, Portugal is virtually outside the defense

system of the free world, making very little contribution to it. The
contribution of the Netherlands is not large. Switzerland has aban-
doned or never had any responsibility under the system of collective
security.

Is that not true?
And Canada has not felt any real obligation to take part in

collective security.
Mfr. GILBERT. I am under the impression that Canadians do

allocate something.
Senator DOUGLAS. But the percentage of men under arms and

the percentage of gross national product devoted to defense in
Canada is relatively slight compared to the United States, where
we are contributing about 10 percent of the gross national product
for defense.

And the average in all these countries, even including those in
NATO, is less than 5 percent. So we bear twice the relative burden
of these other countries.

Now, similarly, on the increase in cost of living, the increase of
25 percent-

Mr. GmiRT. May I say something on defense?
United Kingdom, of course, has a substantial defense budget.
Senator DouGLAs. Yes; but not as great as ours.
Mr. GMBERT. Well, their percentage of gross national product is

almost as much as ours.
Senator DOUGLAS. I think it is about 7 percent.

24-532-6:1- p~t. 2- -20
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Mr. GILBERT. The last time I figured ours, it was not too far
from that.

Senator DOUGLAS. If yOU take the cost-of-living increase, the
American figure of 25 percent is about the same as the Belgium-
Luxembourg 24 and the Canadian figure of 26 and is in excess of the
Portugal figure of 19, slightly in excess of the Swiss figure of 22,
but much less than the United Kingdom figure of 59, the Spanish
figure of 71 percent, the Swedish figure of 80 percent, the Australian
figure of 83 percent, the French figure of 87 percent, and the Irish
figure of 54 percent.

Isn't that true?
Mr. GILBERT. Yes.
With reference to this table, may I ask, if I may, why you are

going over these figures? Do you think that the correlations are
not exact at this time?

Of course, they work out very gradually over a period of time
and I thought the United States was on the verge of a very
dangerous inflation.

The fact, that we have not yet had similar increases in the cost
of living has little bearing on what is going to happen in the
future if we really pile up mountainous deficits from now on.

Senator DOUGLA.S. Well, the general implication of your statement
is that in comparison with other countries, we are going to hell in
a handbasket, so to speak.

Mr. GILBERT. I didn't mean that.
Senator DOUGLAS. I simply wanted to introduce these figures to

in(licate that the percentage of the increase in the debt had been
less in the United States than in most industrial countries and
the increase in cost of living less and that this has largely
occurred in face of the fact that we have borne a very heavv
burden of defense.

Mr. GILBERT. Well, the fact that the money is spent even for a
good cause like defense has little bearing on its effect on the
econonv.

Senator DOUGLAS. Are you proposing that we reduce defense
spending?

Mr. GILBERT. No sir; I am suggesting a defense in the economic
field before we do what Lenin says and spend ourselves into nothing.

I do not think defense is military entirely.
Senator DO1GLAS. I will simply remark on the table. These figures

are on debt per capita rather than debt as a percentage of gross na-
tional product.

You will find if you take debt as a percentage of aross national
product that whereas in 1946, the ratio was roughly $270 billion of
debt to $220 billion of gross national product. there is a ratio of 130
to 100, that now it is a figure of $306 billion debt to $587 billion gross
national product, or about 52 percent, or the ratio of the debt to the
gross national product has fallen, taking 100 as the bench mark, from
130 to just a little over 50. So it is easy to be pessimistic, Mr. Gilbert,
but it is also important to have one's comparisons appropriate.

Mr. GILBERT. Well, I think that you have chosen just one year,
which is a peculiar year, after the war: and I certainly would not want
to base an economic forecast on a 1946 comparison with the debt.
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It is sort of irrelevant.
Actually, before I prepared this testimony, I compared every year

since 1900, debt to gross product. That is why at the end of this
statement, I made a little reference to what had happened since 1925.

Senator DOUGLAS. If you want to take as a basis for comparison
when Truman left office, the debt was $267 billion. It increased to
$287 billion in the 8 years that President Eisenhower was in. It has
.ince increased to $306 billion.

So there has been an increase of roughly $40 billion during the 11
years. But that is an increase of one-sixth, a little less than one-sixth,
about 15 percent.

But during that time, the gross national product has increased
enormously.

Do we have an Economic Indicators here .
If so, could I get the last copy? I have it here.
Thank you very much.
Gross national product listed on page 2 of the September Economic

Indicators, which is the most recent one, in 1952, the total gross na-
tional product in terms of constant prices, 1962 prices, was $413-$414
billion.

The second quarter of 1963, $571.6 billion and the press announce-
miient of yesterday made the figure $587 billion, or the increase has been
from $414 to $587 billion, or an increase of $173 billion, which in
turn is slightly over 4() percent. whereas, according to your figures-
'ccording to reality, the national debt has increased from $267 to
$.306 billion, or by about 16 percent.

So we have been gaining ground in the last 12 years.
It is; very easy, Mr. Gilbert., to pick out figures which give a distorted

:ippearence of calamity and the net effect is to cast disrepute on what
lia- lia)pened, unjust lisrepute, aiid to contribute to an ill-based feel-
ill"' ,O ecoinomic sickness.

Mr. GILBERT. Well, Senator, I suppose you are aware of the fact
ihat the OECD, which is the European Economic Association, does

not figure gross national product in the manner in which we do. They
figure that our real gross national product is about $80 billion less.

Senator DOUGLAS. They are speaking of national income.
Mr. GILBERT. No, sir: this is gross national product at. factor cost.

National income is something less.
I have figured my table on national income rather than gross prod-

uct. This is one reason why I did it.
Then again, the Federal Reserve Bulletin recently published an

article criticizing the method of computing the gross national product.
Senator DOUoLAS. If anything, it understates the gross national

lroduct, because it does not take into account quality changes.
But let's take that figure. The figures on national income are

. iven on page 3 of Economic Indicators, if you will look at the tables.
It is the first column on page 3. This gives a figure of total national
income for 1952 of $292 billion and a second quarter of 1963 as
S"474.6 billion-really $475 billion. That is an increase of $183 bil-
lion. which is an increase of over 60 percent as compared to a 16-per-
evnt increase in debt.
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So that even as-so that the decrease in the ratio of the national
debt to the national income is even greater than the decrease in the
ratio of the national debt to the gross national product.

Now, you may not want to believe those figures, but they seem to
be accurate.

Mr. GILBERT. I all quite sure they are accurate but I think they
have taken a limited period of time and I do not think they vitiate
economic law.

Senator DouGLAS. If you go back to 1946, it will be even more
marked. In 1946, as I remember, the national income was just around
$200 billion. Then the debt was $260 billion-that is 130 percent.
When it was $270 billion the ratio of debt was 135 to 100. Now, it is
only 132 to 100.

Mr. GILBERT. If you wish to hang the argument on that 10-year
period, will you, allow me another one

Let us take 1930-40. Did we gain by the debt accumulation then?
Senator DOUGLAS. What. happened was we had a great world war

in which the liberties of all of us were at stake and which necessarily
involved not only the loss of life and the loss of blood that some of us
experienced, but also the expenditure of money.

If you think that we should not have defended ourselves against
Hitler and Mussolini, I suppose you are entitled to that opinion.

Mr. GILBERT. Do you have the right to read that sort of interpre-
tation into my statement.? I was never for Hitler. I was not for
Stalin.

Senator DOUGLAS. I did not mean that. I simply said that tflie
primary debt, was incurred as a result of the war.

Mr. GILBERT. Between 1930 and 1936, there was no war.
Senator DOUGLAS. No; we then had 18 million unemployed.
Mr. GILBERT. Why ?
Senator DouLAxS. Well. it is quite a story. 'We could talk for a

long time this afternoon. But whatever the reason may have been, we
had those conditions and we determined to try to save them from star-
vation and to try to furnish as much work as we could for them.

Now, a great many people differ on that, but I think if this had not
been done, we would have had millions of people starving and prob-
ably we would have had a revolution inside the country.

Mr. GILBrTm. Well, I thought we had just discussed revolutions in
terms of inflation of the currency and I fail to see where these debt
incurments are going to lead us any place in the United States.

Senator DOUGLAS. I am not arguing for the deficits, but I say these
gloomy figures you produce to justify your opinion that we are going
to the economic devil are loosely based, that in comparison with other
great industrial countries, we have been doing quite well. But in
comparison with the product of the country, the debt has been dimin-
ishing, governmental expenditures are just about a constant fraction
of the gross national product, around 17 percent.

There has been a very slight decrease, but no real increase.
And you have to take these things into comparison with the world

around us and what has been happening to our country itself.
I say this with all charity, but I think that these facts, and they are

facts, should also be entered into the record.



REVENUE ACT OF 1963

Mr. GILBERT. I appreciate your mentioning these things and may
I make a suggestion to your committee?

Senator DouorAS. Surely.
Mr. GILBERT. I suggest you do some research on the background of

gross national product. A great many people think now these figures
are fictitious and not real and such sums do not exist.

You can find the U.S. gross national product calculated by this Eur-
opean organization each year and it is quite different from ours.

Senator DOUGLAS. We have a Subcommittee on Statistics of the
Joint Economic Committee that has been going into this. As I read
the Federal Reserve Board figures, they feel the figures tend to mini-
mize growth because they do not take into account improvements in
quality, nor did they measure sufficiently and quickly enough the new
and growing industries, and new and growing plants, which develop
before reporting can catch up to them. So as far as the Federal Re-
serve Board is concerned, they tend to say that the present figures
minimize growth and maximize price increase.

That is the point, maximize price increase. Because some of what
is regarded as an increase in price is an improvement in quality.

The CHAIRMAN. Thank you very much, Mr. Gilbert.
The committee is adjourned until 10 o'clock tomorrow morning.
(Whereupon, at 4:45 p.m., the committee recessed, to reconvene

Wednesday, October 23,1963, at 10 a.m.)
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WEDNESDAY, OCTOBER 23, 1963

U.S. SENATE,
COMMITTEE ON FINANCE,

Washington, DC.
The committee met, pursuant to recess, at 10 a.m., in room 2221,

New Senate Office Building, Senator Harry F. Byrd (chairman)
presiding.

Present: Senators Byrd, Douglas, Gore, Talmadge, Ribicoff,
Williams, Carlson, Bennett, and Dirksen.

Also present: Elizabeth B. Springer, chief clerk.
The CHAIRMAN. The committee wIill come to order.
The first witness this morning is Dan Throop Smith, professor of

finance of Harvard Graduate School of Business Administration.
Mr. Smith, you have been before this committee many times. I

am glad to welcome you here again, sir.

STATEMENT OF DAN THROOP SMITH, PROFESSOR OF FINANCE,
HARVARD GRADUATE SCHOOL OF BUSINESS ADMINISTRATION

Mr. SMITH. Thank you, Mr. Chairman.
I recall earlier sessions with this committee with very great pleasure.

I appreciate the opportunity to appear before you again.
The tax bill before you, though it contains several good features,

seems on balance to be a bad piece of legislation. In the absence
of more determined control of expenditures than we have seen thus
far, the loss of revenue from the tax reduction bill would be likely
to involve the country in continuing deficits for many years. Accord-
ing to some responsible estimates, the budget would not be balanced
for another decade. Even though one might not favor an absolute
reduction in expenditures or an increase in tax rates to overcome the
existing deficit, a deliberate increase of a large existing deficit in rela-
tively good times, with a prospect of continuing deficits for a long
period seems foolhardy. The country cannot afford economic experi-
ments which are almost certain at some time or other to weaken con-
fidence in the dollar, both internally and externally.

Section 1 contains an admirable statement of policy regarding con-
trol of expenditures. But even the best statement of congressional
policy is not sufficient to assure restraint in actual expenditures. When
tax reduction is proposed by the administration as an alternative to an
increase in expenditures, one can only infer that deficit spending is the
principal objective. This was the policy which was tried and pre-
sumably discredited in the 1930's when after almost a decade of deficits
we had over 10 million unemployed just before World War II.
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A reduction in taxes with a large existing deficit is less bad than
an increase in expenditures under the same conditions. But in either
case there is an increase in a large existing deficit to be financed by
borrowed funds. Therein lies the error in policy and the danger.

No statement of intent regarding expenditure control can be an
adequate safeguard under existing conditions. Tax reduction should
not be adopted until there is evidence of accomplishment in control
of expenditures.

Advocates of tax reduction cite the increase in revenues following
the tax reduction in 1954 as evidence that tax reductions will actually
speed the restoration of a balanced budget. But they invariably fail
to note the even more important fact that expenditures were reduced
by $10 billion from fiscal 1953 to fiscal 1955. This was a reduction
in actual expenditures, not a paper reduction from some previously
projected level.

A reduction in revenues which is less than a reduction in actual
expenditures is a responsible fiscal act and may be expected to en-
courage activity in an environment of general confidence.

A reduction of taxes at a time when expenditures are being increased,
with statements that there will be some restraint in the increase in
expenditures, cannot be put in the same category of fiscal respon-
sibility.

Not only is a large tax reduction foolhardy it is also likely to be
futile in dealing with the most serious aspects ol our very real problem
of unemployment. In recent months there has been increasing recog-
nition of the fact that unemployment is concentrated in particular
groups of the population. Age, experience, education, race, even mari-
tal status, have an important bearing on employment. The distinc-
tion between general and structural unemployment has by now become
familiar. The former is due to a general deficiency of consumer de-
mnand and investment, the latter to shifts in demand among industries
and regions. As an economy becomes increasingly prosperous, the
probability of structural unemployment becomes greater. The further
we are above a subsistence level, the greater our choices and discre-
tion in spending, and the greater the likelihood that there will be
changes from time to time in the relative appeals of new clothing,
housing, house furnishings, automobiles, vaca-tions, hobbies, and sav-
ings. As consumption patterns fluctuate, there will inevitably be
pockets of unemployment in those industries and areas which are
temporarily or even permanently out of favor.

In addition to structural unemployment, which is primarily eco-
nomic in its origin, we should now recognize various sorts of social
unemployment. The school dropouts, the completely unskilled, those
prevented from full consideration for employment because of race,
and those who find welfare an easier way of life now appear to make
up our most critical groups of unemployed. Without new aptitudes
and new attitudes, many of them appear to be unemployable as well
as unemployed. For many the attitudes seem at least as important
as the aptitudes.

Monetary and fiscal measures cannot solve the problems of struc-
tural and social unemployment. Increases in the general availability
of credit or artificial increases in general demand , will not seek out
the pockets of unemployment and unutilized productive equipment.
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Rather, attempts to reach the pockets of unemployment by artificial
increases in total demand will lead to bottlenecks, to shortages, and
to increases in costs and prices in areas where there are no significant
shortages.

Those who stress fiscal and monetary policies have greatly over-
simplified the analysis of our problems, and the action they call for
is likely to undermine our currency and tlereby weaken the base for
the economic well-being of our country and everyone in it.

Selective action is needed to deal with particular problems in many
fields. Undue reliance on general remedies distracts attention from
the need for specific cures and may actually weaken a general system.
An attempt to relieve a deficiency of a particular vitamin in a diet
simply by eating more will probably continue the deficiency and
weaken the patient by obesity. The very dry sections of the country
need irrigation for agriculture; a doubling of total rainfall in the
entire country, if that could be achieved, would still leave the arid
regions too dry for farming, while creating floods in much of the
rest of the country.

Similarly, as a matter of economic policy, a large increase in the
deficit through a tax cut now has only a slight chance to do much
good and a great chance to do much harm.

Our tax structure, however, is very bad. It represses and distorts
effort and investment. It diverts attention away from productive
activity which would increase the real income of the country and
into maneuvers and manipulations to reduce individual and corporate
taxes which are socially unproductive.

In case there is any doubt as to the reference there, I am referring
to maneuvers and manipulations which are unproductive. I am not
saying that taxes are unproductive. It has put a premium on the
devious and the roundabout instead of the direct and the straight-
forward.

The state of the Union message last January properly criticized
our tax system on the grounds that it exerts-
too heavy a drag on present purchasing power, profits, and employment * *
It discourages extra effort and risk. It distorts the use of resources.

These were welcome words. They built up hopes for the sort of
revision and reform which would remove or at least substantially re-
duce the drags, the discouragements, and the distortions. The pro-
gram actually proposed, however, was a great disappointment. It was
irected primarily at increasing purchasing power. It would have

done little to reduce the discouragement to extra effort and risk. Nor
would it to any great extent have gotten at the distortions in the use
of resources.

The discouragement and distortion from taxation arise primarily
from excessive tax rates. It seems improbable that the beginning
individual income tax rate of 20 percent discourages extra effort or
risk or distorts personal decisions on employment or activity. Re-
duction in the bottom bracket rate increases purchasing power and is,
of course, welcome on personal grounds. But on economic grounds it
is hard to see how it can do anything more than increase purchasing
power.

The basic defeat in the original tax proposal was shown in table
III of the tax message. The last column of that table showed that
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while the combined effect of the proposed changes in rates and struc-
ture would be to reduce tax liabilities in the bottom bracket by 39
percent, the tax liabilities in the middle and upper brackets would be
reduced on a descending scale with a net rdeuction in the bracket of
850,000 and above of only 9 percent. The net effect of the proposals
would thus be to make the middle and upper brackets carry a higher
proportion of the reduced total burden. Essentially, the effect would
be to make the tax structure more progressive. The program seemed
inconsistent with the stated objectives of reducing discouragement and
distortions.

The bill before you, as passed by the House, is only slightly less
objectionable from this standpoint than the original proposal. The
combined effect of rate and structural changes gives a reduction of
tax liability of 38.3 percent in the bottom bracket, decreasing to a
reduction of 26.2 percent for incomes of $3,000 to $5,000, 19.9 percent
for incomes of $5,000 to $10,000, 16.4 percent for incomes of $10,000 to
$20,000, 15.1 percent for incomes of $20,000 to $50,000, and 12.6 percent
for incomes above $50.000. Thus the relief at the bottom is more than
three times as much as that for the larger incomes. This discrimi-
nation makes our tax system commensurately more progressive. When
relief discriminates against those who are most likely to be dis-
couraged and whose actions are most likely to be distorted, it is bad
economics.

The discrimination against middle and upper incomes also seems
unfair. One would have expected that tax relief would have at least
been proportional in all tax brackets. This standard appears to have
been accepted by Secretary Dillon when, in his statement supporting
a substantially proportional reduction in rates, he said to the Com-
mittee on Ways and Means:

The proposed across-the-board reduction in individual rates * * * will reduce
tax liabilities by $11 billion (at 1963 levels of income). This reduction will be
fairly spread at all income levels (p. 36, committee print of the House Ways and
Means hearings).

If an across-the-board reduction in rates is recognized as fair, then
a composite package which gives less than one-third as much pro-
portionate relief to larger incomes would seem to be distinctly unfair.

As is well known, the progressive rates in the middle and upper
brackets produce relatively little additional revenue; the entire scale of
progression provides only about one-sixth or one-seventh of the total
yield of the individual income tax. Roughly, the progressive feature
of our tax system could be cut in half for the same revenue loss as a
reduction in the bottom bracket by one and a half to two percentage
points, that is from 20 to 18 or 181/o percent. Since it is the progres-
sion which leads to the discouragement and the distortion, it seems al-
most inexcusable not to meet the problem forthrightly. Instead, the
bill before you reduces the bottom rate from 20 to 14 percent with a
declining relief in the middle and upper brackets and a top rate still
at TO percent.

The disadvantages of excessive rates was well recognized in the state
of the Union message last January. President Kennedy criticized
the present corporation tax rate "which gives the Government a ma-
jority interest in profits." This is a valid criticism, but if true when
applied to inanimate corporations, how much more valid it must be,
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when applied to the income of sentient human beings with their deep
personal feelings.

An argument in favor of at least proportionate tax relief for middle
:tnd upper bracket incomes must not be taken as approving or even
condoning all uses of such income. Conspicuous consumption is dis-
tasteful. Much expenditure even seems offensive to me, but these are
matters of individual taste. Each of us, at all income levels, probably
has what others regard as extravagances and penuries. The question
is not whether we might have a more esthetically and socially satis-
fying use of the national income by a highly progressive tax system.
It is rather whether we can afford to continue to have the disincentives
and the distortions in activity and investment through tax rates that
make it more important to save taxes than to earn income. The an-
swer seems clear that. we can ill afford the bad economic effects and
the continued strain on taxpayer morale and morals.

If the bill before you were simply one in a series of reductions, one
Could perhaps be reconciled to it as an unfortunate step, with the hope
that the next one would be more useful and fairer. But in view of
budgetary prospects, it, seems likely that, if enacted, this will be the
only tax reduction for the foreseeable future. The wrong sort of tax
reduction now will preclude the right sort of reduction for many years
to come.

Fortunately, the additional revenue loss from proportionate rate re-
duction would not be great. Or the pattern of rate reduction could
be revised. A net proportionate reduction in tax liabilities across the
board, and with a maximum rate of 50 percent, should be the objective,
with the extent of the reduction determined by the extent of risk one is
willing to take f rom increased deficits.

As an alternative, an optional tax rate schedule with a maximum
rate of 40 or 45 percent should be authorized for those who renounce
all deductions. To prevent manipulation, a taxpayer should be re-
quired to use one rate schedule or another for a considerable period,
perhaps a minimum of 4 or 5 years. A reasonable rate scale with no
deductions would simplify the law immensely and would create an
atmosphere in which people would concentrate on productive work
instead of tax shenanigans. No reform of the individual income tax
could be so fundamental or appealing. I urge its adoption. If
added to the existing bill, the legislation would become so great a tax
reform as to justify the risk of a substantial increase in the existing
and prospective deficits.

The preceding paragraph was written as it stands more than a
month ago prior to the news stories of Senator Long's proposed
amendment. The objective of this amendment holds tremendous
promise. My principal concern is that if its application would be
confined to very large incomes, it will leave a broad range of incomes
subject to excessive marginal tax rates well above the overall ceiling
rate. The people subject to these excessive marginal rates would
include many of those whose activities and investments are so im-
portant and are so distorted by tax considerations. The optional rate
scale should cover the full range.

I assume that capital gains would be included only after the gen-
eral percentage reduction, as they must be to prevent a major penalty
on investment, and that the credit for foreign income taxes would
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still be allowed as it must be to prevent an absolute penalty on income
from foreign sources.

One small interjection: As I have continued to think about this,
the one point that does concern me is the possible impact upon chari-
table contributions.

I am so tremendously impressed with the importance of private
donations to get the di-versity and variety of educational activities
and charitable activities that, we have, that I do wonder if perhaps the
rate scale might not be somewhat higher under the optional thing,
still leaving it open for charitable contributions as a deduction. This
is a close issue, but I think a very important one, however.

The proposed reduction in the corporation income tax is eminently
desirable. This tax is coming to be recognized, regardless of its
incidence, as a )enalty on efficient producers. A-s international com-
petition becomes more severe, the adverse effects of this penalty on
efficiency becomes more serious. The tax rate should be reduced as far
as possible in view of revenue requirements.

More fundamentally we should consider the adoption of a value-
added tax on business as a partial or complete substitute for the cor-
poration income tax. A value-added tax falls on all those who use
resources in production, but without penalizing those who do so effi-
ciently. Tax reforms in Europe where the value-added tax seems to
be in process of wide adoption increases the urgency of our considera-
tion of it if we are to remain competitive.

The substitution of a value-added tax could be made without reve-
nue loss. It would increase efficiency of production. It would im-
prove our balance of payments in the long run through this increase
in efficiency. More significantly, it would improve our balance of
payments almost immediately because a value-added tax can and
would be rebated on exports while the corporation income tax cannot
be rebated. A tax rebate would make our exports more competitive
in world markets.

The value-added tax is currently of great interest to many econ-
omists, though opinions are by no means uniform as to its desirability.
I urge that this and other committees of the Congress give prompt
attention to it as a partial or complete substitute for the corporation
income tax.

I come now to the third part of my statement with reference to the
specific substantive changes. Many of the proposed substantive
changes in the law are inherently desirable and, in another context,
should be adopted.

Restrictions on the sick pay exclusion are reasonable; complete re-
moval of the provision as originally recommended by the Treasury
would be preferable.

The limitation on casualty losses is good, but a percentage minimum.
as recommended by the Treasury, rather than a dollar minimum would
seem fairer and simpler. A $100 casualty loss hardly seems to justify
tax relief for a man with a large income.

The elimination of the deduction for State and local excise taxes
is also reasonable. This was done in 1942 for Federal excise taxes.
It broadens the base and simplifies tax returns and records.

Abuses in some sorts of real estate transactions have been quite
flagrant, with a succession of owners taking depreciation against ordi-
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nary income followed by sales with capital gains. The treatment
adopted last year for tangible personal property should be extended
to real estate, with gains up to original purchase price being taxed as
ordinary income. The Treasury recommendations themselves seemed
unduly mild in this area. The provisions in the bill before this com-
mittee will leave room for manipulation of the sort which is deplored
by both outside critics and many participants in the real estate in-
dustry.

Rules on aggregations of oil properties have needed to be brought
in line with those which were developed for mining properties by
this committee in 1958.

Tighter rules on perosnal holding companies and on interest deduc-
tions in connection with life insurance policies are desirable.

Stock options when properly used are good in that they assure that
executives will be personally interested in business policies leading to
long-term growth. Options have, however, been abused. The Treas-
ury proposal for repeal of the provisions on restricted stock options
was not justified and seemed inconsistent with the major objective of
more rapid growth. But the additional restrictions contained in the
bill before you are reasonable and desirable.

The new provisions on income averaging and moving expenses
would make the law fairer and are not unduly complicated.

The elimination of the penalty on consolidated returns is desirable.
Abuses of the corporate surtax exemption by multiple corporations
should be prevented. The provision in the bill before you is inade-
quate because it simply prevents the existing abuses from being en-
larged by the proposed change in corporate rates. I certainly believe
something more should be done in tightening on abuses of multiple
surtax exemptions. At the same time the tax on intercorporate divi-
dends should be removed. This package of three parts would restore
tax neutrality to intercorporate relations by preventing abuses and
removing penalties.

The Treasury proposal for a 30-percent inclusion of capital gains
was good, and a requirement for a longer holding period not unrea-
sonable. The additional category of capital gains in the bill before

you may use useful, but the percentage of inclusion and maximum
rate should at least be lowered in proportion to the reduction in the
income tax rates themselves. A tax on reinvested capital gains is a
capital 1ev-v rather than an income tax. Ideally, a tax-free rollover
should be permitted for reinvested capital gains, similar to the tax-
free sales and purchases of residences, with any unreinvested gains
taxable in full as ordinary income. I emphasize "as ordinary in-
come." I see no reason for a differential tax rate on consumed real-
ized capital gains.

Until that is done, it would be desirable to give a low-percentage
inclusion for very long-term gains, perhaps those held for more than
10 years, which seem most likely to be regarded as an integral part
of capital and hence reinvested. As it stands, the pending legislation,
by reducing the percentage of inclusion only from 50 to 40 percent and
the ceiling rate from 25 to 21 percent furher discriminates against
capital gains in the middle and upper brackets in comparison to regu-
lar incomes in the lower brackets. This discrimination is not con-
sistent with the national policy to encourage growth which in turn
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requires capital and minimum restraints on its mobility and effective
use.

In spite of the foregoing favorable remarks about several of the
structural changes, others appear to be bad; one of them seems very
bad.

The proposed ceiling on group life insurance is both discriminator-
and complicated. Some restrictions may be desirable to prevent ex-
cesses in the use of this heretofore tax-free fringe benefit. But a,
limitation should not discriminate for or against particular income
groups. A limitation related to compensation at perhaps double the
annual compensation would be fair and avoid the resentment which
the proposed ceiling fixed at a specific dollar amount must inevitably
cause. Alternatively, the basic concept of group insurance shoul'l
be followed by spreading the cost of the insurance over all beneficiaries
in proportion to their insurance rather than on the basis of age.

The new authorization to treat iron ore royalties as capital gaiiis
seems to be without merit. The inclusion of annual operating incoell
of this sort in capital gains brings the whole concept into disrepute.

The repeal of the Long amendment to the investment credit is un-
desirable. That amendment-I am referring to the amendment last
year on the Revenue Act of 1962-made the investment credit less
of a handout and maintained to some extent the integrity of the tax
system. Rather than repeal the amendment, it would seem preferable
to follow it to its logical conclusion and convert the investment credit
into a special first-year depreciation deduction all of which inust e
applied against the tax basis of depreciable property. If this were
done, the percentage of the deduction could be about doubled with no
loss in aggregate revenue, and total deductions would be limited to
cost, as they should be.

Since the investment credit and depreciation has been opened up for
consideration by the proposed repeal of the Long amendment, it may
be appropriate to note the truly splendid depreciation guidelines is..iiedl
by the Treasury last year. They are a major longrun reform, but
their effectiveness will be seriously limited by the reserve ratio test
which they contain. I urge that this test be repealed. No other coun-
try has a similar rule, to the best of my knowledge. It is a tax barrier
against the new investment in capital equipment which is needed to
make our business competitive with industry abroad. The reserve
ratio test should be removed.

Though the House rejected the proposal for a presumptive realiza-
tion of gain at death, the matter has been raised again in Treasury
statements and thus, I presume, becomes relevant. in these heari,,l'ns.
The whole idea of presumptive realization of carryover of basis seems
inappropriate. It stems from an abstract concept of income, com-
parable to the proposals to include the presume(l rental value of
owner-occupied houses in income. But only in the most theoretical
sense is there any realization of income by death.

The entire value of an estate is capital. The estate is subject to a
capital levy in the form of an estate tax. Surely after this capital levy,
a family should be permitted, once a generation, to start afresh in its
relation with the tax authorities. Neither presumptive realization nor
carry forward of basis accords with popular concepts of income or
equity; the law should not be unduly complicated and the tax on
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capital increased because of an abstruse concept which has become
fashionable among some theorists.

Treasury statements that a presumptive realization of gain at death
is necessary to justify a reduction in the capital gain tax rate seem,
frankly, to be illogical. The lower the capital gains rate, the less the
benefit of the step-up in basis at death. As the potential tax burden
becomes less, the significance of nontaxability would appear to be
less rather than greater. But a reduction in the potential burden,
through lower capital gains rates, is no reason to adopt an unrealistic
concept of income. The proposal for presumptive realization seems
to be bad from the standpoint of both equity and economics and an
attempt to relate it to the desirable reduction in the capital gains rate
seems illogical.

Last and worst among the structural changes is the proposed repeal
of the dividend credit. Dividend income is the only form of income
subject to double taxation under our combined corporation and in-
dividual income tax. All other corporate payments are deductible to
the corporation and hence subject only to tax at the individual level.

The incidence of the corporation income tax is, to be sure, uncertain.
Traditionally, it was thought to rest entirely on the corporation, that.
is, ultimately, on its stockholders. During the past, generation,
opinions of both economists and businessmen have changed and it is
now thought that the tax is, to a considerable extent, shifted forward
in prices. If the tax were completely shifted, there would, of course,
be no double tax burden if dividends were fully taxed. Full shifting,
however, is seldom if ever considered likely. To an appreciable extent
the corporation income tax does rest on the corporation and hence
some element of double taxation is real and relief is in order. If as
much as one-twelfth of a corporation income tax of 48 percent. is borne
by the corporation, the 4-percent dividend credit is necessary to prevent
discrimination against equity investment..

The nature of the dividend credit is sometimes misstated. It gives
the greatest proportionate relief from the double tax to the lower
income brackets. The 4-percent credit gives relief from one-fifth
of the second tax, that is the individual income tax, against, the present
l)ottom bracket tax of 20 percent. The 4-percent credit gives relief
from only one-twelfth of the second tax at the 48-percent bracket
and from only one twenty-secondth at the 88-percent bracket. The
extent of the relief as a fraction of the second tax thus falls off rapidly
under the progressive income tax. And lest there be any remaining
uncertainty as to the difference between a credit against, tax and a
credit against income, the credit against tax also gives a higher pro-
portionate relief to the lower brackets. A credit against the tax gives
the same absolute amount of relief for a given amount of dividends.
ks one moves higher in the tax brackets, the given amount of relief
becomes a lesser fraction of the additional tax, as noted above. By
contrast, a credit against income would mean much more to the higher
bracket than the lower bracket taxpayer. The credit against the tax
was selected because it did not discriminate against the lower bracket
stockholders. It cannot properly be criticized as discriminatory
against smaller investors; on grounds of discrimination, it can only
be criticized as giving inadequate relief to middle and upper brackets.

The dividend exclusion gives full relief from the double tax to those
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with no more than $50 to $100 of dividends. For those with appre-
ciable amounts of dividends, the relief from the double tax is trivial,
almost insultingly so. For a retired couple with $7,000 of income, all
from dividends, the 4-percent credit amounts to $156 against a tax
of $780, on the assumption that they are both over 65, each owns some
stock, and deductions are 10 percent of gross income. Under the pro-
posed legislation, they will lose the $156 credit and receive instead
an additional exemption involving a tax saving, at present rates, of
only $20. At the proposed new rate scale, the tax saving from the
exemption becomes even smaller.

The substitution of an additional dividend exemption for the divi-
dend credit is thus discrimination, one might even say gross discrimi-
nation, against the middle and upper income brackets. It emphasized
the discrimination in the pattern of rate reduction.

In summary, the bill before you involves a loss of revenue which
is dangerous in view of the strain to which the dollar is already sub-
ject. An increase in disposable income is not likely to be effective in
relieving the pockets of structural and social unemployment which
are so very real and serious.

If I might interject, I hope nothing here will indicate that I am not
tremendously impressed with the importance, the seriousness of our
problem of unemployment. I noticed an adjective used in one of the
papers last week, I believe it was a statement made by the Chief of
Police of the District of Columbia, that the unemployment problem
was in fact terrifying as a social problem. I think it is a terrifying
situation, but I think we, in this bill, are proceeding in the wrong way
to deal with the particular problems that we have.

If the tax reduction were of a sort which would be a major reform
to encourage long-run growth, one might accept the risk of the larger
immediate deficit. But the pattern of rate reduction discriminates
against the middle and upper income brackets. It makes our tax
system even more progressive than it is.

The bill before you fails to deal forthrightly with the ways in which
the tax system discourages extra effort -and risk and distorts the
use of resources, to quote for the last time the valid criticisms made
in the state of the Union message.

Several of the structural changes are desirable but they should not
be used to make the tax system more progressive. A few of the struc-
tural changes are inherently bad and should not be adopted in any
case, regardless of the schedule of rate reduction.

The House Ways and Means Committee made great improvements
in the recommendations of the administration, but much remains to
be done by your committee.

With a revision of the pattern of rate reductions and the elimina-
tion of a few of the structural changes, the long-run advantages of a
real reform in rates and structure would justify the risk of some in-
creased deficit if there were really earnest efforts to control expendi-
tures. Without such changes and such efforts the bill before you
would involve excessive risks for limited benehts, and its adoption
would preclude the prospects for real reform in tax rates and tax
structure for many years to come.

Unless substantial but not difficult changes are made, I respectfully
but strongly urge that the legislation be rejected.
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In any case, I urge that action on it be postponed until the facts
on future expenditures become clearer after the next budget message
has been received and examined.

Thank you very much, Mr. Chairman, for this opportunity to
present my opinions.

The CHAIRMAN. Thank you very much, Mr. Smith.
Senator Douglas?
Senator DOUGLAS. Mr. Smith, in your statement you speak of the

numerous manipulations which are devious and roundabout, and later
you refer to tax shenanigans. I wondered if you would be specific
as to what you think the devious and roundabout maneuvers and
manipulations are and the tax shenanigans which are carried out under
present law.

Mr. SMITH. I do not know how much time you want me to take,
Senator Douglas. I wrote a rather long book on the subject a year
or two ago.

Senator DOUGLAS. I know. Would you summarize this very briefly
for the sake of the record'?

Mr. SNEITH. Yes.
Senator DOUGLAS. Would you regard the depletion allowance on oil

as a case of tax shenanigans?
Mr. SMITH. That seems to be a rather straightforward thing that

has been put in by Congress. I do not believe there is much deviousness
on that.

Senator DOUGLAS. Would you regard it as a shenanigan?
Mr. SmIrrH. No. The shenanigans I am referring to are when

people proceed in the roundabout fashion.
Senator DOUGLAS. You do not object to the depletion allowance?
Mr. SMITH. That is not the question you asked me, sir, and that is

not the answer I gave.
Senator DOUGLAS. I now ask you that.
Mr. SMII5TH. I have said on various occasions that I have in fact

been greatly annoyed at what seemed to be many of the arguments
that are advanced in favor of depletion-that they seemed to be some-
what specious. I am referring in this case to the fact that there is a
presumption apparently that the value should be recouped rather
than the cost. That does not seem to me to be a valid point.

On the other hand, from the standpoint of the economic conse-
quences, I have never yet been able to get sufficiently on top of facts
to be quite sure.

There is a publication coming out shortly based upon a conference
at the Brookings Institution-this has been well publicized in the
past; perhaps some of you have already seen it-based on a conference
about a year ago on this very subject.

The thing that impressed me in that was that the emphasis seemed
to be shifting rather from matters of equity, which concerned me
greatly in this respect, to matters of the misallocation of resources.

If the net effect of the depletion allowance is to have the price of
gasoline a cent or a cent and a half lower than it is otherwise, , there
are no equity problems. This then seems to me to be somewhat of an
esoteric problem to deal with as a matter of tax policy.

On the other hand, I am bothered very much by what seemed to me
the opportunities for the passive landowner to fall into what seemed
to me extreme windfall gains with the differential tax effect.

24-532-63-pt. 2-21
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The problems is also complicated by the fact that some of the prod.
ucts in the industries benefiting from depletion are homogeneous prod-
ucts with world markets. We are tied up here with matters of import
quotas and the like. For certain products like sand and gravel, on the
other hand, I see no justification whatsoever.

I am sorry to give a long rather than an immediate answer.
Senator DOUGLAS. I am trying to find out just what you answer

has been on this question.
Do you approve of the 271/-percent depletion allowance deduction,

271/2 percent of gross income up to 50 percent of net income?
MI'. SMITH. I am not sufficiently informed on the facts, and I have

not found sufficient research work to be
Senator DoVaLAS. Mr. Smith, if you are not informed, who is?
You were the tax expert for the Treasury for what was it, 4 years

or 8 years?
Mr. Sm-r. Right. between. Six.
Senator DOUGLAS. Six. You are certainly one of the two or three

best informed men in the country on the technique of taxation, and
yet you say you are not sufficiently informed about this fact to give
an opinion. That is astounding, Mr. Smith.

Mr. SMNITH. I am sorry to astound you, Senator Douglas.
I am perhaps astounded myself that I have not managed to get. on

top of all aspects of the tax law, but this is one I frankly am puzzled
as to what the implications are on pricing as compared to net profits.

Senator DOUGLAS. What are these tax shenanigans that you re-
ferred to?

Mr. SMITH. I think the capital gains concept has been very greatly
abused by maneuvering and manipulating what. most of us would
consider straightforward income into capital gains.

Senator DOUGLAS. That is fine. I agree with you thoroughly. How
would you check this?

Mr. SMITH. I would tighten very drastically the definition of capital
gains. As I have indicated here, I would go much further even than
the Treasury recommendation on taking away the capital gains pro-
vision on the gain to the extent of previous depreciation on reals.

Senator DOUGLAS. Very good. What other shenanigans would you
try to check ?

Mr. SMITH. There are some problems in the personal holding corn-
panies that certainly need tightening.

Senator DOUGLAS. Setting up a corporate shield?
Mr. Smrmi. Precisely.
Senator DOUGLAS. To stand between the individual income and

taxation?
Mr. S~irrH. Precisely.
Senator DOUGLAS. Do you regard the provisions in the present bill

as adequate?
Mr. Sxrr. This is another one-I am not a practitioner, as you

know; I am an economist-I have not been able to get on top of all
the things.

My impression is that this is a darn good one.
Senator DOUGLAS. You are one of the greatest authorities in the

country, Mr. Smith.
Mr. ShrrH. Thank you for those very gracious comments, Senator

Douglas.
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Senator DoiN;LAS. I attribute this to you as a technician.
Mr. SMITH. I think the holding company provisions, to the best

of my knowledge, are adequate at least for the time being, bnt I sus-
pect this is an area the committee may well want to look at agpr.Ii in
another 5 years. I am not critical of these as I am of the real estate
(rains. There I am explicitly critical because it. seems, as I have said,
that even the Treasury recommendat ions

Senator DOUGLAS. Are there other shenanigans that you think are
going on that should be checked .

Mr. SMITH. Yes; there has been a great deal of abuse over the years
in borrowed funds for life insurance, even to the point I uidertand
in some instances of having a loan officer on the other side of ,n office
of a life insurance salesman.

I am not sure that the present provisions go quite far enough there.
They certainly do not go too far.

Senator DOj7GLAS. NOw that is a new one for me at least.
Mr. S-MITH. There is something in the bill on it, sir.
Senator DOUGLAS. No; I mean these borrowed funds for life iIIur-

ance.
I wonder if you would describe that a bit.
Senator BENNETT. It is in the bill.
Mr. SMITH. There is a provision in the bill tightening the present

treatment, sir.
Senator DOUGLAS. I understand, but about the present abuses?
Mr1". SSrI. Well, it is a matter of taking what is ostensibly a life

insurance policy, I believe they frequently are sold in multiples of
hundreds of thousands of dollars or even up into the millions, with a
very nominal first premium to get it, together. The additional pre-
miums are advanced on a loan which is related to the increase in the
cash surrender value of the insurance.

I believe, though I am not certain, that in some instances these are
nonrecourse loans, so the policy itself is the only security for the loan.

Now the point, of course, is that the interest on the loan is currently
deductible, it will be reducing the net cost, and the higher individual
bracket, the lower the net cost.

What this works out to is a situation whereby an immediately deduc-
tible interest at 4 percent might even be a useful way, a reasonable use
of funds, even though the insurance policy is only compounding at 3'
percent. That is, it. would be especially true if the policy could be
realized as capital gains.

Now the Congress a few years ago, at the instigation of the previou.,
administration, did some tightening on that and we got rid of the
capital gains realizations on most of the policies. But this is some-
thing that arises in only a very, very minor fraction of the insurance
industry.

I know many of the leaders of the industry are much embarrassed
by what is going on, but it is an area that needs I think further tighten-
ing.

If I might amplify this to show how things happen, this point was
first tightened in the Internal Revenue Code of 1954. The Treasury,
with a few experts that it is able to have to deal with the vast variety
of problems, thought, we thought, we had everything handled, and
within 2 or 3 months a very small insurance company, but one with a
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large advertising budget, was advertising another way of defeating
this same device, and had the effrontery to say "approved by the
Treasury Department" because the then legislation had not managed
to close the loophole completely.

'Senator DOUGLAS. Do you think the provisions in the present bill
meet this difficulty?

Mr. SMITH. Again, I am not on top of all of it. I am not aware
that it is significantly deficient as I think the real estate provision is,
but I suspect this is a problem of continuing concern, even to the
point, Senator Douglas, where, as in various other things I have
written, we may get to the point where the complete denial of the
interest deduction of personal interest may be appropriate.

'Senator DOUGLAS. iNow later on in your paper, in discussing the
dividend credit

Mr. SMITH. Yes.
Senator DOUGLAS. You speak of the dividend credit as being pro-

gressive, I believe, that is, that the dividend credit is greater for the
lower incomes than for the supper incomes proportionately, that is,
the 4 percent you say is one-fifth of the 20 percent tax.

Mr. S3uTI-1. Correct.
Senator DOUGLAS. And only one-twelfth of the 48 percent.
Mr. S3ITH. And so on, yes.
Senator DOUGLAS. But that ignores the fact that the people in the

20 percent bracket do not own much corporate stock. That is, with
$2,000 of taxable income, those people really do not own corporate
stock.

Mr. SmrrH. Of course, for those who own no corporate stock it
gives no relief, but they have no double tax.

Senator DOUGLAS. I know, but so far as you are saying that this is
a progressive feature, this is not true so far as income classes are con-
cerned because it is the upper income classes which own corporate
stock.

Mr. SMITH. The whole problem of the dividend credit is designed
to give relief from the double tax for those who are subject to it, and
for those who are not subject to the double tax there clearly is no
point of relief.

Senator DoUGLAs. That is not the sole purpose of the different
dividend credit.

Mr. SMrrH. Senator, I beg to suggest, you referred to the fact
that I once had something to do with Treasury activities. I had a
good deal to do with this one.

The whole justification was the fact of a certain amount of double
taxation.

Senator DoUGLAs. Since you have referred to your part in the
original formulations of the plan and the putative paternity which
you gave to it, you started out with a 15-percent dividend credit, did
you not?

Mr. SMIrH. Exactly.
Senator DOUGLAS. In the original recommendations.
Mr. SMITH. That is right, and I still think it was unfortunate

that it was not adopted.
Senator DOUGLAS. So you would favor increasing the dividend

credit to 15 percent.

768
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Mr. SMITH. I would favor increasing it up to the first bracket
individual rate, whatever that rate is.

Senator DOUGLAS. Twenty percent,?
Mr. SMITH. Twenty percent as it now stands.
Senator DOUGLAS. Now, this is a straight deduction against taxes,

not against taxable income.
Mr. SMITH. But Senator, I devoted half of a paragraph to em-

phasizing why the credit against tax does not give the larger relief
to the upper brackets which the deduction against income would give.
We selected the credit against taxes for the very specific reason that
it did not give the higher relief to the upper brackets.

Senator DOUGLAS. Now, this leads to your whole philosophy of
taxation.

As I take it, you want to retain the 20-percent tax on the lowest
bracket of taxable income.

Mr. SMITH. No; I did not say that I favored that, sir.
Senator DOUGLAS. I thought you did.
What would you favor in the lower brackets?
Air. SIITH. My statement was, I believe, that the objectives would

be for a proportional reduction of tax liabilities of tax rates across
the board with a ceiling of 50 percent, the amount to be taken now
dependent upon how much we can afford, given the budget situation.

Senator DOUGLAS. How much would you reduce the lower bracket
then?

Mr. SMITII. I first decide how much revenue loss I can afford, and
I do not think it is anything like $10 or $11 billion. Then I would
do it proportionately, but, perhaps following the suggestion based
upon the news stories of Senator Long's proposed amendment, I would
find a way to have a ceiling rate of 50 percent.

Senator DOUGLAS. That would mean then a reduction of 41 points
in the upper income group, or a reduction of approximately 45 percent
for the upper group.

Mr. S3IITH. It seems to me it is very much-
Senator DOUGLAS. That would not be a proportional reduction.
Mr. SxlTrti. That is correct.
I make an exception to my proportionality, as I said, to get a

ceiling of 50 percent, which I think is very much in the national
interest.

Senator DOUGLAS. If this does not bring in enough revenue, you
would propose a tax on value added in manufacturing?

Mr. SMITH. That, it seems to me, is the best, though I am proposing
that, Senator, as a partial substitute for the corporation income tax
in any case.

Senator RirBcoI-. Will the Senator yield?
Senator DOUGLAS. Yes.
Senator RIBICOFF. Do you not outline it?
You point out that for the lower bracket which Senator Douglas

is talking about, you would lower it from -20 to 18 or 181/2 percent
instead of 20 to 14 percent.

Mr. SM-ITH. No, Senator.
Senator RmiCOFF. I mean, do you not list this yourself?
Mr. SMITH. Senator Ribicoff, this was not a proposal, and I believe

that is indicated by reading.
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I was merely trying to give the order of magnitude of the revenue
impact of changes in the top bracket rates and the bottom bracket
rates. This was not a proposal.

Senator BENNErt. It is an example.
Senator RMICOFF. But if you were to go through with the type of

proposal that you suggest, then you would take the 20 percent, the
lowest bracket, and reduce it to 18 or 181/2 percent. This would be
your philosophy?

Mr. SmrrH. No.
I would say that we could have a larger reduction in the lower

bracket, I think with a real tax reform in rates and other things, we
could afford enough revenue loss to go somewhat further in the reduc-
tion at the bottom bracket.

Now, since this point of the top bracket has been raised, there are
various ways, as I have at length described in some things I have
written, various ways of looking at the impact of changes in rates in
terms of income after taxes, in terms of tax rates themselves.

The thing that I urge this committee to think back on is what hap-
pened in 1932 when the rates were changed. The previous pattern was
from one and a half at the bottom to 25 at the top, and in order to get
more revenue, the rates were changed. It was the bottom rate that
had to be changed principally to get the revenue because that is where
the income is. The bottom rate was raised from 11/2 to 4 percent. At
that time the top bracket rate was raised from 25 to 63 percent, which
had the effect of cutting net income by more than one-half.

The previous net income after the top bracket rate was 75, after
the tax of 25, after the tax of 63 it was only 37 percent. It cut income
more than half.

Senator GoRE. You are speaking now of taxable income?
Mr. Si&rrrnH. I am speaking of taxable income, Senator Gore. That,

it seems to me, was really the greatest catastrophe in the history of
tax legislation in this country. Ever since then we have been oper-
ating under these excessive rates which, I submit, Senator Douglas,
so long as we have them we will have people maneuvering, manipu-
lating, looking for shenanigans.

Senator GORE. In this same context., Mr. Smith, would you now
tell us the effect on after tax income, based on taxable income, of the
proposed change in rates?

Mr. SmrrH. I have not run them. I believe various others have
done it.

Let's see, I can do it by mental arithmetic here.
If we go from 91 to 70, that increases the net income in that incre-

mental marginal bracket from 9 to 30 cents, and that is an increase of
what is it, three and a third, I guess, if my mental arithmetic is correct,
which is inevitably the thing that has to happen if we are going to
get away from the mess that we got into in 1932 and have been strug-
gling under ever since.

Senator GoRE. Would you mind-I will not ask you to do it now-
would you mind, as a service to this committee, to supply for the
record at this point the percentage of increase in after-tax income by
applying the proposed rates on taxable income-you discussed the
change in 1932 in terms of rates applied to taxable income.
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Would you please give us a table showing the percentage increase
in aftertax income with respect to taxable income affected by the rate
changes?

Mr. SMITH. This sounds like a rather formidable statistical task for
one professor to have to make a whole table.

May I submit two or three examples, and I assure you it will cover
the full range, and I am sure your staff has already provided them for
the committee.

Senator GORE. Yes. Mr. Stam's staff has already prepared it.
Mr. SMITH. I am sure they have.
Senator GORE. You can just verify their calculations.
Mr. SmrrH. If you would like to have them over my name, I would

be very glad to do so.
Senator GORE. I think it would add distinction to them.
Thank you.
(The information referred to follows:)

HARVARD UNIVERSITY,
GRADUATE SCHOOL OF BUSINESS ADMINISTRATION,

GEORGE F. BAKER FOUNDATION,
Boston, Mass., October 31, 1963.

Mrs. ELIZABETH B. SPRINGER,
Senate Finance Committee,
Washington, D.C.

DEAR MRS. SPRINGER: This letter is in reply to Senator Gore's request to me
during the hearing on H.R. 8363 of October 23, 1963, that I review staff calcula-
tions of various changes in tax liability and taxable income after tax as a result
of H.R. 8363. The following comments are addressed to tables 1 and 2 dated
October 4, 1963, prepared by the staff of the Joint Committee on Internal Reve-
nue Taxation under the title "Individual Income Tax Liability."

Though the arithmetic calculations appear to be correct, as one would, of
course expect them to be, it is notable that the tables include only the effect of
the rate changes and that a more accurate indication of the impact of H.R. 8363
is contained in table 3 of the report of the Committee on Ways and Means of the
House of Representatives to accompany H.R. 8363, dated September 13, 1963,
page 17. Even this table does not include the effect of the changes in the treat-
ment of capital gains.

Yours very truly,
DAN THROOP SMITH.

Senator DOUGLAS. I take it basically, Mr. Smith, that you do not
place much emphasis on the progressive theory of taxation so far as
it applies to the individual income tax. I do not say that you throw
it out completely.

Mr. SMITH. I am certainly glad you said I do not throw it out com-
pletely because I do not.

Senator DOUGLAS. Yes, I understand.
Mr. SMITH. I most profoundly believe, Senator, that 50 percent

should be the top marginal rate.
Senator DOUGLAS. That is 50 percent top marginal rate?
Mr. SMITH. Top marginal rate.
Senator DOUGLAS. Wat would that be in terms of an average rate,

about 35 percent, 30 to 35 percent?
Mr. SMiTH. It depends on the size of one's income.
Senator DOUGLAS. Yes, I understand.
Mr. SMITH. It depends on where you reach the top bracket, of

course. If we were really to have a top marginal rate of 50 percent, I
would not be too concerned to have the brackets spread wider than they
they are now.
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It is my feeling, Senator, that it is the marginal rate, not the aggre-
gate tax burden, that is so important..

If there would be some way, if some way could be devised, not neces-
sarily to relieve the amount of tax paid by the top bracket individuals
but to keep them from having their decisions so distorted by having
the marginal rates as high.

Senator DOUGLAS. I notice that you endorsed the suggestion which
Senator Long has made. and perhaps indeed preceded him in making
it. Senator Lon c's proposal, as I remember, it did not include the giv-
ing up of capital gains, the capital gains provision.

Mr. SMITH. I have gotten only what I have seen from the news-
papers and that was not clear to me.

Senator DOUGLAS. And also, it did not propose the plugging of any
loopholes or truckholes. People could still retain those, but if they
gave them up, they would be limited to 50 perecnt.

Mr. SMITH. Right.
Senator DOUGLAS. Would you support a proposal to eliminate all

of these loopholes and then impose a top of 50 percent?
Mr. SMITH. All of these loopholes
Senator DOUGLAS. Instead of making them optional, make them

mandatory across the board and then fix a top of 50 percent, because
otherwise this is a heads-I-win, tails-you-lose proposition. Those
who can cut their taxes much below 50 percent by the shenanigans
which you describe will still use the shenanigans. Those who are
not able to find protection can, therefore, turn to 50 percent.

Mr. SMITH. We each have our own definitions of 'loophole."
Senator DoUGLAs. That is why I started off asking you about the

shenanigans. That is your phrase. I have used it too, but I was
glad to see that you used it.

Mr. SmITH. Thank you. I am delighted to be in your company,
Senator.

Now I do not consider a differential tax on capital gains, on really
long-term gains that are reinvested, as a loophole. This is a matter of
individual concept.

Senator DOUGLAS. Let's eliminate the capital gains question.
Let's take the other devices or what you call shenanigans to reduce

taxes. Suppose they are abolished for everybody, and then a top
of 50 percent is imposed.

Senator BENNETT. Will the Senator yield?
Senator DOUGLAS. Not quite. I would like to have the witness

reply to that.
Senator BENNETT. I am trying to get a definition of another area

that might be a loophole.
Senator DOUGLAS. I appreciate my good friend's interjection, but

I would like to have the witness reply to this question.
Mr. SMITH. Yes. I would certainly be sympathetic to the elimina-

tion of all deductions, with the possible exception of the charitable
deduction. Now there was, I indicated, a matter of social policy on
that. But down with all the deductions. That, of course, would
keep the personal exemptions.

Senator DouGLAs. Yes, I understand.
We may be getting together, Mr. Smith. We may find ourselves

in happy company on this.
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Mr. SMInr. I hope it will not be too much of a surprise to either of
us if we found ourselves in agreement, Senator Douglas.

Senator GORE. Do not shock any of the rest of us.
Mr. SMITH. But note that in my reference to Senator Long's pro-

posed amendment, it would have I think, it would have to have a mar-
ginal rate of 50 percent. He has a provision in which there would
be many people paying 60, 65, and 70 percent, and then come down.

Senator DOUGLAS. That is right.
There are many more questions I would like to ask, but I think

I have taken up more time perhaps than I should.
The CHAIRMAN. Senator Williams.
Senator WILLIAMS. Mr. Smith, in your report at the bottom of

the page you have this paragraph:
The new authorization to treat iron ore royalties as capital gains seems to

be without merit. The inclusion of annual operating income of this sort in
capital gains brings the whole concept into disrepute.

My question is this: Did we not have this same problem before us
while you were working in the Treasury Department?

Mr. SMITH. We certainly did, in 1954, and I was as emphatic then
in representing the Treasury as I am now as an individual in opposing
it.

Senator WTI.VTILTAS. If I recall correctly, at that time the Secretary
of the Treasury stated that he was not only opposing it on behalf of
the Treasury Department but also as one who would personally benefit
in this and familiar with the situation.

Do you recall that?
Mr. SMITH. I believe so, Senator, and on this particular point of

my statement, on the basis of very recent discussions with the former
Secretary of the Treasury, I am authorized to say that he still holds
that position as an individual citizen and is opposed to this particular
provision of the bill.

Senator WMLIAMS. I appreciate that because my next question was
going to be if you had talked with Secretary Humphrey recently.

Mr. SMITH. Yes.
Senator WILLIAMS. What is his position? I understand that his

companies would be the primary beneficiaries under this particular
proposal.

Mr. SCIITH. That I do not know as to what companies would or
would not benefit, but Mr. George M. Humphrey is opposed to this
provision.

Senator WILLI.S. I remember that in 1954 he took a very strong
position that it was inequitable and that there was no justification for
it at all. I commended him at the time, and I commend him now for
taking the similar position that this is an unwarranted benefit.

I was surprised that the administration recommended the expan-
sion of the benefits under this depletion proposal rather than a
contraction.

I thank you for that clarification.
The CHAIRMAN. Senator Gore.
Senator GORE. I am going to yield to my friend from Georgia who

has not had an opportunity to ask questions.
Senator TALrMADGE. I am grateful to the Senator from Tennessee.
Mine will be very brief.
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I notice on page 2 of your statement, Mr. Smith, dropouts, the
completely unskilled, those prevented from full consideration for
employment because of race, those who find welfare an easier way of
life, now appear to make up most of the critical groups of the
unemployed.

You state:
Without new aptitudes and new attitudes, many of them appear to be un-

employable as well as unemployed. With many, the aptitudes seem at least as
important as the attitudes.

How would you deal with this question of school dropouts, the com-
pletely unskilled and so forth that you make reference to there?

I think you have put your finger on the most critical problem of the
unemployed.

How would you approach that question?
Mr. SIITH. Senator Talmadge, that is a pretty appalling problem.
I think reeducation, some adult reeducation, is important and use-

ful. I do not know how you create an environment that people are
willing to move from a particular area of the country to another area.

For instance, if large-scale agriculture is taking over from small-
scale agriculture, we see the statistics about the fact that many people
born on farms will not find a basis for livelihood on farms. That
means they have to move into other lines of activity. I am afraid
much of it is a matter of passage of time. Perhaps it is a matter
of successive generations that are called for.

I think a great deal can be done by local entrepreneurship in get-
ting new industries in an area. This does not necessarily mean, in fact
I think perhaps it does not mean, that there needs to be Federal assist-
ance on it.

We had problems in many of the New England textile towns in the
thirties where the overwhelming bulk of the employment was with
a single company which, in effect, folded up, and with considerable
enterprise new sorts of light industries were brought in. Training
programs were provided for the former textile workers to move.

I shall make a statement also which I know is a dangerous statement
to make politically, but I am afraid that we have, in a fair number of
instances, welfare growing up as a way of life for two or three genera-
tions. I think stricter control on the recipients of welfare are
necessary.

This is an area where, frankly, I do not in any sense pretend to be
an expert. I am concerned with two things: One, that to try to do it
by aggregate demand by a big tax reduction first will not be effective,
and secondly, that if the tax reduction is played up so much as the way
of dealing with our problems, we actually will relax and not look at
the sort of specific things which people who are familiar with this
area much more than I am can, I hope, come up with.

This is not a very satisfactory answer, Senator Talmadge, and I
would be the first one to say it.

Senator TALMADGE. Thank you, sir.
No further questions.
Senator Rmico . Would the Senator yield on just that point,?
Senator TALMADGE. I am delighted to yield.
Senator RrBiCOFF. Is this not going to cost money?
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Mr. SIrrH. Some parts of it will cost money, but I have a profound
belief, and based upon my observation of what happened in New Eng-
land that I referred to earlier, that much of it needs to be local actiNity
not directed from the top.

Senator RIBICOFF. Are the local factories going to train the skilled
workers ?

Mr. SMITH. They may in some instances.
Senator RIBICOFF. How many do?
Mr. SMITH. I am not an expert on this, Senator. I cannot say.
Senator RIBicoFr. I know, but you come here with a philosophy,

Mr. SMITH. Yes.
Senator RIBICOFF. And you say you are not an expert on this phase

of the problem and I would say you put it mildly. You are not
when you come to this field. Yet you come here with a philosophy to
try to influence a committee.

Now, the distinguished majority leader, the minority leader, the
senator from Kentucky, and myself have joined in a bill which would
coinnmit the Federal Government to spend $50 million to help the
States and tbl municipalities to train and put people on welfare
irow, on work programs where they could be trained.

Do you think this would be a bad expenditure of $50 million?
Mr. SMITH. I do not know whether it needs $50 million or $5 mil-

lion or $500 million. That is what I mean by saying-
Senator RIBICOFF. How many people do you think are on relief in

America today?
Mr. SMITH. Senator, may I deal with the first part of your question

just a moment?
Senator RBICOFF. Yes.
Mr. SIITrr. I do hold myself out and I will hold myself out as an

expert in the field of monetary, fiscal, and tax policy and it is in that
connection that I am appearing before you.

Now, as to how to get the T'ocalities to do things, I did have some
experience some years ago. I was, as a matter o? fact, a member of
the Council on Aging or I was the Deputy for the Secretary of the
Treasury on that, and I was much impressed with the way that
operated as a catalytic agent to bring in experience from the different
States, the different, localities, to get an exchange of information, to
encourage action at, the lower level.

On the basis of that experience, I am impressed with the fact that
it is not necessarily the amount of Federal money that is being spent,
but the attitude in the Federal Government, the dramatizing of the
importance of the problem, and the encouragement of local people to
do things.

Now, the retraining of skills, I think, is a %ery important one, but
I certainly do not know to what extent that should be financed by the
Federal Government or the local government. But I can well imagine,
sir, that in many of these areas some increase in expenditure, iT di-
rected to the core of the particular types of social unemployment we
have, can be very useful.

Senator RIBICOFF. How much is the Federal Government today
spending toward welfare, do you know?

Mr. SMrrH. I do not know, sir.

7 75



776 REVENUE ACT OF 1963

I have an economic report here and could doubtless get it out.
Senator RMICOFF. It, becomes very important, sir, because I think

that Senator Talmadge placed his finger on a very, very important
point, especially as it relates to the tax bill which is supposed to be
able to stimulate employment.

Now, would it surprise you to know that there are 7 million people
in this country on welfare?

Mr. Smrrii. No, certainly not, if you tell me that. That seems about
right.

Senator RIicoFF. This country is spending $1 billion on this on
State, local, and Federal levels.

ir. SITII. Yes.

Senator RIBICOFF. Basically you are right when you have said that
in some cases we have two and three generate ions in America on relief.
You are talking about social unemployment and you put your finger
on it. There is social unemployment that will not be solved by the
tax bill. Yet you are against spending money to correct it, and unless
we spend money to correct this condition, you are going to have a
continuing generation after generation on social

Mr. S. iTH. Senator, I did not say I was against spending money
to correct it. I said I did not know the most appropriate way or the
amount of Federal as compared with State moneys which should be
put into this.

Senator RinicoFF'. But the Federal Government is now committed
through Federal law that has been in existence a long, long time under
our social security laws were we pay an average of 50 percent of
every dollar that is spent in this field. The Federal Government does
have an interest in getting people off relief, in having them employed.

Mr. SM1ITh. I certainly ,hare your sentiments on the desirability of
spending more money to get people off relief, which will have the effect
of cutting down on the amount of continuing relief you will have
to have, and also give us a much better social system.

Senator RmiCOFF. Yes, but you would restrict the Government from
spending further funds, because with reduced taxes you would have
no new expenditures. What you are doing thereby, by limiting ex-
penditures on the Federal level, is to make it impossible to train these
people in order to get them off relief.

Mr. SMITH. I think there might well be desirable changes within
the category of Federal expenditures. It may well be that we will
have to spend a little bit more in the aggregate.

Senator RIBICOFF. What I am trying to do is to get a man like your-
self to think about these problems with a sense of perspective. They
are not all easy, and you raise a problem, but you do not go into the
depths of how you are going to solve the problem.

Mr. SMITH. There are many problems in the world that I would not
presume to solve. I am here to testify, and I do testify most em-
phatically, that I believe the emphasis upon increase in aggregate de-
mand from tax reduction is definitely the wrong way to solve the very
great problem that is before the country.

Senator TAL.31ADGE. No further questions, Mr. Chairman.
The CHAIRMAN. Senator Bennett.
Senator BENNETT. Mr. Chairman, the question I was going to ask,

which Senator Douglas did not let me get into that discussion
Senator DoUGLAS. Just a minute.
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Senator BEN NE'r. Just a minute. You yielded to your colleague
but you would not yield to me.

[Continuimg.] Was the question that you yourself have, already
mentioned.

I was going to ask you if you felt that charitable deductions were an
exclusion which you would forbid under your proposal that these
loopholes should be closed, if you felt that charitable deductions were
loopholes. But you have already answered that question.

You feel that they are not loopholes.
Do you feel that joint returns are a loophole? Would you eliminate

joint returns?
Mr. SMITIL. NO. I would be sympathetic, and I have said this be-

fore, Senator Bennett, if we would have a situation in which each
individual could pay his own taxes on his own income without having
discrimination in favor of community property States. Then at that
point I would not insist upon joint returns. But until the benefit of
the community property States is eliminated, it seems to me that we
must have joint returns to avoid geographic discrimination, and one
other point, because the proposal is often made that there be com-
pulsory joint returns with a single rate scale.

That, I have said, is the nost immoral, inappropriate proposal that
could be made in tlie, wlole field of taxes. To put an annual tax on
the maintenance of the legal state of marriage seems to me to be com-
pletely scandalous, and that is a proposal that, was made by many
previous administrations, but not sine 1958.

Senator BEN.,-NNET. These rights to deduct State taxes are reduced
in this bill, but not eliminated?

Mr. SMITH. Yes.
Senator BENNEIT. Do you consider them to be loopholes?
Mr. SMITH. No. I do not think loophole is the appropriate term

for the deductions anyway. They have been put in by act of Con-
gress, and there is no way that a person maneuvers and makes devious
conversion of income into something else by the use of the State tax.

So I certainly do not think that is a loophole. But I think they
might very well be cut back, the deductibility be cut back as part of
a package with a top ceiling rate of 50 percent.

Senator BENNETT. Turning the question around the other way,
what would you leave in if this top 50 percent were allowed '?

Mr. SMITH. Nothing except the possibility of charitable deductions.
Senator BENNXI'Irr. You would leave the personal exemption?
Mr. SMITH. Oh, yes. That is not considered as a deduction. We

need to have that to keep the tax from being entirely too onerous at
the very bottom bracket.

Senator BENNETT. And in light of our last discussion, you would
leave the joint return unless something else happened?

Mr. SMITY. Yes.
Senator BENNETT And would you eliminate everything else?
Mr. SMITH. In the way of deductions, yes.
Senator BENNETT. These expense deductions for moving expenses

contained in this bill?
Mr. SMITH. I was referring to deductions from adjusted gross

income to get taxable income.
Now, there are certain other deductions that. are peculiarlv related

to earning income. I suppose the extreme example is the saleinan's
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expense of driving around. I think on matters of fairness that those
would have to be continued as deductions with reference to getting
income. But it is personal deductions below adjusted gross that I am
referring to.

Senator BENNEtt. That clears it up for me.
Then those things which represent costs of acquiring income?
Mr. SmT. Yes.
Senator BENNETr. You would still leave in there?
Mr. SM-H. Yes, and perhaps we would want to take an awfully

good look at the present demarcation between deductions for adjusted
gross, from adjusted gross and taxable, and see if there are not some
things in the wrong category on both sides on that.

Senator BENNET-. On this question of the deduction of insurance
payments by individuals, you have come to that one--of interest
payments.

Mr. SAUMTH. Yes.
Senator BENNEr. You take the position, with which I agree, that

in this particular instance, the use of interest payments to reduce the
cost of insurance, this should not be allowed. But what about other
interest payments?

Mr. S:rirt. I would be willing to ro all the way and remove the
deductibility of personal interest as distinct from interest associated
with carrying on a business :lctivitv.

Senator BEN'NErr. Including interest on mortgages?
Air. SM rrIT. Yes, sir.
Senator ("on.. For home purchase, I take it.
Mk[r. S ITH. Yes.
Thank you, on owner-occupied houes.
Senator BFNNETT. You would include interest on mortgage on a

home? You would not permit the owner of a home that has a moil-
ga re, on it to deduct the interest on his mortgage?

Mr. SM1ITh. Correct, I would not.
Senator GORE. Would the Senator yield ?
Senator BENNETr. Yes, sure.
Senator GORE. But you would permit it if it were interest on a

mortgage or debt for the purchase of a business property or an income
producing property?

Mr. S1IT. Oh, certainly. This is part of the cost of finding out
what the net income is.

Senator BENN-ETT. Of course, we would get ourselve into some auav
areas when you have a single proprietorship making a business return
as a personal. return, just as we now have the gray areas on the pro-
prietorship in connection with the owner's yard expenses.

Senator GoRE. And the man who uses the front room of his house
for an office, uses his automobile a certain part of the time?

Mr. SMITH. And even professors, one of whom I heard of had the
effrontery to claim as a business expenses one-quarter of the cost of hi
eight-room house on theground that he needed an upstairs study afld
a downstairs study, and asked the university so to certify, and the
university promptly, of course, refused.

Senator GORE. I would like to get clear in my own mind this ques-
tion of alternatives, with a fixed ceiling that you suggest of 50 perent,
for those whose rates are now above that figure.
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Would you establish that as a single fixed ceiling, so that a man who
might have 2 percent of his income above 50 percent would have very
little benefit from that alternative, while the man who had the 91-
percent rate applied to him would have a great benefit, or would you
have a series of graded alternatives ?

Mr. SMITH. I think, Senator, that it is absolutely essential that
there be a series all the way up of rates, so that there would not be the
sort of notch provision that we had in the law for the small corpo-
rations at one time way back in the thirties, so that nobody's marginal
rate should be more than 50 percent. If there is not the sliding scale
all the way up, most of the benefit I am afraid would be lost.

Senator GoRE. Have you done any computation to figure out ap-
proximately what relation those various fixed rates should bear to the
top marginal rate of a taxpayer?

Mr. SsrIrm. I would tie it in with whatever pattern of rate one has
for those who do not take the option. I would set a rate such that
most of those itemizing would find it beneficial to come under the rate.

Senator GORE. Roughly, probably not less thaii half of their top
ma rg'inal rate, perhaps not more than two-tliirds or three-quarters?

Mr. SMrlTrr. Of that order of magnitude.
I have had in mind something of the two-tlirds to three-quarters.
Senator GORE. Two-tlhirds to three-quarters .I
Mr. SMITH. Yes, of that order of magniitude.
Senator GrmuR. And as I read your testimoiNy. von would require a

man making a choice to stick with his choice for 4 or 5 years?
Mr. SUTrI-. Otherwise, we would create a new shenanigan, I am

-afraid, of the lumping and timing of deductions.
Senator GORE. I am sure that is right.
Senator BENNETT. I was very much interested in your reference in

.your statement to the value added tax approach to corporate taxa-tion.
I do not thiik this committee has ever seriously studied that particu-
lar proposal.

I wonder if you could either prepare a memorandum for us, a brief
iemoranduni which would enable us to understand the basic features
of the tax, or refer us to a publication that would give us that infor-
mation which we could put, in the record.

Mr. S1lTI. I would be very glad to prepare a memorandum.
(The information referred to follows:)

MEMORANDUM ON A VALUE-ADDED TAX

A value-added tax is imposed on all producers at each stage of production,
-preferably at a flat rate. The tax base for each company is its total sales less
purchases of all sorts from other companies or suppliers which are themselves
subject to the tax. Thus the tax for each company is based on the value which
it adds. measured by its costs (other than purchases from those who are paying
their own value-added taxes) plus profits.

A value-added tax might be considered as a partial or complete substitute for
the corporation income tax, as a substitute for the selective excise taxes (other
than the excises on liquor, tobacco, and gasoline), or as an additional revenue
source.

In contrast to the corporation income tax, a value-added tax does not dis-
criminate against efficient producers. Since the tax is based on total internal
eosts plus profits, a high-cost low-profit company would have the same tax as a
low-cost high-profit company, if they both sold the same amounts at the same
prices and had the same purchases from outside suppliers of material and capital

,equipment. Accordingly, any saving in costs through increased efficiency would
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be reflected fully in profit-: ior reduced selling prices) and any increase iln cost,
would reduce profit., Iy an equal ainunt.

Whereas the corporation income tax cushions the impact of increases in costs
and thus in a sense subsidizes inefficiency, a value-added tax is neutral with
respect to efficient and inefficient producers.

Adoption of a value-added tax as a partial or complete substitute for the cor-
poration income tax would redistribute the burden of the existing income tax.
If the rate of a value-added tax was just sufficient to secure the same amount
of total revenue, the more efficient firms would find their tax burden reduced
and might under competitive pressures reduce their prices. Analysis of the prob-
able effect on prices of a substitution of value-added taxation for corporate in-
come taxation is complicated. The result depends on the extent to which the
existing corporation income tax has itself been reflected in prices.

It seems now to be believed by most economists and businessmen that the
corporation income tax is to a very considerable extent shifted forward in
prices. This opinion differs from the stated in economics textbooks of a genera-
tion or two azo when it was generally believed that a tax on profits could not be
shifted and rested on the corporation and its shareholders. Neither theoretical
nor statistical analysis has yet given conclusive answers regarding the incidence of
the corporation income tax. The extent of shifting doubtless depends on the
industry, the position of a company within an industry, and the passage of time.

To the extent that the existing corporation income tax has been shifted for-
ward. a substitution of a value-added tax should not increase prices and may,
in fact. lower prices, since the total tax burden on the more efficient firms will be
reduced and these firms may be the price-setting companies.

The timing of a substitntion of a value-added tax for part of the corporation
income tax should be carefully planned to avoid an interim increase in total
tax on the more profitable companies. It has been argued that though higher
corporate income taxes have come to be reflected in higher prices, a reduction
in the tax would not necessarily lead to lower prices. In the economist's phrasing.
tax-induced price increases would be sticky on the down side, as are wages and
other price increases. There seems to be enough validity to this reasonin- to
make it important that the combined value-added and corporation income tax
should not be larger for any period during a transition from one to the other
than the corporation income tax alone would have been for an efficient profitable
company. Unless the timing is properly handled. there might be a pressure to
increase prices to cover a value-added tax whenever it is imposed, without a
corresponding pressure to reduce prices when the corporation income tax is
reduced at a prior or subsequent time.

A substitution of a value-added tax for the corporation income tax without an
Increase in prices (and with the possibility of a decrease in prices) could have
several economic advantages. both domestically and internationally. First. and
most directly. a value-added tax can be rebated for exports, which cannot be
done for a corporation income tax under the GATT agreements. This opportunity
to rebate part of the total tax on business would reduce the net cost of our
products in world markets, increase our exports, and improve our balance of
payments.

A value-added tax would also appear to be preferable to a corporation income
tax because. as noted above. any savinzs in costs would in the first instance be
fully reflected in profits. Thus the inducement to greater effiieney would be
stronger than it is under our income tax. Greater efficiency is : principal source
of economic growth. And though reflected in higher profits in the first instances.
competition is likely to shift much of the benefit of increased productivity into
higher wages or lower prices.

Finally. a value-added tax would not deter capital investment as the corpora-
tion income tax does by increasing the cutoff point for investment decisions.
Corporate investments in plant and equipment and In the development of new
products are ordinarily made against some sort of standard involving an
expected rate of return, a period for recovery of the investment or other more
sophisticated forms of analysis such as discounted cash flows. Virtually all
standards involve calculations of profits before taxes and after taxes, with the
after-tax return the critical one. The higher the corporation income tax, the
higher the before-tax return must be to justify any particular investment. A
value-added tax would be included among all other costs and would not consti-
tute a specific barrier to investment by requiring a higher prospective rate of
return.
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To the extent that the corporate ion income tax has not been shifted forward in
prices, the advantagevs of a sulstitution of a value-added tax Nviuld lit Ie so
decisive. A bad effect of the subtitution would be that the t;tx would tend to
raise prices. Since the tax would be rebated on exports, however, the price rise
would not adversely affect exports or the balance of payments.

But in spite of this disadvantage, the tax burden would be shifted away from
the more efficient producers, more funds would be left in the hands of such
producers for expansion, and all factors of production would tend to shift into
more productive employment with consequent improvement in productivity, the
national income and the rate of economic growth. The greater general produc-
tivity in turn would tend to reduce prices.

The most serious adverse effect of a partial or complete substitution of a
value-added tax for a corporation income tax is that it would impose a new
tax burden on new businesses which in their first years may be unprofitable
even though they later become very successful. This impact, however, is sig-
nificant only to the extent that the corporation tax has been shifted. The
substitution of a value-added tax, if properly timed, should result in no general
increase in prices, and the loss or no-profit companies would have a new tax cost
which they must absorb.

If the value-added tax causes an increase in prices, that is, if the corporation
income tax has not already been reflected in prices, then the burden of the new
tax cost will be borne by all producers and the marginal firms will be in the
same relative position in comparison with the profitable firms. In view of the
social and economic importance of new companies, it would seem desirable to
try to develop some basis for a lower tax or tax postponement for new firms
if this could be done without inviting abuse.

The major policy decision which has to be made in adopting a value-added tax
ik the treatment of purchases of capital equipment. As noted above, all pur-
chases from other companies subject to the tax must be deducted to avoid
pyramiding of the tax and an incentive for vertical integration. The simple and
straightforward procedure is to allow current deductions for all purchases. both
of material and capital equipment. An alternative would be require amor-
tization of the cost of capital equipment over its life. The former method seems
highly preferable because it encourages capital investment and increased ef-
ficiency.

France, which is the major country using the value-added tax. secures the
effect of immediate deduction for all purchases by a very simple administrative
procedure which has a major incidental advantage of self-poli.ing. Eich com-
pany computes and adds to its invoices the value-added tax on its total sales
price. The tax paid by any company for a period is the sum of the value-added
taxes billed to its customers less the value-added tax included in the invoices
of all of its purchases for the same period.

By allowing current deduction for all purchases in computing the value added
by each company, a company might have no net tax if it is building up it, plant
and capital equipment rapidly. The current deduction gives a strong incentive
to investment which is generally recognized as desirable for both long-term
growth and as a recovery measure.

In France this feature is recognized as a major advantage of their value-added
tax. Tntil 1963, the value-added tax stopped at the wholesale level, with a
subsequent 2a3 percent retail tax. The value-added tax i, now being substituted
for the retail tax with the specific intent of securing the inducement which the
tax can give to increased investment, greater efficiency, lower costs and, hope-
fully, lower prices.

Discussions in Great Britain about a possible substitution of the value-added
tax for the profits tax appear to assume that the tax on all purchase. would
be currently deductible. It would seem unfortunate for any country to fail
to secure the inducement to investment which is offered by this aspect of a
value-added tax.

In addition to its use as a partial or complete substitute for a corporation
income tax. a value-added tax might also be considered as an alternative to
other forms of taxation or as a new rovenwi siouree. It is clearly preferable
to a turnover tax which, by taxing each stage of production gives a strong induce-
mient for vertical integration by imposing a greater total tax on a succession of
independent stages of production.

Value-added taxation at a flat rate is preferable to a capricious selection of
excises on specific products because of its nondiscriminatory application. if
adopted here as a partial substitute for the corporation income tax, it might

24-5:2-63-pt. 2- 22
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a:lso be u,*ed as a substitute for our selective excises other than those on liqu,.
tobacco, and gasoline, each of which has its own good reason for special high
taxation.

A value-added tax is somewhat more complicated than a uniform flat rate of
tax at a single stage of production, such as a manufacturers', a wholesale, or a re-
tail tax, but it has the great potential advantage over any of them of encouragilig
investment, if all purchases from other taxed producers are currently deductible.

For the reasons already given, the value-added tax would appear to be lss
bad as a new tax source than any alternative tax or any increase in existing
taxes. However, in view of the very high total tax burden, even the adoptioii
of the least had tax of all with no reduction in existing taxes would increase
the total tax burden with adverse economic effects. The possible availability
of a new revenue source should not be considered as justification for relaxation
of expenditure control.

A final major issue in the adoption of a value-added tax would be the extent
of its application. It might, as discussed above, be used as a substitute for
part of the corporation income tax. Alternatively it might be extended over all
forms of productive activity, including services, conducted by all forms of or-
ganizations, including partnerships and proprietorships. Such extensions, with
proper adjustment in individual and corporate rates, would give greater neu-
trality in the tax burden on all forms of consumption goods and services and all
types of business than we now have. It would thereby be a better system than
our present one. If the tax were introduced at a low rate of 1 or 2 percent it
might be applied generally from the start. However, the clear and immediate
advantages of using it as a partial substitute for the corporate income tax sug-
gest that it might, at least in the first instance, be applied only to corporations
with an assurance that the transition problems would thus be minimized.

DAN T11ROOP SMITI.
OCTOBER 31, 1963.
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ir. Srrmi. I made two trips to Europe last month, as a matter of
fact, just to participate in discussions on value added taxes, becaus-e
of my own great interest in it. There was a meeting of the Brook-
ings Institution and the National Bureau of Economic Research at
the end of last week where a series of splendid papers were presented
on this. This will not be published for several months, but Ipresume
the committee might request those papers, and I would urge the
committee to do so.
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Senator BENNETT. Since they will not be available perhaps before
we 1 havo to come to a decisionn oil tlis bill, Mr. Chaiiian, I would like
(,, ask your permission to ask Mr. Smith to submit a memorandum
briefly outlining the concept.
Tie CIIAIRMAN. Without objection.
Senator TALMADGE. Will the Senator yield briefly at that point ?
Senator BENNEWr. I will be happy to yield.
Senator TAILMADGE. By a value added tax, do you miean something

similar to a transactions tax '(N which there would be a tax levied
every time a dollar changed hands?

Mr. S3IITHI. It is like a t'aiisactionis tax, Senator Talmadge, but

with one tremendously important (lilference. There is a deduction
allowed for the tax pail by the suppliers of material, capital equip-
ment, and whatnot, to avoid any pyramiding, and that is, I really
believe, essential because the t ranwact ionis tax, the turnover tax, gives
a strong in(lucement to vertical ilte(rration within indii-try.

Under a turnover tax, a company is better off to start with the raw
material and sell only the final product. The value added tax has
('om)lete neutrality between many stages of production and a single
stage of production. It has complete neutrality between costs and
profits, and it. may have-and this is I think the tremendously impor-
tant thing about it-it may be used to give a strong inducement to
capital investment.

When I was in France last month, as a matter of fact, the French
were just extending their value added tax to retailing. Previously
it had stopped at the wholesale level and they had a 23/4-percent retail
tax. Tlev are substituting the value added tax for the retail sales
tax to get the same amount of revenue.

The way they operate and the way it is being contemplated if it
were adopted in England, thev would allow the immediate deduction
of the tax component on capital equipment.

One of the purposes of adopting the value added tax in France is
to encourage improved efficiency in retailing, which is an area of the
French economy that is notoriously inefficient.

Excuse my long answer.
Senator TALM ADGE. Thank you.
I appreciate the Senator from Utah yielding.
Senator BENNETr. Let me come back. "ou have answered the

Senator's question. But I think we on the committee, and I am sure
the people in the audience, would appreciate a brief affirmative state-
ment of the theory behind the value added tax.

Mr. SMrITIi. I will be delighted to present one, and I will also
take

Senator BENNETT. Would you do it verbally in a minute or two
now?

Mr. SmiT. Oh, yes, certainly.
The value added tax is on gross receipts less purchases from others

who have been subject to it.
Senator BENNETT. The tax?
Mr. SNITH. The value added tax.
Senator BENNETT. So it ends up that any given company pays the

value added tax only on that amount of the sales price which was
added within that company?
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Mr. SMITH. Exactly so, and another way of putting it, is to say
that the tax base consists of the costs incurred within the company, a-
compared to purchases from outside, plus the profits.

Senator BENNET. That is right.
Mr. SMITH. One advantage here is that you have neutrality, as I

have said, between profits and costs.
If you can cut cost and it goes to profits, there is no increase in

tax. If you cut profits and it goes to costs, there is no reduction in
tax. There is no tax subsidization for inefficiency, which we now
have under the corporation income tax.

Senator BENNETT. If a man wants to reduce his tax under the
value added tax concept, he has got to increase his efficiency and
lower his prices?

Mr. SMITH. That is the point.
Senator BENNETT. Or lower his margin of profit?
Mr. SMITH. That is it exactly, the lowering of the price, which will

have such tremendous importance in the very severe international
competition that we are confronted with.

Senator BENNETT. It is interesting to me that you tell us our trad-
ing partners who are our competitors abroad are moving to this device,
which presumably will help them improve their competitive situation
against us.

Mr. SM[ITH. Yes.
Senator BENNETT. Where we have this tax on profits.
Mr. SMITH. And at the risk of repetition, let me emphasize also

that under the GATT agreements the value added tax can be re-
bated on exports while the corporation income tax cannot be.

There is a basis for a further decrease in our prices for international
competition.

Senator BENNETT. Would it not be much simpler to administer,
much more simple for the taxpayer to calculate and much easier
to verify?

Mr. MITH. It would be much simpler, and I confirmed this by
talking both to Government people and business people and account-
ants.

In France where they have both the income and the value added
tax, they all agree that it was appreciably simpler. It could be still
simpler if you had a flat rate.

In France they have a lot of different rates and there are problems
of under which category a particular thing comes. Hopefully, the
only proposed reform in France would be to have a flat rate on every-
thing. It cannot be more complicated and it almost certainly will
be much simpler than the corporation income tax.

Senator BENiNETT. Those are all my questions, Mr. Chairman.
Senator GORE. Mr. Chairman, I yield to the Senator from Illinois.
Senator DIRKSEN. Mr. Smith, very little has been said about the

financing of the effects of the proposed tax bill. I asked Mr. Dillon
to put something in the record about it. But as it, occurs to me, we
will have a deficit in fiscal 1964, a deficit in 1965, a deficit in 1966,
although he did not estimate what it was, and Dr. Burns, formerly
of the Council of Economic Advisers, thought it would be 1972 at
the earliest before we might secure a balanced budget.

784
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Now that means that the Treasury is going to have to finance and
refinance a good mnanv of its issne., not only for new money but for
issues that fall due after being refinanced in that period.

It is stated that this tax bill is designed as an incentive to get
Ihe (ountlt y movii,, again. Well. I have some doubt. that there are
internal financial resources sufficient at any time to make the material
gain in that field: that is, the corporate entities of the country ,-ro to
hnto the market for money where they will be going into the same
market as the Treasury to secure funds, unless, instead of going into
the private sector, they want to operate through the Federal Reserve
ad through the banking system. But when you do that. you begin
to toy with the possibility of increased interest rate and inflation), and
it is a froravat ing en ough to holders of Federal bonds who are likely
as not to dump some, at least if there is a more attractive interest
riate in the private sector.

It, looks to me like that is not a small problem by any means.
I would be glad if you made some comment on that for the record.
Mr. SIrrUTH. I think'1 it is a very serious problem, as you have indi-

cated in your statement. There is in a sense a dilemina before the
Treasury, if there is net borrowing, as to whether it tries to tap the
flow of private savings, which hlas the unfortunate effect of diverting
funds from private use, which is the area that they are trying to stimu-
late. or alternatively relvinig on the banking," svsteml for expansion., the
commercial banks in the first instance by selling short-term bills to
them and ultimately the Federal Reserve having to provide the base
by an expansion of credit. The latter has the danger of setting the
inflationary spi ral into effect.

I think it is veryN significant, a4 you have said by your question, that
there has not beeii as lmuch attention given to ti debt management as
there probal)bly shoidd have been. One can have even with a balanced
budget certain inflationary action if you pay off, for instance, savings
bonds by borrowing from the Federal Reserve to do so, even though
there is no net deficit.

Conversely. one could have a deflationary effect if one were to retire
bills held by: the banks and the Federal Reserve in turn would restrict
its credit base, by selling more savings bonds to individuals, taking
private savings out of the stream of private income flows where pre-
umably it is needed in an expanding economy.
This is a tremendously complex subject. I do not want to take an

undue amount of time of the conirnittee to go through all the rami-
fications. But. I think I would just, like to conclude, if I may, by
emphasizing the dilemma which you pointed out that the Treasury is
confronted with, as to whether it will tap private savings or resort to
expansionary, with the danger of inflationary, bank financing.

Senator DIRKSEN. The bill could become self-defeating.
Mr. SMI3TH. I think it can.
Senator DIRIKSEN. Now, little ha.s been said about what the effect

might be of this bill as far as confidence abroad is concerned.
I think I have seen at least a score of statements by central bankers

and others who pretend to know the monetary problems over in Europe
particularly, who look with some misgiving upon the fact that we
refuse to face up to our tax problems here at home in relation to
debt and deficit.
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I saw two or three just a day or so ago. These are ostensibly respon-
sible people. It certainly is important to us, in view of these recurring
deficits, when you stop to consider the number of short-term obliga-
tions that, are in the hands of the central banks and other individual>
in Europe which would be convertible into dollars and gold.

I recall years ago while on the House Banking Committee, the uii-
named White House spokesman that they used at that time mentioned
the fact. that we could stand a $55 billion debt. Marriner Eccles was
Chairman of the Federal Reserve Board, as I recall, and, of course,
everybody rushed in to say that this was a $55 billion county v anl
obviously we could stand a debt of that size.

It, seems an interesting postscript to history that at the l)resent ti,,
our debt ceiling is $309 billion, not $55 billion. But it has occurre,1
to me if you can stand that kind of debt, aI deficit, at a point confide 'e
not only here but abroad runs out andi then you are in trouble.

It would occur to me that if they refused to hold their marble.s ani,l
said, "This does not, look good from where we sit," then obviously we
are in trouble.

It goes to the question of increasing debt an(I increasing deficits. anl
how they interpret it as a refusal to face up to an austere program.

Have you some comment.?

Mr. SrrlI. Well, we certainly are not following, we certainly ;wve
not taking the medicine which we advise other countries to take under
similar circumstances and conditions. I am greatly concerned about
it. It was for that reason that in the last sentence of my first parni-
graph of my statement I said:

The country cannot afford economic experiments which are almost certain
at some time or another to weaken confidence in the dollar, both internally and
externally.

If we do. unfortunately, go along this line, I certainly do not want
to say anything that would help weaken confidence.

On the other hand, I think in this consideration it must be recog-
nized that that is a very real and continuing problem.

Who would do what differently and at what time, that. is awfully
hard to predict. These are matters of psychology on which one cannot
be confident in advance as to the timing of the direction of the action.
But I was impressed, as you apparently were also, by that projection
of Dr. Burns; in fact, it was the one I had in mind without identifica-
tion where I said some responsible estimates have the budget, un-
balanced for as long as a decade.

I just do not believe that we should or can with any assurance em-
bark upon a pattern of financing that runs that, to me, very, very grave
risk.

Senator DrRKsEN. Now, many statements have been made. and while
the Secretary of the Treasury hedged this statement, I think one can
use it as it appeared to the effect that unless the Congress approves this
tax bill in substantially its present form, we might have a recession.
and to counter that your outlay would cause your deficit to increase
very materially, and make it necessary to shift the debt ceiling evell
beyond where presently they indicate we will have to put it some
time before the 30th of November.

Mr. Snfrri. Well, obviously intelligent and intellectually honest
people are saying that and I am sure they believe it. I just think they
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re wrong. There has been over the decades, over the generations
really, sort of a sequence of what I guess are curreiitly fashionable
ways of solvino all problems.

In my gra(flate student days in the late twenties. we were not
doing to hav-e any more depressionis because we had the Federal
Reserve System. Then the 1930's came along. Then the currently
fashionable thing was if we just get interest rates down far enough.
we will get rid of all problems.

I remember even in 1935 a very eminent world-famous economist.
:1 British economist, said when I called on him that the real trouble is
interest rates are not down low enough.

Good heavens, they were already down to virtually a nominal
figure. That was the fashionable thing for a while. Now we seem to
Ie in a mood that aggregate demand is the way to solve all problems.

I think, as I have said in my paper, that that is based upon a gross
oversimplification of an appraisal. I think the attempt. to deal with
our problems that way may well do more harm than good. But I may
he wrong. That seems to be the temper of the times so I hope I am
wrong. But I am afraid I am not.

Senator RmiCOFF. You refer to the alternative or optional rate
schedule?

Mr. SMITH. Yes.
Senator RmiCOFF. As Senator Long has suggested, have you worked

out an overall program on that?
Mr. SMITH. No; I have not..
Senator Bennett. asked if I had any specific figures on it. My com-

ment there was, which I must repeat here, my thought is that the.
optional rate scale should be keyed into whatever is the basic rate
scale, so it depends then upon what is adopted as the underlying rate
-cale.

I would have the optional rates so set that most, but not all, of
those itemizing deductions would come under it.

Senator Bennett suggested this in the order of two-thirds or three-
quarters of the rate scale that you have for the others. That is about
the order of magnitude that I had in mind.

Senator RmiCOFF. You have not worked one out?
Mr. SMITH. No: I have not, sir.
This again is a thing that takes a sizable clerical staff to do, and I

frankly, as one professor, am not in a position to do.
Senator GORE. Dr. Smith, as always, I have found you stimulating,

interesting, and now and then provocative.
One thing I can always expect from your testimony is the display of

a keen intellect, and I respect you and appreciate some of your sug-
gestions, but deprecate others.

I suppose if I made a speech and you were in the audience, you might
have similar views or sentiments.

Mr. SMIrrH. Thank you, Senator.
Senator GORE. I think that in response to the questions of Senator

Talmadge and Senator Ribicoff, you have touched an extremely sensi-
tive area.

The great needs of our society are directly concerned not with the
upper 25, but the lower 25 percent of our people, many of whom are
In poverty, some in abject poverty and want, none of whom are above
the subsistence level.
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Now, Senator Ribicoff cited some striking figures as to the number
-of people on relief. You talk about the nature of our unemployed.
I have been Unable to see how the proposed tax bill is going to solve
this acute problem of the unemployed or the unemployable.

Would you mind telling us if you think this bill can provide a solu-
tion to that ?

Mr. in. Why, Senator, if I thought this bill would deal with
that problem , I would take a terri tic risk on the dollar. I do not think
this bill will deal with that problem. That is the reason I am here
opposing it. I think it involves entirely too much revenue loss and
-will not be effective in dealing with the problem.

Senator GORE. I must say that I find myself in agreement with that
statement. This is one reason I am so unhappy with the program that
is advocated by the administration of my own party, and I must sai-
this is not a pleasant 1)osit ion for me to be in.

I would much prefer to feel otherwise.
I believe that there are ways to solve our problems. I think we

must find solutions to our social and economic problems. We must
find them within the realm of social justice and political morality, I
think, and also within the boundaries of fiscal soundness.

Do you agree with that?
Mr. Siwri. I most certainly agree with that.
I may say I hope this is not taken as a frivolous remark, the prob-

lems are too serious to be left to the monetary and fiscal policy experts
such as myself. It is only those who are immersed in the particular
area, who are aware of all of the human and individual problems, the
attitudes, the aptitudes of those who are unemployed, that can deal
with them.

Senator GORE. Without reference to you, I must say that I consider
it a very basic error to leave the solution of these problems primarily
to the Department of the Treasury.

We have with us a former member of the Cabinet. I have not put
him on the witness stand. But I am informed that the degree to which
the Treasury Department has imposed its will upon programs de-
signed to solve these social and economic ills has been, to me, alarm-
ing.

Mr. SMITH. You are of course well aware that as an outsider I know
nothing as to who is saying what within the administration, but I
would say, if I were still in the Treasury I would not want to have
passed to any Treasury of which I was a part the major responsibility
of dealing with these social and structural problems.

Senator GORE. You said you came to testify as an expert on mone-
tary, fiscal, and tax policies?

Mr. SMITH. Yes, sir.
Senator GORE. I recognize that and shall not pursue the questions

dealing primarily with sociopolitical problems.
Secretary Dillon agreed with me the other day that the three prin-

cipal means by which the economy could either be stimulated or con-
tracted were monetary policy, fiscal policy, and tax policy.

Would you agree with that?
I mean by fiscal policy programs of our Government in the public

sector of our economy.
Mr. SMITH. I am afraid I cannot quite agree with that.
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I think all of those are significant, Senator Gore, but I believe there
is also a matter of, oh, for want of a better way of putting it, that the
attitude of entrepreneurship-this is kind of a fancy term-I do not
believe that those who are responsible for decisions on production, on
investment, on modernization, on employment, are merely automatons
who respond to the pushing of a button of this, that or the other sort.

Senator GORE. I would agree with you, and please understand that
I regard the private sector of our economy as the mainspring of our
economy.

I agree with you thoroughly that the private sector does not make
automatic responses as the result of Government action. We made
more investment capital available by the investment credit. But we
do not find it is all used by any means. But to the extent that the Gov-
ernment can stimulate the private sector by tax policy, this would
be one of the means of either stimulating or repressing the economy.

Mr. SMITH. Oh, certainly that, and I think tax policy is tremen-
dously important in this regard.

Senator GORE. Yes.
I do not think there is any disagreement between us. I have not

the facility for expressing myself in academic terms as you and Sen-
ator Douglas have, but maybe I can struggle along with my thoughts.

Now, as for monetary policy, Secretary Dillon and the Federal
Reserve Board, operating in unison, have deliberately promoted and
brought about by conscious and deliberate action higher short-term
interest rates, and it has been so testified.

Not long ago the junior Senator from Georgia asked Secretary
Dillon how long they could deliberately push higher short-term rates
without this having an effect on long-term rates. I do not recall ex-
actly the answer. I will not undertake to state it. But suffice it to say,
in Secretary Dillon's speech to the bankers the other day he forecast
that the passage of this bill would bring higher long-term interest
rates.

Now, with a deliberate high interest rate policy and a tight money
policy, you could not exactly say that monetary policy was used to
stimulate the economy, could you.

Mr. SMIwH. No; I will not say it was used to stimulate, but I would
not say that an increase in short-term rates or even some increase in
long-term rates would have a. significantly repressive effect, because
I am impressed by the fact that so much investment, certainly in the
industrial field, is made where the spread between the cost of borrowed
money and the projected rate of return is very large.

We economists in all the textbooks show where the lines cross and
ou push investment to the margin. But in point of fact, I do not
elieve many industrial investment decisions are marginal in the

sense that a little more cost of interest or even substantially more cost
of interest would be significantly repressive.

Senator GORE. Of course, some things are directly affected and
quickly affected by the interest rate level. Long-term mortgages,
home mortgages, and purchases of home appliances, refrigerators,
television sets, long-term consumer credit, are directly and immediately
affected.

Mr. SMw1. But I doubt if many decisions are affected differently.
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If I may, I would make the distinction, in residences, yes, the pur-
chase of a residence, but there we have the various forms of Federal
subsidy and encouragement for debt.

On the other hand, on installment credit, in view of the fact that
people do not even know what the interest cost is, and I am looking
at Senator Douglas with considerable sympathy for what he has iln
mind if it could be done.

Senator DOUGLAS. Thank you very much.
Mr. SmiriL. And handled in a feasible fashion.
Senator GoRE. You are a prospective witness before that committee?
Mr. SMITH. I really do not believe on installment purchases tlbat

an increase in the interest rate would have any significant effect.
Senator GoRE. Let us take automobiles.
The situation has come to the point that automobile dealers make

more money selling the mortgage than they do selling the automobile.
Mr. SMITH. But we also have the variation there, will it be on 36

months or 30 months.
Senator GoRE. Yes.
Mr. SMITH. And I submit that a change of terms that way could

be more significant than the interest rate.
Senator GoRE. And some people buy automobiles now not so much

on the basis of total cost, but on how much per month it is going to
cost. So these things have immediate bearings upon our economy.

Now you and I might disagree as to the degree of contractual or
stimulative effect. which a given monetary policy might have, and
economists would disagree, but at least I think you and I will agree
that a deliberate policy of increasing interest rates, both short term
and long term, and restricting availability of credit is in no way
stimulative of the economy.

Mr. SMITH. Senator, I am afraid I cannot go all the way on that
because, if the increase in interest is a neccssarv condition or event
helpful in maintaining confidence, in external confidence in the dollar,
then I submit that even though the immediate cost of some purchases
may go up, that the attitude of those who are making the large invest-
ments may be sufficiently improved because of a feeling of confidence
that they would do more even at the higher cost.

Confidence is so tremendously important in this area, and I am
afraid that to keep interest rates artificially low would have a serious
impact upon confidence, and hence upon total economic activity.

Senator (GORE. Do you think very large deficits over a period of
years is also a factor in that confidence?

Mr. SMITH. I most certainly do.
Senator GoRE. I had not intended to take you into the reasons which

are given for a tight-money, high-interest policy. Suffice it to say that
there are reasons given as to why this is advocated.

I think they are inadequate because there are ways to handle the
outflow of capital and gold more effectively than this, more beie-
ficially than this.

But from my point of view, of these three main weapons, the pro-
posed policy of Secretary Dillon is to use only one stimulatively and
the other two repressively, winding up with somewhat holding the
Government in, I have thought, a position of more repression of the
economy than stimulation. Perhaps a position of neutrality might
be a more nearly correct appraisal.
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)o you understand?
Mr. SFMITI. Yes, I do.
I am disposed to agree with you uinless that means that I am savilngf

that I disapprove of the monetary policy in the sense of interest rate
policy, because there I am synpatletic to what has been done.

Senator GORE. Doctor, I have no trick questions.
Mr. SMITH. I fully appreciate tlat, Senatoi.
Senator GORE. I am seriously trying to examine how this hill-if it

does-reaches the real economic and social problems of our coulItrv.
Now von have said it does not?
Mr. S.ri'i. That is right.
Senator (itE;. An(d I amii tryilig to show yoU wliy I thik it does not

1,'v this interrogantion.
Mr. SMITHf. Yes; riolit.
Senlator Gorle. One can feel thlat any given monetary policy is justi-

fied (r unjustified, buit So far as monetary policy being used'to stimu-
late the economy at this time, no one has yet made that argument.

Mr. S-MITIr. No, sir.
Senator GORE. I think it currently represses the economy.
N-ow, with respect to the programs of action in the public sector of

our economy, you have read the statements of Secretary Dillon and
of President, Kennedy. It is proposed to reduce dependence upon the
public sector of our economy for the solution of economic and social
ills.

Now I happen to feel that the unemployed people in the mountains
of West. Virginia are not going to be helped by a tax cut. They do
not owe any taxes. What they really want is the opportunity to be-
come taxpayers, and help is needed either to develop their communities
so that industry can attracted, or through a retraining program.

Now. either type of program is going to require some money, by
grant or by loan. We are told now that, the administration is opposed
to continuing the accelerated Iublic works program.

This is one of the ways bv which the Government., through loans,
most of which will be repaid with interest, and by grants, helps com-
munities which are in depressed conditions to build pure water svs-
tems and sewage disposal plants and thereby either to build up in-
digenous industry or to attract industry into those communities.

Therefore. it seems to me that in this respect we are now being re-
pressive.. We are contractual in the promises and the forecasts.

Where are our greatest needs, social needs, economic needs, in the
field of education or entertainment?

Do we need more hotels or hospitals, more office buildings or school
buildings, more railroads or highways?

The pent-up needs in our society are in the public sector of our
economy.

Now, this does not mean that I want to deprecate private enterprise.
I still say and repeat that private enterprise is the mainspring, but
I should be listening to your lecture, not you listening to mine.

If you will comment, I would appreciate it, and then I shall desist.
Mr. S wrNT. Yes.
Well, I have great sympathy with much of what you say, Senator

Gore.
Senator GORE. If I may just go on.
Mr. SMrrH. Yes.



REVENUE ACT OF 1963

Senator GORE. Is not the answer the proper mix?
Mr. SMITH. Of course it is the proper mix.
Senator Go"E. It is not the repudiation of the one and leaning too

heavily on the other. That, I think, would not adequately do the job.
Mr. SMITH. Yes.
Senator GORE. Excuse me.
Mr. SMITH. Of course, much Government expenditure is highly

productive socially and highly productive from the standpoint of
providing the base for the private sector of the economy to operate.

On the other hand, I would like, if I may, just in complementing
your statement

Senator GORE. You mean complementing or supplementing?
Mr. SMrrH. I was wondering how I would say it with an "e" and not

an "i"', to emphasize the importance of an environment in which the
private sector will have free play.

Senator GORE. You do not mean free play?
Mr. SMITH. Under proper restraints, of course.
Senator GORE. Yes.
Mr. SMITH. I recall it was almost 10 years ago before this commit-

tee, as a matter of fact, the question was asked of my chief in the
Treasury, Secretary Humphrey, as to how he could justify what was
then being discussed, the double rate declining balance depreciation,
at a time when there was certain idle capacity.

His response was in no sense an academic one, but it seemed to get
to the heart of the problem wonderfully.

He said the American economy, paraphrasing roughly here, never
got to its present level by having businessmen sitting back waiting for
orders to come in. The possibility of being able to keep more than
you pay out, the possibility of being able to concentrate upon, as I have
used it, getting on with the world's work instead of the shenanigans
that Senator Douglas and I so much deplore, that we all so much
deplore.

I think that some parts of this bill can be useful. I think, with
certain modifications, including the development of the Long amend-
ment as it is described, could do a great deal to, well, getting the
wraps off, to get on with productive enterprise and productive activity.

Now there are, of course, things where government can be very help-
ful, but I do believe that the measure of the success-I think this is the
final point I would want to make-the measure of the success of the
program is not the amount of money that is appropriated to it, but
the wisdom with which it gets really at the people who are immediately
concerned. And building up a large Federal superstructure is not
necessarily the way to get the people in the mountains of West Virginia
or the textile towns of New England or some of the rural areas
of the West thinking, doing, acting the way they want to do.

Senator GORE. This must occur in the communities in which they
live, or reasonably within that vicinity.

Mr. SMITH. Precisely that: it ha to take place there. That is the
reason I say that I think the Federal Governneiit should be a catalytic
agent and not the one that does everything.

Senator GORE. You are making a very fine argument for the area
redevelopment program, and I dare say if you were in an official posi-
tion, you would continue to make such an argument.

792
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What I cannot see is how reducing governmental revenue as proposed
in this bill is going to solve this problem at all.

Mr. SIUT-. "All I know is what I read in the newspapers," to use
Will Rogers' old phrase.

But I have seen some particular functions of the area redevelop-
ment activities described in the newspapers which did not seem to me
to be particularly useful for dealing with the problems that seem to me
the serious ones, so I do not want to give a blank check to area rede-
velopment.

Senator GORE. I did not intend to imply
Mr. SMITH. Yes.
Senator GORE. Well, you have been extremely helpful, so far as one

member of this committee is concerned, and if I may say so, I have
heard other memebrs of the committee-I will not identify them,- they
are not too far away-express appreciation for your erudition and
your frankness.

Mr. Chairman, I thank vou.
Senator DIRKSE N. May' I ask Dr. Smith one quick question?
Suppose you were chairman of the board of a fair-sized corporation,

and you had an abundance of cash in the treasury, and on your desk
were a number of products on which the research and development
had been made, and it required substantial plant expansion.

Would you, if this bill were enacted into law, find the incentive
enough to go ahead with this program?

Mr. SMITH. Not very much, sir.
Senator DIRKSEN. Thank you.
Senator DOUGLAS. Thank you very much.
Mr. S IlTH. Thank you, Senator.
The committee has been very patient.
Senator DOUGLAS. We have three more witnesses, but we normally

recess at 12:30.
Mr. Magill will undoubtedly have quite a long statement.
Mr. McDonald, would you prefer to start testifying now for 15 min-

utes, with the understanding that if your testimony is not com-
pleted-

Mr. McDONALD. Mr. Chairman. I think I can complete in a very
few minutes.

Senator GORE. Does that mean that Mr. Magill will come at 2 :30?
Senator DOUGLAS. Yes. Thank you very much.
The next witness is Mr. Angus McDonald, representing the Na-

tional Farmers Union. I may say a statement by Mr. Edward Hol-
lander will be made a part of the record.

(The statement referred to follows:)

STATEMENT OF EDWARD D. HOLLANDER, CHAIRMAN, EXECUTIVE COMMITTEE,
AMERICANS FOR DEMOCRATIC ACTION

Americans for Democratic Action supports, in principle, H.R. 8363 as a step
toward a positive program of economic expansion and economic growth. In so
doing, however, Americans for Democratic Action recognizes that the bill as
Passed by the House has serious weaknesses which must be corrected if the
bill is to serve adequately the purposes for which it is intended.

Americans for Democratic Action position on the policies posed by H.R. 8363
is longstanding as a matter of record, publicly declared and repeatedly stated
before the Congress.

In our opinion, the case for tax reduction at this time rests on the need for
and expansionary economic policy which will restore and sustain full employ-
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ment in the United States. There are many inequities in the Federal tax system
which need to be corrected, notably the excessive high rates on low-income tax-
payers and the unconscionable loopholes favoring the higher income taxpayers.
This is the case for tax reform. But the case for tax reduction rests on con-
siderations of national economic policy.

On the question of the reform of the Federal tax system Americans for Demo-
cratic Action has consistently called attention to the excessively heavy burdens
in the lowest income tax brackets which, in combination with the system of
State and local taxation, gives a strong, regressive bias to our national tax
system as a whole. Moreover, Americans for Democratic Action has repeat-
edly demonstrated that, both as a matter of economic policy and as a matter of
simple equity, there is a compelling case in favor of closing the loopholes through
which billions of dollars of income-almost all of it in the higher brackets-
annually escape taxation. It has been Americans for Democratic Action posi-
tion that the correction of these inequities is a necessary prerequisite to reduc-
ing the nominal tax rates on higher levels of income; that is to say, since the
loopholes were created in the first place in order to mitigate the effects of the
high rates in the high brackets, the lowering of those rates should be conditioned
on closing the loopholes and making the new rates effective.

Americans for Democratic Action does not accept the thesis that American
taxpayers, as a whole, are laboring under intolerable burdens of taxation, or that
taxes are, in themselves, excessive or uneconomic. But we do recognize that
the present configuration of the Federal income taxes, designed as it was to
counter the inflationary aspects of the war and immediate postwar economic
conditions, has a depressing effect on the present-day economy, and effectively
inhibits the ability of the economy to reach full employment.

For this reason we support wholeheartedly the President's decision for the
first time in history to use tax policy as a positive instrument for stimulating
the economy and accelerating economic growth. By the same token, we recognize
the debt which the country owes to the members of the Ways and Means Com-
mittee and the Members of the Congress who have joined in bringing the tax
bill before the Senate.

At the same time, we recognize that the tax policy is only one of the two
basic ingredients in fiscal policy. The other is Federal expenditure policy, and
the relation between revenues and expenditures determines, to a considerable
degree, whether Government fiscal policy will tend to expand the economy or
to contract it.

It is clearly the purpose of this bill to bring about an expansion of the
economy, which is now operating with a slack of unemployed manpower and
idle productive capacity. Stripped of all pretty phrases and sugar-coating, what
is involved in this tax program is a l)urposeful, temporary increase in the deficit
in order to increase total demand and enlarge incentives for private exl)endi-
tures. If the policy is successful, the effect will be not only to increase the
demand and the rate of activity in the private sector but, through higher personal
and business incomes, to increase the Government's revenues as well. It is not
too much to say that in no other way can the budget ultimately l)e brought into
balance.

This being the case, it follows clearly that any attempt to offset the loss of
revenues from tax reduction by a reduction of Government expenditures will
weaken of frustrate the invigorating economic effects of the tax reduction.
Those who say that they favor tax reduction only if there are reductions or
curtailments in public expenditures are in fact opposed to an expansionist fiscal
policy. If they believe that reducing taxes, per se, will so increase the incentives
to invest as to preclude the need for a temporary Government deficit, we say
to them that repeated experience through the 1950's has demonstrated the
fallacy of this belief. We remind them that the Investment boom which fol-
lowed the incentive taxation of the 1954 bill was short-lived because it was not
accompanied by a corresponding increase in aggregate demand.

To those who favor a reduction in public expenditures as a means of shifting
resources from public to private purposes, we respectfully call attention to the
enormous unmet needs of the Nation for increased public outlays for schools,
public welfare, housing, urban redevelopment, water supply, mass transit,
highways, health facilities, recreational facilities-the list is almost endless.
We therefore urge this committee and the Congress to face the fact that, in

order to be effective, the tax reduction should not and cannot be accompanied
by curtailment of public expenditures.
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Indeed, as we look at the enormous unmet needs confronting this Nation,
we of Americans for Democratic Action would prefer an expansionist fiscal policy
that depend primarily on increases in public expenditures for urgent social
purposes, combined with tax reform and with less emphasis on tax reduction.
This is not because we are not in favor of public spending as such. Like every-
one else we would like our taxes to be lower. Neither are we advocating un-
necessary projects just to spend money for the unemployed. We believe simply
that it makes eminently good sense to put the idle capacity and manpower to
work on public investment and public services which at the present time are
being massively neglected. It was such conditions as these that led the national
board of Americans for Democratic Action at its meeting a month ago to state
that "We cannot support a policy of buying tax reduction at the price of
neglecting essential public investment and public services."

These have been Americans for Democratic Actions positions on fiscal policy for
many years. As applied to H.R. 8363 they lead to the following conclusions.

First, in order to quicken the pace of economic growth a large and prompt net
tax reduction is needed at this time.

Second, if Government expenditures were to be reduced or curtailed, the
amount of the net tax reduction required to stimulate the economy would be
increased by at least as much as the reduction in expenditures and possibly
more.

Third, that a tax reduction will be most effective in expanding the economy
to the extent that it is concentrated among the lower income taxpayers. This is
true simply because it is well established that the propensity to consume and
spend is greatest in the lower income tax classes, with the result that every
dollar of net tax reduction available in these classes will add more to the total
demand than a dollar of tax reduction in the higher income classes. Conversely,
tax relief in the higher income classes, while it has some stimulating effect on
demand, also aggravates the chronic tendencies in the economy to oversave
relative to the requirements for investment.

Fourth, by the same token we believe that there is little case to be made for
net tax reduction for very high income taxpayers and corporations, and that
reduction in tax rates for these taxpayers is justified only to the extent that
they can be offset by long overdue tax reforms.

ADA supports H.R. 8363 in principle, despite the fact that the amount of the
tax reduction is insufficient for the purpose and the distribution of benefits in-
adequate. Frankly, if we were faced with a choice between this bill, now, and a
better bill a year from now or no bill at all, we would support this bill now.

Many of the most serious problems which confront the country and the Con-
gress will, we believe, prove to be difficult if not impossible of solution unless
we are able to regain a high level of economic activity. Not only unemployment
but the problems of urban poverty and depressed areas which have proved so
stubborn will never yield to solution in an underemployed economy. The prob-
lew of persistent Federal deficits which sincerely troubles so many Members
of the Congress, likewise is not capable of solution until the economy is operating
at a high level; neither increasing taxes nor reducing expenditures can possibly
bring about a balanced budget in an economy operating at 10 or 15 percent below
its capacity. The problem of juvenile delinquency stems in great measure from
the shortage of jobs which freeze out so many of our young people. Even the
problem of discrimination in employment, so important to the civil rights issue,
derives in large measure from competition for too few jobs.

Judged by these standards the bill before you falls short in several respects
of what is necessary for the maximum economic effect. The benefits are too
heavily concentrated in the high income groups to be fully effective in increasing
total demand. Some of the most urgently needed tax reforms have been bypassed.
The amount of the net tax reduction is less than needed and too long deferred
to bring about a quick economic recovery. Even the bill's most earnest defenders
no longer claim for it that it can restore full employment but only that it may
avert a recession and perhaps lower by a little bit the unemployment rate in
the next 2 years. We respectfully submit that this is not good enough.

Specifically, to remedy these defects we respectfully recommend the follow-
ing amendments to H.R. 8363:

First, that it provide an increase in the personal exemption from $600 to $800.
Second, that the first taxable bracket be divided into two brackets of $1,000

taxable income each, with the applicable tax rates of 10 percent and 15 percent
respectively.
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Third, if these changes are not made at the very least the bill should be amended
to increase the minimum standard deduction from $300 to $400 for each taxpayer,
and from $100 to $200 for each additional dependent.

Fourth, that in addition to the dividend credit the dividend exclusion should
be repealed in its entirety. We see no justification for any preferential treat-
ment for dividend income.

Fifth, that the further liberalization of the investment tax credit of 1962,
be removed from the bill. The investment credit as enacted, plus the liberaliza-
tion of depreciation allowances has already made available enormous incentives
and increased the flow of funds available for investment beyond the demand
so far evident. Further liberalization can only lead to further windfalls.

Sixth, that the full benefits of the net tax reduction become effective January
1, 1964, in order that the maximum impact on the economy may be felt as soon
as possible. In any event, if the bill is not passed by January 1964, the tax
cuts should be retroactive.

In conclusion we reiterate the position which ADA took before the Ways and
Means Committee:

"ADA would prefer an expansionist fiscal policy which would include in-
creased expenditures for essential public facilities and services along with
a reduction in taxes. We favor an immediate expansionist policy of at least
$10 billion. We prefer reform along with tax reduction, but the growth of the
economy must be given priority and while we would hope that both reform
and reduction can be accomplished speedily, we favor the reduction under any
circumstances. Finally, we believe priority should be given to tax cuts which
will permanently strengthen the consumption base of the economy and thereby
provide built-in stimulus to expansion in investment which is needed for economic
growth."

Senator DOUGLAS. We are very glad to welcome you, Mr. McDonald.
You are an old friend.

STATEMENT OF ANGUS McDONALD, ASSOCIATE DIRECTOR, LEGISLA-
TIVE SERVICES DIVISION, NATIONAL FARMERS UNION

Mr. McDONALD. Mr. Chairman and members of the committee, my
name is Angus McDonald. I am associate director of the legislative
services division of the National Farmers Union. I have here a state-
ment of our national president, James G. Patton. If it pleases the
committee, I will read this statement.

National Farmers Union is in complete support of the proposals
of the President of the United States in regard to tax reduction and
reform which were presented to the Congress in 1962 and again in 1963.
We feel that the President has analyzed the economic situation cor-
rectly. The economy, laboring under a system of wartime taxes, has
not functioned efficiently. Increase in population, automation in in-
dustry, and increasing efficiency in agriculture have resulted in unem-
ployment.

Because our gross national product has not kept pace with the
steadily increasing population, a large amount of available manpower
and industrial plant capacity has been wasted. The problem of mass
unemployment, we feel, stems primarily from the inability of at least
half of the wage earners of the Nation to purchase the goods and
materials which they produce. The basic cause of unemployment is
underconsumption andinability to distribute the goods of our affluent
society to all our citizens.

Let us look for a moment at what we consider the real cause of un-
employment and the lack of demand. Nearly one-sixth of U.S.
families have annual incomes of $10,000 or more, one-fifth of all
families still have incomes of less than $3,000 a year, 50 percent of
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all families in the United States have incomes below $5,700. Four
million families living in rural areas have incomes of less than $2,500
a year.

These figures are especially significant when considered in the light
of the fact that in millions of families there are two wage earners.
There is a vast untapped reservoir of purchasing power in the lower 20
percent and even in the lower 50 percent. If in some way this potential
demand could be realized there would be no idle capacity in industry;
there would be no Federal deficit and there would be no unemployment
in this country except possibly a relatively small amount which is
usually referred to as technological and seasonal.

We approve the provision in the bill which will permit farmers and
others to average their income over a period of years. This legislation
is needed particularly in arid and semiarid areas in the uper Missouri
Basin where many of the members of our organization experience peri-
odic crop failures due to prolonged drought. The provision allowing a
man andhis wife a flat deduction of $300 and $100 for each additional
child will help not only low income groups in agriculture, but those
engaged in other occupations. This provision, together with the reduc-
tion of the tax rate from 20 percent to 14 percent, will do much to take
up the slack in purchasing power, put men to work and bring about
utilization of a larger proportion of plant capacity.

Underutilization of existing plant capacity and expansion of the
industrial plant in proportion to increasing population, is one of the
causes of unemployment. The fantastic increase in efficiency of ma-
chines should be of great concern to this committee and the Congress.
Estimates vary, but some economists contend that automation will
eliminate about 2 million jobs a year. This figure, together with the
net million workers annually added to the labor force, means that we
must in some way create 36 million new jobs in a period of 10 years.

A part of our problem of unemployment stems from the fact that
the number of those reaching an employable age is at an alltime
high-about 1 million more youths reached the age of 16 in 1963 than
in 1942. About 800,000 young people are unemployed at the present
time.

Agriculture is expected to continue to contribute to the number of
those seeking industrial employment. More than 250,000 workers
leave the farm annually. Only 1 out of 10 boys on the farm at the
present time is expected to be engaged in agricultural production.

While we are in agreement with the objectives of the administration
as implemented by parts of the bill before this committee, we feel that
other parts of the legislation will not necessarily help unemployment,
but perhaps bring about a further imbalance in our economy. This
legislation has been characterized as a rich man's bill. Unfortunately,
it goes too far, we feel, in relieving certain groups of their tax bur-
dens. While 91 percent seems an excessive rate at which to tax those
in the upper brackets, we are told that there are many loopholes in
the law and that few, if any, pay this high rate.

Reduction of the tax rate on corporations likewise will probably
do little to bring about increased plant expansion. Corporations are
experiencing the highest profits in history. It is reported that they
already have billions of dollars lying idle which they could use
to build new plants and modernize old ones. Looking at the propor-

2 4-582-63-pt. 2- 23
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tion of dividends and undistributed profits as represented by a chart
in the October 1963 Economic Indicators it is apparent that corpora-
tions as a whole are not proverty stricken.

The part of the legislation related to capital gains is badly in need
of revision. We are in accord with the views expressed by the Secre-
tary of the Treasury recently on this part of the bill. We fail to see
why capital gains should be reduced from 25 to 21 percent while at
the same time capital gains on inheritances is largely allowed to escape
taxation.

We also do not understand why the House of Representatives ig-
nored the recommendation of the President in regard to wealthy in-
dividuals escaping taxes by using farm investments as a "tax haven."
The practice of a wealthy individual investing in farm property to
avoidpayment of taxes on his off-farm income is common knowledge.
The recommendation of the President would have only affected those
with an off-farm net income of more than $15,000. We urge the com-
mittee to amend the bill to include this recommendation of the
President.

The present bill also ignored to some extent the recommendation of
the President in regard to the depletion allowance on minerals. This
tax loophole should receive attention by this committee, despite the
fact that oil, apparently, is considered an "untouchable." Billions of
dollars of revenue escape taxation because oil companies are allowed a
50 percent net income deduction. Although the President's recom-
mendation did not attempt to close this vast loophole, it did attempt
to prevent corporations and individuals from lumping together poor
and rich scattered properties with the result that the exemption actually
was more than 50 percent of the net income of the separate properties.

Although this legislation, as indicated, contains many inadequacies
and defects, our organization has supported it from its inception, feel-
ing that a partial remedy is better than no remedy at all. We there-
fore urge the committee to approve the bill with the following amend-
ments:

(1) Restoration of the capital gains tax from 21 percent to 25 per-
cent;

(2) Implementation of the President's recommendation in regard
to wealthy individuals using farm losses to escape payment of taxes on
off-farm income: and

(3) Elimination of the provision in section 202(e) which would
prevent Federal regulatory agencies from requiring regulated utilities
to pass on to consumers tax savings resulting from the investment tax
credit enacted in 1962. This provision is particularly obnoxious. If
enacted, the Congress would be interfering in the affairs of State
utility commissions whose function is to protect the public. It seems
to us that those concerned with States rights should be offended by this
provision.

Finally, we wish to call the committee's attention to two matters
directly and indirectly concerned with taxes. Recently, CongTessman
Wright Patman, chairman of the House Banking and Currency Com-
mittee, after an investigation concluded that foundations which are
tax exempt under our laws were receiving many billions of dollars of
untaxed receipts. During the period 1951 through 1960, aggregate
untaxed receipts of 534 foundations amounted to almost $7 billion.
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This may be considered a major tax problem since there were 45,124
tax-exempt foundations at the close of 1960.

These foundations, it appears, escape taxation because of the lax-
ness and irresponsibility of the Internal Revenue Service. The foun-
dations not only do not pay taxes, but are subject to no penalties when
it is found they are engaged in illegal activities. Foundations are
rapidly becoming a way of life of wealthy individuals and corpora-
tions. They possess great economic power and enjoy competitive ad-
vantages which enable them to eliminate small businessmen. I call
attention to President Truman's tax message to Congress on January
23, 1950, in which he said that charitable foundations were being used
as a cloak for business ventures.

National Farmers Union has been invited to participate in the
Treasury Department's informal Advisory Committee on Tax Exempt
Foundation. We trust that the sessions of this committee may be
fruitful and that eventually recommendations may be made to the
Congress by the Treasury Department. However, we suggest that
this committee interest itself in the problem of foundations as related
to taxes and make a thoroughgoing study of the problem in addition
to the study by the Treasury Departmeiit committee.

We also call attention to recent action of the Federal Reserve
Board in raising the discount rate from 3 to 31/2 percent which will
undo in part the good effects of the tax bill and possibly result in
additional unemployment. The Fede'al Reserve Board is under
the illusion that raising interest rates would stop the out-flow of gold
from the United States to other countries. In this connection, we
call attention to a statement by Philip W. Bell, professor of eco-
nomics Haverford College, in hearings before the Joint Economic
Committee of the Congress in August 1962.

Thank you.
Senator Doc.GLAS. Thank you very much.
Senator GORE. I want to compliment you. It is a very good state-

ment. You recommend the bill with some far-reaching amendments.
I would not, press you for an answer whether you would vote for this
bill just as it is, take it or leave it.

My only conclusion is I could not. possibly vote for that bill unless
it is altered by far-reaching amendments. Would you know what
the views of your organization would be, if none of these amend-
ments which you suggest are adopted?

Mr. McDONALD. Senator Gore, I appear before a number of com-
inittees, I have appeared for the last 15 years for the National
Farmers Union.

Our procedure usually is to support or not support a bill or recom-
mend changes which we hope will be adopted, and then come to a
conclusion that even if our recommendations are not accepted, we
would support the legislation anyway.

I have not discussed with .Mr. Patton as to what our conclusion
would be on this bill. I would hazard a guess that we would support
it in its present form.

Senator GORE. But you would have to reserve judgment on that.
Mr. McDONALD. We do the best we can, and i it does not come

Out like we want it to, sometimes we support legislation anyway.
Senator GORE. Thank you, Mr. Chairman.
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Senator DOUGLAS. Mr. McDonald, I wish you would take under
advisement and consult with your organization as to what its atti-
tude would be toward removal of the reduction of taxes for the cor-
porate income tax on the one hand, and then the increase in personal
exemption by say $100 or $150 or $200 per. person as a substitute.

In other words, switch from a decrease in the corporate tax to a
decrease in the individual income tax primarily in the lower brackets.

Mr. McDONALD. I would be glad to ascertain our position on that,
Senator. In the past we have supported legislation-it seems to me
one of you Senators introduced a bill to increase the exemption-I
can't remember exactly, to $1,000, and we certainly would support
that.

Now, the part we like, Senator Gore, about this bill, is increasing
the exemption to $300, because some of these people are paying
taxes-a single person I believe if he makes more than $600 or $700,
he has to pay taxes, and the more we can push up that exemption, in-
crease it, the more you will accomplish the purposes of this bill, be-
cause these lower income groups are going to spend every cent. If
they get additional money, they are undoubtedly going to spend it.
It is going into the flow of commerce.

Senator Go",. As I understand the theory of the personal exemp-
tion, a taxpayer or a family should be permitted a subsistence level
of income even though it be on the fringe of poverty, before the heavy
hand of the Government laid a tax on the income of that taxpayer or
family.

In 1940 a married couple was given an exemption of $2,000. Now, it
is only $1,200. Yet the cost of living is considerably more than twice
as high.

Would you find out and so inform this committee in writing, whether
your organization would support increasing the personal exemption
for each taxpayer and dependent to a level, whatever it might be,
which would allow a subsistence level of income before taxation.

Mr. McDoNALD. I would be glad to do that, Senator Gore, and sub-
mit a statement in writing. I think I can assure you that we would
support such a proposal.

Senator GoRz. As a substitute for many other provisions in the
billI

Mr. McDoNAL. Yes, sir.
(The following was later received for the record:)

NATIONAL FARMERS UNION,
LEGISLATIVE SERVICES,

Washington, D.C., October 28, 1963.

Hon. ALBERT GORE,
Member. Senate Finance Committee,
,Renate Ottce Building,
Washington, D.C.

DEAR SENATOR GoRE: Responsive to your request that I ascertain the position
of the National Farmers Union in regard to an increase in personal exemption

of $1,000 under our income tax laws, I conferred with our national president,
James G. Patton in Great Falls, Mont., on October 26.

Mr. Patton assured me that he was, and the members of our organization

would be, in complete support of an amendment to the bill under consideration

by the Senate Finance Committee which would increase the exemption from

$60 to $1,000 per person. Mr. Patton furthermore asserted that such an

increase in the exemption was consistent with the philosophy of the National
Farmers Union as set forth in resolutions adopted over a period of many
years.
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I am, therefore, urging that your suggestion be presented to the committee
for consideration. We will support such an amendment to the bill in every way
possible.

Sincerely yours,
ANGUS McDONALD, Associate Director.

Senator GORE. Thank you. Mr. Chairman.
Senator DOUGLAS. We will recess until 2:30 this afternoon.
Mr. McDONALD. Thank you.
Senator GORE. Thank you, sir.
(Whereupon, at 12:30 o'clock, p.m., the committee was in recess,

to reconvene at 2:30 o'clock, p.m., the same day.)

AF-ERNOON SESSION

The CHAIRMAN. The committee will come to order.
The next witness is Mr. Roswell Magill.
Take a seat Mr. Magill. We are very proud to have you, sir. We

know the study you have made of matters relating to taxes and we
are glad to have you and have any information and advice you would
care to give.

Take a seat.

STATEMENT OF ROSWELL MAGILL, PARTNER, LAW FIRM OF
CRAVATH, SWAINE & MOORE, NEW YORK, N.Y.

Mr. MAGILL. Thank you very much. I appreciate the opportunity
to appear before the committee. I will try to make it short since you
have already had lengthy and excellent discussion with my prede-
cessor, Professor Smith.

If I may, I will put in a copy of what I am going to say and I would
like to spend a few minutes summarizing it. I will offer this for the
record.

The CHAIRMAN. Without objection.
(The complete prepared statement of Roswell Magill is as follows:)

STATEMENT OF RoswmLi MAGILL

My name is Roswell Magill, and I am a partner in the law firm of Cravath,
Swaine & Moore, New York. I am also chairman of the Committee on Federal
Tax Policy and of the Tax Foundation, but the views I express here are my
own.

It is a great personal pleasure to appear before this distinguished committee.
As I understand it, your task now is to answer two extremely difficult questions:
First, is this the right time to cut taxes? and, second, if so, Is the bill before
you the way to do the job? I should like to comment on both problems.

IS THIS THE TIME TO CUT TAXES?

In facing the question of whether taxes should be cut now, it is important to
keep clearly in mind what we can hope to accomplish by a tax cut. In under-
Standable but probably excessive enthusiasm, some persons have claimed that
tax reduction is virtually a panacea that will do everything from easing Juvenile
delinquency to reducing the problems which grow out of automation. Even
more restrained advocates offer a tax cut as a magic charm to bring what might
be called instant prosperity, or at the least, to provide Insurance against reces-
sion.

I fear this is overstating the merits of tax reduction. As the Committee on
Federal Tax Policy has pointed out, modification of the tax system alone cannot
solve today's unemployment. The latter has its sources in a variety of condi-
tions, such as lack of training for the new job opportunities, shifts in consumer
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demand, difficulties the unemployed face in moving to other areas, the un-
attractiveness of some depressed communities for new investment by business,
waze demands, competition from abroad, and so on.

No tax changes can eliminate all the problems involved in unemployment nor
all the obstacles to job creation for the young people who will be seeking work.
It would be wise not to expect modification of the tax system to accomplish such
miracles. On the other hand, there are certain things-important things-that
we can expect to accomplish by the right kind of tax change.

First and foremost is a reduction of the tremendous burden which finds the
average American paying more than one-quarter of his income to government at
all levels. The personal income tax, including payroll taxes, now accounts for
62 percent of total Federal tax revenues. This compares with 22 percent in the
1930's and 44 percent during Worll W'ar II. A tax change which permits the
individual to spend more of his money the way he wishes, instead of handing it
over to government to spend, would in itself be a big accomplishment. A tax
chanrue which permit, private choices to govern more spending de('isions is desir-
able on its own merits. All of us know, of course, that we must pay out some of
our earnings for the cost of government. But what we are now compelled to
pay is greater than seems to me truly essential.

Secondly. we can expect the right kind of tax change to stir up new economic
activity of all kinds. This Nation has grown great and prosperous through ad-
vances in the private sector. Reduction of tax burdens on the private sector is
not only a valuable end in itself but also a means of aiding progress. The pres-
ent Federal individual income tax. I am convinced, actively discourages all too
many people from making their best contribution to growth and prosperity. The
highest tax rates fall on men and women whose efforts are highly productive.
The heaviest rates fall with greatest weight on the fruits of additional effort
and additional saving. The burdens on business also act as a drag on progress.

It is not generally recognized that the individual income tax rates ranging up
to 91 percent fall not only on individuals but also, in fact, on the earnings of most
businesses. Of the 11 million businesses in the United States in 1960, 10 million
were sole proprietorships and partnerships. The high rates of the individual
income hit h:lird those which are successful. Earnings which their owners would
use to finance growth and job creation go to the tax collector. A personal income
tax which puts such obstacles in the way of business growth is not an aid to
business expansion.

Though tax reduction will not work the wonders sometimes predicted, tax
changes of the right kind will result in more private spending, saving, and in-
vestment, aiding economic expansion and job creation. In this connection, I
repeat an earlier point: when Americans talk about "economic growth," we are,
in fact, talking primarily about business expansion, because the productive part
of our economy is overwhelmingly private. Business is so much a part of our
economic life, that every dollar paid in any form in taxes will have some influence
on business-and consequently on economic growth. General tax reduction, there-
fore, will make for a healthier, more efficient, more progressive economy.

Thus two results we can expect from proper tax changes are an increase in the
ability of the taxpayer to spend more of his money as he sees fit-an enlargement
of his freedom-and increased economic activity that would have the ultimate
effect of raising further the American standard of living.

These are worthy goals. They do not have the immediate political appeal of
eliminating unemployment or eradicating juvenile delinquency, but tax changes
which help bring them about ought to have widespread appeal.

Basing a decision on these anticipated results only, the present is definitely
the time to cut taxes. Unfortunately, there is one other weighty consideration-
the general fiscal situation. Growth of Federal spending has outstripped popu-
lation increases, the rise in prices, and the average rise in the national product.
By some time next year, American governments will have spent $1 trillion since
the end of fighting in Korea. Contrary to popular belief, the biggest spending
increases have been in domestic programs, not defense. Accumulated Federal
budget deficits in the past 10 years, after allowing for some surpluses, will total
about $40 billion by next June 30. Should taxes be cut in the face of this
history of deficits. especially If a tax cut would increase the probability of deficits
for several years in the future? What Congress does now in reducing taxes
cannot be reversed easily. You know better than I how hard it is to change the
tax law. Rate cuts now are not likely to be restored if deficits persist and in-
flation increases. Tax reduction now should be planned with the long run in
view, not chiefly the needs of the next few months.
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I do not see how the problem of budget deficits can be dismissed as something
which tax reduction will eventually eliminate. There is only one safe way to
finance tax reduction for the years ahead. That is by restricting Federal
expenditures.

I strongly agree with the recommendation of the Committee on Federal Tax
Policy that Federal budget expenditures be held to $95 billion for the next 3
years-$7 billion more than 1962. This ought to be enough to buy the Federal
Government services the country really needs. A ceiling of $95 billion seems
to me to be in keeping both with the President's promi.-, to keep spending down
and with the admonition in the bill before you to take "all reasonable means
to restrain Government spending."

A $S95 billion level of spending can be achieved, despite the so-called built-in
increases in spending. The Nttion can take the tax reduction path to economic
expzinsion instead of ri.sl,ing the expenditure-increaise path. which, I am con-
vinced. offers no assurance of healthy longrun economic expansion. We shall
need to curtail and defer programs, large and small, that appeal to certain
groups: adoption of new and expansion of old grant-in-aid programs for States
and localities must be postpoled or abandoned; we may need to check the growth
of Federal payrolls. If the tax path is to take us where we want to go, we
must do what needs to be (lone to hold down spending. I see no need for huge
increases in public works spending or other deferrable programs which feed the
budget deficit and invite inflation. Although it is said or implied that inflation
is dead, the record of recent years in this country, and events today in some
foreign countries must make us careful to avoid inviting inflation.

Responsible groups have looked closely at the facts on spending, and have
concluded that the present level can be reduced and that the increase can be
checked and controlled. Spending control is the ultimate responsibility of
Congress, and there is encouraging evidence that Congress will resist requests
for larger appropriations.

Federal spending is already so large that a standstill at $95 billion is far
from "austerity." If coupled vitli tax changes that leave more money in the
private sector, this goal is not unrealistic. When we urge the tax-reduction
instead of the expenditure-increase approach, we implicitly endorse the principle
that the Federal Government shall not play an ever-expanding, ever-more-domi-
niating role in the economy: that the vast bulk of economic endeavors should be
left in private hands; and that the States and localities should not become
increasingly dependent upon the Central Government.

To answer my original question more directly, I believe that taxes can and
-hould be cut now, provided clear-cut and effective restraints are placed on
Federal expenditures. A carefully designed tax and expenditure program might
achieve budget balance by 1966.

DOES H.R. 83G3 OFFER THE BEST PROGRAM FOR TAX REDUCTION?

The second question posed at the outset of these remarks was: Is the bill be-
fore you the best way to go about reducing taxes? My answer is that it is not
the best way.

I think the present bill is deficient. The amount of tax reduction involved
raises issues which I do not wish to discuss now because I wish to focus on the
kind of changes proposed.

As some of you may remember, I have said many times that tax burdens on
low, as well as on high, incomes are excessive. In presenting the bill originally,
the administration gave a somewhat different reason for concentrating revenue
losses at the low end of the bracket scale. The President placed predominant
emphasis on increases in consumer spending to solve the problems of unemploy-
inent and growth. The present bill reflects this view by providing that the bulk
of tax reduction would go to the lowest income brackets to bolster consumer
spending.

Whatever merit this approach may have had as a temporary expedient in what
may have seemed a prerecession situation last winter, this merit has been largely
dissipated by economic events since. National income and industrial production
are high and show no signs of turning into recession. Under these circum-
stances, I believe that there Is no reason to fashion a tax program which will be
with us for many years with the predominant objective of giving the economy
an artificial stimulant with real risk of inducing more inflation.

A stimulus to consumption may help raise the gross national product in the
short run. For the longer run, however, growth of consumption depends on ex-
pansion of production-and this, in turn, depends on investment.
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I do not see how consumer demand can lead to added investment unless the
savings to pay for more investment are available. Consumer demand will not
create good jobs by the hundreds of thousands each year unless the necessary
capital is also available. The bill before you, it seems to me, does far too little
to make more savings available for investment in relation to what would become
available for consumption. Such a pattern cannot be best for long-run growth
and job expansion.

In view of the investment needed now and in the future, I am astonished that
more is not done in the present bill to reduce the highest tax rates. I am not
enough of a mathematician to determine whether in a strict sense the bill would
actually steepen progression. But the individual income tax rates are more
graduated at the lower end of the scale. They are also more compressed at the
top. Even under the New Deal, the rate graduation continued to $1 million and
then to $5 million. During World War II graduation stopped at $200,000. Now
the top level is pushed down to $100,000. Whatever the reasons given to justify
progression, I can imagine no logical basis for such a rate scale.

Instead of the rates of H.R. 8363, rates ranging from 16 to a top of 50 per-
cent, with much lower burdens than at present in the middle brackets, would be
more conducive to economic expansion through savings, efficiency, and incentive
for effort. Rates anywhere near 70 percent will inevitably damage the economy
by forcing-and I do not think the word is too strong-persons with higher in-
comes to let tax factors govern much of their business, professional, and invest-
ment activities, as they do now. The tax rates which are important for revenue
are those applying to the low brackets. The rates important for incentive are
those higher up where the revenue involved is relatively slight and substantial
relief is not costly.

Lowering tax rates on both corporations and individuals can be far more than
a tax reduction. The right kind of rates will also comprise the most important
tax reform that can now be made in the Federal tax structure. This kind of
reform requires not only a sharl) reduction in the top rates but substantial lower-
ing of rates in the middle brackets. In my opinion, such reductions would be
fully Justified on grounds of fairness. Moreover, we find here the business,
professional. governmental, scientific. artistic. creative, leadership whoge incen-
tives for the best of effort are 4 vital for progress. And, of course, much in-
vestment originates in these income ranges.

An increase in the dividend credit, not its elimination, is called for if we want
to encourage job creation, plant modernization, and expansion through invest-
ment A move in the wrong direction is worse than unfortunate and inequitable.
It puts investors on notice that the excessive burdening of dividend income will
continue, apparently without end. Corporate financing through equity securities
will be more difficult.

The reversal of the normal and surtax rates for corporations has disturbing
implications. At present, large corporations pay at a rate about 70 percent above
that on the first $25,000. Under H.R. 8363, the extra burden is almost 120 per-
cent. Such disparity is hard to justify. While we all look with favor on re-
moval of burdens on smaller corporations, we must remember that larger cor-
porations are important providers of jobs; that their owners include more small
Man rich investors; that big corporations make many of the products which
are used by the vast majority of consumers. The proposed tax discrimination
seems to me an unjustified burden on businesses of great importance; i.e., on their
owners, employees, and consumers. Would it not also make later reduction in
the 48-percent rate politically difficult?

'fr1onomic growth" is to a large degree another way of saying nbusineFs
growth." When it comes to creating new Jobs, private business now provides
some 60 million jobs, compared with the 9 million paid for out of taxes. About
81 percent of the net total of goods and services created In this country is pro-
duced by privately owned enterprises. The best way to achieve economic growth
would be to eliminate some of the tax restraints on business. For revenue rea-
sons the process cannot take place all at once. But gradual reduction of the
corporate Ineone tax to 30 percent (20 percent under $25,000) is possible.

Recent improvements in depreciation policies are to be applauded. They could
be m-ade even more constructive by removing doubts and restrictions growing
out of the reserve ratio test. It would also be wise. I believe, to change the
tax law to tax income earned abroad by American companies so as to let them
meet the competition of foreign businesses in other countries.

These and other "specifics" on changing the Federal tax structure are given
In more detail In the new report by the Committee on Federal Tax Policy en-
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titled "Financing America's Future: Taxes, FEconomic Stability, and Growth."
It would be a pleasure to provide copies of the report to any of you who have not
seen it but would like to.

Although discussion of details has not been my purpose here, one matter must
not pass unmentioned---complexity. The law now is much too complex. H.R.
8363 would add more complexities. Fortunately, the bill does not contain the
President's proposal to treat transfer of property at death as occasion for realiz-
ing capital gains (or to provide carryover of basis). Regardless of the weak-
ness of the arguments in support of the proposal, the complications involved
should end the matter. As you study details of proposals of all types, you would
serve the country well by simplifying where possible and avoiding the addition
of new complexities.

There is one point I should like to mention in closing. If Congress should
pass a substantial tax reduction bill, embodying major reforms in the rate
structure, there is still the chance that expenditures will not be controlled to any
appreciable degree. If the budget deficits get out of hand and, more serious,
inflation threatens, I respectfully urge that you do not reinstate the destructive
rates of the present income taxes.

As pointed out by the Committee on Federal Tax Policy, there are a number of
tax alternatives including a value-added tax and various types of excises which
would be better for the Nation than reimposition of present income tax rates.
I mention these alternatives, but I really have faith that Congress will make
them unnecessary by reasserting its constitutional control of the purse strings
and keeping a tight clamp on pending increases. Despite the tremendous
spending pressures to which all Members of Congress are subject. I would like
to assure you that a great many Americans will applaud and support your re-
newed efforts to control Federal expenditures and thus make it possible to ad-
vance safely along the road to economic expansion via tax reductions.

Mr. MAGHL. What you are involved with, it seems to me, is pri-
marily two or three fundamental propositions. The first has to do
with whether or not this is the time when taxes should be reduced,
having in mind the fact that there is already a budget deficit.

Then the next question is: Is this bill the proper way to do it? Is
it the proper course of action to take, assuming you decide there should
be a tax bill, is the proper course of action to increase the amount of
money available for consumer spending, or would it be better to direct
the tax bill more to the matter of providing additional savings for
the taxpayers which they may invest, and thereby cause further
business growth?

As to the first-
Senator GoRE. Wouldn't you say that these propositions must be

considered in the context of the total economic program of the
Government?

Mr. MALn. Quite so: yes, sir. After the first question as to
whether there should or should not be a tax bill at this time, I think
the philosophy you come down to is whether or not this bill is so
organized that there is reasonable hope that in due course it will pro-
duce additional revenue: and then No. 2, whether expenditures can be
held in sufficient check so that the budget will be balanced even though
this bill starts out by reducing the amount of the tax revenues.

I am a little doubtful about that, as to whether that will occur
or not, for this reason: As it seems to me you go on from this propo-
sition of reducing the tax load to the question of whether or not what
You need to do is to increase money available for consumer spending;
or whether what you want to do primarily is to work the tax bill
out in such a way that there is more money available for investment,
which in turn will cause more economic growth.

805
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This bill is essentially directed toward the end of increasing amounts
available for consumer spending. That is a short-run proposition
rather than a long-run proposition.

The consumer may spend the money in the next year or so and
that will promote economic activity. But there is no assurance that
for the long run that. is the best way to handle the tax situation.

On that score, looking at the long run, I would suppose that the
wiser thing to do would be to reduce taxes in such a way as to
promote additional saving and thereby additional investment, which
in the end will also produce more consumer spending.

That is essentially what I have tried to say in the statement which
I would like to file.

There is another document which I believe you gentlemen have had,
and which I suppose should not be entered in the record because
it is rather long.

This is the report of a tax foundation committee with respect. to the
economic situation and tax policy, and if I may, I would like to have
the privilege of going through this and picking out parts and en-
tering them in the record as part of my remarks.

The CHAMAN. Without objection, you will reduce the size of it.
Mr. MAGILL. I will reduce the size. Now, I will be very happy to

answer any questions that you may wish to ask, although I am worried
a little as to what these questions may be.

FINANCING AMERICA'S FUTURE: TAXES, ECONOMIC STABILITY AND GROWTH
(Excerpts from the report of the Committee on Federal Tax Policy)

The Committee on Federal Tax Policy was constituted in 1962 to undertake a
study of the Federal tax system. Similar committees published two reports on
"A Tax Program for a Solvent America" in 1945 and 1947, and issued additional
studies in 1951 and 1954.

Members of the committee which prepared the most recent study, released
October 7, 1963, are: Roswell Magill, chairman, attorney and former Under
Secretary of the Treasury and now chairman of Tax Foundation; Charles A.
Agemian, executive vice president, Chase Manhattan Bank; Alfred G. Buehler.
professor of public finance, Wharton School, University of Pennsylvania;
Leonard E. Kust, general tax counsel, Westinghouse Electric Corp.; and Leslie
Mills, senior tax partner, Price Waterhouse & Co.

L INTRODUCTION, CONCLUSIONS, AND RECOMMENDATIONS

Our Federal tax system is one of the most important influences affecting eco-
nomic growth and the full employment of labor and the country's productive
facilities. While it is not the source of all our economic troubles, the Federal
tax structure is obsolete and wastefully complex. When tax rates and total tax
burdens are as high as they are now, the tax system inevitably influences the
economy adversely, in ways other than those directly involved in collecting
dollars for the Treasury.

Tax revision is long overdue. To a great extent the structure has been shaped
during periods of emergency-the depression of the 1930's World War II. and
the Korean conflict-to meet "temporary" needs. Yet, a decade since the end of
the fighting in Korea, no basic recasting of the system has taken place. More-
over, inflation has brought a rise of about 14 percent in the level of prices in this
period and has made higher tax rates applicable at lower levels of real income.
Thus in effect the progression of the individual income tax has been steepened.

The fundamental reason for taxes is to pay for Government expenditures.
Federal taxes collected in the fiscal year 1963 were about $100 billion, equal to
20 percent of the net national product or 22 percent of national income. Even
so, the system did not yield enough to carry the costs of Government.

The need for tax changes Is no longer questioned, but the problem is not one
of taxes alone. Federal expenditures must be considered along with tax revi-
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sion-and the outlook for the control and reduction of Federal expenditures Is
not encouraging. Unless expenditures are controlled reasonably to match the
revenues generated by a tax system with lower rates of income taxation, the
people must make a clear national choice between a higher level of private
spending and new taxes to support more Government spending.

CONCLUSIONS

1. Our Federal tax system has a pervasive influence on our economic life.
As presently constituted, it is a significant impediment to the investment required
for economic well-being today and future growth. The tax system urgently
requires revision.

2. The current concern about the unfavorable balance of payments and the
stability of the dollar as an international currency emphasizes the desirability
of removing tax impediments to investment for business modernization and
growth.

3. Jobs, income, and the goods and services we consume depend primarily
upon the activities of private business. Corporations and unincorporated
businesses are the source of the vast bulk of our national income. To advance
economic welfare, we should minimize and endeavor to eliminate tax impedi-
ments to business expansion and efficiency.

4. Tax revision on any broad scale should be the best we can design not
only for immediate needs, but for the long run. Current conditions cannot be
ignored, but the principal emphasis should be on the needs of the decades
ahead.

5. Excessive progression in the rates of the individual income tax and the
unduly high rates of the individual and corporate income taxes are serious
deterrents to initiative, saving, and risktaking. The extremely high rates exert
a substantial distorting influence on business and individual decisions. They
retard economic growth and attainment of adequate investment, employment,
and consumption.

6. Whatever the conditions of the moment, longer run considerations call for
tax reductions which encourage investment as a means of increasing consump-
tion. The rate of economic growth will be governed to a large degree by the.
rate of investment for expansion and modernization, and the efficiency of Its
utilization.

7. The required revision of the tax system is inextricably related to Federal
expenditures. Tax relief on the scale needed is possible only as Federal spending
Is reduced or as the economy grows and Government expenditures are held at
a level which will permit reduction in tax rates without continuing deficits.
The efficacy and the desirability of tax cutting without reduction in expenditures
as a deliberate means of restoring the economy to full employment are viewed
by the committee with great skepticism. Tax reduction which results in deficits
for this purpose is a tenuous and uncertain means and can, at most, be condoned
only temporarily. Deficits as a way of life invite uncontrolled spending, price
inflation, and a further weakening of the dollar. Under present conditions of
the economy, however, tax reduction which promotes faster economic growth
can properly be advocated in spite of a resulting deficit, provided It is conled
with an orderly program to bring the budget Into balance through expenditure
reduction and control.

8. Substantial tax reduction is possible without continuing deficits if the
administrative budget can be held to $95 billion for 1934 and if future increases
in Federal expenditures are rigidly limited (table A). But even if spending is
stabilized, tax reduction will unavoidably increase deficits until economic growth
yields the revenue to match expenditures.

9. The problems Involved should not deter the Congress from prompt action
to reduce taxes. The need for appropriate tax reduction is urgent. Expendl-
tures can be controlled, and if they are. the prospects of a balanced budget by
1966 are good enough to warrant the acceptance of the Initial deficits which will
he incurred (table A).

, Noie by L. E. Knst: "If the thesis Is sound that the present tax structure yields a
budget snr ilus before full empln.vment is achieved, and the larger budget deficit can solve
our unemployment problem, it should be noted that under the prnnosed rate strict mp and
the assumed expenditures, a budget surplus would not be achieved until the GNP i
approaching what should on this thesis be a full employment level."



808 REVENUE ACT OF 1963

10. The program of rate reduction of the Individual and corporate Income
taxes should not be Interrupted or reversed in order to raise revenues to finance
increased Government spending. Any inadequacy of revenues from failure to
control expenditures within the capacity of the new income tax structure should
be covered by new tax sources; the alternative of continuing deficits and in-
evitable inflation is unacceptable. If the level of expenditures requires addi-
tional revenues, income tax rates should not be increased. The additional rev-
enues should be derived from a new general excise, which would be less likely
to impede investment or economic growth.

11. While the basic rate of the individual income tax is too high, the progres-
sive rates, especially those applicable to the higher brackets, are not only puni-
tive but have the greatest deterrent effect on capital formation. Thus, priority
should be given to reduction of these rates; the revenue loss is not large but the
national advantages would be great. Overall reduction in the entire rate struc-
ture depends in final analysis on the degree to which Government expenditures
are held in check or alternative taxes are employed.

TABLE A.;-Estimated tax yield under recommended rate and bracket structure,

selected levels of gross national product, 1964-66

[In billions of dollars]

MEDIUM-GROWTH ESTIMATES, GNP INCREASING AT 5 PERCENT
IN 1964, $637 IN 1965, $669 IN 1966)

ANNUALLY ($607

1964 1966 1966

Revenues:
Individual income tax ----------------------------------------- $47.0 $49.9 $51.1
Corporation income tax. --------------------------------------- 23.8 24.1 24.3
Excise tax ..-------------------------------------------------- 10.9 11. 5 12.0
Estate and gift tax ..----------------------------------------- 2.4 2.6 2 9
Customs receipts ---------------------------------------------- 1.4 1.5 1.7
Miscellaneous budget receipts --------------------------------- 4.5 4.6 4.8

Total revenue ........-------------------------------------- 90.0 94 2 96.8
Expenditure assumption ------------------------------------------ 95.0 95.0 95.0
Surplus (+) or deficit (-) ----------------------------------------- -5.0 -0.8 +1.8

LOW-GROWTH ESTIMATES, GNP INCREASING AT 4 PERCENT ANNUALLY ($I01 in 1964,
$625 IN 1965, $650 IN 1966)

Revenues:
Individual income tax ----------------------------------------- $4& 3 $48.5 $48.4
Corporation income tax. .-------------------------------------- n 7 21.8 22.8
Excise tax ----------------------------------------------------- 10.8 11.2 11.7
Estate and gift tax. -------------------------------------------- 2.4 2.6 2.9
Customs receipts -----..---------------------------------------- 1.4 1.5 1.6
Miscellaneous budget receipts, -------------------------------- 4.5 4.6 4.8

Total revenue ------------------------------------------------ 87. 1 90.2 92.2
Expenditure assumption ----..------------------------------------- 95.0 95.0 9,5.0
Surplus (+) or deficit (-) ----------------------------------------- -7.9 -4.8 -2.8

HIGH-GROWTH ESTIMATES, GNP INCREASING AT 8 PERCENT 1ST YEAR, 6 PERCENT
THEREAFTER ($624 IN 1964, $661 IN 1905, $701 IN 1968)

Revenues:
Individual income tax ----------------------------------------- $48.8 $51.7 $53.5
Corporation income tax ---------------------------------------- 27.1 25.9 26.5
Excise tax ----------------------------------------------------- 11.2 11.9 12.1
Estate and gift ta. ----..--------------------------------------- 2.4 2.6 2.9
Customs receipts ---------------------------------------------- 1.4 1.6 1.8
Miscellaneous budget receipt -...----------------------------- 4.5 4. 6 4.8

Total revenue ------..---------------------------------------- 94.9- 98 8 101.6
Expenditure assumption----- ---------------------------------- 95.0 95,0 95.0
Surplus (+) or deficit (-) ------------------------------------------ 0 1 +8. 3 +& 6

12 Elimination of inequities in the present tax structure and modification or
elimination of unjustified special provisions should also be undertaken. There
is merit in many of the proposals now before the Congress which are characterized
as "structural reforms." Changes which will broaden the base of the income
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tax and thus permit greater rate reduction are especially to be sought. Some of
the proposals for structural reforms are eminently desirable in principle, but
several are primarily designed to increase the tax, not to reform it. Further-
more, there are structural reforms which are not presently before the Congress
but should be, since they have already been studied exhaustively by congressional
committees in the past. However, controversy over changes to modify special
provisions, eliminate inequities, or broaden the tax base should not be permitted
to delay prompt reduction of the rates. Reduction of the great disparity between
the highest and the lowest tax rates is the most urgently needed revision.

RECOMMENDATIONS

In general
I. The tax rates on both individual and corporation income should be reduced

in progressive stages starting January 1, 1964.
2. The amount and the pattern of tax reduction should be designed to achieve

the optimum permanent improvement of the rate structure. Short-term problems
should not dominate action which will have long-run significance. Tax re-
ductions should be planned so that budgetary balance by 1966 will be achieved.

3. The program of tax reduction and reform should be accompanied by control
of Federal expenditures-by reducing some programs, avoiding or referring
authorizations, eliminating some areas of Federal activity, and by holding spend-
ing programs to such levels that the budget will be balanced at lower levels of
income tax rates as economic growth increases revenue yields.

4. If Federal expenditures are not reduced or controlled, neither the program
of progressive reduction of income tax rates nor the ultimate goal for the income
tax rate structure should be sacrificed. Rather, the revenues required to balance
the budget should be obtained from a new general excise such as a tax on goods
and services sold at the retail, wholesale or manufacturing level, or a value-
added tax. We see no prospect of adding significantly to revenue by restricting
deductions or by including in the income tax base receipts now excluded.

5. The present structure of selective excise taxes (other than those on alcoholic
beverages, tobacco products and gasoline) should be revised to apply more
broadly.

6. National policy to relieve small business entities from tax rates which
will still be high even after the proposed reductions, should continue to be
recognized by equal reductions in both the corporation normal tax and surtax
rates.

7. The Congress over the past decade has developed a wealth of material on
many needed reforms which have not yet been acted upon. A commission or
similar body should be established with representation from the Congress, from
business and professional groups, and from the public, to review and update this
material, undertake any additional studies needed, and prepare recommendations
in legislative form for congressional consideration. Efforts for tax reform should
give emphasis to the simplification of the provisions affecting the determination
of taxable income of business.

TABLE B.-Recommended rate and bracket structure of the individual income taiv

Step 1 Step 2

Bracket Rate Bracket Rate
(percent) (percent)

0 to $1,000 ----------------------------- 18 0 to $1,000 --------------------------- 16
$1,000 to $2,000 ------------------------ 19 $1,000 to $?,000 ----------------------- 18

$2,000 to $4,000_ ------------------------ 21 $2,000 to $4,000 ---------------------- 20
$4,000 to $6,000 ------------------------ 23 $4,000 to $6,000 ----------------------- 22
$,000 to $9 000 ------------------------ 25 $6,000 to $9,000 ---------------------- 24
$9,000 to $1,00 ----------------------- 28 $9,000 to $12,000 --------------------- 26
$12,000 to $16,000 ---------------------- 31 $12,000 to $15,000 -------------------- 28
$15,000 to $20,000 ---------------------- 34 $15,000 to $20,000 -------------------- 30

$20,000 to $25,000 ---------------------- 37 $20,000 to $25,000 --------------------- - 3
26,000 to $30,000 ---------------------- 40 $26,000 to $80,000 -------------------- 34

$30,000 to $40,000 ----------------------- 43 $30,000 to $40,000 -------------------- 36
$40,000 to $50,00 ----------------------- 46 $40,000 to $50,000 -------------------- 38
$60,000 to $70,00 ---------------------- - 49 $0,000 to $70,000 -------------------- 40
$70,000 to $100,000--------------... 52 $70,000 to $100,000 ------------------- 42
$100,000 to $15,000 ------------------- 55 $100,000 to $150,000 ------------------ 44
$150,000 to $250,000 .......... ...-- 58 $150,000 to $250,000 ------------------ 46
$20,000 to $500,000 ---------------- i 61 $250,000 to $500,000 ------------------ 48
Over $0,000 ------------------------- 65 Over $500,000 ------------------ 50
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As to the individual tax
1. The rates of the individual income tax should be reduced from the present

range of 20-91 percent to a range of 18-65 percent effective January 1, 1964, and
to 16-50 percent effective January 1, 1966. (Table B.)

2. The brackets of the individual income tax should be broadened, the steps
arranged in a more logical relationship, and the brackets extended to higher levels
of income. (Table B.)

3. the personal exemptions should not be changed. Relaxation of the burdens
o)n individuals and families with low incomes, in addition to rate reduction, should
take the form of splitting the first bracket. (Table B.) Further relief for low
incomes should be achieved not through the rate structure but through a credit
against tax of a flat dollar amount, or alternatively a tax credit reduced by a
percentage of taxable income in excess of the first bracket so that it "vanishes"
as taxable income rises.'

4. The s'50 dividend exclusion and 4 percent dividend credit should be increased.
The present allowances are inadequate as a means of mitigating the double
taxation of distributed corporate income. The objective should be an allowance
at the initial rate of the income tax.

5. True capital gains should be taxed at progressively lower effective rates,
the longer the holding period. Revisions should be made in the law to provide
more rational bases for distinguishing between ordinary income and capital gains.
A system should be devised which would permit disposition and investments and
reinvestments without incurring tax. but with a carryover of basis and safe-
guards to insure that the transfers are between equity investments, or from debt
to equity. This would recognize that mobility of capital is hampered by the tax
liability incurred when investment capital is withdrawn from one enterprise and
reinvested in another enterprise; this is a particular burden on availability of
funds for new enterprises which need venture capital.

6. A system of income averaging for individuals should be implemented to
avoid discriminatory taxation of fluctuating income.

7. The sick pay exclusion should be eliminated. As an alternative, a deduction
of medical expenses incurred but now not allowable because of the percentage
limitation should be allowed up to the amount of sick pay excludable under
present law.

8. As a means of broadening the income tax base and to facilitate essential
rate reduction, (a) the present deduction for taxes should be allowed only for
taxes incurred in a business or in the production of Income, plus State and local
income, property, and general sales and use taxes; and (b) the deduction for
casualty losses not incurred in a business or In the production of Income, should
be limited to the excess over some appropriate percentage of adjusted gross
Income.

9. The program of tax reduction should include a lowering of estate and gift
tax rates. This step should be taken quite apart from the long-needed reap-
praisal of the estate and gift tax structure by the Congress.

As to the corporation tax
1. The corporate income tax should be reduced from the present 52 percent

by 2 percentage points per year, one point each in the normal and surtax,
commencing on January 1, 1964, and continuing until the combied rate is 30
percent.

2. The following changes in the taxation of business are desirable to encourage
growth:

(u) Congress should provide a statutory basis for determining "guideline"
lives for depreciable property, but the reserve ratio test should be eliminated.

(b) The base for computing depreciation should not be reduced by the
investment tax credit.

(c) Intercorporate dividends should be freed from tax.
(d) The 2 percent penalty tax for filing consolidated returns should !)e

eliminated.
3. Changes in the taxation of natural resources subject to percentage deple-

tion and the amount of such depletion to be allowed should be considered in the
light of present resource needs and reserves, and in the light of the desirability

2Note by Alfred Buehler: "It would be preferable, in my opinion, to meet the problem
of burdens of taxes on the lower incomes directly through the rate schedule rather thain
by introducing another special tax differential. The tax rates on all incomes should be
related to revenue requirements as well as to economic considerations.-
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of incentives for economic development and growth generally, such as incentives
to research and development. Decisions concerning major changes in the taxa-
tion of income from natural resources should await the development of more
factual information, particularly in view of the uncertain economic and revenue
effects.

4. The gain on the sale of depreciable property, including depreciable real
property, should be taxed as ordinary income to the extent of depreciation
previously allowed.

5. The problems of taxing income from foreign sources have not been solved
satisfactorily. The statutory changes made in 1962, by and large, added com-
plexity and inequities in an already difficult area. The Congress should reexa-
mine the basic philosophy of the 1962 amendments. This rests on an unsound
concept which would require that income earned abroad by American businesses
be taxed on the same basis as income earned at home, with an objective of
discouraging investment in certain countries. We believe that income earned
abroad by American companies should be taxed in a manner conducive to meet-
ing the competition of foreign businesses in other countries. Such a policy
would best serve the long-term balance-of-payments interests of the United
States. A study should be undertaken to determine whether a solution can be
found by means of international agreements for a rational allocation of income
from international business.

Some interest has been evidenced in proposals for a so-called value-added tax,
and in view of this the following section from the committee's report may also
be pertinent:

Value-added tax.-The value-added tax may be thought of as a tax on business
or as one on consumption. Value-added, in essence, is the worth or the value of
what a business organization or other economic unit produces in a given period.
Value-added, in its simplest form. is the, difference between (a) the amount a
company receives from the sale of its output and (b) the amount it paid for the
raw materials and parts which went into the items sold. In general, a tax on
value-added is a tax on the amount paid for labor and for the use of capital.

(1) Merits claimed: The tax appears to have advantages over other consump-
tion or business taxes. The base would be large enough so that a modest rate
would bring substantial revenues, without the distorting effects of high tax rates.
Value-added appears to be a less complicated concept than net income, or even
retail sale.

The tax paid at one stage of production would not enter the base for the tax at
later stages. No tax-on-tax pyramiding would result if all previous taxes were
excluded from the base.

Presumably the same tax rate would be imposed upon all values added. The
tax would be designed to be neutral as among firms-incorporated or unincorpo-
rated, large or small, highly mechanized or relying predominantly on labor. The
burden would not depend upon the relative importance of debt and equity financ-
ing. The total of value-added tax would be the same whether production is by
several different firms performing the functions of successive stages or by a highly
integrated business performing most of the total series of operations, provided
the rate of taxation is the same.

A value-added tax would not penalize efficiency to the same extent as a net in-
come tax may be said to do. No need would arise for averaging or for carryovers
to offset the effects of fluctuating income. The tax base would be broader than
profits. The lower the price at which goods are sold, the lower would be the tax
per unit of sale.

The complete exemption of exports would generally be possible. Other types
of output, e.g., books sold to public schools, could also be exempted.

(2) Problems: Most of the problems of defining the value-added base would
involve payments for the values attributable to capital. One, for example,
would be the treatment of rents, interest, and dividends among business firms,
especially among financial institutions. The amounts could be included in the
base of either the payee or the payor. With fully consistent treatment, the net
difference in the results of the two methods for the economy as a whole would
probably not be lar-e.8 Careful study should, of course, precede action.

New purchases of machinery, buildings, and equipment might be deducted
in full in the year of purchase, or they might be deductible over a period of

3A bank, for example, might include in Its potential base the interest I0 receives, as
Payment for the services it renders, while deducting the Interest it pays. The borrowers
who pay interest to the bank would deduct such payments just as they would deduct pay-
'Dents for materials, power, and inputs taxed to suppliers.
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years. Over the long run, the two alternatives would yield much the sane
results. In the early years of the tax, however, the choice between the two would
have some overall revenue importance-and even more significance for particular
companies-depending upon the relative size of new capital outlays and
depreciation.

Problems would arise when a firm produces capital equipment for itself, or
both taxable and exempt products (perhaps exporting some of its output), or
when it engages in both taxable and exempt activities (perhaps providing serv-
ices to a State government). The building up or drawing down of inventories,
refunds, and the sale of used capital assets would create problems of treatment
from one year to another.

Among the deductions which would probably be allowed would be taxes paid.
Certain activities-those of philanthropic organizations, for example-might
be exempted. Inclusion of some of the activities of governmentally owned busi-
nesses, e.g., municipal electric systems, is conceivable.

(3) Base and yield: If the base were defined to include virtually all values
produced except those in Government, private households, and nonprofit institu-
tions, the total amount taxable (including goods anl services now subject to
Federal tax) would probably range from $300 to $325 billion if GNP were $600
billion. A tax rate of 5 percent might then yield around $15 billion. One must,
however, expect pressures to reduce the base, perhaps by exempting small or
unprofitable businesses or individuals with small professional incomes. Imports
would he taxed at the same rate as domestic output.

(4) Evaluation: For the United States the value-added principal could apply
to a base somewhat larger than that of the ordinary base of retail sales if
services were included. Collection of the tax by allowing deduction of the tax
paid by the previous firm aids cross checking of reports. The comprehensive
exclusion of producers' goods would probably be somewhat easier than under
a retail sales tax.

The tax would be largely hidden. It would be more neutral than the present
corporation income tax. Nevertheless. the tax per dollar of sales and certainly
per dollar of profit would vary greatly from one business to another.

In the short run, the ability of companies to shift the tax to consumers
would not be uniform. This condition would exist even if the new tax were
a substitute for part of the income tax. From one market to another, and
throughout the economy, the demand and supply which determine price would
not change at once on any great scale after the tax came into effect. Until
the price structure fully reflected the tax, "loss" firms might have more than
minor difficulty in passing the tax to consumers or in making other adjust-
ments. If the rate of tax were high enough to yield substantial revenue, the
burden on some companies might initially be onerous. The businesses hurt
worst would tend to be those in the poorest position to absorb greater costs.

At first, therefore, the rate of any value-added tax should probably be not
over 2 percent, even though a level of 5 percent or more may be contemplated
after. perhaps, 3 years. A transition period would provide opportunity for
working out details In the law and for business adjustment before any defects
worked much harm. If income tax rates were being reduced, a value-added
tax could be introduced when total burdens on business were going down. The
process of adaptation would then present a minimum of serious difficulties
except for loss companies.

The administration of a value-added tax would require tax collection from
all business and professional firms. As a tax applicable to all stages of eco-
nomic activity, its administration would involve many more firms than a tax
confined to one level of activity (but not more than the income tax).

Senator BENNET. Mr. Chairman, I have a question.
In your statement you bring up a point which I think many of us

hrtvw overlooked. In the first full paragraph you make the point that
while we think of individual taxes as income to individu~Is, actually
of the 11 million businesses in the United States, 10 million are sole
proprietorships or partnerships, so that what we call individual in-
come taxes as far as those 10 million people are concerned are in fact
direct taxes on business.
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They are the people who would be most likely or are they not the
people who would be most likely to invest whatever tax saving came
to them directly in the business which they are operating?

Mr. MAGILL. I should think so. That is essentially why we made
this statement. I think this is a fact which is commonly overlooked,
that what you think of is high income people and you think that you
are oing to benefit wealthy individuals as distinguished from benefit-in Business.

WVell, that isn't really so, because for the most part, as you see here,
these taxes come out of the smaller businessman, and as you say, I
think correctly, they would be the people who would be most likely
to increase investment and thereby promote business growth.

Senator BENNETt. And many of them are in businesses-and I am
speaking now from my own experience--that are always in need of
capital.

0r. MAGILL. Right.
Senator BENNETT. They being individuals, they don't have access

to the security markets. They have either got to borrow this capital
or save it out of their own earnings.

Mr. MAGILL. Very true.

Senator BE.NNETT. Borrow it from the banks or save it out of their
own earnings, so the net effect is that this is a direct way in which
the individual income tax rates in the brackets above the bottom one
or two brackets might be stimulating to business investment.

Mr. MAGMLL. I should think so, very.
Senator BENNETT. That is the only comment I wanted to make,

Mr. Chairman.
The CHARMAAN. Senator Gore.
Senator GORE. You come with a very thoughful statement, repre-

senting no one but your own good conscience, I take it?
Mr. MAGILL. That is right. To give the sinister side of my his-

tory, I am a member of a law firm of New York City called Cravath,
Swaine & Moore.

Senator GORE. I wouldn't let you characterize that as sinister. I
think it is a very distinguished law' firm.

Mr. MAGILL. Thank you very much. I will be glad to withdraw
the word "sinister."

I have been for a number of years chairman of the tax foundation.
I am also chairman of the Committee on Federal Tax Policy. But
I am appearing here as an individual.

Senator GoRE. As one member of the committee, I want to thank
you for your patriotism in coming. A good many people have come;
like you and Dr. Smith this morning, Mr. Keyserling yesterday, and
others.

It has been very helpful to this committee in trying to arrive at
conclusions on this very difficult matter. I consider it the most im-
portant bill with which I have had to deal in my years in Congress.

It is not only a very large bill in terms of dollars, but it is prece-
dential in many respects. Senator Byrd has pointed out that it is
precedential in that it is the first time that we have had a planned
deficit over a period of years in order to provide a tax reduction. What
do you think of the advisability of that precedent?

Mr. MAGILL. I don't like it. I doubt if I like it any better than
you do.

24-532-63-pt. 2-24
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Senator GoRE. What about Senator Byrd?
Mr. MAGILL. I will be glad to join with him, too, at any time. As

you know, I am in a sense an alumnus of the Treasury. I like to
think of myself as an alumnus of the Treasury. I think the position
which I would have in mind as being the better one is essentially
the position which Senator Byrd and yourself have been taking.
There are plenty of places that the tax systems should be reformed. It
would be wise to carry out those reforms without giving away the
money in the form of revenue.

Senator GORE. Yes. I would join you in that. Yesterday after-
noon Senator Douglas called attention to statistics which he had
gotten from the Treasury Department citing a number of taxpayers
with income of more than $1 million a year, and on which they paid
no taxes at all. I placed in the record a table which the Department
of the Treasury itself prepared showing that the composite taxpayers
in various groups paid a relatively small percentage of their income,
adjusted gross income, in taxes.

Were you here yesterday?
Mr. MAGILL. No, sir; I was not. I would like to see that.
Senator Gorm. I would like to read some of the examples for you.

It is a shocking table to me. Now please understand when I say "com-
posite," I am not sure that is the correct word, but the Treasury in
response to my request prepared this. Let me read you the caption
on the table so that you will clearly understand it:

Married couple with two dependents with typical dividends, capital gains,
and other income and typical itemized deductions.

I am not sure we can say this would be the typical taxpayer at
given income levels; that is why I used the word "composite." "Typi-
cal" might be a good word.

I wanted, though, to do justice to the chart and at the same time to
give you a full understanding of what it was.

Now let me start with t~e top figure; $1 million adjusted gross
income, tax payment is $261,929. TIis is under present law.

The average or typical taxpayer with an adjusted gross income
of $1 million under present law is only paying taxes in the 26-percent
bracket.

Mr. MAGILL. I think any of us, certainly a person in my position as
a practicing lawyer, resents a case like that, because I know darn well
I paid more than $250 taxes last year and so do we all. I don't know
whether you can call that man a typical taxpayer or not. My return
is more or less representative of the great mass of professional men's
returns. The immediate thing you think of in the case of that man
whose case you are giving is that he must have owned a lot of tax-
exempt bonds.

Senator GoREu. Let me give you a copy of this table.
I would think that this taxpayer would have a certain amount of

income from municipal bonds, because this table shows typical divi-
dends, typical gains, and other income, and also typical itemized de-
ductions. However, interest from tax exempt bonds is not entered as
a part of adjusted gross income.

Now let us come to a lower figure. Take the taxpayer with a $200,-
000 adjusted gross income. His payment is $63,318, which means that
he is in the 31-percent bracket; I mean he pays a little over 31 percent
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of his income. This illustrates, I think, the rectitude of the position
you have stated, that instead of providing a big tax reduction, a big
reduction in governmental revenue when the needs of the Government
are for more, not less revenue, we ought to be busying ourselves with
trying to correct the inequities in our tax law.

But if you will notice this table prepared by the Treasury, if the
pending bill is enacted, instead of the typical taxpayer with an ad-
justed gross income of $1 million paying 26 percent, he will pay 23 or
24 percent. So you see, the bill would make it worse.

Mr. MAGILL. I think the point you are making is a very good one,
that what you need to do--as I see it, there are two questions before
you. One is whether or not this is the time when you should reduce
taxes at all.

Senator GoRE. Yes.
Mr. MAGILL. And the other is whether or not this bill is the way to

do it. I would be very doubtful myself, as perhaps you are, that
the bill, that this bill is the way to do it.

Senator GoRE. I agree with you.
I think there is serious question whether the level of governmental

revenue should be reduced at all, when, as I say, with all of the debt
and with the second largest deficit in peacetime history, you would
think the Govrenment would be searching for additional revenue.

Mr. MAGILL. That is right, and you would suppose that you would
look first to see whether expenditures can be brought down within the
limits of the revenue-raising taxes which you now have, or whether
you could get additional money from some source of revenue.

Senator GORE. And whether the condition of our economy is such,
where the circumstances of our people are such, that some people need
to pay less taxes and some people could justifiably pay more?

Mr. MAGmL. That is right.
Senator GoRE. But, Mr. Magill, I think also that we can not sit here

in this committee and consider this bill as an isolated piece of legisla-
tion. We must consider this as a part of the total economic program
of the Government.

Mr. MAGILL. I think that is right.
Senator GonE. And when we do that, I find that this bill falls far

short.
It is the wrong way to do it, and I think there are other things that

we should be doing a long with dealing equitably with tax dollars.
Mr. MAGILL. I am inclined to agree with you. To turn around

what you are saying if I may, I think the real and basic question
which is before you is whether this bill is so good that it is justifiable
to pass it even though it reduces taxes below what your expenditures
are going to be. Well, now, you need a very strong case, it seems to
me, to justify legislative action under those circumstances. I don't
believe you have it here.

Senator GoRE. You need this doubt resolved beyond peradventure.
Mr. MAGILL. Quite so.
Senator Goim. Thank you Mr. Chairman.
The CHAimAN. Senator arlson?
Senator CARLSON. Mr. Chairman, the only thing I wish to state,

that I appreciate Dr. Magill taking his time to appear before the
committee. I have sat on committees before where he has testified.
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His testimony has always been most valuable and I am delighted to
have him here again today.

I think he has taken a very sound stand on this proposed tax legis-
lation and I appreciate it greatly.
Mr. MAAGILL. Thank you very much, Senator.
The CHAIRMAN. Senator Dirksen?
Senator DIRKSEN. Mr. Magill, I haven't seen you in a long tinle.
I remember my delightful visits with you when you were with the.

Treasury.
Mr. MAGIL. We ought to know each other well because I originated

in your State.
Senator DmsEN. I know you did. This morning I asked Doctor

Smith a question, and it is a trick question.
I said, "Suppose you were the chairman of the board of let's say,

a moderate-sized corporation and you had some cash in your treasury
for expansion. On your desk were a number of new products on which
research and development had been completed, and you were ready
to go and you wanted to go. Would you under the circumstances of
this tax bill go ahead and invest that money and go for that
expansion?"

Mr. MACGLL. I think you would be quite dubious about it.
Senator DrRKSEF. That is the purpose of this bill, isn't it?
Mr. MAGILL. That is right.
Senator DIRKSEN. To sponge up unemployment.
Mr. MAG5LL. Of course the situation, it seems to me, has changed

quite completely since the President originally proposed this bill.
I think it was proposed last January, wasn't it? I believe so. At
that time the President thought that the economy needed a forward
shove and this bill would perform that service. The economic condi-
tions have changed a good deal since last January. We now are going
along pretty well, and I don't think this bill is calculated to give
a forward shove which we may need now, but rather as I have said,
the bill would be better designed if it were designed to enable all of
us to save more out of our incomes than we have been able to in the
past, so that we can invest and that would produce more business
growth.

Senator DRKSIEN. Of course, the whole rationale of tlis bill is, No.
1, to put additional purchasing power in the hands of the consumer
in the hope that the consumer will use it for that purpose, but if he can
buy only a few additional packages of cigarettes a week or a couple
of drinks of bad whiskey that is not going to excite the economy very
much. But at the other end of that spectrum will it produce the in-
centive to expand and to provide new business that will sponge up the
jobless?

Mr. MAG1L. What worries anybody in my position is that this bill
will encourage consumer spending, but that is a short-term proposi-
tion. What you need for the long run, to promote more economic
growth, one way to do it would be to enable further saving for invest-
ment but the bill is not geared that way.

Senator DiRKSEN. Let me ask you one other question:
I have asked Secretary Dillon to submit a memorandum, because one

of the things that disturbs me is the financing of the deficit under this
bill running into 1966, maybe 1967, and according to Arthur Burns,
perhaps as far as into calendar year 1972.
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Now, is it fair to assume that enterprise will require funds out of
the private sector of the market in order to carry on this expansion
program, but when we have these heavy deficits the Treasury may
have to be financing the same sector, unless they depend on the Federal
Reserve and the banking structure in order to carry out those deficits.

So you have got competition in the same market; and obviously it
will have some impact on the interest rates, whatever they might be.

It could very well be inflationary. If it were, it would offset and
sponge out certainly some of the benefits in the consumer sector to
which this is directed.

Do you have any comment?
Mr. MAGML. I don't believe I could add very much to what you

have said. You brought it out very well with Professor Smith this
morning. I thought

I am fearful that this bill will not do what it is supposed to do. As
I have already indicated, I am doubtful that this is the time to do
it anyway.

Senator DrRKsEN. I thought Doctor Smith made one telling point
this morning. If this were enacted into law and it fails, you are going
to wait a good many years before you get another tax revision. The
damage may have been done and it will be a continuing damage if
this is not the riaht thing for the country at the right time.

That is all, iv'r. Chairman.
Senator CuLsoN. Air. Chairman?
The ChAIRMan. Senator Carlson.
Senator CARLSON. Doctor .agill made a comment that I want. to

place in the record, an editorial that appeared in the Washington Post
this morning entitled "A Bright Third Quarter."

I think Doctor Magill said the situation is a little different now than
it was when the President proposed this tax cut. This editorial, in
case you haven't read it, an I am not going to read it all but I want
to read at least two sentences from it. The heading is, "A Bright
Third Quarter":

The clouds of uncertainty that have been darkening the short-term economic
outlook are now dispelled by the news of an $8.9 billion rise in the value of
goods and services produced during the July-September period, the largest gain
in more than a year, and the substantial rise in the level of investment that
accompanied the gain in the gross national product suggests the possibility of a
gathering momentum which could carry the economy beyond the $600 billion
level in the first quarter of 1964.

Now that is certainly, Doctor Magill, a different situation than pre-
vailed at the end of last year and the beginning of this year.

Mr. MAGILL. Well, I had not actually seen that editorial, but what
you have read is what I was referring to when I spoke a little earlier.
I think that is a correct statement of what current economic condi-
tions are.

Senator CARLsON. I want to quote one more sentence from this
editorial.

Then we will place the entire editorial in the record, because the
Washington Post has consistently urged the enactment of a tax pro-
gram and the early enactment of a tax program. The sentence reads
this way:

This favorable turn in the wheel of economic fortune underscores the danger
of invoking the fear of a recession in urging a prompt tax cut, a practice in which
members of the administration have unfortunately indulged.
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In other words, talking about a reduction in our economy when it is
not factual, and the danger of leading some people to believe we may
have a recession. I would like to place this in the record.

The CHAIRMAN. Without objection, it is so ordered.
(The document referred to follows:)

A BRIGHT THIRD QUARTER

The clouds of uncertainty that have been darkening the short-term economic
outlook are now dispelled by the news of an $8.9 billion rise in the value of goods
and services produced during the July-September period, the largest gain in
more than a year. And the substantial rise in the level of investment that ac-
companied the gain in the gross national product suggests the possibility of a
gathering momentum which could carry the economy beyond the $600 billion
level in the first quarter of 1964.

What is encouraging about the rise of the GNP to the $588.5 billion rate in
the third quarter is that it was accomplished by a strong expansion in the non-
governmental sectors. Of the $8.9 billion increase, only $2.2 billion-or less than
25 percent-was accounted for by increased Government expenditures, and that
rise occurred largely on the State and local levels. Consumer expenditures rose
by $3.9 billion and private domestic investment increased by $3.2 billion to a level
which is nearly 8 percent above that of the first quarter.

Disposable personal income--or what is left after taxes are paid-rose to a
record level of $404.4 billion in the third quarter, and the after-tax income per
capita was $2,132.

But these gains must be viewed in the sober light of a persistently high level
of unemployment. There are still more than 3.5 million Americans without Jobs,
and the rate of unemployment is not likely to fall below 5.5 percent unless eco-
nomic growth is accelerated by the prompt reduction of income taxes.

This favorable turn in the wheel of economic fortune underscores the dangers
of invoking the fear of a recession in urging a prompt tax cut, a practice in which
members of the administration have unfortunately indulged. The rationale for
tax reduction is that it will, over a period of years, help to close the gap between
actual and potential output. Interjections of fear, based on forecasts which are
subject to wide margins of error, can only detract from this compelling argument.

The CHAIRMAN. Doctor, we are very grateful to you for your ap-
pearance. You and I have been associated together for many years in
regard to matter-; of taxation, and I have had an opportunity to come
in contact with you, to know of your ability, your wisdom, and that
you are working for the best interests of the country, so I appreciate
your coming.

I would have some questions to ask but I understand that you have
to catch a plane and I know they have been covered by others. I will
also read carefully your statement.

Mr 1'. MAGILL. Senator, I appreciate very much what you have said
and I appreciate the opportunity of appearing before this committee.
because if I had the wit that you have I could say the same things
about the committee which you have attributed to me.

The CHAIRMAN. And you will also abbreviate to some extent the
pamphlet you have?

Mr. MAGILL. I shall.
The CHAmrMAN. The Chair will ask permission to insert that in

the record.
Mr. MAGILL. Thank you very much.
The CIAIRMAN. This completes the hearings for today.
We will adjourn until 10 o'clock tomorrow morning.
(Whereupon, at 3 p.m., the committee recessed, to reconvene Thurs-

day, October 24,1963, at 10 a.m.)
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THURSDAY, OCTOBER 24, 1963

U.S. SE NATE,
(701MITTEE ON FINANCE,

IVfwl,,gton, D.C.
The committee met, pursuant to recess, at 10 a.m., in room 2221,

New Senate Office Building, Senator Harry F. Byrd (chairman)
presi ding.

Present: Senators Byrd, Long, Douglas, Gore, Talmadge, Mc-
Carthy, Hartke, Ribicoff, Williams, Carlson, Bennett, and Dirksen.

Also present: Nicholas Tomasulo, attorney, Joint Committee on
Internal Revenue; Elizabeth B. Springer, chief clerk.

The CHAIRMNAN. The committee will come to order.
I have conferred with Mr. Biemiller and in view of the fact that

Mr. Shuman has to take a plane, lie has agreed that Mr. Shuman will
give his testimony first.

Mr. Shuman, will you come forward, please, sir.

STATEMENT OF CHARLES B. SHUMAN, PRESIDENT, AMERICAN
FARM BUREAU FEDERATION; ACCOMPANIED BY JOHN C. LYNN,
LEGISLATIVE DIRECTOR; AND HERBERT HARRIS, ASSISTANT
LEGISLATIVE DIRECTOR, AMERICAN FARM BUREAU FEDERA-
TION

Mr. SHUMNAN. I have with me Mr. Harris of our legislative staff
and Mr. Lynn, director of our legislative department.

Mr. Chairman, we appreciate the opportunity to present Farm
Bureau's views with respect to Federal tax policy. Farm Bureau has
a membership of over 1,607,000 families in 49 States and Puerto Rico.

Through an extensive policy development process, our member farm
families discuss problems and develop recommendations on inany
issues which affect them directly in the business of agriculture: also,
those matters which have an important impact up on them as citizens
of the United States. Rates of taxation and methods used in assess-
ing taxes obviously are of vital importance to American fariuers and
ranchers.

The comments made in this statement are based upon policies
adopted in December 1962 by the elected voting delegates of member
State organizations.

Farm liureau is opposed to the enactment of H.R. 8363.
819
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We believe that a tax reduction in the amount proposed in the bill
and without better assurance of reduced expenditures than has yet
been provided would be fiscally irresponsible. Such action would-

Increase the deficit;
Further enlarge the national debt;
Threaten inflation; and
Retard, not expand, economic growth.

Farm Bureau's position with regard to Federal taxes is as follows:
I. It is necessary to reduce expenditures to make tax reduction eco-

nomically feasible.
II. Congress should promptly institute effective expenditure con-

trols because tax reduction is needed to improve the climate for eco-
nomic growth.

III. Tax reduction should then be accomplished through rate re-
ductions for individuals and corporations, scheduled in a series of
steps and geared to responsible action with respect to the Federal
budget.

IV. It is necessary to reduce expenditures to make tax reduction
economically feasible: The fundamental purpose of taxes should be
to raise needed government revenue in an equitable manner. Tax pol-
icy cannot be-or, at least, should not be-divorced from spending
policy. Government spending must be paid for, either through taxes
or inflation.

While taxes are undesirably high, our past record of fiscal manage-
ment in the Federal Government has not earned us a tax cut. The
fact is that, in recent years, we have consistently "borrowed from the
future" through deficit financing. The Federal Government has
spent more than its revenue in 26 of the past 32 years. The ever-
mounting national debt which has resulted is a matter of grave con-
cern to the American people.

Budget Total public Budget Total public
Fiscal year surplus or debt as of Fiscal year surplus or debt as of

deficit June 30 deficit June 30
(milions) (billions) (millions) (billions)

1953 ------------------ $9, 449 $266. 1 1950-----------------$12, 427 $284. 7
195M ------------------- 3,117 271.3 1960------------------ +1,224 286.3
1955 ------------------- 4,180 274.4 1961---------------- -3,856 289.0
1956 ------------------ +1, 626 272.8 1962.-------------------6,378 298. 2
1957 ------------------ +1, 596 270. 5 1963------------------ -6, 233 305. 9
1958 ------------------- Z819 27.3

The debt has almost constantly gone upward and the budget surplus
or deficit in that period of time has been mostly on the deficit side.

This failure to meet our Federal obligations through current rev-
enue has meant that every year the Federal Government must budget
increasing amounts for interest on the Federal debt. In 1964 the
budget must include $10 billion for interest on the national debt.
Such charges are now $3.4 billion higher than 10 years ago.

Legislation was enacted this session which increased the debt limit
to $309 billion through November 30, 1963. This is the result of a
deficit of $6.2 billion for fiscal year 1963.

Congress and this committee undoubtedly will be called upon
again-before November has passed-to increase the debt limit still
further. Deficit financing can be accommodated in no other way.
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It is apparent that the request will be for a debt limit in excess of
$315 billion.

Expenditures during fiscal year 1963 were $92.6 billion. The pro-
osed budget for fiscal 1964 called for an increase of approximately
6.2 billion in expenditures to bring the total to $98.8 billion.
The 1963 deficit of $6.2 billion is the result of a budget which

was initially estimated to involve a. $400 million surplus. The 6.4
billion deficit in 1962 resulted from a budget which was expected to
produce a $1.5 billion surplus. With this record in mind, a tax pro-
grain based on an estimated deficit of $11.9 billion which was later
revised to $9.2 billion could actually result in a deficit of substantially
larger proportiois and a fiscal situation that, in our view would be
irresponsible and dangerous.

Budget e8tim)atCs: Rceipt8, new obligational authority, expenditures, and
public debt

[In millions]

1962 1963 1964
actual actual estimate

Budget receipts ---------------------------------------------- $81,409 $86,400 $89,600-

New obligational authority ---------------------------------- 92,862 101,500 107, 927
Expenditures ------------------------------------------------ 87,787 92,600 98,802
Excess of new obligational authority over expenditures ____ 5,075 8,900 9, 125
Public debt end of year --------------------------------- 298,200 305,900 315,600

This substantiates the figures which I have just presented.
Since over 80 percent of Federal revenue comes from individual and

corporate income taxes, income tax reductions would have a significant
effect upon the Federal Government's total revenue, particularly.in
the short run. If the Federal Government's expend itures are in-
creased, a tax cut means more deficit financing, an increased national
debt the threat of inflation, and a loss of confidence in the soundness
of the economy, which would discourage investment and prevent
sound economic growth.

Farm Bureau rejects the theory that the United States can afford
to take the risks involved in tax reduction without first earning it
through reduced Government expenditures. We have rejected the
contention that the big gest budget in the history of this country
could not be substantially reduced. We have contended, instead, that
such a budget should be cut and must be cut if we are to provide the
sound basis for a tax reduction.

We have opposed any general reduction in taxes until effective
action has been taken to reduce Federal Government expenditures.
Actual expenditures in the current year, of course, cannot be com-
pletely controlled by Congress. However, new obligational authority
can be controlled by Congress.

On Maroh 20, 1963, Farm Bureau's position was presented to the
Committee on Ways and Means of the House of Representatives as
follows:

If and when a reduction of at least $13.6 billion in new obligational authority
hlae been achieved, we will support a tax cut * * * provided the tax reduction
effected the first year is less than one-third of the amount by which new obliga-
tional authority for fiscal 1964 is reduced * * *.
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During the current session Farm Bureau has presented specific
recommendations to Congress to accomplish a $13.6 billion reduction
in new obligational authority-including a reduction of over $1 bil-
lion in appropriations for agriculture.

The current situation is as follows:
1. The administration's budget requests called for new obliga-

tional authority of approximately $108 billion.

Approximately $12 billion of this reflects permanent authoriza-
tions for such things as interest on the national debt.

2. The House oY Representatives has acted on eight major appro-
priation bills for fiscal 1964. These bills cover requests for new obli-
gational authority.of $85.2 billion.3. House committee and floor action have reduced this amount to
$80.5 billion.

4. The reduction of new obligational authority as a result of House
action is $4.7 billion.

Since the House has taken action on approximately $85.2 billion
of the President's budget requests, only about $11 billion remains to be
acted on by the House. The $4.7 billion cut achieved thus far cer-
tainly is a meager reduction as compared to proposed new obligational
authority of $108 billion.

Despite its plea for tax reduction, the administration has sought
full restoration of these cuts in the Senate. In the appropriation bills
considered so far this session by the Senate, House cuts totaling $530
million have been restored.Therefore, with budget requests calling for a record new obligational
authority of $108 billion, Congress has to date reduced these requests
by only $2.4 billion in appropriation bills on which congressional action
has been completed.

In view of the record, the fact is clear-a tax cut has not been
earned through effective control of Federal expenditures.

II. Congress should promptly institute effective expenditure con-
trols, because tax reduction is needed to improve the climate for eco-
nomic growth: In our view, the U.S. economy has demonstrated con-
siderable strength and is continuing to do so. We believe in the desir-
ability of a higher rate of economic growth. But no one should depre-
cate the economic progress this comtry has made since the end of
World War II.

We should not be misled by comparisons with foreign statistics
which reflect the recovery of industrial economies from the destruction
of war.

Economic growth is a complex thing. It does not take place at a
uniform rate, and we should not expect it to do so. We should also
recognize the danger that too much emphasis on growth might un-
balance the economy and lead to future trouble.

While our present tax structure is by no means the only impediment
to a higher rate of economic growth, it undoubtedly is an important
one. Excessively high rates drain off the private investment capital
that is needed to create new job opportunities through the development
of new industries and expanded market for old industries. At the
worst, high rates discourage risk taking, innovation, imaginative un-
dertakings-the elements that generate progress.
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Marginal tax rates that run as high as 91 percent. are so punitive that
they either kill incentive or lead to an erosion of the tax base by en-
couraging the enactment of numerous special rules and regulations for
particular situations.

Given the power to tax away such a high percentage of the return,
the Government directs the use of private capital. This often means
that. income is virtually confiscated unless it is directed into an ac-
tivity prescribed by the Government through a process of political
determination. In a very real sense, this substitutes the judgment of
a relatively few Government officials for the judgment of millions of
individuals in the day-to-day operation of our economic system.

Tax reductions are needed to release fund, for private capital in-
vestment in a wide variety of projects and to encourage the use of
such funds in sound investments.

Tax reduction, also, is important to the solution of our international
balance-of-payments problem.

For more than a decade the United States has spent more abroad
than foreign countries have spent in the United States (the only ex-
ception was the Suez crisis year of 1957). In recent years we have been
relatively unsuccessful in correcting the imbalance despite the fact
that we have maintained a sizable surplus in our balance of trade.

One of the critical factors in thi. problem is the persistent outflow
of U.S. capital and the rather weak attraction the U.S. economy has
had for foreign capital.

For example, U.S. long-term investments abroad exceeded foreign
long-term investments in the United States by $2.1 billion both in
1960 and 1961. The net dollar loss from this factor in 1962 was $2.5
billion.

Our total international balance-of-payments deficit in 1962 amount-
ed to $2.2 billion.

It is widely recognized that. action should be take to correct th~s
dollar outflow. Yet the net dollar loss from this factor in the first
half of 1963 is at the annual rate of $3.8 billion.

Government restrictions on investment abroad are not the answer,
nor should tax penalties be applied to such investment. Rather, we
must take those basic actions which will inake investment in the
United States more attractive to all investors and also strengthen our
competitive, position through reductions in U.S. production costs.

One of the most important actions we can take in this regard is to
reduce the burden of excessive taxation and at the same time maintain
confidence in the soundness of the economy. Obviously a tax cut
based on deficit financing and a substantial increase in borrowing
would not achieve this objective.

Agriculture can be an important element in the solution of our
balance-of-payments problem-if our domestic programs are geared
to the world market.

For example, U.S. cotton exports in 1962-63 declined 3.3 million
bales below the 1960-61 level. This represented lost exports of ap-
proximately $400 million because of the mismanagement of the do-
mestic and export cotton program. Instead of carrying out the true
spirit of the Agricultural Act of 1958, which called ?or gradually
lowering the price support level, the Secretary of Agriculture made
two mistakes.
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First, he increased the support price and then he failed to offset the
increased support price by raising the export subsidy sufficient to
maintain U.S. cotton's competitive position in the foreign markets.
These lost export earnings have aggravated further our serious
balance-of-payments difficulty.

Current legislative proposals to make our cotton industry dependent
on direct payments from the Government are not the answer.

On the other hand, there is every reason to believe that with the
realistic administration of the provisions of the Agricultural Act of
1958 as applied to cotton, our exports could be built up again to the
1959 and 1960 figure of approximately 7 million bales. This would
amount to increased dollar export earnings of approximately $500
million.

I would like to point out here that in light of this serious situation,
it seems almost incredible that the House of Representatives would be
seriously considering legislation that would increase the cost of the
cotton program by almost $1 billion.

III. Tax reduction should then be accomplished through rate re-
duction for individuals and corporations, scheduled in a series of
steps and geared to responsible action with respect to the Federal
budget: We believe tax reduction should-

(1) Stimulate economic growth by giving primary emphasis
to increased private capital investment;

(2) Reduce the excessive tax burden for individuals in all
brackets of the income tax schedule and also for corporations;

(3) Be scheduled over several years in order to increase the
incentive for investors to risk their capital in job-producing ven-
tures b minimizing the threat of inflation:

(4) Ie contingent upon a substantial reduction in new obliga-
tional authority in the first year of its effectiveness and upon a
balanced budget in subsequent years.

We recognize that such a reduction does not fit into the "quick
boost" or "shot in the arm" philosophy. Rather, it is predicated upon
the principle of increasing net capital formation through private in-
vestment to solve the chronic and fundamental inability of the econ-
omy to realize its full potential and to move ahead at a satisfactory
annual growth rate. It would stimulate investment, not inflation.
It would emphasize opportunity and incentive to invest with expecta-
tion of proportionate return.

By reducing corporate tax rates and individual rates in the upper-
and middle-income brackets, additional capital will be made available
for private investment. By reducing the tax burden on all taxpayers,
additional private purchasing power will be made available to stimu-
late the investment of such capital.

The promise of additional tax cuts in the years ahead would in-
crease confidence in our economy and thus give added confidence to
additional investment.

At the same time, by making tax reductions contingent upon sharp
reductions in new obligational authority in the initial year and a bal-
anced budget thereafter, we would be providing additional incentive
for the sort of self-discipline that is necessary if we are to have suc-
cessful self-government.
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If deficits were the solution to economic problems and economic
growth, our economy should be booming at the present time and there
would be little need to extend foreign aid to many of the so-called
underdeveloped countries.

The U.S. record for recent years has been as follows:
Fiscal 1961: Revenue, $77.6 billion; spending, $81.5 billion; deficit,

$3.9 billion.
Fiscal 1962: Revenue, $81.4 billion; spending, $87.8 billion; deficit,

$6.4 billion.
Fiscal 1963: Revenue, $86.4 billion; spending, $92.6 billion; deficit,

$6.2 billion.
It is politically. easy to spend; it is politically difficult to tax. Our

private competitive enterprise system is placed in jeopardy by a siren
soncg which seems to say, '1Ve can spend without taxing; we can solve
without effort."

The provisions of H.R. 8363 do not meet the criteria for tax reduc-
tion established by Farm Bureau policy. Tax reduction has not been
geared to responsible action with respect to the Federal budget.

In addition, the rate schedule proposed in H.R. 8363 seriously dis-
torts the graduation through the middle brackets and does not give
primary emphasis, therefore, to the need for increased private capital
investment.

For example, under the present rate structure, 36 out of 71 of the
percentage points of graduation are reached at the $20,000 to $22,000
bracket in the case of a single taxpayer. Under the proposed schedule,
34 out of 56 percentage points of graduation are reached at the same
bracket.

H.R. 8363 increases the intensity of graduation in brackets below
$22,000 from one-half to two-thirds. Tax reduction should be accom-
panied by rate reform, not rate distortion.

UNDESIRABLE REFORM PROPOSALS PROVIDE ADDITIONAL REASONS FOR

OPPOSITION TO THE PRESENT BILL

The so-called tax reform provisions of H.R. 8363 include some pro-
posals that appear to have merit, some thut we do not feel qualified to
evaluate, and still others that are definitely undesirable.

In terms of Farm Bureau policy, the most objectionable of the
"reform" provisions are those relating to-

(a) The minimum standard deduction;
(b) Adjustment of the basis of property on which an invest,-

ment credit has been taken; and
(c) Elimination of the present dividend credit.

The House report indicates that the proposal to establish a per
capita minimum standard deduction would remove 1.5 million tax-
payers from the tax rolls. In our opinion, this would be highly
undesirable. Every self-supporting person should make a direct con-
tribution to the support of the Federal Government. The payment of
even a small income tax will remind a taxpayer of the fact that gov-
ernment costs mon

A reduction in tI number of people who are required to pay in-
come taxes inevitably would increase the number of voters who are
sure that someone else will bear the cost of proposed Federal prog. ms.
This cannot help but to encourage pressures for fiscal irresponsibility.
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We would also like to point out that the idea of a per capita mini-
mum standard deduction is completely illogical because it bears no
relationship to the deductions individual taxpayers would be entitled
to take on an itemized basis. In reality, this proposal is nothing more
than an effort to increase personal exemptions for a part of the tax-
paying public. It should not be enacted.

When the investment credit was originally before Congress, we took
the position that it was "a selective form of tax relief" which would
have discriminatory results and that-
it would be far better to liberalize the treatment of depreciation and to work
toward a general reduction in income tax rates.

Amono other things, we pointed out that the credit, as originally
proposeT, was in reality a subsidy because credit for new investment
was to be allowed as a deduction from the amount due as taxes rather
than as an adjustment in the amount of income subject to tax, and
also because credit was to be allowed without reducing the basis for
depreciation.

The Senate subsequently adopted an amendment which reduced the
subsidy nature of the investment credit by providing that the basis
for depreciation of capital items must be reduced by the amount of
credit.

In our opinion, the Senate's action was fully justified, not only in
terms of sound tax principles, but also by the fact that administrative
action was taken to liberalize the treatment of depreciation while the
investment credit was under consideration.

Repeal of the present requirement that the basis for depreciation
must be reduced by the amount of the investment credit taken would
be a backward step which would materially increase the subsidy
aspects of these credits. We are opposed to such action.

As a matter of principle, we believe that all corporation earnings
should be subject to a single Federal income tax, and that earnings
distributed to stockholders should not be taxed in the hands of both
the corporation and the stockholders.

We have supported the present $50 dividend exclusion and 4-percent
credit as initial steps toward elimination of the double taxation of
corporate dividends.

Under H.R. 8363, the $50 exclusion would be increased to $100 and
the present 4-percent credit would be repealed. It is argued that this
would completely eliminate the double taxation of dividends for a
large number of stockholders, and that the number of taxpayers who
would gain from the increase in the exclusion is greater than the num-
ber who lose by repeal of the 4-percent credit.

This may well be the case; however, the real issue is the equity of
taxing distributed corporate earnings both in the hands of the cor-
poration and in the hands of the stockholders.

If relief from the double taxation of distributed earnings is justified
as a matter of principle, as we believe to be the case, the amount of
relief to be granted should not be subjected to an absolute per capita
ceiling even though the number of people that would be adversely
affected may be rather small. Accordingly, we are opposed to the
elimination of the 4-percent dividend credit.
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In summary, Farm Bureau believes that Federal taxes are execessive
and should be reduced. However, tax reduction should be based on
reduced Federal expenditures-not on deficit financing.

We firmly believe that the task of first priority for Congress is ef-
fective control of Federal expenditures through the substantial reduc-
tion of new obligational authority.

Since that task has not as yet been accomplished, Farin Bureau
opposes the enactment of H.R. 8363.

The CHAIRMAN. Thank you very much, Mr. Shuman.
Senator Long.
Senator LONG. I notice that President Eisenhower stated that he

felt that we ought to bring all but one of those two divisions in Europe
back home. If that were the case, it seems to me that that would
just about solve our defense problem.

Is it not more or less unprecedented, in fact, is it not almost com-
pletely without precedent in world history for one country to indefi-
nitely maintain huge numbers of its people, particularly its military
forces, on the soil of another nation long after a war is over, at that
nation's own expense?

It has been done, I know; occupying forces have over a long period
of time occupied someone's soil, making the occupant pay for it, but
do you know of any previous case in history where someone has kept
their troops on the soil of another nation over a decade at the expense
of the country sending the troops ?

Mr. SHuMi.kN. I an not that good a student of history. I do not
recall any. There may have been, but I do not recall any, Senator.

Senator LONG. If we would change our policy as President Eisen-
hower is recommending, would not that one item tend to solve our
whole balance-of-payments problem?

Mr. Sviu.xx. I think there are several things that could be done
to improve the balance-of-payments problem, one of which would be
reducing military expenditures, of course.

Another would be reduction of foreign aid expenditures.
It seems to me that there comes a time when we must decide whether

or not we can afford to continue foreign aid programs at the present
rate. Of course, one of the real serious causes of our balance-of-
payments problem is the difference, the unfavorable difference in
inflationary policies in this country and other countries which have
in effect caused capital to flee this country or avoid coming here.

Senator LoNG. It seems to me that we have succeeded in proving
how a nation could divest itself of its gold in three ways-three goon
possibilities.

One of them is by maintaining fantastic numbers of our nationals
on somebody else's soil over a lon period of time. I understand we
now have 750,000 Americans in furope alone. Not all of those are
troops. Only a small percentage of them are actual combat troops,
but that is the magnificent figure that we have succeeded in achiev-
ing, I believe, 750,000 even at this late date.

Then the second way that you can divest yourself of your gold
is to give away fantastic amounts of money where a loan would
have served the purpose just as well. If it ever occurred to anybody
that that Marshall plan might actually be a success, that those na-
tions might actually recover-in fact, if it had ever occurred to any-
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body that those nations recovered in the past and might have re-
covered without our help, rather than giving the $17 billion to
Western Europe, we could have loaned the money and we now would
not be in a position that those nations could empty Fort Knox, Ky.

Now a third way of divesting yourself of your gold is that in tfie
event that you are going to give it when a loan would serve the pur-
pose just as well, that you would then proceed to continue the aid
long after there is no longer any real need for it.

I understand that the bill for Western Europe this year is about
$400 million on commitments not authorized by Congress, simply
made by administrators sitting around listening in the afterhours
I suppose with their foreign friends, committing themselves to put
up large amounts of money beyond any immediate need of it.

So we are now committed to aid rich countries, which, incidentally,
hold the very dollars and credits that are necessary to empty Fort
Knox.

The aid still goes on even though we are not able to pay off in gold
what we owe already.

Now I take it that your association is against all those methods, and
that would tend to prevent this country from being the master of its
own monetary policy.

Mr. SHUMAN. We have a great deal of sympathy with the state-
ment of problems that you have presented there. We believe that
there can be reductions made in defense spending, in foreign aid, and
we also believe that meeting our fiscal responsibilities and living with-
in our income as a government would also help correct the balance-
of-payments problem.

we are very much concerned along with the administration and
many other people, with the continuing deficit in the U.S. balance
of payments.

think it is a question of whether our foreign aid policies of gov-
ernment to government assistance has accomplished its objective or
whether they might not have recovered as well or more rapidly if
other policies had been followed.

Senator LONG. The excuse for these high-interest rates that exist
in this administration has been that we have an unfavorable balance
of payments.

My impression would be that if this administration had done what
our party platform stated, that is to drastically reduce interest rates,
the carrying charges on the national debt would be about $5 billion
less than they are today.

Do you or your organization have any views on that matter ?
Mr. SHUAM. Yes.
We believe that there is a money market just the same as there is a

market for commodities, and that the price of money or credits is the
interest rate and that it ought to be free to change. We do not believe
in an artificial manipulation of interest rates.

I just want to say that dealing with the international balance of
payments problems with interest is dealing with the symptoms, not
the cause.

Senator LoNG. My impression is that this Nation and this Govern-
ment has been using its influence to manipulate those rates upward.
Insofar as the influence of this administration has been used, it has
been used to keep interest rates high and not to bring them down.
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Mr. SH:UMAN. I have not studied the effect of their actions on in-
terest rates.

We are not in sympathy with government action to manipulate
artificially interest rates either up or down, and we do not believe that
this is an effective cure of the balance-of-payments problem.

The CHAIRMAN. Senator Williams.
Senator WILLIAMS. Mr. Shuman, I have no questions. I merely

want to congratulate you on one of the best statements that has been
1)resented to this committee in connection with this tax bill.

Mr. SHUMAN. Thank you, Senator.
The CHAIRMAN. Senator Douglas..
Senator DOUGLAS. Mr. Chairman, Mr. Shuman is a distinguished

citizen of Illinois, highly respected by everyone. We are kindly in
our personal relations. We do not always agree on economic policy,
Mr. Chairman, but I want to say that I have a very real respect and
an acute affection for him.

Mr. SI-TUMAN. Thank you, Senator.
Senator DOUGLAS. In spite of his deviations.
Mr. SHUMAN. Thank you.
Senator DOUGLAS. There is one thing that puzzles me, Mr. Shuman.
You speak of the administration asking for new obligational au-

thority of approximately $108 billion, and then you speak of the ad-
ministration asking for expenditures of $98.8 billion, and you say
the House has already acted on $85.2 billion, only about $11 billion
remains to be acted on by the House. That comes to $96 billion.

Where do you get the extra $10 billion, the difference between $98
billion and-

Mr. SHUMAN. It is actually almost an extra $12 billion which is
the amount that is permanent authorization for such things as in-
terest on the national debt. It is explained-

Senator DOUGLAS. That is an annual charge, Mr. Shuman.
Mr. SHUMAN. Well, the Congress has no control of it. It is in-

cluded in the $108 billion.
Under point numbered I, we say the budget request calls for new ob-

ligational' authority of $108 billion and the next sentence says "of
which approximately $12 billion reflects permanent authorizations."
This leaves $96 billion that the Congress can act on.

Senator DOUGLAS. There is a question in my mind.
I thought $10 billion of interest was included in the $98 billion.
Mr. SHUMAN. The $98 billion is budget.
Senator DOUGLAS. Does that include $10 billion?
Mr. SHUMAN. Yes.
Senator DOUGLAS. Allowance for?
Mr. SHUMAN. Yes.
Senator DOUGLAS. Where do you get the extra $10 billion?
Mr. SHJAN. The extra is the amount that the new obligational

authority as proposed by the administration exceeds the spending.
Senator DouGLAs. For what purpose would this be?
Mr. SHUMAN. It would include a number of items where new obli-

gational authority exceeds the actual estimate of spending in the
budget year. New obligational, authority virtually never coincides
with the spending.

24-582--O6--pt. 2- 25
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Senator DOUGLAS. I wonder if you could itemize those, or if you
would have your staff itemize them for the record.

Mr. SHUMAN. I think we can. We would be glad to do that.
Senator DouGLAs. I have a feeling this is an inflated figure so far

as current expenditures are concerned.
Mr. SHrUAN. We will be glad to itemize it.
(The following has been compiled from the official budget for fis-

cal year ending June 30,1964:)

The budget for flao V year 1964

[in millions

Estituated

New obliga-
tional Expenditure-

authority

Total, national defense.. .........-------------------------------------------- $56,702 $55,433
Total, international affairs and finance----------.-------------------------4,514 2, .7
National Aeronautics and Space Administration ..--------------------------- 5,712 4,200
Total, agriculture and agricultural resources-..------------------------------ 7,289 5. 06
Total, natural resources.. . . . . . ..--------------------------------------------- 2.629 2,503
Total, commerce-and transportation. . . . ..------------------------------------ 3,091 3, 38
Total, housing and community development.-------------------------------509 276
Totl, health, labor, and welfare.. . . . ..--------------------------------------- 6, 984 5,613
Total, education-... . . . . . . ..-------------------------------------------------- 2,983 1,537
Total, veterans benefits and services. . . . ..------------------------------------ 6, 594 5,484
Total, interest. . . . . . . . . . ..---------------------------------------------------- 10. 103 10. 103
Total, general government.... .. ...------------------------------------------- 2,277 2, 1.9
Allowances, undistributed:

Comparability pay adjustment....-------------------------------------- 200 200
C ontingenclee.. . . . . . ..---------------------------------------------------250 17,5

Interfund transactions (-).................---------------------------------.----------- ---- 6;9

Total administrative budget.---------------------------------- 107,927 98,802

Senator DouGLAS. Thank you.
The CHAMMAN. Senator Bennett.
Senator BENNETr. Mr. Shuman, I am repetitive when I say this is

an excellent statement. I think it has two very interesting meanings
for me and maybe for the rest of the committee.

I had not realized until you read in your statement the figures
which indicate if the administration just had patience enough to stand,
hold its expenditures for 1 year, instead of creating deficits, would have
approximately budget balance.

The revenue in fiscal 1962 was only one-tenth of a billion dollars off
of the income for 1963. The expenditures of 1961 were only $100)
million higher than the revenue for 1962.

Mr. SHUMAN. That is correct.
Senator BENNiTT. And the expenditures for 1962 were only a little

over $1 billion higher than the revenue for 1963.
It is like t'wo men walking up the steps. If the man on the top step

would just wait until his partner stepped up one step, then they would
walk up the steps together, instead of one running ahead of the other.

I think that is a very interesting figure.
The other thing that you have given us which is interesting to ]he

is that you have come in to defend the idea that we should be free from
double taxation in corporate earnings.

There are not many corporate farmers, are thereI
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Mr. SHUMAN. Not very many. Only about 3 percent of the total
units in agriculture are other than family operations, so there are very
few corporate units.

Senator BENNr . So this does not represent obviously a self-inter-
est approach, but rather, a philosophical approach to this problem ?

Mr. SHUMAN. That is correct.
However, we have many farmers who do own securities, stocks ini

various corporations, cooperatives and otherwise.
Senator BENNETT. We hope that number increases. We hope we

spread out and broaden the base of corporate ownership.
Those two things plus the spirit of your whole testimony are very

interesting and refreshing to me.
You make the point oT'the increased progressivity of this bill up to

the $20,000-$22,000 bracket, and this was, interestingly enough, the
same basic point made by the U.S. Junior Chamber of Commerce
representative who came before us. So this is an interesting con-
firmation that you are in step with the young business executives of the
country.

I have no other comments or questions, Mr. Chairman.
The CHAIRMAN. Senator Gore.
Senator GORE. Mr. Shuman, I find your statement most interesting.

You have made a fine contribution.
Mr. SHUMAN. Thank you.
Senator GORE. I particularly find interesting a point of view you

express, and I am glad to see you set this out in concrete terms. I
have not seen anyone else do this. I would like to read from the sec-
ond paragraph:

For example, under the present rate structure, 36 out of 71 of the percentage
points of graduation are reached at the "$20,000 to $22,000" bracket in the case of
a single taxpayer. Under the proposed schedule, 34 out of 56 percentage points
of graduation are reached at the same bracket.

H.R. 8363 increases the intensity of graduation in brackets below $22,000 from
one-half to two-thirds. Tax reductions should be accompanied by rate reform,
not rate distortion.

Now, to add some figures in this context, I find from your state-
ment, if it be correct, that under the present law 36 of the percentage
points of graduation come before an income of $22,000, and 35 on in-
come above $22,000.

Mr. SHUMAN. That is correct.
Senator Gox. But under the pending bill there would be 34 per-

centage points of graduation before the income level of $22,000, and
only 22 thereafter.

Mr. SHUMAN. Yes.
Senator GoRE. I find this striking.
Graduation tends to be steeper in the middle income brackets and

tends to be much less steep beyond $22,000?
Mr. SHUMAN. That is correct.
Senator GoRE. This is one of the reasons you oppose the billI
Mr. SHUMAN. Yes, sir.
Senator DouoLAs. If my good friend will let me interject.
Senator GoRE. I yield.
Senator DouGLAs. In the case of joint returns, this is not $20,000 to

$22,000, but $40,000 to $44,000.
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Mr1'. S HUMAN. Yes.
Senator )OUGLAS. And since I assume most returns are joint I-e-

turns, I do not think my good friend from Tennessee, with whoml I
aun generally in accord, can say this is a middle income group.

Mr. SHUM-AN. The point is still valid.
Senator DOUGLAS. Yes.
Senator GORE. The point is still valid, and I think this l)erhal)p il-

lustrates why the Treasury Department, which has been engaged ill a
selling operation on this bill, tends to limit all of its tables to a $5-
000 income taxpayer, and it is beyond that point that you see the
distortions.

Mr. SHUM X.N. Yes.
Senator GORE. Which you say should not be written into law.
Mr. SIiLu,\AN. That is right.
Senator DOUGLAS. That is correct.
Senator GORE. You agree with that?
Senator DOUG4LAs. Yes; I agree. Except it is not quite as bad as

the individual return would seem to indicate.
Senator GORE. I am glad, Mr. Shuman, not only to find myself in

agreement with the distinguished senior Senator from Illinois, but
also to find one of his distinguished constituents in agreement with
him, too.

Mr. SHIt3MAN. Thank you.
Senator GORE. I notice your first objection to the bill is on the

basis that you consider its enactment, fiscal irresponsibility.
Mr. SHUMAN. Yes, sir.
Senator GORE. Since you have expressed views here with which

many people disagree in some respects, I want to say that in all
can(or I endorse this particular point. It is the No. point.

As you know, I am not generally regarded as being as conservative,
as you sometimes are regarded. Be that as it may, I simply feel that
it is dangerous to have an $11 billion reduction in governmental reve-
lnies w'-hen we already face a $9 billion deficit and a national debt of
more than $300 billion on which the carrying charge alone is more
than $10 billion per year.

I do think this is fiscal irresponsibility. I think it. involves dangers.
Now, please understand that I am not one of these sticklers for a

balanced budget every year. I think sometimes economic conditioii,
may justify deficit financing.

Perhaps you would agree that that is sometimes the case.
Mr. SHUMAN. We certainly would, and we agree also that tax cuts

do have some stimulating effect on the economy, but when you con-
sider the amount. of the deficit plus the proposed increased spending,
it is inconceivable that the stimulative effect could do enough to off-
set it.

Senator GORE. So on two points you and I find ourselves in agree-
ment ?

Mr. SHUMAN. Yes.
Senator GORE. One, it is dangerous, and perhaps to the extent of

fiscal irresponsibility-that may be a prejudicial term but to me and
to you it. has meaning.

Mfr. SHuMAN. Yes.
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Senator GORE. Then, second, you find that the bill, if enacted,
would bring about rate distortions rather than rate equity and
reform?

Mr. S IYUMAN. Yes, sir.
Senator GORE. Beyond that, you and I might find ourselves in some

points of disagreementt?
Mr. SHLT1AN. Yes, sir.
Senat6ir Gon. J1ut this is a very big subject.
I have expressed the view, and I wonder if you would concur in

this, that this is perhaps the most important, and if enacted, the
most far-reaching bill to be before Congress in many years?

Mr. SHI-TMuN. I would agree.
Senator GORE. Have you noticed that the records are in on the

growth in gross national product in the third quarter of 1963 and
that the GNP is now running at the annual rate of $588 billion?

Mr. SHTMAN. I think I saw that. report; yes.
Senator GORE. Would this indicate that. the country is in the bot-

tom of a recession, justifying deficit financing for a couple of years?
Mr. SRITMAN. No, sir; I certainly do not think so.
I think that, by all the indicators that I follow, the health of the

economy is such that we ought not to be engaged in deficit spending.
I agree that. there are times in the economic cycle when you can
justify deficit, spending, but certainly not with this kind of an eco-
nomic situation.

Senator GORE. Thank you, Mr. Chairman.
The CHAIRMAN. Senator McCarthy.
Senator MCCARTHY. No questions.
The CHAIRMAN. Senator Hartke.
Senator HARTKE. Mr. Shuman, I read your statement. I was

wondering, do you actually fear the Federal debt is going to bank-
rupt the United States at the present time, at the rate we are going?

Mr. SHrM.N. I do not think that "bankrupt" is the right termi-
nology, and we have never used it.

I think, rather, that. since the Federal Government has control
over the "coining of money" and the fiscal and financial policies of
the country, that the thing we have to fear is either completely turn-
ing over to other governments the management of our financial situa-
tion or wild inflation, or both.

Senator HARTKE. I did not understand, I am sorry.
Turning over to other countries-I did not follow.
Mr. SIUMAN. If we get into such a position that we continue to

have a deficit in our balance of payments, you get to the position
where we no longer have any reserve to speak o , then we will be
subject to the dictation of governments which have followed a
sounder fiscal policy, and they will be able to tell us what we have
to do in order to continue, to exist. in the financial community. Either
that or completely wild inflation which would destroy not the Gov-
ernment of the United States immediately, but would destroy many
of our businesses and hurt the people.

Senator HARTK,. Let take inflation for a moment.
Do you contend that we are continuing with spiraling inflation at

the present moment or that we have in the past few yearsI
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Mr. SHUMAN. No; I would not describe the situation as spiraling,
but I would describe it as continued, persistent rate of inflation
which could develop into a wilder type of inflation. It is just as
dangerous a type of inflation as any, except that it has not reached
the spot of wild-_,

Senator HARTKE. Do you question the present statistics which are
put out by the Government under the cost-of-living index?

Mr. SIT MAN. No; I do not, but the ost-of-living index, if you
take it year by year, has continued to increase.

Senator HARTKE. At what rate in the few years, to the period im-
mediately after the war until say 1958?

Mr. SHU3 AN. It is true that the rate is not as rapid as it was in the
immediate postwar period, but part of this, of course, was related to
the delayed spending that was released after the war. At the same
time, I think the continued and persistent inflationary situation, at
present, is probably just as dangerous, perhaps more dangerous t.hgn
that in the postwar period.

Senator HARTKE. Do you feel then, in spite of the fact. that the in-
dexes indicate that there is a general overall stabilizing of the cost of
living, which actually has been present for quite a length of time, that
those facts do not. justify the conclusion that we have a stable currenev
for all intents and purposes at the present time?

Mr. SIFT1MAN. That is correct.
I would recognize that for the last 3 or 4 years the rate of inflation

has not been what you would call alarming, but it has been there.
Senator HARTKE. Now with regard to this question of the other gov-

ernments dictating, do you feel that the deficits here are a major con-
tributing factor to the so-called balance-of-payments problem?

Mr. SHir-iN. Yes. I think the lack of confidence on the part of
investors,-private investors abroad, and lack of confidence on the part
of other governments that we meet our obligations and balance our
budget and pay for our spending, I think there is a tremendous lack
of confidence abroad, and that this has been a factor.

Senator HArrKE. Do you have any facts to indicate that?
Mr. SlHMAN. I do not have them with me, but I believe that there

are some pretty well-established-
Senator HARTKE. I would be very interested.
I am concerned about the question of balance of payments too. T

would be. very interested if you have any concrete evidence or any
factual information which would back up the conclusion.

Mr. SHUMAN. We would be glad to furnish that.
Senator HARTKE. I would be glad to have that.
(The following was later received for the record:)

The lack of confidence in the U.S. fiscal policy is illustrated by two elements of
our balance-of-payments position:

(1) U.S. long-term investment abroad exceeded foreign long-term investments
in the United States by $2.1 billion in 1960, $21 billion in 1961, $2.5 billion in 1962,
and $3.8 billion in 1968 (first-half annual rate).

(2) Foreign governments have not been satisfied to hold their balances in
dollars, but have converted them into gold at an alarming rate. The conversion
of dollars to gold is an indication of a serious decrease in the confidence in the
value of the U.S. dollar.

Senator HAnm. Do you not really feel that the problem of the
balance of payments in summary is due to other factors outside the
budget? -__
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For one thing, the stationing of our troops in Europe?
Mr. SlIUMAN. I think that the balance-of-payments deficit is due to

several things. I am not qualified to judge or pass an opinion as to the
number of troops that are required. I think that the defense budget
overall can be reduced.

Senator iARTKE. I am not asking you whether it can be reduced, but
these are the factors. In other words, the number of troops overseas,
our foreign aid, our U.S. travel overseas, these things are all factors,
are they not ?

Mr. SHUMAN. Yes, these are factors along with-I think that the
the record of fiscal irresponsibility of this Government is perhaps more
important than any of the others. It certainly ranks with the others.

I am not confining this fiscal irresponsibility to a short period, but
I am looking at 26 out of 32 years.

Senator IIARTKE. I understand that.
In other words, you mean the fact that there has been this amount

of spending-do you feel the same concern for State and local gov-
ernment s?

Do you think that they are also acting irresponsibly in fiscal affairs?
Mr. SIlrTM\N. The State governments find that they cannot continue

nearlv as long as the Federal Government can, because they cannot
manipulate the value of money. They cannot control the credit, or
the situation in the banking system, and so they can go for a short
time, but they are brought to a halt very rapidly, so it is not as critical
with the State governments.

Senator HARTKE. But we have to recognize that the percentage of
increase in expenditures by State and local governments is far in excess
of that in the Federal Government; is that not true?

Mr. SHITMAN. Yes. They have increased spending very rapidly.
but from the standpoint of deficit spending, State and local govern-
ments do not go very long on deficit spending, because they cannot
manipulate the currency.

Senator IIARTKE. They cannot increase taxes to compensate for it?
Mr. SHUMAN. Yes; their credit expires much more quickly than

that of the Government of the United States.
Senator HARTKE. I gather that you feel that a general overall tax

reduction is good, that high taxes have a stifling effect. Your only
contention is that expenditures must be reduced first?

Mr. SHuM.\x. Yes, sir; that is our position.
Senator HARTKE. And do you feel, for example, that they should

be reduced in the agricultural segment of the economy with which
you are vitally concerned?

Mr. S11 UMAN. Yes.
Senator HARTKE. I notice you specifically point out the cotton

situation.
Mr. SHUMAN. Yes.
Senator HARTKE. In that statement, just for my own clarification,

as I understand it, you disagree with the Secretary of Agriculture in
regard to how to inter pret the law; is that right?

Mr. SHUMAN. Well, perhaps not the interpretation of the law, but
we think he made a mistake.

Senator HARTKE. In the administration?
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Mr. SHtuMt. N. Yes, sir.
Senator HARTKE. Do you think it is contrary to what was intendled

by Congress?
Mr. TiUMAN. Yes. We believe that the intent, of Congre"s was 1

bring the level of price supports down and to reduce the export sul)-
sidies, and the action that the Secretary took, regardless of what lis
intent was, proved to be a mistake because it reversed this process.

Senator HARTKE. He raised the subsidy ?
Mr. SHUMAN. He raised the price sll))ort.
Senator H.\RTKE. The price sl)port?
Mr. Snu \-. 'Which necessitated an increase in export subsidy.
Of course, we are nlso very nmch concerned that the legislation

now being pushed over in the House of Representatives is directedd at
compounding the error instead of correcting the cause. It proposes
subsidies to the bills to offset the subsidies being given to exporters.

Senator HARTKE. That is all I have, Mr. Chairman.
Senator BEET.T,,-r. The question of the amount of the increase iII

the Consumer Price Index has been raised. My information is that
since the first of January 1961. the increase has been 2.8 percentage
points on the scale.

Mr. S~lL-M.N. The Consumer Price Index for 1960 was an average
of 103.1. In 1961 it was 104.2, in 1962 it was 105.4, which shows a
rather persistent increase. But not as rapid as in some periods.

Senator BEN_-NE"r. That is right, but when you recogrnize that one
full point on the scale represents more than $4 billion in lost pir-
chasing power, you can see that it is creeping up steadily and pei-
sistently, which is the point you made in your testimony.

Mr. SHUXAN. Yes, sir.
The ChA IRA'. Thank you very much, Mr. Shuman.
Mr. SH MAN.. Thank you.
The CIATRM.N. The next witness is Mr. Andrew J. Bieniiller. of

the .\FIL-CIO. Take a seat, sir, and proceed. I must explain tha:t
\,r. Biemiller yielded to Mr. Shuman because Mr. Shunian has to
catch a. plane.

STATEMENT OF ANDREW 3. BIEMILLER, DIRECTOR OF THE DE-
PARTMENT OF LEGISLATION, AMERICAN FEDERATION OF LABOR
AND CONGRESS OF INDUSTRIAL ORGANIZATIONS; ACCOMPANIED
BY NATHANIEL GOLDFINGER, DIRECTOR OF RESEARCH DEPART-
MENT, AFI-CIO

Mr. BIE11ILLER. 'Mr. Chairman, my name is Andrew J. Biemiller.
I am a director of the Department of Legislation of the AFL-CI()
and I am appearing here today on behalf of that organization, and I
am accompanied by Mr. Nathaniel Goldfinger, wv'ho is director of oir
department of research.

Let me begin ,by expressing our appreciation for this opportunity to
comment on the proposed Revenue Act of 1963. In an effort not to
impose upon your valuable time, I will confuie my remarks to ques-
tions of fundamental importance to us and to the country and I will
deal with these questions as briefly as possible.
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At the outset I want to restate what is already well known: the
AFL-CIO is for a tax cut and we urge its enactment now. More-
over, we supported H.R. 8363 when it was before the House of Repre-
sentatives, for one major reason-because we believe that the funds
it would release would significantly help create the additional jobs
this country urgently needs.

Unemployment has been the No. 1 economic problem of the Nation
for a very long time, and the time to take drastic action is long over-
due. For 70 consecutive months, 5 percent or more of the American
labor force has been officially counted as unemployed. In September,
even 21/2 years after the low point of the most recent recession, the
jobless rate was 5.6 percent. This is the same ratio of unemployment
that. existed in September 1962, even though national production is
about $30 billion higher than a year ago. Most of this production
rise, however, has come through improved technological efficiency;
the employment rise of the last 12 months has just not been enough to
take care of last years jobless plus the needs of the growing labor
force.

While about 4 million people have been officially reported as unem-
ployed in recent months, more than 2 million others are being com-
pelled to work part time. In addition, hundreds of thousands of other
people have given up job hunting because jobs are so scarce in their
communities; their number exceeds 800,000 according to an estimate of
the President's Council of Economic Advisers. These jobless do not
appear in the official unemployment calculations.

A true measure of worktime loss in America today-the totally
unemployed who are officially counted, those who are compelled to work
part, time, and the hidden unemployed-would be 8 percent or more.

To reduce this unemployment to a reasonable minimum, we need
about 3 million new jobs right now. But the job need of the country
does not end there.

Between 1963 and 1970, the labor force is expected to show a net
increase of about 1.3 million each year. Jobs must be created to meet
this need, too. In addition, the economy must grow fast enough to
offset the job-displacement effect of rising productivity. With output
per man-hour rapidly rising, the equivalent of about 22 million addi-
tional job opportunities are needed each year just to keep this number
of people from becoming technologically unemployed.

When we add up all these job requirements-to meet the needs of
those now jobless, to provide jobs for the growing labor force, and to
offset the impact on employment from rising productivity-the total
is tremendous. The American economy must create about 4 million
additional job opportunities each year between 1963 and 1970, or
about 80,000 additional jobs every week, to achieve reasonably full
employment.

The AFL-CIO supports a tax cut now for one single purpose--to
help create badly needed jobs. We have no illusion that tax action
alone will resolve the entire problem. Other private and public actions
to spur the economy are also vitally important.

Indeed, the AFL-CIO has urged that the Federal Government
undertake a numbei of construction programs which would have two
primary benefits. First, they would have an immediate, impact on
employment, and, second, they would begin to relieve our critical
shortages of classrooms, hospitals, and other public needs.
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The effort made in the House of Representatives to make tax cuts
conditional on reductions in Federal expenditures would heve been
disastrous.

The purpose of the tax cut is to increase employment, reductions in
Federal expenditures would reduce employment.

However a substantial tax cut is one of the most hopeful steps we
now can take to quickly boost sales and jobs. This is the reason why
we supported the Revenue Act of 1963 when it was before the House
and why we urge your support for an immediate and substantial tax
cut now.

A substantial tax cut, concentrated among low- and moderate-
income taxpayers, is essential to prevent an economic decline in 1964.
Without such a tax cut, there will be a recession and rising unemploy-
ment next year.

When Secretary of the Treasury Douglas Dillon appeared before
you last week, he urged favorable consideration for the House-
approved bill, except for the elimination of provisions which would
lower the tax on capital gains. We emphatically support the admin-
istration in this matter. But we also urge several other changes which
we deem essential to improve the job-creating objective and the equity
of the tax bill.

The AFL-CIO has consistently urged that a tax cut. at thistime
should be concentrated among low- and moderate-income taxpayers.
It is these families who will most surely spend their tax savings and,
thereby. immediately stimulate production and the creation of more
jobs. The tax cut for low- and moderate-income taxpayers will pro-
vide the greatest and quickest impact on the economy-in lifting sales,
production, and employment.

The President himself has recognized this necessity. After. point-
,ng to the large tax reduction for business already granted in 1962,
he said to the Economic Club of New York last winter:

Now we need to increase consumer demand to make these measures fully
effective--demand which will make more use of existing capacity -and thus in-
crease both profit and the Incentive to invest In fact profits after taxes would
be at least 15 percent higher today if we were operating at full employment.

Only last week Secretary Dillon stressed the danger of the gap be-
tween our vast and growing capacity to produce and actual sales, when
he told th;s committee: "Our persisting problem has been insufficient
demand."

Clearly, if the tax measure is to produce the greatest possible rise
in the demand for goods and manpower, concentration of the tax cut
among-moderate- and low-income families is now our priority need.

H.R. 8363 would provide a significant $54 billion individual in-
come tax cut for taxpayers earnings under $10,000. However, this
total is a third of a billion dollars less than the amount proposed for
these families bv the President. On the other hand, the net tax cut
of over $31/2 billion for taxpayers with incomes over $10,000, granted
by the House is a half billion dollars more than the amount proposed
bV the President. I must add that, in our judgment, even the Presi-
dent's proposal failed to concentrate enough of the tax reduction
among the 43 million taxpayers with earning of less than $10,000.

The wrong-direction tax cut redistribution of the House bill is the
result of changes in the tax rate schedule-with too little cut at the
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bottoln,iand too much at the top-and the result of the failure to close
loopholes significantly.

It is also our view that H.R. 8363 confers entirely too large a
part of the total tax cut upon cor orations. We heartily approve
the proposal to cut the tax rate on the first $25,000 of profits from 30
to 22 percent; this particularly will aid small business. However,
there is no justification for a reduction in the top corporate tax rate
from 52 to 48 percent at this time.

If corporate profits were generally low and funds available for in-
vestment in needed new plant and equipment were inadequate, we
might support the cut in corporate top rates proposed by the House;
the cut might be justified as a spur to production and job growth.
However, corporate profits after tax are now at an allt ime high.
Moreover, according to Secretary Dillon's testimony last week, the
financial position of American corporations never has been stronger.
At the end of the first quarter of 1963, he pointed out, they held over
$57 billion in cash and U.S. Government securities. Besides, their net
working capital of $155 billion was the highest total on record. Last
year the retained cash flow of nonfinancial corporations-their un-
distributed profits after tax and their capital consumption allow-
ances--exceeded $36 billion; this was more than their total outlay for
new plant and equipment in 1962, a record capital investment "year.
What is more, in 1963 net corporate profits, dividend payouts and
retained cash flow are all heading for new peaks.

It should be recalled that business tax liabilities were reduced by
$2Y2 billion only last year through the revision of the Treasury's
depreciation guidelines and enactment of the investment tax credit.
Now, H.R. 8363 would reduce corporate taxes by an additional $21/3
billion. Incidentally, two-thirds of this reduction would go to the
4,000 largest corporations, whose profits exceed $1 million a yea r, who
need it least.

The question of the distribution of the tax cut, which I am raising,
involves far more than a question of tax equity; most important, the
arguee share of the tax cut proposed for corporations and for upper-
income taxpayers is least likely to generate job growth. With part
of our production capacity still idle and corporate cash reserves gen-
erally more than adeqaute to meet current investment outlays, the
proposed top-rate tax cut for corporations is hardly needed to finance
capital expansion. In fact, Secretary Dillon has already expressed
the view that about $1 billion of the corporate tax saving may be
quickly passed out in the form of higher dividends. What is more, the
upper-income taxpayers who would receive most of this windfall are
also the families least likely to fully spend their very substantial tax
cut share.

Senator GoRE. Mr. Chairman, could I interrupt at this point merely
for an observation which I think my friend and former colleague in
the House might recall and enjoy.

There is a famous story in the House of Representatives that upon
one occasion a very stanch and loyal and eloquent spokesman for the
Tammay organization, as a Member of Congregs, was making a very
eoquent speech against the bill. Just as he had concluded or was
about to conclude the arguments about how awful this bill was and
how it should not be passed, an aid rushed in with a telegram from the
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boss in New York instructing him to be for the bill. So with great
aplomb he said, "Now Mr. Speaker, this is what I would have said
were I against this bill."

You are making an eloquent statement against the bill. I am just
waiting until you finally come to the point where you get the telegram,
to see how you are going to support it.

Mr. Brm.muai.am May I observe, Mr. Chairman, that there is a differ-
ence in the story told by my good friend and former colleague, Senator
Gore, and this sitaution.We are suggesting changes in the bill, and
we very much hope this committee will make some fundamental
changes.

Senator Goim. But you supported the bill, which you now condemn,
when it passed the House without those changes.

Mr. Bmmm nmu. We supported the bill in the House of Represent-
atives because, as the Senator knows as well as every other member of
this committee, in the House of Representatives tax bills are voted up
or down, and we saw more good in the bill than we saw bad.

Senator DoUGLAs. Mr. Chairman, may I make a comment on this
wonderful story. I have heard that story, but the version that I have
heard was that it *was a telegam from the National Association of
Manufacturers to one of the leaders of the Republican Party.

Senator BENNET. Mr. Chairman, under the circumstances, since
that was obviously aimed at me, maybe I should make a comment.
This sounds like Tmmany to me, and I think I will join my forces
with the Senator from Tennessee.

Mr. BIEMILLER. In our judgment, what American business now
needs most of all is not another tax cut, but the assurance of high and
rising sales. A greater concentration of tax relief among the 85 per-
cent. of all taxpayers who have incomes of less than $10,000 is the
surest way to achieve that goal.

Subsequently I will propose several changes in the tax rate cut
proposals for individuals and corporations-which would strengthen
H.R. 8363 both with respect to job stimulus and tax equity. But first
I want to briefly discuss other structural changes enacted by the House.

The President's original tax proposal contemplated a package in-
cluding rate cuts for individuals and corporations on the one hand
and structural changes-to relieve special hardships and to close loop-
holes-on the other. The House is to be commended for its action on
many of the hardship-relieving proposals. However, significant loop-
hole-closing reforms-with one exception-have been ignored.

The President asked the Congress to end the unjust dividend credit,
and the House has concurred. The arguments in support of this
action are so convincingly presented by Secretary Dillon in his exhibit
No. 3 that no useful purpose would be served by repeating them again.
I simply want to add this comment. The tax code is now so full of
loopholes conferring special favors on unearned income as compared
to earnings from wages and salaries that Senate rejection of this
single significant loophole-closing proposal coming from the House
would be the gravest misfortune.

For the same reason, the administration's plea that you reject any
worsening of the existing capital-gains loophole should be honored.
The AFL-CIO urged the House Ways and Means Committee to in-
crease h&thtei 25.rfercent m aXimUii tax rate and the 6-month holding
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period on capital gains, which now provide the major tax-avoidance
loophole enjoyed by the wealthy. Moreover, the President had urged
the extension of tkis tax to all capital gains transferred at death or by
gift, which we approve. In exchange he proposed to reduce the pres-
ent tax rate on capital gains, which we do not under any circumstance
approve.

The House has now cut the capital-gains tax by adopting a new 40-
percent inclusion factor and a new tap tax rate of 21 percent on so-
called class A capital gains. At the same time it has rejected the Presi-
dent's request to tax capital gains transferred at death. Approval of
this action, which confers a special tax cut for those who gain from
stock market and real estate speculation-when their existing tax
advantages should be curtailed-would be an intolerable miscarriage
of justice. Rejection of this windfall will reduce the revenue loss con-
templated by H.R. 8363 by $140 million by 1968, and make this sum
available to serve a better purpose.

House rejection of the President's very modest proposal to raise
9€300 million by tightening the method of computing mineral depletion
allowances-but not the rates--is also highly regrettable. Instead,
H.R. 8363 makes a mockery of this effort to do something about one of
our worst tax loopholes, by making a token reduction of $40 million.
We now urge you to support the President's original request. It at
least would modestly reduce the windfall now enjoyed by a favored
few and build greater faith in the integrity of the Federal tax system.
This action would increase revenue by $260 million, and make it avail-
able to serve a useful purpose.

H.R. 8363 slightly reduces the existing tax abuse under stock option
plans, through real estate tax shelters and in a few other minor situ-
ations. But no effort is made to close other glaring loopholes such
as the tax-free status of interest from State and local bonds, and rate
reduction through income splitting, as well as inequities in the way
family partnerships, gifts and estates are taxed.

Although H.R. 8363 does so little to close loopholes enjoyed by the
wealthy-and would open the profitable capital-,ains escape hatch
still further-the House has accepted the major part of a so-called
base-broadening proposal of the administration that particularly will
hurt low- and moderate-income families. I refer to the proposal to end
the exclusion from tax of sick pay up to $100 per week, except for pay
received after 30 days of illness. By this action, H.R. 8363 would en-
rich the Treasury by $110 million, but 75 percent of the money would
be taken from families with incomes under $10 000

It is maintained that this proposal is equitagie, but this is hardly so.
Under most group insurance plans that compensate workers who are
sick or injured, the employee receives only a portion of the wages
and salaries he earns when working, usually ony1 about 50 percent to
70 percent. If tax exclusion is now curtailed for such workers, the
Income loss from illness will be increased further, and at a time when
medical costs generally impose an additional burden.

I would urge, therefore, that the House provisions apply, only to
wage continuation plans, under which the employee continues to
receive the full amount of his wage or salary.

For those who receive reduced benefits under insurance programs
or trust funds, existing provisions of the tax code should apply.
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I cannot refrain from noting that, except for ending the dividend
credit, almost all of the so-called base-broadening reforms proposed
by the House fall heavily on families earning less than $10,000. This
is true of the proposal to reduce casualty loss deductions, the limita-
tion on State and local tax deductions, and is particularly true in the
case of the reduced sick-pay exclusion.

The House is to be commended on the other hand for several desir-
able structural changes that are recommended to relieve special hard-
ship situations.

Working people would be aided by the proposal to allow the deduc-
tion of moving expenses involved in taking a job in another commu-
nity. They would also be helped by the approval of 5-year income
averaging for tax purposes when unusually high earnings occur in
1 year.

Persons over 65 would be particularly aided by the elimination of
the 1-percent floor on medical and drug expenditures, by the proposal
to give special tax consideration to the gain from the sale of a personal
residence. and by the proposed minimum standard deduction.

The AFL-CIO endorses all of these changes.
Another proposed structural change that would aid employed people

who have children and other dependents in their care is also desirable,
but it does not go far enough.

The President has recommended that the deduction for tax purposes
for care costs for these dependents be increased from the existing $600
maximum to $1,000. He also proposed that the maximum amount that
families with working wives can earn and remain eligible for tax re-
lief should be raised from $4,500 to $7,000. Also he requested that the
age limit of children who qualify be increased from 11 to 12 and that
the deduction now be extended to certain other taxpayers-such as a
married man whose wife is confined to an institution.

The House-passed bill accepts the last two proposals and increases
the maximum deduction from $600 to $900. But married working
women remain limited to a $600 maximum deduction. Moreover. all
beneficiaries continue to be limited to the unrealistic $4,500 income
maximum enacted in 1954.

The total revenue loss that would be incurred by adopting the
President's reasonable proposal is only $20 million in contrast to the
$5 million cost of the House proposal. We strongly urge that the
President's original proposal be approved.

The most significant structural change to reduce hardship proposed
by H.R. 8363 is the minimum standard deduction, but it too should be
improved.

ITnder the House proposal a minimum standard deduction equal
to $300 plus $100 for each dependent would be allowed. This would
help about 13 million low-income taxpayers, and about 11/2 million
with the lowest incomes would become tax-exempt.

When we testified before the House Ways and Means Committee,
we noted that the present $600 personal exemption buys even less il
real goods and services than the $500 exemption allowed during war-
time. Before the war, of course, a $1,000 personal exemption for
every family member was allowed. We also noted that the present
20 percent first-bracket rate is 400 percent higher than the 4 percent
prewar rate. Besides, the long-honored earning-income credit no
longer is on the statute books.
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These factors impose an indefensible tax burden on lower income
families. Since the administration had not proposed an increase in
the personal exemption, we urged two steps that would give meaning-
ful tax relief to those who now need it most. We urged that the first-
bracket tax rate be divided into two parts, with a 12-percent rate to
be applied to the first of these and a 15-percent rate to the second.
We also urged that a minimum standard deduction be established of
$400 for an individual plus $200 for each dependent-a more liberal
allowance than now proposed by the House.

The higher minimum standard deduction urged by the AFL-CIO
would free a larger portion of the earnings of low-income taxpayers
to meet essential family needs. Our proposal would raise the tax-free
income of a single person to $1,000 from the present $667 level; for
a married couple with no dependents to $1,800 from the present
$1,333; for a couple with two dependents to $3,400 from the present
$2,667; and for a couple with four dependents to $5,000 from the
present $4,000.

These proposed income levels below which no tax would apply
should require no defense in the richest country of the world. By
enacting our minimum standard deduction proposal, we will at least
achieve the equivalent of a modest increase in the personal exemption
for families who most critically need it. Moreover, the increased
cost in revenue would be slight in terms of the humane end achieved.
Finally, no dollars saved by tax reduction would more quickly be spent
and more promptly increased sales and stimulate job growth

I have only two more observations to make about H.R. 8363.
The House has inserted two proposals in its bill which were not

originally requested by the administration and which we hope youwi ]I reject. . ...
The first would undo the so-called Long amendment which is now

a part of the Revenue Act of 1962. It prohibits depreciation set-
asides against equipment outlays paid for by the investment tax
credit the Congress generously enacted last year.

In 1962 the investment tax credit alone created a tax saving for
business of $1 billion-a fairly substantial public contribution to meet
private investment costs. In addition, the House now proposes to
allow a yearly depreciation set-aside in order to ultimately replace
the.investment credit gift, as well as the original cost of the new
equipment.

Under any circumstances, the tax credit itself will rise as total
private investment goes up. If the Long amendment is now upset.
however, an additional tax savings of $145 million will be gained by
corporations next year and $185 million in 1965, according to Sec-
retary Dillon. It is also conceded that this extra tax savings would
rise rapidly through the years, because a constantly large depreciation
set-aside would be claimed against the rising stock of equipment being
financed by the investment credit. According to a conservative cal-
culation, thus depreciation allowance proposal alone would create
a tax loss for the Treasury-and tax reduction gain for business-
of over $500 million in 1975.

This additional, and not too clearly visible, gift to business is
completely unwarranted. It should be rejected, the revenue saved
can also be used to serve a better purpose.
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A second House-enacted proposal would also modify the Revenue
Act of 1962. It would cause no tax loss, but it would cause a loss of
hundreds of millions of dollars to American consumers.

The House has a proved a proviso inserted in H.R. 8363 that it
is "the intent of Congress" that Federal regulatory agencies shall
not require a utility to count its tax saving from the investment
credit as a cost reduction for the purpose of setting rates.

It should be recalled that the administration specifically urged
the Congress not to grant the investment credit to utilities because,
as Secretary Dillon pointed out 2 years ago--

Investments by these regulated monopoly industries are largely governed
by determined public policies and are subject to regulated consumer service
charges designed to provide a prescribed aftertax rate of return on investment.

Over the administration's objections, the Congress nonetheless
extended the investment credit to utilities and they enjoyed a tax
savings of over $200 million because of the credit in 1962. In future
years this tax savings will move substantially higher. The House-
passed bill would now prevent this windfall from being considered
a relevant factor in future rate determinations by Federal regulatory
agencies. Without the utilities' express approval, none of it could
be passed on to consumers in the form of lower rates.

The AFL-CIO cannot too strongly urge that this proposal also be
rejected.

Changes in the House bill which the AFL-CIO urges, and which
I will now summarize, follow naturally from observations 1 have
already made. H.R. 8363, as it stands, would do much that is desir-
able. Most* important, the tax cut it proposes would release funds
that will considerably stimulate production and job growth. Its pas-
sage does credit to the Ways and Means Committee and to the House.

Nonetheless, the bill should be changed in several ways, in a manner
that will increase its impact on reducing unemployment and will make
the distribution of the overall tax burden more fair.

Important improvements can be achieved without any increase in
revenue loss to the Treasury.

First, the unjustifiable top-bracket rate cut proposed for corpora-
tions should be reduced.

Second, proposals to open up costly and -unjustifiable new tax loop-
holes should be firmly rejected.

Third, loophole closing ignored by H.R. 8363, particularly the
modest proposals of the President with respect to mineral depletion
allowances, stock options, and capital gains taxation on transfer at
death, should be adopted.

The revenue gained by these actions will be substantial and should
be allocated to increase the tax-cut share of moderate- and low-income
families, where it will do the most good .

In the face of the nearly $2Y billon cut in business tax liabilities
approved last year by legislative and administrative action, and the
abundant funds already available for capital investment, we see little
merit in a cut in the top corporate tax rate at this time. We strongly
urge that any cut below 50 percent be rejected and that the $1 billion
saved be applied elsewhere.

By acepting the administration request to reject the proposed cut
in the capital gains tax rate, by adopting the President's proposal to
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lnodestly reduce the mineral depletion allowance and by rejectiiio" tle
House proposal to delete the Long anendmenit from the Revenue Act
of 1962, about three-quarters of a billion dollars in additional revenue
will be saved annually by 1968, and more thereafter. Additional
savings could be obtained by further loophole closings.

Revenue recouped by these actions should be used essentially to make
tax reduction for the millions of moderate- and low-income taxpayers
more meaningful. This would add to the job-creating impact of the
tax cut and would more effectively reduce the near-wartine tax burden
of these families. This can be achieved by:

(1) Raising the minimum standard deduction to $400 plus $200 for
each dependent after the first.

(2) Rejecting the House proposal to reduce the sick-pay exclusion
and by adopting the child-care deduction proposal of the President.

(3) Reducing the first-bracket individual income-tax rate further
toward the 12-percent minimum originally proposed by the AFL-CIO.

The bill now before you can and should be improved in a way that
will increase its usefulness as a stimulus to employment and will further
its equity. Moreover, what you now achieve in advancing these ob-
jectives will do much to increase public confidence in the integrity
of the American tax system.

In conclusion, let me express again our thanks for this opportunity
to present our views on this vital matter.

(The tax table referred to follows:)

The effect of the AFL-CIO miniuum stanIdard deduction propo8al1

Income after which
taxes start-

Equivalent
increase

Taxpayer using standard deduction Under Under in personal
present minimum exemption

10-percent standard per family
standard deduction member
deduction proposed by

AFL-CIO

'Single person ----------------------------------------------- $667 $1,000 $333
Married couple:

No dependents ------------------------------------------- 1,333 1,800 234
1 dependent -------------------------------------------- 2.000 2, 600 200
2 dependents ------------------------------------------- 2,667 3,400 183
3 dependents ------------------------------------------- 3,333 4,200 173
4 dependents --------------------------------------------- 4,000 5,000 167

Minimum standard deduction of $400 for an individual plus $200 for each dependent.

The CHAIRMAN. Thank you very much, Mr. Biemiller.
Senator Long?
Senator LoNG. You have made a very fine statement here Mr. Bie-

miller. Of course, we are not considering monetary policies on this
Matter, but. speaking for the need of jobs and more purchasing power
ii the hands of consumers. I would like to ask what is your view
with regard to the existing level of interest rates in this country?

Mr. BIEMILLER. We think they are too high. We have expressed
Ourselves volubly on this question on more than one occasion.

Senator LONG. I have about worn out my welcome in a number of
quarters expressing the same view. I would hope that in addition to
tie views that, you have expressed here, that your people will be more
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% ocal and more active in expressing that view that it would also put
more people to work and generally help to improve the economy, if
this Government, instead of using its efforts to keep interest rates
h igh, will use its efforts to keep them low.

Mr. BEMMLER. We quite concur in that view.
The CHAIRMAN. Senator Bennett.
Senator BE~N.T. Mr. Biemiller, I have just one question. Does

your organization have any statistics, and can you supply them to the
committee, which would show the number of your members who are
stockholders in the companies in which they have employment, stock
Ahich probably has heen gained by pension plan programs and other
stock purchase plans?

Mr. BrEXILIIM. Mr. Goldfinger informs me there are no such figures
available.

Senator BENNETT. I think they would be interesting to the corn-
raittee, because you have taken such a strong position against any tax
relief at this present time for corporations or their stockholders. I
iinm sire n very substantial number of your members have become stock-
holders. But you say those figures are not available?

Mr. BlEMILLER. go. There is no breakdown that we are aware of
I hat would give you t hat data. I know that some of our members are
stockholders. There are many firms that have a regular stock-buying
program, et cetera, as you know as well as I. But I do not believe
that anyone has ever systematically collected such data company by
company or union by union as the case may be.

Senator B E,-N. r. I hope someday the AFL-CIO will develop
enough interest in this interesting relationship to gather that data for
us. I think you could get it more easily.

Mr. BiEMILLER. We could make a stab at it. But I also want to
make it perfectly clear, which I am sure, Senator Bennett, you are
well aware of, that the great bulk of the income of the members of the
AFL-CIO comes from wages and salaries.

Senator BENNETT. There is no question about that. But as the
years go on, our industry becomes more and more employee owrie(l.
and more and more people find themselves on both sides of this prob-
lem of management. or ownership rather than labor.

Mr. BIEM1LLER. That is true.
Senator BENNETT. No other questions, Mr. Chairman.
The CHAIRMAN. Senator Douglas.
Senator DOUGLAS. Mr. Biemiller. I notice that you recommend ain

increase in the minimum standard deduction of $100 for each person.
Mr. BIEMILLER. That is correct.
Senator DOUGLAS. $300 to $400 for the taxpayer: $100 to !4200.

Wouldn't it be simpler to increase the exemption figure from $600 to
$700? That would give the same results, wouldn't it?

Mr. BiEMiumI. I refer that to Mr. Goldfinger, on this problem.
Mr. GOLDFINGER. For the bulk of taxpayers you would get the same

result, or it would be generally similar. However, the minimum
standard deduction would apply only to the lower income taxpayers
whereas the increase in the exemption would apply across the board.

Senator DoUoLs. You would not oppose, however, an increase of
$100 in the exemption limit, would you, from $600 to $700?

Mr. Bmrim,. No: we wouldn't oppose it.
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Senator DouoLAS. This would cost about $3 billion.
Mr. BIEMILLER. That is right.
Senator DOUGLAS. And we would recoup this by eliminating the

reduction in the corporate income tax, plus the plugging of three-
fourths of a billion in other loopholes, so that the net tax reduction
vold be approximately the same as in the administration's bill, but
distributed primarily in favor of the lower rather than the upper in-
come groups.

Mr. BIEMILLER. Correct. But we would still point out that we
think we get the emphasis in the lower brackets better by the $400-
$200 proposal than you do 'by the straight $100 increase.

Senator DouGLes. It is a little more complicated for the public to
understand.

Mr. Briau .i. With this I would agree, that it has that effect, and
it also costs less. It only costs about $70 million to up the $300 to $400,
and the $100 to $200.

Senator DOUGLAS. Now I was very pleased to see that you are still
advocating tax reform as well as tax reduction. There is an unfor-
tunate tendency on the part of many to forget tax reform and con-
centrate almost exclusively on tax reduction. I wondered if you
would mention for the sake of the record, some of the tax reforms
which you regard as most important.

Mr. B7VM-1XR. Mr. Goldfinger has been working on that.
Mr. GOLDFwGmR. Senator Douglas, we have indicated
The (4IAIRMAN. Will the witness identify himself?
Mr. GOLDFINGER. My name is Nathaniel Goldfinger. I am director

of research of the AFL-CIO.
Senator Douglas, we have indicated these in the text that Mr. Bie-

miller presented. Among them are the mineral depletion allowances.
Senator DOUGLAS. I am glad you start off with that. Now the

administration has a very complicated series of flaw proposals which
it is very difficult to understand. Wouldn't it be much simpler to
adopt, the reduction in depletion allowance now, which I have advo-
cated for some years, retaining the 271/ 2-percent rate for oil and gas
firms with a gross income of less than $1 million a year, cutting it to
21 percent for firms with a gross income between $1 and $5 million,
and to 15 percent for those with a gross income over $5 million.

Now, according to the figures from some years back, this would
have netted around $400 mill ion a year, which is excess to the proposal
of the administration, and probably now would net a larger sum.

Mr. GOLDFINGIER. Yes. We are on record in support in the reduc-
tion of the rates. However, as we indicated in the text of Mr. Bie-
miller's presentation, we would view adoption of the President's pro-
posal as a minimum. We would much prefer the kind of thing that
you are talking about, Senator.

Senator DOUGLAS. Thank you. What are some of the other tax
reforms?

Mr. GOLDFIINGER. Well, another one mentioned in Mr. Biemiller's
presentation is the tax-exempt status of income from State and local
bonds.

Senator DouoLAs. You may be theoretically correct, but politically
this is impossible.

Mr. GOLDFInGER. Well, income splitting is another.
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Senator DoUGLAS. Again I think vou are probably theoretically
correct, but, again I think this is politically impossible.

Mr. GOLDFINGER. Yes; and the capital gains issue, of course, is the
major one that we devoted most of our time to in the statement th:1t
was just. presented to you.

Senator )OUTGLAS. That is, make capital gains at death taxable.
Mr. GOLDFINGER. Yes.
Senator DoU;L.AS. It presently escapes taxation completely.
Mr. GOLDFINGER. Yes. Our view is that the Congress, we would

hope, should adopt the kind of proposal you just referred to, and that
is taxation of capital gains after death, or if Congress fails to do so,
then at a. minimum it should return to the current procedure of the
50-percent inclusion rather than cutting it down to a 40-percent in-
clusion factor.

Senator DoT-GLAS. What about liquidation of personal holding cotit-
panies.

Mr. GOLDFINGER. Yes. I believe that we mentioned this in the text
as well.

Senator DOUGLAS. Did you notice the colloquy which I had with
Secretary Dillon last. Wednesday, when I quoted from an internal
memorandum of the Treasury Department which they had furnished
help on at. my request, and which he stated was accurate: namely, tlat
in the year 1959 there were five men with gross incomes, adjusted gross
incomes, of over $5 million who did not pay a single cent in taxes?

Mr. GOLDFiNGER. Yes.
Senator DOUGLAS. That there were 10 men with adjusted gross in-

comes between $1 million and $5 million who did not pay a single
cent, or over 15 therefore with adjusted gross incomes of over $1
million, who did not pay a single cent.

Mr. GOLDFINGER. Yes.
Senator GORE. Will the Senator yield?
Senator DOUGLAS. Yes.
Senator GORE. And income from tax-exempt State and local bonds

is not reported as a part of adjusted gross income.
Senator DOUGLAS. That is right and neither writeoffs for drilling

and developmental costs in the oil and gas industry, nor are included
half of the capital gains, so that the real income of these gentlemen
is probably grossly in excess of the figures quoted.

But even with the figures quoted, it indicates that these gentlemen
paid no taxes whatsoever, although a person, a workman with an
income of $5,200 a year, $100 a week, would pay taxes of about $460.
Doesn't this to your mind indicate gross injustice in the tax system?

Mr. BIEM:ILLER. There certainly is no question about that, Senator.
We quite concur that the loopholes that have been consistently used
not only in the very glaring cases that you give but in many others,
as were brought out in the tables that Senator Long inserted in the
record, in our opinion, certainly ought to get full attention by the
Congress. We want to see reforms in the bill as well as reductions.

Senator DOUGLAS. Now if we try to trace the devices by which the
taxes were avoided by these gentlemen, I think we will find that
there is first a capital gains loophole; second, the depletion allowance
loophole; third, the corporate shield thrown up around personal in-
come: fourth, stock options: and a number of others. Doesn't it
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seem to you strange that there seems to be very little public informa-
tion about this subject?

Mr. GOLDFINGER. Yes. Unfortunately, the public seems to be misin-
formed on the kinds of issues that you are raising and on the facts
that you just presented, Senator.

For example, in our examination of the returns of people earning
$1 million and more, it, is rather clear that the effective tax rate is
well under 30 percent, and yet there are a lot of people who speak of
the 80 and 90 top tax rates which are really not effective because of
all of the various loopholes.

Senator DOUGLAS. I take it, therefore, that the AFL-CIO would
actively support methods of reducing what are called loopholes, what
I call truckholes.

Mr. BIEMILLER. Quite.
Senator DOUGLAS. And you would not regard this as endangering

tax reduction.
You see, this is now the excuse which some people put up. Yes:

they say we should have tax reforms, but tax reduction is so im-
1)ortant, that we should not take tip time discussing or trying to get
tax reform.. Let's do that in some later year.

I would like to ask if we do not act now when we have a tax bill
Before us, and when it is always very painful to get tax reform,
when tax reform is not soothed by a tax reduction, when will we ever
get tax reform ?

Mr. BLEMILLER. I do want to make it perfectly clear, which is in-
herent in the question you have just asked, Senator Douglas, that
we think there is real reason for moving with rapidity, but in our
opinion, this does not mean that you cannot move with rapidity
in both directions at the same time.

We are fearful of the economic situation and what could happen
in this country in 1964. We are anxious to get purchasing power
into the stream of things. But I would think that with the back-
ground this committee has, with the accumulated knowledge and
wisdom which exists in this committee, that both matters could be
done if the committee were of a will to so do.

Senator DOUGLAS. You pay a compliment to the committee and
I would say it is deserved for the other members, perhaps not in my
case but deserved for the others. But a committee cannot move or
a Congress cannot move more rapidly than public opinion, and has
not public opinion been so concentrated on the question of tax re-
duction that the necessity for tax reform has been pushed into the
background?

I regard this as unfortunate, and I hope we can enlist you among
the militant advocates of tax reform.

Mr. BIEMILLER. Insofar as we can control the educational process,
we have done everything we can inside the labor movement to bring
these facts home through our publications and various other media.

Senator DOUGLAS. There is one feature--by the way, have you
looked at the personal holding company section of this bill?

Mr. Bm1mmLLR. Not in any detail.
Mr. GOLDFINGER. No, we have not.
Senator DOUGLAS. I wonder if you would pay some close atten-

tion to that-that is a very puzzling section to me at least-and per-
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haps you would later make a statement as to whether you see any
weakness in the treatment as it came over from the House.

Mr. Bnmnjm.,,nL We would be very happy to send up a supple-
mental statement.

(The following was later received for the record:)
SOME OBSERVATIONS ON THE HousE PROPOSAL AFFECTING PERSONAL HOLDING

COMPANIES

The House proposal on personal holding companies is a significant forward
step, but still more should be done to eliminate this tax shelter entirely.

Since 1934 the revenue laws have recognized the need to impose special taxes
on undistributed income held by a personal holding company in order to di.-
courage their use as a tax shelter by high-income taxpayers. This sheltering
device involves directing income from so-called passive investments--from divi-
dends, interest, certain rents and royalties, etc.-into a personal holding com-
pany where it is subject to the lower corporate tax rate. (In the case of dividend
income, the tax is only 7.8 percent under present law. After the 85 percent
exclusion allowed for dividends received by corporations, the 52 percent top
rate applies only to the remaining 15 percent.) In due course, if the personal
holding companay is sold, its accumulated earnings are taxed to the individual
beneficiaries at only the low capital-gains rate. More often liquidation occurs
at death, and no tax is levied on these earnings at all.

In 1934 the revenue laws were changed in an effort to tighten up on this loop-
hole. Accordingly, a company set up to serve as a tax shelter was to be sub-
jected to a special additional corporate tax, the personal holding company tax.
The purpose of the tax was not to collect revenue but essentially to discourage
the use of this loophole by the wealthy to avoid payment of statutory tax rates
on dividends, rents, interest, etc., under the Federal individual income tax.

To implement the new tax it became necessary to specifically define a personal
holding company subject to the additional tax. Several definitions were estab-
lished to meet varying situations, but the major criteria has been the extent
to which the company involved actually received "active" income--income de-
rived from the actual conduct of a business, as distinguished from the mere
receipt of "passive" income from enterprises run by others.

Under the formula devised and in use today, if more than 20 percent of the
gross income of a company comes from a so-called active source, it does not
have personal holding company status and it escapes the special tax.

Various methods are now being used to produce slightly more than 20 percent
of gross income from so-called active enterprises and by this means escape
the tax. Therefore, the administration has proposed to increase to 40 percent
the income that must be produced by an active business, and the House has
concurred. This and other definitional changes regarding the determination of
personal holding company status would produce about $15 million In additional
revenue.

We have been advised by Treasury experts and by others that a change from
the prevailing 20-80 formula to a 40-60 formula is a significant step toward
closing this loophole. We are further advised, however, that if at least 60 per-
cent of income were required to be obtained from an active business rather than
the proposed 40 percent, this tax shelter would be more effectively closed and
no legitimate business enterprise would be Jeopardized.

Semator DouOLAs. There is another feature which I believe is men-
tioned in one of the exhibits submitted by the Secretary of the Treas-
ury, and that is the provision which we passed some years ago per-
mitting virtually unlimited deductions for charitable contributions. It
mentions the case of one taxpayer who got a tax credit of I believe $21
million by conveying property which had an original cost of less than
$500,000.

Now, the full tax implications of this are not fully understood by me,
I must admit, nor am I quite certain as to the tax treatment' in the
resent bill which is given to such as donation. But the illustration
believe, which is given by the Treasury, seemed to be very striking.
Did you look at that case, Mr. Goldfinger ?
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Mr. GOLDFINGER. We did look at it. We have not examined that
one in detail either because we were concentrating on the major aspects.

Senator DouoLAs. As a matter of fact, I remember when this was
raised in the Finance Committee some years back, and I must admit
that I did not realize the full importance of what this provision might
do. But it is certainly an extraordinary occurrence and if this oc-
curred in one case, it might well have occurred in others.

I wonder if the staff, Mr. Stam, has analyzed this question of un-
limited donations as a tax deduction.

Mr. Chairman, I wonder if we might have a statement from a mem-
ber of the staff as to what the provisions in the present law are and the
degree to which this would be altered by the bill before us. Could we
have that for the sake of the public record now ?

Mr. TOMASULO. Under present law the full fair market value of a
contribution to charity may be deducted without regard as to how
much it costs. This is not changed by the bill.

The fact of making a large gift which costs the donor a great deal
of money is to avoid the gain which would have been realized on the
sale of that property while, at the same time, the ordinary income is
reduced by its full value. Thus an example given by Senator Douglas,
if a person had property which cost him $500,000, but was worth $21
million at the time he gave it away, the deduction would be $21 million
against ordinary income, although he never would have paid the capital
gain from $500,000 to $21 million. The reduction would be limited to
20 or 30 percent of the income, however, except, in the case of those tax-
payers who were permitted an unlimited charitable contribution deduc-
tion.

Senator DouGLAs. Now I would like to ask this question:
Under these circumstances, would the donor actually make money

by making the contribution?
Mr. TOMASULO. Of course he would be poorer by $21 million in the

sense that there was $21 million of property no longer owned, he would
be incredibly better off, a great deal better off than if he had sold the
property. He may be far better off than if he had sold the property.

Senator GoRE. So some of our very charitable citizens may not be in
fact as charitable as it might appear?

Senator LONG. If I might. give an illustration, if a person is in the
real estate business, he cannot take capital gains on the sale of real
estate. If he has a piece of real estate and it costs him $100,000, it
might be worth- $5 million now. Let's say he would avoid the 91-
percent tax rate on $5 million of other income by giving away that $5
million. If he sold it after taxes, he would have 9 percent of the 91,
he would have $45,000 left of it after taxes. But against other income,
that deduction would be worth to him-he would have $450,000 left if
le sold this $5 million piece of property, but if he had $5 million of
income against which to deduct it, he would have saved roughly-

Mr. TOMASULO. He would have up to 91 percent of the full fair
market value of the property.

Senator LoNG. He wouldhave saved about $4.5 million. So if the
gift is worth $4.5 million to him, if he takes his income it is worth $4.5
lion to give it rather than to sell it.

Senator Gon. Would the Senator yield for one further question?
Senator DouoLs.A. Yea
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Senator GoRv. I would like to ask the staff expert if it is not possible
also for a corporation executive enjoying a very.high salary, and
having been the beneficiary of restricted stock options on which the
accreton in value has been very great, to make a so-called charitable
contribution of this stock obtained under special circumstances and
on which he paid no tax, and thereby reduce the tax that he would
otherwise have to pay on the salary he draws from the corporation.

Mr. TOMASULO. Yes, that is possible.
Senator DouoLAs. Mr. Biemiller, do you think that we should try to

plug this truckhole?
Mr. BIEXMLER. I think any loophole-
Senator DOUGLAS. I would call this a truckhole.
Mr. BIEMILLER. I think any loophole, Senator, that you can get, this

committee and the Senate to close should be closed, and I certainly
think that the one you are talking about is a very flagTant one. It is
one that I know is also used on a comparatively smaller scale as well as
a bigger scale, but to the same effect.

Senator DouLAS. Mr. Chairman, I want. to congratulate the mem-
ber of the staff who gave this explanation as an indication of the high
standard of technical competence of the staff.

I have no more questions.
The CHAIRMAN. Senator Gore.
Senator GoRE. Mr. Biemiller, you have given the most detailed

analysis of the changes which in your opinion are needed in the inter-
ests of tax equity of any witness before this committee. You have
asked the committee, as I understand it, to give consideration to these
recommendations of the great organization of American labor which
you represent.

Mr. BIEMILUAR. That is correct, sir.
Senator GoRE. Plus other glaring inequities such as those that have

just been brought to light.
Mr. BIEMILLER. Quite so.
Senator GORE. I shall be glad to--do you have a legal staff who cain

draft amendments which you recommend ?
Mr. BIEMILLER. Yes.
Senator GORE. Then if you will be so kind as to supply them to me,

I shall see to it that the committee gives them consideration.
Mr. BIEVILLER. We shall be happy to.
Senator GouuE. Thank you.
Did the chairman of this committee request you to testify or did you

in writing request the opportunity to testify?
Mr. BiMiLLER. We requested the opportunity to testify by phone,

I believe, rather than by writing, if we want to be technical about it.
But I want to say that the chairman of this committee and his staff

have always been most gracious in according us time at our cou-
venience and we have appreciated the fine cooperation we have always
had from the chairman and his staff.

The CHAIRMAN. The committee is glad to have you, sir.
Senator GORE. I would think the committee would be remiss in its

duty if it. failed to afford the president of the American Farm Bureau
Federation who testified preceding ytq at his own request, or refused
to allow the American FederMio, of Labor and the Congress of In-
dustrial.Organizations the opportunity to pre@Mt its view on this in-
portant issue.
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Mr. BIEMILLER. There has never been any such problem with this
committee.

Senator GoRE. And you do not think such a problem should arise?
Mr. BIMMUIER. Oh, of course not.
The CHAmMAN. It will not arise as long as I am chairman.
Mr. BIEMILLER. I am sure of that.
Senator GopE. But I ask you these questions because this commit-

tee has been severely criticized for undertaking to hear public wit-
nesses on this bill.In fact, is this not the first opportunity you have
had to testify on this bill as it is now drafted?

Mr. BIEMILER. In its present form, yes, certa inly.
Senator GoRE. When you testified before the louse committee there

was no bill?
Mr. BuMILLR. That is correct.
Senator GoRE. You testified in the abstract?
Mr. BIEMILLER. No. There was a bill before the House. I beg

your pardon, there was a message before the House.
Senator GoR.E. Well, that is hardly in the abstract, but almost.
Mr. BE MILER. There were some fairly concrete suggestions that

had been made to which we addressed ourselves.
Senator GoRE. But insofar as the message resembles the bill now

before us, it was almost in the abstract.
I find your statement so well phrased, I wonder if you would mind

if I had it reproduced for limited distribution?
Mr. BIEMMMLER. We would be flattered.
Senator GopE. I think members of some of the locals of your orga-

nization might be interested in your analysis of the bill. I am not
sure they would agree with your conclusions that support it.

Mr. BIEMMLLER. It is already in the mail to our State and local
city central bodies.

Senator Gory. That may be the reason I have this letter:
DEAR SENATOR GORE: After careful study and discussion of the pending tax

reduction bill, we are pleased to inform you that Local Union 2113 of the IBEW
has officially voted to endorse your position on this bill. Our local union repre-
sents over 400 employees. Although we would certainly like to have our taxes
decreased for personal and national economic reasons, we feel that your opposi-
tion to this particular bill is valid and sound. It Is our belief that the majority
of all Tennesseans support you in this matter.

Now I would like to take this issue to the country and I would like
to bring about more understanding of it, something you and Senator
Douglas agreed was needed. So i' you will select any locals of your
choice in the East, the middle part of the country and the West, I will
pay my own expenses and appear before those locals and discuss this
bill with the membership and then have a show of hands.

Mr. BIEMrLLER. I am not sure I quite follow.
Senator GORE. I think I would for the most part read your

statement.
Mr. BImmILLER. The time element involved here, however, is one

that I think deserves some consideration.
Senator GoR& We can travel by jet to the west coast.
Mr. BIEMILLER. Actually, as I have said, we are distributing this

document very widely. It will also in news form go to the entire
labor press of the country. We are not hiding any documents. We
get them out. All of our documents get out.
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But the thing that is-
Senator GoaFx. An appearance by you and me might enlist sofie

more interest that a mimeographed statement.
So you contemplate this ana if you would really like to bring about

an educational campaign among the locals in the American Federation
of Labor and the CIO, we can not only start with these three, but per-
haps we could expand.

Senator DouGLAs. Mr. Chairman, may I say I always marvel at the
subtlety of my friend from Tennessee. It reminds me of the charac-
terization which was once given to Martin Van Buren when it was
said that he rowed to his destination with muffled oars. But I hope
we can get a tax reduction bill that the Senator from Tennessee will
support.

I think the clarification of the record this morning may help. I
hope we can get a tax bill with emphasis on cuts for the lower brackets
which the warm heart of the Senator from Tennessee will find pleasing.

Senator Goya. I must say, in the spirit of the remarks of my distin-
guished friend and colleague from Illinois, that if we have many more
such eloquent endorsements as Mr. Biemiller has given the bill this
morning, sentiment is apt to go in the other direction.

Senator LoNG. Mr. Chairman, I just might comment on that state-
ment. As one who has on occasion been enaged with the Senator
from Tennessee in debating a piece of legislation to which he was
opposed, I must state that anyone seeking to pass a piece of legislation
to which the Senatr from Tennessee is adamant.ly opposed has a long,
tedious and arduous road ahead of him.

Senator Goym. Mr. Chairman, I am most grateful for the very gen-
erous comments of my colleagues and friends. They do compliment
11 in a way.

Senator-LoNG. It was intended as a compliment.Senator GORE. Thank youand I appreciate it.
This is in my view one oi the most important bills to come before

the U.S. Congress since I have been a Member, and thw worst.
I feel so deeply about it that there is an arduous fight ahead, andI would like to go to the country with it. I would like to go to the

working men and women with this issue.
Mr. B1zMSLm. Mr. Chairman, I think it has been perfectly obvious

in the previous statements of the AFI-CIO and also it is in my opinion
quite implicit in the statement rendered today that. we do regard the
enactment as quickly as possible of a tax reduction bill, plus all of the
reform that the Congress of the United States is willing to vote, as of
great importance to the economic welfare of our greatNation. This
is the reason that we are, at the same time, urging that you consider
all of these matters, but we are urging that you move with the greatest
possible rapidity.

I do not see a conflict in these two concepts.
Senator GoRE. Mr. Biemiller, I thank you for giving me permission

to reproduce your statement.
I hope you will not mind if your membership in Tennessee reads it

twice.
Mr. Br-mnuaR. I hope that our membership everywhere would

read it two or three times. I would be very happy if they did.
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Seamtor Gozu Now I would like to ask you some specific questions,
if I may.

1% hat, in your opinion. will the gross national product be in calendar
1964 without the enactment of the pending bill?

Mr. BIEMILLER. Mr. Goldfinger.
Mr. GOLDFINGER. I am not prepared, Senator, to give you a precise

figure, but I can tell you, as Mr. Biemiller's statement declared, that
we fear very seriously the onset of a recession in 1964, in the absence
of a substantial tax reduction, because we think that the current trend
of economic developments point toward the onset of a general eco-
nomic decline next year.

Senator GORE. Mr. Goldfinger, we have had lots of generalities be-
fore this committee. You just stated another one.

Now, if you are for this bill, if Mr. Biemiller is for it, you ought
to know why and I am going to ask you some specifies. Generalities
are a dime a dozen.

Do you have any idea what the gross national product will be in
calendar 1964, with or without the bill?

Mr. GOLDFINGER. I have already stated what the outlook is as we
see it, and that is that the gross national product would not rise
sufficiently next year to reduce the level of unemployment, and at some
rime during the course of the year there is a likelihood that. the gross
national product will begin to decline, with a rapid rise in unemploy-
ment.

Senator Goim. Mr. Biemiller, since your aid has no estimate, do
you have an estimate of gross national product with and without the
bill in 1964.

Mr. BIEMILLER. I rely on our research department in this area.
Senator GORE. Then let's go to this.
You said you are for this bill because it was going to increase jobs.
Do you have an estimate of how many additional jobs will be created

iy this bill?
Mr. GOLDFINGER. Yes.
Senator GoRE. Over and above what would be created without the

bill?
Mr. GoLDFINGM. Yes, we do.
Senator GoRE. Will you give us the figure?
Mr. GOLDFINGRM. Yes.
We believe that the full effect of the tax cut, of an $11 billion tax cut

along the lines that we have been talking about, would, after its full
effect is in, have an impact-

Senator GopE. I said 1964.
Mr. GOLDFINGER. I will come back to that. Let me give you the full

impact first.
senator GoRz. I do not want to buy any share of outer space right

now.
Let's begin with 1964, and the we will move up.
Mr.' GoLDINwGR. In 19641 would think that the impact of this bill,

With approximately two-thirds of the tax cut going into effect, would
mean somethinglike about a $10 billion increase in the gross national
product, $10 ori$12 billion increase in the gross national product above
where it would have been normally.
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Senator GoRE. How many jobs do you think-4lwl,:rst Aw4hatpart
of this will go into investment, into savings, and into coiasurner
spending?

Mr. GOLIDFINGER. I do not have a model work.'d out in front of nie
to give you, but I would say that it would depend upon the specific
type of tax cut that is proposed.

Senator GoRE. I am talking about the bill that is before the com-
mittee. This is the bill you have endorsed, and this is what I am asking
you about..

Mr. GOLDnNGER. Yes.
Mr. BIEMILER. Assuming there are no changes made in it?
Mr. Gou FINOF.R. Assuming that there is no change in the bill;: two-

thirds of it, roughly close to $9 billion for individuals, would go into
effect in 1964, that would be roughly about $6 billion. Overwhelm-
ingly this would -be spent.

I believe that probably about 90 percent or close to- 90 percent of that
$6 billion figure would be spent.

Senator GoRE. You know that economists do not agree with you
on this?

The estimate on which I believe most economists are in general
agreement is that income in the portion of our society which over-
whelmingly spends what it makes on something to eat, wear, drive in,
and live under is about 92 percent, but if you distribute this in the up-
per income brackets, then you do not have, in my view-and I believe
in the view of the economists-90 percent expenditure.

Mr. GOLDFINGER. I would agree with you, sir, that a smaller per-
centage than the general average percentage of spending and saving
would be involved in this bill.

We said so in the statement. Mr. Biemiller made that very clear in
his statement.

It is for that reason that we very strongly urge amendments to the
bill to improve the economic impact of the tax cut.

Senator GoRE. I agree with many of the amendments you suggested.
Now another thing Mr. Biemiller said quite eloquently was that

there is a surplus of investment capital, a surplus of s-vings, that
corporate profits are the highest in history, that the liquidity position
of corporations is in a most advantageous position and cash flows are
higher than ever before.

Mr. GOLDFINGER. Yes.
Senator GoRz. Why then would you endorse a bill that would in-

crease availability of investment capital and expect that this would
have any material effect on jobs?

Mr. GOLiDxNoE.R. Senator, Mr. Biemiller's statement very strongly
urged no reduction, or a smaller reduction, in the corporate tax rate.
This is very specifically written into the statement that Mr. Biemiller
just presented to the committee.

Senator GoiE. Let's go on with the jobs.
How many jobs do you think are going to be created in 1964 by the

bill if enacted unamendedI Then I would like to know how they will
be distributed among services, government, manufacturing, mining,
construction, transportation, public utilities, and wholesale, and
retail trade..IV
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If you are for this bill, then there must be some specific reason why
you are for it.

You say jobs?
Mr. GOLDFINGER. Yes.
Senator GORE. So let's analyze this bill and see what results are

likely to flow from it.
Mr. GOLDFINGER. I gave you a rough approximate estimate, Senator,

of the increase in the gross national product that we think would
be involved, and that increase in the gross national product would
involve an increase in employment. That is why we are for the tax
reduction.

Now in terms of how many extra jobs would be created in the year
1964, in terms of a rough approximate estimate, I would say it is some-
where between a half million and three-quarters of a million additional
jobs, in addition to any normal increase in employment as a result of
the regular force of business conditions, would be involved next year
in terms of this kind of tax reduction.

Now, where those jobs would be I cannot precisely tell you.
Senator GORE. I do not ask you precisely.
I wonder if you have made any estimate?
Mr. GOLDFINGER. We have an overall general estimate along the

lines that I indicated. We do not have an estimate of how much
employment would be involved in manufacturing, in the services, in
government, et cetera. It would depend upon where the purchases
are made, the kinds of increased purchases that are made, where the
spending, and the kind of spending would be developed.

Senator GORE. I will not press you for the moment because obviously
you do not have statistics which you wish to submit at this time.

Mr. GOLDFINGER. Senator, economics is not that kind of precise
science.

Senator GORE. I understand it is not, and I wonder how we have
come by this theory that the way to balance the budget is to reduce
taxes.

Would you call that a product of an exact science?
Mr. GOLDFINGER. What we are saying is that the primary problem

before us is not the condition of the Federal budget but is the condition
of employment and unemployment and unutilized resources in the
American economy.

Now, this is what we are talking to.
Senator GORE. I think I would almost agree with you there, but

what I want to know from either of you is how this bill is going to
reach the great bulk of our unemployed, and you have not shown me
that. Indeed, no one has.

Mr. GOLDFINGER. Let me try to restate it, if I may.
I do not know that I would add anything to what lAse been said

many times probably before this committee and others. But the tax
Savings involved in a tax reduction, most of the tax savings will be
spent. The tax savings that are concentrated among low and mod-
erate income taxpayers will almost all be spent or all of it will be
spent. It is for that reason, Senator, that we very strongly urge the
committee and the Congress to concentrate as much of the tax reduc-
tion as possible among low and moderate income taxpayers, because,
as you yourself indicated, it is among those groups that you will get
the fullest economic impact.
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Now, as the money goes through the spending stream, it is spent and
respent. The money is spent by the consumer. The money is then
respent on inventories and orders to the manufacturer and the whole-
saler from the retailer, and the money goes through the economy.

As this process operates, there is a multiplier effect, so that whatever
amount is involved in the tax reduction, such as $11 billion,.after a
period of time becomes more than $11 billion as the money is spent
and respent for various kinds of purposes.

Now, all of this spending of money, the spending of additional money
involves the creation of additional employment opportunities, and it
is employment opportunities with which we are primarily concerned.

Senator GoRE. I think I would agree with what you say. but really
if it is correct that the way to balance the budget is to reduce taxes.
it seems to me that the tax cut of 1954 would have already brought
about a balance.

Mr. BrEXMLLER. I just want to inject here, so there can be no mis-
understanding, that we have never at any time advocated the tax cut
on the sole theory that it would balance the budget. This is not our
position.

Senator GORE. I understand. I am trying to find out what your
position is.

Mr. BIEM LLER. Our position is that we want jobs for the un-
employed.

As Mr. Goldfinger' has just explained, with the multiplying effect
of a tax cut you can make progress. But you will also recall,
Senator, that I repeated, I think in at least two places in my formal
testimony, that we do not regard a tax cut as the only answer to this
problem. It is one of the answers, and we are just as strongly advo-
cating other proposals as we are this one.

Senator GORE. I understand.
What I was about to suggest a few moments ago, since you are

not prepared to furnish specifics, is that I submit a few questions to
you to which you can respond later.

Would you be willing for me to submit a few-questions along thi
line, so aou can give some estimates

Mr. (OLDFIXGUFR. I can give that to you now, -Senator.
We are on record as estimating the increase in the gross national

product and the increase in employment that we believe would be
involved in the adoption of a tax reduction bill along the lines of the
bill before you. The $11 billion tax cut would go into effect spread
over 2 years, partly on January 1, 1964, the second phase of it oll
January 1, 1965.

Our estimate is that this $11 billion tax cut by 1966, after the tax
cut is in ful effect, that in 1966 this tax cut would have an impact on
the gross national-product of addinq approximately something like
$20 to $30 billion. This is in terms of the additional multiplier effect
and the additional investment effect of these funds circulating through
the economy.

Furthermore, we are on record also as saying that the additional
$20 to $30 billion of gross national product that would emanate from
this tax cut by 1966 would create as many as 2 million additional jobs.
Now these, o7 course, are approximate estimates, but these are our best
estimates.
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Senator G'ORE. I understood you in that regard, but I would like
some further breakdown if you would be willing to give tus your
estimate on it.

I would like to know, for instance, how many of these new jobs will
go to members of your own unions who are unemployed, how many of
the unskilled unemployed would be put to work as a result of this bill,
how many of those who have lost out because of technological chamvres
and who are in their forties or fifties are likely to find job s as a result
of this bill.

These are some of the things that I had intended to ask you. If you
would be willing to give it some thought, I will submit a few ques-
tions and you can answer as your judgment indicates.

Mr. GOLDFINGER. Yes; I will be glad to, Senator.
(The answers to the questions subsequently submitted to Mr. Bie-

miller by Senator Gore were not completed in time for inclusion in
this record.)

Senator GORE. Thank you, and thank you, Mr. Chairman.
The CHAIRMAN. Thank you, Mr. Biemiller. I want you to feel you

are always welcome before this committee. All you have got to do is
to give Mrs. Springer a ring on the telephone.

Mr. BiEMILLER. I know of no more courteous person in charge of
a committee on the entire Hill than Mrs. Springer. She is always co-
operative.

Thank you very much.
The CHAIRMAN. We will recess until 2:30.
Senator GORE. Mr. Chairman, I must apologize for being unable to

be here at 2:30. As you know, the Senate is having a memorial service
for my late colleague, Senator Kefauver, this afternoon, and I will of
necessity be absent from the committee.

(Whereupon, at 12:40 p.m., the committee recessed, to reconvene
at 2:30 p.m. the same day.)

AFTERNOON SESSION

The CHAIRMIAN. The committee will come to order. The first wit-
iiess is Mr. Jolmson McRee, Jr., of Manassas, Va. Mr. McRee, I
am very glad to welcome you, sir.

STATEMENT OF JOHNSON McREE, JR., MANASSAS, VA.

Mr. McREE. Thank you, Senator.
My name is Johnson McRee, Jr. I am a partner in the firm of

Brydon, McRee & Smith, certified public accountants, of Richmond
arid Manassas, Va.

My purpose in appearing before you today is to discuss H.R. 8363
with particular reference to its rate provisions. It has been my
privilege to follow closely this bill since its introduction into the
House and to testify before the House Ways and Means Committee
in March of this year. Though .the House has made some minor
improvements in the bill as originally introduced, it appears that
the character of tax revision is still primarily based on the consumer
spending approach-an approach completely out of step with the
American system of free enterprise that has made this Nation the
greatest in the world today.
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We are oppressed by a staggering graduation of the income tax
)ased on the socialistic theories of academicians. These stargazer .

embrace deficit finance, pump priming, and (rove rnnent exI)enditure,.
as a method designed to produce more for all regardless of indivi(al
effort expended. Thus, we have had 30 years of almost rampant ill-
flation and deficit financing trying to insure economic equality for
all men. Such equality can never be obtained because there is lnevvir
and has never been equal effort expended by each man. We do try
in our system of free enterprise insofar as is practicable to provide
equal opportunity for all men. We do not claim that the Ainerici11
capitalistic system is perfect. or has ever been perfect-we do claim
that it is the best system ever devised in the history of mankind.

Congratulations are certainly due the Treasury Department aiid
this administration for having brought a recognition of the need
for tax rate reduction this far through the Congress. 'We deplore.
however, the lack of adequate recognition in the bill before you of
the importance of new capital formation. Growth of capital has
been retarded drastically by our present tax system. I fear this-:
retardation is not sufficiently curtailed from a permanent standpoint
under the present bill. The real culprit is the high degree of gradua-
tion in the tax structure. We must relieve the middle brackets, that
is, the brackets from $10,000 to $50,000 in income from oppressive
taxation which removes incentives and confiscates capital from our
free society.

We hear much these days about tax reduction at a time when Gov-
ernment expenditures are already too high. It is true that such ex-
penditures are too high and that something must be done to correct
this problem. It is my belief, however, that the problems which beset
us because of oppressively high tax rates are separate and distinct
from the problems brought on by excessive Government spending. I
am primarily concerned lest the Congress enact the wrong kind of
tax rate reduction regardless of what is done in the area of expendi-
ture reduction. Let us be certain that. tax reduction and rate reform
really are designed to release the drags of heavily graduated taxa-
tion so that the economy is simply given a healthy and free competi-
tive atmosphere within which to function. We could not do a greater
disservice to this Nation than to lead the people to believe we will have
more employment, more prosperity, and a healthy business community
simply by providing a small stimulus for immediate consumption )y.
persons already employed. What we must do is release incentives alm,1
capital, as I have said, through the middle and higher income groups
so as to create new business, new production. and new employment.
The lack of consideration in this bill for the potential capital formai-
tion inherent from our middle-income citizens is its most. glaring
deficiency.

'We have said that the need for relief from oppressive tax rates i-

a problem separate from the need for Government expenditure reduc-
tion. This does not imply, however, that the latter need is not severe
in our economy today. If properly devised tax rates are capable. ,a-
we think they are, of allowing operation of the natural upward thrist
inherent in the American economy, we certainly have the obligatioll

to reduce Government expenditures so the economy can be given a
truly free atmosphere in which to so expand. If there were no other
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reason, this is sufficient reason for the reduction of Federal expendi-
tures to the absolute minimum.

There are many other reasons for such reduction, however. There
is much waste in this bureaucracy which we have allowed to grow to
stranglingg proportions. We have reached the point where we have
people on the Federal payroll simply to somehow create more work
for more people without providing anything new. There is admitted
waste in practically every form of Federal expenditur- Further,
it has become a foregone conclusion in many minds that reduction
should only be effected in the nondefense sectors of the Federal budget.
I do not subscribe to this premise. I believe there are many millions
of dollars unnecessarily expended yearly in the name of national de-
fense. This is a matter with which I realize you gentlemen are faced
eonstantlv, but it seems inconceivable that we show no more concern
in this Nation for the constantly rising Federal deficit. This deficit
has risen so quickly as to require the raising of the Federal debt limit
as often as twice a year.

We have many State and local governments in this Nation where
expenditures are admittedly too high, but I am sure those local gov-
ernments of which I have any knowledge would find raising the legal
debt limit twice a year incredible. Perhaps these deficits have become
so usual that their full significance is lost upon the average Member
of Congress. I for one would strongly suggest that each Member
examine this problem thoroughly and in the light of its startling ulti-
mate consequences. No resources can constantly flow out without
being depleted. This has to be true of governments-even strong
ones-with regard to the use of credit.

As for the reforms embodied in H.R. 8363, I shall not attempt to
discuss each of them. I would point out, however, that it is seldom
possible to close one so-called inequity or loophole without simul-
taneously creating another. What appears to be privileges and in-
equities in a complicated tax structure are only accentuations of an
oppressively high rate structure. Flattening the curve of gradua-
tion within the tax structure would obviate tle necessity for further
complicating an already too complex income tax law.

It has been only a year since we enacted the investment credit as
a part of our tax law. This was a gimmick fostered by academicians
from the nonbusiness community who strangely felt themselves
competent to instruct businessmen on the kind of tax reduction needed
in the business world. We in the accounting field discovered very
promptly the difficulties and extremely unnecessary complications
even lor the smallest taxpayer which this feature has added to the tax
administration. I would strongly recommend that the investment
credit be stricken from the code and that a further reduction in the
corporate rate be substituted so as to create approximately the same
effect. Failin in this, I would favor the provision changing the in-
vestment credit as embodied in the House bill.

Several years ago, we embarked upon an effort to eliminate the
double taxation in corporate dividends by the institution of a small
dividend credit against the tax. Yet we now find a movement to re-
Peal this small step in the right direction even though the double
taxation of corporate dividends is freely understood and admitted
by almost all citizens. This proposal I find preposterous. Please let
us not go backward.

24-532--63-pt. 2-27
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In conclusion I should like to summarize two basic points regarding
tax rate reduction as represented in the bill before this committee.

1. I implore you not to let the tremendous problem of excessive
Federal expenditures obscure the very real necessity for the right kind
of tax rate reduction; that is, a rate schedule which will release the
pent-up energies inherent in a free enterprise economy, as opposed
to one which attempts to prime the pump by encouraging the average
consumer to spend peonies more each day within the framework of
our current economic climate.

2. Although the problems of tax rate reduction and Fedeal 'xpen-
diture r6duotioiise'emto be" htui.d, we must ecognize each -as a
separate problem and we must not minimize either for the sake of the
other. This Government has too long spent more money than it has.
and the attack on this problem must be a frontal one-reduction of
expenditures in all areas which are unnecessary or excessive regard-
less of taxes and revenues.

Gentlemen I deem it a privilege to have been able to appear before
you today. Like all Virginians, I have a particular friend in your
chairman. Our only regret in sending so conscientious a statesman
as Senator Harry F. Byrd to the Senate is that we lose too much of
his counsel in the affairs of our Commonwealth. Thank you.

The CHAruMAw. Mr. MeRee, I certainly appreciate your personal
reference to me. I am grateful.
.Senator Bennett? .

-:Senator 'Bz-r. I have just one question, Mr. McRee. I was
not here when you began to read your statement or when you were
'introduced. Are you a tax accountant?

Mr. McRFx. Yes, sir.
Senator BENNETr. Would you say that if this bill is passed, your

problems of serving your clients willbe increased or diminished.
Mr. McRF. I would say that taking the bill intotal, the problems

would probably be increased, but that is primarily because of certa in
other reform sections in the bill.

Tax reduction is something that we need, that we have long needed:
but as I say, we need it in the middle brackets, the brackets which can
release capital into, our economy, so as to create new production and
new employment..

Senator BpwNm-. Yes. I am thinking of the technical changes in
the bill. Are they going to present new problems which will in tn
involve more effort on your part to serve your clients?

Mr. MoRm. I am sure they will.
Senator BEwNNETT. That is all, Mr. Chairman. Thank you.
The CHAnuMAw. Senator Dirksen.
Senator Dmxmy. Mr. McRee, do you have industrial clients?
Mr. McRE. Yes, sir.
Senator DnmsN. Very many?
Mr. McRix. Well, I think the question is relative. I suppose the

number relative to the size of our firm would be considered substantial.
Senator DmuKsm. Do you have industrial clients who have eash

resources and could possibly expand their businesses if proper incen-
tives were there?

Mr. McREin. Incentives-the cash resources I think would be
greatly increased if they did not have to expend them in payment of
taxes; that is, particularly those in the surtax bracket.
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Senator DuuKsEN. What I mean particularly is this: Whether you
have clients who possibly could expand their operations, and in so
doing create jobs in their particular industry if there was an incentive
to do so.

Mr. McRs. Absolutely.
Senator DiRKSEN. Now in that same class, of course, would be indus-

tries who might put new products on the market if they felt the incen-
tive was there, and they felt reasonably secure and confident about
the future.

Mr. McREE. That is true.
Senator DnRKsEw. If the chairman or the president of such an in-

dustry were to ask you and get your advice as to whether it would be
advisable to go ahead and expand, provided this tax bill were being
put on the books what would you advise your clients to do?

You see what I am trying to get at is simply this. It is represented
that this tax bill will bring about economic growth and economic ex-pansion, and in so doing it will have a tremendous impact upon the
unemployment factor that we are faced with today.

Now, obviously you do not achieve that result unless people are will-
ing to expand, and they set about to make this appear that this is an
incentive for expansion. Now I am sure that some of your clients
have probably asked you that question or will, before we get through.

Mr. McRFE. They have, and I am sure that more will. Of course,
it is hard to get any man in business to say that he is against tax re-
duction. However, I would have to advise on the basis of the bill aspresently constituted that the amount of tax reduction for the average
small business on the way up is so small as to make the incentive not
really sufficient to justify expending great amounts of money and
capital with which to expand.

Senator DIKEN. In other words, that objective would not beachieved, and you would so advise any of your industrial clients.
Mr. McR!=. That is on the basis of the current tax structure. I do

believe that this bill, however, provides a framework within which
this committee could change the rates so that those incentives could
be present.

Senator DImSEN. Insofar as you know the temper of others whoare associated in the same field, namely tax accountants, what do you
think they would say to their clientsI

Mr. McR.E. Of course, I would say I would think they would saythe same thing. I don't propose to speak for all of them, but those that
I have discussed this problem with in the past several months feel
as I do.

Senator DIR SEN..I see you mentioned the investment credit, andsuggest that perhaps it might best be repealed and the corporate rates
refined accordingly to achieve that result. What has been your per-
sonal experience as an accountant.with that investment credit.

Mr. M CRF. It has been nothing but one of frustration--articu-
larly where you are dealing with small taxpayers. We have'had in-vestment credits of 82 cents and amounts of money which certainly
don't justify the filling out of such a form..

Of course, as I am sure you know the primary problem created wasthe requirement that the asset value be reduced by the amount of credit
for depreciation purposes. This created a tremendous problem in the
ield of accounting insofar as statement presentation is concerned.
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The American Institute of CPA's came out, after much disagreement
among their members and among the members of their committee as to
how to handle this with a decision. I personally think their ultimate
decision was wrong, but it certainly is true that the only real way to
eliminate the problem is to simply eliminate the investment credit and
go back to simple rate reduction.That is what this purports to do. Why do we have to do it in such
a complicated fashion?

Senator DIRKSEN. Do you have some specific example in mind with-
in your own experience to make the point clear that you are trying to
make in this statement on investment credit?

Mr. McREE. Well, yes. I don't have the specific figures with me,
but I know of several cases where, on the one hand we reduced the
value of the assets for depreciation purposes, and on the other did not.
Just on the depreciation schedule itself, it makes a rather complicated
document to try to show exactly what you have done; particularly
when you are dealing with first year depreciation and different kinds
of depreciation.

This return I have in mind did not even embrace the new guide-
lines. It used the same rates they had been using, so that the actual
7-percent reduction achieved in the case that I am thinking about
was something less than $100, and yet, it must have cost them that
much in time of their own people and accounting fees, in order to get
it computed.

So that in itself would indicate to me that, if business is to be given
an incentive, just reduce their tax rates. Why create some new gim-
mick just to do something that can be done very simply?

Senator DiRK g N. Was this a reasonably substantial enterprise
which you are talking about?

Mr. McREE. Within the framework of small business, yes; but it is
a small business.

Senator DRKSEN. And you say the reduction worked out to only
$100 in the course of a year?

Mr. McREE. That is right, the reduction in taxes. It was less than
that.

Senator DMKSEN. They couldn't hire you for that, could they?
Mr. McREE. Well, hardly.
Senator DMKSEN. In a depreciation matter.
Mr. McRim. I would hope that my services were a little bit more

involved than actually computing that credit, but the fact of the
matter is that it did take considerable time, considering the fact, that
you had to set up a depreciation schedule and try to tie figures from
about four different directions into your balance sheet, not to men-
tion the statement, so I would say it would be hard to measure.

But I think it would be almost irrefutable to say that it cost them
more to compute that credit than it was worth when they got it.

Senator DIRKSEN. If you were to set up a rate schedule, how would
you do it?

Mr. McREFJ. A corporate rate schedule?
Senator DMKSFN. Yes.
Mr. McRmE. I think I would approach first the surtax bracket and

trv to reduce the surtax bracket to as low a rate as we can conceive
of within the framework of needed revenue.
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Of course, you have got to consider that. But we jump after $25,000
from 30 to 52 percent under the present law, which seems just a little
bit unreasonable to me--I mean to say that a business ceases being
small and becomes large after it makes $25,000. That is an arbitrary
sum to start with.

I would think actually, as far as corporate taxation is concerned,
that the rate probably should be scaled down considerably in the sur-
tax bracket in order to really create incentive to make more money-
and also I might add to stop all this business that we seem to be try-
ing to stop--of setting up multiple corporations within small business
enterprise.

Senator DRKsEN. Now, going from that point on, you say the real
culprit is the high degree of graduation in the tax structure. What
are the recommendations which you make?

Mr. McREE. I would flatten the degree of the Faduation curve
insofar as we can do so-again in the framework of revenue loss-so
that what real relief is afforded can produce--can be released into the
economy to produce new business, whether it be from the same frame-
work or new frameworks. That is the way that it seems to me new
employment would be created.

I have a table which was prepared, I think, by your staff, which
indicates that the most average annual tax reduction per taxpayer for
those under $10,000 is $90. That is in the $5 to $10,000 class.

I just don't believe that you are going to get enough additional
savings and additional investment from that kind of money to pro-
duce a marked effect on the economy. I believe $90 amounts to some-
thing like 25 cents a day.

Senator DiRKSEN. Why do you limit your estimate of capital for-
mation in those brackets from $10,000 to $50,000? Isn't there capital
formation below $10,000?

Mr. MCREE. Yes; there is, but the formation it seems to me is not
sufficient to produce as much new economic impetus as it does after
you get over that figure because it is going to be taken up in living
expenses, and an increased living standard.

Senator DIRKSEN. Yes, but look at the millions of additional tax-
payers that you have in the brackets under $10,000.

Mr. McREE. I understand.
Senator DIRKSEN. They are frugal people who have contributed

very materially to capital formation.
Mr. McREE. Some of them are.
Senator DumKsEN. I think if you just take the building and loan

associations all over the country, and there are thousands of them
where they add a little bit of money every month and they save sys-
tematically, of course they become a part of the capital formation
structure. So I would not underrate that group under $10,000.

Mr. McREE. It is not. my idea to underrate that group, but what I
was trying to refer to in the bill before you is the group which has
not been affected. I think that there is tax reduction for that lower
income group in this bill, but the middle-income group has not been
Properly considered.

The points of graduation-I believe one of your witnesses earlier
today pointed this out-the points of gaaduation under this bill in the
midle-income group are more severe than they are under present law.
So that is my point.
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I am not trying to focus attention on the middle-income grouI )
opposed to others, but in this bill I believe that they have been ne-
glected more than the others.

Senator DrtKSEN. I think that is all, Mr. Chairman.
Senator BENNETT. May I make just one more comment. Money

that, goes into the savings and loan associations ends in one particular'
area only, and that is mortgages. I think by law the savings and loal
associations are not. allowed to use that money for common stocks or iI
the development of productive enterprises.

Now this in an area that has to be kept going. and all the money that
is available for mortgages is pretty well use and needed.

Senator DIRKSEN. But I think I should point out to my distiii-
guished friend from Utah that when you build a house, it embodies
nails that come from the wire area, and timber that comes from the
timber area of the country, and cement that comes out of the portlanl
cement factories that dot the whole wide country.

So it goes right back to these industries where people find employ-
ment, and even the Govenment shares in it because the reserves have
to be invested in something that is good, and that means usually U.S.
bonds, so even the Government gets an outlet there.

Senator BENNETT-. This is the process of consuming the goods pro-
duced by the lumber and other industries. It doesn't provide money
to buy stock.

Senator DRKSEN. Oh, no.
Senator BENNETr. In lumber companies, and that is what I thought

you meant.
Senator DIRKSEIN. It buys the commodities.
Senator BENNETr. It buys the commodities. This is a part of the

process of consumption rather than the other business. That is all.
Mr. Chairman.

The CHAMMAN. Thank you very much, Mr. McRee. I appreciate
your coming down.

Our next witness is Lester V. Chandler, professor of economics, De-
partment of Economics, Princeton University. Mr. Chandler, will
you proceed?

STATEMENT OF LESTER V. CHANDLER, PROFESSOR OF ECONOMICS,
DEPARTMENT OF ECONOMICS, PRINCETON UNIVERSITY

Mr. CHANDLER. My name is Lester V. Chandler and my position is
professor of economics, Department of Economics, Princeton Univer-
sity. I should like to present a statement approved by 313 econo-
mists affiliated with 14 colleges and universities located in the vari-
ous parts of the country. A list of the signers and their affiliations is
appended to the statement. The statement is as follows:

As professional economists, we welcome the administration's clear
recognition of the role which Federal fiscal policy can and should play
in maintaining and expanding the level of economic activity. While
some of us disagree with one or another specific feature of the tax
program now before the Congress, we all, without exception, subscribe
to the following propositions:

1. There is now a substantial deficiency of aggregate demand in the
American economy, with the result that the level of unemployment iS



REVENUE ACT OF 1963 867

significantly higher than it need be-and, in our opinion, higher than
it should be.

2. While there are significant "structural" problems which make it
(lifficult to find jobs for the more disadvantaged of the unemployed,
the first need is to achieve a higher overall level of economic activity.
If this is done, efforts to retrain and relocate displaced workers ANill be
more effective.

3. We subscribe to the belief, as recently expressed by Walter Heller.
that an-
increase in aggregate demand is most appropriately brought about in a predomii-
niantly private enterprise economy such as ours by means of monetary or fiscal
nleasures.

4. It is generally agreed that, in the present situation, monetary
1)oli(y by itself cannot bring about the necessary expansion of eco-
nomic activity-in part, because of the restraint imposed by the pres-
ent balance-of-payments situation. Hence the primary reliance must
l)e on fiscal policy.

5. While we welcome the improvement in economic conditions which
lhas occurred in the last few months, we believe that "natural forces"
alone will not, eliminate excess unemployment this year or even next

lea 1'.
6. It therefore follows that, in the months ahead, substantial use

should be made of fiscal policy as a means of stimulating aggregate
demandd and raising the level of employment. This can be done by
reducing tax revenues, by increasing Government expenditures, or b y
some combination of the two.

7. We believe that the increase in the Federal deficit proposed by
the administration is not too large, given the objective being sought.
We are confident that both the short-run and long-run effects of the
lax reduction will be beneficial. Indeed, insofar as there isa difference
of opinion among us, it is that some of us believe that a larger tax cut
s ould have been proposed.
S. On the whole, we believe that the administration's program, as

o nginally submitted to the Congress, represents a reasonable compro-
inise. It provides tax reductions for both individuals and corpora-
tions. It should provide a significant stimulus to consumers' spending,
and it should have a beneficial effect on private investment. Virtually
all of us believe that substantial tax reform is badly needed, but we
also believe that arguments as to the details and timing of tax reform
should not delay the prompt approval of a substantial across-the-
I)oard reduction in Federal income tax rates.

9. We should like to assure the American people that a Federal def-
icit of the magnitude proposed, given the extent to which capital and
labor are not now being fully utilized, carries no danger of accelerated
inflation. Nor does such a deficit in any manner or degree threaten
the solvency of the Federal Government. This country's outstanding
record of economic growth during the last century and a half or more
has been associated with increases in debt representing mobilization
of the people's savings by business and Government. It should be
noted, also, that the size of the deficit will automatically decline as ris-
ing incomes generate increased tax revenues at the lower rates.

10. We should also like to affirm-and we do so with complete confi-
(leee-that there is nothing to fear from the present size of the Fed-
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eral debt. Nor is there anything to fear from the moderate increase in
the debt that will result from the deficits envisaged in the next few
years. Indeed, measured as a fraction of the gross national product,
the Federal debt today is much smaller relatively than it was 15 years
ago. And interest payments on the debt absorb a significantly smaller
fraction of the national income than they did at the end of World
War II.

In the realm of economic policy-as in all social and political
action-there are as many versions of what is best as there are people
who are likely to be affected by .any proposed line of action. To insist
on a perfect tax program is to insure that nothing will be done. The
administration's program is a significant step in the right direction.

Thank you, Mr. Chairman.
(The list referred to follows:)

We subscribe to the propositions included in the statement on "The Tax Pro-
gram of the Kennedy Administration." Each of us signs as an individual econ-
omist and not as a representative of an institution.

Amherst College:
Ralph E. Beres
Arnold Collery
Irwin Kleinberg
Heinz Kohler
Willard L. Thorp
Colston E. Warne
James R. Wilson

Bowdoin College:
Albert Abrahamson
Paul G. Darling
Giulio Pontecorvo
William D. Shipman
James A. Storer

Brandeis University:
Richard I Weckstein
P. J. D. Wiles

Brookings Institution:
Barbara R. Berman
Eidward F. Denison
Gary Fromm
Bert G. Hickman
Joseph A. Pechman
Merton J. Peck
Alice M. Rivlin
Walter S. Salant

California, University of-Berkeley:
Joseph S. Bain
George T. Break
Eugene W. Burgess
Norman R. Collins
J. M. Culbertson
Malcolm M. Davisson
Kenneth B. Farrel
Hugh Folk
V. Fuller
Theodore J. Goering
R. A. Gordon
E. T. Grether
Gregory Grossman
Saul H. Hymans
Sydney Hoos
Van D. Kennedy
Ivan M. Lee

California, U. of-Berkeley--Continued
John M. Letiche
Ohoh Ming Li
Sherman J. Maisil
Julius Margolis
Hyman P. Minsky
David Olbe
Andreas G. Papandreou
Ray Radner
Earl R. Ralph
David A. Revzan
Henry Rosovsky
Arthur M. Ross
Bernard Saffran
Tibor Scitovsky
Lloyd Ulman
Dow Votaw
Frank A. Waring
Sidney G. Winter, Jr.

California, University of-Davis:
Oscar R. Burt
Frank C. Child
Bruce Glassburner
Warren S. Gramm
Curtis C. Harris, Jr.
Trimble R. Hedges
Gordon A. King
Martin P. Oettinger
J. Herbert Snyder
Stephen H. Sosnick
J. M. Tinley

California, University of-Santa
Barbara:

Mortimer Andrew
J. F. Halterman
Jerry F. Karer
William J. Kennedy
Walter J. Mead

California, University of-Los Angeles"
H. Robert Bartell, Jr.
E. F. Brighen
C. J. Huizinga
R. J. Jessen
Erwin L. Kelley, Jr.

868



REVENUE ACT OF 1963

California, U. of-Los Angeles-Con.
Buruhan T. Campbell
H. Lawrence Miller, Jr.
Harold P. Moody
George E. S. Murphy
Frank E. Norton
J. Fred Weston
Robert M. Williams

Carnegie Institute of Technology: G. L.
Bach

Chicago, University of:
B. M. Fleisher
Harry G. Johnson
Dale W. Jorgenson
Arnold Harberger
Marshall D. Ketchum
Lloyd A. Metzler
Merton H. Miller
Albert Rees
T. W. Schultz

Columbia University:
Harold Barger
Arthur R. Burns
Alexander Erlich
Carter Goodrich
Albert 0. Hirschman
Robert Lekachman
David E. Novack
Julius Rubin

Connecticut, University of:
David G. Edens
Dorothy C. Goodwin
James C. Loughlin
Morris Singer
William P. Snavely
Paul N. Taylor
Philip E. Taylor
H. John Thorkelson
Paul Weiner
Imanuel Wexler

Cornell University:
William D. Carmichael
Douglas F. Dowd
John A. Henning
George H. Hildebrand
Alfred E. Kahn
Chandler Morse
George J. Staller

Dartmouth College:
William A. Carter
M. 0. Clement
James F. Cusick
Clyde E. Dankert
Thomas J. Finn, Jr.
Herbert Goertz
Martin L. Lindahl
Kenneth J. Rothwell
Martin Segal
Ian A. Stewart

Duke University: William Porfohe
Harvard University:

Abram Bergson
Richard E. Caves
Robert Dorfman
John T. Dunlop
James Duesenberry
Otto Eckstein

Harvard University-Continued
Alexander Gerschenkron
Seymour Harris
R. B. Heflebower
Richard 0. Mallon
Edward S. Mason
Rhod J. Ohyme
Gustave F. Papanel
T. Schelling
Wolfgang F. Stolper

Illinois, University of:
V. Lewis Bassie
Ruth A. Birdzell
John D. Bowman
Sanford Cohen
Milton Derbe
John F. Due
Robert Ferber
Marvin Frankel
Donald W. Paden

Indiana, University of:
Robert W. Campbell
Troy J. Conley
Irvin Grossack
Taubman A. Miller
Henry M. Oliver
Lloyd D. Orr
Ross M. Robertson
Nicolas Spulber
Ted Witney
E.R. Wicker

Iowa, University of:
Raymond R. Beruke
Eugene A. Brady
Harold W. Dewey
Hirschel Harper
Earl 0. Heady
Bob R. Holden
Sydney James
Lee Kolmer
Francis A. Kutish
Stanley S. Long
Dudley G. Luckett
Charles Meyer
John W. Rowe, Jr.
J. T. Scott
Erik Thorbreke
Karl A. Totz
John F. Truemont
Don Winkelmann

Johns Hopkins University:
Z. Adel
G. Heberton Evans, Jr.
James K. Kindahl
Kelvin J. Lancaster
Edwin S. Mills
R. T. Sparrow

Maryland. University of:
John H. Cumberland
Dudley Dillard
Norton T. Dodge
Lyle E. Gramley
Robert E. L. Knight
Philip C. Packard
Melville J. Ulmer
Paul Wonnacott
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Massachusetts Institute of Technology:
Albert Ando
Francis Bator
E. Cary Brown
Paul H. Cootner
Rischard S. Eckaus
Everett E. Hagen
Daniel M. Holland
Edwin Kuh
Louis Lefeber
Max F. Millikan
Paul A. Samuelson
Robert M. Solow
Charles P. Kindleberger

.Michigan State University:
Abba P. Lerner

Minnesota. University of:
John Buttick
E. Coen
Edward Foster
Lowell Gallany
Ralph H. Hofuieister
Leonid Hurwicz
A. 0. Krueger
Jim Schwinden
Harlan M. Smith
John G. Trumbull

New York University:
Clifford D. Clark
Lawrence S. Ritter
Arnold W. Sarnet
Harvey H. Sezal

North Carolina, University of:
Paul N. Guthrie
Leopold B. Koriebroski
David T. Lapkin
Henry A. Latane
R. S. Winslow
Marice Whee

Pennsylvania, University of:
Irving B. Kravis
Wilfred Malrubaum
Robert Summers
C. R. Whittlesey
Willis J. Winn

Pennsylvania State University:
Edward Budd
William M. Hench
Philip A. Klein
Will E. Mason
Arthur H. Reede
Randall S. Stout
Robert 3. Trusk

Pittsburgh, University of:
Benjamin Chuntz
A. T. Eapen
R. D. Entenberg
Alan E. Fechter
Shinkyung Kim
Charles L. Levin
Daniel McFadden
William C. Pendleton
Robert 3. A. Pratt
Merrill 3. Roberts
Edward Sussia
C. Edward Weber

Princeton University:
William Baumol
Arthur Benavie
William G. Bowen
Ansley J. Coale
Warren W. Eason
F. Aldrich Finegan
Peggy Heiim

Edward J. Kane
Klaus Knorr
Richard A. Lester
)avid McFarland

R. A. Musgrave
Gardner Patterson
Richard E. Quandt
Frederic C. Shorter
John lVilliamson
Burton A. Weisbrod
Lester V. Chandler

Rife, Iniversity:
S. N. Afriat
John H. Auten
Dwight S. Brothers
Edgar 0. Edwards
Hans Jurgen Jalesch
Gaston V. Remlinger

Roclhes-ter, University of:
Marcus Alexis
William E. Dunkman
Robert R. France
Myron J. Gordon
Ronald W. Jones
Lionel McKenzie
Rudolph G. Penner
Richard T. Rostoff
Edward Zabel

Southern Methodist University:
Leo T. Bakomy
Paul T. Hornan
Attiat A. Farag
Richard B. Johnson
W. J. Lovejoy
Daniel J. Ott
J. H. Pratt

Stanford University:
Kenneth Arrow
Richard Attrych
Paul David
Emile Despres
John G. Gurley
Bernard F. Haley
Paul Hartman
James Howell
Theodore J. Kreps
Alan S. Manne
Ronald McKinnon
Mel Reder
Louie Tarshis
Dale Yoder

Tufts University:
V. E. Andric
John Cornwall
Franklyn D. Holzman

Utah, University of: Sigmund Krant-
hauser
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Vanderbilt University:
Rudolph C. Blitz
John A. Brittain
Reynold E. Carlson
Reulias Fels
E. J. Eberling
Leo J. Raskind
Ewing P. Shabor
George W. Stocking
Fred U. Wertfield
Jeffrey G. Williamson
James S. Worley

Virginia, University of:
George R. Hall
Almarin Phillips
James R. Schlesinger
Rutledge Vining

Washington, University of:
Henry T. Buechel
J. A. Crutchfield
Barney Dowdle
J. P. Gillingham
William S. Hopkins
W. D. Morris
Vernon A. Mund
Judith Thornton
Charles M. Tribout
D. A. Worcester, Jr.

Wesleyan University:
Clyde Olin Fisher
Burton C. Hallowell
Lawrence C. Jones
Stanley Lebergott
Melvin Lurie
Gerald M. Meler
Richard A. Miller
Edward J. Nell
Vladimir L. Stoikov

Williams College:
Henry J. Bruton
Paul G. Clark
Robinson G. Hollister, Jr.
Joseph A. Kershaw
Robert Miki
Frederick S. O'Brien
William G. Rhoads
Norman Schneider
John Sheehan

Wisconsin, University of:
Benjamin Bridges, Jr.
Martin H. Daid
James S. Earley
Arthur S. Goldberger
Edward Greenbey

Wisconsin, University of-Continued
Farsham Hall
Kathleen Haygood
Edward B. Jakubauskas
David B. Johnson
John Korbel
Roger F. Miller
Guy H. Orcutt
Robert Ozanne
Gerald G. Somers
James Stern
G. E. Swingay
William Russell
Hans 0. Schmitt
Ernst W. Stromsdorfer
Leonard W. Weiss

Yale University:
John Arena
Bela Balassu
Sylvester E. Berki
Ronald G. Bodkin
William Brandio
William T. Bruns. Jr.
Duncan R. Campbell
3Mariam Chamberlain
Neil W. Chamberlain
John Davis
F. Trenery Dolbear, Jr.
Eeme Draudabej
Stanley Engerman
John Fei
James W. Frieda
Reginald H. Green
Joseph Grunewald
Donald A. Hester
John W. Hoofer
Shane J. Hunt
Zoran Horfert
Lawrence B. Krause
Michael C. Lowell
Peter Mieszkowski
Harry A. Miskimin
Arthur M. Oken
Hugh D. Patrick
Richard C. Porter
Raymond Powell
Gustave Ranis
Lloyd C. Reynolds
Leonard Schifrin
Peter Schran
Adolph Strumthel
James Tobin
Harold W. Watts
Menuhin Yaari

The CIIAIRMIAN. Thank you. These economists, are they employed
teaching in these various universities?

IMr. TANDLER. Yes. These are all professional economists teach-
ing at the colleges and universities indicated.

The ChAIRAN. Senator Bennett.
Senator BENNEar. No questions.
The CHAIRMAIN. Senator Dirksen.
Senator DiRmKSEx. Did these economists come together in a group?

Was this the consensus of a meeting of some kind that you held?
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Mr. CHANDLER. The procedure, sir, was that some of us drew up a
statement and sent it to the departments at the institutions indicated,
and asked how many people would approve of the statements.

Senator DIRKSEN. So, Dr. Chandler, this statement was circulated to
the schools and colleges, and they were asked whether they approved
this kind of statement.

Mr. CHANDLER. That, is true.
Senator DIRKSEN. Did you get negative answers also?
Mr. CHANDLIER. I am sorry, I can't answer that question because the

people did not write directly to me. The statement was sent to a
representative at each college. Then the people who wished to sign
signed and presumably those who did not approve just didn't sign.
I have no indication of negative votes.

Senator DIRKSEN. You say this represents some 436 economists?
Mr. CHANDLER. 413, I believe.
Senator DIRKSENN. How many teaching economists are there in the

country ?
Mr. CHANDLER. I suppose 3,000 or 4,000. The statement was not

sent to all institutions. We did not have large funds at our disposal.
so we had to economize.

Senator DIRKSEN. Yes. The reason I am interested is because yes-
terday we had Dan Throop Smith, of Harvard, whose position in the
field of economics, I believe, is pretty well recognized. I think you
would agree, wouldn't you?

Mr. CHANDLER. Yes: he is a very competent man.
Senator DIRKSEN. And in addition, of course, he has a rather long

Treasury experience under the prior admi nistration.
Mr. CHANDLER. Yes.
Senator DIRKSEN. Now he took a pretty stout position against this

tax bill esterday.
Mr. CHANDLER. There are certainly quite a number of economists

who would take that position.
Senator DIRKSEN. So you think there are as many as 4,000 teaching

economists at the college lIevel ?
Mr. CHANDLER. This is a guess, but it is probably of that order of

magnitude.
Senator DIRKSEN. It would represent then let us say about 10 per-

cent.
Mr. CHANDLER. Yes, sir. If I had to guess, however, as to the per-

centage of them who would have signed, had they seen the document,
my guess is it would have been well over 50 percent.

Senator DIRKSEN. Well, were they all circularized ?
Mr. CHANDLER. No; they were not. The statement went to ap-

proximately 75 colleges and universities.
Senator DrRKsEN. That would be how many people?
Mr. CHANDLER. Probably 700 or 800 would have been the potential.
Senator DIRKSEN. So you only circularized roughly 20 percent of

the total number of teaching economists?
Mr. CHANDLER. That is true.
Senator DIRKSIEN. And there is no indication of the negative answers

that might have been returned?
Mr. CHANDLER. No. These would not, have come to me. I am sure

that, there were some who did refuse to sign, but I have no way of
knowing their names or number.
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Senator DIRKSEN. I notice you say in paragraph 10:
Nor is there anything to fear from the moderate increase in the debt that will

result from the deficits envisaged in the next few years.

Have you every speculated on how much debt this country can take
and still go forward, adding economic growth and momentum at an
acceleration that we would like to see?

Mr. CHANDLER. I do not have the statistics closely in mind, but I
think one could compute rather well the percentage rate of increase
in the debt that would be required to give us something like full em-
ployment without getting into an inflationary state.

Of course, in the period since the war the Federal debt has grown
very slowly, State and local debts very rapidly, and most rapidly of
all is the business and private debt.

Now the growth of the business debt reflecting a sort of stagnation
of business investment has slowed down in the last few years, and
if the growth of business debt were at the rate of the early postwar
N'ears, then it would certainly be a dangerous matter to have a growth
in the Federal debt. It is only because of the lac ini the private ex-
penditures that one can safely engage in this kind of Government
sl)ending and this kind of tax change.

Senator DIKSEN. Would you say that municipal debt has reached
rather alarming levels in the country?

Mfr. (HANDLER. I am not competent to speak on that. I have heard
of no cases of defaults or complaints about the quality of municipal
debt, but this is not my field of specialty.

Senator DMKSEN. But it begins to appear as if it becomes a more
and more difficult load to carry on with time.

I am thinking in terms of the age of cities for one thing the fact
that they are confined, and that, there are certain limitations oii their
growth and their expansion. There are areas where the boundaries
of the localities cannot under State law be expanded.

You don't take in new property, therefore, you don't gain new tax-
)ayers, and as a result you have a static condition on which a monu-
mental debt is being assessed. That is why I say I think it is assum-
ing rather alarming proportions.

Mr. C I-ANDLER. Mr. Senator, I think you have put your finger on
at least two of the most important items in the municipal debt picture.
The problem is not so much that the income of the citizens of the cities
are too low. The problem is, in the first place, that boundary lines
are becoming more and more unrealistic as the population spills over
the traditional political boundary lines, and, in the second place, that
there have not been innovations in municipal tax systems that would
enable them to meet the problem they still rely so very, very heavily
Upon the property tax, and now much of the property is beyond the
municipal limits where the expenditure is needed.

Senator DMKSEN. Would you subscribe to the definition that debt
is a speculation on the future?

Mr. CHANDLER. Yes, sir; every kind of purchase where the return
will come in the future is certainly a speculation on the future.

Senator DrRKSEN. Well, I have in mind a modest metropolitan center
Which is ringed by satellite villages and communities which, under
State law, cannot be annexed because the law requires that there must
be approval by both the annexer and the annexee.
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The result is tlmt. you hae got a community of a gien static size
that can't grow. Yet the demand for all sorts of improvements i.
there. The result is that it has got. to bound itself upon a fixed pack-
age, and I would say that that becomes a little alariuing for communi-
ties of that kind. because ultimately they will get to the point of no
return.

Now what happens? Well, people move out. They move out among
the satellite towns, because they discover the tax rate is so much lower.
that the fiscal burdens are so much easier that they can afford to do
that and still be pretty close to all the advantages of metropolitan life.
Would you say that is a general situation over the country?

Mr. CHANDLER. It is a general situation around those metropolitan
areas that are getting the great suburban and exurban areas, and there
seems to be good reason to fear that unless important changes are
made in the political arrangements, that what were formerly central
city areas will now be abandoned and allowed to rot, because they
simply will not have the people; they will not have the resources for
the urban renewal kinds of programs required to make them viable.
So that some sort of political invention in terms of new grouping.
within States, new tax arrangements, and various other things will he
essential if this kind of result is to be avoided.

Senator DIRKSEN. But, of course, you are dealing with State and
local taxes, which is a rather static pattern, to say the least, so that in
considering the size of the Federal debt you can never sustain the debt
of the localities, the counties, the sewer debts, the paving, the water
districts, and we have got them by the thousands over the country. be-
cause the impact is on the individual when you come to taxes, and that
is true here in talking about the impact on the individual.

Yet the debt goes up. and you have got to express the interest, be-
cause you can't pay it in any other way except in terms of money.

Mr. CHAN-DLER. That is true. The point that we were making here
is not that it is impossible to have excessive debt in any sense of the
term, but rather that the debt has to be looked upon as a relative matter,
the amount of debt relative to wealth or the amount of debt service
relative to the funds available for servicing, and this kind of thing.

I think one needs to remember that our gross national income is now
at. $588 billion annual rate as compared with only a little over $200 bil-
lion in the early postwar years, and it seems only a short time ago
that it was between $400 and $450 billion. There certainly has not
been what any of us would consider to be a frightening rise of the debt
relative to our capacity to service it, and to do so without resorting to
inflationary devices.

Senator DiRKSEN. Now you know, of course, that this bill, along
with other factors, is designed to generate a deficit of, let us say,
billion in fiscal 1964-65, and an unnamed deficit in terms of total
dollars in 1966.

Now in addition to that, Dr. Burns, who was head of the Council of
Economic Advisers of the prior administration, does not believe wewll get that deficitgap closed until 1972. Now you indicated in your

statement that you do not regard this deficit as particularly dangerous
or alarming.

How much more of a deficit do you think we could take in connec-
-s.. With the tax bill? I think you say in here somewhere that you
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thought, perhaps there ought to be even a greater reduction in taxes
than is articulated in this bill.

Mr. CHANDLER. May I first make a comment on Professor Burns'
position, because I think it is crucial in thii. '

Senator DIRKSEN. Yes.
Mr. CHANDLER. There probably are several reasons for a difference

of judgment between him and others on this. but one is a difference in
judgment as to the behavior of Federal Government expenditures over
the intervening period.

I believe Professor Burns expects the rise of Federal expenditure to
be somewhat greater than many others have thought, so that is one of
the sources of disagreement or lack of agreement.

I would say, sir, that a deficit of $9, $10, $12 billion at present levels
of gross national product would not frighten me in the slightest.

The point that I want to make here, which I am sure is thoroughly
familiar to you already, is that there is a great difference between the
impact effect of this tax cut and the effect. after there has been gener-
ated some rise of economic activity, because tax revenues are so tre-
mendously sensitive to the level of national income.

I would suppose that every dollar rise of gross national product
would increase Federal revenues under the present system by at least
25 cents, and possibly by more than that, so that the very rise of income
which we believe would be generated by the tax cut would restore a
considerable paxt of the revenue.

Senator DIRKSEN. Has that equation always worked in our eco-
noinic history?

M r. CHANDLER. Since we have had this kind of tax system. and I
think it should be emphasized that if one goes back 20 or 30 years
when the tax rates were extremely low, we did not have this kind of
response, but certainly since we have had the high tax rates. the fairly
high degree of graduation we have seen automatic responsiveness of
tax revenues to changes in GNP.

There would be no other way of explaining, for example, the ex-
tremely large budget deficit during the 1958 recession and a few of the
others, and the subsequent rise of revenues as the recovery came in
1959. There is just no question about the responsiveness of the rev-
enues to movements of national income, the money value of national
income.

Senator DmKSE.N-. Dr. Chandler, you have put a lot of emphasis
on stimulation of consumer spending. I presume you have looked
at the economic tables where it is indicated that savings are rising
constantly, that people are chipping away a little bit at income and
putting it in a bank or in a savings and loan association or some other
thrift institution for a rainy day. That would indicate that if they
got $90 or $100 by way of a tax saving, it does not necessarily mean
they are going to spenyit?

Mr. CHANDLER. May I comment on two aspects of that?
During recent years personal consumption expenditures have been

remarkably stable at about 92 to 94 percent of personal income after
taxes.

Of course, this does not give us proof positive that consumers would
use dollars saved from taxes in exactly the same way, but is strongly
Suggestive in that direction, indicating that in those years they have
been saving between 6 and 8 percent of their incomes.
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Senator DIRKSEN . Can we nail that down at that point and get one
item, that it is, after all, speculative?

Mr. CHAxDLER. Forecasting always is, that is true.
I think we have reason to believe that it is highly probable though

perhaps not. certain, that if people save some money in taxes that a
major part of it would go or consumption, although certainly one
would expect some to go to increase the rate of saving. But. I should
like to emphasize that I at least would emphasize the improvement
of investment as much as the improvement of consumption demand,
and I think that at this stage of affairs perhaps one of the very im-
portant ways of getting an increase in actual investment is to get an
increase in demands for the products of industry.

It has been brought out here several times-I believe Senator Ben-
nett brought it out at one stage-that the cash flow to business firm
has been fairly large in recent years. There have even been some
times when it has been larger than actual business expenditures for
plant and equipment. Probably an increase in demand for the output
of industry would be as strong an incentive to spend for capital in-
vestment as anything we could do.

So I would not want to have it appear that I am interested only in
increasing the output of consumer goods. It seems to me that this
is an important way of increasing our output of capital goods as well.

Senator DmKSE N. In your statement you speak of the strain of the
balance-of-payments problem. I wonder if you could amplify that.

Mr. CHANDLER. I should be glad to do that. I think it is well known
that one of the methods in this country that is considered acceptable
to stimulate the economy is to make credit more easily available and
to lower interest rates.

Well, we are just not in a position, or at least the officials in charge
of these functions think we are not in a position, to lower our interest
rates because if we did lower our interest rates relative to those
abroad, and more specifically in the principal financial centers abroad.
we would stimulate an outflow of capital--especially short-term funds,
although the long-term funds are proving to be a little more sensitive
in recent months-which would worsen our balance of payments. So
that officials believe that there is a limit to the extent to which we can
increase the supply of credit, and lower interest rates, because of the
very unfavorable impact upon our balance of payments.

I know there are rather widespread differences of opinion as to just
how sensitive these capital flows are to interest rate differentials be-
tween New York and the other financial centers, but I think experi-
ence in the last few years has suggested that at. least potentially it is
a danger to the balance-of-payments position.

Senator DmKSEN. At a evel of $600 billion GNP, what kind of a
debt do you think this country could sustain, the Federal level?

Mr. CHANDLER. That would be about $12 billion above the present
level.

First. Mr. Senator, may I raise a question about methods of measure-
ment of the size of the Federal debt? I do not have the figures in
front of me.

I believe the figures show something like $307 billion at the present
time, of which nearly $80 billion are held in the Treasury itself and
in the Federal Reserve System, so that the amount outstanding in
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the hands of nonofficial holders is far below that. So it is hard to
know what are the relevant figures here.

But I would say with $600 billion GNP we could certainly handle
without, difficulty a national debt $50 or $100 billion above the present
level.

I rush to say that I am not advocating any such increase in the
debt. That is not my point at all. My only point is that if we had
it, we could certainly service it.

Senator DMKSEN. Of course you are not forgetting that you have
to express the interest rate or the aggregate interest in an appropria-
tion bill every year, and it has to show up in the budget.

Mr. CHANDLER. That is right, sir, and it is running now I believe
something around $12 billion a year.

Senator DiRKsEN. Yes.
Mr. CHANDLER. Which is just a little over 2 percent of our gross

national product..
Senator BENNErr. Mr. Chairman, may I question the doctor a min-

ute or two?
The CHAIRM- .. Senator Bennett.
Senator BENN--r. I passed you before because I was fascinated to

see that you got one man from the faculty of the University of Utah
which is my alma mater, and I wanted to have a minute or two to get
my figures straight.
I do not want, to embarrass you, but was this request for signed

support of your statement circulated to individuals or to departments?
Mr. CHANDLER. The procedure was that I simply mailed it to some-

one whom I know, or whose name I knew, in a department, together
with a form letter saying, "Would you show this to your colleagues?"

Senator BEN-NETr. You selected 41 institutions?
Mr. CHANDLER. It was actually sent to somewhat more than that.

Fortv-three responded, I believe.
Senator BENNm-r. I though I counted 41, but I could have missed

a couple.
Mr. CHANDLER. My count was 43. I would not swear to that.
Senator BE.NN.TT. I wondered whether you addressed this to people

whose point of view you knew in advance, you could be reasonably
sure that, you would get the answer you expected from the people you
addressed ?

Mr. CHAXDLER. No; I did not, and it was not addressed to indi-
viduals as such. It was addressed to someone with the request that he
I)ring it to the attention of his colleagues.

Senator BENNETr. I am interested. The University of Utah is not
a big school. There are eight full professors, six assistant professors,
one instructor, one special lecturer in the economics department of the
University of Utah. I know most of them, but you get 1 whose name
I have never heard and you get only 1 out of 16. He sounds to me as
though he may be a very newcomer to the staff, which means that he
may have come from outside the State.

I am fascinated also by this other fact. I was looking down here at
the State universities. You have got from the University of Iowa 18
Signers. You have got from the University of Minnesota one signer.
This puzzles me as to how much of a smoothly spread application

Mr. CHANDLER. May I explain the Minnesota one, sir?
2 4-532-63--pt. 2-28
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I sent it to a person whom I knew at the University of Minnesota
about the end of May. He left about that time on an economic mission
to India, and the statement was forwarded to him in India, and it was
on y by luck that one man at Minnesota heard about it and wrote in
saying, "I would like to sign it."

Senator BENNETr. You had the same bad luck at Michigan. Yot,
got one man from the University of Michigan.

You do not ask the committee to believe that this is a consensus!
This is the response of a group of people who had taken the motion ill
advance more or less. The people who opposed that position just did
not reply to you. You did not send them a choice, one paper represent-
ing say. Dr. Dan Smith's position and one representing yours and sav-
ing, "Which would you support?" You sent them a predetermined
position saying, "If you support it, sign your name so we can add it to
the list"?

Mr. CHANDLER. That is right.
I do not present this with pretense that it is a consensus of all

American economists, nor could I say that I had sampled all shades of
opinion and knew what the distribution was.

I think that if we had time to analyze these you would find some of
the most distingusihed economists in America on the list, and I also
admit that there are some whose names are not on the list. It is not
meant to be a scientific sample or to indicate anything about the per-
centages.

May I say that one thing on which a great number of people would
have differed, I am sure, would be on the relative importance attached
to tax reform and to the tax cut. A number who might have signed
had they had the opportunity might have refused to do so on the
assumption that there should not be a tax cut unless we got a really
first-rate tax reform. Others would have felt, if I may say so, that
reform of really important magnitude seems to be unachievable in the
foreseeable future, and therefore would say that there is no point in
holding off the tax reduction because the tax reform of appropriate
times and in significant amount will not be forthcoming anyway.

I am sure that in the profession there is a great deal of disagreement
on things of this sort.

Senator BENNETr. Would you not have had disagreement on your
statement on item 7?

Well, maybe I have got the wrong paragraph, but where you suggest
here that we would be better off if we had increased spending as well
as a tax cut.

Mr. CHANDLER. This was not meant to be suggested by the paper. I
believe it is item 6, which says that you could increase demand for
output in these three different ways.

Senator BENNMT. That is right; item 6.
Mr. CHANDLER. But this does not advocate an increase in Govern-

ment expenditures. There is nothing in there to advocate an increase.
It merely points out the possibilities, and then goes ahead to approve
the tax-reduction route.

Senator BENNErr. Turning to another thing that has always il-
trigued me, we had a tax reduction in 1954, which represented a comi-
bination of changes in the pattern, and also a rate reduction. It was
an across-the-board 10 percent, and yet between 1954 and 1963 we
have had continuing deficits and the deficits get larger.
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Does history demonstrate that whenev-er you reduce taxes you can
look forward inevitably to a balanced budget because of the increased
activity of the economy?

Mr. CHANDLER. There are two points on that.
First, I think the history of events after the tax cut at the beginning

of 1954 would suggest that it was probably very useful in helping to
make short and shallow the recession of 1954. I would not want to say
that was the only factor involved in it.

Secondly, we do not say in here that the way to balance the budget
is to cut taxes. There is nothing in here that says that a tax cut at
this time will, in fact, increase revenues beyond what they would have
b)een next year or the year after that.

Senator BENNETT. Yes, but the inference is that over the long run
it will release enough activity so that it will have that ultimate effect.
or ha%-e I misunderstood you?

MNfr. CHANDLER. I think all of us believe that the budget will be
lbalailced. I cannot say whether in 1965 or 1966. but will be balanced
1bye the growth of income that would come both from this and from
tfie rise in the labor force, improvements in technology, and so on.

Senator BENNur. We had all of this, we had the same prospects
for this after the tax cut in 1954. and we have had $26 billion in in-
creased deficit since 1954.

Mr. CHANDLER. We had very good ears: 1955. 1956, 1957.
There is no tax cut, no increase in Governnent expenditures, or no

other one thing that I know of that can make the American economy
recession proof. There may be things we can do to shorten the reces-
sion, but there is nothing in our history that would indicate there is
any one measure or gadget or anything of the sort that would prevent
recessions from occurring. We can only hope to deal with them
after they do occur and to make them short and shallow.

Senator BENNETT. We have gone now for 31 years and had six
balanced budgets. Now we are embarking on another program on
the theory that Government spending or Government deficits will
stimulate the economy and move us-and we hope we can have a
balanced budget-the Secretary says in 1967 or 1968.

Is there anything in this tax cut that will make it different from
the other situations where we have had Government deficits?

Mr. CHANDLER. I would like to point out one difference from the
other situations that I think ought never to be forgotten in this present
situation, and that is that at the present time we have no reason to be-
lieve that we will have available to us easy monetary policies to help
bring us out of recessions or to prevent them, unless something happens
abroad to make their interest rates go down significantly, and very
significantly.

We will probably, if we try to use monetary policies in a really ag-
gressive way, bring on a first-rate balance-of-payments crisis, so that
we do not have the alternatives we had earlier.

Senator B&NNErr. In other words, is it not fair to say that there is
a limit to the amount by which you can reduce the cost of money ? We
have been operating really on an easy money policy since the Kennedy
administration came in.

Mr. CHANDLER. I would not so characterize it, not when you have
got long-term Government interest rates above 4 percent and as short
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a term as 90-day rates around 31/2 percent, I would not characterize
this as easy money by quite a lot, especially not when we have 4 million
people unemployed and when private investment in plant and equip-
ment in real terms is probably not even up to the 1957 level, and this is
6 years later.

I would not characterize that as easy money at all.
Senator BEIN N=. Then your idea of easy money is 2-percent

money?
Mr. CHANDLER. Under present conditions, in the absence of the bal-

ance-of-payments problem, the bill rate ought not to be above 2 per-
cent and the long-term Government security rate probably not more
than 3 , if that high.

The test of the whole thing, however, would be, How is the economy
behaving? And it has behaved with sluggish business investment,
with sluggish employment growth, with excessively high unemploy-
ment, which is in itself a test. It shows that fiscal monetary policies
together are too tight.

I know of no other test that one could apply except the behavioral
test, How is the economy behaving?

Senator BENNETr. Do you think that our balance-of- payments prob-
lem is being affected by the continued deficit policy of the Government
to the extent that our European friends are beginning to lose their
faith in the dollar.

Mr. CHANDLER. The amusing fact about this sir, is that our friends
abroad, if one refers to our friends as the central bankers, find them-
selves in the strange position of saying we ought to use more expan-
sionary fiscal policies here so that we can have higher interest rates,
which is a somewhat unusual position for a central banker to find
himself in. Yet this apparently is the attitude among the central
bankers who have control of the very large official short-term claims
against dollars.

Senator BEN NET. Yet they are constantly lecturing us about our
unwillingness to put our fiscal house in order in terms of our regular
annual balance of the budget.

Mr. CHANDLER. Their emphasis seems to have shifted toward the
monetary side and away from the fiscal orthodox.

I understand that there is a split of opinion between the central
bankers and the private bankers on this issue.

Senator BENNMT. I had the privilege of visiting with two British
private bankers just yesterday, who say that the faith in the Amer-
ican dollar abroad in commercial circles is being redciced at an alarm-
ing rate, and people are beginning to turn away from the dollar in the
direction of some other European currencies, and this is not good.

Now, it is one thing -to have the professionals in the field with one
point of view, but the boys that are doing the buying and the selling,
if they have this point, of view of a diminishing faith in our situation,
then we had better look at this philosophy that we can solve our prob-
lems by increasing our deficits.

Mr. CHANDLER. Of one thing I am sure, and that is that we can-
not allow our fiscal policy or our monetary policy either, for that
matter, to be determined by private financiers abroad. If we are
going to solve this problem by cooperation, we are going to have to get
the cooperation of the central bankers and governments, and, both
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individually through the Bank for International Settlements, through
the Office of Economic Cooperation and Development they have all
indicated that the Americans should push up their growth rate and
should try to do it through fiscal policy rather than monetary policy.

May I just add to this that there are some of them already seeing
possible handwriting on the wall in terms of decreased American
demand for the products of European industry. They do not. want
us 'to have a stagnant growth rate here. Some of them whose balance
of payments have already turned from being extremely favorable to
being less favorable or even unfavorable are beginning to be really
concerned about this.

Senator BENNE'L'r. I think I have consumed too much of the com-
nittee's time this afternoon, but will you agree that there is a point
of view which is opposite to your own, held even by men in your gen-
eral field, and that this is not an open and shut case?

I think it is interesting -that you do not have even more names than
you were able to get on this *kind of a request for a statement of
position.
Mr. CHANDLER. Perhaps I should have spent more money on postage

and typing, but since it was at my own expense, I decided to limit my
expenditures on it.

I will certainly admit there are others with different points of view
on this. I think they are wrong. They think I am wrong. And I
submit, however, that the answer to this is not to be found on whether
there is 60 percent on one side and 40 percent on the other side, but for
every person to use his own analysis on this.

It seems to me if one does this, looks beyond simply the financial
markets and at the performance of the economy, that he must agree
that this position is right.

In other words, we talked about deficits in the Government budget.
There is a deficit in the American economy in the tens of billions of
dollars. Before the end of 1963. and certainly in 1964 in terms of
the fact that people are not turning out things because the are not
given an opportunity to work.

I mean, what we are suggesting is not something for nothing. We
know that you do not get something for nothing. You have to pro-
duce it. But people are not going to produce it if they cannot sell it
on favorable terms. That is the point.

Senator BENNr. I have been in business for 30 years before I
came to the Senate. You talk about a difference of opinion among
economists. There is a difference of opinion among the members
of this committee.

The difference between your position and ours is that one day we
will have to stand up and say "Yes" or "No" to each of the propositions
in this tax bill.

This has been a very interesting experience for me, and I appreciate
the privilege.

Senator DmKsEN. Dr. Chandler, in paragraph 7 you say:
Indeed, insofar as there is a difference of opinion among us, it is that some

of us believe that a larger tax cut should have been proposed.

Now I read into that you 'are one of those who thought perhaps
there should be even a larger tax cut.

Mr. CHANDLER. Yes, I am.
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Senator DuIKsm. How much larger?
Mr. CHANDLER. Perhaps 3 or 4 billion, not more than that, the point

being that not only do we have the excess unemployment at the
present time, but we are going into a period when the labor force is
going to rise at an accelerating rate, and that when one takes the
amount of the tax cut and applies any sort of a reasonable multiple
to it, it just does not seem likely that this tax cut would do very
much to decrease the present rate of unemployment.

It would probably be adequate to keep that rate from rising, but
not cut into the backlog of unemployment very much.

Senator DmKsEN. Do you think it could have been $4 billion more.?
Mr. CHANDIER. This is probably getting toward the upper limit,

if not beyond.
Senator DmKsE.N. How would you distribute that as between cor-

porate and individual and between higher and lower brackets?
Mr. CHANDMLR. No economist can pretend to have the experitise or

right to answer that question with certainty. One gets immediately
into the question of one's concept of equity in the distribution of in-
come, and I do not think an economist has any right to say his con-
cept of equity is any better than that of anyone else.

And, also, on the question of the form as to whether it is personal
income tax or corporate income tax, he comes to the question of
whether he would like t9 stimulate consumption primarily or invest-
ment primarily, which again is to some extent a question of taste.

With all those provisos, I would say that I do think that if one
takes this proposed cut in conjunction with the actions that were taken
last year in terms of the investment credit and the liberalization of
the depreciation rules, this strikes me as being a fairly good balance,
that you had both last year and under this proposed act a decrease
in the corporate rates, and you got a considerable increase in con-
sumption here, so that as I see it it is a sort. of a balanced expansion.

I would not claim it is perfectly balanced by any means, but a rise
in the demand for output at the same time making more funds avail-
able for investment.

Senator DnmKsiN. Doctor, your statement is rather strangely silent
on the whole question of industrial incentives. Was that purposely
omitted from the statement?

Your emphasis seems to be almost entirely on stimulation of con-
sumer goods.

Mr. CFL4ANDIE. We wanted to have a short statement so we can
concentrate on this aspect of it. I am quite sure this does not mean
that the people who signed this statement are uninterested in indus-
trial incentives.

On think I think we all would emphasize is that one of the very
best incentives is to have a good market for your product.

Senator D3m. Are these matters discussed in your classes?
Mr. CHANDLEM. Yes, sir.
Senator DImKSrw. Actively?
Mr. CHANDLpRz. Yes, sir.
Senator DIRamszN. Have you ever been a Government economist?
Mr. CHANDL.R. Twice. Once during World War II, and once in

the 1949-50 period when I was an economist for the Joint Economic
Committee of the Congress.
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Senator DIRKSEN. I thought you had been.
This is only an observation, but I have an idea that somewhere

along the line, if and when we ever get a tax bill, that somebody will
get up in the course of the execution and wave this and say, _bNow
you see, Dr. Chandler has gotten 413 economists who say this is the
thing to do, and 50 million Frenchmen cannot be wrong.

You see how the logic works.
Well, thank you, sir.
Mr. CHANDLER. Thank you.
The CHAIRMAN. Mr. Chandler, I would like to ask several questions.
Was this manifest sent around for signatures
Mr. CHANDLER. Yes, sir.
The CHAIRMAN. And each one signed it?
Mr. CHANDLER. The first part o?' the statement, the first two pages,

were sent with a very short form letter saying;
Here is a statement that is being circulated by three of us, Prof. Robert A.

Gordon, of California; Prof. James Dusenberry, of Harvard; and myself. Would
you please bring it to the attention of your colleagues, and if you approve of it
would you sign the atached sheet and send it back?

And that is what happened.
The CHAIRMAN. Did all of the economists sign it in person
Mr. CHANDLER. I have every reason to believe so; yes, sir.
The CHAntmAN. Did they come back to you?
Mr. CHANDLER. The statements came back to me. They went first

to the person to whom I sent the statement at the institution and then
he mailed it back to me.

The CHAIRMAN. With signatures? How many are there?
M1r. CHANDLER. 413.
The CHAIRMAN. How did they sign?
Mr. CHANDLER. It was in ink or pencil, as the case may be.
The CHAmuAN. They came back to you?
Mr. CHANDLER. Yes, sir.
The CHAImAN. And you have them?
Mr. CHANDLRm. I assume I still have them.
The CH.IRIMA-. I was wondering about what it says under section8:

On the whole we believe the administration program as originally submitted
to the Congress represents a reasonable compromise.

Were they endorsing the original recommendations of the adminis-
tration or endorsing the bill passed by the House?

Mr. CHANDLER. This was circulated in late May before action was
taken by the House.

The MAN. So they are not endorsing necessarily the legisla-
tion that is now pending before this committee ?

Mr. CHA DLm Only in the sense of a tax cut of something like
this magnitude, not the particular reform measures in it.

The CHumAN. Did I understand you to say that the Federal debt
had been slowly increasing?

What did you say with regard to that?
Mr. CHA1 m. That it has increased more slowly than any other

111V category of debt in the postwar period.
The CHAIMAN. When I came to the Senate 30 years ago on the

4th of last March, the debt was $16 billion. Now it is $306 billion.
And you regard that as a slow increase in the debt I
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Mr. CIIANDLER. I said in the postwar period, sir.
At the end of World War II, the Federal debt was well over

$200 billion. I have forgotten how much more. It must have been
about $225 billion at that time. That was the gross debt. Now the
gross debt is $306 billion.

In the meantime, the very significant parts of that debt have been
absorbed into Treasury accounts and into the Federal Reserve hold-
ings and so on, so that I think you would find if you took the debt
held outside the Government itself, that it is very little larger now
than it was at the end of World War II.

I am sorry, I do not have those figures precisely in mind.
The CHAIRMA-N. You mentioned individuals who put money in

savings accounts?
Mr. ('HANDLER. Sir?
The CHAIRMAN. I did not understand you. What do you mean by

savings accounts .
Mr. CIIANDLER. That the Government securities were absorbed into

the Government trust funds of various kinds. The Government itself
bought up its own debt. and put into the trust fund.

The ('HA 1RA.,,. That is social security?
M1r. CHAN.\DLER. The various social security accounts primarily.
The ('IRM.\a.%AN. Suppose the debt increased in the same ratio in the

next 30 years . It increased 20 times since I came to the Senate. Sup-
pose it increases 20 tiiiies what it is now, what would happen then !

Mll'. C IANDLER. I sincerely hope it does not do that, sir, because
that would either indicate we had lost our minds or that we had gone
through two great catastrophes again.

If one breaks down the increase of the debt, he will find that the
major part of the increase since 1929 came from two things: First,
the great depression; and, second, World War II.

If one cuts out, those great calamities, the increase is nowhere near
as frightening. Certainly to have this done as a deliberate policy in
peacetime would be highly undesirable.

The CHAIRMAN. Is it not true that we paid off practically all the
costs of World War I?

In 1932 we owed only $16 billion, and it was the policy of the Presi-
dents going back to Andrew Jackson, who said he was more proud
of paying off in toto the public debt than anything he did in iis
administration.

Mr. CHANDLER. As I remember, the debt at the end of World War I
was $25 billion, and it was gradually reduced to about $10 billion in
1929. And then proceeded to rise from that point on.

The CHAIRMAN. The practice then was to start paying them off.
We paid a good part of the cost of the war from current taxes.

Mr. CHANDLER. It is also true, sir, that after every major war in
the past we had major recessions, major depressions I should say: and
it may not be unrelated that taxes were kept so high to repay the debt
rapidly, and simply did not leave with industry, and with the people.
enough funds to keep the economy going.

The CHAIRMAN. You are not disturbed about the fact that it hia.
only been once that we have had deficits consecutively in 3 years, il
peacetime years since World War II. That is 1963, 1962 and 1961 !

Now we propose to have deficits continue continuously for 7 years.
Is that not disturbing?
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I can understand having a deficit for a year or so and then having
a surplus, but this is the first peacetime period since the war that we
propose to have deficits for 7 consecutive years with no certainty of
alancing the budget at the end of the 7 years.
Mr. CHANDLER. May I make my position completely clear ol that?
I do not like inflation. Every time we have been in an inflationary

situation I have spoken out in favor of restrictive measures. But
one cannot measure inflationary pressures by the presence or absence
of a deficit.

Some of the greatest peacetime deficits this country ever saw were
those of Mr. Herbert Hoover, and those of Mr. Eisenhower and so on,
and those were certainly not periods of inflation.

I would be terribly worried if I saw us, even with a balanced budget,
with revenues equaling expenditures, if we were in or close to a period
of rising prices. But given the kind of deficient demand we have at
the present time, I am not worried in the slightest about relatively
modest deficits here because these things are self-limiting.

The CHAIRMAN. Mr. Bernard Baruch testified before this committee
a few years ago that the thing that caused inflation more than any-
thing else was deficit spending. But leave the inflation out of it. Sup-
pose we never balance the budget. Is that possible?

Mr. CHANDLER. I hope not.
The CHAIRMAN. If we have a deficit for 7 years, we could have it

for 10 years, we could have it for 15 years, especially if they follow the
doctrine that you are preaching now, that we must reduce taxes and
add it to the public debt. That is what disturbs me.

I think if we have deficits for 7 years, and I have heard economists
who think it will probably be 1972 before there is a balance.

Mr. CHANDLER. Mr. Senator, if this tax cut as now scheduled goes
through, if the Congress looks at expenditures in the economical way
that I am sure we all hope they look at them, authorizing them only
if they are justified on their merits, then it seems to me that there is
every safeguard built into this, because, if inflation did tend to start,
it could not start until we got to a full employment kind of situation,
the revenue would certainly be great enough to cover expenditures, and
probably more than that, so it would be a self-limiting experience.

The CHAIRMAN. Would it not be safer policy to reduce expenditures
first and then reduce the taxes?

Mr. CHANDLER. Not from a point of view of providing employment.
The CHAIRMAN. In other words, you want to increase the ex-

penditures?
Mr. CHANDLER. No, sir.
The CHAIRMAN. And reduce taxes at the same time?
Mr. CHANDLER. No, sir.
My choice is not to increase expenditures for employment-increasing

purposes, because it seems to me history indicates that temporary in-
creases of expenditures largely for employment purposes turn out to
be nonreversrble, and so I am not in favor of it.

The CHAIRMAN. Which is the more effective way to relieve un-
employment? Is it to reduce taxes or increase expenditures?

Mr. CHANDLER. Either method can be used to increase employ-
ment, but there are very important differences beyond that.
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One is the question of who chooses what additional goods and ser-v-
ices will be bought, and the tax reduction will leave this to the privle
sectors, whereas the increase in expenditures would leave it in the
hands of the Government.

The other is that a rise of expenditures for employment-creatiig
purposes may not turn out to be reversible at all.

The CiAIRN1.\N. Do you think the next budget is going to be le,
than the present budget?

Mr. CHANDLER. I am sorry. I do not know about that.
I would certainly hope that it would be scrutinized very carefully

to make sure that everything in it was justified on its own merits.
The CI.MAN. Do you think the present expenditures were scrti-

tiiiized and justified'?
Mr. C1 'tNDLER. My own impression is that the Government is spend-

ing far, far too much for some purposes, and not enough for other pti-
poses that are important. but some of them are just tremendously
wasteful, and that they need not only be scrutinized but squeezed
very sharply.

The CnARMAN. By what means do you think that situation should
be corrected?

Mr. CHANDLER. Sometimes I get pessimistic about it, sir, but thi-
is a question that the Congressmen themselves must answer.

The CHAIR-1AN. In other words, you are living on hopes?
Mr. CHANDLER. I suppose we all have to.
The CAIRM[N. And not performance.
I think the time has come for this Government, if a tax reduction

is desired, to reduce expenditures and do it first, so that instead of
having promises which are not kept we would have performance.

Do you agree with that or not?
Mr. CHAN-DLER. You make a much better political strategist than I

could ever be.
The query is, "What will work?" and I am just a little bit afraid, sir.

that if they waited for the Congress to introduce economy into the
various expenditures that the tax reduction might be very long de-
layed indeed.

The CHAIRMAN. How do you account for this spurt in the profits of
these companies?

I saw a piece by Sylvia Porter a writer, the other day, that profits
are going up. Du Pont went up Ave points the other day on increased
profits. Others, too, have gone up. Inventories are going down.
Where is this recession? How is it going to come and when is it going
to come?
Mr. CHANDLER. I should like to make it clear that in signing this

statement I did not do so on the assumption that it rested upon the
probability of a recession. This is justified on the basis of the poten-
tial economic growth of the economy and the failure of the economy to
rise that fast.

Now, if a recession comes, that would be a further reason for a tax
cut, but I have no way of saying when such a recession will come.

The CHAIMAN. Has not the President said time and time again
that if we do not reduce taxes there is going to be a recession ? Did he
not say it when he first presented this plan to the Congress in January ?

Mr. CHANDLER. I thought that was a mistake.
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The CHAIRMAN. He said it and he has continued to say it.
Mr. CHANDLER. It seemed to me to be giving the wrong reason for

wdat I considered a right policy, and if the reason disappeared the
justification for the policy would seem to have disappeared.

I think it was a tactical error on his part, and 1 think it was also
oni the part of the Secretary when he made somewhat the same point
last week.

The CHAIRMAN. Notwitlhstanding- these prophets of doom. we are
itow having a considerable prosperity. We are in it now.

.Mr1'. CHANDLER. We are at the highest level of production of all
time. The thing that concerns most of us is this: that we are at the
highest level of automobile production we have ever been. You can
point to all sorts of things that have grown the same way, but that
unemployment rate simply does not fall. We are just not growing
enough to keep the unemployment rate from being excessive and, with
the rise in the labor force and the productive capacity of the economy.
the rise in the rate of increase of the labor force

The CHAIRMAN. Do you not think automation has had a great deal
to do with the unemployment ?

Mfr. CHANDLER. It certainly has, but this does not necessarily mean
that a rise of aggregate demand will not help reemploy people.

The CHAIRMAN. And was not automation increased by the develop-
ment credit tax provision where they got 7-percent credit for putting
iii new machinery and so forth ?

Mr. CHANDLER. Presumably this increased investment of all sorts
I would assume includes automation, but when one considers automa-
tion in the short run, it is probably employment-generating rather
than employment-decreasing.

The next step is the employment-decreasing step. Somebody has
to build these machines.

The CHAIRMAN. Take the coal mines. Virginia is quite a coal State.
Employment has been reduced there terTifically by automation, simp lY
because they put in machinery to do work that human hands did be-
fore. I think that is something that ought to be considered as far as
unemployment is concerned.

12r. CHANDLER. That is true, sir, but it gets one into a discussion of
tie so-called structural unemployment wlich is one of those wonder-
fuil terms that a lot of people do not stop to analyze. It seems to mean
something concerning the failure of the supply of labor to be adopted
to the demands for it. But this is not at all independent of the be-
havior of the demand for output.

For example, a typical way of bringing the unskilled and the in-
experienced into the labor force is to have those with experience, and
perhaps with more ability in some cases, drawn into the higher echelon
positions, making way for these people.

My guess is that if a full study were made, we would find that a
number of the people who are looked upon as victims of structural un-
employment are really victims of the lack of adequate job opportuni-
ties up above for people whose jobs these people might have gotten.

The CHAIRMAN. There is one thing we have agreed upon, that the
President made a mistake in predicting a recession in order to pass this
bill to reduce taxes. We will agree on that?
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.Nl. CIIANDLER. The recession may come, but I hav'e no evidence of
it.

The CHAIRMA.N. But you said a few minutes ago
Mr. CHANDLER. I think it was a tactical mistake, yes.
The CIIIMRIAN (continuing). That it was a mistake.
Such statements as that could promote a recession.
Thank you very much, Mr. Chandler.
Senator DIRKSEN. Dr. Chandler, could one evaluate your attitude

toward the present tax structure in terms of a whimsical statement I
saw the other day where a fellow said, "-Never did we have it so good
and never did they take it away so fast" .

The CHAIRMAN. Thank you very much, Mr. Chandler. You have
made a good witness.

The next witness is Mr. William S. Wasserman. Take a seat. sir.
Will you proceed, sir?

STATEMENT OF WILLIAM S. WASSERMAN, NEW YORK, N.Y.

Mr. WASSERINIA-N. My name is William Stix Wasserman. For' the
past 40 years, I have been actively engaged in business-first as a
manufacturer and then as an investment banker. During this period,
I represented the United States as the American delegate to the World
Economic Conference held in Berlin in 193-2, as an employer's dele-
gate to the ILO in Geneva, and as chief of the first. U.S. lend-lease
mission to Australia duriIng the Second World War.

I believe in the free enterprise system as the best approach mankind
has yet devised for solving his economic and social problems. At the
same time, I must point out that economic systems must evolve with
the times, and that attempts to prevent necessary and essential changes
often court decay. This tax bill is in tune with today's necessities.
It presents an enlightened new approach to the problem of the busi-
ness cycle. It is the first attend pt our Government has ever made to
forestall a cyclical downturn before it occurs. In essence, the central
problem of our times is to maintain a high rate of employment and full
usage of our plant and material resources so that we can successfully
compete with the growing economies of the free world. At the risk
of oversimplifying,, let.me point out that this tax bill will cause a
chain reaction which will result in both increased employment and :i
solution of our balance-of-international-payments problems. By putt-
ting increased purchasing power into the hands of the public, our
lagging capital goods industries should be revitalized. This will pro-
duce a period of full employment and prosperity which, in turn. will
attract foreign capital and bring about a decrease in the export of
American capital as new investment opportunities developed at home.

Those who object to the passage of this bill on the grounds that
it will create a budgetary deficit so inflationary. as to cause a further
run on our gold supply are laboring under a misconception as to the
true nature of ourpresent economy.

An unbalanced budget, in and of itself, is not inflationary so long aq
there is an overabundant labor supply and unused plant capacity.
With the exception of the inflation of the first Truman administra-
tion, when there were actual shortages, such inflationary price rises
as we have had have been the result of a wage-price spiral created
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by a tacit agreement between big labor and big business to pass along
to the public, in the form of higher prices, the cost of increased wages
and profits. As a result of iese agreements, the normal forces of
supply and demand became inoperative and even in times of severe
unemployment and great overcapacity, prices rose. It is. high time
we realized that the budget of our Government has nothing in common
with that of a housewife. It is much more realistic to compare it with
that of a large corporation that is expanding its plant in relation to
the population growth and increasing demand for its product. Such
corporations always have two budgets: a capital budget and an ope-
rating budget. It is essential that the operating budget be balanced
at all times by operating income, including the debt service of any
moneys borrowed for capital expansion. But corporations rarely
attempt to pay for their capital goods expansion out of a single year's
profits. Similarly, we as a nation should divide our budget into a
capital budget, where moneys spent on actual capital goods should be
allocated, and an operating budget, where moneys spent on Govern-
ment operation should be allocated and paid for.

This is the policy of practically every major European country
whose governments have not been frightened by the periodic cries
that we hear from the distressed and ignorant public that we are living
beyond our means. So long as our money is being spent for the
useful enrichment of the Nation, so that for each dollar of debt there
is a tangible asset, we need not worry about our budgetary deficits
in times of abnormal unemployment provided we cover our operating
costs by current taxation. This does not mean for one moment that I
am advocating a program of foolish public expenditures or boon-
doggling or public spending solely for the purpose of spending money.
I am merely stating that after giving private industry strong incen-
tives to expand-and this bill gives industry these incentives-the
Nation could profitably put to work the remaining resources, both
human and material, in such public works as we as a nation require,
provided that in so doing we do not stretch our capacity to the point of
inflationary stresses that a program of overspending might induce.
As a practical yardstick of restraint, we might well put a limit on the
growth of the public debt by restricting its expansion to the rate of
population growth or the rate of increase in our national income.

Finally, one more word about debt. Our debt becomes burdensome
only when its servicing requires too large a proportion of the national
income. In the old days, we cured the excess of debt by letting the
economy "go through the wringer," but then almost everybody was
self-employed or on a farm. Employees made up at that time only
about 10 or 15 percent of the population. Today, about 85 percent
of our people are dependent on weekly paychecks, and if they are laid
off, they have no farms to return to: as for their savings, they are to a
large extent in the form of durable goods which could not readily be
sold under such circumstances.

Under these conditions, it has l)ecome essential to our own survival to
see to it that the economy be kept going at a sufficient momentum to
keep employment. at a high level. We have learned the imperative of
governmental interference if we are to preserve our fre6-enterprise
system against, the hazard of a. massive depression which would surely
destroy it. It is for this reason that the more sophisticated European
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economists and bankers heartilv endorse the administration's tax
bill-because they realize that prosperity in this country is essential
not only to the stability of the dollar but also to their own industrial
well-being. Therefore, those people who oppose the tax bill on lie
ground that. it. would weaken the dollar clearly demonstrate that they
do not. understand what governs the value of our money or the true
facts of our international balance of payments. Money today througl-
out the free world consists primarily of credit, namely, bank deposit
money. Between 90 to 95 percent of the business of this country is
done by check, and the money that we use in these transactions is bank
money, or bank credit. This credit is under the strict surveillance
and control of the Federal Reserve Board. It is within their power
to increase or decrease its volume in relation to needs arising out of
our business, the growth of the country, and the necessities of keeping
our money stable in value. Gold has long ceased to be a major conm-
ponent in our money system. In fact, the world should have learned
this lesson prior to the Second World War, when, despite prediction
by economists that Germany could never wage war because she had
no gold, Hitler restored Germany to prosperity and built the greatest
war machine in the history of mankind. Dr. Schact had convinced
him that production alone was the real source of wealth and that as
long as the volume of credit was intelligently controlled, gold was
superfluous. Conversely, in the depression of the 1930's, we ex-
perienced the greatest period of unemployment and industrial stagla-
tion in our history at a time when our central banks and treasury were
bulging with gold.

And yet in spite of this, the old economic myths still hold sway
over the minds of a great many of our businessmen and the publiC
in general. They fail to realize just how strong our dollar is, or
that our loss of gold reserves has in fact strengthened our econony
rather than weakened it. The gold we have lost was used in part
to )urchase and develop a large part of the oil resources of the free
world: we have built refining plants, distribution stations, and l)il)e-
lines throughout the free world, all of which are returning to us a
substantial profit on our investment. We have invested in the auto-
mobile factories of the free world, so that today we own approx-
imately one-third of them. We own a major share of the communi-
cations facilities and manufacturing plants in those lines of the free
world, we have built refining plants, distribution stations, and pipe-
productively. In fact, for my part, I would be very happy to see the
balance of our gold reserves traded for similar profitable investments
in the full knowledge that the value of our currency was much more
soundly based on the ownership of productive assets and the pro-
ductivity of our people than in the sterile hoarding of an idle metal.
As a matter of fact, to be hamstrung in the expansion of our economy
and in our taxation and trade policies because of the whims of an
Arab shiek, since most of the newly mined gold is now going to the
shiekdoms of Kuwait and Saudia Arabia in the sale of oil, or in the
sale of Russian hoards, or the production of South African semisla'e
labor is the strange situation in which we, supposedly the most civil-
ized nation in the world, now find ourselves. This, however, is the
subject of another discussion.
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In the long run, the dollar is worth what it can buy, and what it
will buy is the result of the relation between production on one hand
and the amount of money outstanding on the other. That amount,
as I have said before, is subject to the control of the Federal Reserve
Board, which has it in its power to regulate the volume of credit
through the control of bank reserves. As long as this Nation :-ells
111ore than it buys abroad, which it now does, and is the world's greate~4
editorr nation, and as long as the dollar will buy what it does cur-

i-ently, the value of our money in the long run would not, in my opinioll,
be affected if we did not, have a single ounce of gold with which to ba,.k
it up. In fact, the shoe is on the other foot-the thing that makes
gold -aluable is the fact that it is exchangeable for usable ti.r-
reucy. Today the dollar will buy more per umt of currency than any
other currency in the world. It will buy more oil, more coal, nmore
food at a cheaper rate than you can find anywhere else. In spite of
the fact that our labor rates are double and triple those of our foreign
comipetitors, most. of our great mass-produced goods are still obtail-
able at competitive prices. This is because we have been able to sub-
stitute, to a greater degree than any other nation, horsepower slaves
for manpower hours. If we are to maintain this competitive advan-
tage, we dare not permit our large resources in manpower and plant
cal)acities to remain unuse(l. I say again and again, the tax bill is the
key to that usage.

As we create more employment and fuller usage of our productive
capacity, we will automatically increase our volume of production,
which will tend to reduce our costs to the point where we become more
competitive with the world at large. By reducing taxes in the higher
brackets, we will dramatically increase the incentives for risk invest-
ment which is essential to our free-enterprise system. And finally,
by creating greater prosperity in the United States, we will, in a
sense, massage the economies of the whole free world. Thank you.

The CHAMMAN. Thank you very much. Any questions?
Senator BENNEir. No questions.
The CHAIRMAN. Thank you very much.
Mr. WASSERMAN. Thank you.
The CHAIRMAN. The committee will adjourn until 10 o'clock to-

morrow morning.
(Whereupon, at 4:20 p.m., the committee adjourned, to reconvene at

10 a.m., Friday, October 25, 1963.)
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FRIDAY, OCTOBER 25, 1963

U.S. SENATE,
COMMYirrEE ON FINANCE,

Washington, D.C.
The coiinittee met, pursuant to recess. at 10 a.m., in room 2221, New

Senate Office Building, Senator Harry F. Byrd (chairman) presiding.
Present: Senators Byrd (presiding), Long, Douglas, Bennett, and

Dirksen.
Also present: Elizabeth B. Springer, chief clerk.
The CHTAIRM AN. The committee will come to order.
The Chair is very sorry to announce that of the 17 members of the

committee, 10 are out of town, as the Senate is not in session. We have
very important witnesses, and I am sorry this has occurred. It could
not be anticipated.

The first witness this morning is Dr. Charls E. Walker, executive
mice president of the American Bankers Association.

Will you take a seat, sir, and proceed.

STATEMENT OF CHARLS E. WALKER, EXECUTIVE VICE PRESIDENT,
ACCOMPANIED BY LESLIE C. PEACOCK, DIRECTOR OF RESEARCH,
AND CHARLES R. McNEILL, DIRECTOR, WASHINGTON OFFICE, THE
AMERICAN BANKERS ASSOCIATION

Mr. W ALKER. Thank you very much, Mr. Chairman.
If I might, I would like to introduce my associatez and present, a

brief statement for the record.
The CHAIRMAN. Without objection.
Mr. WTALKER. ily name is Charls E. Walker, and I am executive

vice president of the American Bankers Association in New York City.
I am accompanied today on my right by Mr. Charles R. 'McNeill, who
is director of the ABA Washington office, and on my left by Dr. Leslie
C. Peacock, who is director of our department of economics and re-
search and secretary of our economic policy committee.

We appreciate very much the opportunity to present our views, the
views of the ABA here today.

Since the question of a tax cut first became a major issue of national
debate, the American Bankers Association-working through its ap-
propriate committees-has given extensive thought to the need for
general tax reduction; to the structure of tax reduction which would
best serve the Nation's needs; and to the safeguards which might be
erected to minimize the risks involved in substantial tax reduction
during a period of sizable deficits in both the Federal budget and in
the Nation's international accounts. On the basis of what we consider
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to be a thorough examination of these issues, we have reached the
following conclusions:

1. The need for general tax reduction is immediate, and may even
be characterized as being pressing.

2. The bill now pending before the Congress contains a reasonable
distribution of the benefits of tax reduction, and its overall design
reflects adequate recognition of the objectives which a program of tax
reduction should be tailored to meet.

3. The Nation's ability to improve its economic position through
sound tax reduction depends heavily on its willingness and ability to
exercise discipline in Federal expenditures. Consequently, we believe
that tax rates should be reduced only if, at the same time, effective
steps are taken to prevent further increases in Federal spending
during the 2-year period in which the major revenue impact of rate
reduction occurs.

THE NEED FOR TAX REDUCTION

The variety of national problems to which an across-the-board re-
duction in taxes could contribute partial solutions is not often exag-
gerated, although the extent to which a tax cut actually can solve these
problems often is. Principal among these problems are the unsatis-
factory rate of utilization of the Nation's resources (including man-
power); the deficit in the Nation's international accounts; sustained
and protracted weakness in the budget position of the Federal Gov-
ernment; and the challenge of achieving a growth rate which will pro-
vide jobs for large prospective additions to the labor force. Each of
these problems has social and political ramifications which extend far
beyond the boundaries of economic analysis. Each, in and of itself,
will require the careful application of public policy.

We do not deceive ourselves that a simple answer to these and re-
lated problems can be found in a tax cut. We do believe, however.
that tax reduction-more than any single action that could be under-
taken by the Government-has the potential for making a major con-
tribution to the ultimate solution of each of these problems. We be-
lieve, in fact, that permanent and satisfactory solutions to these prob-
lems cannot be found within the framework of our existing tax
structure.

The persistence of unused resources in the economy in recent years
is partially attributable, in our judgment, to the dampening effects of
a tax structure designed during a period of recession and modified to
meet the needs of wartime financing. Existing rates discourage in-
vestment, innovation, risk taking, and other expression of economic
incentive. They therefore exert a drag on the Nation's economic
growth and obstruct the achievement of satisfactory employment of
the Nation's resources. Until this handicap to more vigorous and sus-
tained economic expansion can be removed, gTeater progress in achiev-
ing sustained high-level utilization of resources is not likely to be
forthcoming.

The international financial difficulties now being experienced by this
country also call for immediate relief, and we believe that the enact-
ment of the pending tax bill could provide some, even if not all that
is needed. By improving the climate for domestic investment, a tax
cut could make a significant contribution to curbing the outflow of in-
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vestment funds from the United States. Moreover, the stimulus to do-
mestic investment provided by a cut in taxes also could be expected
to promote improved efficiency and lower production costs in this
country thereby strengthening our international competitiveness as
producers of goods for world markets. In our judgment, these sources
of improvement in our international payments position would be par-
tially counterbalanced, but not wholly so, by the probable rise in im-
ports normally associated with domestic economic expansion.

We believe, also, that tax reduction-if properly handled-can lead
to improvement in the Government's budgetary position. At existing
rate levels, economic expansion produces a sharp transfer of funds
from the private sector of the economy to government, and the evi-
dence suggests that this heavy siphoning off of private purchasing
power tends to thwart the full development of expansive movements.
Under existing rates, moreover, the surpluses which would be pro-
duced at full-employment levels of income would be large-assuming
no change in spending-and possibly too large to permit the sustained
operation of a high-level economy. For these reasons it is not sur-
prising that existing rates, by serving to thwart economic growth, also
can deprive the government of needed revenues. Thus, over time, as
has been demonstrated in the past, tax reduction can serve to
strengthen the government's budget receipts.

TIlE STRUCTURE OF TAX REDUCTION

We realize that a broad program of tax reduction must reflect the
need for sustaining or improving consumption demand, while at the
same time releasing the forces of incentive for greater business invest-
ment. The rate of economic growth and the maintenance of cost-
price stability are heavily dependent on this type of investment.

The bill now under consideration appears reasonably well balanced
in its attention to these objectives. Our own view is that results bene-
ficial to the economy as a whole can and should be achieved through
somewhat greater emphasis on investment incentives. In particular,
we believe that the reduction in corporate tax rates should be larger
than the cuts now proposed. This could be accomplished without
straining the Government's budget position by adding a third-stage
reduction in the rates applicable to corporate income. We also believe
that 4 percent dividend credit shouldbe retained because of its con-
tribution to investment incentive.

MAINTAINING FISCAL PRUDENCE

IWe view discipline in Federal spending as the essential requirement
for reaping the benefits which tax reduction is capable of providing.
Unless increases in spending can be avoided during the period of ad-
justment to lower tax rates, in fact, we would not favor enactment at
this time of legislation calling for tax reduction.

The problem of maintaining effective control over Federal spending
is, indeed, a difficult one. In part, it reflects the absence of proce-
dures for congressional review and action on overall spending-both
in total amounts and in relation to prospective revenues. despitee
these shortcomings of the appropriations and spending process, we do
'lot doubt that the Congress can prevent further increases in spending
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if it is dedicated to achieving this end. Therefore, while stressing
our conviction that the pending tax bill should promptly be enacted,
we reemphasize our final conclusion that Congress should enact the
proposed legislation only if, at the same time, effective steps aue
taken to prevent advances in Federal spending over the next 2 yeai-,.

That concludes our statement.
The CHAIRMAN. Thank you very much, Dr. Walker.
I would like to ask how you would effectuate what you propose

to do in your last paragraph, that we emphasize the final conclusion
that Congress should enact the proposed legislation only if at. the
same time effective steps are taken to prevent advances in Fededa
spending over the next 2 years.

There is no new budget before Congress as you know, and it will not
be until January. Is it your though that we should defer this action
until we ascertain what the next spendilig budget will be in January
or not?

Mr. WALKER. NO, sir: we are not making that recommendation.
We are saying in effect that only a relatively few of the appropriation
bills, although one large bill, the defense bill, have cleared the Congress
at this time. We believe that the appropriate orthodox approach
to containing expenditures lies with the group that appropriates the
funds, namely, the Congress, and there is sufficient time for taking a
look at these overall appropriations during this current session of the
Congress.

Other methods could be considered which are less orthodox, !)ut
we believe that effective action could be achieved with respect to the
remaining appropriations.

The CIIAIR3fAN. Some of the reductions have been in obligation
authority as you know, and you are no doubt aware of the fact that
there are unexpended balances amounting to $87 billion which are
expendable at the pleasure of the President. How would you sug,-
gest handling that?

Mr. WALKER. I think if this is going to be truly effective, that there
has to be a strong joint effort on the part of the Congress and on the
part of the Executive.

I would hope very much that the Executive would submit a budget
for the coming fiscal year, which would reflect no rise in spending
in that year over the present fiscal year.

I mentioned less orthodox steps. In our testimony before the Hoii-e
Ways and Means Committee on this subject last March, we recoin-
mended that the Congress enact or -. ailish a lid or ceiling on Federal
spending during the transition period to lower tax rates. This is an
unorthodox approach, but nevertheless, under the circumstances, we
suggest it should be considered.

The CHArR3MA-N. Would you suggest doing that by refusing to in-
crease the debt limit?

Mr. WALKER. No, sir; I would not. The debt limit as a device of
expenditure control, viewed from my standpoint personally as a
former official in the Treasury Department, is not an efficient tool of
expenditure control. While it can be effective, it can also be perniciow
in its effect.

It seems to me that its primary weakness is that it does not place
restraint upon those agencies which are responsible for the spending

896



REVENUE ACT OF 1963 897

of these obligated funds which have not yet been spent, but rather
forces the Treasury to scrape up the money to meet the bills and meet
the spending of these other agencies.

This can lead to unsound debt management practices, as has been
the case at times in the past, and to borrowing money at higher rates
of interest than would otherwise be necessary.

It seems to me the straightforward approach would be to effect the
control through a spending ceiling which restrains the spenders rather
than the debt limit to restrict the Treasury.

The CHAIRMAN. Could you elaborate a little bit on what you say-
effective steps taken to prevent advances in Federal spending over
the next 2 years. I am just wondering how you would accomplish
that.

Mr. WALKER. I would hope that the Congress would take strong
steps to make certain that the current appropriations and new obliga-
tion authorities are held in check as much as possible in view of our
responsibilities to hold back spending.

I think the Executive has an important function to play. That is
if the Executive is asking for, as it is, a $11 or $12 billion cut in
Federal taxes, it should also be willing to exercise a strong degree of
restraint over Federal spending as reflected in the new budget sub-
initted in January.

The CHAIAN. Senator Douglas?
Senator DOUGLAS. Mr. Walker. there are a number of features of

this proposal of yours that I think are excellent. I noticed that you
say that among the reasons for a tax cut is the fact that it would con-
tribute at least a partial solution for "the unsatisfactory rate of utili-
zation of the Nation's resources including manpower." in other words,
that it would decrease unemployment and decrease the idle overhead
of fixed capital, and bring a greater utilization of the capital already
existing.

I wonder if you would explain just how a tax cut would do this.
Mr. WALKER. Senator Douglas, we think it would operate through

several routes. The two most important effects that have been em-
phasized in the national discussion of this issue, particularly over the
past year or 18 months, are first in helping to stimulate consumption
demand for goods and services on the part of the population, which in
turn steps up your production activity and gives rise to greater demand
for labor, and also tends to bring unused capacity into use.

Senator DOUGLAS. May we pause there for just a minute. In other
words, that there is a creation of additional monetary purchasing
power which results in increased demands for consumer goods which
in turn leads to reemployment of people and those people with more
money in their pockets will spend more, who in turn will reemploy
still others, and you get a cumulative effect. therefore.

Mr. WALKER. Sir, we are in agreement if I can restate this just a
little bit. There will not be a creation of additional monetary pur-
chasing power as envisaged here. It will mean that the private sector
of the economy and the consumer will be able to keep part of the
money which would otherwise be taken by the Government, and which
the consumer would tend to spend to some extent in these consumer
goods industries which are so important.
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Senator DOUGLAS. Would there be a curtailment of purchasing
power in other directions?

Mr. WALKER. In what other directions, the business sector?
Senator DOUGLAS. That is more purchasing power would be released

to the taxpayers. Is there any curtailment in other directions?
Mr. WALKER. Not necessarily. We are getting into the question

here of how any accompanying deficit would be financed.
Senator DOUGLAS. That is exactly the point.
Mr. WALKER. Yes.
Senator DOUGLAS. You are not proposing a reduction in present ex.

penditures. You are merely proposing that in the future expenditures
not be increased.

Mr. WALKER. That is correct.
Senator DOUGLAS. Would not this inevitably result in a govern.

mental deficit?
Mr. WALKER. Yes, sir, it will be accompanied by a deficit.
Senator DOUGLAS. And would not the Government have to borrow

from the banking system?
Mr. WALKER. Not necessarily from the banking system. For ex-

ample, during the past 3 years we have total Federal deficits of in
the neighborhood of $16 billion or so, around $16 billion of deficits in
the past 3 years, where as a matter of fact Government security hold-
ings of commercial banks have declined during this same period.

The Government tan borrow to finance any such deficit from non-
bank sources, so there is no creation of monetary purchasing power,
but nevertheless it reduces the drag on econonuc expansion and
growth in the economy.

Senator DOUGLAS. Let me raise this question: If there is no net
addition by the banking system through the creation of credit, the
Government borrows from private sources, does it not take funds
which private sources would otherwise invest in business?

Mr. WALKER. I think that to reach a judgment on that point we can
simply look at the record over the past 2 or 3 years, that there has
been plenty of credit available.

The long-term interest rates have varied very little during a period
of economic expansion, substantial economic expansion, even though
we still have an unacceptably high rate of unemployment. So that
we cannot say on an a prior basis that simply because the Government
borrows from nonbank sources that you are reducing total ability to
spend in the economy.

Senator DOUGLAS. There must be according to your reasoning then
a great deal of liquid capital funds in the possession of corporations
not invested in productive enterprises but seeking outlets in Govern-
ment securities.

Mr. WALKER. There is a great deal of liquidity, Senator, in prac-
tically all of the private sectors of the economy. Consumers are very
liquid, as evidenced by the tremendous increase in time deposits in
commercial and savings banks, in savings and loan shares, and other
instruments of this type.

I think the centralquestion is why this money, which is seeking
investment, is not moving more quickly into productive equipment an
new plant capacity. Here I would emphasize the second and we think
the more important prong of the tax cut, that there is not sufficient
incentive for investment.
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A reduction in the corporate tax rate-and we would like to see a
larger reduction-would have an even greater effect to pull this money
into productive investment by raising the after-tax return.

Senator DOUGLAS. Let me come back to the point I was originally
trying to establish. I tried to find out whether you believe in the so-
called multiplier theory.

Mr. WALKER. I believe in a multiplier effect, yes.
Senator DOUGLAS. A multiplier effect.
Mr. WALKER. Effect. I personally would not classify it as a theory.

There is certainly a multiplication of an impact. If I spend $1, there
will be some further effects in the economy as a result.

Senator DOUGLAS. Have you tried to work out what you think the
multiplier would be so that for, say, a $10 billion decrease in taxes,
what would you regard as the net stimulative effect?

Mr. WALKER. I think this depends to a considerable extent on the
structure of the tax cut.

If the multiplier theory as you refer to it means that we have a very
simple relationship of say two to three times-a multiplier of two
to three times the amount of funds that are spent-then I would reject
that theory.

I think that this completely overlooks the impact of incentive to in-
vest, which is the mainspring of economic advance in our economy, and
has been for 200 years. You cannot put in simple formula the impact
on private incentive of a reduction in the tax burden.

Senator DOUGLAS. Assuming no change in the incentive to invest,
what would you regard as the probable multiplier coming from a
reduction in taxes?

Mr. WALKER. I have seen figures ranging around two to three times
or more.

Senator DOUGLAS. And you do not, regard those as unreasonable?
Mr. IVALKER. No, I do not. But this would mainly apply to the

consumer portion of the tax cut.
Senator DOUGLAS. I understand. Now an increase in consumption

will of course in part utilize existing capital more fully, and hence
send up the rate of return of existing businesses.

Mr. WALKER. If it is low-cost capital, efficient capital, if it is efficient
equipment.

Senator DOUGLAS. It will more fully utilize the existing equipment.
Mr. WALKER. Some of this may be high cost.
Senator DOUGLAS. I understand.
Mr. WALKER. And you know, as a professor of economics, we can

reach the point where the cost and profit curves cross-where unit costs
increase, it will not then be a lower cost per unit.

Senator DOUGLAS. Now that brings us to the second point. In part
it will create a demand for additional capital, will it not ?

Mr. WALKER. Yes, sir.
Senator DOUGLAs. At an accelerated rate, and we therefore bring

in the accelerator principle to supplement the multiplier, isn't that
true ?

Mr. WALKER. Yes, sir, we agree that an increase in consumer spend-
ing will also stimulate investment spending.

Senator DouGLAS. Good. So that the stimulus to investment must
be added to the multiplier of two or three.
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Mr. WALKER. Correct.
Senator DOUGLAS. We have had the Congress and the Joint Eco-

nomic Committee working this out, and while the second point is
difficult, they come out with a combined multiplier and accelerator of
approximately four.

Mr. WALKER. I would add to that the impact from the reduction
in the taxes which would give a higher aftertax return to business
investment.

Senator DOUGLAS. I understand. That is another.
Now if this is true, a $10 billion tax cut should have a net stimulative

effect of $40 billion. There is a margin of error on one side or the
other. How many people do you think a net increase of $40 billion
would reemploy?

Mr. WALKER. That depends on so many assumptions, Senator, is
to the nature of the demand, what type of spending it is. I would
simply say that under current circumstances it should have a signifi-
cant impact on the unemployment figure.

Senator DOUGLAS. Would you think that 2 to 21/4 million would be
an excessive estimate?

Mr. WALKER. I would rather not be pinned down to a particular
fig-ure.

Senator DOUGLAS. The average ratio of capital per worker is some-
where between $15,000 and $20,000 per worker.

Mr. WALKER. In the manufacturing industry.
Senator DOUGLAS. In manufacturing, yes, and of course in the

Service industries it is less. The general average in society is less
than this.

Would not this therefore, if you have a net stimulative effect of "4)
billion, reemploy at a minimum somewhere between 2 and 2 million
people?

1Mr. W ALKER. No, sir. Again I don't want to be pinned down to
specific figures, but you seem to be translating an increase in GNP
to an increase in capital investment.

Senator DOUGLAS. You yourself have said that an increase in con-
sumnti,,, will lead indirectly to an increase in capital investment.

Mr. WALKER. Yes.
Senator DOUGLAS. And that therefore this should be added to the

increase in consumer demand.
I don't insist that the multiplier is four. I say it is somewhere

around four. It might be more, it might be less. But if it is four.
then a tax cut of $10 billion would have a net stimulative effect of $40)
billion, and $,40 billion would certainly reemploy a great many more
workers, and if, as is true, the ratio of capital to labor in the country
is less than $20,000 per worker, it seems to me most conservative to
estimate that you could get from 2 to 21/4 or possibly 2-/2 million more
workers employed.

I mean that is the sheer arithmetic. And while those figures should
not be taken as precise, aren't they fairly safe approximations, or at
least to put it this way. Dr. Walker, would you pronounce them
unreasonable?

Mr. WALKER. I will not at, this time pronounce them unreasonable,
but I would like to take a closer look. They do not seem outside the
bounds of possibility.
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Senator DOUGLAS. Very good.
Mr. WALKER. There would not be that sort of reduction in unein-

ployment, however.
Senator DOUGLAS. I want to congratulate the American Bankers

Association as having improved its economic analysis, Mr. Chairman,
and recognizing the facts of life more correctly than it has perhaps
in the past.

I want to congratulate you. This may hurt you, Dr. Walker, but
I want to congratulate the American Bankers Association in getting
a literate economist to be the executive head of its organization. We
are really making progress.

There are certain features of your statement with which I might
differ, but I prefer at the moment to emphasize agreement rather than
disagreement. I want to congratulate you, Dr. Walker, on your
honesty, and through you I want to congratulate the American
Bankers Association.

I hope my praise does not lead to your dismissal or demotion.
Mr. WALKER. I am sure it won't, Senator, and I thank you very

much. I would reemphasize again and I think the best way to do it
succinctly is to repeat a statement we made in our testimony before
the House 'Ways and Means Committee, that although we do agree
that an increase in consumption spending is important and should be
aimed at in this tax cut. nevertheless dollar for dollar the greatest
impact on economic growth, creation of jobs, new investment, and the
advancement of our economy, will come from the cut in the corporate
tax rate.

Senator DOUGLAS. Well now, don't break up a beautiful friendship.
Don't confuse savings and investment. In the old days we used to
treat them as identical, but there is many a slip between savings by
the individual and a corporation and actual investment. But we are
having such an excellent time, fir. Walker, that I won't stress that.
I merely ask you to think this over tonight when you go to bed.

Mr. WALKER. Thank you.
The CHAIRMAN. Senator Bennett?
Senator BENNETT. I am not an economist or a professor, so by now

I am thorough y confused by this developing friendship, and I need
a little more enlightenment.

We start with a figure of $40 billion, which Senator Douglas says
represents an approximation of the total of the multiplier and accel-
erator effect.

Then we take a figure of $16,000 as the investment required for a
new job, and then we divide the 16 into the 40, and assume that this is
going to produce 2 2Million new jobs.

Now, is all this $40 billion to be produced by this magic process all
going to go into the kind of investment that produces new jobs?

Mr. WALKER. No, sir. I don't think it will.
Senator BENN-ETT. I can't believe that it can, because we have been

told that we have unused capacity, and I would assume that to a certain
extent the increased purchasing power will be absorbed in the existing
unused capacity.

McGraw-Hill estimates that 22 percent of our capacity-I am sorry,
that 22 percent of our productive facilities and equipment, is obsolete,
inadequate, high cost, and $40 billion if it all went in, would not re-
place this 22 percent.
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So let's come down to earth. Would you care to make a guess, as-
suming the $40 billion effect of the multiplier theory, as to what per-
centage of the $40 billion might go into the kind of investment that
would create new jobs, and how much would be absorbed in the con-
sumption process against existing facilities?

Mr. "WALKER. I would not like to make a precise guess, Senator.
I would emphasize that it is our feeling that although an increase of
consumption and investment would help to alleviate the unemplo--
ment problem, although we do believe that. -',e als-o believe that loilu
range solution to the unemployment problem is not simply a. matter
of total spending or total effective demand.

We have problems involved of a structural nature, of a technological
nature. A portion of the problem today is cyclical, but we do not
believe it is the major portion.

Consequently I don't want to destroy the budding friendship that
developed today with Senator Douglas, but I do disagree with him
on that part of his analysis.

Senator BENNETT. If we could solve all of our economic problems
including the problem of employment simply by investing dollars
without any concern for the existence of markets or cost of production
or anything else, this would be a very simple problem. But actually
there are a lot of these other ugly practicalities that involve themselves
here.

So the chances are that whatever purchasing power may be released
by this tax bill, a very large part. of it will be absorbed without any
appreciable effect on either investment or unemployment.

I am sure the company that I am connected with has sufficient unuc-ed
capacity that we could increase our sales 15 or 20 percent without
having to go out and buy new equipment, or without needing to put
too many new employees on the payroll. 'We have got a lot of other
problems to solve before that happens.

Mr. WALKER. May I comment on that?
Senator BENNEIT. Yes.
Mr. WALKER. I agree with you very much that to say that this

reduction in income taxes is going to be a panecea is quite misleading,
and we try to avoid this reference. We think it will have some effect
to help alleviate the problem of unemployment.

The point that you were making that I think is particularly signif-
icant, both from the standpoint of our long-range economic growth and
our balance-of-payments problem, is that so much of this unused
capacity is not efficient. It is high cost capacity.

A properly structured tax cut can help stimulate business to modern-
ize. Even though the steel industry is operating at less than capacity.
it is still investing a very large amount of money. This is going into
modernization, and it is all to the good from the standpoint of our
balance of payments.

So to think of this tax cut solely in terms of helping to utilize, in
the short run, underutilized resources is to see only one facet of it as
opposed to many other facets.

Senator BENNET. Yesterday we had the representative of the
AFL-CIO speaking in the place of President George A. Meany,
who took the general position that none of this tax cut money should
to into investment, that there should be no tax relief for corporations,
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that the bill should be stripped of its provisions which might benefit
corporations in investments, and that it should all be channeled di-
rectly to the taxpayers with incomes of less than $5,000, and that this
was the key to the solution.

Actually we have a package here. We are trying to provide some
relief for the investing side of our economy, some for the consump-
tion side, and I think we had better be careful not to assume that all
of it should go one way or all of it should go the other way.

There is one feature of this tax bill on which we have had some in-
teresting testimony, the question of the way the benefits of the bill
are polarized.

The benefits for the lowest income groups are high, the benefits for
the top rates are high because of the reduction of the marginal rates,
and the people in the middle are the one.s who seem to get less benefits.
Did you observe this particular situation in the bill?

M1.r. WALKER. 'We do not believe this is an ideal change in the pat-
tern of tax rates. If we had free choice and free play on it, I think
we would probably recommend some changes.

We are very concerned about the degree of progressivity in our tax
structure, the impact it has upon incentive.

In the House we did testify and we would still support here a top
marginal rate of 50 percent on the simple grounds of equity, that any
person in this country ought to be able to keep at least half of every
dollar he makes consistent with the President's and Secretary Dillon's
argument that the corporate rate should be cut below 50 percent, for
baically the same reasons.

However, when vou do examine-and I think I have the proper table
on page 5 of the excellent description which your Joint Committee on
Internal Revenue Taxation has presented-we note that, with the
exception of the very lowest range of income, the reduction in tax
liability from the rate standpoint ranges from about 151 percent uptoabout 19 to 20 percent-higher than that in the very lowest ranges,

it is true.
We cannot carp at this. This is a fairly reasonably structured tax

cut, and we hope that the unleashing of incentives indicated by this
action will, in the future, lead you gentlemen and your associates
in the House to conclude that further reduction in the tax burden will
benefit the economy.
Senator BENNETT. I have no further questions at the moment, Mr.

Chairman.
The CHAMr MAN. Senator Long?
Senator LONG. I suppose you have heard the proposal that I made

recently that for those persons who are not benefitino from most of
the advantages that give lower rates, who are not planning any re-
ductions for contributions, not claiming capital gains in a great num-
ber of the situations, and are not claiming percentage depletion or
claiming interest on tax-exempt bonds, that those people would have
the benefit of a 50-percent top rate.

Has your association had the opportunity to consider the proposal
I made prior to your testimony here?

Mr. WALKER. Not precise y, Senator. This would be a cut 50-
percent average rate, is that correct?

Senator LoNG. Right.
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Mr. WALKER. Yes.
Senator LONG. In other words, because there are a great number of

people who might be paying taxes at rates as high as 91 percent or
under the new bill as high as 70 percent, when it is fully effective, but
who are not paying that on all of their income, who are getting a lot
of their income tax exempt and taking the charitable deduction for
the full amount and things of that sort, I find much appeal to a 50.
percent rate for people who are actually paying on all their income.

I am sure you realize that, almost of necessity, a great number of
people have felt compelled to so arrange their affairs that they just
would not be paying in that bracket.

When they see the Government taking 80 or 90 percent of their
income, they say "We just can't do this, we have got to find some
better way to do it."

Would you perhaps agree that those who are actually paying an
effective rate of 25 or 30 percent really don't have much to complain
about?

In other words, if they are taking advantage of all opportunities
that a good tax lawyer and accountant could provide for them to get
their effective tax rate down to around 25 percent, that they probably
are not as deserving of tax relief as someone who is actually paying
on all of his income?

Mr. WALKER. We would certainly endorse the objective involved
to try to make the law less complex, and to reduce the effort that is
epended to try to reduce the tax burden.
I think we would probably prefer the approach that I mentioned

a few months ago, a top marginal rate of 50 percent will achieve the
goal by definition that no one would pay over 50 percent of his income
in taxes.

Senator LONG. Well, why does he need that, if he is getting the full
benefit of charitable deductions in the private foundations which his
children will control, and if he has full benefit, his program is ar-
ranged to invest his money in tax-exempt bonds and to capitalize on
stock options and all the other devices that are available to the extent
that he is paying an effective rate of 10 or 12 percent.

What difference would it make to him if he is availing himself of
all the tax avoidance possibilities available to him? I don't have any
criticism of a person who avails himself of the avoidance possibilities
that are inherent within the law.

I am not like some people who feel that a man owes a certain amount
of taxes whether the law says it or not. I think he owes only what
the law says he owes. But wouldn't it be better to make the tax
reductions available to a person who is actually paying that effective
ate of over 50 percent?

Mr. WALKER. I think it would, sir. I think that one of the prob-
lems is we are talking about two different types of people.

I have particularly in mind, and correct me if I am wrong, I be-
lieve that for a single person he crosses over into this 50 percent bracket
at a taxable income of around $18,000 or so. This is not the type of
person you are talking about.

Senator LoNG. No.
Mr. WALKER. These are the people that are moving up in industry,

in management, in Government, in other activities that are so cruciallY
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i 1 1portant to our economic growth and advancement, but any modifica-
tion that would reduce the extension of effort to just simply pay lower
taxes I think certainly would deserve a careful look.

Senator LONG. I think you have made a good statement here. Thank
O/u VerV Much.
Mr. 'ALKER. Thank you.
The CIwAIn[.\N. Senator Dirksen'
Senator DIRKSEN. Mr. Walker, I suppose you have contact with the

illdustrial leaders of the country.
,fr. 'WALKER. Yes. sir.
Senator DiRKSEN. It sees to me so singular that after an 8 month's

wrestling match in the W-ays and Means Committee and in the House
of Representatives, either on the tax message with specifics in the bill,
and the volume of mail that has been evoked all over the country-
and I can say to you we have had a lot of mail on the tax bill-I recall
only a few letters that have come to uiy attention where, in pleading
for enactment of this bill, the company or the individual in question
would somewhere in his letter sav, "If you enact this tax bill, we are
i)rel)ared to invest an additional $10 million or $5 million or $1 million
or $100 million in plant and equipment, and to expand and to put new
products on the market," and to do all the things that some of these
embroidered words indicate would happen as a result of the tax bill.

Now. who has come to you and said, "If they will only get out this
tax bill we are ready to (lump a whole lot of money into our industry
and create new jobs and expand markets' ? What has been your
experience?

Mr. WALKER. First of all, Senator, I have talked over with a num-
ber of people, not only through contracts with the leaders of industry
but through economists' organizations, business economists, and oth-
ers who are very close to the decisions made in industry, and know
that the tax burden and the tax drag has been. deterring investment in
iew plant and equipment.

Secondly, we feel that the evidence of the past year of the impact
Of the revised depreciation guidelines of the Treasury and of the en-
;itrnent of the investment credit by the Congress has had a significant
aid, to a considerable extent, identifiable effect on new investment in
plant and equipment.

La st, spring" the McGraw-Hill Co.. which makes surveys of new
ilMlestineit in plant and equipment, stated that their inquiries reflected
that companies were increasing their plant and equipment spending
Ihis year as opposed to last by several billion dollars, and that around
40 percent of this seemed to come as a result of the new depreciation
guidelines and the investment credit.

We believe that that if not absolutely convincing evidence, it is
nlonetheless very suggestive of what we have been talking about in
PConlomic courses for years, that the rate of return on new investment
k a significant factor as to whether it will take place or not.

Senator DiRsEx. Isn't it rather strange that they don't say to

Mr. WALKER. I wisl they would.
Senator DIRKSEN. Thev; should, because then you would have some-

thing specific into which 'you could sink your molars and say evidently
they mean it, because tlis is in the natitre of a commitment.
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Mr. WALKER. I don't quite understand it. Even before the invest.
ment credit was enacted, there were many businessmen that doubted it
would have much of an effect, but I think the record is indicating it is
having a considerable effect.

Senator DnusSEN. In your statement you say-
we view discipline in Federal spending as the essential requirement for reaping
the benefits which tax reduction is capable of providing.

Have you any specific recommendations for spending discipline?
You were in the Treasury. 'What was your capacity and what were
your duties in the Treasury?

Mr. W.ALKER. I was Assistant to the Secretary of the Treasury,
and his principal economic adviser in the preceding administration.

Senator DIRKSEN. Then you ought to be fairly bursting with sug-
gestions as to spending discipline.

Mr. WALKER. I am not sure I am bursting with suggestions. It is
our strong feeling, and has been since this debate got underway some 15
or 18 months ago, that there should be a leveling off in Federal spending
during the transition period to lower tax rates, and that there is noth-
ing unreasonable about requesting or urging joint action by the admin-
istration and the Congress, or if that cannot be obtained, at least by the
Congress which ultimately controls the purse strings, to make certain
that this leveling off does take place during that period of time.

Senator DIRKSIN. Let's take some specifics. It will probably be
the first of December, based on the present rate of progress in the
Appropriations Committee, that the Senate considers the independent
offices appropriation. That will involve all the regulatory agencies,
the Tennessee Valley Authority, the Veterans' Administration, and
a good many others.

Have you any specific recommendations with respect to the level of
appropriation contained in the 1964 bill?

We would simply emphasize here that looking across the board
on this thing, that if Congress is willing to reduce the tax burden in
the neighborhood of $11 billion, that it should be able and willing to
hold, not reduce necessarily, just hold spending at current levels.

This is very difficult under our sort of diffuse or even splintered
appropriations process, and this is something that I think concerns
all thinking citizens, and we in the American Bankers Association
are devoting our research activities now to a study of this question of
the appropriations process.

But it seems to us this is so important that the Congress would be
ustified in new departures and even unorthodox approaches of at

least holding up the remaining appropriations bills, and looking at
them all in one package and saying, "Now what do we need to meet
this goal over the next 2 or 3 years?" Most of the bills are still remain-
ing; major bills, except defense as I understand it.

Senator DIRKSEN. Doubtless you are familiar with the rather tear-
ful entreaties which have come from our secondary educational insti-
tutions for money for buildings, either in the form of loans or grants.
but grants if they can get them.

The other day we passed a bill that committed the Government to
$720 million in that field. Do you think that should have been ap-
proved under the formula that you present here?

906



REVENUE ACT OF 1963 907

Mr. WALKER. I am not qualified to comment, on that particular bill.
I would simply state that I think it is the primary responsibility of
the people at the State and local levels to take care of that sort of
spending.
Senator DIRKSEN. On Monday next we shall begin the 19th annual

brawl on foreign aid assistance. The House made a very sizable
reduction, and the Senate has restored a very substantial amount of
money.

Have you any specific suggestions with respect to that, in view of
this spending discipline that you think we should follow'?

Mr. WALKER. Only to say that my own sympathies would tend to
be more in the direction of the House activity than the Senate activity
or the Senate committee activity.

Senator DiRKSEN. That is all.
The (1 n tI.vMN. Thank you very much, )r. Walker.
Mr. WALKER. Thank you.
Senator BENNET-r. Mr. Chairman, may I just raise one other ques-

tion. I was interested in your statement that you thought the invest-
inent credit had had a significant effect on investment plant and
equipment.

Of course, I don't know what "significant" is, but I am looking at
the economic indicators for September 1963. In 1961 total manufac-
turing investment was $13.68 billion. In 1962 it was $14.68 billion.

In 1963, when this incentive became available, it was $15.59 billion.
In other words, before the incentive was available, manufacturing was
investing approximately $1 billion a year, a little more. In 1963 it
was a little less than $1 billion.

When you look at the total investment of all new plant and equip-
ment from 1960 to 1961, it went down. From 1961 to 1962 it went up
by $3 billion, and from 1962 to 1963 it went up by a $1.7 billion figure.
So it seems to me this is within the pattern of change, and does not
represent a very significant change.

In other words, I am one of those who believes that the people who
had planned investment went ahead with it and were able to get the
windfall provided by the investment credit, and that those who had
not planned it did not suddenly rush out to invest in order to get
the credit.

So I think the attitude that this was, a great incentive and an at-
titude that is taken by some of the witnesses that business got their's
last year and therefore they should not have any more this time is
not borne out very dramatically at least, by the figures.

Mr. WALKER. Well, sir, I think there is a great deal in what you
say. We simply have not had enough time yet..

The Revenue Act of 1962 was finally approved in very late Septem-
ber, was it not, a year ago. The revised depreciation guidelines for
most industries were available only in midsummer.

As a consequence it seemed quite significant to us that the McGraw-
Hill survey, which pointed to a 7-percent rise in this total spending
for 1963, indicated that businessmen attributed more than 40 percent
of the increase to the tax credit and revised depreciation guidelines.
I don't want to put too much emphasis on this, 'but at least in the
manufacturing sector, between 1952 and 1962 you had an increase
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of only 2 or 3 billion in this total spending, and you had an increase
slated for this year of $1 billion.

I think what this illustrates, that this thing goes up and down for
many different reasons. It will take some time to judge the ultimate
impact, but I agree with businessmen in general that the tax burden
has been a drag on investment.

Senator BENNETr. So do I. There is another factor in this situa-
tion which we forget occasionally, and that is that the net impact
on the tax reduction on the corporate rate will not be felt, the com-
plete impact, until 1970, because of the speedup in the payment pattern.

Mr. WALKER. From a cash flow standpoint.
Senator BENN.ETr. Yes.
Mr. WALKER. From a cash flow standpoint. From the standpoint

of the profit-and-loss statement, from the standpoint of planning for
future investment, the effect would be very soon, and a very large effect
very soon for small businesses with a reversal of the normal and surtax
rate which would not be affected by the speedup.

Senator BENNETT. That is right, but there are all these other factors.
Mr. WALKER. That is right.
Senator BEINNETT. That affects this question of, Do we buy new plant

and equipment?
Then going back to my own experience in running a small manu-

facturing plant, you.buy new equipment when you develop a new
product or a new process. That is probably the chief reason.

While it may be theoretically desirable from an economic point of
view, you don't go out and junk your existing equipment just because
by buying another machine you can reduce your cost 2 or 3 percent.
So that the decision as to whether or not we have new equipment will
depend in p art on innovation and all the rest of these things.

I have also been very much intrigued by another set of figures which
may be a little outside of the range of this hearing. But we talk
about incentives for investment in productive processes.

In 1950 the corporate return was 8 percent of the gross national
product. Now it is down to 4.7.percent of the gross national product.

In other words, the profitability of business, we have got the profit
squeeze and it is a very real one, and in a dozen years it squeezed out
nearly half of the share that the productive side of our economy could
expect, at least the corporate side.

So that this tax reduction is small, for instance, in its impact, would
be small in comparison with the impact of policies which would enable
the corporations to regain their profit rates of even 5 or 6 or 7 years
ago.

Mr. WALKER. That is why we emphasize that this is not a panacea.
You put your finger on these other problems, and the question of con-
trol of costs that are crucial in the long run to the success of our econ-
omy. This is only one contribution in our judgment.

Senator BF.Nw rr. In your statement---and I agree with its objec-
tive--you encourage us to hold our expenditurelevels, our expendi-
tures at the present level, and you rightfully remember that it is
Congress that finally passes the appropriation bill.

But in the situation such as we have at present1 with a "strong Presi-
dent," we in Congress, particularly on the opposite side of the political
fence, see a President who is very much disturbed when we try to cut
his recommended appropriation bill.
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Isn't this a joint responsibility which must be shared by the Execu-
tive under our present pattern of Government operation ? It seems
to me that if we had the same determination and vigor zhown by the
administration to cut, to hold or cut expenses that is being -iown

to try and get a tax bill passed, we would nove toward that goal with-
out too much difficulty.

But when the pressure from the admiiii-tration is for more new
l)rograms and a higher. aln ever-increasinc budget, it is pretty hard
to put the burden on Congress to a-k them to fight the Executive and
reduce the amounts he recommends. I have no further comment.

Senator DOUGLAS. Mr. Chairman, may I follow up'?
Mr. 'Walker, I was much interested in your testimony about the

j)roportion of the investment credit which has been translated into new
investment. I take it you included in that the higher depreciation
rates which were granted last year as well.

As I understand it, the total of the investment credit plus the higher
depreciation rates amount to a refund or a diminivhIed tax burden on
industry of about '21,' billion a year.

Mr. 'WALKER. Two and a quarter I believe.
Senator DOUGLAS. And as I understand it you said that 40 percent

of this had gone into investment.
Mr. WALKEMR. No, sir. I said that McGraw-Hill reported that of

the projected increa e in 1usines, cal)ital spending for 1963, ac,)rdilir
to their survey, 40 percent of this increase was attributed by buiness-
men to the impact, the favorable effect, of the investment credit and
the new dep reciation guidelines.

Senator DOUGLAS. What was the total amount of the increase?
Mr. WALKER. About 7 percent up to a total of $40 billion. This has

been scaled back now, which would be in the general range of around
$2 billion or so. These are very early figures. We are going to have
to wait and see for the next couple of years how this really works out.

Senator DOUGLAS. I saw one set of figures, and I have the clipping
somewhere, that they came out with a figure of $1.1 to $1.3 billion
increase in capital equipment.

Mr. WALKER. Total plant and equipment.
Senator DoUGLAs. No, increase.
Mr. WALKER. Yes, the total increase, the increase in total plant and

equipment.
Senator DOUGLAS. Yes.
M.[r. WALKER. It is from $37.3 to $.39 billion.
Senator DOUGLAS. You have the indicators?
Mr. WALKER. Yes, page 9.
Senator DOUGLAS. I have those here.
Mr. WALKER. $37.3 to $39.1 billion.
Senator DOUGLAS. That is $1.8 billion.
Mr. WALKER. $1.8 billion.
Senator DoUGLAS. Part of that is the growth factor.
Mr. WALKER. If you look at those figures back over several years,

there is some growth factor there, but it is a pretty irregular one.
Senator BEN,-Nrr. It goes up and down.
Mr. WALKER. If the McGraw-Hill fi-ures can be carried through

with the SEC commerce figures, which is what these are, implicitly
approximately $700 or $800 million of this increase would have been

24-532-63-pt. 2-30



910 REVENUE ACT OF 1963

attributed to the impact on profits of the investment credit and the
impact on cash flow of both the investment credit and the deprecia.
tion guidelines. The depreciation guidelines do not increase profits,
they reduce profits.

Senator DOUGLAS. That is just the point. The tax benefit of S2.
or $2.225 billion gives rise to something less than $1 billion increa e
in actual investment, or only about 40 percent is translated into iII-
vestment, and 60 percent goes elsewhere, presumably into corpor-ite
funds not reinvested.

That is precisely what Senator Gore and I have been urging-not
urging, but stating. We are very glad to get confirmation on dlii
point from so excellent a source.

Mr. WALKER. They came awfully late in the year, Senator. Tlv-
haven't had a fair test yet.

Senaator BENNEtt. Isn't it true that you don't get the investnewn
credit unless you make the investment?

Mr. WALKER. That is correct.
Senator DOUGLAS. Pardon me. You get it on investment that yoii

would make anyway.
Senator BENNETT. My point is
Senator DOUGLAS. Not on added investment.. That is what some

of us tried to provide.
Senator BENNErr. Will the Senator let me finish my point?
Senator DOUGLA9. Certainly.
Senator BENN-EIr. My point is that you are dealing with two fac,-

tors here. You are dealing with the change in the depreciation sched-
ule and the investment credit.

Now, the statement was made that some of this went into profits.
You have made the point that depreciation does not increase profits.
It lowers them.

The second point, that unless you make the investment, you don't
get the investment credit. So, except under very unusual situations,
I can't see how the combination of these things could actually in-
crease profits in the year in which the combination operates. Do you
agree with me?

Mr. WALKER. I certainly agree under the circumstances that it is
far too early to assess the'benefit or the impact on corporate profits.

Senator DOUGLAS. I would just like to clarify the record to this
degree, that the investment credit is not paid on increases in invest-
ment. It is paid on total investment, and there could be no increase
whatsoever and still be a 7-percent investment credit, which would
result in a reduction in net revenues to the Government, and an in-
crease in retained profits to corporations.

Senator BENNET. The word "increases" is confusing to us. If com-
pany A decides to invest $1 million, and did invest $1 million, it got
the investment credit whether it made that decision in 1961 or 1963
whether it would have made the investment if there had been no
credit.

But the fact that it did make the investment generated the credit.
If it made the investment and got the credit, the credit made no in-
crease in its profits, caused it to make the investment anyway in order
to get the credit.

Senator DOUGLAS. Has the Senator finished?
Senator BENzmrr. Yes.
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Senator DOUGLAS. It may not in gross profits, but in profit after
taxes it is very much so. It retains profits after taxes.

Of course it has an increase because the taxes are diminished. After
taxes it would increase certainly because taxes diminish.

Mr. WALKER. Since the credit is given only for investment in pro-
ductive equipment, which ultimately raises our efficiency and creates
more jobs, I think it helps both our balance-of -payments position and
also helps reduce our employment difficulties.

Senator BENNETT. But it does not show up in the year in which the
investment is made.

Mr. WALKER. Not this effect that I am talking about. It will
gradually accrue over time.

The CHAIRMAN. Thank you very much, Dr. Walker.
The next witness is Mr. Keith Funston of the New York Stock Ex-

change. Mr. Funston, take a seat, sir, and proceed.

STATEMENT OF G. KEITH FUNSTON, PRESIDENT, NEW YORK STOCK
EXCHANGE; ACCOMPANIED BY ALGER B. CHAPMAN, JR., VICE
PRESIDENT OF THE EXCHANGE; WESTON VERNON, JR., COUNSEL
FOR THE EXCHANGE; AND STAN WEST, ASSOCIATE RESEARCH
DIRECTOR OF THE EXCHANGE

Mr. FUNSTON. Mr. Chairman, gentlemen. my name is G. Keith
Funston. I am president of the New York Stock Exchange. My
home is in Greenwich, Coin. With me today are Alger B. Chapman,
Jr., vice president of the exchange; WeSton Vernon. Jr., of Milbank,
Tweed, Hadley & McCloy, counsel for the exchange; and Stan West,
associate research director of the exchange.

I have been listening with great interest to this broad and learned
economic discussion that has been going on, and I am afraid that I am
going to suffer very much by comparison, because my statement is
going to be pretty much of a nuts-and-bolts presentation.

Senator DOUGLAS. Mr. Funston, you were once a college professor
and president yourself.

Mr. FUNSTON. Yes sir.
Senator DOUGLAS. §o don't disavow your former occupation.
Mr. FUNSTON. Having been that, and having seen what a distin-

guished performance went on, and having some standard by compari-
son, is why I am very humble.

Let me say at the outset that I support the principal purpose of
H.R. 8363 as stated by the report of the Ways and Means Committee-
to lower tax rates so that our free enterprise system can itself generate the
higher rate of growth which our economy requires.

It seems to me that the provisions of the bill should be analyzed in
the light of this broad statement of purpose. Does it actually reduce
barriers to investment? Will it provide increased incentive for busi-
ness investment? Will it stimulate economic growth? Will it
strengthen free enterprise? Such, I submit, are the tests that the
proposals in this bill must pass. It is in that spirit that I offer these
comments on the parts of the bill that affect the investment community.

The House bill can accomplish these objectives in several ways,
particularly via rate reduction. The long-overdue reduction in the
corporate tax rate to 48 percent should help to boost corporate invest-
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ment. The reduction in individual income tax rates, while unfor-
tunately adding to the steepness of progression in the middle brackets,
does recognize the stifling effect of the high upper bracket rates.
Scaling down the rate structure from 20.91 to 14.70 percent should
significantly encourage individual initiative and investment.

Two changes in the area of capital gains are also notable. These
are the proposed reduction in the tax rate for gains on securities held
over 2 years and the removal of the 5-year limitation on capital loss
carryovers. In sharp contrast to these forward-looking proisiols
is the proposed repeal of the 4-percent dividend credit-a measure that
would be completely inconsistent with the stated purposes of the admin-
istration and the House Ways and Means Committee.

I should like to address my remarks first, therefore, to the taxation
of dividend income, as provided in House bill 8363. This bill seeks to
eliminate the 4-percent dividend credit while raising the exclusion
from $50 to $100.

THE DOUBLE TAXATION OF DIVIDEND INCOME

The l)resent dividend credit exclusions were adopted in 1954 as
modest initial steps in relieving the double tax on corporate earnings
distributed as dividends. Instead of enacting the additional relief
which was envisioned at that time, frequent attempts have been made to
repeal the 1954 provisions.

These attempts-including the latest in H.R. 8363-are puzzling in
light of the basic inequity of the double tax. This double tax occurs
because stockholders' earnings in a corporation are subject first to a
corporate income tax of up to 52 percent. Then, the remaining dol-
lars distributed as dividends are taxed again at. personal income tax
rates. Such treatment is not, imposed on wages, interest, rent, or any'
other form of income.

The fact that double taxation exists should no longer be in doubt.
It, is referred to in the committee report on H.R. 8363 and in the
Treasury's testimony. Double taxation is clearly recognized in the
proposal that the dividend exclusion be raised to $100 as a substitute
for the 4-percent dividend credit. Thus it seems to me there is no dis-
agreement in principle btit only on the means of affording relief.

THE $100 DIVIDEND EXCIUSION-PARTIAL RELIEF ONLY

Although the larger $100 exclusion is a welcome partial solution
to the double taxation problem-and indeed was proposed in 1954-
it is not an adequate substitute for the combined credit/exclusion.
Together, the credit/exclusion blend complete relief for a limited
amount of dividends-presently $50-with percentage relief applic-
able for all dividends above that amount. On the other hand, a $50
or $100 exclusion alone arbitrarily grants total relief for a small
amount of dividends, and then relief drops sharply as dividend in-
come rises above the exclusion point. As long as relief must remain
partial, the best way to provide it fairly for persons in all income
levels is by combining the effects of both the exclusion and the credit.

The idea of increasing the exclusion to $100 and eliminating the
4-percent credit is intriguing on the surface, because it presumably
benefits many investors of relatively modest means. The Treasury
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has estimated, for example, that dividend recipients on 2 million tax
returns would be better off if the exclusion were increased and the
4-percent credit abolished. However, according to the Treasury's
own calculations, 1.7 million tax returns with dividends would be no
better off, while an additional 2.5 million would be worse off. In
other words, more shareholders would be hurt than helped by this
proposal.

The majority of the investors on the 2.5 million returns facing
higher taxes are not high-income shareowners. Nearly 60 percent of
them have adjusted gross iiicome of les;s- than $10,000. Indeed, a
tyl)ical stockholder (with an average household income of $8,600)
would pay 12 percent more tax on his dividends under the $100 exclu-
sion proposal than with a 4-percent credit and $50 exclusion.

(The tax increase on dividend income table follows:)

Ta.r incrcasc on dividend income for the' arcrage sharcowncr under
administration p'opo.sal

[.Married couple: $7,750 alury Sl % , ,) dividends 1]

4-percent
credit/$5t) $100 exclusion
exclusion

Dividends received (after present exclusion) ------------------------------------- -'0 $ 1%50
Additional $100 exclusion ----------------------------------------------------------------- $100

Taxable dividends -------------------------------------------------- $85 $750
Marginal rate (new schedule) ----------------------------------------------- 0.19 0 19

Tax ------------------------------------------------------------------ $161 s142
Less 4-percent credit -------------------------------------------------------- $34 --------------

Net dividend tax --------------------------------------------------- $127 $142
Percentage increase --------------------------------------------------------- 12

I Average dividend income in adjusted gross income for returns> between $8,000 and $9,(Wo according to
Preliminary Individual Statistics of Incone, 1961. The average sharcowner had an annual household
income of $8,600 in 1962.

Mr. FtS'rO)N. The proposal to raise the exclusion from $50 to $100
would cost an estimated $70 million in tax rev-eniues, while elimination
of the 4-percent credit would yield the Treasury $"70 million. Thus,
investors as a group would find the taxes on their dividends increased
by $300 million.

One wonders how a measure which reduces total dividend tax relief
by $300 million can stimulate investors to supply more capital for in-
vestment. The ov-erall impact of the House bill provisions on divi-
dends would diminish potential funds for investment and offset the
reduction in personal rates for many middle-bracket investors.
In short, the exclusion was originally designed to provide additional

relief to small investors as a supplement to the credit. It should con-
tinue to be viewed that way and not as a substitute. In achieving the
administration's objective of promoting economic growth and provid-
ing fair tax treatment for all investors, total relief should be increased,
not reduced.

The exchange has favored, e\er since 1954, a $100 exclusion coupled
with the 20-percent credit which is allowed in Canada. 'We would
favor retaining in the bill the $100 exclusion as a belated step to do
what was proposed 9 years ago. But the exchange would oppose the
increase of $50 in the exclusion if it were merely a device to scuttle the
4 -percent credit.



REVENUE ACT OF 1963

The 4-percent credit should be retained now and in fact expanded
to 10 percent as soon as budget considerations permit, because:

(a) It is a symbol that recognizes the inequity of double taxation
and offers a base upon which to build in the future.

(b) It provides incentive for investment in equities by removing
a portion of the tax disadvantage imposed on investors who choose
stocks as a medium of saving.

(c) It provides some encouragement to management to pay out
more dividends to stockholders.

'WEAKNESS OF ARGUMENTS AGAINST THE CREDIT

Having discussed the reaons for supporting the credit-exclusion
approach rather than the proposed larger exclusion alone, I would
next like to comment briefly on the major criticisms made against the
4-percent dividend credit:

Criticism No. 1: It benefits stockholders in the higher income
brackets more than those in the lower brackets.

The distribution of relief from the credit has been the subject of
much statistical juggling since its enactment in 1954. Examples have
been given to this and other counittees purporting to show that more
relief is granted to low-income investors and that more relief is
granted to high-income investors. There is no clear-cut generaliza-
tion that can be made on this subject; it all depends on what one wants
to see.

Suffice to say that, in enacting the credit/exclusion in 1954, Congress
believed that they would benefit primarily the low-income investors.
The majority report of the Senate Finance Committee stated:

* * * the method of adjustment * * * affords greater relief for the low-in-
come investor than for those at higher income levels. The percentage reduction
of tax under the combined dividend exclusion and credit is greatest in the lowest
bracket and declines progressively as the income level rises.

The Ways and Means Committee made essentially the same state-
ment in its 1954 report.

The percentage relief is the same for everyone-up to 4 percent of
taxable dividends. It applies equally to high- and low-income inves-
tors. High-income taxpayers, of course, pay a heavier tax on their
dividends because of their larger security holdings and highly pro-
gressive personal income tax rates. Although percentage relief may
give these investors larger dollar savings, the tax saving is small as
a percent of their total taxes.

The lower income taxpayer, on the other hand, finds that the 4-
percent credit represents a large percentage reduction of his total
taxes. In that sense, therefore, the 4-percent credit is more meaning-
ful to the small investor.

If the dividend credit is more valuable to the high-income investor,
the same reasoning would have to apply to the proposed $100 dividend
exclusion. Yet the Treasury abandons the logic by which it objects
to the credit when it advocates a higher dividend exclusion alone.
The fact of the matter is that the combination of the credit and ex-
clusion represents a sensible approach to a difficult problem; both
should be retained.

Criticism No. 2: It has not encouraged new equity financing.
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The dividend credit is said by some to be an inadequate stimulus
to new equity financing. Certainly the credit was never expected to
Produce a dramatic upsurge in equity financing; it was only intended
to be a first step toward reducing unfair double taxation. The
simple fact is that the advantage of a 4-percent credit was small in
1954, and remains small today, in relation to other means of raising
capital. The deduction of interest on borrowed money, for example,
far outweighsc the modest benefits of a 4-percent credit-or even the
10-percent credit considered by Congress in 1954. Since then such
measures as the liberalization of depreciation allowances and the in-
vestment credit have increased the attractiveness of alternative sources
of funds for capital spending. But nothing has been done to encour-
aze equity investment.

The credit was an important first step in the right direction. How
the income from an investment is taxed affects an investor's willing-
hess to risk his saving-s. It is my belief that the dividend credit does
sometimes tip the scales in favor of equity investment against the
overwhelming advantages of other forms of financing corporate
growth. But it would be unrealistic to expect it to make giant strides
against increasing odds. Neverthele;s-, without any dividend credit,
the percentage of equity financing might have been even less than it
has been.

Criticism No. 3: Corporate rate reduction will remove as nmich
double taxation as the credit.

The reduction in corporate rates is a long promised measure that
has been postponed again and again since the end of the Korean war.
Although clearly not designed to alleviate double taxation of divi-
dends, lowering the corporate rate would, of course, slightly reduce the
burden of the double tax. Since FIR. 8:(;:3 would leave the corporate
tax at a still high level of 48 percent, a strong bias in favor of debt
financing would remain and the extent of double taxation would be
well above the modest relief of a 4-percent credit. Whatever the rates,
the dividend tax l)roblem merits special attention, as long as two sep-
arate taxes are levied on corporate earnings.

In any event, the extent of benefit to stockholders from reducing
the corporate rate has been exaggerated. In Treasury examples, the
entire amount of the cut. in corporate rates is unrealistically assumed
to be passed on directly to the stockholders. This overstates the actual
effect. In practice, the benefits of the reduced rates may be retained
for reinvestment, passed on directly to consumers in the form of lower
prices, or paid to employees in higher wages. Some of what remains
may be passed through to investors as dividends. It does not seem
fair to take $300 million out of investors' pockets now with no assur-
ance that they vill ever be reimbursed.

The corporate income tax is generally assumed to be shifted forward
to consumers by those who argue that no double taxation exists. By
assuming that a cut in the tax would accrue in full to the stockholders,
the Treasury implies once again a double taxation of dividends with
the full burden on stockholders. Recognizing the existence of the
double tax is half of the problem of accepting proper relief for its
elimination. Certainly Congress should not take the backward step
of outright repeal of the dividend credit, which would only be partly
compensated for by a $50 increase in the exclusion.
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RELATIONSHIP TO RATE REDUCTION

The proposal for repeal of the credit has been tied to the proposed
reductions in the personal income tax. Unless the credit is repealed,
the Treasury contends that the reduction in individual tax rates would
have to be moderated. This has worked as a powerful lever against
the dividend credit and confused the real issue of the merits of the
present provisions.

The increase in dividend taxes, according to the Treasury, is offset
by the reduction in personal income rates. But these reductions bene-
fit all taxpayers. In other words, the Treasury is telling investors
they are eligible for the relief available to all taxpayers only if they
accept more stringent taxation of their investment income. This is
like filling the tank of a stalled car with gasoline, while draining all
the oil out of the crankcase.

To some the credit is not necessarily the ideal form of relief for
dividends above $100. But a combined credit/exclusion was the
deliberate choice of Congress in 1954-after careful study-as the
most practical approach toward partially righting the inequity of
double taxation. Until a thorough study of alternative approaches
produces a better method, the 4-percent credit should be retained, while
the exclusion rises to $100. The exchange urges that H.R. 8363 be
amended so as to retain the 4-percent credit. We also recommend
that the $100 exclusion be left in the bill.

THE TAXATION OF CAPITAL GAINS

The House bill proposes several praiseworthy reforms for capital
gains taxation:

1. Reduction of the percentage inclusion on gains realized after
years from 50 to 40 percent, with a maximum tax rate of 21 percent.

2. Indefinite carryover of unused capital losses.
3. Definition of capital assets eligible for the 'lower percentage

inclusion rate to include securities and real estate.
The exchange endorses these proposals and urges their enactment

as a good start in encouraging the investment and mobility of capital.
As you know, the exchange has long -urged changes along these

lines. In testifying before the Ways and Means Committee earlier
this year, I endorsed a percentage inclusion rate of 30 percent and a
shortened holding period of 3 months. We still believe these pro-
visions more nearly fulfill the administration's desire for greater
economic growth, increased revenues, and greater mobility for invest-
ment funds. However, we welcome the current proposals as sound
steps in that direction.

REDUCTION OF INCLUSION RATE

The stimulative effect on revenues from reducing capital gains rates
has been substantiated in an independent study made for the New
York Stock Exchifgue by Louis Harris & Associates, Inc. The sur-
vey of investors' buying and selling patterns several years ago care-
fully analyzed the potential revenue effect of a reduced capital gains
rate. A major conclusion was that an inclusion rate of 25 percent-
50-percent cut in present tax-would immediately unlock a tremendous
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amount of capital appreciation and more than double Federal revenues
from the capital gains tax.

The results of this survey indicated the potential revenue impact
from lowering the inclusion rate would be substantial. Even with
the moderate reduction from 50 to 40 percent, the committee report
on H.R. 8363 estimates that revenues would increase by $450 million
in the first year.

TAXATION OF CAPITAL GAINS AT DEATH

The taxation of capital gains at death is not part of the tax bill be-
fore this committee. Such a provision was in the administration's
original tax program but was discarded by the Ways and Means
Committee as impractical and unwise. In testimony before the Senate
Finance Committee, Secretary Dillon-with debatable logic-has
sought to tie this proposition to the House-passed tax rate relief on
capital gains.

The attempt to couple a tax on gains at death with other provisions
of capital gains taxation makes no sense logically or economically. It
overlooks the fact that appreciated assets are already subject to estate
tax rates ranging up to 77 percent. And it mocks the Treasury's
concern that:

The proposals with respect to capital gains taxation are designed to improve
the fairness of the tax system and promote economic growth * * * the com-
paratively high tax rates on capital gains were intended for an earlier wartime
period and are inappropriate today because they tend to retard capital forma-
tion and mobility.

We can make no economic progress if "liberalization" in one area
is always to be matched by restriction in another.

It does seem logical to me to increase the projected budget deficit by
throwing away the $450 million of revenue that would flow from a
lower capital gains inclusion rate in the first year. Furthermore, I can-
not understand why the administration, which has professed concern
about "the mobility and flow of risk capital," would suggest abandon-
mg a tax revision that could increase capital realizations by an esti-
mated $17 billion over a 4-year period. It would be much more logical
to consider the question of a tax on gains at death in a review of estate
and gift taxation-not in a bill to ease income taxes.

The exchange recommends that Congress retain the present tax
treatment of capital gains at death or gift. This approach is dictated
by law, equity, and simplicity. At the same time, the administration's
goal of achieving economic growth within a fair tax system requires
that the capital gains inclusion rate be reduced at least to the extent
provided in H.R. 8363.

CARRYOVER OF CAPITAL LOSSES

For small investors with inadequate gains to offset losses, the House
bill proposes to extend the loss carryover indefinitely. The Treasury
has estimated that almost $300 million of capital losses are wasted an-
nually due to the. present 5-year limit on carryover losses. The exten-
sion of this period will, as Secretary Dillon has said, "especially
benefit smaller investors who suffer greatest loss, relative to their
incomes, under the existing limitations." It will also increase funds
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for reinvestment and the willingness to invest capital in new and risky
enterprises. The exchange endorses this provision to help remove the
inequities in this area.

TAX POLICIES OF OTIER COUNTRIES

In the area of both dividends and capital gains, our present tax sys-
tem works against capital investment and individual investors. Most
other industrialized countries have recognized the stifling effect of
high tax barriers on investment and are considerably more enlightened
in their taxation of capital gains and dividends than we are in this
country.

Countries which treat dividend income more liberally than the
United States include Canada, Japan, the United Kingdom, and half
of the countries of the European Economic Community. No major
industrialized country, including all the aforementioned, taxes capi-
tal gains. (See exhibit A for more detailed information.)

SUIMMARY OF RECOMMENDATIONS

I believe that we can learn from the examples of our competitors
abroad when it comes to encouraging venture capital. The proposed
liberalizing of the tax treatment of capital gains and losses in 1I.R.
8363 is a step in this'direction. On the other hand, the proposed repeal
of the dividend credit directly contradicts this action.

President Kennedy last month told the Nation that a tax cut can
help balance our international accounts by "making investment in
America more attractive than investment abroad." To be consistent
with this goal, a more enlightened approach to the taxation of divi-
dends and capital gains seems essential.

Thus, the exchange recommends as a beginning, adoption of the pro-
vision in H.R. 8363 for taxation of capital gains and losses. At the
same time, we urge that, in addition to approving the modest increase
in the dividend exclusion to $100, the Senate reinstate the 4-percent
dividend credit.

(The tables referred to follow:)

EXHIBIT A

Tax treatment of capital gains8-Selectcd countries (as of October 1963)

Personal capital gains tax
on securities

Country
Holding period Marginal rate,

(months) after holding
period (percent)

United States --------------------------------------------------------- 6 25
European Economic Community:

Belgium ---------------------------------------------------------- None None
France ----------------------------------------------------------- None None
Germany (West) ---------------------------------------------------- 6 None
Italy ------------------------------------------------------ None None
Luxembourg----- . . . . . . . . . . . . .12 None
Netherlands ------------------------------------------------- None None

Canada ------------------------------------------------------- None None
Japan --------------------------------------------------------- None None
United Kingdom ------------------------------------------------------- 6 None
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Relief from double taxation of dividend8-Selected countries (as of October 1963)

Country At corporate level (lower At individual level
tax on distributed earnings)

United States ----------------------------------.---------------------------- 4 -percent tax credit.'
European Economic Community:

Belgium -------------------------------------.---------------------------- 15 -percent tax credit.
France -------------------------------------.----------------------------
Germany (West) --------------------------- 36-point reduction -------
Italy ----------------------------------------.---------------------------- 8-point reduction.
L uxem bourg ................................
N eth erland s ---------------------------------..-----------------..........

Canada ------------------------- ---------------------------- 20-percent tax credit.
Japan ------------------------------------------ 10-point reduction ......... 10-percent tax credit.
United Kingdom ----------------- ---------------------------- 39-percent tax credit.

I After exclusion from income of 1st $50 of dividends.
2 Imputed dividends added to gross dividends and also taken as a tax credit.

The CHAIRMfAN. Thank you very much.
Senator Long?
Senator LONG. Mr. Funston, you have a computation on the credit

against exclusion. You recognize, don't you, that if this bill is passed
the way it is at this moment, that this couple would have a tax reduc-
tion of about $144 due to the rate cut?

Mr. FUNSTON. Yes, I do.
Senator LONG. Minus the $15 that you are talking about that they

are losing here, so that would be about $129 net, tax reduction, plus
that with the corporate tax cut of four points, that couple would
probably get about an extra $75 in income after taxes.

Mr. FUNSTON. Sir, I don't see the second point.
Senator LONG. Assuming the corporation as a result of its tax cut

passed on through additional dividends.
Mr. FU-NSTON. Yes, sir; that is the point, but that would not happen.

That is an assumption that that would not happen for the reasons I
have given, plus the fact that corporations under this bill, which I
have not mentioned in my statement, are going to be faced with the
necessity to pay more tax over a period of years, because of accelerated
pay-as-you-go payments, so that they are not going to have essentially
as much money to pay out in dividends as it is thought of as a result
of this bill. Then getting to the first point-

Senator LoNG. Let's cover the first point.
Mr. FUNSTON. Right.
Senator LONG. If the rate cut went into effect, then the rate cut

could give a tax reduction of about 10 times as much as they would
lose by the effect of losing the dividend credits compared to the $100
exclusion.

Mr. FUNSTON. Yes, they would, sir, but the point is that that same
tax cut should occur to everybody no matter what their source of
income is.

The point that I am making is that just. because this one individual
happens to have dividend income, he is going to get less of a tax re-
duction because of the cut in the rate than the chap who has income
that is not generated by dividends.

I don't think that is fair. I think that in a bill of this sort where
you are going to reduce taxes, it ought to be reduced for everybody
the same. The man who has some dividend income should not have
to take less as the price of getting a tax reduction. I don't think it
is fair.
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Senator LONG. I have also suggested just as one member of this
committee that we must try to provide some relief for the fellow who
is actually paying at these high rates as compared with the person
who is getting the benefit, of the large amounts of charitable deductions
and the exclusion on dividend income.

He will continue to get the capital gains on stocks he held and on
bonds that he held for more than 6 months. What would be your
reaction to that type of proposal?

Mr. FuNsTo N. We would favor it very much, sir. I am familiar
with it.

I don't know what the revenue impact of the proposal would be,
but from what I have read in the papers, I believe that it would be
minimal. I would think that it would be a very good addition to the
bill: it might well prove to be an experiment that if successful could
at a later date be applied to much lower income levels. This might be
an answer to the one thing we are trying to find, a much simpler way
to collect taxes and make it fair to everybody. So we would favor it.

Senator LONG. I would hope to see it applied to persons with lesser
incomes. The Treasury's advice to me is that they are fearful to try
that in the early stages, because a miscalculation or a loophole within
this proposal that they cannot forsee would cost the Treasury a great
amount of money, but they would be willing to experiment with it on
a limited basis which I propose.

I am pleased to see that you would favor it. I think the persons
with income derived largely from dividends, for example, who are
not engaged in the many tax avoidance possibilities of which I can
conceive, would be benefited by such a proposal as that.

It seems to me as though the fellow who is actually paying taxes
on all this income is entitled to some consideration. I don't find too
much sympathy for the fellow who made the $5 million and paid no
income tax at all. It seems to me that he is cared for well enough the
way the law is written now.

Thank you very much, sir. If you want to comment on it, you may.
Mr. FUNI-STON. I was just about to say that we will support this in

all ways we can.
I think probably, too, the fellow who has an income of $5 million

and is not paying any taxes is probably giving most of it away to
charity or something.

Senator LoNG. He is, I am sure, a lot of it I am sure, but not neces-
sarily. It could be, for example, a lot of it could be in tax-exempt
securities and a lot of it could be as a result of short-range things where
temporarily it would reduce his income.

You know of the many possibilities just as I do where temporarily a
person could avoid the possibility of taxes, in addition to the charitable
contributions, my thought, being that the person who is paying these
rates is entitled to more relief than the fellow who is not paying.

Mr. FUNSTON. Right.
The CHAIRMAN. Senator Bennett?
Senator BENNETr. I would like to yield to Senator Dirksen and

claim my turn a minute later.
The CHAIRMAN. Senator Dirksen?
Senator DIRKSEN. Mr. Funston, have you ever entertained the idea

of retaining this $100 exclusion and then picking a cutoff point for the
4-percent dividend credit?
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As you testified, it would be open at all levels of dividend income.
What about a $5,000 limit, if there is any merit to this criticism that
the larger income recipient of dividends has an advantage over the
smaller! You have a combination here you see, retain the $100 exclu-
sion and limit the 4-percent credit to a dividend income up to $5,000.
It could be $10,000.

Mr. FUNSTON. Senator, I think that would definitely not solve the
problem at all,. because the point is that this 4-precent credit should
apply to all dividend income no matter how big it gets.

We are not interested in this 4-percent credit because it helps as it
is alleged, but this is very debatable and I will speak to it in a minute,
because it helps rich people, because I don't believe it does.

We are trying to speak for any group of people. We are trying to
speak for all investors 'and to the concept that double taxation exists,
that it is unfair, and if it is unfair, it is unfair at whatever income
level or wherever it exists. The only thing that you can do is to re-
move it.

To say that a man who has $100,000 in dividend income is not en-
titled to a 4-percent relief when you decide that double taxation is in-
equitable, und it ought to be removed, does not seem to me to be
germane to the point.

Now, about this whole question of who gets the benefits of the
4-percent credit. Undoubtedly people in higher income brackets get
more of the dollar tax savings because they own more stocks and have
more dividends and pay a higher, up to a 90-percent tax rate on these
dividends. So any percentage relief will help them more.

Senator DRKSEN. I appreciate your contention, and also the broad
principle from which you approach it.

Mr. IUNSTON. Yes.
Senator DIRKSEN. But I think in terms of a legislator, and of all

the euphemisms politics is the art of the possible. I remember there
arising on the Senate floor this item in other years and I remember
generally other arguments that were made. Now say what you will,
this is going to be under fire on the Senate floor.

Mr. FUNSTON. Right.
Senator DmKsEN. Because it has been under fire before, and mainly

because the contention was made that the smaller income recipient of
dividends is probably at a disadvantage. I doubt it very much, but
that is neither here nor there for the moment.

What can you get in the hurly-burly of discussion in the preparation
of the tax bill?

Mr. FUNSTON. Well, I don't know that, but 2 million people, 21/2
million taxpaying families as a minimum would be affected adversely
by this, so that if you make this change, you are hurting 21/2 million
stockholders, which I think is a sizable amount.

You also would be taking steps to further discourage investment in
equities. You would be taking steps to further discourage people
from becoming stockholders, getting new stockholders.

I don't know why it is suddenly necessary to take these steps, if you
really believe the purpose of this tax bill is to encourage investment
and encourage growth.

Senator DIRKSEX. Now suppose as a thoroughly practical proposi-
tion in the legislative field this is as much as you could get; namely, a
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$100 exclusion and a 4-percent credit up to $5,000. The answer would
be what?

Mr. FUNSTON. A 4-percent credit. In other words, you would say
the $5,000 would be the maximum tax relief that could be afforded, and
that will be the equivalent of a total dividend income of 25 times that
much. is that what you are saying? In other words, that in effect you
would be saying that anyone who had over $125,000 worth of dividend
income would not benefit from the 4-percent credit?

Senator DIRKSEN. Whatever the arithmetic is.
Senator BENNETT. Will the Senator yield?
Senator DIRKSEN. Yes.
Senator BENNETT. Do you mean that only the first $5,000 of divi-

dend income would be subject to the 4 percent or a net after the 4
percent had been applied?

Senator DMKSEN. $5,000 of net dividend income would fall within
the provisions.

Senator BENN.-ETT. That's what I thought you meant, and I was
sure Mr. Funston was going off in another direction.

Mr. FuNSTON. I was. So that would mean that on $5,000, you
would take 4 percent of that, and that would mean that the maximum
that any individual could claim would be $200.

Senator DIRKSE*N. No. no. I mean that his net dividend income up
to $5,000 would fail within that dividend credit. It would be 4 percent
of $125,000.

Mr. FUNSTON. In other words, if a man had $200,000 of dividend in-
come, 4 percent on that would be $8,000.
Senator DIRKSEN . That is correct.

Mr. FUNSTON. Therefore, he would be cut off of everything between
$5,000 and $8,000.

Senator DmKSEN. That is right.
Mr. FUNSTON. Well, that is a very "iffy" question as to whether

that would be brought about. I would rather see it left the way it is
now, and have the 4-percent credit put back in its entirety. But I
think that it is a substitute that we would certainly accept.

Senator DRKSEN. You remember the action that the Senate took
on this whole subject of dividend credit and exclusion.

Mr. FUNSTON. Yes, sir; I remember that.
Senator DIRKSEN. So here you have a bill with a $100 deduction,

but no 4-percent credit.
Mr. FUNSTON. And we do not think that that is anywhere near as

good a bill for the purposes of encouraging investment as it would be
if the 4-percent credit were put back. That is what we are recom-
mending.

Senator DIRKSEN. I have no way of knowing what the impact
would be except in the hands of those who enjoy a 4-percent credit
up to an income of $5,000. It would be helpful for a rather broad
bracket of taxpayers.

Mr. FUNSTON. Oh, yes. Your suggestion, if I get it straight, would
certainly take care of most all. In effect it would allow a 4-percent
credit for most all taxpayers, because very few taxpayers have divi-
dend income of $125,000 or over.

Senator I)KSEN. It would pretty nearly meet the contention you
make here.
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Mr. FUNSTON. Yes; it would. It would indeed.
Senator LONG. I just want to be sure that I understand what the

proposal is. Is it the proposal that we would allow a 4-percent credit
on $5,000 of dividend income, which would work out to a $200 credit,
or that we would allow a 4-percent credit on $125,000 of income, which
would work out to a $5,000 tax credit? I just want, to know which
the Senator is proposing.

Senator DIRKSEN. The credit involves the $5,000 of income. That
would be $125,000 of dividends, and you would have a credit up to
that point. Beyond that of course you would not.

Senator LONG. That would be a $5,000 tax credit.
Senator DmKSEN. The amount can be reduced. It can be $2,000,

$1,000, $3,000.
The CHAMMAN. In other words, that would be a ceiling.
Senator DIRKsEN. Yes.
Senator DOUGLAS. I am still not clear about this. Is it a 4-percent

dividend credit on $125,000 or on $5,000?
Senator DMKSEN. On $125,000.
Senator DOUGLAS. Up to a $5,000 tax credit.
Senator DIMKSEN. Now if you make it $2,000, that would mean a

dividend income of $50,000.
Senator DOUGLAS. It is the difference between a $200 tax credit

and a $5,000 tax credit.
Senator DRKSEN. Yes; but the contention here
Senator DouGLAS. I am just trying to understand.
Senator DIRKSEN (continuing). Is a completely open-end credit of

4-percent dividends, whatever they may be.
Mr. FUNSTON. Of course, sir, even that is limited. It is limited

even now in the law. It is not an open end because you can't claim
more than 4 percent of your total taxable income, so that there is a
very definite limitation already built into it, so that if a man would
have, say, $250,000 of income from dividends, he would not necessarily
get 4 percent of that as a deduction even under the present law. It is
limited to 4 percent of taxable income.

The CHAMAN. Senator Douglas?
Senator DOUGLAS. Mr. Funston, if I might start with the capital

gains feature presented in your paper, I take it that basically you
are arguing this reduction in the capital gains tax would encourage
the realization of capital gains on securities held?

Mr. FUNSTON. That is right, sir.
Senator DOUGLAS. And this is what you designate as unlocking.
Mr. FUNSTON. Yes, sir.
Senator DOUGLAS. Now may I ask, What is the gain to society from

getting a lot of people to unlock their gains from one set of blue chips
stocks so that they can buy a different set of blue chip stocks?

What is the social gain to society? Now if I may just add one
sentence, I know this leads to larger sales on the New York Stock
Exchange. I also know that it leads to larger commissions for brokers.
But what is the gain of people selling one set of blue chips and getting
another set of blue chips to society as a whole?

Mr. FUwsTON. Sir, to take that first point, again in terms of the
securities market, is that if one person were to sell one blue chip and
buy another, which I don't believe would normally happen, but if it

923



REVENUE ACT OF 1963

would, it would create in the stock markets an increase in the supply
of securities which would tend to more or less reduce some of these
fluctuations that occur because people locked in won't sell, don't want
to sell. It creates a limitation on the supply of the very stocks that
the institutions all want to buy, and so we believe it would have a level-
ing out effect in the price.

The second point. is that typically it does not happen, I don't believe
someone would sell one blue chip and buy another, though they well
might. It is hard to generalize. But what happens is the people who
are in the blue chips who have had them for so long that they have
a sizable capital gain and feel locked in, typically those people would
sell, and then would reinvest the money in something that was not
quite so blue chippy.

Senator DOUGLAS. It would encourage them to take risks.
MNr. FUNSTONX. That is exactly it.
Senator DOUGLAS. Put them in less profitable investments?
Mr. FUNSTON. More riskier investments which they hope in the

long run are going to be more profitable.
In other words, this is the type of person that, can best afford to

take the risk in the new and growing enterprises for which there is a
great. shortage of equity capital.

Senator DOUGLAS. It is a very ingenious argument, but I am not
certain how valid it is.

Certainly your argument is interesting, and I am not condemning
you for this, and you are a very able representative of a very neces-
sary institution. But, of course, your members are interested in in-
creasing the turnover of stocks, too, because it means increased income;
isn't that so?

M, r. FUNSTON. Yes, sir: but please don't put me in that category.
I say this very sincerely, too, because I believe it.

Senator DOUGLAS. I understand.
Mr. FUNsToN. In other words, there are lots of other recommenda-

tions that we could make, such as the constructive realization at death,
which would improve our volume, which I am not making at all be-
cause we don't believe in it.

Senator DOUGLAS. It would have the effect of increasing your
volume.

Mr. FUNSTON. Yes: we think that
Senator DoUGL.\S. Even though it does not influence your decision,

it would have an incidental byproduct.
Mr. FUNSTAN. That is right, and we think, incidentally, that would

be very good for the economy and for our country.
Senator DOUGLAS. I certainly think it is true that the stock exchange

performs a very valuable function, but I don't know that the value to
society is in precise ratio to the volume of turnover in shares on the
stock exchange.

Mr. FUNSTON. I agree with you, sir. There are many times when
we wish the turnover was not. nearly as great as it was. It is no
criteria of value at all, and we don't approach this problem in th-t
light at all.

Senator DouoLAs. That is fine. Now I have here a pamphlet which
vou have issued which is based on a survey by Louis Harric ,
Associates.
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,MJr. FUNSTON. Ye.S, sir.
Sejiator )OUGLAS. Alld they took a survey of 1,096 individluals.
ir. Fu N rUN. Right.

Senator )u;I.S. And on the basis of their survey of these 1,096,
,)ou project what the increased volume of sto'k sales would be for the

;iarket as a whole.
M\Ir. FUNSTON. Yes.
Senator DOUGLAS. With a reduction in the capital gains tax, and

therefore the alleged immediate increase ini revenue to the Gov-
ernment.

M\ir. FuNs'roN. Yes, sir.
Senator DOU(GLAS. 1)o you place much reliance on these surveys?
Mr. FUNSTON. Oh, I certainly do, sir, and as far as I know this has

iiever been challenged at all.
This is the present technique of getting a relatively small amount

of persons interrogated, but make sure that those are representative,
are a good cross section of society and drawing conlusiois theref'om.
I do put credence on it, and this'is a very accepted research technique.

Senator DOtuLAS. The Harris group is responsible, I take it. be-
cause you hired them.

Mr. FUNSTON. Yes, very much so.
Senator DOUGLAS. Do you regard Dr. Gallup as responsible?
Mr. FUNSTON. I really wouldn't know. We never have engaged

him for anything. I know him as a person. I think he is a fine man,
Yes.

Senator DOUGLAS. Presumably the Gallup polls you would regard
as responsible.

Mr. FUNSTOo. I would not want to make any blanket commitment
I)ecause I never have studied the basis for his surveys and his tech-
niques and so on.

Senator DOUGLAS. They are the two leading pollsters I believe--
Gallup and Harris.

Mr. FUNSTON. There are others.
Senator DOUGLAS. Gallup, on the whole, does more than Harris, I

think.
Mr. FUNSTON. I don't know.
Senator DOUGLAS. Of.course you know that according to the Gallup

1)011, the President is going to defeat decisively any Republican candi-
(late in 1964. Do you believe that?

Mr. FUNSTON. Sir, I came prepared to talk about a tax bill.
Senator DOUGLAS. Well, I know, but you are placing great reliance

on this pol oi 1,096 persons. The Gallup poll, I believe, has 1,500.
If the Harris poll is reliable, and the Gallup poll is equally reliable,
I want to know whether you have as much faith in the Gallup poll as
you have in the Harris poll?

Mr. FuNSTON. Sir, you can't answer that question until you really
analyze the basis by which the 1,500 reflect a truly representative
opinion.

Senator DOUGLAS. I think Gallup's sampling method is as good as
Harris'.

Mr. FUNSTON. But this is 1,500 out of, I don't know how many
million voters. The 1,096 was out of a much smaller number of in-
vestors-you see, there is a difference in the field of magnitude here.
You really can't compare the two.

24-582-68-pt. 2-81
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Senator DoUL\s. Oh1, yes.
Mr. FuNSTON. And I will say this: yes, we have complete coil-

fidence in the Harris report, and'in its coverage and its integrity and.
Senator, it has never been challenged to this day.

Senator DOUTGLCLAS. I will have them take some polls for me too.
Now, I think the Treasury admits that lowering of the capital gaill-

tax will have an immediate effect.
Mr. FUN.-STON. Yes.
Senator DouaL.s. In increasing the volume of stock sales.
Mr. F-NSTON.,. Right.
Senator Doucr.s. But is this a continuing effect or does it simply

mean that you unlock existing securities which are held, the (ain-
upon which are not, realized ? Tlat is, is this more or less of a one s,ot
or 2-year effect, and then as you go on in time, a decrease in the rate of
capital gains taxation will sihaply decrease revenues. In other words.
it will break the immediate blockage but not have the continuing
stimulative effect.

Mr. F sTTsTON. I think that the experts who make these computa-
tions believe that in general the effect of increased revenue, will con-
tinue over a 4-year period at a somewhat diminishing rate, and that
it is pretty hard to go beyond 4 years.

The chances are that there will be a leveling off at that time or
some decline unless the stimulative effect of the increased mobility
of capital and so on and the unlocking of investments will generate
more economic activity in the years ahead.

Senator Do-kl.s. As I remember the Harris study, the results of the
sample also included the realized gains which were made in 1959. Am
I correct in that ?

It. not merely covered whether they would sell if the tax were
reduced, but there is a question also on their realized (niins in the
preceding year in 1959. Do you have the Harris survey tlere?

Mr. FUNSTON. Yes, I do.
Senator DOUGLAS. I mean the major survey. Would you turn to

page 31.
Mr. FUNSTON. What survey is this, sir?
Senator DorGLAs. The Harris survey.
Mr. FUNSTON. We have, I think, the same publication that you

have.
Senator Douc.s. Does that show a blown-up figure, and I don't we

that. in any invidious sense, that the gains realized on stockholdii-
by individuals in 1959 amounted to $10.7 billion?

M r. FU-NSTON. Yes. I think that is right.
Senator DOUGLAS. Thank you very much.
Well, now if you look at the special supplement issued by the

Treasury on statistics of income in 1959. that will show that oi the
sales of capital assets reported on individual income tax returns. tlie
total of realized gains on the sale of corporate stock including right-
was R5.1 billion, or less than half the blown-up estimate by Harris.

I want to say I have a high opinion of Mr. Harris. Doesn't tlil-

indicate that possibly we should sprinkle some salt on his figures?
Mr. Fu Nsr o. I am sorry: I don't get the point. I don't have the

figures before me. But we say .10 billion capital gains in 1959.
Senator DouLAS. Or 199-for 1959.
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Mr. FUNSTON. Yes, and then what?
Senator DOUGLAS. And the actual figures given in the Treasury bul-

letin on statistics of income, several volumes of thiis come out each
year, for the same period show realized capital gains of only $5.1
million, or less than half the blown-up estimate of Harris.

.I[r. FuN-STON. Did you use the words "realized capital gains" ad-
visedly, because the Harris figure is not realized capital gains at all.

Senator DOUGLAS. Are you sure of that ?
Mr. F-NSTON. I don't believe so. A realized capital gain is a capi-

tal gain that is only good in the tax return and realized.
Now we have a Treasury table here, "Net Long-Term Capital Gains.

1.59," by type of amounts, and this shows long-term capital gain of
,012.331 million. Then the next section shows corporation stocks of
% billion.

Senator DOUGLAS. That is the point.
Mr. FUNSTON. That is the one you are talking about, the $5 billion?
Senator DOUGLAS. That is right, sales of corporate stock.
Mr. FUNSTON. Mr. West says that figure should be doubled, because

this just rel)resents 50 percent. This is individual returns, so '5.1
million. and if they put in a 50-percent inclusion, you see that should
he doubled and that should be $10 billion.

Senator DOUGLAS. I wonder if we can't get together after the session
and compare figures.

Mr. Fu.NTSTONT. Yes, sir, we would be very happy to.
Senator DOUGLAS. Now continuing in the field of capital gains, you

tated that many countries do not tax capital gains. Do you know
whether in those countries capital gains include gains on such items
as these. One, depreciable property.

Mr. FuNSTONV. Depreciable ?
Senator DOUGLAS. Depreciable property: second, real estate: third.

timber: fourth, coal royalties: and fifth, I will add iron ore royalties
because capital gains treatment is applied to it in the bill: sixth.
i-eeding livestock: seventhI, unharvested crops.
Xow, these are all included in the American definition of capital

gains. Are they included in these European countries or are they
taxed as- income.

Mr. Fur.NSTON-. Without knowing specifically my general feeling is
that they would not be taxed as a capital gains.

Senator DOUGLAS. But. taxed as income?
Mr. FU.,STON.. No, I don't think they would be taxed as income. I

tlink it is impossible to answer a question like that in generalities,
1)llt let's put it. this way:

In any foreign country, if there is anything that is close enough to
bIeing regarded as capital as for our Congress to agree that it was capi-
tal and should be taxed as such, I am sure with the different attitude
in Europe, the much more generous interpretation, that none of these
things would be attached as income.

Senator DOUGLAS. That is a general belief. I wondered, has anyone
oi the staff studied this question of the European system?

M[r. STAM31. I don't think so. The ordinary theory would be was it
held for investment.

Senator DOUGLAS. I ask, Mr. Chairman, that the staff prepare a
memorandum which can be presented at the conclusion of Dr. Fun-
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tons. testimony as to the treatment of these seven types of items th,t
I have mentiolned; namely, depreciable property, real estate, timber.
coal royalties, iron ore royalties, breeding of livestock, unharvested
crops.

(The material referred to follows:)

TAXATION' OF GAIN FROM THE SALE OF SECTION 1231 TYPE ASSETS IN SELECT'II)
EUROPEAN COUNTRIES

European countries, in general, tax gain from the sale of property used in a
trade or business as ordinary income in the same manner as income derived front
other business transactions. This treatment primarily results from the fact the
European tax systems treat gain from the sale of such assets as being related
to the business of the taxpayer rather than as tax-exempt capital transactioni,
However, because of the special ways in which income of small businesses. 111nl

income of farmers in particular, is generally taxed under European tax systems.
treatment of gain as ordinary income does not necessarily result in taxation (t
the entire gain at tax rates normally applicable to other business income.

A more detailed description of the treatment of gain derived from-
(1) the sale of depreciable personal property and real property used in a

trade or business;
(2) the sale of timber with a retained economic interest;
(3) timber cut under a timber cutting contract;
(4) coal and iron ore royalties;
(5) the sale of livestock; and
(6) the sale of unharvested crops with land

in the United Kingdom, the Federal Republic of West Germany, France, and
Italy. is set forth below.

UNITED KINGDOM

Under the law of the United Kingdom, income derived from the sale of prop-
erty is subject to tax only if it is taxable as business income. However, if it
is taxable, it is taxed in the same manner as other business property.

Whether gain from a particular sale Is subject to tax is a question of fact.
No specific criteria has been established for making such determinations. How-
ever, the courts have held that one important element that should be present
before holding that a gain is taxable is a finding that the asset sold was pur-
chased for the purpose of resale.

Depreciable personal property and real property u8ed in a trade or business
As a general rule, machinery and equipment and land and buildings used in a

business are purchased for use in the business and not for resale. Therefore,
gain from the sale of such assets is generally treated as a capital gain and is
exempt from tax. However, the income tax law provides for a form of recap-
ture of gain as ordinary income to the extent depreciation had been taken on
the asset.
Sale of timber with a retained economic interest

In general, actual profits from the operation of woodlands are ignored for tax
purposes. However, a presumed income which is generally determined by refer-
ence to the value of the property, established for local property tax assessment
purposes, is taxable as ordinary income.

TimDer cut under a timber cutting contract
Gain from the sale of timber held by a timber cutter under a timber cutting

contract is taxable as ordinary Income. However, the amount subject to tax
may be determined in either of two ways. If the timber cutter so elects, he
may pay tax on his actual income from operations which would include anY
increase in value of the timber held under contract. Alternatively, he may
elect to pay tax on the basis of 1331 percent of the presumed net income from
his operations.
Coal and iron ore royalties

Royalties received by the lessor of mineral properties -are taxable as ordinary
income without any allowance for exhaustion or depletion. However, deduction
is allowed for expenses necessarily distributed for the management or super-
vision of the property.
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Livestock
Gain from the sale of livestock held for draft, breeding, or dairy purposes is

taxable as ordinary income. However, if an entire herd is sold and is not re-
placed within 5 years following the date of sale, the entire gain is treated as in the
nature of capital gains and is exempt from tax.

Unharvested crop8
If land is sold together with unharvested crops, the portion of the price allo-

cable to the crops will be taxable income or nontaxable capital receipts depend-
ing on the nature of the crops sold. If the crops are produced each year pri-
marily as a result of that year's labor, for example, grain and vegetable crops,
the sale of the crop with the land gives rise to taxable income. If the crops are
produced year after year primarily as a result of natural growth, such as un-
picked fruit, sale of the crop with the land gives rise to nontaxable capital gain.

FEDERAL REPUBLIC OF WEST GERMANY

Under German law, income is taxed only if it falls within one of the seven
classifications of taxable income described in the income tax law. These seven
classifications of taxable income are as follows:

1. Profits from agriculture or forestry.
2. Profits from trade or business.
3. Profits from independent personal services.
4. Employment income.
5. Income from the investment of capital.
6. Rentals (from immovable property or a "conglomeration of property")

and royalties.
7. Miscellaneous income, including annuities and other recurrent pay-

inents or benefits, and "speculative gains."
The German law makes no distinction between ordinary income and capital
gains.
Depreciable personal property and real property used in a trade or business

Income from a trade or business Is determined by a comparison of the tax-
payer's net worth at the beginning of the year with his net worth at the end of
the year. Therefore, any gain from the sale of property used in a trade or
business would be reflected as an increase in the taxpayer's net worth, and such
increase would be taxable as ordinary Income.

Sale of timber with a retained economic interest
The manner in which income from the sale of timber is taxable depends upon

the size of the enterprise involved. In general, taxable income from forestry is
computed as a percentage of the assessed valuation of the agricultural establish-
'nent involved. Assessed values are reported to be extremely low with the prac-
tical result that small timber operators generally pay little of no tax on the sale
of timber. However, large enterprises are required to report income on a net
worth basis so that the increment in the value of timberlands would be taxable
as ordinary income. The annual increment in value is determined in accordance
with commercial accounting practices.
Timber held unler a timber cutting contract

Due to the fact a timber cutter would normally be considered to be engaged in
a trade or business, increment in the value of timberlands would normally be
reflected as an increase in net worth and taxable as ordinary income.

Coal and iron ore royalties
Royalty income from the sale of coal and Iron ore would be taxable as ordinary

income to the extent gross royalty income exceeds expenses and cost depletion.

Livestock
The German law does not make specific provision for the sale of livestock held

for draft, breeding, or dairy purposes. Therefore, a farmer taxable on a net
profits basis (one whose annual turnover exceeds DM200,000, or whose annual
profit exceeds DM9,000) would be taxed on such income as Is reflected as an in-
crease in his net worth. Other farmers would normally be taxable on such gains
Only to the extent such items are taken into account in determining average
rates of return fixed by statute. However, if the livestock Is held as part of a
stockbreeding farm, the establishment may be taxed on a net worth basis.
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Unharvested crops
In the case of large enterprises, the value of an unharvested crop would be

reflected in the net worth of a taxpayer at the end of the year and gain on it,
sale would be taxed as ordinary income. In the case of small taxpayers wh(o
pay tax on the basis of average rates of return, gain from the sale of unharvested
crops would appear to be exempt from tax.

FRAINCE

Under French law, income is taxed only if it falls within one of six major
categories of income. These six classifications of taxable income are as follows:

1. Income from property.
2. Income from business.
3. Income from agriculture.
4. Income from personal services as an employee.
5. Income from noncommercial activity.
6. Income from capital.

The French law makes no distinction as such between ordinary income and
capital gains.

In the case of corporations and some individuals, the income tax is determined
by reference to actual net income. However, in the case of individuals whose
gross income from business does not exceed approximately $80,000 or whose gross
income from services does not exceed approximately $20,000, French law provides
that taxable income is to be determined by bilateral agreement between the tax-
payer and the tax authorities rather than by reference to actual net income.
The estimated method of determining income is also the normal method by which
individual farmers are taxed. There is a distinction between the two methods.
however, in that in the case of business income, the tax authorities and the
taxpayer seek to come to an agreement as to the amount of income derived by
the taxpayer by reference to his particular activity and circumstances. In the
case of agriculture, the estimating process is based on the estimated average
income per acre earned by all farmers in the same category, whatever their par-
ticular circumstances, rather than on the operations of a particular taxpayer.
Depreciable personal property and real property used in a trade or business

In the case of corporations and individuals with substantial income, gain from
the sale of land, buildings, and machinery used In a trade or business is taxable
as ordinary income. However, no tax is levied on the gain if the selling price
is reinvested in business assets within a specified time. This tax-free "rollover"
rule essentially amounts to a deferral, rather than exemption, of income since
the basis of the new asset must be reduced by the amount of unrecognized gain.

Gain from the sale of land, buildings, and machinery by individuals who are
taxed under the presumed income method would be taxed as ordinary income to
the extent considered at the time an agreement fixing an Individual's tax liability
is reached by the taxpayer and the tax authorities.
8ale of timber wAithi a retained economic interest

In general, gain from the sale of timber with a retained economic interest iS
taxable as ordinary income. However, in the case of individuals, the direct
tracing of such gain Into income is difficult since most individuals pay tax on
the basis of a presumed income. Corporations engaged in the timber-growing
business are required to include gain from the sale of timber in income taxable
as ordinary income.
Timber held under a timber-cutting contract

In general, timber cutters would be considered to be engaged in a trade or busi-
ness. Therefore, corporate timber cutters would be required to report the incre-
ment in value of timberlands held under contract as ordinary income when report-
ing income on an actual basis. Individual taxpayers would normally report as
ordinary income an amount agreed to with the taxing authorities. It is difficult
to determine how such agreements would be reached under such circumstances.
Coal and iron ore royalties

Mineral royalties received by a corporate lessor are taxed as ordinary income
In the same manner as othef business income. Mineral royalties received by
individual lessors are taxed as ordinary income; however, individuals are allowed
a 20-percent standard deduction for costs of administration, Insurance, and deple-
tion in addition to actual expenses incurred in connection with the mineral
lease.
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Live8tock
As noted above, income from agriculture is taxed on the basis of the average

income derived from agricultural operations of the same category. Therefore,
gain from the sale of livestock held for draft, breeding, or dairy purposes is
theoretically subject to tax as ordinary income. However, as a practical matter,
a particular farmer is not taxed in direct relationship to his gain from the sale
of such livestock.

Uttharvested crops
The French law does not provide specifically for the manner in which unhar-

vested crops sold with the land are to be taxed. In the case of individuals, this
matter would be settled by agreement between the taxpayer and the French
taxing authorities.

ITALY

Under Italian law, gain from the sale of an asset is subject to income tax as
ordinary income if the asset sold is related to the business of the taxpayer.

In the case of corporations, all gains are treated as business income since all
property owned by the enterprise is considered held for business purposes. How-
ever, the Italian corporate income tax in effect only applies to taxable income
of a corporation to the extent income exceeds an amount equal to a 8-percent
return on the assets of the corporation. Thus, although certain gains may be
classified as ordinary income, there is no certainty that such gains will be taxed.In the case of individuals, business income is generally considered to include
gain from the sale of assets used in the business. However, in the case of farm-
ing, Income is computed according to valuation schedules on the basis of area
units rather than on the basis of actual income. Moreover, income from some
land, including most mountain land, is entirely exempt from income tax.

(Prepared by the staff of the Joint Committee on Internal Revenue Taxation.)

Senator DOUGLAS. I can say, Mr. Funston, that Senator Williams
and I were just barely able 12 years ago to prevent chickens from being
included in capital gains. We had a terrific battle to exclude chickens.
This 6-month period is a pretty short period, but it is a continuing
occupation.

Now, there is just one final thing which is not so much a question
but certain facts which I think should be put into the record, cause
they bear upon the distribution of the dividend credit.

I have here in my hand, as a former colleague of mine used to re-
mark, a study, the 1960 survey of consumer finances by the University
of Michigan Research Center, which for many years would be in-
cluded in the Federal Reserve Board bulletin. Therefore it was ap-
proved officially by that body.

I may say they have mathematical experts who work on the theory
of probability, so I think their sampling is good. They took not 1,096
cases but 2,972 cases.

At page 124 it shows that of these persons, 86 percent did not own
any corporate stock. Only 14 percent owned any corporate stock.
Three percent owned less than $500 of corporate stock, 2 percent owned
between $500 and $999, which would mean 5 percent owned less than
$1,000; 4 percent over between $1,000 and $4,999, which would meanthat 9 percent owned less than $5,000. Two percent owned from $5,000
to $10,000, 1 percent from $10,000 to $25,000, 1 percent $25,000 and
Over.

Now, so far as those who own Telstar outerspace stock to receive
$125,000 of income, would mean ownership of $5 million of capital
stock. The number who own that much would be very minute, be-
cause only 1 percent own over $25,000.

Senator DmKSEN. Paul, will you yield?
Senator DouGL.is. Surely.
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Senator DIRKSEN. There has been a figure bouncing around a long
time that there are 17 million shareholders in the country. Now in
your statement you mentioned that 2 million would be better off awd
1,700,000 would be about in the status, and 2,500,000 would be worse
off. That makes 6,200,000. Now, where are -the other 11 million !

Mr. FUNSTON. Sir, those are taxpaying units as repoi'ted, those are
the Treasury figures. Those are based on Internal Revenue Service
statistics of a couple of years back, and they are taxpaying units.

The others might be children, educational or charitable foundations,
many other kinds of ownership that don't show up in this 6.5 millioli.

Senator DIRKSEN. Is that a firm IRS or Treasury figure with respect
to the number of shareholders?

Mr. FUNSTON. I think it was as of that date with respect to those
that reported, yes, sir, of those that reported income tax returns oln
which dividend income was claimed or dividend income was shown.

Senator DIRKSEN. We have seen no verified figure as to the number
of shareholders in the country. I have seen the number bounced
around, but I wondered what the results would be.

Mr. WEST. Senator, may I answer that, the 17 million figure comes
from a periodic survey that.the stock exchange does in the way of a
head count of shareowners in the country, based again on sampling
techniques.

Senator DIRKSEN. I see.
Senator DouGLAs. Would you permit me to follow up on that.
Is this the summation of stock owners of individual corporations!
Mr. WEST. This is the stockholders, individual stockholders only.

not institutional stockholders.
Senator DOUGLAS. I mean to say are there a half million owners ofA.T. & T?
Mr. WEST. This is an unduplicated total of individual stockholders

in publicly owned corporations? I
Mr. FuwSTON. The share owners of record in the companies that

are just listed on our exchange is up some 70 million or something
like that, but this is an unduplicated figure.

Senator DouGLAs. How are you able to eliminate the persons who
own stock in multiple corporations? Have you got an IBM computer

Mr. FUwSTON. Yes. This is a rather complicated thing. What we
did is we take samples of corporations of alphabetical segments, and
check up from one corporation to another and find out the duplication.
and it is all wafted into the total result. The average stockholder
owns about three and a half stocks in this country.

Senator DouGLAs. This would be very interesting to have the statis-
ticians go over this method.

Mr. FuNsTON. It has all been done, Senator, a long time ago. This
has all been studied carefully.

Senator DOUGLAS. I send this Michigan Research study down. I
would like it back. This is a very reliable outfit.

Mr. FuNsToN. I would like to make a comment on that. We are
familiar with the work of this group, and the data that you cite we
believe is now too old really.

Senator DouGLAs. That is 1960.
Mr. FUNSTON.I know, but that is 3 years ago, and the technique for

estimating dollar value of stockholdings is subject to considerable
error, and there has been a lot of progress made since then.
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The Federal Reserve Board pointed out the fault in the previous
1958 survey of consumer finances. They said:

Clearly the survey is not a reliable source of information for aggregate hold-
ings of corporate stock or for holdings by various groups.

The only reason why I say that is not to decry this, because this is
something we ought to discuss with you in more detail as to what the
figures mean. I think in general the point is that about a third of the
stocks are owned by institutions, about a third are owned by people
with incomes of $25,000 or over.

Now, the same thing holds true of ownership of all other kinds of
property. What we are trying to do, our campaign at the exchange
for years has been to broaden tie base of share ownership, and we are
having tremendous success in doing it. We now have, as Senator
Dirksen says, 17 million stockholders. Ten years ago we only had
6.5 million.

What we would like is we want some help in being able to make it
possible that there are not 17 million but there are 30 million stock-
holders. We want to broaden this, and this tax bill that is before you,
in making the changes that I suggest, is a vehicle by which you can
help do the job by encouraging the people of our country to invest in
equity securities and eliminate the discrimination that exists against
them.

Senator DouniAs. I am simply trying to lay a factual basis for the
discussion.

Now, I also hold in my hand part 1 of the hearings before the
House Ways and Means Committee including the testimony of the
Secretary of the Treasury and the exhibits which he produced.

On page 265 table 10 of that exhibit lists the number of returns
with dividends, the total number of returns, and the amount of divi-
dends by the adjusted gross income classes for 1960 tax returns. These
are on taxable returns, and the classification is by adjusted gross
income classes.

Under $5,000 received 7.2 percent of the dividends, and therefore
presumably owned 7.2 percent of the stock.

The $10,000 group received 13 percent of the dividends and pre-
sumably they owned 13 percent of the stock, or those with less than
$10,000 gross income received 20 percent of the dividends and pre-
sumably had 20 percent of the stock.

Those with $10,000 to $20,000 had 18.6 percent of the dividends;
from $20,000 to $50,000, 23 percent of the dividends; from $50,000 to
$100,000, 13 percent of the dividends; from $100,000 to $200.000, 7.6
percent of the dividends; $200,000 to $500,000, 5.5 percent of the divi-
dends; $500,000 to $1 million, 2 percent of the dividends; and over
$1 million, 2.8 percent.

Now you wfl forgive me if I do a little summarizing. Those with
incomes of over $50,000 a year received 31 percent of the dividends.
That roughly checks, I think.

MAr. FNsroN. Yes, sir, but the conclusions that you draw from this
are not necessarily that the 31 percent of the stockholders are in those
ilicome grades.

Senator DOUGLAS. Oh, no, no, not at all.
Mr. FUNSTON. No.
Senator DOUGLAS. I said that those with gross incomes of over

$50000 received 31 percent of the dividends.
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Mr. FuNSrox. The dividends that are reported to the Government.
Senator DOUGLAS. That is correct. You would not say that they

were cheating on dividends?
Mr. FUNSTON. Oh, no, but what I am saying
Senator DOUGLAS. Even though there is no withholding on divi-

dends or interest, you would not say they are cheating, although there
is a 10-percent dividend figure that is not reported.

Mr. FUNmN. I certainly. wouldn't, but I am saying that the dif-
ference between these taxpaying groups here and the 6 million, there
is a big difference involved in the number of people and the 17 million,
there are many people who don't report because they have income
under $600 or children or

Senator DOUGLAS. That brings up a very important fact. It, is not
the total number of stockholders that is so important as the proportion
of the dividends received by the different classes.

Mr. FUNSTOx. I don't agree with you.
Senator DOUGLAS. Secretary Humphrey always used to give us the

total amount of dividends received and the total number of stock-
holders, and get the arithmetic average, and then say this is what the
average person received.

Of course there is, as you well know, a very heavy loading of the
ownership in a relatively small group. I simply want to get these
facts established, Mr. Funston. You are a very charming-gentleman,
and I will say very frank.

Mr. FUIvSTOx. I want to get the fact established back to you. That
is this, sir:

I think that in tax law we ought to be more interested in people,
in fairness to individuals, to people. We are not talking about per-
centage accumulations of dividends paid by groups. We are interested
in all the people.

I think that we should be concerned not that Joe Jones has $1
million of income, and try to whack him, as we are with the hundreds
of people who are small people that we want to encourage to have
dividend income and buy securities.

Senator DouGLAs. I simply want to get the fact here about the dis-
tribution of stockholdings. Both of these sets of figures are for 1960,
I take it. Now, there is one final point that I would like to make, and
then I will stop. You say that there should not be taxation of capital
gains at death because there is an inheritance tax.

I know someth'.g about the circumstances under which the inheri-
tance tax was originally advocated and imposed. It was never in-
tended as a substitute for the income tax. It was intended as a means
of reducing the inequalities in society caused b the passing on of
great fortunes from one generation to another. That was the original
purpose, and I think it should be entered in the record that it wes not
intended as a substitute for the income tax.

It was intended as a means of forcing each generation, so to speak,
to acquire its own fortune rather than coast on the inheritance of the
preceding generation.

That is all, Mr. Chairman.
Thank you very much, Mr. Funston. I see you are a very effective

gentleman. You can charm the birds right out of the trees.
Mr. FuNsToN. Thank you.
TheCHAMAN. Thank you very much, Mr. Funston.
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Senator DIRKSEN. I have one other question. That is on the carry-
forward of losses at the rate of $1,000 a year, now they have extended
that time period of course, and can carry it into the future, but it does
seem to me that a person who has a given amount of income, but if
he is really to undertake risks in a rather hazardous business, and in
the initial period he has some losses, but he can only recoup those at
$1,000, butMr. Whiskers comes alono and imposes the income tax on
all other income, and it looks to me like there is kind of an inequity
to that, that could well be more equitably adjusted under the House
bill.

Do you have some views on it?
Mr. FUNSTON. Yes, sir. We traditionally have argued that that

figure ought to be $5,000 a year for an unlimited period instead of
just $1,000 for a 5-year period. We would still rather see it $5,000
a year, but we think the $1,000 a year over an unlimited time is a good
step in the right direction. That is why we support it.

Senator DmIKSEN. But it impedes incentive up to the point that in
a hazardous business enterprise a person is not too well inclined to go
into it if he thinks that he is going to lose some money and can only
recoup it over a long period o? years at $1,000 a year.

Mr. FUNSTON. And that is uppermost in the minds of people, and
so some people have said it is a case of "if I do it and make out well,
the Government takes its share; if I don't make out and lose, nobody
shares the loss with me."

Senator DRKSEN. That is the risk.
Mr. FUNSTON. Exactly.
The CHARMMAN. Thank you very much, Mr. Funston.
Mr. FUNSTON. Thank you, sir.
The CHAIRMAN. Our next witness is Mr. Join L. Connolly of the

Council of State Chambers of Commerce. Proceed.

STATEMENT OF JOHN L. CONNOLLY, COUNCIL OF STATE CHAMBERS
OF COMMERCE, ACCOMPANIED BY EUGENE F. RINTA, EXECUTIVE
DIRECTOR

Mr. CONNOLLY. My name is John L. Connolly and I reside in St.
Paul, Minn. I am general counsel of the Minnesota Mining & Manu-
facturing Co. and chairman of the Federal Finance Committee of the
Council of State Chambers of Commerce. I appear before you on be-
half of the 30 State chamber organizations listed at the end of my
statement. I am accompanied-by Eugene F. Rinta who is the execu-
tive director of the Council of State Chambers of Commerce. Very
shortly I will make a statement as to the position of the different State
chambers.

The organizations which I represent here have for several years
contended that our high rates of tax on individual and corporate in-
comes have been a major force in restraining our economic growth.
Accordingly, we are gratified to have the opportunity to testify before
your committee on a tax bill which denotes concurrence with this view
on the part of the present administration and the House of Repre-
sentatives.

This is not to imply that we support the bill before you, H.R. 8363,
without reservation. While this bill is, in our opinion, an improve-
ment in several respects over the legislation proposed by the President,
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it can and should be further improved. In addition to our reserv-a-
tions with respect to a number of specific provisions in H.R. 8363,
we have had serious reservations about supporting a tax reduction
without any plan or other concrete evidence of effective budget con-
trol. Nevertheless, after extended discussion and debate during the
past 15 months, we have decided to support tax reduction at this time
with the hope that if given less money the Government will spend less.

There is listed and appended to our statement a list of the chambers
of commerce that we represent. This begins at page 9 and I will read
the comments of these chambers before preceding with my statement.

The State chamber of commerce organizations endorsing this state-
ment either in whole or in major part are listed below. Specific ex-
ceptions include the following: The Empire State Chamber of Com-
merce does not object as does our statement, to the provisions of the bill
limiting the deduction of State and local taxes. The Ohio, East
Texas, and Virginia Chambers support the statement with respect to
specific features of the bill. However, they take the following ex-
oeptions regarding approval of tax reductions under existing budget
conditions: The Ohio Chamber of Commerce favors tax reduction
only within a balanced budget.' The East Texas Chamber of Com-
merce and the Virginia State Chamber of Commerce favor tax re-
duction provided it is accompanied by an equivalent concurrent re-
duction in Federal expenditures.

(The organizations are as follows:)
Alabama State Chamber of Commerce.
Arkansas State Chamber of Commerce.
Colorado State Chamber of Commerce.
Connecticut State Chamber of Commerce.
Delaware State Chamber of Commerce.
Florida State Chamber of Commerce.
Georgia State Chamber of Commerce.
Idaho State Chamber of Commerce.
Indiana State Chamber of Commerce.
Kansas ,State Chamber of Commerce.
Kentucky State Chamber of Commerce.
Maine State Chamber of Commerce.
Michigan State Chamber of Commerce.
Missouri State Chamber of Commerce.
Montana Chamber of Commerce.
New Jersey Stae Chamber of Commerce.
Empire State Chamber of Commerce (New York).
North Dakota State Ohamber of Commerce.
Ohio Chamber of Commerce.
Pennsylvania State Chamber of Commerce.
South Carolina State Chamber of Oommerce.
Greater -South Dakota Association.
East Texas Chamber of Commerce.
West Texas Chamber of Commerce.
Lower Rio Grande Valley Chamber of Commerce (Texas).
Salt Lake City, Utah, Chamber of Commerce.
Virginia State Chamber of Commerce.
West Virginia Chamber of Commerce.
Wisconsin State Chamber of Commerce.

A At Its Oct. 22. 1963, meeting, the Ohio Chamber of Commerce board of directors
reviewed Its previously established position on Federal fiscal policy and reaffirmed its
stand that Federal income tax reductions designed to spur Job expansion through greater
Investment in modern plants and machines are critically needed for the economic progress
of the Nation. However, it is the conviction of the board of the Ohio Chamber of Con-
merce that such tax reductions should be accompanied by and concurrent with appropriate
lowering of Federal expenditures, should extend to. both personal and business income
levies, and should be as large as possible within a balanced Federal budget.
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Mr. Chairman, you may wonder why there are not more of the State
chambers which take the same position with regard to tax reduction
as the Ohio, East Texas, and V irginia chambers have taken; that is,
insisting on expenditure reduction from present levels before taxes
are cut.

The answer lies in the fiscal record of the last 17 years. Since 1947
we in the Council of State Chambers of Commerce have carried on a
continuing active effort to hold down Federal budget expenditures.
We have examined every single budget since the 1948 budget and have
made recommendations to Congress for reducing them. Unfortu-
nately, we cannot claim any great measure of success in our efforts over
the years with the exception of 1948, 1954, and 1955.

Expenditures have been rising much faster than receipts with the
result that in the 10-year period ending with fiscal 1964 there has been
a net budget deficit of $40 billion. Moreover, a very substantial part
of this spending increase hs been for purposes other than national
defense, interest, space, and international programs. Since 1954
domestic nondefense program costs have risen from $12.2 billion to
an estimated $26.4 billion in 1964. This is an increase of 116 percent.

With this record before us, we can only conclude that there will be
no reduction of present high tax rates in the foreseeable future if we
must wait for tax reduction within a balanced budget. Accordingly,
we have reluctantly come to the conclusion that we must try another
course; that is, the course of attempting to force spending retraint by
cutting tax rates and receipts.

TAX REDUCTION AND EXPENDITURE CONTROL

The State chambers of commerce have for years been active advo-
cates of prudent Federal fiscal policies which would provide for bal-
anced budgets in most years and a balance over the business cycle. In
advocating this course the State chambers, directly and through their
Washington research office, have oiven far more attention to Federal
expenditure reduction and control than to any other Federal issues
with which they are concerned. Consequently, it was with consider-
able doubt that they viewed the wisdom of tax reduction under the
existing budget conditions when the subject was widely discussed a
year ago.

On the other hand, we have had to admit that our efforts on behalf
of economy have not been nearly successful enough to give us hope
that tax reduction within a balanced budget could be attained within
the foreseeable future. But reductions of individual and corporate
tax rates are, in our opinion, so clearly and urgently needed for the
good of the economy that we have decided to support such reductions
despite the present unfavorable budget situation. The few exceptions
to this position taken by individual State chambers have been noted
earlier in this statement.

Ve believe that the statement of intent in section 1 of the bill and
the House debate relating to the section will be useful. We recognize,
of course, that it in no way provides assurance that the Congress or the
President, who has stated accord with the section will malre a deter-
mined effort to restrain Government spending. i it were practicable
to legislate a plan to control and reduce expenditures, we would cer-
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tainly support such legislation. Practically, however, we have little
hope for legislative enactment of budget control or a budget ceiling,
which greatly disappoints us.

Thus, as a last resort, we urge as strongly as we can that the ad-
ministration and the Congress clearly demonstrate their intent to
bring spending under sufficient control to provide for budget balance
at an early date..Such a demonstration should include laying aside
the currently pending new spending measures, elimination of existing
nonessential spending, and reduction of the costs of existing,
lower priority programs. Some real progress has been made toward
this end so far in the current session, particularly in the House. But
much more remains to be accomplished in the remaining weeks of the
Session. We trust that the House will live up to the commitment for
spending restraint that its Members made in voting for the tax bill.

INVESTMENT NEED IS INADEQUATELY RECOGNIZED IN H.R. 8363

Our reservations with respect to the details of H.R. 8363 relate
largely to its unduly heavy emphasis on the side of increasing aggre-
gate dollars in the hands of consumers as compared to increasing flds
and incentives for greater capital investment.

There is little evidence in economic statistics that stagnation exists
at. the consumption level but the data for recent years clearly points to
such a situation with respect to capital investment. Personal income.
disposable personal income, and personal consumption expenditures
have all risen every year since 1956, including the recession years.
Personal savings have also risen steadily with the exception of 1959
and 1960 when they fell off in spite of higher disposable income. On
the other hand, capital investment expenditures reached a peak of
$37 billion in 1957 and that total was not again reached until 1962.

The table in appendix A based on Commerce Department statistics
shows that personal income has risen an average of 4.8 percent each
year since 1956 disposable personal income has risen 4.6 percent on
the average, an consumer expenditures have risen 4.8 percent a year.
Personal savings have risen at the slower average rate of 2.6 percent
and capital investment at a rate of only 1.6 percent. In comparing tie
data for 1962 and 1956, it is noted that gross personal income, dis-
posable personal income and consumer expenditures were all up more
than 30 percent. Capital expenditures reached an all time record
level in 1962 but still were only 6.6 percent above 1956.

The advocates of tax reduction to create additional consumer pur-
chasing power argue that tax reduction to spur investment is not essen-
tial because our industry generally already has overcapacity. For
evidence of overcapacity they cite the fact that many industries are
operating at rates considerably below 100 percent. They ignore the
fact that much of the existing capacity is obsolescent and uneconomic
under current cost and competitive conditions. Secretary Dillion cited
this fact when he testified before the Ways and Means Committee on
May 3, 1961, in support of the investment tax credit. He said:

The average age of our plant today Is 24 years. While this Is an improve-
ment over the Immediate postwar years, our plant Is much older than during
the twenties. Much more serious is the fact that the average age of our busines.-
machinery and equipment has been rising over the past decade. It now average.
more than 9 years, and from 1954 to 1959 the stock of equipment over 10
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years old rose by 50 percent. While no comparable figures are available for
Western Europe, all the information we do have indicates that the plant and
equipment of our friends and competitors are considerably younger than ours.

In addition to the huge potential investment demand in the need for
modernization of our industry, another large potential investment
demand is in the development of new and better products and processes
and new businesses. It is this area in which incentives and availability
of investment funds are particularly inhibited by high progressive
income taxes and high corporate taxes. And it is through investments
for new and better products and processes and for the creation of new
business that the greatest possibility exists for creation of new jobs.
Merely increasing consumer demand for existing products would not
necessarily create a. need for a proportionate increase in employment.

As I have already indicated, we believe H.R. 8363 is too heavily
weighted toward consumption with the benefits to investment probably
being insufficient to accomplish the economic growth objectives of the
bill. In order to correct this situation we urge moderation of the
steep progression in the middle income rates for individuals in the
House bill and meaningful rate reductions for corporations without
any "take back" provisions such as the accelerated payments schedule.
We would suggest that an early objective should be an individual rate
schedule with a top rate not exceeding 50 percent.

STRUCTURAL CHANGES

Exclusive of the table of contents, H.R. 8363 is 304 pages in length.
Title II entitled "Structural Changes" starts on page 28 and continues
to page 277, or a total of 250 pages. The other 54 pages deal solely
with tax rate changes and the declaration of intent of section 1. The
revenue estimates on pages 12 and 13 of the report of the Ways and
Means Committee indicate that the net change in revenues from
structural changes and the minimum .standard deduction for the
calendar year 1965 is an increase of $570 million.

The ad ministration has expressed a sense of urgency about the
prompt enactment of tax reductions. We suggest that an effective
way to accomplish this objective is for your committee to deal only
with the subject of income tax rate reductions and defer to the future
the reconstruction of our tax system. Many of the structural changes
in H.R. 8363, including the minimum standard deduction, are contro-
versial, fit no logical pattern, unnecessarily complicate the tax code,
do not qualify in any true sense as tax reform, and result in no im-
portant net revenue effect.

But if your committee decides that provisions other than rate
changes must be included in the tax rate reduction bill, we submit for
your consideration a brief statement of our views on those changes in
II.R. 8363 that have been considered by our group.

Current payment of corporate tax liabilities: We are opposed to
the provision accelerating the payment of taxes of those corporations
with annual tax liability in excess of $100,000. The schedule of ac-
celerated payments would substantially nullify the benefits of rate
reduction of the next 7 years. The proposal would create difficult
compliance problems for industries with sharp seasonal fluctuations.
In many instances it is hard enough now for calendar year corpo-
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rations even to estimate income by the required September 15 filing
date. In their cases, an April 15 first estimate dated would pose a
virtually impossible problem. We believe the proposal should be
rejected as a measure which largely defeats the purpose of corporate
rate reductions, creates severe compliance problems for seasonally
fluctuating industries, and serves no other useful purpose than to pro-
vide some temporary relief for an adverse budget situation.

Minimum standard deduction: The $300 minimum standard deduc-
tion provision would have the same effect as an increase in the personal
exemption of low-income taxpayers. It would be particularly appli-
cable to part-time wage earners, and we see no reason why they shouldl
not pay some tax. We have long believed that in order to secure the

greatest popular participation in the cost of Government, a policy of
iow exemptions should be continued. We, therefore, urge you to re-
ject the minimum standard deduction.

Repeal of dividend credit: Repeal of the modest relief now avail-
able to investors from double taxation of corporate earnings paid as
dividends- is completely illogical. We certainly agree in the need to
accelerate economic growth but it does not make sense to us to further
penalize an importnt source of capital formation in seeking the ob-
jective. Instead of being repealed, the dividend credit should be
enlarged at the earliest practicable date. This would be a positive
move to encourage more investment in equity capital which is a basic
source of economic growth.

Investment credit: Since the Congress saw fit. to enact the 7-percent
investment credit as a part of our tax structure, we believe that it
should be made more workable. We support the changes voted by
the House, although we were opposed a year ago to the enactment of
the investment credit.

Exclusion of employer-paid premiums on group term life insur-
ance: We are opposed to the provision limiting the exclusion from
gToss income of employer-paid premiums on group life insurance.
Since term insurance accumulates no cash surrender value and the
employee has no control over its cbntihuity, we fail to see how an em-
ployee receives real income from participating in a group contract.
This proroSal would jeopardize manyelongstanding, worthwhile
plans nevertheless, your committee believes that properly taxable
income is derived from employer contributions, then the measure of
income should be the average employer costs for all articipants irre-
spective of age and not the provisions of the House bill.

Sick pay exclusion: We support the House provision limiting The
exclusion from gross income to compensation received for periods of
illness beyond the first 30 days.

State and local taxes: Limitation of deduction of State and local
taxes to property taxes, income taxes, and general sales and use taxes
is opposed as discriminatory with respect to States which rely heavily
on other types of taxes. In due course, this provision would force
affected States to change their tax systems and defeat the purpose
of the limitation of deductions. We also oppose the repeal of section
164(b) (5) (B) which permits deduction of taxes levied for local in-
provements if certain conditions are met.
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Personal casualty losses: We support the provision limiting deduc-
tion of casualty losses to the extent each loss exceeds $100.

Moving expenses: We support the objectives of the moving expense
provisions of the House bill, but the provisions in the bill should be
expanded to cover all legitimate costs incurred by new or existing
employees in moving to a new job assignment. We also recoimnend
that the loss reimbursement in connection with the sale of a home by
reason of a job transfer be considered as a capital transaction. We
feel that the moving expenses should be broadened to take in all legiti-
mate expenses incurred by an employee moving from one location to
another, whether he is presently employed by the company or is a new
employee.

Stock options: Provisions amending existing rules with respect to
stock options and stock purchase plans are acceptable with certain
exceptions as follows: The existing 10-year period for exercise of
stock options and purchases should be retained; the first in, first out
rule in the bill for exercise of the outstanding stock options should be
eliminated; the holding period should not exceed 2 years; and gains
on stock options held over 2 years should be treated as class A capital
gains if the capital gains provisions of the bill are enacted. The
effective date should be the date of enactment.

Aggregation of oil and gas properties: We take the position that
no action should be taken in the depletion area pending the conclusion
of the full study which the President has recommended. If, however,
your committee believes it must reverse the 1954 rule regarding aggre-
oaations of oil and gas properties, we believe such change should not
te given retroactive effect. In other words, aggregations permitted
beginning in 1954 and extending through 1963 should he continued
for future tax computations.

Iron ore royalties: We do not favor the bill's provisions extending
capital gains treatment to iron ore royalties.

Capital gains and losses: Reductions of the maximum rate and the
inclusion percentage are steps in the right direction, but these pro-
visions are accompanied by considerable complications in the treat-
ment of capital gains. The rate and inclusion reductions should be
effected in connection with present capital gains provisions. Indefi-
nite carry-forward of losses for individuals is desirable and it should
also be granted to corporations.

Consolidated returns: We support the provision for repeal of the
2-percent penalty tax on consolidated returns. We also believe that
the existing provision for taxation to a recipient corporation of 15
percent of the dividends from a domestic corporation should bere sealed.

multiple surtax exemptions: We oppose the levying of a penalty
tax of 6 percent on the first $25,000 income of affiliated corporations
when consolidated returns are not filed. The penalty tax would tend
to discourage investments in new small businesses and would adversely
affect many existing small businesses which, though related in own-
ership, are separately incorporated and operated for legitimate business
reasons. That concludes my statement.

24-582-68--pt. 2- 82
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(The attachment referred to follows:)

APPENDIX A

BILLIONS OF DOLLARS

Personal Disposable Personal Personal Capital
Calendar year income personal consumption savings investment

income expenditures expenditure .

1956 ----------------------------- 332.9 292.9 269.9 23.0 35.1
1957 ---------------------------- 351.4 308. 8 286.2 23.6 37 0
1958 ---------------------------- 360.3 317.9 2293.2 24.7 30 'I
1959 ----------------------------- 383.9 337.1 313.5 23.6 32
1960 ----------------------------- 400.8 349.4 328.5 20.9 35.
1961 ----------------------------- 416.4 363.6 338.1 25.6 344
1962 ---------------------------- 440. 5 382. 7 356. 7 26. 0 37.4

PERCENTAGE INCREASES OVER PRECEDING YEAR

1956 ------------------.------------------------------------------------
1957 over 1956 -------------------- 5.6 5.4 5.7 2.6 .4
1959 over 1957 .......------------------- 2.5 2.9 2.8 4.7 -17 6
1959 over 1958 -------------------- 6.6 6.0 6.9 -4.5 6 6
1960 over 1959 -------------------- 4.4 3.6 4.8 -11.4 4.S
1961 over 1960 -------------------- 3.9 4.1 2.9 22.5 -3 6
1962 over 1961 -------------------- 5.8 5.3 5.5 1.6 s,7

Average ------------------- 4.8 4.6 4.8 2.6 1.
1962 over 1956 -------------------- 33. 7 30. 7 32. 2 13. 0 6. b

Source: Economic Report of the President, January 1963, tables C. 15 and C. 34.

The CHAIRMAN. Thank you, Mr. Connolly. Any questions? Thank
you.

The next witness is Mr. Walter E. Hoadley of the Armstrong Cork
Co.

STATEMENT OF WALTER E. HOADLEY, VICE PRESIDENT AND
TREASURER, ARMSTRONG CORK CO., ACCOMPANIED BY JESSE R.
SMITH, WASHINGTON COUNSEL

Mr. 1IOADLEY. Thank you, Mr. Chairman and members of the com-
mittee. My name is Walter E. Hoadley, vice president and treasurer
of the Armstrong Cork Co., of Lancaster, Pa. I have with me Mr.
Jesse R. Smith, our Washington counsel. I also serve as chairman of
the Federal Reserve Bank of Philadelphia and as a professional econ-
omist. My statement today, however, is as a representative of my
company and not as a Federal Reserve official.

Much of what is here has already been said by many of the previous
men who appeared before this committee.

Armstrong is a manufacturer of resilient flooring and building
materials, consumer products, industrial specialties, and packaging
materials. It has annual sales in excess of $325 million, total assets
of over $230 million, 17 plants in 12 States, with subsidiaries located
in a number of countries of the free world. Our total employment in
the United States is more than 16,000, with an additional 3,000 abroad.
We have 14,000 shareholders.

I want to thank the committee personally and on behalf of Ar-
strong for the privilege of appearing here today to present our views.
We have a deep and continuing interest in the work of the Congress
and great respect for the sincerity and dedication with which Memn-
bers of this body approach their work.
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May I say at the outset that we do not claim to be expert on all phases
of such a complicated piece of legislation as the tax bill you now have
under consideration. Therefore, it will be my intention to comment
brifely only on certain specific aspects of the measure and on its prob-
able general economic effects. The nature of my remarks, as you will
see, will indicate our endorsement of the principle that tax legislation
should seek to raise revenue for essential Government programs rather
than to achieve social reform.

There is widespread agreement now that our present tax system is
a major deterrent to acceleration of national economic growth and that
a tax reduction is needed in order to reinforce personal and corporate
incentives. We certainly agree with this viewpoint because we feel
that, present tax rates place a severe penalty upon success and materi-
ally reduce desire to make added investments. Thus, we firmly be-
lieve the work you have at hand is vital to the future growth of the
country. An important secondary objective of new tax legislation
should be to simplify our tax system which is most complicated. We
trust you will work in this direction in your examination of H.R. 8363.

A tax cut per se is not an economic panacea. If it is in an appropri-
ate form it can help spark increased effort. ingenuity, and risk taking.
In considering tax-rate reduction, we recognize that there are sharp
differences in theory and opinion as to the best course of action to
achieve faster economic growth. On the one hand are those who be-
lieve in the so-called purchasing power theory which holds that in-
creasing spendable income in the large, lower income group is the
most elective way to stimulate economic growth. On the other hand
are those who are convinced that the best way to promote faster and
sustainable growth is to increase incentive to investment and job
creation. We at Armstrong recognize some validity in both theories.
But we contend that revitalized investment incentives will provide
the most enduring stimulation to bring about the kind of growth
needed for the years ahead. This can be accomplished most practically
and immediately by a substantial tax reduction.

A tax cut will, of course, mean some temporary loss of revenue,
which must be carefully weighed in projecting the future level of
Government expenditures. Genuine restraint ii Government spend-
ing will be required because continued deficits adversely affect con-
fidence in the soundness of the dollar both at home and abroad. For
example, at present a fairly large segment of the general public seems
to be concerned about the future financial position of the United States
in light of the continued outflow of gold.

The contention that. Government spending and Federal deficits will
prod-uce sustainable faster economic growth is not very well supported
by the record. We have not noticed that they have had a sustained,
stimulating effect upon our market opportunities. Rather, the Arm-
strong Cork Co. and most other companies manage to grow profitably
by carefully reviewing the investment possibilities available :at pre-
vailing tax rates and by selecting those projects that offer a satisfactory
return and reasonably rapid payout.

After commenting on certain specific aspects of H.R. 8363, I want
to return to this general topic briefly and discuss some broader impli-
cations of a tax cut at the present time as well as the need for further
restraint in Government spending as they relate to our Nation's eco-
lomic future.
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While nearly everyone agrees that our Federal income tax rates are
too high, there is little or no agreement as to how much and what kind
of tax rate relief is needed. We believe the country's long-range wel-
fare requires a more substantial reduction in both individual and
corporate rates than is contained in H.R. 8363.

To provide adequate financial reward for the saver, the investor,
the innovator, and the risk taker, a market enterprise society must
permit them to retain a sufficiently large portion of the fruits of their
endeavor to make expanded effort and isk taking worthwhile. While
we would not presume to specify the exact amount of reduction needed,
the amount provided in H.R. 8363 falls far short of the reductions
recommended by a large majority of tax authorities who have given
the matter serious study. But even this reduction is an important
start and is helpful, provided we recognize that it is only a start.
Further reduction in Federal income tax rates is a necessity if we are
to expand our economy not only to keep pace with the growing needs
and demands of our population, but also to improve our international
competitive and balance-of-payments position. We would hope the
bill and the report of the Finance Committee will recognize the prin-
ciple that further cuts in personal and corporate income tax rates are
needed as part of a long-range program of tax revision.

We feel strongly on this matter because we know that a meaningful
tax reduction will stimulate investment, and hence economic growth
and employment. The greatest shortage in the United States now
is in the number of new, profitable ideas at existing tax rates.

Our company's evaluation of capital expenditure projects, or our
incentive to commit cash, rests largely on the anticipated level of
return on capital employed (the ratio of net profit after taxes to total
assets employed). Accordingly, we are convinced that capital invest-
ment incentives increase as corporate tax rates are reduced. We know
of no other more powerful economic force for. expansion than to make
existing and contemplated investment projects more profitable by a
sharp cut in the corporate tax rate.

Similarly, high personal income tax rates reduce incentives for in-
dividuals to work and be productive. It has been the experience of
many business organizations that capable individuals sometimes re-
fuse to accept more responsible, higher paying positions for income
tax reasons.

Nor does the repressive influence of our present tax structure stop
here. We depend on hundreds of wholesalers and thousands of re-
tailers, virtually all small businessmen, to distribute a major portion
of our product lines. Armstrong, as a manufacturer and employer,
can expand and create additional employment only to the extent that
our distribution keeps pace. Time and time again in recent years, we
have had distributors, dealers, and contractors tell us that further
risk taking investment to expand was just not worth the effort as they
reached the point where tax disincentives began to exert a negative
influence.

As a nation we now face a rather sobering question-how can we
hope to accelerate economic growth as long as (1) numerous success-
ful small business managements see little point in trying to expand
because of the high toll of personal taxes and (2) larger corporation
managements, despite a strong desire and available funds to expand,
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confront a lack of investment opportunties that will be profitable at
prevailing tax rates, not to mention strong antibigness campaigns in
government? So long as this situation persists, the outlook for ac-
celerated national growth must remain limited.

One other comment should be made concerning tax rate reductions.
The amount of reduction proposed for the middle income brackets
seems insufficient to give a satisfactory financial incentive to this group
that has great influence upon the potential. growth of our economy.
iMoreover, the proposed rates in the middle income brackets are more
steeply progressive than in other brackets. Additionally, the maxi-
mum rate is still too high.

Turning now to some other features of the bill.
Section 201 would eliminate, over a 2-year period, the present 4-per-

cent dividend credit while increasing the dividend exclusion from $50
to $100. The dividend credit has represented a small effort to mitigate
the unfairness of double taxation of corporate profits. Rather than
eliminate the dividend credit, this tax bill, we believe, should grant
broader relief by increasing the amount of the credit and by providing
for eventual elimination of the personal income tax on dividend income.

In this manner we could revitalize investment incentives and help
establish the tax climate for a larger dollar volume of investment
which is needed to provide jobs for our rapidly growing, labor force.
The proposed increase in the dividend exclusion is helpful, but alone
will not provide sufficient relief from double taxation or any apprecia-
ble new stimulant to large-scale investment of risk capital.

On another provision of the measure-we are pleased that the tax
bill passed by the House has eliminated a troublesome provision with
regard to the 7-percent investment credit. Under this amendment,
taxpayers will no longer be required to reduce the basis of depreciable
property by the amount of the credit. The original provision was in-
serted in the Revenue Act of 1962 by the Finance Committee for the
very understandable purpose of reducing revenue loss, especially in a
deficit year. However, the adjustment to the basis required under
the 1962 bill created many difficult problems, particularly for multi-
state corporations listed on the stock exchanges. These problems were
rendered much more complex by a conflict in accounting treatment of
the adjustment as determined by the Securities and Exchange Com-
mission and the Accounting Principles Board of the American In-
stitute of Certified Public Accountants. Moreover, a lack of uniform-
ity among State tax authorities in the treatment of the investment
credit and the adjustment to the depreciation base made the filing of
State income tax returns most difficult. Section 202 of the House-bill
removes this problem and should be upheld.

The next section of the Revenue Act of 1963 deals with group life
insurance. This section, in our judgment, is most unfortunate. roup
term life insurance partly paid forby the employer has become a com-
mon corporate practice throughout the Nation. It is a practice which
has been encouraged by government, industry, and labor-and rightly
so, because it provides at low cost a measure of protection for millions
of families against the economic loss arising from the death of the
principal family income producer. It is difficult for us to understand
Why this socially desirable protection has been singled out for attack.
If the purpose of section 203 of the bill is to curb those plans which
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heavily favor a few individuals, then the many members of plans with
equitable coverage are being unfairly treated. Would it not be better
to substitute a multiple of annual earnings--such as two or two and a
half times annual earnings-for the $30,000 limitation?

Turning now to the subject of stock options. Mr. Smith has testi-
fied before this committee back in July 1961 on stock options. Our
position at that time is the same now. We believe that properly
drafted and approved restricted stock options exert a strong positive
influence for growth. Our restricted stock option plan at Armstrong
has proved to be a highly effective management incentive. Coupled
with our emphasis on return on capital employed, it has contributed
materially to our record of profitable growth. We have issued stock
options to over 300 people, which indicates ours is a broadly based
plan. More than 90 percent of the stock purchased by these manage-
ment people is still owned by them.

In the light of this experience, our reaction to the provisions of
H.R. 8363 dealing with stock options is somewhat mixed. Certainly
no one should quarrel with the requirement that stock option plans
be approved by the stockholders. Armstrong's plan, as is the case
with plans of most responsible companies, has had such approval.
Furthermore, it is reasonable that the option price should be not less
than the market price on the date of the grant of the option.

However. the provision which cuts from 10 to 5 years the period
during which the option may be exercised, in our view. will materially
reduce the effectiveness of the option as an incentive to management
for top performance. The value of an option depends upon the mar-
ket value of the stock, which in turn must depend, over any extended
period of time. on the company's performance. And performance is
dependent, to a large extent on the efforts of management-the people
who hold the options. It commonly takes more than 5 years for the
efforts of optionees to be translated into improved company perform-
ance that is reflected in the market price of the stock.

The reduction from 10 to 5 years would also penalize the able
younger members of management who are on their way up. They are
not men of independent means. It is no secret that many take up
their options with borrowed funds because of the difficulty of saving
the necessary money over a 10-year period. A reduction to 5 years
would make it still more difficult for them and force many, doubtless.
to sell their shares rather than hold them. This defeats one of the
prime purposes of option plans; namely, to encourage management to
gain a permanent, proprietary interest in the business.

In addition, we think that'it is harmful to require a holding period
of 3 years for stock acquired under an option. The purchase of stock
inevitably involves financial risk, and to require an optionee to hold
his stock* for 3 years or else suffer punitive tax treatment is unreason-
able. In the interest of tax law simplicity, the holding period should
be limited to the 2-year holding period which the bill would require
for class A capital gains and losses. Thus we can avoid a proliferation
of categories of capital gains and losses.

With respect to section 219 of the bill which creates new class A
capital g-ains and losses, I should like to say that we regard this as a
desirable amendment. Not only does it provide some measure of tax
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rate relief, but it should have some healthy effect in making stocks
more readily available in the marketplace.

As I indicated earlier, I would like to return now to an examination
of the need for restraint in Government spending along with a tax cut
in order to assure the steady progress of our economy.

There is growing alarm in many business and financial quarters in
this country and abroad over the high and rising level of Government
expenditures and the resulting large and persistent Federal budget
deficits. Deficits now do not per se result in inflation now. The rec-
ord clearly shows this. For example, we have had an almost un-
interrupted succession of deficits in recent years but have not had
inflation in terms of scare buying and rapidly rising prices. Instead,
we have had surpluses of goods and many price declines. The reason
essentially is that we have had excess capacity and intense sales com-
petition on all sides.

However, chronic Federal deficits certainly set the stage for in-
flation to occur at some time in the years ahead when the right con-
ditions prevail. It might be said that by piling up deficit upon deficit
we are steadily packing the cellar with economic and psychological
dynamite. The right conditions could put a fuse to this explosive.

What might be the right circumstances for this to happen? There
are many. but the most important are: First, loss of confidence: that
is, when the public begins to think it should convert money into goods
as a hedge against future loss of purchasing power; and, second, basic
shortages in goods resulting from demand having more than over-
taken capacity, aggravated by the loss of confidence just mentioned.

iat are the chances that these things will happen? Let's take a
look at the future to examine some of the forces that seem likely to
be operating during the balance of this decade.

Wre see a rather mixed economic picture for the United States, with
the outcome of the tax legislation now before this committee of more
dhan passing significance.

Despite many pressing problems, this country's underlying eco-
nomic strength currently remains great. The most convincing evi-
dence of strength is the success our economy has had in resisting
severee postwar adjustments. This has been especially true since 1957.
when certain conditions have prevailed which historically could have
been expected to cause a deep recession or even a depression: for
example, the virtual absence of shortages, lower family formations.
obviously excessive agricultural and industrial capacity, diminished
investment returns on private capital, greatly intensified international
competition, and lessened world confidence in the dollar. In short,
the Nation has thus far succeeded in bringing successfully a major part
of what, might be termed a "valley of potentially serious postwar
adjustment."

In our judgment, a resurgence of natural growth factors now looms
on the horizon in the second half of this decade. In our opinion,
there will be a rising need for more basic industrial capacity within
the next 2 or 3 years. Indeed, some modest improvement in plant
and equipment expenditures is already underway. Replacement de-
mand arising out of early postwar purchases of durable goods is grad-
Ually assuming important market dimensions. Famlfly formations
are starting to increase. Enlarged research programs in recent years
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are foreshadowing a stepped-up flow of new products and processes,
thus accelerating the rate of obsolescence and replacement buyig.
However, these developments, though encouraging, are not likely to
assume major growth proportions for a while.

In the meantime, it is essential that the moderating but still con-
siderable forward momentum currently evident in the economy not be
lost. It now appears to us that national economic gains in 1964
very likely will be less than those being achieved in 1963-which in
turn are almost certain to be smaller than the advances made in 1962.

While there is widespread optimism toward general business pros-
pects next year, there appears to be somewhat less confidence now
than ever a few months ago, and a few signs of potential weakness
must not be ignored; for example, in consumer credit, in scattered
areas of the building industry, and in international trade with its
adverse balance-of -payments overtones. Reports from our representa-
tives in Western Europe also indicate some definite slowing in the rate
of economic advance there. Any convergence of economic adjustment
forces at home and abroad obviously would pose a more serious threat
to U.S. growth and stability than we have faced since the end of World
War II.

One of the principal factors contributing to both the economic gains
and business confidence this year is that plans for 1963 were made
conservatively a year ago in an atmosphere of international tension
as well as concern about near-term domestic business prospects. "Beat-
ing" corporate sales and profits budgets, such as has occurred widely
this year, has been a significant psychological stimulant to improved
business and employment in 1963. Perhaps equally important, an-
ticipation of tax relief by early 1964, in our opinion, has caused many
individuals and business firms to make spending decisions earlier and
on a somewhat greater scale. Consequently, failure of the Congress
to enact tax reduction legislation in the next few months is almost
certain to cause some psychological letdown and economic slowdown
across the country.

The danger is not that a moderate advance will fail to materialize
next year, but rather that exaggerated expectations of gains will lead
to disappointment and eventually to cutbacks in operations and em-
ployment late in 1964 and also in 1965 if signs of weakness begin to
accumulate. The most effective answer to this problem, we think,
is to be found in public policies which strengthen personal and busi-
ness incentive and which build confidence at home and abroad. Tax
relief legislation which will fulfill these objectives can do a great deal
(1) to prevent our economy from dropping into what still remains of
the valley of potentially serious postwar adjustment and (S) to assure
a more accelerated rate of growth over the longer term period ahead.

At the same time we must have more positive assurance of economy
in Government and restraint in spending than have been &iven thus
far. We need a tax cut to increase private incentive and aso a curb
on Government spending to increase private confidence in the future
of the dollar.

Stated in its simplest terms, this seems to be the situation. Short-
ages do not yet exist, but demand is gradually catching up with
capacity. If we do not meet fufly the substantial needs for additions
and improvements to capacity tobe required in the next few years-
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by the time the strong natural growth factors mentioned earlier come
into play in the last half of this decade--we will have set the stage for
a new wave of inflationary psychology and speculation which can
undermine our economy. We will, in effect, be dropping the fuse into
that basement full of "deficit" dynamite. We could well have a tre-
mendous inflationary surge, followed by a deep and far-reaching
economic adjustment which no one wants.

We believe that the best way to protect against future shortages,
and thus to prepare against this eventuality, is to begin a program
of substantial tax reduction soon as an inducement to invest in added
and improved capacity-all in an atmosphere of curbed Government
expenditures and rising confidence.

We fully appreciate that this committee does not have responsibility
for the control of Federal spending, but the individual members com-
prise one of the most influential groups in the Congress. Our concern
is that we do a better job of balancing Federal revenues and expendi-
tures while encouraging private individuals and businesses to spend
and invest more in growth accelerating projects. Achievement of this
twofold objective will minimize the threat of economic instability,
strengthen our economy to meet Communist competition, help our
balance-of-payments problem, and work toward a constantly improv-
ing standard of living for all of our people.

Thank you.
The CHAIRMIAN. Thank you very much.
Any questions?
Senator LONG. I have read your full statement before you testified,

Mr. Hoadley, and I think you have made a very good statement.
It is very firm and very concise.

I don t know whether the theory you have advanced might a ppeal
more to a businessman. I noticed that President Eisenhower hadsug-
gested that we should reduce the number of troops in Europe. If we
do that, that would probably in itself solve our balance-of-payments
problem that has been completely out of control for the past several
years, would it not?

Mr. HOADLEY. Sir, I happen to be serving on an eight-man committee
for the Budget Bureau, and the White House, reviewing the balance-
of-payments statistics.

My quick reaction is that the review we have made so far leaves a
good deal still unanswered in respect as to the measurement of the
problem and the nature of the magnitudes involved.

I doubt seriously whether any development or recommendation per
se is likely to solve the balance-of-payments problem per se. The
suggestion to which you refer is one which obviously can be made only
by an individual who is knowledgeable in the field of our defense.

As a layman I would say if this is a development on which we can
have reasonable assurance, obviously this would be a factor of some
consequence. I am impressed, however, with the number of con-
tentions as to what the effect is of many of our expenditures or alleged
expenditures overseas as far as the American economy is concerned.

In short, what I am saying, Senator, is that in business when we
have a problem of a deficit or a potential deficit. we establish quickly
primities as to what we can do and whut we can't do. I strongly recom-
mend that we not try to solve the problem as it were by one simple
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solution, but rather we assign priorities in the judgment of the people
best able, and proceed to take action on that score. This may well be
one of the high priorities. I am in no position to say personally, al-
though I would hope it would be true.

Senator LONG. Although I am not a member of the same political
party as General Eisenhower, it has always been my feeling that the
number of troops we are keeping over there in Europe was very ex-
cessive, and that of course in the field of foreign aid my general feel-
ng has been that we shouldn't do anything that they are not capable

of doing for themselves.
Now, if we leave one or two divisions over there equipped with

atomic weapons to back up what, those people can provide, it seems to
me that they could provide the overall manpower. Likewise, I suppose
you know that we still have about $400 million for Western Europe in
this foreign aid bill, just sort of by force of habit.

Europe already has enough dollars to empty Fort Knox, but we
have about $400 million more for them in this bill. They ought to
have a foreign aid program for us the way things are going. Yet we
still have $400 million increment in the foreign aid program for them.

Mr. HOADLEY. I share your view, sir, very strongly.
Senator LONG. I don't know where all these economies could be

made, but I know on one occasion this Senator had the opportunity
to serve as chairman of a subcommittee involving military constnic-
tion, and with the aid of some engineers we managed to reduce about
23 percent of that construction budget, and challenged them to show
us where that would impede defense in the slightest, and they were
not able to do it.

They could talk in general terms, but when you say. "Show us a
single reduction that will keep you from. doing something" they
couldn't show it. So there are a lot of possibilities in this budget for
major reductions if someone really makes up hisrmind he is going to
do it? Aren't there?

Mr. HOADLEY. I think that is certainly a very constructive attitude
and very businesslike, we would say, from the point of view that I am
reflecting this morning.

Senator IONG. Thank you very much.
The CHAIRMAN. Senator Bennett?
Senator BENNETT. No questions.
The CHAIRMAN. Thank you very much, Mr. Hoadley.
Mr. HOADLEY. Thank you, sir.
The CHAIRMAN. The committee will adjourn until 10 o'clock Mon-

day morning.
Thank you.
(W1hereupon, at 1:15 p.m., the committee was in recess, to reconvene

at 10 a.m., Monday, October 28,1963.)
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Mr. LONG of Louisiana, from the Committee on Finance, submitted
the following

REPORT

Together with

INDIVIDUAL AND MINORITY VIEWS

[To accompany H.R. 8363)

The Committee on Finance, to whom was referred the bill (H.R.
8363) to amend the Internal Revenue Code of 1954 to reduce indi-
vidual and corporate income taxes, to make certain structural changes
with respect to the income tax, and for other purposes, having con-
sidered the same, report favorably thereon with amendments and
recommend that the bill.as amended do pass.

I. SUMMARY

This bill, H.R. 8363, the Revenue Act of 1964, provides $11.6
billion of tax reduction scheduled over a 2-year period, the bulk of the
relief, however, becoming effective within a month of enactment.
The bill will cut back on excessive tax rates which unnecessarily

--restrain individual and business incentives, it will provide the in-
creased consumer and business purchasing power to assure continued
expansion' and it will improve the equity of the tax system.

(a) Revenue.-The bill when fully effective in 1965 will reduce tax
liabilities of individuals by $9.2 billion and of corporations by $2.4
billion. At constant income levels the bill would reduce receipts by
$1.9 billion in fiscal year 1964 and $8.4 billion in fiscal year 1965 (in-
cluding the $1.9 billion reduction from 1964). Taking into account
the effect of this reduction in increasing private expenditures and
income, the net effect on revenues is expected by the Treasury De-
partment to be a reduction of $1.7 billion in fiscal year 1964 and $4.3
billion in fiscal year 1965.
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(b) Rate reduction.-
1. lndividual.-As in the House bill, individual rates are reduced

from the present range of 20 to 91 percent to a new range of 16 to 77
percent in 1964 and to 14 to 70 percent in 1965. The bill provides
that the withholding rate, presently 18 percent, will be reduced to
14 percent, effective within a week after enactment.

2. Corporate rate.-As in the House bill, the tax rate for corpora-
tions in 1964 is reduced from 52 to 50 percent and is further reduced
in 1965 to 48 percent. In addition, the rate applicable to the first
$25,000 of corporate income beginning in 1964 is reduced from 30
percent to 22 percent. Furthermore, corporations are placed on a
full pay-as-you-go basis so that ultimately all of their tax liability
above $100,000 is to be payable in the year in which it is earned.
This is achieved over a 7-year period so that it will not increase cor-
porate cash outlays for tax payments in any year of the transitional
period.

(c) Structural changes.--In addition to rate changes the bill
provides a number of provisions designed to increase the equity of the
present tax law. Some of these increase and others decrease the
revenue. The major items are:

1. Minimum standard deduction.-The bill provides that each
taxpayer may have a minimum standard deduction of $300 plus $100
for each additional exemption. This relieves from tax all single
individuals with incomes up to $900, and all married couples with
incomes up to $1,600.

2. Dividend credit and exclusion.-The 4-percent dividend re-
ceived credit is reduced by the bill to 2 percent for 1964, and repealed
for subsequent years. The $50 dividend exclusion is increased to $100
for 1964 and subsequent years. In practical effect, this increase is
from $100 to $200 for married couples.

3. Retirement income credit.-The bill provides that in com-
puting the retirement income credit the limit on retirement income
is to be raised from $1,524 to $2,286 in certain cases where a joint
return is filed.

4. Investment credit.-In the case of the investment credit, the
bill (a) repeals the provision requiring a 7-percent downward adjust-
ment in the basis of property eligible for depreciation to the extent
that the investment credit applies; (b) prevents regulatory commis-
sions in certain cases from requiring the "flowthrough" of the benefits
of the investment credit to the customers of regulated industries; and
(c) makes other revisions in the investment credit.

5. Group term insurance.-The bill limits the employee exclu-
sion for premiums on group term insurance furnished through the
employer to premiums paid for the first $70,090 of coverage.

6. Sick pay exclusion.-The bill restricts the sick pay exclusion, of
up to $100 a Week, only to those who are absent from work for more
than 30 days (and makes the exclusion available only for the period
beyond that time).

7. Sale of residence by aged taxpager.-The bill provides an
exclusion from the t&x base for the gain attributable to the first
$20,000 of the sales price of a personal residence in the case of an
individual aged 65 or over.

8. Deduction of certain State and local taxes.--The bill denies
a deduction in computing income subject to Federal tax for State and
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local taxes other than property, income, general sales taxes, gasoline,
and auto license (the principal taxes for which a deduction is denied
are alcoholic beverage, cigarette, and selective excise taxes).

9. Casualty loss deduction.--The deduction for personal casualty
and theft losses is limited to the amount in excess of $100 per loss
(similar to "$100 deductible" insurance).

10. Charitable contribution deduction.--Several changes are
made in the charitable contribution deduction: (a) The 30-percent
maximum deduction is made available generally for contributions to
publicly supported organizations other than private foundations;
(b) the 2-year carryover of charitable contributions for corporations
is extended to 5 years; (c) a 5-year carryover is provided for individuals
with respect to contributions to publicly supported organizations;
(d) the unlimited charitable deduction is restricted to contributions
to publicly supported organizations; and (e) charitable contributions
deductions for future interests in tangible personal property are
denied until the gifts are completed.

11. Foreign expropriation losses.-The bill permits a taxpayer
which has sustained a substantial foreign expropriation loss after 1958
to carry over that portion of a net operating loss arising from the
foreign expropriation loss for 10 years without any carryback.

12. Medical expense deduction.-The 1 percent limitation, or
floor, on medicines and drugs which must be taken into account in
determining deductible medical expenses is made inapplicable where
the taxpayer or his wife is over 65 and also with respect to such
expenses for dependent parents over 65.

13. Child-care expense deduction.-The child-care deduction is
revised (a) to make it available in the case of a wife who is incapaci-
tated; (b) to make it available with respect to care for children up to
age 13 (instead of 12); (c) the maximum deduction allowable where
there are two or more children is increased from $600 to $900, and to
$1,000 where there are three or more children; and (d) the present
iinh on the family income in the case of a working wife is raised from
$4,500 to $7,000.

14. Moving expense deduction.-A deduction for certain moving
expenses-transportation of the household goods and the persons
involved, and also their meals and lodging while in transit-is allowed
for employees who are not reimbursed for these expenses and also for
new employees (an exclusion for these items is already available in the
case of old employees who are reimbursed). Old employees who are
reimbursed for certain costs and losses in connection with the sale of
their old home, occasioned by a move, are permitted to treat the reim-
bursement as sale proceeds rather than compensation.

15. Political contribution deduction.-The bill allows individ-
uals a deduction, limited to $50 a year ($100 on a joint return) for
contributions to any political candidate or political committee to
further the candidacy of individuals.

16. Intercorporate dividend deduction for certain afiliated
groups.-Tho bill provides that certain affiliated groups eligible to
file a consolidated return, but not doing so, may take under certain
conditions a 100-percent deduction for intercorporate dividends
received from other members of the group if the group agrees to be
treated as a single entity for certain purposes, such as the surtax
exemption.
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17. Face amount certificate companies.-The bill provides that
a "face amount certificate company" shall not be subject to disallow-
ance of a deduction on interest paid with respect to face amount
certificates under section 265(2) of the code (relating to interest in-
debtedness to carry tax-exempt bonds on tax-exempt income) to the
extent that tax-exempt obligations do not constitute more than 25
percent of the average of the total assets.

18. "Bank loan" insurance.-An interest deduction is denied
for amounts borrowed under a systematic plan to pay premiums on
life insurance (certain exceptions are provided).

19. Corporate reorganizatlons.-The bill provides tax-free status
to a stock-for-stock reorganization, where the corporation acquiring
the stock exchanges either its voting stock or the voting stock of a
corporation which is in control of the acquiring corporation.

20. Travel expense deduction.-The bill repeals the rule, adopted
in 1962, which disallows a portion of travel expenses for certain busi-
ness trips which are combined with a vacation.

21. Pension plans.-The bill permits retroactive qualification for
certain pension plans under multi-employer collective bargaining
agreements. It also permits a U.S. corporation to extend coverage
under its qualified pension, profit sharing, etc., plan to certain U.S.
citizens employed by subsidiaries operating outside of the United
States.

22. Stock options.-The present tax treatment of employee stock
options is further restricted, the principal additional restrictions be-
ing: (a) the stock when acquired must be held for 3 years or more;
(b) the option must not be for a period of more than 5 years; (c) the
option price must at least equal the market price of the stock when
the option is issued; (d) stockholders' approval for the options must
be obtained; and (e) the extent to which new options may be exercised
when the old options are outstanding is restricted. Separate tax
treatment is provided for employee stock purchase plans which are
available to all employees on a nondiscriminatory basis under, rules
which are substantially the same as under present law.,

23. Installment methad.-The bill treats all revolving credit
sales as installment sales for tax purposes and also treats time pay-
ment charges as installment sales.

24. Deduction of contested liabilities.-The bill would allow a
deduction for the taxable year in which a taxpayer pays a tax or other
liability, even though he contests the liability. -

25. Interest on certain deferred payments.-Where property is
sold on an installment basis and either no, or very low, interest is
charged on the installments, the bill provides that an appropriate
amount of each installment is to be treated as if it were an interest
payment.

26. Personal holding companies.-The percentage of passive
.income which may result in a company being classified as a personal
holding company is reduced from 80 to 60 percent and amendments
are made so that the tax cannot be avoided by using rental income
or oil or gas or mineral royalties (or working interests) to shelter
substantial amounts of investment income, such as dividends and
interest, from the personal holding company tax. Other restrictive
amendments are also made. Relief is provided for those companies
which are not now personal holding% companies, but which would be
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under the new definitions. They are permitted favorable liquidation
treatment in certain cases and also permitted a deduction, in comput-
ing the personal holding company income, for paying off existingdebts.

27. Aggregation of oil and gas properties.-For the future, oil
and gas leases or acquisitions are no longer to be aggregated in deter-
mining what constitutes a property for purposes of computing the
percentage depletion deduction.

28. Iron ore royalties.-The bill provides capital gains treatment
for certain domestic iron ore royalties.

29. Life insurance companies.-The bill makes three changes
with respect to the income tax of life insurance companies: (1). It
removes the requirement of pitesent law that life insurance companies,
and mutual insurance companies electing to be taxed on investment
income only, are to ratably accrue market discount on purchased
bonds as ordinary income; (2) it extends to 1962 the rule for deducti-
bility of certain distributions to shareholders pursuant to certain
mutualization plans; and (3) it assures deductibility of qualified
pension plan contributions of mutual insurance companies.

30. Regulated investment companies.-The bill amends the
regulated investment company provisions (1) by increasing from
30 to 45 days after the close of the taxable year the time for giving
certain n6tices to shareholders, and (2) by providing that distributions
by a unit investment trust liquidating an individual's interest are
not to be considered as giving rise to capital gains tax with respect
to interests of other investors still in the trust.

31. Foreign tax credit on mineral operations.-The bill pro-
vides that any excess foreign tax credit which arises from mineral
extraction, because of the percentage depletion allowance under
U.S. law, may not be used to offset U.S. tax on income not related to
mineral extraction, processing transportation or marketing.

32. Sale of depreciable real estate.-In the case of real estate
sold in the future, any depreciation deductions, generally to the
extent these deductions exceed depreciation allowable under the
"straight line" method (to the extent of the gain), will be treated by
the bill as giving rise to ordinary income. However, in the case of
property he d more than 20 months the amount treated as ordinary
income will be reduced by 1 percent for each month of holding over
20, with the result that no amount will be treated as ordinary income in
the case of real property held more than 10 years.

33. Averaging of income.-The bill in effect provides for the
averaging of income over a 5-year period where the income in the cur-
rent year exceeds the average of the 4 prior years by more than one-
third and this excess is more than $3,000.

34. Subchapter S corporations.-The bill amends the provisions
for subchapter S corporations to provide (1) that certain distributions
of money made after the close of a taxable year may be treated as
made at the close of that year in order to prevent double inclusion of
income, and (2) that a corporate member of an affiliated group may
elect subchapter S treatment where the only other members of the
group are inactive subsidiary corporations.

35. Repeal of consolidated returns tax.-The 2-percent penalty
tax, which must presently be paid by corporations for the privilege of
filing consolidated returns, is repealed.
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36. Multiple surtax exemption.-For corporations where, there
is common control to the extent of 80 percent or more, the corpora-
tions involved generally are limited to one $25,000 surtax exemption
for the group or alternatively required to pay a special tax of 6 percent
on the firs, $'5,000 of their income. No penalty tax is imposed where
a consolidated return is filed for the group.

37. Tax lien on automobiles.-A purchaser, mortgagee, , or
pledgee of a motor vehicle will not be subject to a Federal tax lien
against the motor vehicle, notice of which has been publicly fied,
unless the purchaser, mortgagee, or pledgee had actual knowledge of
the existence of the lien.

II. GENERAL STATEMENT

H.R. 8363 represents a basic revision of the Federal income tax
laws. By substantially reducing individual and corporate tax rates
it is anticipated that this bill will stimulate higher investments and
increase consumer purchases. In this manner, the bill is designed to
lessen unemployment and to increase the rate of growth of our
productive capacity. The bill also contains a series of structural
changes in the tax system designed to improve the equity of the sys-
tem and to close loopholes.

The extensive public hearings held by your committee have pro-
vided convincing evidence of the wide area of agreement on the part
of the public generally--including representatives of both business
and labor-of the need for reducing our present unrealistically high
individual income tax rates. At present, they range from 20 to 91
percent and under this bill are reduced to a range of 14 to 70 percent.
Also in the case of corporations, by reducing the top rate from 52 to
48 percent, this bill converts the Government from a "senior partner"
to a "junior partner" in any business undertaking. The present high
income tax rates are a carryover from the tax policy of World War II
and the Korean war when the dampening down of investment stimu-
lants and holding the line on consumption were necessary to our war-
time effort. These policies are no longer appropriate, however, in our
economy today.

Despite the fact that business conditions have been improving over
the past 33 months unemployment still is at the high rate of 5.5

percent, which matches the unemployment rate in the 1954 recession.
Since obtaining an unemployment rate of 4.2 percent in 1956 we have
experienced a succession of disappointing recoveries in which the un-
employment rate has remained disturbingly high; this rate, in fact,
has not been below 5 percent since 1957.

Added significance for this persistent high rate of unemployment lies
in the fact that the next decade will be a eriod of unusually high
growth in the labor force as the children of the post-World War lI
era come of age. The annual growth in the labor force as a result
can be expected to increase from less than 1 million to about 1j
million. In addition, it is expected that with an improvement in
employment conditions, perhaps 1 million people not now seeking
work will return to the labor market., This shows quite clearly that
the growth rate of our economy must be increased if the requisite
jobs are to be found for this expanding labor force.
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Although business conditions were generally good in 1963, the
level of new investment in business plant and equipment was scarcely
6 percent above the level of investment in 1957, despite the 31-percent
increase in the gross national product during this period.

The existence of these underutilized resources of manpower and
plant capacity means that it is possible to attain a faster economic
growth thifough tax reduction without significant inflationary pres-
sures. The 5-year stability of the wholesale price index, together
with the relatively moderate increase in the consumers' price index,
in recent years, is evidence of this. The goal of a balanced growth
with stable prices will, of course, also call for restraint in Government
expenditures.

Tax reduction is also important as an aid in the reduction of our
persistent balance-of-payments deficit. The presence of greater
investment incentives and opportunities abroad than at home is the
root cause of American capital seeking foreign outlets. The expand-
ing markets resulting from the tax reduction contained in this bill
will raise the attractiveness of domestic investment. Moreover, a
faster domestic growth rate will result in a larger flow of new pro-
ducts and technological improvements, making our exports more
competitive. The substantial improvements in our balance-of-pay-
ments position in the last 6 months is further evidence that an improve-
ment in domestic business can aid our foreign balance. This also
has been the experience in Europe where is is the rapidly grGving
and modernizing economies that have strong currencies.
(a) Tax reduction and revenues

The record of economic performance below capacity over the last
6 years has left a heavy mark on the Federal debt. The initial budget
forecast for each of the fiscal years 1958-63 was for a budgetary
surplus. The actual outcome in 5 out of the 6 years was a deficit
with the deficit averaging about $5 billion.

The major factor in each of these deficits was the failure of th3
economy to expand as predicted.. Either the present or proposed
tax rates are high enough to produce a substantial budgetary surplus
in a few years if there is sufficient growth and the economy operates
at a high level. The present rates, however, constitute such a drag
on the economy that the rate of growth has been disappointing and
the rate of operation remains low. As a result, income and profits
are relatively low and tax receipts are lower than would otherwise
be the case. This is the principal factor accounting for the budgetary
deficits.

The size of tax receipts is attributable to two variables, the tax
rates and the tax base. The major thrust of the present tax bill is
to provide a long-range expansion in one of these variables-the tax
base-and thereby to increase the revenue potential. To accomplish
this result the bill encourages the expansion of the private, rather
than public, sector of the economy.

The present tax bill, along with a policy of expenditure constraint
offers promise of restoring a balanced budget by the fiscal year
1967 or 1968. During a year of healthy growth in our economy the
yield of the present tax system will increase in the neighborhood of $5
billion to $6 billion. The reduction in tax rates under this bill is
designed to maintain that high rate of growth which will provide
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sufficient additional revenue to cover the cost of the tax bill in a
relatively short period of time.

It may be argued that taxes should not-be cut while there is a
budget deficit. However, this overlooks the fact that maintaining
high tax rates does not produce more revenue unless the tax base
expands sufficiently-and the rates themselves inhibit this expansion.
It is your committee's considered judgment that with the current
rates it would take longer to eliminate the deficit than would be the
case with the lower rates of this bill but with the expanded economy
induced by this bill,
(b) Expenditure control

The House bill in section 1 contains a statement of policy as to the
need to stimulate the economy and in this manner raise revenues.
It also states that to further the objective of obtaining balanced
budgets in the near future, Congress by this action, recognizes the
importance of taking all reasonable means to restrain Government
spending and urges the President to declare his accord with this
objective.

The accord of your committee with the first of these statements is
evidenced by its approval of the tax reduction provided by this bill and
in the views expressed above that this legislation will, in the long run,
increase rather than decrease revenues.

Your committee is also in accord with the second of these statements.
The fact that your committee is reporting this bill after the presenta-
tion of the President's budget for the fiscal year 1965 is fortunate in
that now the restraint of Government spending not only has been
stated as an objective of administration policy but also is evidenced by
the budgetary figures themselves. This budget reduces the deficit in
the administrative budget by more than one-half from $10 billion to
$4.9 billion. It also reflects a substantial decrease in new obligational
authority requested and actually provides for a slight reduction-
from $98.4 billion to $97.9 billion-in the level of spending for the
fiscal year 1965. In view of these considerations, your committee
believed that the retention of section 1 of the House bill was unneces-
sar y. Moreover, it is questionable whether expressing declarations of
intent in tax legislation would be a desirable precedent. Intent to
restrain Government expenditures can best be evidenced by action on
appropriation bills as they are presented in this session of Congress.
(c) The structure of tax reduction

This bill provides a balanced reduction between individuals and
business firms. In this respect the bill is much time same as the bill
that came from the House. When fully effective, the bill will reduce
individual income taxes by $9.2 billion and will reduce corporate taxes
by about $2.4 billion. These figures must be evaluated along with
the effective tax reduction of 1962 through the investment credit
and depreciation reform, tile largest share of which went to corpora-
tions. Taking the 1962 and 1964 programs together, the share of
the reduction going to individuals is about two-thirds and to corpora-
tions about one-third, which is approximately the present relative
shares of individuals and corporations in income tax liabilities.

Looked at another way, the net individual income tax reduction
will reduce present tax liabilities for individuals by just under 20
percent. The combined effects of this bill, depreciation reform, and
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last year's investment tax credit, will reduce corporate tax liabilities
by something more than 19 percent.

The bill equitably distributes tax reduction over the various in-
dividual income tax levels. Those at the lowest income levels will
receive the largest tax reductions, measured as a percent of the present
tax. This reduction of 38.6 percent of present law tax at these levels
is due to the sharper reductions in the first bracket rate, the split first
bracket, and the effect of the minimum standard deduction. Due to
the structural reforms, particularly the repeal of the dividends received
credit the amount of tax reduction for persons with incomes of $50,000
or more will average approximately 13.5 percent of their present tax
(excluding the alternative capital gains tax). Since the present tax
for these individuals is already considerably higher relative to income
than it is for those with incomes below $3,000, this 13.5-percent
reduction in tax necessarily represents a greater increase in aftertax
income.

In addition to a rate reduction the present bill contains a number of
provisions designed to increase the equity of the tax system, some of
which increase and some of which decrease the total revenue. These
provisions are listed in part I above.

The bill also significantly hnproves the pattern of progression in the
tax structure. At the lower end of the income tax scale the minimum
standard deduction will effectively eliminiate tax for afl single people
with adjusted gross incomes below $900 and for married couples
with incomes below $1,600 (with higher minimum levels of $700 for
each dependent). Furthermore the division of the present first surtax
bracket (which is $4,000 wide for a married couple) into four narrower
brackets permits greater proportionate tax reduction for families and
single individuals whose total income leaves them close to a poverty
level.

At the upper end of the income scale, under the demands of war
finance, progression has been carried to the extreme of rates that
under peacetime conditions are clearly excessive and inhibit individual
initiative. Over the years the Congress. has been faced with the
necessity of making statutory exceptions, through special deductions,
lower capital gains rates and the like, until there now is a wide range
of effective rates applicable to people with the same economic income.
Your committee's bill deals with this problem by applying the reduc-
tions made in these higher brackets to those cases where current rates
are excessive and also by removing 'Apecial benefits in the law which
account for part of this divergence in rates.
(d) Principal changes from the Homse bill

Your committee's amendments make a number of changes in the
House bill. These are:

(1) The 14-percent withholding rate, scheduled under the House
bill to become effective in 1965, is made effective in 1964, 8 days after
the enactment of this legislation. This change is needed because
lower tax rates will apply to all of 1964 incomes but withholding will
continue at 18 percent (rather than the 15 percent provided in the
House bill) until this bill goes into effect.

(2) The restoration of the deduction for State and local taxes on
asoline and for other State and local registration taxes on automo-
iles. Under the House bill individuals who itemize thoir personal

deductions were not to be allowed deductions for these items.
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(3) The deletion of the House provision reducing the tax rate on
capital gains where the assets have been held more than 2 years.
Under the House bill certain capital gains held more than 2 years
were to achieve an effective lower rate of tax by the reduction of the
percentage of such gains included in income from 50 to 40 percent and
by the reduction of the alternative tax rate on these gains from 25 to
21 percent. Your committee believes that further reduction in capital
gains should be deferred until Congress has a further opportunity to
examine these rates and related problems. Even though the capital
gains provisions are not reduced in this bill, those who include half
of their capital gains in their regular income tax base (96 percent) will
obtain under this bill the same percentage tax reduction on these
capital gains as is applicable to other kinds of income.

(4) The taxation of group term insurance paid for through the
employer is to apply to the cost of insurance for over $70,000 of
coverage rather than $30,000 as provided by the House bill.

(5) A new deduction for political contributions of up to $50 a year
for a single person and up to $100 a year for a married couple is
provided.

(6) The child-care deduction is liberalized, particularly with re-
spect to working wives. Under present law this deduction is reduced
in the case of a working wife by the excess of the family income over
$4,500. The bill raises this limitation to $7,000.

(7) A new provision is added limiting the use of excess foreign tax
credits arising from mineral extraction. Where the foreign tax on the
extraction activity exceeds the U.S. tax, because of the allowance of
percentage depletion under the U.S. tax, the resulting excess foreign
tax credit may not be used against U.S. tax on income arising from
nonmineral activities.

(8) The limitation on the business travel expense deduction en-
acted in the Revenue Act of 1962 is repealed. Thus there will no
longer be an allocation of the travel expense where the taxpayer com-
bines a business trip with a vacation.

(9) A new provision provides that where an employee moves and
the employer reimburses him for selling costs on his house and losses
incurred on the sale of the house attributable to the fact that it must
be sold more quickly than usual, the reimbursement is to be treated
as a part of the selling price of the house (rather than as
compensation).

(10) Groups of affiliated corporations eligible to file a consolidated
return and those eligible which do not do so, will be permitted to take
a 100 percent dividends received deduction with respect to dividends
received from other members of the controlled group, provided the
group elects to take only one surtax exemption and meets certain other
conditions.

(11) A new provision is added extending the installment method of
accounting to business firms maintaining so-called revolving credit
accounts.

(12) A now provision is added to allow taxpayers who suffered
losses through foreign expropriation after 1958 to carry these losses
forward for 10 years (instead of the usual 3-year carryback and
5-year carryforward).
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(13) A new provision liberalizes the retirement income credit.
This increases the amounts of retirement income on which the credit
is computed to make the credit more nearly analogous to the social
security exclusion.

(14) A 5-year carryover of unused charitable contributions is pro-
vided for individuals, deductions for gifts of future interests are re-
stricted, and contributions to private foundations are made ineligible
for the unlimited charitable contributions deduction.

(15) A new amendment provides that companies issuing face
amount certificates may invest up to 25 percent of their total assets
in tax-exempt obligations without losing a deduction for interest paid
to the shareholders.

(16) A new amendment provides a tax-free status for a stock-for-
stock reorganization where the corporation acquiring the stock ex-
changes the stock of its parent for the stock of the acquired cor-
poration.

(17) A new provision provides for the retroactive qualification of
union negotiated multiemployer pension plans where these pension
plans are subsequently qualified.

(18) A new provision makes possible the coverage under qualified
pension plans of U.S. employees of foreign subsidiaries or of U.S.
employees of foreign branches of domestic corporations.

(19) In the case of employee stock options, the House provision
is liberalized with respect to the restrictions imposed where one option
is outstanding and a subsequent option is acquired and the effective
date is changed to apply to options granted after December 31, 1963
(instead of June 11, 1963).

(20) A new provision provides that in the case of contested liabili-
ties, the deduction is to be taken in the year of the payment where
this occurs before the contest is settled.

(21) The personal holding company provision of the House bill is
liberalized somewhat in the case of the test as to when rent is con-
sidered personal holding company income and also with respect to the
exemptions for consumer finance companies.

(22) Three new provisions are added with respect to insurance
companies providing additional time for special treatment mutaliza-
tion distributions, providing capital gains treatment with respect to
the accrual of bond discount in certain cases, and correcting a tech-
nical error in present law.

(23) Liberalizing amendments are provided giving regulated in-
vestment companies more time for the mailing of notices to share-
holders and with respect to the treatment of redemptions by unit
investment trusts.

(24) An amendment liberalizes somewhat the treatment accorded
"small business corporations"; namely, those treated essentially like
partnerships for tax purposes.

(25) An amendment provides that a purchaser, mortgagee, or
pledgee of a motor vehicle will not be subject to a Federal tax lien
against the motor vehicle unless the purchaser, mortgagee, or pledgee
has actual notice of the existence of the lien.

27-814---04--2
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III. REVENUE ESTIMATES

The revenue effect of your committee's bill is shown in tables 1
through 4 below. (Pt. A of tables 1 through 3 refers to estimates
under your committee's bill and pt. B in each case to estimates under
the House bill.) Estimates in the tables are based on income levels
assumed for the calendar year 1963 but do not take into account any
"feedback" to the economy anticipated from this bill. Table 1 shows
the estimated impact of the various provisions contained in your
committee's bill and the House bill upon-calendar year 1964 and 1965
tax liabilities and also upon liabilities in the long run. Table 2 shows
the estimated effect of your committee's bill and the House bill upon
receipts in the fiscal years 1964 and 1965.

Table 1 indicates that your committee's bill can be expected to
decrease calendar year 1964 tax liabilities by $7.9 billion and calendar
year 1965 liabilities by $11.6 billion (the latter figure includes the
$7.9 billion reduction). The calendar year 1965 effect is virtually
identical with the long-term effect of the bill before taking into account
any impact of the reductions upon the economy. Of the $11.6
billion reduction in 1965, $9.2 billion will go to individuals, or nearly
80 percent of the total. Revenue raising structural changes for the
calendar year 1965 amount to $740 million but are partially offset by
other liberalizing provisions reducing the net increase to $160 million.

Table 2 shows that your committee's bill will decrease revenues in
the fiscal year 1964 by $1.9 billion and in the fiscal year 1965 by
$8.4 billion (the latter figure includes the $1.9 billion reduction).
These figures are considerably lower than the calendar year liability
figures for the same year; first, because of the fact that the fiscal
year ends in the middle of the calendar year; and, second, because
the calendar year data are shown on the basis of liability rather than
receipts. Liabilities indicate the amount of tax liability attributable
to income of the year in which it is earned; receipts show the actual
amount collected in the year in question. Since collection tends to
lag behind the accruing of the liability, tax reductions ,show up in
later years when shown on a "receipt" basis than when ,jhown on a
"liability" basis.

It is important to note that it is not expected that actual tax
revenues in the fiscal year 1964 and future years will be reduced by
the full $1.9 or $8.4 billion referred to above. It is anticipated that
income levels in these years will be substantially higher as a result
of the economic stimulus of the tax cut and will generate revenues
significantly offsetting the budgetary impact of these rate reductions.

The stimulative effects of the tax reduction are expected to produce,
according to the Treasury Department, relatively modest amounts of
increased income in the first months, with the result that the "feed-
back" effect on the fiscal year 1964 revenues is expected to amount to
only $200 million. As a result, the gross tax loss of $1.9 billion for
the fiscal year 1964 is expected to be reduced to $1.5 billion after the
"feedback" effect. The Treasury Department has evtinated that
the increased revenues from the rise of income, however, will amount
to about $4 billion in the fiscal year 1965. Thus, the Treasury esti-
mates that while tax reductions during that year would lose an esti-
mated $8.4 billion of revenue at 1963 income levels, the net cost after
allowing for the revenues generated by the expansion in income and
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profits induced by the tax program would be limited to approximately
$4.3 billion. The expansionary effect of the tax reductions on future
years' revenues can be expected to be considerably larger than for the
first 2 years. The order of magnitude was indicated in the discussion
in part II.

Part A of table 3 shows by adjusted gross income class the distribu-
tion of changes in estimated tax liabilities for individuals when your
committee's bill is fully effective. This table shows this distribution
for each of the major rate and structural changes. These data are
shown both in terms of amount of tax liability involved and the per-
centage change each of these is of present tax liability. It indicates
that the rate changes alone would decrease tax liability by 20 percent
while the structural changes would increase tax liability b 0.3 percent,
resulting in the net reduction -of 19.7 percent. Part B of table 3
presents similar data under the House bill. .

Table 4 compares the tax liability effect of your committee's amend-
ments with the House bill. This table indicates that in the calendar

ear 1964 your committee's amendments would decrease tax lia-
ilities $686 million more than the House bill, in 1965 your commit-

tee's amendments are expected to decrease tax liabilities $395 million
more and in the long run $185 million more.

The impact of the capital gains provisions is excluded from table 3
because of the difficulty of showing these changes by adjusted gross
income class. Part A of table 1 sets forth the overall effect of the
changes in the taxation of capital gains under your committee's bill:
an increase of $115 million in calendar year 1964 tax liabilities, $120
million in 1965, and $50 million in the long run.1

As set forth in part A of table 2, the estimated overall revenue loss,
before taking into account acceleration of corporation tax payments,
is $2.2 billion in fiscal year 1964. This is $400 million less than was
estimated in the budget. According to the Treasury Department
this difference is due to the assumption of an earlier effective date
in the budget document for institution of the 14-percent withholding.
Similarly, according to the Treasury Department, the $9.3 billion
revenue loss ($8.4 billion plus $900 million of accelerated corporation
tax payments) estimated in part A of table 2 for fiscal year 1965 is
greater than the loss shown in the budget by approximately $1.1
billion. The difference is ascribed primarily to $400 million due
to the change in date of the reduced withholding and to the $680
million due to changes in structural provisions as shown in table 4.

I When this $115 million estimate for 1964 under your committee's bill is compared with the $295 million
estimate wnder the House bill (pt. B of table 1) as subsequently revised to $215 million, the effect of your
committee's action as compared to action by the House is a decrease In tax liability of $I.00 million in calendar
year 1964 (see line 7 of table 4). Similarly, when the $120 million estimated increase In calendar ea 165
tax liabilities under your committee's bill is compared with the $170 million estimate under the Iouse bill
(pt. B of table 1) as subsequently revised to $80 million, the effect of your committee's action as compared
to action by the hIouse is an increase in tax liability of $40 million (see line 7 of table 4).



TABLE 1.-Revenue bill of 1964, H.R. 8363--Estimated decrease in tax liability1 (_) and increase (+) -(before feedback) of provi8io of bill

(In millions of dollars]

A. AS APPROVED BY SENATE COMMITTEE ON FINANCE

Calendar yar 1964 Calendar ear 1965 Long run liabilityliability liabfiiy

Indi- Corpo- Total Indi- Corpo- Total Indi- Corpo- Total
vidual rate vidual rate vidual rate

A. Tax~prpam:
fRat changes: Basic rates.....................................

Structural changes:
(a) Revenue raising:

1. Group term insurance ........................................
2. Bank loan insurance ------------------------------------------
3. Sick pay inclusion ---------------------------------------------
4. Deduction of personal taxes -----------------------------------
5. Casualty loss deduction ................................
6. Aggregation of mineral properties -----------------------------
7. Personal holding companies ---------------------------------
8. Repeal of dividend credit and increase in exclusion ............
9. Multiple corporation provisions -------------------------------

Total, revenue raising...........................

(b) Revenue reducing:
10. Medical expense deduction ..................................
11. Child care allowance ---------------------------------
12. Moving expenses .............................................
13. Income averaging _. ..............................
14. Minimum standard deduction .....................
15. Repeal 2-percent tax on consolidated returns ...............
16. Political contributions --------------------------------------
17. Travel expenses -----18. Installment sales treatment .................
19. Expropriation loss carryover ................................
20. Retirement income credit ...................................

Total, revenue reducing ------------------------------------

Total, structural changes -----------------------------------

Total, rate and structural changes, tax program ------------

-6,310 -1,320 -7,630 -9,470 -2,190 -11,660 -9470 -2,190 -11,660

..........- (2) ------- (2) (2) (------ )-- 2)
+5 ---------- -+5 +5 ----------- +5 +10 ----------- +10

+110 ----------- +110 +110 ----------- +110 +110 ------------ +110
+190 ---------- +190 +190 ---------- +190 +190 ---------- +190

+50 ---------- +50 +50 ---------- +50 +50 ---------- +50
.....----- +40 +40 ---------- +40 +40 ---------- +40 +40

+15------------+15 +15 ----------- +15 +15 ----------- +15
+120 ---------- +120 +30 ----------- +300 +300 ---------- +300

------ +30 +30 ------------ +30 +30 -------- 4+30; +30

+490 +70 +560 +670 +70 +740 +675 4-7e +745

-10 ---------- - -10 -i ---------- --10 -10 ---------- --10
-20 ------------- 20 - o0-------------20 -20 ------------- 20

-105------------105 -105 ---------- -105 -105------------105
-40 ------------ 40 -40 ------------ 40 -40----------- -40

-320------------320 -320------------320 -320 ------------ 320
..... _50 -50 ------------ 50 -50 ---------- -50 -50

-25 ---------- -- 25 -5 ---------- -- 5 -15 ----------- -15
-5----------- -5 -5 ----------- -5 -5 ---------- -5-------- . . . -140 -140 ---------- -- 10 -10 ---------- -10 -10

. .(2) (2) - - -5 5---------- -. 5 -5
-10 ------------- 10 -10 ------------- 10 -10 ------------- 10

-535 190 -725 -515 -65 -50 -525 -65 -590

-45 -120 -165 +155 +5 +160 +150 +5 +155

-,35M -1,440 -7,795 -9,315 -2,185 -11, 50 -9,320 -2,185 -U,505



Capital gains revisions (including induced effects):1. Unlocking of capital gains rom general rate reduction
2. Sale or exchange of real estate --------------------------------------------
3. Sales .-f residences by taxpayers aged 65 or over ..........................
4. Capital gains treatment of iron ore royalties ------------------------------

Total, capital gains revisions -------------------------------------------

Total, *ax prcg -r m -----------------------------------------------------

B. Revision of 196 legislation:
1. Repeal of requirement to reduce basis by nvestment credit ---------------
2. Allow Investment credit for elevators and escalators -----------------------

Total, revision of 1962 legislation ----------------------------------------

C. Total, revenue bill of 1964---------------------------------------------

+130

-10--------- ()-
-5

+130

10
-5

+130

-10
+5

-5

+IN0
+5
10
-5

-----i +15

-- ----I --- - 5

+=2 -5 +115 +120 0 +120j +40 +101 +50

-6,235 -1,445 -7,680 -9,195 -2,18S5 -11,380 -9,280 -2,175 -11,45

-20 -140 4 -160 -25 -170 4-195 -25 -170 -195

-------- -10 -10 ---------- -10 -10 ---------- -- 10 -10

-20 -150 -170 -25 -80 - 25 - -20
I, -= I •

-6, 2551 -1,5951 -7,8501 -9,220

.See footnotes at end of table. p. 17.

-2,365 -11,585 -9,305 -2,355 -11,660



TABLE 1.-Revenue bill of 1964, H. R. 8363--Estimated decrease in tax liability I (_) and increase (+) (before feedback) of provisions of bill-
Continued

.in . =Mlons of dollars]

B. AS PASSED BY HOUSE OF REPRESENTATIVES

Calendar year 1964 Calendar year 1965
liability liability

Individu.l Corporate Total Individual Corporate Total

A. 1963 tax program:
Rate cbanges............................................................-------------

Structural changes:
(a) Revenue raising:

1. Group term insurance ------------------------------------------------------------
2. Bank loan Insurance .............................................................
3. Sick pay exclusion ---------------------------------------------------------------
4. Deduction of personal taxes ......................................................
5. Casualty loss deduction .........................................................
& Aggregatlon of mineral propc es ------------------------------------------------
7. Personal holding compa..es ------- -------.....................................
8. Re-peal of dividend credit and increase in exclusion ..............................
9. Multiple corporation provisions .................................................

Total, revenue raising .........................................................

(b) Revenue reducing:
10. Medical expense deduction .......................................................
11. Cbild care allowance .............................................................
12. M oving expenses ................................. ...............................
13. Income averaging ----------------------------------------------------------------
14. M minimum standard deduction ---------------------------------------------------
15. Repeal 2-pereent tax on consolidated returns ....................................

Total, revenue reducing ........................................................

Total, structural chane-s .......................................................

Total, rate and struc.ural changes, 19163 tax program ----------------------------

-6,310 -1,320 -7,630 -9, 470 -2,190 -11660

+5 ------------ +5 +5 ----------- -- 5
+5 ------------- - +5 +5 ----------- +5
110 ------------- +110 +110 ------------ +110

+520------------- +52 +520-------------- +52
+ 50 ...... . + 50 + 50 ------------ + 50

S+40 +40 ------------ +40 +40
+15-------------- +15 +15-------------- +15

+120 ------ +120 +300 ---------- +300
-------- +5 +35 -------------- +35 +35

+825 +75 +900 +1,005 +75 +1,080

-10 ------------ -- 10 -10 ------------ -- 10
-5 ------------ -5 -5 ---------- -5

-60 ------------ -60 -60 ------------- -60
-40 ------------ -- 40 -40 ------------ -- 40

-320 ------------ -- 320 -320 ------------ -- 320
----------- -50 -50 ------------ -50 -50

-435 -5n -485 -435 -50 -485

+390 +25 +415 +570 +25 +595

-5,920 -1.295 -7,215 -8,900 -- 2,165 -11.065

L!i

0
'Ti

0
0



Capital gains revision (including induced effects):
1. 50- to 40-percent inclusion k - -- -
2. Sale or exchange of reel estt a te-- ----------------.
3. Carryover of losses . . . . . . . . . . ..----------------------------------------------------- --- -30
4. Sales of residences by taxpayers aged 65 or over ----------------------------------------- -10
5. Capital gains treatment of Iron ore royalties ..............................................

Total, capital gains revision ------------------------------------------------------------- +300

Total, 1963 tax program ----------------------------------------------------------------- -5.620

B. Revision of 1962 legislation:
1. Repeal requirement to reduce basis by investment credit ------------------------------------- -20
2 . A l l o w i n v e s t m e n t c r e d i t fo r e le v a t o r s a n d e s c a la t o r s --------------------------- -- -- -- --- -- --- ---- - - - - - - - - - -

Total, revision of 1962 legislation ------------------------------------------------------------ -20

C. Total ------------------------------------------------------------------------------ -5,640

(1)

I -5

+340+
_30

-10
-5

+210...... ---
--------- +5

-30 I------
-10 ----------

--- --- --- . -5

+210
+5

-30
-10
-5

-5 +295 +170 0 +170

0 -6. -730 -2,16 -10,895

-125
-10

-135

-1,435

4-145-!0

-155

-7.075

-25

-& 755

-160
-10

-170

-2,335 1

4-185
-10

-195

-11,090

I At levels of income estimated for the calendar year 1963.
2 Less than 12,500,000.
$Includes relatively small loss attributable to individuals.

4 Treasury Department estlmate; estimate of Staff of Joint Committee on Internal Rev-
enue Taxation is 245,000,000 for 1954, and $30,000,000 for 1965.

A Includes amounts shown In part A as "unlocking due to general rate reduction."



TABLE 2.-Revenue bill of 1964, H. R. 836$-Estimated decrease in fiscal year receipts' (_) and increase (+) (before feedback) of provisions
of bill

[In millions of dollars]

A. AS APPROVED BY SENATE COMMITTEE ON FINANCE

Fiscal year 1964 receipts Fiscal year 1965 receipts

Individual Corpora- Total Individual Corpora- Totaltlon ion

A. Tarzn

Basic ra-es.. . . . . . . . . . . . . . . . ..------------------------------------------------------------- 2-2,200
Acceleration of corporate payments ......................................................................

Total --------------------------------------------------------------------------------------- 2,200

Structural changes:
(a) Revenue raising:

1 . G r o u p t e r m I n s u r a n c e ---------------------------------------------------------------. . . . . .. . . . . . .
2 . B a n k lo a n In su ra n ce . .. .. .. . . .. .. . .. .. .. .. ... . . . .. . . . .. . .. . .. . .. . .. . . . .. ... . . . .. . . .. . .. .. . .. . . . . .
3. Sick pay exclusion ................................................................................
4. Deduction of personal taxe -------------------------------------------------- - ------
5. Casualty loss deduction ........................................................... .-:-1-..1
6. Aggregation of mineral properties ....................................................
7. Personal holding companies ----------------------------------------------------------------------
8. Repeal of dividend credit and increase In exclusion ----------------------------------- - '"''"
9. M ultiple corporation provisions ...................................................... .. .......- ..-

T otal. revenue r 'd.Ing ...............................----............................. ............

(b) Revenue reducing:
10. Medical expense deduction ...........................................................
11. Child car allowance ..............................................................
1 2 . M o v in g e x p e n s e s .. ... . . . . .. . . . . . .. . . . . . .. . . . .. .. . . . .. . . . . .. . . . . . .. . . . . .. . . . . . .. . . . . . . . . . . .. . . . . ..
13. Income averaging ......................................................................... ..
14. Minimum standard deduction ........................................................ " .... .
15. Repeal 2-percent tax on consolidated returns ........................................ . : ........
16. Political contributions .............................................................-[-..........
17. Travel expenses ut-------------------------------------------------------------------- ------------
18. Installment sales treatment ..................................................... - -----------
19. Expropriion loss carryover ---------------------------------------------------------------- - --- '

+260
-2,200 2-7,760
+ 260 ------------

1,320
+900

-9 080
+900

+260 -1,940 -7.760 -420 -8,180

-- -- - -- --- -- - -- - + 5 -- - - - -- + 5
--------- --------- +110 ------------ -- +110
--------- --------- +190 ------------ -- +190
--------- --------- +50 --------- - - - +50

--- --- --- - --- --- -- -- --- -- 40T +40
--------- --------- +15 --------------- +15

----------- +120 -------------- +
------------ . -- u0------- +30 +30

+60 +70 +50

-10
-20

-105,
-40
-320

-25
-5

... --_---

-50-

'-140

L~i

t!J

0

I-
0
0
m~.

-10
-20

-105
-40

-320
-50
-25
-5

-140



20 . R etirem en t in com e cred it ...........................................................

Total, revenue reducing ------------------------------------------------------------

Tot , structural changes -----------------------------------------------------

Total, rate and structural changes, tax program ....................................

A. Capital gains revisions (including induced effects):
1. Unlocking of capital gains from general rate reduction d u c tio.................... ..........
2. Sale or exchange of real estate state-------------------------------------------.............
3. Sales of residences by taxpayers aged 65 or over --------------------------------------------
4. Capital gains treatment of iron ore royalties -----------------------------------------------

Total, capital gains revisions ...........................................................

Total, tax program ......................................................................

B. Revision of 1962 legislation:
1. Repeal of requirement to reduce basis by investment credit ..................................
2. Allow investment credit for elevators and escalators ...........................................

Total, revision of 1962 legislation ............................................................

C. Total, revenue bill of 1964-----------------------------------------------------

--------- -------- --------- -10 ------------ --- -10

- -535 -190 -725

------------ ------------ --------- -45 - -165

-2,200 +260 -1,940 -7,805 -540 -8,345

..........- +130 ------------- +130
------------ --- --- -- ---- --- -- -- -- -- - (3) (3)

-- - -10---------------10
-- -- -- -- - - -- -- -- -- -- - -- - -- -- -- - - 5 -

------------ .- .. ... -------- + 120 -5 +115

-2,200 +260 -1,940 -7. W-- -545 -8,230

------------..-----------..--- -------- -20 - .40 '-160
-10 -10

----- -20 -150 -170

-2D00I +2601 -1,940

See footnotes atend of table. p. 21.

-695 -8,400 M

0



TABLE 2.-Revenue bill of 1964, H.R. 8363-Estimated decrease in fiscal year receipts 1 () and increase (+) (before feedback) of provisions
of bill-Continued

(In millions of dollars]

B. AS PASSED BY HOUSE OF REPRESENTATIVES

Fiscal year 1964 receipts Fiscal year 1965 receipts

Individual Corpora- Total Individual Corpora- Total
I tion I tim I

A. 1963 tax program:
Rate changes -------------------------------------------------------------------------- 2.4301----:WAcceleration of payments +260---------------------------------------

Structural changes:
(a) Revenue raising:_1. Group term insuranc ......................................................

2. Bank loan insurance -------------------------------------------------.........
3. Sick pay exclusion ...................................................................
4. Deduction of personal taxes ..........................................................
5. Casualty loss deduction ...............................................................
6. Aggregation of mineral properties ......................................
7. Personal holding companies --------------------------------------------
8. Repeal of dividend credit and increase in exclusion ------------------.--------------
9. Multiple corporation provisions .......................................................

Total, revenue raising ..............................................................

(0) Revenue reducing:
10. M edical expense deduction -----------------------------------------------------------
11. Child care allowance ..................................................................
12. M oving expenses ---------------------------------------------------------------------
13. Incom e averaging ..... ...............................................................
14. Minimum standard deduction ........................................................
15. Repeal 2-percent tax on consolidated returns .........................................

Total, revenue reducing ............................................................

Total structural changes ------------------------------------------------------------

Total rate and structural changes, 1963 tax program ---------------................

-2.430
+260

-81 =0
+900

-2430 +260 -2,170 -7,530 -42 -7,950

............ ............ ............- + 5 ------------ + 5------------..-----------..----------- + 5 ............. + 5
+110 ------------ +110
+-0------------- -- +.520

------------ ..----------- .---------- - +50 ------------ - - +50
----------- - - -+40 +40
-----.------ ----......... -15 . .------------ - + +15
------------ ------------ ------ +-20 -------------- +120
------------..-----------..-----------..--------- - +35 + 35

-.----........ +825 +75 +900

------------ .-------- .- ....... ----- - . .10 ------------ - - -10
-5 ------------ -5

------------..-----------....----------- -60 ------------ - -60
....................................- 40 ------------ - 40
------------..--....-----..---------- -320 ---------- - -320

-50 -50

Ij I= = L
+390 1

-50 -485

+415
I _______

-2.430 +260 -2,170 -7.140 I -3951 -7.535

1 i 1 1

-4m 1

-2,430 +260 -2,170 -7,1401 -M I -7.5



Capital gains revision (including Induced effects):
1. 50 to 40percent inclusion -------------------------------------------------------------------
2. Sale or exchange of realestate ..............................................................
3. Carryover oflosses .----------------------------------------------------...................
4. Sales of residences by taxpayers aged 65 or over .............................................
5. Capital gains treatment of iron ore royalties ................................................

Total, capital g lnsrevlslon --------------------------------------------------------------

Total, 1963 tax program ..................................................................

B. Revision ofl9621egislatlon:
1. Repeal requirement to reduce basis by investment credit ---------------------------------------
2. AllowingInvestment credit for elevators and escalators ........................................

Total, revision of Igo legislation -------------------------------------------------------------

C . T otal ---------------------------------------------------------------------------------------

1At levels of income estimated for the calendar year 1963.
2 Assumes effecdv date for .withholding change of Feb. 22, 1964.
J Less than $20,000.

+340

-30
-10

(3)

-5

+34
-30
-10
-5

------------ ------------ --. +----- +300 -5 +295

-2,430 +260 -2,170 -6,840 -400 -7,240

---------- -15 -15 -20 -125 --145
- - -5 -5 ------------ --10 -10

------------ -20 -2-2 -135 -155

-2,430 +240 -2,190 -6,860 -535 -7.395

, Includes relatively small loss attributable to Individuals.
I Treasury Department estimate' estimate of 8taff oi Joint Committee on Internal

Revenue Taxation is $245,000,000.

M



TBLz 3.-Revenue bill of 1964, H.R. 8363--Change in t liability resulting from rate and trutural changes for individuals when fully effective
A. AS APPROVED BY SENATE COMMITTEE ON FINANCE

Structural cagesTt

ireclm Rate GIroup Sick Limita- Cagsualty Personal Dlivi- Medical Child Mini- Travel Retire- Total and -<Adjused1grm rat I n
(thoued of chage term and ay tion of kwu holding dend care care Moving Inome mu Political and Ment AMc- struc- ti

dollars) other erc.- deduc- deduc- cm- credit deduc- aIlow- e stand- contri- enter- income tural tural
insur- Sion tins tion. ponies and ex- tion ance ig~g ard de- button tanmntcedit changes changes
once clusion .(aged) duction. expense

[In mMions of dollars]

-70 " )o () (_ .......- -70 -5W0
tolO.. ._. .. -3,105 ) 55- (-... - -1,20

2)00 -1,102D 2 5 (3 -10 -2 --- -10(2 (2) +70 -100
10 to20 ---- -%9,25 25 45 15 50 () -25 -10 ----- 5 15 +9 -2,15
50andover.. -710 10 (2) 2 (2) 15 125 -5 (2) -5 -10 ----------- 5 (2 ) +145 -5ss5

Total ...-- 9,470 10 110 15 300 -10 -20 -105 -40 -3 -15 -5 -10 +150 -9,320

Change asa percent of present tax

a to 5------5 to10 ----------
10 to 20 .......
200to50 -------
50 and over....

Total ...... -2D.0 1 )

-27.6 () 0.3 0.3 (2) (2) (2) (2) (2) (3) -1L 7 () (2) (2) -IL.0 -3&.6
-25.3 (2 .5 .5 0.1 (2) 0.2 (2) -0.2 -0.6 - 2.5--(2)Z (2) (2) -2. 0 -27.3

-2L3 .3 .4 . 1 () .21 (2) -. 1 -. 2 (2) -. 3 ) (2) +.5 -20.9
-1S.0 ( .2 .4 .1 (2) .41 (2) (2) -. 2 -0.1;----------(2) (2) () +.7 -17.3
-17.0 () .1 .3 .1 (2) 1.3 -0.1 (2) -. 1 -. 3-----------0.1 (2) (2) +10 -16.0
-17.0 0.2 (2) .5 (3) 0.4 30 1 (2) -. 1 2-. ) () + o -.

21 - i -1 1 (2 1 .6 (3) (2 1 _; -.-2 1 --1 1 .7 (2 1 (2 (1 +.3 -19-7



B. AS PASSED BY THE HOUSE OF REPRESENTATIVES

stuctural cnnm

oto ---------------------- -

to2 3-- --

t -80 o .....

--27.8
• -25.3

-21.3

-17.0
-17.0
-ZL

•053 i 0.7 T . m
.5 2 Mo12• 1.2 " .1---:-2-

1 .1 . _4 0

.2 () L2 (3) 0.4s -&9O1' ..

--. -- .--- ....-. 3

-3,6W50
-2,090

'1,o

-19.9 w-
-16.4 0
-15.1-818 W

-. 9
+L4
+L5
+L9
+4.4
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1

TABLE 4.-Action by Senate Finance Committee on HI.R. 888 resulting in signifi-
cant change in tax liability over House bill, calendar years 1064 and 1965 and
long run (Millions]

Change in tax liability
from House bill

1964 1905 Long run

1. Deduction for political contributions ...................................... -$25 -$5 I -$15
2. Liberalized deduction for child care expense ...............................- 15 -15 -15
3. Elimination of allocation of travel expenses ................................ -5 -5 -5
4. 100 percent intercorporate dividend deduction for certain affiliated groups. -5 -5 -5
i. Restoration of deduction of State and local gas tax and auto registration fees. -330 -330 -330
6. Allowance to reimbursed employee, as part of sales price, of selling costs

and loss on forced sale of house .......................................... -45 -45 -45
7. Elimination of general capital gains provision... ....................- 00 +40 +260
8. Allowance of installment sales treatment for revolving credit plans .... -140 -10 -10
9. Permitting election of 10-year carryforward without carryback for expro-

priation losses ........................................................... (1) -5 -5
10. Increasing from $60,000 to $70,000 the minimum group-term life Insurance

subject to tar ........................................................... -- 5 -5 -5
11. Liberalize retirement income credit on certain joint returns ................ -10 -10 -10

Total ............................................................... -0 -395

1 $25,000,000 for presidential election year; 50 percent of that amount for congressional election year and
25 percent for off year; average about $15 000 000 per year.

s Less than $2,500,000 in 1964 and praicaly exhausted by 1970.

IV. GENERAL EXPLANATION

A. RATE CHANGES

1. Individual income tax rates (see. 111 of the bill and see. 1 of the code)

The most iinpurtant change made by this bill is the individual
income tax rate reduction. The bill, in both the House and your
committee's versions, provides an individual income tax rate reduction
of $9.47 billion spread over the 2 calendar years, 1964 and 1965. Over
this 2-year period, the present rates, which range from 20 percent on
the first $2,000 or $4,000 (the former for single persons and the latter
for married couples) and 91 percent on incomes over $200,000 or
$400,000 are reduced to a range of from 14 percent on the first $500 or
$1,000 to 70 percent on incomes over $100,000 or $200,000. This
represents an average rate reduction of 20 percent. Approximately
two-thirds of this reduction is made effective in 1964 and the remaining
one-third in 1965.

Table 5 shows the individual income tax rates under present law
and under the House and committee bill, both for 1964 and for
subsequent years. A separate table with rates, as nearly as. possible
halfway between those applicable for single persons and for married
couples is provided for heads of households. The withholding tax rate
of 18 percent under present law is reduced to 14 percent not only for
1965 and subsequent years but, under your committee's action also
for 1964, starting 1 week after the date of enactment. The House bill
would have provided a 15-percent rate for 1964. Wage bracket
withholding tables provided by the bill reflect similar reductions in
withholding tax rates. The 14-percent withholding tax rate is
designed to withhold the appropriate amount of tax at an income level
of $2,000 for a single person, or $4,000 in the case of a married couple,
using the standard deduction.
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TABLE 5.-ndividual income tax rates under present law and schedules provided
by House and committee bill for 1964 and 1966

Taxable Income brackets (in thousands of dollars) Rates provided under Houe
and committee bill-

.. . .. ..._ Present
rates

Single person Married (Joint) 1964 a 1965

Percent Percent Percent
0 to 0. ................... 0tol......................... 20 16.0 14
0.5to I ......................... lto2 ........................ 20 16.5 15
I to 1.5 ......................... 2 to 3 .............. ........... 20 17.5 16
1.5 to2 ......................... 3to4 ........................ 20 1&0 17
2to4 ........................... 4to8 ........................ 22 20.0 19
4to6 .......................... 8to12 ....................... 26 23.5 22
6 to 8 ........................... 12 to O ...................... 30 27.0 25
8tolO .......................... 10 to20 ...................... 34 80.5 28
10 to 12 ......................... 20 to 24 ...................... 88 34. 0 32
12 to 14 ......................... 24 to 28 ...................... 43 37. 386
14 to 16 ......................... 28 to 32 ...................... 47 41.0 39
16 to 18 ......................... 82 to 36 ...................... 0 44. 6 42
18to20 ......................... 36 to 40 ...................... 53 47.5 45
20 to .2 ......................... 40 to 44. ...................... 66 50.6 48
22 to 26 ......................... 44 to52 ...................... 69 8.5 60
26 to 2 ......................... 52 to64 ...................... 62 66.0 8
82 to 88 ......................... 64 to 76 ....................... 65 5&8 65
88 to 44 ......................... 76 to 88 .................... .... . 58
44 to 60 ......................... 88 to 100 ..................... 72 63.5 60
50 to 60 ......................... 100 to 120 .................... 75 66.0 62
60 to 70 ......................... 120 to 140 .................... 78 8. 5 64
70 to 80 ......................... 140 to 160 .................... 81 71.0 66
80 to 90 ......................... 160 to 180 .................... 84 73.6 68
90 to 100 ........................ 180 to 200 .................... 87 76.0 09
lO0 to 150 ....................... 200 to 300 .................... 89 76.6 70
150 to 200 ....................... 800 to 400 .................... 90 76. 5 70
200 and over ................... 400 and over ................. 91 77.0 70

I Provides % of tax cut in 1984.

The rate brackets provided by the House and committee bill differ
from those under present law in that what is now the first bracket is
divided into four brackets:

Single persons
$0 to $500

$500 to $1,000
$1,000 to $1,500
$1,500 to $2,000

Married couples
$0 to $1,000

$1,000 to $2,000
$2,000 to $3,000
$3,000 to $4,000

Splitting this first bracket into four brackets has several advan-
tages. First, it makes it possible to have a lower starting rate than
would otherwise be possible, given the same revenue loss. Only
splitting this first bracket into four parts makes it possible to provide
a 30-percent tax reduction for those with the lowest taxable income,
who need the tax cut the most. Second, it makes it possible to'provide
some progression in the portion of the rate structure where none has
been provided before. The significance of this is that over half of the
taxpayers presently are subject only to the first bracket rate. As
among taxpayers in this major group, the present rate structure pro-
vides no differentiation in applicable tax rates.

Table 6 shows the percentage of tax rate reduction provided in each
rate bracket for 1965 and subsequent years. This table indicates that
the new 14-percent rate represents a 30-percent reduction; the 15-per-
cent rate, a 25-percent cut; and the 16-percent rate, a 20-percent cut.
The average reduction in these first four brackets is 22.5 percent.
Above thislevel the percentage reductions, up to a taxable income level
of about $50,000 for single persons or $100,000 for married couples,
is as nearly a uniform 15-percent rate reduction as practicable for a
smooth progression. Above this $50,000 or $100,000 taxable income
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level, the rate reductions again gradually increase until the top rate
is reached at $200,000 or $400,000 where a 23-percent rate reduction
is provided. This rate schedule, therefore, provides a minimum
reduction of approximately 15 percent for all tax brackets. In
additiQn, it provides extra reductions in the very lowest tax brackets
where the impact of the present taxes is the most heavy, It also
provides larger reductions in the very highest bracket where it is
quite clear the present rates are too steeply graduated. These rates,
which were developed during World War II to assure equality of
sacrifice, are no longer appropriate under today's conditions.

TABYE 6.-Individual income tax rates under present law and under House and
committee bill for 1965

Taxable Income bracket (thousands of dollars) House and committee bill

Present
law rate Rate for Percentage

Single person Married (joint) 1905 and sub- reduction
sequent years from present

law rates

Peren* Pcent Peretnt
OtoO. ......................... Oto I ........................ 20 14 80
0.5 to I ......................... lto 2 ........................ 20 15 2
Ito 1.5 ......................... 2to3 ........................ 20 16 2 .5
1.5 to 2..................... to......................... 20 17

2 to.4 ................... to......................... 22 10 14
4to6...................... 8to12....................... 28 22 15
6 to 8 ...................... 12to1...................... 30 25 17
8tolO .......................... 16 to 20 ...................... 34 28 18
10 to 12 ................... 20 to 24 ...................... 38 32 16
2 14........................ 24 to 28 ...................... 43 36 16

14 to 16 ......................... 28 to 32 ...................... 47 39 17
16 to 18 ......................... 32 to 36 ...................... 50 42 18
180to20 ......................... 38 to 40 ...................... 53 45 15
20to22 ......................... 40 to 44 ...................... 56 48 14
22 to 26 ......................... 44 to 52 ...................... 59 50 15
26 to 32 ......................... 52 to 64 ...................... 62 53 15
32 to 38 ......................... 64 to 76 ...................... 65 55 15
38 to44 ......................... 78 to 88 ...................... 69 58 16
44 to 50 ......................... 88 to 100 ..................... 72 60 17
50 to 60 ......................... 100 to 120 .................... 75 62 17
60 to 70 ......................... 120 to 140 .................... 78 64 18
70 to 80 ......................... 140 to 160 .................... 81 68 19
80 to 90 ......................... 160 to 180 .................... 84 68 19
go to O0 ........................ 180to200 .................... 87 69 21
100 to 150 ....................... 200 to 300 .................... 89 70 21
150,to200 ....................... 300 to 400 .................... 90 70 22
200 and over .................... 400 and over ................. 91 70 23

The rate reductions found in table 6 reflect only the marginal rate
reduction, or the rate reduction in each bracket. From the stand-
point of the reduction in the total tax burden, however, it is impor-
tant to realize that all taxpayers benefit from the rate reductions in
all of the tax brackets below their top, or marginal, bracket. Thus,
every taxpayer receives the benefit of the 30-percent reduction in the
first bracket, either on his entire taxable income or on his first $500 or
$1,000 of taxable income. Table 7 reflects this accumulative effect of
the rate reduction provided by the House and committee bill. This is
accomplished by showing for the top of each rate bracket-both for
married couples and for single persons-the total tax under present
law and under House and committee bill for 1965, together with the de-
crease, in terms of dollars and also percentages, which this represents
in present tax liability. This indicates that on an accumulative basis
the large rate reduction in the bottom bracket has an important effect
on income up to $8,000 for married couples (or $4,000 for single per-
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sons) and is of some significance for income levels up to about $40,000
for married couples (or $20,000 for single persons).

TABLE 7-A.-Comparison of individual income tax liability
under House and committee bill

MARRIED COUPLE FILING JOINTLY

under present law and

Tax Decrease In tax in House
and committee bill

Amount of taxable Income House and
Present law committee Amount Percent

bill

$,000 .......................................... $200 $140 $60 30.0
$ ............................... 400 200 110 27.5
$3,000.. .................................... 600 450 150 25. 0

,000....................................... 800 620 180 22.5
,000 ..................................... 1,680 1,380 300 17.9

$12,000 ...................................... 2,720 2,260 460 16.9
16,000 ........................................ 3,920 3,260 660 16.8
20,000 .................................... 5,280 4.380 900 17.0
24 ........................................ 6,800 5,660 1,140 16.8
28,00 ........................................ 8,520 7,100 1,420 16.7

S2,000......................................... 10,400 8,600 1,740 16.7
000 ........................................ 12,400 10,340 2,060 16.6

0,000 ......................................... 14,520 12,140 2.380 16.4
44,000 ......................................... 16, 760 14,00 2,700 16.1

$52,000 ......................................... 21,480 18,060 3,420 15.9
$64,000 ......................................... 28,920 24,420 4,500 15.6
$76,000 ......................................... 36,720 31,020 5,700 15.5
$88,000 ......................................... 45,00 37.980 7,020 15.6
$100,000 ........................................ 53,640 45,180 8,460 15.8
$120,000 ........................................ 68,640 57,580 11,000 16.1
$140,000 ........................................ 84,240 70,380 13,860 16.5
$160,000 ........................................ 100,440 83,580 16, 860 16. 8
$180,000 ........................................ 117,240 97,180 20.060 17.1

200,000 ........................................ 134,640 110, 980 23, 660 17.6
$00,000............................... ... 223,640 180,980 42, 660 19.1
$40,00 ................................. 313,640 260, 980 62,660 20.0

TABLE 7-B.-Comparison of individual income tax liability under present law and

under House and committee bill

SINGLE PERSONS

'Tax Decrease in tax in House
and committee bill

Amount of taxable income
House and

Present law committee Amount Percent
bill

$500- -...................................... $100 $70 $30 30.0
$1,000 ......................................... 200 145 55 27.5
$1,500 ......................................... 300 225 75 25.0
$2,000 ......................................... 400 310 90 22.5
;4,000 ......................................... 840 690 150 17.9

,000 .......................................... 1,360 1,130 230 16.9
$8,000 .......................................... 1,960 1,630 330 16.8
$10,000 ......................................... 2,640 2,100 450 17.0
12,00 ......................................... 3,400 2, 830 570 16.8

$14,000 ......................................... 4,260 3, 550 710 16.7
$16,000 ......................................... 5,200 4,330 870 16.7
$18,000 00...................................... 6,200 5,170 1.030 16.6
$20,000 ......................................... 7,260 6,070 1,190 16. 4
$22,000 ......................................... 8,380 7,030 1,350 16.1
520,000 ......................................... 10,740 9,030 1.710 15.9

,000 ......................................... 14,460 1%,210 2,250 15.6
;,000 ......................................... 18,360 15,510 2,850 15.5
$44,000 ......................................... 22,500 18, 990 3,510 15.6

$50,000 ........................................ 26.820 22,590 4,230 15.8
$0000 ......................................... 34,320 28,790 5,530 1.1
$70:00 ......................................... 42,120 35,190 6,930 16.5
r0,000 ......................................... 50,220 41,790 8,430 16.8
90030 ......................................... 58,620 48,590 10,030 17.1

$100,000 ........................................ 67, 320 53,490 11,830 17.6
$150,00 ........................................ 111,820 90,490 21,330 19.1
$200,000 ........................................ 156,820 125,490 1,330 20.0

27-14-64--8
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Table 8 shows the distribution by adjusted gross income classes (as
distinguished from taxable income classes) of both the rate and
structural changes provided by the bill when these changes are fully
effective. This table also shows the number of taxable returns and
tax liability under present law (not including the alternative tax on
capital gains), together with the tax liability which will remain when
the rate reductions and other changes provided by this bill are fully
effective. The table further shows the percentage distribution of the
rate, structural, and total changes made by this bill (expressed as a
percentage of present tax liabiliy by income class). Tbhis indicates
that the rate changes on the average represent a 20-percent reduction.
The percentage reductions vary within the various income classes
from 17 percent for adjusted gross income above $10,000 up to 27.6.
percent for incomes below $3,000. Taking the structural changes
into account the overall reduction averages 19.7 percent under your
committee's bill and 18.8 percent under the House bill. The reductions
under your committee's bill range from 13.5 percent for those with
incomes over $50,000 to 38.6 percent for those with incomes under
$3,000. Under the House bill this range was from 12.6 to 38.3 percent.

TABLE. 8.-Revenue bill of 1964-Ditribution by adjusted gross income class of the
full year effect of all tax changes I made by your committee's bill which directly
affect individuals

Number of Tax Effect of revenue bill of 1064 Total
Adjusted gros Income class taxable liability tax under

(thousands of dollars) returns under revenue
(millions) present Rate Structural Total bill of 1984

law2 change changes

In millions of dollars

0 to 3 ......................... 9.7 1,450 -400 -160 -60 890
3to5 ......................... 10.5 4,030 -1,020 -80 -1,100 2930
Sto 10 ........................ 22.9 18,300 -3,005 +8 -3,820 14,480
lO to 20 ....................... 6.7 12.710 -2,285 90 -2195 10,616
20to50 ....................... 1.0 6,780 -1,150 70 -1,o080 58W
50 and over ................... .2 4,170 -710 +145 -8 3,605

Total ................... 51.0 47,420 -9,470 +150 -9,320 38.100

Percent distribution by income class

0to3 ......................... 1.0 3.1 4.2 -10.7 8.0 2.3
ato0 ......................... 20.6 &5 10.8 -53.3 11.8 7.7
5t10 ........................ 44.9 38.6 41.2 +58.7 41.0 38.0
10 to 20 ....................... 13.1 2.8 24.1 +60.0 23.6 27.6
20 to 560 ....................... 2.0 14.3 12.1 46.7 11.8 14.9
60and over ................... .4 8.8 7.5 +96.7 6.1 9.5

Total ................... 100.0 100.0 100.0 100.0 100.0 100.0

Percent of tax liability under present law

018 .................................... 100.0 -27.6 -11.0 -38.8 61.4
3to5 ................................ 100.0 -25.8 -2.0 -27.3 72.7
5 to 10 ............................... 100.0 -21.3 +.5 -20.9 79.1
lOto 20 ................................... 100.0 -18.0 +.7 -17.3 82.7
20 to 60 ................................... 100.0 -17.0 +1.0 -18.0 840
60 and over ............................... 100.0 -17.0 +3.6 -13.5 8. 5

Total ............................... 100.0 -20.0 a-.8 -19.7 80.3

I Excluding effect of capital pins provisions and repeal of the requirement to reduce basis by amount of
investment credit.

I Excludes alternative tax on capital gains.
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The tax rate reductions described above take effect as of January 1,
1964, and January 1, 1965. For taxpayers with fiscal years falling
partially in either the calendar year 1963 or the calendar year 1964,
the bill provides for the proration of the rates applicable in the 2 years
involved according to the number of days in the fiscal year in question
which fails in each calendar year.

The tax rate changes provided for individuals by this bill are ex-
pected to decrease tax liabilities in the calendar year 1964 by $6.3
billion and in the calendar year 1965 by $9.5 billion. The latter re-
duction is cumulative and includes the reduction of $6.3 billion for
the calendar year 1964.
2. Minimum standard deduction (see. 112 of the bill and sec. 141 of the

code)
(a) Present law.-Under present law single taxpayers who take the

standard deduction, if they have no dependents, become taxable on
income above $667. This represents a standard deduction of 10 per-
cent ($67) plus the personal exemption ($600). For a married couple
filing a joint return under present law, income becomes taxable above
$1,333. This represents a 10-percent standard deduction ($133) plus
two $600 exemptions. Similarly, a married couple with one child
becomes taxable on income above $2,000 (a standard deduction of
$200 plus three $600 exemptions).

(b) General reasons for proposal.-In addition to the rate reductions
described above, the House and your committee concluded that it was
desirable to remove from the tax rolls those persons with minimum
incomes and also to provide those with incomes just slightly above
these levels a somewhat larger tax reduction than is made available
generally through the rate cuts.

The minimum standard deduction that the House and your commit-
tee have adopted, and which is described below, removes 1.5 million
taxpayers, with very low incomes from the tax rolls entirely.

The tfax relief provided under this provision is almost entirely con-
centrated in the adjusted gross income classes of $5,000 or less, with
much of it concentrated in income levels below $3,000. The total
revenue loss anticipated from the minimum standard deduction of
$320 million, for example, is distributed as follows:

Change in
tax liability Percentagefrom mini, change in

Adjusted gross income class (thousands of dollars) mum stand- present tax
ard deduction liability

(millions of
dollars)

0 to 3 ................................................................ -170 -11.7
3 to 5 ................................................................ -100 -2.5
5 to 10 ................................................................ -850 -. 8
10 and over ........................................................... 0 0

Total .................................................................. -820 -. 7

The minimum standard deduction relieves persons at or near the
subsistence level of much or all of their tax liability. In this respect
the provision is much more economical than a personal exemption
increase. The minimum standard deduction in the bill provides a
floor of $300 above his exemption for a single person, a floor of $400
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above exemptions for a married couple, and one of $600 above exemp-
tions for a married couple with two children. Yet an increase in
exemptions of only $100 would cost $2.6 billion, and one of $200 would
cost $5 billion in lieu of the $320 million cost entailed in the minimum
standard deduction.

(c) General explanation of proposal.-The bill provides that tax-
payers who use the standard deduction may use either the regular
10-percent deduction or a minimum standard deduction, whichever
is the larger. The minimum standard deduction in effect is $300 for
the first exemption and $100 for each additional exemption. In the
case of a married person filing a separate return, however, the mini-
muni standard deduction is $200 for the first exemption and $100 for
each additional exemption.' As under present law, the standard
deduction, whether a "10-percent" deduction or a "minimurd" deduc-
tion, may not exceed $1,000 (or $500 in the case of a married person
filing a separate return).

Under the bill, a single person would be allowed a minimum stand-
ard deduction of $300 which, together with the personal exemption of
$600, would mean that he would have no tax to pay until his income
exceeded $900. Similarly, a married couple with no children would
be allowed a ininimuni standard deduction of $400 ($300 for .the first
exemption, plus $100 for the second exemption). As a result, the
married couple would pay tax on income only in excess of $1,600. A
head of a household with one dependent also would be subject to tax
only on income above $1,600, since the minimum standard deduction
in this case also would be $300, plus $100 for the dependent. A mar-
ried couple, both over ago 65, would receive a minimum standard de-
duction of $600; i.e., $300 with respect to the first exemption, and
$100 with respect to the three additional exemptions. This together
with their four exemptions would mean they would pay no tax on the
first $3,000 of income. This would also be true of blind persons with
double exemptions.

The income levels under present law and under the bill at, or below,
which there would be no tax, are as follows:

Present law Minimum
Status of taxpayer with 10-per standard de-

cent standard d duction pro-
deduction vided by bill

Single person ................................................................ 1 $67 $900
Married couple , no dependents or head of household, I dependent ........... 1,333 1,600
Married couple, I dependent or head of household 2 dependents ............ 2,000 2,300
Married couple, 2 dependents or head of household, 3 dependents ............ 2,667 3,000
Married couple, 3 dependents or head of household, 4 dependents ............ 3,333 3,700
Married couple, 4 dependents or head of household, 5 dependents ............. 4.000 4,400
Married couple, 5 dependents or head of household, 6 dependents ............ 4,667 6,100
Married couple, 6 dependents or head of household, 7 dependents ............ 5,333 6,800

I The amounts shown above assume that the Income level under existing law is reached at exactly the
level which would aply if a uniform 10 percent standard deduction were used. However, under present
aw for taxpayers with income below $5 000, a tax table with brackets is substituted for the uniform 10 per-

cent. This modifies slightly all of the figures noted above. The income levels in these cases according to
the tax table are $674, $1,324, $1,999, $2.674, $3,349, $3,999, and $4,649 respectively.

I In the case of married couples, where one takes the 10-percent standard deduction rather than the mint-
mum standard deduction, the other spouse must also take the 10-percent standard deduction. However,
both may, if they so desire, elect to take the minimum standard deduction, which, as indicated above, is
$W for the 1st exemption and $100 for each additional exemption in the ease of married persons filing sepa-
rate returns.
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Under the bill taxpayers have the right to change their election
with respect to tile minimum standard deduction at any time within
the period in which they can amend their tax return, that is, generally
within the period ending 3 years after the due date filing for a given
return.

(c) (i) Ejfective date.-Generally, the minimum standard deduction
applies to taxable years ending after December 31, 1963. However,
for taxpayers with fiscal years straddling this date, the bill provides
fobr a portion of the benefits of the minimum standard deduction in the
same way as rate reductions, in accordance with the number of days
before and after December 31, 1963, in such years.

(d) Revenue effect.-The minimum standard deduction provided
by this bill is expected to reduce revenues in a full year of operation
by $320 million.
8. Amendments related to individual income tax rate reductions (see. 118

of the bill and sees. 37 and 871 of the code)
(a) Retirement income credit.-Present law provides a tax credit on

retirement for passive investment or pension income received by
persons generally over age 65. However, the income taken into
account for this credit must be reduced for tax exempt social security
or railroad retirement income, and for those under age 72 for income
derived from work above a specified income level. In computing
the credit, present law provides that the income eligible for the credit
is to be multiplied by the "rate provided in section 1 for the first
$2,000 of taxable income." Under present law this rate is 20 per-
cent. Under both tile House and committee bill, however, since this
bracket has been split into four brackets, there are four rates ranging
from 14 to 17 percent, applicable to different segments of this first
$2 000 of taxable income.

The bill provides that the rate of tax to be used in computing this
credit in the future is to be 15 percent. This is as near the middle of
the four rates applicable to the first $2,000 of income as is possible,
without the use of fractional rates.

(b) Tax on nonresident aliens.-Under present law, nonresident
aliens receiving income from sources within the United States, such
as interest, dividends, rents, salaries, wages, etc., are taxed oil this
income at a fiat 30-percent rate (unless applicable tax treaties provide
some other rates). LHowevei', present law also provides that if the
nonresident alien receives more than $15,400 from the specified sources
within tile United States, then the regular individual income tax will
apply with respect to tile nonresident aliens' income from sources
within the United States (if this results in a higher tax than the flat
rate 30-percent tax).

The income level of $15,400 in present law is the point at which a
30-percent flat tax rate with one exemption would be likely to approx-
imate the regular income tax rate with exemptions and with progres-
sive rates. Because of the rate reductions provided by the bill, this
income level of approximate equality rises, and has been established
in the bill at $21,200.
4. Corporate rate reductions (sec. 19e1 of the bill and sec. 11 of the code)

Under present law, the total, or combined, corporate income tax
rate is 52 percent. It consists of a 30-percent normal tax rate,
applying to all corporate income, and a 22-percent surtax rate apply-
ing to corporate income in excess of $25,000. Thus, corporations are
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taxed at a 30-percent rate on the first $25,000 of their taxable income
and at a 52-percent rate on their taxable income above that level.

The House and committee bill makes two basic changes in the rate
structure provided by present law. First, it lowers the overall rate
from 52 to 50 percent for 1964, and to 48 percent for 1965 and sub-
sequent years. Second, it "reverses" the normal and surtax rate in
order to provide greater relief for small business. Thus, it provides
that the normal tax rate is to be 22 percent instead of 30 percent for
1964 and subsequent years. The surtax rate then, for 1964, is to be
28 percent, And for 1905 and subsequent years, 26 percent. Thus, the
bill provides a tax rate of 22 percent (in place of 30 percent) on the
first $25,000 of a corporation's taxable income for both 1964 and
subsequent years and a tax rate of 50 percent in 1964 and 48 percent
in 1965 and subsequent years for the portion of a corporation's income
over $25,000 (in lieu of the present 52-percent rate).

This reduction in corporate rates is important because it reverses
the trend toward higher and higher corporate rates and also because
it again makes the Government a "junior," rather than "senior," part-
ner in any venture a corporation may undertake, insofar as the sharing
of corporate income before tax is concerned. This tax rate reduction
should be an important factor in improving the rate of profitability
for corporations and, therefore, should provide an incentive for
business investment and economic modernization and growth. It
should also aid corporations in the export market in competing with
corporations in other countries, where the corporate rates may not
be as high as in the United States.

This tax cut for corporations, when fully effective, will amount to
$2.2 billion a year. It should, of course, be viewed in connection with
tho reduction provided by Congress in 1962 in the form of an invest-
ment credit and the reform provided in 1962 in the depreciation
guidelines. These taken together provide corporations with a tax
reduction of approximately $4 billion.

The "reversal" of the corporate rates Should be a substantial
benefit to small business. The substitution of a 22-percent rate for
the 30-percent rate represents a rate reduction of nearly 27 percent
on the first $25,000 of income, as contrasted to the rate reduction for
income above $25,000 of slightly less than 8 percent. Moreover, as
indicated in table 9, the benefit of this rate reduction on the first
$25,000 of income is appreciable for income levels up to $100,000.

TABLE 9.--Revenue effectI

Normal tax to 22 percent
Computed and combined rate to 48

Number of tax liability, percent
Surtax net Income class (dollars) taxable present

corporations rates I
(million) Amount of Percent

reduction reduction
(million)

0 to 25,000... 467,500 $874 A233 28.7
23,O00 to 000 .............................. 64,000 630 126 19.8

0,000 to 1 00.2 ............................. 5.000 759 94 12.4
1OWD to 1O, ODD .............................. 25.500 3. 427 209 &1,0¢0,O00and over .............................. 4,000 18,604 1,438 7.7

Total .................................... 576000 24, 2 %190 9.0

I At 1963 levels of income.
ESoluding capital pins presently taxed at the alterntlve rate.
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Your committee agrees with the House that it is important to
provide a greater rate reduction for small businesses because of their
importance in maintaining competitive prices in our economy, and
also because of the greater difficulty small businesses have in finding
outside funds to finance their expansion. As a result, they have
traditionally found it necessary to expand largely out of income re-
maining after tax.

The rate reductions provided by the House and your committee for
corporations apply to taxable years beginning after December 31
1963, in the case of the reversal of the normal and surtax rates and
also in the case of the reduction of the general rate to 50 percent.
The reduction in the corporate rate from 50 to 48 percent applies
to taxable years beginning after December 31, 1964. For fiscal
year taxpayers, with years straddling either of these two dates, the bill
provides that the reductions are to be prorated in accordance with the
portion of the corporate year occurring after December 31, 1963, or
after December 31, 1964.

The decrease of corporate rate from 52 to 50 percent in the calendar
year 1964, and the reversal of the normal and surtax rates, is expected
to decrease corporate tax liabilities for that year by $1.3 billion.
The reduction in corporate tax liabilities for the calendar year 1965
and subsequent years (when the corporate rate will be further reduced
to 48 percent) is expected to amount to $2.2 billion. This estimate
is cumulative and includes the $1.3 billion loss referred to with respect
to 1964 corporate tax liabilities.
5. Current tax payments by corporations (see. 12, 2 of the bill and secs. 6074

and 6154 of the code)
(a) Present law.-Under present law a calendar year corporation

is required to pay 25 percent of its estimated tax in excess of $100,000
in the third quarter of the year in which the tax liability actually
arises, or on September 15. Another one-fourth of this estimated
tax is paid in the fourth quarter of the year of liability, or on Decem-
ber 15. The remainder of the tax is paid in two equal installments in
the following year, the first installment being due at the same time as
the tax return for that year, or on March 15, and the second and final
installment being due on June 15. Comparable dates are provided
for fiscal year corporations.

This system of paying two quarterly installments with respect to
tax liability in excess of $100,000 in the same year in which the lia-
bility arises, was initially provided at the time of the adoption of the
Internal Revenue Code of 1954. Before that time Congress had, in
1950, provided, in the case of calendar year corporations, that the tax
was to be paid in two installments of 50 percent each on March 15
at the time for filing the return and on the following June 15, both of
these payment dates being in the year immediately following the year
in which the tax liability arose. (Comparable dates were provided for
fiscal year corporations.) Prior to 1950, corporate taxes were payable
in four installnents of 25 percent each, the first two for calendar year
corporations being on the dates specified above, and the last two on the
following September 15 and December 15-both dates being in the
year following tho year in which the tax liability arose.

(b) General reasonsfor provWs.-As indicated above, corporations
presently are only on a partial pay-as-you-go basis. Individuals, on
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the other hand, either through withholding or through declarations,
are on a full pay-as-you-go basis. Both the House and your com-
mittee, with respect to tax liability in excess of $100,000, place corpo-
rations on essentially the same pay-as-you-go basis as is already true in
the case of individuals. This is to be accomplished gradually over a 7-
year period. With the corporate rate reduction also provided by this
bill? spreading the acceleration in corporate payments over this 7-year
period can be accomplished without raising any corporation's income
tax payment above its tax for 1963 (assuming the same income level
throughout).

At the present time, the larger corporations appear to have sufficient
funds to meet their investment requirements. In fact, many of the
larger corporations customarily fund their tax liabilities by investing
currently in Treasury tax notes or other types of short-term debt.
Moreover, the cash and other liquid assets of corporations in 1962
amounted to $68.5 billion, or some five times the aggregate tax
liability of these corporations. In any event, since in each year the
acceleration in payments is offset or more than offset by the tax
reduction, the speedup of corporate payments will not decrease in-
ternal funds available at the corporate level for investment. At the
same time, the reduction in the rate of corporate tax will increase the
profitability of investments, thus encouraging further expansion.

Since the acceleration of the corporate payments has no effect if
tax liabilities are $100,000 or less, the smaller corporations which,:in
many cases, may have a shortage of internal funds available for in-
vestment, will not be affected by this provision. Such corporations
will have additional funds available for investment through the gen-
eral 4 percentage point corporate rate cut, and more especially through
the 8 percentage point reduction in the tax applying to the first
$25,000 of income.

(c) General explanation of provision.--Over the 7-year period, 1964
through 1970, the House and the committee bill, in effect, provides,
in the case of calendar year corporations, that the two installment
pay ments due on March 15 and June 15 of the year following the year
of liability are to be advanced to April 15 and June 15 of the year of
liability, leaving the September 15 and December 15 installment
payments of 25 percent still due at the same time as under present law.
(A comparable advance is made for fiscal year corporations.) Any
liability, to the extent that it is not paid by estimated tax payments
(for example, does not exceed $100,000), will still be payable in two
installments after the close of the -year of liability, on March 15 and
June 15, in the same manner as under present law. The following
tabulation shows the change in the percentage payment dates from
present law to the system set forth in the bill when it is fully effective
in 1970 and subsequent years:
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Percentage payments

Under bill
Present when (lly

law effective
In 1070

Payments In year of liability:
Apr. 15 .................................................................. 0 26
Juno 1...................................... 0 25
Sept. 15 .................................................................. 25 25
Mec. 16 .................................................................. 25 25

Payments In year following year of liability:
Mar. 16 ........................................................ 26 ()
Juno 15 ................................................................. 26 (

I Payments will still be du0 on these 2 dates with respect to tax liability on the ist $100,000 of tax anI on
any amount of underestimates.

The advance in corporate payments described above is acIievCd
under the bill over a 7-year period, commencing in 1964, with respect
to tax liabilities arising in that year. For corporations with tax
liabilities in excess of $100,000, the bill requires that thy make first
and second quarterly current payments of 1964 tax in excess of
$100,000 of 1 percent in April an( June of 1964 (assuming they are
calendar year corporations), with these quarterly percentages increas-
ing to 4 percent in 1965, 9 percent in 1966, 14 percent in 1967, 19
percent in 1968, 22 l)ercent in 1969, and then 25 percent in 1970
and subsequent years. These percentages apply only with respect to
the portion of the corporations' tax liabilities which exceed $100,000.
This gradual shift of the corl)orate tax payments, with respect to tax
liability above $100,000, can perhal)s best be seen by the following
tabulation.

Percent of estimated tax to be paid on the Percent of tax to be paid
15th day of the- on the 15th day of-

4t n,1t month 3d1 month IOtis monthi

of the year of liability of the year following
the year of liability

1964 ........................... 1 1 25 25 24 24
1005 ........................... 4 4 25 25 21 21
1960 ........................... 0 9 25 25 10 16
1907 ........................... 14 14 25 25 11 11
1968........................... 19 19 2.5 25 6 6
1969 ........................... 22 22 25 25 3 3
1970 and any subsequent year. 25 25 26 25 (') (1)

I Payments will still be due on these 2 dates with respect to tax liability on the Ist $100,000 of tax and on
any asnount of underestimates.

The percentages of the tax liabilities to be accelerated for each of
the years 1964 through 1970 were selected so that the speedup in
corporate payments would not exceed the reduction in tax liabilities
provided by the bill. The effect of the speedup on corporate tax
liabilities for a calendar year corporation having a $10 million tax
liability is shown in table 10. As indicated by this table, the combined
effect 6f the rate reduction with the acceleration of corporate pay-
ments in all years results in a net reduction in tax payments, even for
a corporation with a taxable income of $10 million. Corporations
with smaller incomes would fare still more favorably in this respect.
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The present provisions exempting corporations from any additional
charges for failure to comply with the provisions of the declarations
of estimated tax are continued as under present law. Present law
provides an additional charge equal to 6 percent per annum for under-
payments only if the estimated tax payments fail to come under one
of the following four categories:

(1) they amount to 70 percent of the tax shown on the final
return after subtracting $100,000 and allowing credits;

(2) they amount to as much as the previous year's tax reduced
by $100,000;

(3) they are equal to what last year's tax (less $100,000 and
allowable credits) would have been had current rates been ap-
plicable to thatyear's income; or

(4) the installment with respect to the declaration for any
quarter is equal to 70 percent of the tax (less $100,000 and allow-
able credits) due on the basis of the income received to date,
placed on an annual basis.

TABLM 10.-Example of the combined effect on a calendar year corporation of current
tax payments and the tax rate reductions provided by the bill (corporation assumed
to have $10 million of taxable income and to base its estimates on 75 percent of
this income I)

Corporation payments Corporation payments

Calendar year Calendar year PercentD ollars Percentof16 Dollars Percent

of 1063 of 1903

1963 ...................... 5,194, 500 100. 0 1968 ------------------- 5,145,513 99.1
1964 .................. 5192, 332 99.9 1969 ....... ... 5,004,707 96. 3
195 ..................... 126,402 97 1970------------------5,004,707 96.3
966 ...................... 5.145,512 99.1 1971 ...................... 4,793,500 92.3
967 ...................... 5,145, 513 99.1

I Your committee's bill provides for (1) a reduction of the normal tax rate to 22 percent In i964; of surtax
rate of 28 percent In 1964 and 26 percent In 1965; and (2) 1st and 2d quarter current payments in 1964 and
6 succeeding years of 1, 4, 9, 14, 19, 22, and 25 percent.

(c) (i) Effective date.-The changes described above with respect to
the acceleration of corporate tax payments start in taxable years
beginning after December 31, 1963, and will become fully effective
for taxable years beginning after December 31, 1969.

(d) Revenue effect.-It has been estimated that this proposal will
increase revenues in the fiscal year 1964 by $260 million and in the
fiscal year 1965 by $900 million.

IV. GENERAL. EXPLANATION

B. STRUCTURAL CHANGES

1. Dividend credit and exclusion (ec. 201 of the bill I and sees. 84 and
116 of the code)

(a) Present law.-Under present law, individuals are allowed to
exclude from their tax base the first $50 of dividend income. If a
husband and wife each have dividend income (or if they have such
income jointly), the exclusion claimed on a joint return may amount
to as much as $100 of dividend income. In addition, under present
law, a credit of 4 percent is allowed against tax for any dividends

1The parenthetcalfrences to the bill are to the bill as amended by your committee.
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remaining after the $50 or $100 exclusion. This credit may not,
however, exceed 4 percent of taxable income.2

(b) General reasonsforproviion.--In 1954 when the present dividend
credit and exclusions were adopted, the committee report indicated
that these relief measures were provided because the earnings of a
corporation are taxed twice, once as corporate income and again as
dividend income when paid out to the shareholders. It was stated
that in addition to this being a double tax on this type of income, it
also was a deterrent to investment in corporations. The report in
1954 partcularly stressed the effect of the penalty of double taxation
in channeling investments in the form of indebtedness rather than
equity capital or stock.

In fact, the reduction in the corporate rate by 4 percentage points
provided by this bill probably does as much to remove any double
taxation involved with respect to corporate distributions as would
the continuance of the present 4 percent dividend credit. Moreover,
from the standpoint of making funds available for investment in
corporate enterprises, this reduction in tax with respect to retained
earnings can be expected to have a more important impact on corporate
investment than any reduction directed solely toward corporate
income which is distributed. This greater encouragement for cor-
porate investment has been provided not only by the corporate
rate cut in this bill, but also by the investment credit allowed with
respect to business investment in the Revenue Act of 1962. The
House and your committee's action in this bill, in making this invest-
ment credit available without reduction in the depreciation bas..
provides still further inducements for business investment.

In addition, the notion that the dividend credit would encourage
equity financing does not seem to be borne out by the events which
have occurred since 1954. The Secretary of the Treasury has pointed
out that the ratio of equity to debt financing by corporations has not
increased despite the presence of the 4-percent credit.

The form of the present dividend credit, in any event, is undesirable
since it reduces any double taxation by a much larger percentage for
the higher income bracket stockholders than it does for those in the
lower bracket. Information presented by the Secretary of the
Treasury indicated that the dividend credit even combined with
the present exclusion, reduces the extra burden of double taxation
by 10.4 percent in the highest income bracket, while reducing it by
only 4.3 percent for those subject to the first bracket rate.

In view of these considerations, your committee agreed with the
House that it would be better to concentrate relief from any double
taxation which it is possible to provide in a dividend exclusion rather
than in a dividend credit. The dividend exclusion, in the area opera-
tive, completely removes any double taxation. Moreover, increasing
the exclusion as the bill provides, will tend to encourage a broader
stock ownership among those with relatively low income. At the
same time, the repeal of the credit removes the discrimination in
present law in favor of high bracket shareholders. Furthermore,
removing the credit even thouh doubling the exemption available
has the effect of raising $300 million of revenue in the calendar year

I The dividend exclusion and credit are not allowed for dividends received from foreign corporations,
China Trade Act.oorporations, exempt orporations, corporations deriving most of their income from U.S.
Iosssions, real estate investment trusts, life Insurance dividends, dividends from mutual savings banks
domestic building and loan as locations, eto., and capital pins dividends from regulated investmeni
companies.
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1965 and subsequent years, which in the bill is devoted to further
individual income tax rate reductions than would otherwise be possible.

(c) General explanation of provision.-In view of the considerations
referred to above, thle bill, both i as passed by the House and as approved
by your committee, decreases from 4 to 2 percent the credit against
tax allowed for dividends received during the calendar year 1964.
With respect to dividends received in 1965 and subsequent years, the
credit is repealed altogether. Consistent with the treatment provided
when the tax credit was 4 percent of the dividend income, the dividend
credit allowable during the calendar year 1964 is to be limited to 2
percent of taxable income received by an individual during that year.

The bill provides that with respect to dividends received in the
calendar year 1964 and subsequent year the maximum exclusion per
individual with respect to dividends received from a domestic corpora-
tion is to be $100, in lieu of the $50 available at the present time. In
the case of married couples, where each owns stock separately or
where stock is owned jointly and joint returns are filed, the maximum
exclusion will be $200 in place of the $100 applicable under present
law.

(c)(i) Effective date.-As indicated above, the dividend credit is
reduced from 4 percent to 2 percent with respect to dividends re-
ceive(l in the calendar year 1964 and is repealed- with respect to divi-
dends received in 1965 and subsequent years. The dividend exclusion
is doubled with respect to amounts received in the calendar year
1964 and subsequent years.

(d) Revenue effect."-The combined effect of the reduction and then
repeal of the credit and the increase of the exclusion is expected to
increase tax liabilities by about $120 million for the calendar year
'1964 and by $300 million in the calendar year 1965 and subsequent
years when the repeal of the credit becomes fully effective.
2. Limitation on retirement income (sec. 20,2 of the bill and see. 87 of

. the code)
(a) Present law.---Present law provides a retirement income credit

which in general terms is designed to provide a credit against tax
for those making provision for their retirement other than through
social security, or railroad retirement or other tax-exempt income,
and it is intended that this credit be approximately equal in value
to the exclusions provided in the case of social security, etc. Thus,
the maximum amount of income with respect to which a retirement
income credit may be taken is geared to the maximum social security
payment. Moreover, the credit is based upon the amount of pension
or investment income of the individual involved, on the general
principle that this represents the retirement base built up by those
not covered by social security, etc. (or not covered to any appreciable
extent). For the same reasons, the amount of income upon which
the credit is based is reduced for any tax-exempt social security,
railroad retirement, or other similar income received by the individual.

In addition, what amounts to a "work clause" applies to the
retirement income credit to make it comparable to social security
payments which also are reduced for earned income received by the
individual above a specified level. The reduction for earned income
in the case of the retirement income credit generally is a reduction of
50percent for any earned income above $1,200 but not above $1,700,
and a 100 percent reduction for any earned income above $1,700.
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Social security and the retirement income credit also are correlated
in the earnings requirement. To be covered for social security tax
purposes, an individual generally must have a minimum coverage of
40 quarters or 10 years, assuming he has been in covered employment,
for a sufficient period of time. On the same basis, the retirement in-
come credit provides that an individual to be eligible for the retirement
income credit must have had 10 years of prior earnings experience, in
each year of which he earned in excess of $600. For this requirement
a widow or widower may use the earnings experience of the deceased
spouse in much the same way as is provided in the case of social
security benefits.

(b) General reasons for proiion.-The attention of your committee
was called to the fact that in one respect the retirement income credit
is not coordinated with the social security program. Under the old
age and survivors insurance program, if a husband has the appropriate
40 quarters of coverage but the wife does 'not, nevertheless, the pay-
ment may be made not only with respect to the husband directly but
also a supplementary payment of one-half the size of the payment
going to the husband may also be made with respect to the wife. The
retirement income credit, on the other hand, contains no supplemen-
tary payment with respect to a spouse where that individual does not
have the requisite prior 10 years' earnings experience. To provide a
retirement income credit of one-half the size of that going to the
primary wage earner in the family in such a case is the purpose of the
amendment added by your committee.

(c) General explanation of provision.-Your committee has added
a new subsection to the existing retirement income credit provision to
provide that where the husband and wife have both attained the age
of 65 before the close of the year, the maximum income on which the
credit may be based is to be increased above the present ceiling of
$1,524 by $762, or one-half of the present maximum. This is designed
as the equivalent of the supplementary benefit going to a wife under
the old age and survivors insurance program.

Where only one spouse has the requisite 10 years' prior earnings
experience and receives ani increase in his retirement income of
$762, this amount is to be reduced by any social security railroad
retirement or other tax-exempt pension income received by the
spouse without the prior earnings experience. In addition, this $762
is to be decreased by any earned income this spouse is currently re-
ceiving in excess of $1,200 (on a 50-percent basis with respect to in-
come between $1,200 and $1,700) assuming this spouse has not reached
the age of 72.

If one spouse does not have 10 years' prior earnings experience, then
the maximum base retirement income of the other spouse is increased
by the full $762 (with certain reductions referred to later). On the
other hand, if both husband and wife have the requisite 10 years'
prior earnings experience and if one of them has less than $762 of
retirement income, then the maximum of $1,524 with respect to the
other spouse is to be increased to the extent that the retirement income
of the other spouse is less than $762. Computations, similar to the
reductions referred to .above where only one spouse has the ten years
prior earnings experience, are required here with respect to tax-exempt
income and earnings above the specified levels.

It should be noted that increasing a spouse's maximum allow-
able retirement income by the $762, or any part of this amount, does
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not of necessity mean a larger retirement income credit. Whether
he can receive a larger retirement income credit in such a case depends
upon whether or not he receives sufficient qualifying investment
and/or pension income to reach this new ceiling level, which may be
as high as $2,286. The credit allowable is 15 percent of this amount.

(c) (i) Effective date.-This increase in the retirement income credit
applies to taxable years beginning after December 31, 1963.

(d) Revenue effect.-It is anticipated that this will result in an
annual revenue loss of $10 million a year.
S. Investment credit: Repeal of provision reducing basis of property by 7

percent and other amendments (sec. 203 of the bill and sees. 48
and 1245 of the code)

(a) Present law.-Last year in enacting an investment credit, Con-
gress in general allowed a credit equal to 7 percent of certain types of
investment (3 percent in effect in the case of most public utilities).
This amount may be offset in full against tax liability up to $25,000 and
against one-quarter of the tax liability above this level. Property
with an estimated useful life of 8 years or more is fully taken into
account in computing this credit, property with an estimated life
from 6 to 8 years is taken into account at two-thirds of its cost, while
property with an estimated life from 4 years up to 6 years is taken
into account at one-third of its cost. The credit for the most part is
limited to purchases of tangible personal property. As a result,
machinery and equipment are the principal types of investment eligible
for the credit.

As finally enacted in the Revenue Act of 1962, it was further pro-
vided that the base on which depreciation may be taken in the case of
assets eligible for the investment credit was to be reduced by the
amount of the credit. Thus, for example, where a taxpayer pur-
chased a $100 asset and $7 of this purchase price was allowed as an
investment credit, the basis on which depreciation could be computed
with respect to the asset was decreased from $100 to $93.

(b) General reason for provisions.-Although the investment credit
enacted last year appears to have been successful in stimulating invest-
ment, several problems have arisen with respect to this credit which
are dealt with in this bill.

First and most important of the changes made is the repeal of the
requirement that the basis of property eligible for the investment
credit be reduced by 7 percent of the qualified investment. This
provision requires that if property costing $100 and eligible for an
investment credit of $7 was acquired, the basis of this property for
purposes of depreciation (or gain or loss on sale) was to be reduced
from $100 to $93.

This provision has proved troublesome to taxpayers since it requires
a downward basis adjustment with respect to eligible property,
whether or not an investment credit is claimed, for the property.
Moreover, making this adjustment has presented recordkeeping prob-
lems for taxpayers especially in the case of early retirements, and
also severely complicated the statutory language of the investment
credit provision.

In addition, this basis adjustment for property severely restricted
the incentive effect of the investment credit. In effect, this amend-
ment converted the 7-percent credit into a 3)J-percent credit for
corporations, plus a 7-percen initial depreciation allowance. This
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result occurs because the decrease in basis of the asset which may be
written off means that the equivalent of approximately one-half of the
investment credit is recouped over the life of the asset in substantially
the same manner: as an initial depreciation allowance. This effect
substantially reduces the incentive effect of the credit, since it means
that approximately half of the benefits must be resiuored over the
useful life of the asset. In effect, this transforms one-half of the credit
into an interest-free loan.

To remove the recordkee ing and accounting problems which have
arisen in connection with the basis adjustment provision and also to
rovide a greater stimulus with respect to the investment credit, the
ill, both as passed by the House and as reported by your committee,

repeals this basis adjustment provision. It also provides a means
whereby over a period of time taxpayers may recoup their basis
adjustments already made.

A second problem presented with respect to the investment credit
arises in determining the amount of the credit in certain situations in
the case of leased property. Under present law a lessor may pass on
the benefits of any investment credit with respect to his purchases or
other acquisitions to the lessee of the property. This was provided
on the grounds that it was the lessee in such cases who was creating
the additional market for investment. The existing provision in
this respect provides that the amount of the investment credit, if the
property is constructed by the lessor, is to be the appropriate per-
centage of the "fair market value" of the property. However, in all
other cases involving leases the investment credit is to be the appro-
priate percentage of the basis of the property to the lessor. In prac-
tice, this has discriminated in favor of manufacturers of equipment
relative to independent distributors. Thus, in the case of equipment
leased by the manufacturer having a fair market value of $1 000 the
investment credit passed through to the lessee in this case will ie 7 per-
cent of $1,000 or $70. However, if the same equipment is purchased
from the manufacturer by an independent distributor at a dealer's
discount of perhaps 25 percent the basis of the property to the dealer
would be $750. Thus, he couid pass on an investment credit of only
$52.50 instead of the $70. As a result, it is more advantageous for
customers to lease the property directly from manufacturers, rather
than from independent distributors. Both the House and your com-
mittee's version of the bill removes this discrimination by basing the
credit in both cases upon the fair market value o we property.

A third problem arises with respect to the treatment of escalators
and elevators in the cae of the investment credit. Among the cate-
gories of property not eligible for the investment credit are buildings
and their structural components. Your committee's report indi-
cated that the term "structural components" of a building included
such parts of a building as central air conditioning and heating systems,
pluirAbing and electric wiring and lighting fixtures relating to the
operation and maintenance of the building. The proposed regulations
issued by the Treasury Department with respect to the term "struc-
tural components" provide an extensive list of the type of items con-
sidered to be structural components and therefore not eligible for the
investment credit. Among these items are escalators and elevators.
While these regulations are an accurate interpretation of the intention
of Congress last year in this respect, nevertheless your committee
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agrees with the House that it is appropriate to reconsider the treat-
ment of escalators and elevators for purposes of the investment credit.
Escalators and elevators are closely akin to assets "accessory to the
operation" of a business which presently are eligible for the investment
credit. These assets include machinery, printing presses, transporta-
tion or. office equipment, refrigerators, individual air-conditioning
units, grocery counters, etc. In addition, new elevator and escalator
equipment represents an important aspect of modernization of plant
and facilities.

For the reasons cited above, the bill provides that new elevators and
escalators installed after June 30, 1963, and modernization of existing
elevators after that date should be eligible for the investment credit.
This, of course, also means that elevators and escalators will be treated
as coming under the recapture provision enacted in 1962. This in
general provides that depreciation deductions taken with respect to
such equipment in the future are to give rise to ordinary income to the
extent of any gain recognized on the sale of such property.

A fourth modification in the investment credit re ates to the treat-
ment of the credit by regulatory bodies. Both the House and Senate
committee reports on the investment credit, as well as the statement
of the managers on the part of the House with respect to the confer-
ence (and the floor statement on the Senate with respect to the con-
ference report) state that the purpose of the investment credit was to
stimulate investment by reducing the net cost of acquiring depreciable
assets. This is shown by the following quotations. First, in the
report of the Committee on Ways and Means of the House on that bill:

The investment credit will stimulate investments be-
cause-as a direct offset against the tax otherwise payable-
it will reduce the cost of acquiring depreciable assets. This
reduced cost will stimulate additional investment as it in-
creases the expected return from their use. The investment
credit will also encourage investment because it increases the
funds available for investment. * * *

In the report of your committee on that bill it was stated:
The investment credit will stimulated investment, first by

reducing the net cost of acquiring depreciable assets, which
in turn increases the rate of return after taxes arising from
their acquisition. * * *

The objective of the credit is to reduce the net cost of
acquiring new equipment; this will have the effect of increas-
ing the earnings of new facilities over their productive lives
and. increasing the profitability of productive investment.
It is your committee's intent that the financial assistance
represented by the credit should itself be used for new in-
vestment, thereby further advancing the economy.

Again, in the statement of the managers on the part of the House
with respect to the conference committee, and also in the floor state-
ment of the manager of the bill in the Senate, it was stated:

It is the understanding of the conferees on the part of both
the House and Senate that the purpose of the credit for in-
vestment in certain depreciable property, in the case of both
regulated and nonregulated industries, is to encourage mod-
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ernization and expansion of the Nation's productive facili-
ties and to improve its economic potential by reducing the
net cost of acquiring new equipment, thereby increasing the
earnings of new facilities over their productive lives.

Despite the statements cited above, the Federal Communications
Commission has indicated that it is its policy that any benefits from
the investment credit made available by the Revenue Act of 1962
should "flow through" immediately to the customers. In addition,
the staff of the Federal Power Commission has recommended the same
position. This is clearly contrary to the intent of Congress in enact-
ing this provision and as a result this bill contains a provision to the
effect that it was and is not Congress' intention that the Federal
regulatory agencies require the benefit of the investment credit to
"flow through" in this manner.

(c) General explanation of repeal of basis adjustment proision.-In
the case of property placed in service after December 31, 1963, the
bill, as amended by your committee, repeals the provision in existing
law requiring a downward adjustment in the basis of property by 7
percent of the qualified investment. In the House bill the repeal of
the provision was for property placed in service after June 30, 1963.
This date was moved up by your committee because of the'later
consideration of the bill by your committee.

In addition, the bill provides that the basis of property eligible
for the investment credit which was placed in service before January
1, 1964 (July 1, 1963 under the House bill), is to be increased by 7
percent of the qualified investment for such property, as of the first
day of the taxpayer's first taxable year beginning on or after that
date-January 1, 1964, with respect to a calendar-year taxpayer.1

Where the lessor passed the benefit of the investment credit on to
the lessee, present law provides that the deductions allowed to the
lessee for payments to the lessor under the lease contract are to be
adjusted downward to reflect an amount similar to the amount of basis
denied in the case of other than lease property. The bill provides that
where this has occurred the Treasury is to provide for upward adjust-
ment in the deductions allowed to the lessee for amounts paid to the
lessor to similarly reflect the restoration of basis adjustments in these
eases.

The effect of the provisions described above is to provide for no
downward adjustment in basis with respect to property placed in
service after December 31, 1963 (June 30, 1963, under the House bill).
With respect to property placed in service before that time but in 1962
or 1963 and still on hand at the beginning of the taxpayer's first year
beginning after that time (January 1, 1964, in case of calendar-year
taxpayers) the basis on which depreciation is taken (or gain or loss in
the case of sale) for property which was eligible for the investment
credit is to be increased by the same 7 percent by which the basis was
reduced when the property was acquired. This addition to basis in the
case of those computing depreciation on a straight-line basis will be
recouped ratably by the taxpayer over the remaining life of the assets.
In the case of double declining balance depreciation the recoupment
will occur somewhat more rapidly. This method of handling the

I The restoration of basis referred to above Is to be reduced with repect to any previous restoration which
may have arisen because property was no longer eligible for the investment credit or because of coner.
lon of ind ustrial property topublloutllty use, therefore no longer being eligible for the full Investment credit.

27-814--4-----4
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restoration of the basis in the case of previously acquired investment
credit assets makes the taxpayer "whole" without the necessity of
refunds.

(c)(i) Credit for leased property to lessee.-As indicated above
present law provides that when the investment credit is passed
through from the lessor to the lessee the investment credit is to be
based on the fair market value of the property if the property was
constructed by the lessor but otherwise is to be determined from the
basis of the property to the lessor. The House and your committee's
bill provides that the investment credit in these lease cases is to be
based on the fair market value of the property, whether or not the
lessor created the property. An exception to this rule is provided,
however, where the property is leased by a corporation which is a
member of an affiliated group to another member of the same affiliated
group. In this latter case, since there is no lease to an "outsider," the
investment credit will still be determined on the basis of the cost of the
property to the lessor. This amendment applies to property, the
possession of which is transferred to a lessee on or after the date of
enactment of this bill.

(c) (ii) Treatment of elevators and escalators. Elevators and esca-
lators have not, up to this time, been eligible for the 7-percent invest-
ment credit, since they have been classified as structural components
of a building which specifically were not eligible for the investment
credit. Both the House and your committee's version of the bill,
however, modifies this rule. - It provides in the case of elevators and
escalators that where their construction reconstruction or erection is
completed after June 30, 1963, or the elevator or escalator is new in
the hands of the taxpayer and is acquired after that date, then the
cost of the elevator or escalator (or a reconstruction) is to be eligible
for the investment credit.

In view of the fact that the investment in elevators and escalators
is to be eligible for the investment credit, they also are to be treated
as subject to the recapture provision (see. 1245) enacted by Congress
in 1962. However, only depreciation deductions taken with respect
to periods after June 30, 1963, are to be subject to this ordinary income
recapture where the elevator or escalator subsequently is sold at a
gain (and then only to the extent of this gain are these depreciation
deductions to be treated as ordinary income). This provision ap-
plies only to elevators and escalators sold after December 31, 1963.

(c) (iii) Treatment oJ investment credit by Federal regulatory agen-
cie.-Another investment credit provision ini the bill makes it clear
that it was the intent of Congress in providing an investment credit
in 1962, and that it is the intent of Congress this year in repealing
the reduction in basis required with respect to investment credit
assets, to provide an incentive for tLe modernization and growth of
private industry, including regulated industries.

As a result, the bill specifies in two paragraphs the intent of Congress
as to the treatment of the investment credit by Federal regulatory
agencies. It states in the case of public utility property that these
regulatory agencies are not, without the taxpayer's consent, for the
purpose of establishing the cost of service of the taxpayer, to treat
more than a proportionate part of an investment credit (determined
with reference to the useful-life of the property) as reducing the tax.
payer's Federal income tax liabilities. Nor are they to accomplish a
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similar result by any other method. Public utility property for this
purpose includes property of electric, gas, water, telephone, and tele-
graph public utilities which under present law is eligible for what in
effect amounts to a credit of 3 percent.

The bill also provides restrictions for Federal regulatory agencies in
the case of other regulated companies-such as natural gas pipelines,
railroads, airlines, truck and bus operators, and other types of public
carriers-which receive an investment credit of 7 percent of the
investment in qualified property. It provides that Federal regulatory
agencies are not, without the taxpayer's consent, for purposes of
establishing the cost of service of the taxpayer, to treat any investment
credit allowed him as reducing his Federal income taxes. Nor are
the agencies to accomplish a similar result by any other method.

As indicated above in the case of the public utility property Con-
gress is merely directing the Federal regulatory agencies not to "flow"
the benefits of the investment credit "through" to the customers over
any period shorter than the useful lives of the property involved. In
the case of the other property Congress is directing the Federal regu-
latory agencies not to "flow" this benefit "through" at any time.
This difference in treatment is attributable to the fact that Congress
provided what in effect is a 3-percent credit for the public utility
property rather than 7-percent credit because in 1962 it was recog-
nized that in their case part of the benefit from theinvestment credit
would be likely to be passed on eventually to the customers in lower
rates.

(c) (iv) Effective dates.-As indicated previously, under your com-
mittee's amendments the repeal of the basis adjustment is to apply
with respect to property placed in service after December 31, 1963.
However, property placed in service before that time, with respect
to which a basis adjustment has already been taken, if still in the
hands of the taxpayer on the first day of his taxable year beginning
after December 31, 1963, is to receive an upward adjustment in basis.

The amendment concerning the amount of the investment credit
in the case of leased property is to apply with respect to property
transferred to a lessee on or after the ate of enactment of this bill.
The amendment made with respect to escalators and elevators in the
case of the investment credit applies to those acquired or constructed
after June 30, 1963. The recapture rule with respect to these assets
applies to dispositions of escalators or elevators after December 31,
1963.

(d) Revenue effect.-The repeal of the basis adjustment with respect
to the investment credit is expected to reduce tax liabilities by $160
million in the calendar year 1964 and by $195 million in the calendar
year 1965 with gradually greater reductions in successive years,
according to Treasury estimates; estimates by the staff of the Joint
Connittee on' Internal Revenue Taxation are $245 million and $305
million, respectively. Making elevators and escalators eligible for the
investment credit is expected to result in an additional $10 million of
loss in the calendar year 1964 and subsequent years.
4. Group term life insurance purchased for employees (sec. 204 of the

bill and sec. 79 of the code)
(a) Present law.-Under present law, employees are required to

include in their income the amount of premiums paid by their em-
ployers to provide them with individual life insurance or group
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ermanent life insurance which carries a loan or surrender value.
owever, the regulations (1.61-2(d)(2)) have provided that the cost

of group term life insurance purchased for employees is not includible
in their income as compensation although the employer receives
deductions for the amounts he pays to provide this protection.

(b) General reasonsfor provisions.-As indicated above, this tax-free
status for employer-financed group term life insurance is inconsistent
with the tax treatment of other types of life insurance protection
furnished employees by their employers. While this complete exclu-
sion might have been considered relatively insignificant when tax
rates were low, the present relatively high rates as well as the growing
volume of group term life insurance now provided makes it partic-
ularly inequitable to continue this complete exclusion. The employee
in such case receives a substantial economic benefit from this insur-
ance protection whether or not the policy for a specific year leads to
a payment to his beneficiary. Th3 provision of this insurance by the
employer relieves the employee of substantial costs of providing his
own insurance protection for his family which he would otherwise
have to provide out of tax-paid dollars.

The House, despite recognizing that the entire cost of this insurance
protection represents compensation to the employee, provided an
exemption with respect to the premiums paid on the first $30,000 of
such insurance because it believed, from the standpoint of the econ-
omy as a whole, that it is desirable to encourage employers to provide
life insurance protection for their employees. Provision of such a
basic amount of insurance does much to keep together family units
where the principal breadwinner dies prematurely. Your committee
is in accord with the reasoning of the House on this subject but be-
lieves that $70,000 represents a more appropriate exemption level.
It has also made three other more technical amendments described
below.

(c) General explanation of provisions.-For the reasons given above,
the bill as amended by your committee provides that the gross income
of an employee for tax purposes is to include the cost of any group
term life insurance provided him under a policy carried directly or
indirectlyrby his employer to the extent that the insurance coverage
provided is in excess of $70,000 as contrasted to $30,000 under the
House bill. The employee will not be charged with any portion of
this insurance protection over $70,000 which he provides himself
through his own contributions, since insurance protection provided
in this manner is paid for out of tax-paid dollars. Moreover, all con-
tributions made by the employee are applied against insurance pro-
tection above the $70,000 exclusion level.

The cost of protection above $70,000 is taxed to an employee if it
is provided under a plan arranged for by the employer whether the
protection the employee receives (over and above that provided by
his own contributions) is provided directly by the employer or indi-
rectly by the employer's charging more than the cost of the insur-
ance to other employees (such as those in young& age brackets) and
less to those in the older age brackets, such as the specific employee in
question.

(c) (i) Ezception for retired employees, etc.-Both the House and your
committee's bill provides an exception to the general rule described
above where the individual's employment has been terminated and
either he has reached the normal retirement age (under the practice
followed by ,his employer) or he has 'become disabled. In both of
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these cases it was concluded that it would be undesirable to tax the
aged or disabled individual who is no longer working for group term
life insurance protection provided to him by his former employer.

Two other exceptions are also provided where the insurance protec-
tion provided by the employer will not be treated as compensation
to the employee, even though in excess of the $70,000 coverage exclu-
sion. First, it will not be taxed to the employee where the employer
directly or indirectly is the beneficiary of the policy since in such
cases the employer is in reality providing for his own re-ther than his
employee's interest.

Secondly, the costs of the insurance protection in excess of $70,000
will not be taxed to the employee where the beneficiary of the policy
is a charitable organization (of the type described in sec. 170(c) of the
code). An exception is provided for such cases because it is recog-
nized that where an employer provides protection for all of his em-
ployees, a few of them may not have natural heirs and, therefore, if
left to their own choice, might not purchase insurance protection. It
was concluded that in such cases, it would be unfair to tax such em-
ployees on the cost of insurance protection provided by employers.
For this reason, it was thought that where the employee demonstrated
his own personal disinterest in the protection by naming a charity as
the beneficiary, no portion of the cost of such protection should be
considered as incofne to him. It is not intended, however, that he
receive any deduction for a charitable contribution with respect to
such assignment.

(c)(ii) Determining the cost of the insurance.-The House bill
provided that the cost of the insurance protection can be determined
under either of two methods. Your committee's bill provides that
this cost can be determined only under the first of these methods.
Under both versions of the bill this cost can be determined by using a
uniform table. In this case, the cost of the insurance is averaged out
on the basis of 5-year age brackets, in order to simplify computations
which must be made by the employer in informing the employee as to
the amount of taxable income. Where cost is determined on the
basis of this uniform table it will be determined on the basis of a table
published in the Treasury Regulations on this provision.

This table will reflect costs of such protection based upon insurance
company experience and, of course, will be changed from time to time
as mortality experience or other factors indicate that this is appro-
priate. Until provided otherwise by regulation, however, the cost
per $1,000 of group term life insurance protection can be determined
from table 11 below.

TABLE 11.-Uniform 1-year term premiums for $1,000 of life insurance protedion

[Cost per $1,000 of protection)Age: 15 to 19 ----------------------------------------------------- 
$1. 44

20 to 24 ----------------------------------------------------- 1.73
25 to 29 ----------------------------------------------------- 2.11
30 to 34 ----------------------------------------------------- 2.72
35 to 39 ----------------------------------------------- 3. 65
40 to 44 ---------------------------------------------------- 5. 10
45 to 49 ----------------------------------------------------- 7.36
50 to 54 ----------------------------------------------------- 10.87
55 to 59 ----------------------------------------------------- 16. 29
60 to 64 1 ----------------------------------------------------- 24. 67

'Those age 65 and over whose employment is not terminated will also have their Insuwanoe cost compu~tad
on the basis of the 60 to 64 age category.
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The second method which would be available under the House bill
but not under your committee's amendments provides that an em-
ployer, in computing the cost of his employee's protection for tax
purposes, may use the actual cost of the policy to him and the em-
ployees. In this case also, the same 5-year age brackets as provided
under the uniform premium table would be used. Your committee's
amendments remove this second method of computation because it
has been informed that this method is difficult for employers to com-
pute. Moreover, since the uniform premium table method of com-
putation contains no loading charge, in almost all cases it will in any
event result in the lower cost.

Both the House and your committee's version of the bill provides
that in the case of employees (not retired), who are over age 64, the
cost of protection is not to be increased in such cases, but instead is
to continue to be computed on the same basis as those in the age
bracket 60 to 64.

(c) (iii) Deduction for certain contributions provided by House bill but
not your committee's amendments.-The House bill provided a special
deduction in computing taxable income for contributions made by an
employee toward the purchase of group-term insurance protection in
excess of the cost of his own insurance (only above the exemption
level). This deduction was provided by the House bill on the grounds
that under some group-term insurance plans the younger employees
in effect pay for insurance protection provided for those in higher
age brackets. It was suggested that this usually occurs where a
uniform rate of contribution is required of all employees regardless
of age. In such cases, it was indicated that the cost of protection for
those who are relatively young may not equal the contribution made
by the employees. In view of this, the House bill provided that con-
tributions made by an employee (above the exemption level) to the
extent that they exceeded the cost of the protection provided for
him were to be deductible by him for tax purposes. Your committee's
amendment deletes this deduction. Your committee has taken this
action primarily because it believes that the size of these deductions
would in any event be relatively small and on the grounds that it is
questionable whether these deductions are worth the added adminis-
trative burden they would bring for the employer.

(c) (iv) Example of method of computation.-To illustrate the method
of computing the taxable cost of group term insurance provided under
your committee's version of the bill, it is first assumed that the
employee makes no contribution toward this protection himself, and
then that he makes a contribution of $2 per $1,000 of coverage. The
method of computing the inclusion in the employee's gross income is
illustrated by an employee age 41 who is provided with $200,000 of
group term life insurance protection.

Where employee makes no contribution
Portion of insurance coverage taken into account ($200,000-

$70,000) ------------------------------------------------- $130, 000. 00
Cost of Insurance protection per $1,000 for individual age 41 assum-

ing uniform premium table is used ----- --------- 10
Amount to be included in income tax employee

($5.10X 130) ----------------------------------------------- 683. 00
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Where employee makes contribution

Portion of insurance coverage taken into account ($200,000-
$70,000) -------------------------------------------------- $130, 000. 00

Cost of insurance protection per $1,000 for individual age 41 assum-
ing uniform premium table is used --------------------------- 5. 10

Total cost of insurance attributable to employee's contribution
($2.00X200) ---------------------------------------------- 400.00

Cost of insurance protection above $70,G00 exclusion ($5.10X 130)_ 663. 00
Amount to be included in income tax base by employee

($663-$400) ---------------------------------------------- 263. 00

(c) (v) Reporting instead of withholding.--The House bill provides
that the cost of group term insurance, to the extent taxable to the
employees, is to be subject to regular income tax withholding. Your
committee concluded that this was unnecessarily burdensome for
employers, particularly in view of the fact that so few employees
would be affected by the $70,000 exclusion level. Instead, your
committee's bill provides for the reporting of this income annually
by the employer to the Government, with a copy of the information
return also going to the employee. The amount shown on this infor-
mation return is only the amount payable with respect to an employee
which represents taxable income to him. Where he is covered by
more than one employer, each employer is to determine the exemption
for purposes of the information return in the same manner as if be
were the only employer. The type of information return (form 1099)
is the same as that already used under existing law to report dividends
and interest. The penalties for failure to provide the information are
$10 per person unless the failure is due to reasonable cause rather than
willful neglect. The total penalties paid by an employer may not
exceed $25,000.

(c)(vi) Efective date.--The tax treatment provided with respect to
group term insurance as described above is to apply with respect to
such insurance protection provided after December 31, 1963. The
information reporting with respect to this insurance will apply to
remuneration paid after December 31, 1963, in the form of group term
insurance provided after that date.

(d) Revenue effect.-It has been estimated that the enactment of
the group term life insurance provision described above will result in
an increase of somewhat less than $5 million in revenues in a year
when this provision,. is fully effective.
5. Sick pay exclusion (see. 205 of the bill and sec. 105(d) of the code)

(a) Present hiw.-Under present law amounts paid to an employee
by his employer to continue his wage payments when he is absent
from work because he is sick or injured are excludable from the em-
ployee's gross income under certain conditions (although deductible
by his employer). The exclusion in any case is available only up to
$100 per week. In the case of absence from work due to personal
injuries, this $100 is the only limitation at the present time. In the
case of sickness, however the exclusion is available only after the
first 7 days of absence, unless the employee is hospitalized because of
the sickness for at least 1 day during his absence.

(b) General reasons for provision.-Your committee agrees with the
House that this sick pay exclusion inx itspresentform is not justified.
The amounts received by the employee in this case are substitutes for
regular wages or salaries which, had they been received as such, would
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be fully taxable. The wage substitutes in this ease are wholly on-
related to the costs involved as a result of illness or injury. Amounts
pai(l by the eml)loyer for tihe (medical expense of the employee already
are exclu(ahle by the eml)loyee under other provisions of law (see.
105(b)) and aimiounts )aid 'by the employee himself for mIredical
expenses also are de(luctil elsewhere lmi(e" present law (see. 21:3 of
tie code) to tihe extent tlht they exceed what is consi(lered to he tie
normal level of medical expenses.

'Fhe present exclusion also tends to encourage malingering because
it treats the employee who stay, at home better than another employee;
also is easily at used because an employee who stays home because
of a minor Injury or illness may obtain an exclusion substantially in
excess of any additional expenses lie may incur.

The House bill provided, however, that those who have become
permanently disabled or who have had long, continuing illnesses or
accidents could continue to receive the alvantago of this provision.
It was thought that persons are likely to have their earnings sub-
stantially decreased, at the same time they also may be faced with
large medical bills. Moreover, in such cases, the ordinary family
financial requirements are likely to continue at their usual level,
presenting larger problems for the individual as the period of absence
from worl becomes longer. Your committee also is in accord with
this reasoning, and therefore has continued this provision unchanged.

(c) General explanatio n. -For the reasons presented above the sick
pay exclusion of present law is amended to provide that wage con-
tinuation payments are not to be excludable to the extent they are
attributable to the first 30 days of absence because of personal iiijury
1r sickness. This means, of course, that this exclusion will be avail-
able after the first 30 days of injury or sickness for the long continuing
illness and also in the case of those receiving permanent disal)ility
tensions before the normal retirement age.

Under present law employers who make wage continuation pay-
ments which are not excludable from the employee's income (e.g.,
payments in excess of $100 a week or payments for the first 7 days in
the case of sickness where there is no hospitalization) are required to
include these amounts in income subject to withhrolding and reporting
on form W-2. This practice will be continued under the revised
provision with the withholding and reporting applying to a larger
proportion of the wage continuation l)ayments .. here these )ay-
ments are made by someone other thain the employer, such as an
insurance company or a pension trust, the Treasury does not presently
require withholding and it is the intention of tre House and your
committee that this practice be continued. However, these payments
are (if made on behalf of the employer) to be included on the W-2
form prepared by the employer and shown on this form as wages or
salary.

(c)(i) Effective date.-The amendment made by this provision will
apll)y to vage payments attributable to periods of absence coin-
mencing after December 31, 1963.

(d) Revenue efet.-It is estimated that the provision described
above, when fully effective, will resultiin an increase in revenues of
$110 million a year.
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6. Exclusion for gain on the sale of a residence by an individual age 65
or over (sec. 2,06 of the bill, sec. 11 of the code)

(a) Present law.-Under present law (see. 1034) where an individual
sells his old residence and, within a year of that sale, purchases a new
residence (or within 18 months thereafter builds a new residence), the
gain on the sale of the old residence is not recognized to the extent
that it, plus the cost or other basis of the old'residence, is invested
in the new residence. This postponement of the taxation of the gain
is available only where'the new residence is purchased or built within
the time specified..

(b) General reasons for the provision.-While present law generally
provides adequately for the younger individual who is for one reason
or another chianging residences, it does not do so for the elderly
person whose family has grown and who no longer has need for the
family homestead. Such till individual may desire to purchase a less
expensive home or move to an apartment or to a rental property at
another location. He may also require some or all of the funds
obtained from the sale of the old residence to meet his and his wife's
living expenses. Nevertheless, under present law, such an individual
must tie up all of his investment from the old residence in a new
residence, if he is to avoid taxation on any of the gain which may
be involved.

Your committee agrees with the House that this is an undesirable
burden on our elderly taxpayers.

(c) General explanatio.-For the reasons given above, the bill
provides an exclusion from gross inconme for a limited amount of gain
received from the sale or exchange of a personal residence in the case
of taxpayers who have, reached age 65 before the sale or exchange
occurs. 'To be eligible for this treatment, they must have owned
and used the property involved as their principal residence for 5 out
of the last 8 years before the sale or exchange.

(c)(i) Limitations.-In this provision the primary concern is with
the average and smaller homestead selling for $20,000 or less. For
that reason, the application of this section is limited so that a full
exclusion is provided only for the gain attributable to the first $20,000
of the sales price.' Where the sale price of the residence does not
exceed $20,000, the entire gain is excluded from income for tax pur-
poses. Where the sale price exceeds $20 000, a proportion of the
gain is excluded. The proportion excluded is in the ratio of $20,000
to the actual sale price; for example, if a residence is sold for $60 000
and the gain is $10,000, then the portion of this $10,000 gain which
will not be taxable is determined as follows:
Actual sale price ---------------------------------------------- $60, 00
Ratio of $20,000 to sale price ($20,000/$00,000) .............---
Proportion of $10,000 gain to be excluded froin taxable income (% of

$10,000) --------------------------------------------------- $3, 333. 33
Remaining gain subject to tax --------------------------------- $, 06. 67

To prevent taxpayers over age 65 from reusing this section and
obtaining numerous exclusions for gains on personal residences, the
bill provides that this exclusion is available to a taxpayer and his
spouse only once in their lifetimes.

I Actually the determination Is made on the basis of adjusted sales price which as provided elsewhere in
the cede Is the gross sales price less any socalled fix-up expenses incurred in selling l oe property. In this
regard, wce see. 1034(b)(I).



REVENUE ACT OF 1964

() (i0) Other rules.--Since a taxpayer and his spouse may claim the
exemption under this provision only once in their lifetimes, the bill
provides that the exclusion is elective and may be made or revoked at
any time before the expiration of the period for making a claim for
credit or refund of tax generally about 3 years after the year of the
sale or exchange. It also was necessary to provide a number of other
special rules for the application of this provision. These rules may be
described briefly as follows:

1. Where property is held jointly by a husband and wife either as
joint tenants, tenants by the entirety or as community property, if a
joint return is filed by the husband and wife and one of them satisfies
the age requirement of 65 and has held and used the property for the
required 5 out of the last 8 years, then both the husband and wife are
treated as meeting these requirements.
. 2. Where the spouse of an individual has died and that spouse held
and used the property as a personal residence for 5 out of the last
8 years and had not previously claimed an exemption under this pro-
vision, then the individual who is still living will be treated as satisfy-
ing these holding and use requirements. (However, the surviving
spouse must be age 65 for the exclusion to apply).

3. The bill provides that for purposes of this provision tenant stock-
holders in a cooperative housing corporation who sell their right to
occupy the house or apartment are to be treated in the same manner
for purposes of this provision as those who own their residence out-
right. -

4. Any gain realized from the destruction, theft, seizure, requisition,
or condemnation of a personal residence is to be eligible for this pro-
vision in the same manner as if the residence had been sold.

5. Where a part of a property is used as a personal residence and
the remainder as a business or income producing pro erty, the exclu-
sion provided under this provision upon the sale of t e property is to
be available to the extent that the gain is attributable to the portion
of the property owned and used by the taxpayer as his personal
residence:

6. In applying this provision, an individual is to be considered as
married or single according to his status on the date of the sale or
exchange. An individual who is separated under a decree of divorce
or separate maintenance on the date of the sale is not considered as
married for purposes of this provision.

7. In the case of involuntary conversions and in the case of the sale
or exchange of one personal residence for another, gain is not recog-
nized under present law where the total amount realized from the
conversion or sale is reinvested within a specified period of time.
In addition, the basis of the new property so acquired in such cases
remains the same (except for any additional investments over and
above the sales price) as the property previously held. Where both
the exclusion available for taxpayers over age 65 and either of these
two provisions may be applied with respect to the same transaction
the bill provides that the exclusion for those over age 65 is to be applied
first. Thus, in the case of the involuntary conversion or the sale of a
personal residence and the purchase of another, by a taxpayer who is
over age 65, any gain which might be realized upon the involuntary
conversion or sale of the residence will be reduced by any exclusion
available to the taxpayer under this section. In addition, in the case
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where the total amount is reinvested within the specified period the
basis of the taxpayer in the newly acquired residence will be his basis
for the old residence increased by any exclusion of gain obtained by
him under the provision which is reinvested in the new residence (and,
of course, increased by any additional funds which he may have in-
vested over and above the amount realized from the first residence).

8. In determining whether an individual has gross income of $600
or more (or $1,200 or more in the case of those over age 65) any
exclusion provided *under this provision will for that purpose alone
be treated as gross income. This assures that the Government will
receive proper reporting on amounts claimed as exclusions under this
provision.

(0)(iii) Efective date.-This provision applies to sales, exchanges,
and other dispositions after December 31, 1963.

(d) Revenue effects.-This provision is expected to result in an annual
revenue loss of $10 million.
7. Denial of deduction for certain State, local, and foreign tazes (see. 207

of the bill and sees. 164 and 275 of the code)
(a) Present law.-The general rule under present law is that taxes

paid or accrued by a taxpayer are deductible for Federal income tax
purposes. However, an exception to this rule provides that no deduc-
tion is to be allowed for certain specified taxes, principally Federal
taxes. The categories of taxes which may not be deducted under
present law are:

1. Federal income taxes.
2. Federal war profits and excess profits taxes.
3. Federal import duties and Federal excise and stamp taxes

(except that these taxes may be deductible as business expenses or
taken into account as expenses incurred in the production of
income).

4. Estate, inheritance, gift, and similar taxes.
5. Most local improvement taxes.
6. Foreign income and excess profits taxes and similar taxes

imposed by U.S. possessions (if the taxpayer elects to take a
foreign tax credit for these taxes in lieu of a deduction).

The practical effect of the above listing of taxes is to deny any
deduction for Federal taxes paid by the taxpayer (except to the extent
that taxes listed in category 3 above qualify as business expenses or
expenses incurred in the production of income).

State and local taxes on the other hand generally are deductible,
except death and gift taxes and most local improvement taxes. The
most important State and local taxes, and the revenues derived from
them by State and local governments in 1961, are as follows:

1. Real and personal property taxes, $18 billion.
2. Income taxes, $3.9 billion.
3. General sales and gross receipts taxes, $5.4 billion.

The three categories of taxes indicated above account for $7.5
billion of the total $10 billion of taxes taken as nonbusiness deductions
on taxable returns for Federal income tax purposes in 1960. The
principal remaining State and local taxes, for which deductions may
presently be taken, together with revenues derived from them by
State and local governments in 1961, are as follows:

1. Gasoline taxes, $3.5 billion.
2. Auto and drivers' licenses, $1.8 billion.
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3. Alcoholic beverage taxes, $0.7 billion.
4. Tobacco taxes, $1.1 billion.
5. Selective sales or excise taxes not included above (such as

those on admissions, room occupancy, etc.), $1.8 billion.
(b) General reasons for the prousion.- The House bill would provide

for the continued deduction only of property taxes, income taxes, and
general sales taxes. Your committee's amendments provide for the
deduction of. these three categories of taxes but also restores the de-
ductibility of two categories of taxes which under the House bill
would no longer be deductible. These are the excise tax on gasoline
(and diesel and other motor fuels), and the taxes for auto registration
and driver's licenses.

Your committee finds no disagreement with the House in the
reasons given for the desirability of continuing the deductibility of
property taxes, income taxes, and general sales taxes. In the case of
,property taxes, it was suggested that any denial of the deduction
would result in an important shift in the distribution of Federal in-
come taxes between homeowners and nonhomeowners. In the-case of
State and local income taxes, it was suggested that the continued
deductibility of these taxes represent an important means of accom-
modation to take into account the fact that both State and local
f governments on one hand and the Federal Government on the other

and tap this same important revenue source. A failure to provide
deduction, in such a case could mean a combined burden of income
taxes which in some cases would be extremely heavy. It was further
indicated that, if property and income taxes are to be deductible for
Federal income tax purposes, it also is important to allow the deduc-
tion of general sales taxes. To deny the deductibility of general
sales taxes while allowing deductions for the other major revenue
sources would encourage State and local governments to use these
other resources in place of the sales tax. Your committee agrees with
the House that it is important for the Federal Government to remain
neutral as to the relative use made of these three forms of State and
local taxation.

Your committee believes that much the same reasons which led to
the House continuing the deduction of property, income, and sales
taxes also suggest the desirability of continuing the deduction of
gasoline and auto registration and drivers' licenses. Gasoline taxes
are also a major source of State revenue and to deny the deduction
of this tax while allowing the deduction of property, income, and
general sales taxes tends to encourage States to use other than auto-
motive taxes as their more important revenue sources. Moreover, a
failure to provide a deduction for these automotive taxes also could
result in an important shift in the distribution of Federal income taxes
between classes of taxpayers, i.e., between those who own automobiles
and those who do not.

Moreover, your committee is inclined to doubt that it is difficult
for a taxpayer to make good estimates of the amount of these State
and local automotive taxes as is sometimes suggested. The registra-
tion and drivers' license taxes are no more tNan annual taxes and
certainly present the taxpayer with no particular recordkeeping prob-
lem. For most taxpayers the amount of gasoline taxes paid can be
estimated relatively accurately either from credit sales slips or from
the mileage added on a car each year.
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Your committee agrees with the House that the other forms of
,excise taxes do present a recordkeeping problem for taxpayers.
Also, it is recognized that these taxes, especially those on alcohol and
-tobacco products, may be deductible in some States and not in others
depending on the form of State law. As pointed out in the report of
the House Committee on Ways and Means, in the case of cigarette
and tobacco taxes, 26 States levy taxes which comply with the Federal
rules for deductibility. However, 21 States and the District of
Columbia have laws which do not meet these standards; and, thus, in
these States, no deductions are available for these taxes.' There also
is a wide variation among the States as to the deductibility of alcoholic
beverage taxes. In six States, these taxes are imposed on the con-
sumer and, therefore, are deductible. In addition, in 10 other States,
where alcoholic beverages are sold through State liquor stores, the
tax also generally is deductible.' This variation as to the Federal
tax treatment of these , rious excise taxes is discriminatory as
between taxpayers and different States. Moreover, it further compli-
cates the already difficult problem of reporting deductible taxes in
these cases. It should be noted, however, that this problem does not
exit in the case of the gasoline, registration, and license taxes.

For the reasons indicated above, your committee is in agreement
with the House as to the desirability of denying deductions in com-
puting the Federal income tax for certain selective State and local
taxes. However, in addition to retaining deductions for property,
income and sales taxes, your committee has concluded that it, also is
desirable to retain deductions for gasoline and auto registration and
driver's license taxes. Your committee has also made a modification
with respect to limited types of improvement taxes which presently_
are deductible. As explained subsequently, under your committee s
bill, such taxes to the extent now deductible will continue to be
-deductible.

(c) General explanation f protision.-For the reasons given above,
your committee's bill provides as a general rule that only the following
taxes may be taken as deductions:

1. State and local personal property taxes;
2. State and local, and foreign, real property taxes;
3. State and local, and foreign, income, war profits, and excess

profits taxes; and
4. State and local general sales taxes;
5. State and local gasoline taxes (and taxes on diesel and other

motor fuels);
6. State and iocal taxes on registering automobiles and on

driver's licenses.
The fact that only these taxes may be deducted as taxes does not

mean that other State, local, and foreign taxes may not be deducted
to the extent they represent trade or business expenses or expenses
incurred in the production of income. A sentence added to the code
on this point makes it clear that these other State, local, and foreign
taxes may be deducted as taxes when they are of a business nature or
for the production of income even though otherwise they might have
to be capitalized. Taxes levied on intangible personal property are
examples of taxes generally deductible in this latter category since it

I Throe States, Colorado, North Carolina, and Oregon, do not levy cigarette taxes.
I Seven States do not levy taxes on liquor except be r, and In some cases, wine. The beer and wine taxes

of these States are not deductible.
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can be reasonably supposed that the property subject to such a tax
is held either in connection with a trade or business or for the current,
or possible future, production of income.

(c)(i) Taxes which in no event may be deducted.-Under present law
certain taxes, largely Federal taxes, may not be deducted in any case
either as taxes or as business expenses or as expenses incurred in the
production of income. To make clear the distinction between these
taxes for which presently no deduction may be claimed and the other
taxes which 'may be deducted if they represent expenses of a business
or in the production of income, in the bill a new section (see. 275)
is added providing that no deduction at all may be taken for certain
specified taxes. The taxes listed in this section are listed as excep-
tions in section 164 of the code under present law and are moved
to the new location in the code merely to emphasize the fact that these
taxes cannot in any event be claimed as a deduction.

These taxes are as follows:
1. Federal income taxes;
2. Federal war profits and excess profits taxes; and
3. Estate, inheritance, legacy, succession, and gift taxes;
4. Income, war profits, and excess profits taxes imposed by a

foreign country or a possession of the United States if the tax-
payer chooses to take a foreign tax credit with respect to these
taxes; and

5. Taxes on real property which the code requires to be treated
as being imposed on another taxpayer.

Federal import duties and Federal excise and stamp taxes (to the
extent not included in the above categories) will continue to be de-
ductible to the extent they can presently be deducted as trade or
business expenses (under sec. 162) or as expenses for the production of
income (under see. 212).

(c) (ii) Definitions of certain deductible taxes.-The bill defines a
personal property tax which may be deducted as an ad valorem tax
imposed on an annual basis in respect of personal property.

A general sales tax is defined as a tax imposed on one rate with
respect to the sale at retail of a broad range of classes of items. The
bill specifies however, that the fact that food, clothing, medical
supplies, and motor vehicles either are exempt from a sales tax or
are taxed at a lower rate is not to result in any given tax being clas-
sified as not applying to a "broad range of classes of items." How-
ever, if any of these specified items are taxed at a higher rate than
the general rate applying to other items, or if any other item is taxed
at a different rate, no deduction is to be permitted for the tax on
these items.

As under'present'law, deductions may be taken foi general sales and
gasoline taxes not only where they are imposed on the consumer as
such, but also where they are separately stated and where the tax is in
fact p aid by the consumer.

Included m the definition of a deductible general eales tax by the
bill is .a "compensating use tax." A compensating use tax, as its
name. implies, is generally a tax i posed on items brought in from
another taxing jurisdiction. In this case, the tax is imposed on the
"use, storage, or consnption of the item" since the sale as such does
not occur in the taxing jurisdiction in question. For such a tax to
be deductible, similar items must be subject to a deductible general
retail sales tax in the taxing jurisdiction in question.
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(c) (iii) Certain local improvement taxes.-Under present law, local
improvement taxes generally are not deductible (although interest or
maintenance charges may otherwise be deductible). However, pres-
ently an exception is made and a deduction is permitted for local
improvement taxes levied by a special taxing district where the district
covers at least one entire county, at least 1,000 persons are subject
to the tax levied by the district, and the district levies its assessment
annually at a uniform rate on the same assessed value for real property
as is used generally for purposes of the real property tax. The House
would have eliminated this provision on the grounds that it is of
limited application and also on the grounds that the continuation of
this provision was not desirable. Your committee is in accord with
the view that improvement taxes should not generally be deductible.
However, in order to prevent the changing of rules of deductibility
in this respect after debt has been incurred it has provided for the
continued deduction of such taxes (to the extent presently deductible)
for the purposes of paying off indebtedness already existing on De-
cember 31, 1963.

(c) (iv) Effective date.-The changes made by the above provisions
relati;ig to taxes apply to taxable years beginning after December 31,
1963.

(d) Revenue effect.-The changes made in the deduction of taxes by
this section, as amended by your committee, are expected to increase
revenues by $190 million in a full year of operation. The changes
made by the House bill would have increased revenues by $520 million.
8. Personal casually and theft losses (sec. 208 of the bill and sec. 165(c) (8)

of the code)
(a) Present law.-Under present law, taxpayers may claim a deduc-

tion for losses of property not connected with a trade or business if
these losses arise from fire, storm, shipwreck, or other casualty, or from
theft. Under present law, these deductions are available without
limitation to all taxpayers who itemize their personal deductions.

In addition, under present law, losses incurred in a taxpayer's trade
or business or losses incurred in connection with transactions entered
into for profit are deductible. The change made by this bill with
respect to casualty losses described below does not affect the continued
ful deduction of these losses as business expenses or as expenses
incurred in the production of income.

(b) General reasons for protision.-Your committee agrees with the
House that in the case of nonbusiness casualty and theft losses, it is
appropriate in computing taxable income to allow the deduction only
of those losses which may be considered extraordinary, nonrecurring
losses, and which go beyond the average or usual losses incurred by
most taxpayers in day-to-day living. In view of this, it is believed
appropriate to limit the casualty loss deduction to those losses or
thefts above a minimum amount. The minimum selected was $100
per casualty loss, since this corresponds approximately with the
'$100 deductible" insurance carried by many individuals in the

United States with respect to such losses. Thi means that no
deduction will be allowed in the case of an ordinary "fender bending"
accident or casualty, but that casualty and theft loses will continue
to be deductible (over the $100) in those cases where they are sufficient
in size to have a significant effect upon an individual's ability to pay
Federal income taxes.
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(c) General explanation of prpotision.-The amendment made by
both the House and your committee's versions of the bill limit the
deductibility of personal losses (as distinct from those associated with
a trade er business or transactions entered into for profit) to those
where the casualty or theft loss exceeds $100. For this purpose, in
determining what is a single casualty, it is intended that the law be
interpreted liberally. Thus, for example, where an individual's
property is damaged by wind from a hurricane and this is followed by
additional damage resulting from water, it is intended that the com-
bination of these events be treated as one casualty and, therefore,
that all amounts over $100 of damage be deductible.

The $100 limitation applies to a joint return by a husband and
wife as well as to a separate return of either. Thus, if a husband and
wife file separate returns, each is subject to a separate $100 floor with
respect to each casualty or theft, while, if they file a joint return, they
are together subject to only one $100 floor with respect to each cas-
ualty or theft whether the loss is sustained with respect to jointly, or
separately, owned property.

(c)(i) kflqective date.-This amendment applies to losses sustained
after December 31, 1963.
(d) Revenue effect.-It is estimated that this provision will increase

revenues by $50 million a year in a full year of operation.
9. Charitable, etc., contributions, and gifts (sec. 209(a) of the bill and

sec. 170(b) of the code)
(a) Present law.-Under present law individuals are allowed a

deduction of up to 20 percent of their adjusted gross income for con-
tributions to or for the use of charitable, educational, religious, etc.,
organizations generally. An additional 10-percent deduction also
is available for contributions to churches, schools, hospitals, certain
medical research organizations, and certain organizations affiliated
with State colleges or universities. Thus, with respect to contribu-
tions in this latter category, a charitable contribution deduction of up
to 30 percent is allowed.

(b) General reasons for provision.-The House and your committee
agre- that the availability of this additional 10-percent deduction
should be extended to include contributions to many forms of charitable
or philanthropic organizations not now covered by this provision.
Greater uniformity in the availability of this additional 10-percent
deduction is desirable because of the many beneficial activities that
are carried on by various philanthropic organizations not now eligible
for the 30-percent deduction. This is especially true of many cultural
and educational organizations and major charitable organizations not
now eligible for the 30-percent deduction.

The additional 10-percent deduction is limited to organizations
which are publicly oi governmentally supported, however, and this
additional deduction is not made available in the case of private
foundations. These latter types of organizations frequently do not
make contributions to the operating philanthropic organizations for
extended periods of time and in the meanwhile use the funds for
investments. The extra 10-percent deduction is intended to encourage
immediately spendable receipts of contributions for charitable
organizations.

(ch General explanation of proi .- For the reasons given above,
the house and your committee's bill provide that the additional 10-
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.percent deduction (or 30-percent deduction in total) from a taxpayer's
adjusted gross income is to be extended so that it not only is avail-
able with respect to charitable contributions to churches, schools,
hospitals, etc., but also is available generally in the case of charitable
contributions to religious, charitable, scientific, literary, or educa-
tional organizations or those for the prevention of cruelty to children
or animals (which otherwise meet the conditions set forth in sec.
170(c)(2) of the code). In addition, the 30-percent deduction is to
be available for charitable contributions to a Federal, State, or local
governmental unit if the contribution or gift is made for exclusively
public purposes.

For any of the nongovernmental organizations to qualify for the
additional 10-percent deduction referredto above, they must normally
receive a substantial part of their support from a governmental unit
or from direct or indirect contributions from the general public.
"Support" for this purpose does not take into account income re-
ceived by the organization from exercise of its exempt function. The
reference to direct or indirect contributions from the general public
prevents what are generally termed private foundations from quali-
ying for this additional 10-percent deduction. To qualify, the

organization must receive support from at least a representative
number of persons within the community concerned.

Types of organizations which generally will in the future qualify
for this additional 10-percent deduction are those publicly or govern-
mentally supported museums of history, art, or science, libraries,
community centers to promote the arts, organizations providing
facilities for the support of an opera, symphony orchestra, ballet, or
repertory drama, and organizations such as the American Red Cross,
United Givers Fund, etc.

(c)(i) Effective date.-This provision applies to taxable years
beginning after December 31, 1963.

(d) Revenue e]ject.-This amendment is expected to result in a
negligible revenue loss when fully effective.
10. Denial of unlimited charitable contributions deduction with respect

to gifts to private foundations (see. 209(b) of the bill and sec.170(b)(1)(D) of the code)"

(a) Present law.-Under present law, the 30-percent limitation with
respect to charitable contributions deductions in the case of individ-
uals does not apply if the taxpayer in the taxable year in question and
in 8 out of 10 of the preceding taxable years made a charitable con-
tribution which taken together with his income taxes with respect to
each of those years equalled 90 percent or more of his taxable income
for the year in question. Under present law, there is no distinction
between charitable contributions in the 20-percent category and those
in the 30-percent category for purposes of this unlimited deduction.
Thus, the charitable contributions taken into account both in the
taxable year and in the 8 prior qualifying years can be either those
to public type charities or those to private foundations.

(b) General reasons for proviion.-Your committee has added a
provision to the bill making the unlimited charitable contribution
deduction available only with respect to contributions to publicly
supported organizations for much of the same reasons that both the
House and your committee only make the extra 10-percent deduction

27-81404-----5
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available in the case of these organizations. Your committee believes
that the special advantage of the unlimited charitable contribution
deduction should not be made available in the case of these private
foundations because frequently contributions to foundations do not
find their way into operating philanthropic endeavors for extended
periods of time. In the meanwhile, the funds are invested and the
advantages arising from control of these investments are likely to
inure to the principal contributors to the foundations. Thus, your
committee concluded that if the 20- or 30-percent limitations with
respect to charitable giving are to be removed for those desiring to
make large contributions there should be no question that the bulk
of the funds involved, within a reasonable period of time, are devoted
to the charitable and philanthropic purposes.

(c) General explanation of promsion.---Your committee's amendment
provides that for taxable years beginning after December 31, 1963,
the charitable contributions taken into account with respect to the
unlimited charitable contributions deduction are to be only those
going to publicly supported organizations. Moreover, if the unlimited
charitable contributions deduction is elected by the taxpayer, then he
is to receive no charitable contribution deduction for amounts going
to organizations which are not publicly supported, such as private
foundations (even with respect to contributions coming under the
20-percent test, which, without this provision, would allow such
contributions).

Similarly, in determining in a subsequent year whether contributions
and taxes in 1964 and subsequent years meet the 90-percent test in
8 out of 10 years, contributions to private foundations are not to be
taken into account. However, with respect to any year prior to 1964
in determining whether charitable contributions and taxes equal
90 percent or more of the taxpayer's taxable income for purposes of
the 8- out of 10-year test, charitable contributions to private founda-
tions may be taken into account in the same manner as under prior
law. Thus, for purposes of the unlimited charitable contribution
deduction, your committee's bill follows the rules of prior law whenever
any year prior to 1964 is taken into account and the new rules appli-
cable with respect to any computation involving 1964 or a subsequent
year. As a result taxpayers will not find the rules changed with
respect to past years' computations; but, if they hope to obtain the
benefits of the unlimited charitable contribution deduction with respect
to the future, then for subsequent years they will have to forego any
income tax benefits for contributions or gifts to private foundations.

With respect to future years, the unlimiited charitable contribution
deduction will take into account charitable contributions to: churches;
schools; hospitals; specified medical research organizations; certain
organizations affiliated with State colleges or universities Federal
State, or local governmental units, if the contribution or gift is made
for exclusively public purposes; and charitable contributions generally
to religious, charitable, scientific, literary, or educational organizations
or those for the prevention of cruelty to children or animals. How-
ever, in this latter case, the charitable organization must receive a
substantial part of its support from, a governmental unit or from
direct or indirect contributions from the general public. Support for
this purpose does not take into account income received by the or-
ganization from the exercise of its exempt function. The reference
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to direct or indirect contributions from the general public is designed
to prevent gifts to private foundations from qualifying for this unlim-
ited deduction. To qualify, the organization must receive support
from at least a representative number of persons within the community
concerned.

(c)(i) Effective date.-This provision applies to taxable years
beginning after December 31, 1963.

(d) Revenue efect.-This amendment is expected to result in a
negligible revenue increase.
11. Five-year charitable contributions carryover for individuals (sec.

209(c) of the bill and sec. 170(b)(5) of the code)
(a) Present law.-As indicated above, individuals are limited to a

charitable contributions deduction of 20 percent of their adjusted
gross income or up to 30 percent for contributions to churches, schools,
hospitals, and contributions to public charities generally. Any
charitable contributions in excess of the amount which may be
deducted under these limitations in the current year in the case of
individuals are wasted. Corporations, on the otber hand, although
limited to a charitable contributions deduction of 5 percent of taxable
income (without this deduction) nevertheless may carry any unused
charitable contribution deduction forward and under present law use
them in the 2 following years. The House bill adds a provision which
extends this carryover of unused charitable contributions for corpora-
tions to 5 years (see the discussion below).

(b) General reasons for provision.-Your committee has added a
provision to the House bill to provide a 5-year carryover of unused
charitable contributions for individuals. Your committee sees no
reason why a carryover should be made available for corporations
while individuals are in effect compelled to waste their contributions
in excess of the specified limitation. More important, however, this
will make it unnecexry for taxpLyers desiring to make a contribution
of a substantial nature to a charitable organization to carefully divide
the gift into parts, contributing each in a separate year, or perhaps
giving undivided interests in a property, up to their applicable limita-
tion, to the charitable organization in each of a series of years. Not
only is the present practice complicated for the donor but it also
creates problems for the charitable or educational organization. Where
they are given undivided interests in a property over an extended
period of time, they may find it impossible either to sell or use the
property over this same period of time while their interest in it gradu-
ally increases from year to year. The allowance of a 5-year charitable
contribution carryover for individuals, like the averaging provision
contained in this bill, also is another step toward the computation of
income for tax purposes over a long period of time rather than on
an annual basis.

(c) General expkrnation of Provision.-For the reasons indicated
above, your committee has added a provision topresent law providing
a 5-year carryforward for individuals for unused charitable contribu-
tions. In making this carryover available, your committee's amend-
ments provide that the only amounts which may be carried forward are
excess contributions with respect to which the 30-percent limitation
applies (i.e., generally all contributions except those going to private
foundations). In determining whether there is any unused charitable
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contribution to carry forward, the charitable contributions to private
foundations are ignored and only those contributions fully eligible
under the 30-percent limitation, to the extent they exceed this limita-
tion, may be carried forward.

In the year to which these contributions are carried if the taxpayer
has made any contributions to a private foundation, these are ignored
for purposes of determining how much of these charitable contri-
butions carried forward are used up in that year. This can be illustrated
by the following example: Assume $500 of unused charitable contri-
butions are carried forward, the individual's 30-percent limitation for
the year in question would permit charitable contribution deductions
of $1,000, and $400 had been already contributed in that year to
private foundations and $300 to publicly supported charitable organ-
izations. In this case the entire $500 carryforward would be con-
sidered as used up in that year although the additional charitable
contribution deductions obtained with respect to this $500 would be
only $300. This result is obtained by ignoring the $400 of contribu-
tions to the private foundation for purposes of determining the extent
to which the carryover is used up in that year. Thus, in the example
cited, the charitable contribution in the year to publicly supported
organizations was $300 and the carryover from the prior year was
$500. This would make it possible to use up the entire charitable
contribution carryover in that year. The individual could also de-
duct $200 of the $400 which he contributed to the private foundation.
Since under existing law the individual in the example could have
claimed a deduction of $700, the use of the carryover permits an
additional deduction of $300.
. The provision added by your committee also provides that no
charitable contribution may be carried to, or through a year with
respect to which the taxpayer has elected the unlimited charitable
contributions deduction. The carryover was considered unnecessary
in such cases because of the fact that no limitations are imposed in
these cases. A technical adjustment is also made to prevent a tax-
payer from claiming a benefit with respect to the same amount twice,
through the interaction of the net operating loss carryover and the
5-year charitable contribution carryover.

(c) (i) Effective date.-The new 5-year charitable contributions carry-
over provided by your committee's bill will be available with. respect
to contributions paid in taxable years beginning after December 31,
1963.

(d) Revenue effect.-This amendment is expected to result in a
negligible revenue loss.
12. Five-year charitable contribution carryover for corporations (8ec.

209(d) of the bill and sec. 170(b)(2) of the code)
(a) Present law.-Under present law corporations are allowed a

maximum charitable contribution deduction of 5 percent of their
taxable income computed without regard to this deduction (and
certain other deductions). Any charitable contribution deductions
which exceed this maximum may be carried forward and used in the 2
following years to the extent the maximum limitations for those years
permit. In the case of tax-free reorganizations, generally, and in the
case of the liquidation of a subsidiary, the present law provides that
the 2-year charitable contribution carryover, to the extent not used
by the prior corporation, is to be available to the acquiring corporation.
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(b) Reasons for provision.-Situations have arisen where corpora-
tions have income which varies widely from year to year with the result
that in -some years they have losses and in other years income. This
presents a problem where these co rporations have committed them-
selves to the making of specific annual contributions to local charitable
organizations. This frequently is done because of the importance to
the local charity of maintaining a relatively stable budget from year
to year. However, from the standpoint of the corporation the 5-
percent limitation on charitable contributions means that the benefit
of the charitable contribution deduction is lost in loss years, or in low
income years, unless income is sufficiently high in the 2 immediately
following years to not only permit the deduction of the amount carried
forwardbut the usual charitable contributions for those years as well.
Frequently this is not a sufficient length of time to enable the full
deduction of charitable contributions in such cases.

(c) General exlanatin of provision.-In view of the above con-
siderations the House bill substitutes for the 2-year carryforward
of unused charitable contributions available in present law a 5-year
charitable contribution carryforward for corporations. Your com-
mittee has accepted this amendment except that it has amended
the effective date as indicated below. The amount which may be
carried forward in such cases is the amount of the charitable contribu-
tions in excess of the amount which may be deducted within the
5-percent limitation. In the year to which the charitable contribu-
tions are carried the charitable contributions of that year are applied
first, and then the charitable contributions carried forward with the
oldest year from which a charitable contribution is carried forward
being applied first. Any unused charitable contributions are carried
forward to succeeding years, but if not used up after a 5-year carry-
forward period, they no longer are available for further deduction.

The 5-year charitable contribution deduction carryover is also made
available to acquiring corporations in tax-free reorganizations and
to parent corporations in the case of the liquidation of a subsidiary.
The acquiring corporation.in these cases treats the carryforward of
the charitable contribution in the same manner as if it were its own
unused charitable contribution being carried forward to the current
year.

(c)(i) Effective date.-The 5-year carryforward under the House
bill would be effective with respect to contributions paid (or treated as
paid) in taxable years beginning after December 31, 1963. Thus,
under the House bill a charitable contribution made in 1964 would be
the first charitable contribution with respect to which the 5-year, as
distinct from the 2-year, charitable contribution carryforward would
be available. Under your committee's amendments, the 5-year
carryforward of unused charitable contributions will be available with
respect to contributions paid (or treated as paid) in taxable years
beginning after December 31, 1961. Thus, charitable contributions
made in the calendar years 1962 and 1963, (to the extent the former
is not used in 1963) will be available as carryforwards to 1964, since in
these cases the 2-year carryforward from these years has not yet
expired.

(d) Revenue effect.-This provision is expected to result in a negli-
gible loss of revenue when fully effective.
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18. Limitation on charitable contribution deduction for future gifts of
tangible property (see. 209(e) of the bill and sec. 170(f) of the code)

(a) Present law.-Under present law, if a taxpayer gives property
to charity but retains for either his or someone else's life or any other
period the use or enjoyment of the property, he receives a charitable
contribution deduction for income tax purposes at the time of the gift
of the future interest in an amount equal to the present discounted
value of that future interest.

(b) General reasons for protision.-The House report calls attention
to the problem where pictures or art objects are given to museums,.
but the gift takes effect at soie future time, usually based upon the
life of the contributor or someone else. In the meanwhile, the use
of the pictures or art objects is retained in much the same manner as if
the contribution of the future interest had not been made. The same
enjoyment wudld occur, for example, if instead of making a gift
of a future interest, the taxpayer were to wait until his, or his family's
use of the property was completed. If this use was completed at the
time of his death, however, no charitable contribution for income tax
purposes could be claimed, even though an estate tax deduction would
be available.

The report of the House Committee on Ways and Means suggests
generally that it is inappropriate for taxpayers using this device to
obtain what amounts to an extra charitable contribution deduction
for income tax purposes. However, the House report further sug-
gests that in the ordinary case where the contributor retains the right
to use the property for his own life that this in fact has been a strong
inducement for giving pictures and art objects to museums and other
cultural centers in the United States and that in any event much of
the problem which has arisen in the past has stemmed from the
problem of valuing the pictures and art objects given.

Based upon the consideration outlined above, the House bill pro-
vided a general rule which denied deductions for charitable contribu-
tions in the form of future interests in tangible personal property, but
then made this rmie inapplicable where the life interest was retained
for the life or lives of the contributor or contributors. Your committee
is in agreement with the general rule adopted by the House but
believes that the exception making this general rule iiapplicable in
the case where a life estate was retained by the contributors in effect
makes this rule inapplicable to the bulk of the cases which should
come under the rule. Your committee sees no more reason for
granting a charitable contribution deduction for income tax purposes
whether the life interest is reserved for the contributor or someone
else. It recognizes that for some taxpayers this may have some
temporary effect in dulling the special incentive now existing for
giving pictures and art objects to museums and other cultural centers.
Moreover, some taxpayers may be induced under this provision to
give their pictures or other objects outright during life rather than
wait until their death, thereby accelerating gifts to museums and other
organizations. In any event, your committee questions whether it is
appropriate to provide the special stimulus of an income tax deduction,
in addition to a charitable deduction for estate tax purposes, to induce
this result.

(c) General explanation of provision.-For the reasons indicated
above your committee's amendments provide that charitable con-

t
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tributions in the form of a future interest in te ngible personal property
are to be treated as deductible for come tax purposes only when
all interests in, and rights to possesion or enjoyment of, the property
in question has been given up. Your committee has deleted the
exception in the House bill making this rule inapplicable in the case
of charitable contributions where the only reservation in the gift is
that the property is not to be transferred until the death of the
contributor or contributors.

Any type of a reservation by the contributor and any reservation
in the hands of related persons described in section 267(b) of the code
under your committee's action will result in a denial of the charitable
contribution deduction as long as the reservations continue.

Although generally this provision is limited to gifts of future in-
terests in tangible personal property the provision also covers fixtures
which are intended to be severed from the real property, such as
chandeliers, mantels, etc.

(c)(i) Effective date.-This provision applies to transfers after
December 31, 1963.

d) Revenue effect.-This provision is expected to result in a negli-
gible revenue gain when fully effective.
14. Losses arising from expropriation of property by governments of

foreign countries (see. 210 of the bill and sec. 172(b)(1)(D) of the
code)

(a) Present law.-Generally, under present law, a net operating
loss may be carried back to each of the 3 prior years and then, to the
extent of any loss still not offset against income, the balance may be
carried forward to the 5 succeeding years-providing a period of 8
Tears over which a loss may be spread. In two cases under present
law however, longer loss carryover periods are provided. Thus,
in the case of corporation suffering losses which are certified as arising
with respect to the "Trade Expansion Act of 1962", a 10-year carry-
over period is provided-a 5-year carryback and a 5-year carry-
forward. Present law also provides a 10-year carryover period in the
case of regulated transportation companies-in this case a 3-year
carryback and a 7-year carryforward.

(b) General reasons for proision.-Your committee has been
informed that since World War II at least 14 foreign governments
have expropriated property of U.S. taxpayers. The most significant
of these expropriations was that made in Cuba, beginning in 1959
when all U.S. investments in that country were expropriated by the
government.

Generally, it is believed that the 3-year carryback and 5-year
carryforward for net operating losses provide a sufficient period for
the recovering of substantially all business losses. In those cases,
however, where this period has proved insufficient, Congress has
followed the policy of providing a longer loss-carryover period.
This accounts for the 10-year period in present law for those suffering
losses arising under the Trade Expansion Act of 1962 and for the
10-year period in the case of regulated transportation companies.

Your committee believes that the expropriations by foreign govern-
ments which have occurred in recent years represent another example
of larger than usual losses, where the usual 8-year carryover period
for losses is inadequate. Therefore, your committee's amendments
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extend the 10-year loss period, already applied in special cases to
expropriation losses. A 10-year carryforward with no carrybaci is
provided for these expropriation losses. The longer carryforward
has been substituted for the 3-year carryback because, if carrybacks
were required, the taxpayers might have to forego the benefits derived
from using foreign taxes as credits rather than deductions with respect
to the back years.

(c) General explanation of proumion.-Your committee's amendment
provides a 10-year carryforward with no carryback for expropriation
losses. This is available with respect to expropriation losses arising
in taxable years ending after December 31, 1958. Thus, it will
include 1959 which was the year the Cuban expropriations began.

To qualify for the 10-year carryforward, the expropriation loss
must be at least 50 percent of the total net operating loss for a year.
Thus, this extra carryforward period will not be available unless the
expropriation loss is a major proportion of a company's net operating
loss.

To receive this treatment, the taxpayer must elect the 10-year
carryforward on or before the time specified by regulations prescribeu
by the Secretary of the Treasury or his delegate. However, in the
case of past years with respect to which the 10-year carryforward is to
be available, namely the years 1959 through 1963, taxpayers are to
have until December 31, 1965, to make the elections for these years.
In these cases the statute of limitations will be opened for deficiencies
or refunds with respect to any years affected by the change and ending
before 1964. Taxpayers are also to have an opportunity to make a
new election with respect to the foreign taxes for this back period-to
take either a deduction or a tax credit as the changed circumstances
arising from the longer carryforward of losses (and no carryback of
these expropriation losses) warrant.

The types of losses involved are trade or business, or production of
income, losses which are, "sustained by reason of the expropriation,
intervention, seizure, or similar taking of property by the government
of any foreign country, any political subdivision thereof, or agency
or instrumentality of the foregoing * * *. Such a loss is to be
considered a "foreign exploration loss."

A foreign expropriation loss 'Will be treated separately from any
remaining net operating loss for the same year. The regular net
operating loss for the year will be carried back and used up to the
extent of the income in the 3 prior years. Then if any of the regular
oiet operating loss still remains, it will be carried forward to the next
year and used first. Only after the net operating loss is fully applied
in the first carryforward year will any exprpition loss from the
samne year be used in that year. Thus, te expropriato oswl
be considered the last portion of the total net operating loss applied
in any case, although the expropriation loss for a year will be applied
before the regular net operating loss for any succeeding year.

(c) (i) Effective date.-ThMis provision app lies with respect to foreign
expropriation losses arising in taxable years ending after December
31, 1958.1

(dL) Revenue. effect-This provision is expected to result in a revenue
loss of approximately $5 million a year in 1965, but it expected to de-
cline appreciably after 1970.
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15. One percent limitation on medicines and drugs for those over age
65 (see. £11 oj the bill and see. 2,18 of the code)

(a) Present law.-Under present law, generally only what are con-
sidered abnormal medical expenses are deductible. This result is
attained by limiting expenses which may be deducted to the excess
of these expenses over 3 percent of the individual's adjusted gross
income (income after business and similar expenses but before per-
sonal exemptions and personal expenses). in computing medical
expenses subject to this 3 -porcent limit, medicines and drugs may be
taken into account only if they exceed 1 percent of adjusted gross
income. The 3-percent limitation does not apply in the case of the
taxpayer and his spouse where either of their is 65 or over nor does
it apply in the case of medical expenses of the mother or father of
the taxpayer or of his wife where the parent is 65 or over and receives
his principal support from the taxpayer. The 1-percent limitation
on medicines and drugs, however, applies to everyone without regard
to their ago.

(b) General reasons or provision.-The House bill repeals the
1-percent limitation with respect to medicines and drugs insofar
as it relates to a taxpayer, or his spouse either of whom is age 65 or
over, or to the parent of the taxpayer (or his spouse) where the parent
is a dependent of the taxpayer an is 65 or over. The effect of this is
to provide that the 1-percent limitation will apply only in those cases
where the 3-percent limitation also applies. Your committee is in
accord with this action, because it, like the House, believes that it is
undesirable to impose any minimumn limitation with respect to the
deductibility of medical expenses in the case of the aged. It also be-
lieves that conforming the application of the 1-percent limitation with
the 3-percent limit wil simplify the statute somewhat in this area.

(c) General explanation of provision.-Present law provides that
medicines and drugs which otherwise would be taken into account
in computing medical expenses (which are either deductible in whole,
or to the extent they exceed 3 percent) are to be deductible only to
the extent that the total of these medicine and drug expenses exceed
1 percent of the taxpayer's adjusted gross income. Both the House
and your committee's version of the bill make this 1-percent limitation
inapplicable in the case of amounts paid for the care of the taxpayer
and his spouse if either of them has attained age 65 before the endof
the taxable year. Both versions also provide that this 1-percent lim-
itation is not to apply to amounts paid for the care of a dependent
mother or father of the taxpayer or his spouse if the mother or father
has attained age 65 before the end of the year and also is a dependent of
the taxpayer. Thus neither the 3-percent limit on medical expenses
generally nor the 1-percent limit on medicines and drugs will apply to
the categories of persons specified above who are age 65 or over. The
maximum limitations on medical expenses, however, continue to
apply to these and other persons in the same manner as under existing
law.

(c) (i ! Effective date.-This provision is to apply to taxable years
beginning after December 31, 1963.

(d) Revenue effect.-This provision is expected to result in a revenue
loss of $10 million in a full year of operation.
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16. Care of dependents (see. 212 of the bill and sec. 214 of the code)
(a) Present law.-Under present law, a deduction of up to $600 is

allowed in certain cases for expenses of child care incurredto enable a
taxpayer to be gainfully employed. At present, this is available for
single women, women who are divorced or separated, or in some cases,
deserted, and widows and widowers, having one or more dependents
without regard to the amount of the taxpayer's earnings. In the case
of working wives, the $600 deduction is presently available only if the
combined adjusted gross income of the wife and husband (who must
file a joint return) does not exceed $4,500. If their income exceeds
this amount, the deduction available is decreased $1 for each dollar
of income above $4,500, thus disappearing entirely at an income level
of $5,100. An exception to this rule provides that this income limita-
tion is not to apply if the husband is incapable of self-support because
mentally or physically defective.

A dependent of the taxpayer for whom this $600 may be claimed
mtst be a son or daughter (or stepson or stepdaughter) of the tax-
payer who is under age 12 or a dependent who is physically or mentally
incapable of caring for himself.

(b) General reasons for promsion.-Your committee while agreeing
with the changes made by the House bill in the child-care provision,
found them too narrow. As a result it has liberalized the changes
m9. 7 by the House bill to also include the principal changes recom-
mended by the administration with respect to this provision which
were omitted in the House bill. These changes have aso been recom-
mended by the President's Commission on the Status of Women. The
most important change made by your committee in the House pro-
vision is to raise from $4,500 to $7,000 the income limitation applicable
with respect to working wives. In 1954, when provision was first
made for the deduction of child-care expenses with respect to working
wives, your committee in its report then stated:

* * * [Ilt is recognized that in many low-income families,
the earnings of the mother are essential for the maintenance
of minimum living standards even where the father is also
employed, and that in such situations, the requirement for
providing child care may be just as pressing as in the case of a
widowed or divorced mother.

Thus, Congress provided for the deduction of child-care expenses
in the case of working wives because it was recognized that the
maintenance of a minimum standard of living in these cases required
the wife to work. However, the present maximum joint income level
of $4,500 is so low that relatively few working wives presently can
claim this deduction. Of the 244,000 taxable returns claiming the
deduction in 1960, only 117,000 were joint returns filed by married
couples. In 1961, according to Department of Labor statistics, the
median income of husband-wife families in which the wife worked at
ary time during the year was $7,050. Thus, the $4,500 limitation.
falls far short of covering the average case where the wife has found
it necessary to supplement the husband's income by working, To
carry out the original intention of i Congress with respect to this
provision, your committee's bill raises the joint income limitation for
husbands and wives who may claim the child-care expense deduction.
from $4,500 to $7,000.
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Under present law, the maximum amount which may be deducted
for child care is $600 per year per taxpa er. As the House report
indicates a flat limitation of this type fais to take into account the
fact that the costs of caring for dependents, particularly where they
must be cared for outside of the home, increases as the number of
dependents increases. Because of. this, the House bill raised the
maximum deduction which may be claimed for child-care expenses
to $900 where the taxpayer has two or more dependents. Your
committee's bill carries this one step further and provides a maximum
deduction of $1,000 where there are three or more qualifying depend-
ents. It also makes this graduated maximum available in the case of
working wives as well as where there is only one parent. These
expenses are as likely to increase on a per-child basis in the case of a
married couple as in those cases where there is only one parent.

In other respects, your committee's amendments, with minor
technical exceptions, follow the House bill. Thus, as under the
House bill, relief is provided where the wife is either in an institution
or is physically or mentally incapable of caring for herself. Under
present law, if the husband is incapable of self-support because of
mental or physical deficiencies, the wife is fully eligible for the deduc-
tion without regard to the family income level. Your committee
agrees with the House that a family where the wife is in an institution
is at least as likely to incur expenses for child care as a family where
the husband is incapable of self-support. Similarly, it also agrees that
child-care expenses are likely to be required, where the wife is in the
home but not capable of caring for herself. As under the I-louse bill,
your committee's amendments extend present law to permit child-
care expenses in these cases, subject to limitations, to be deducted.
Your committee in this regard modified the House provision only in
that in the case of incapacitated wives, the deduction is to be fully
available where the adjusted gross income of the taxpayer and his
spouse does not exceed $7,000 rather than $4,500. This is in con-
formity with its change in the income level generally applicable in
the case of working wives.

Both the House and your committee's bill also raise the maximum
age limit generally available from 12 to 13 years for children with
respect to whom the child-care deduction generally may be taken.(c) General explanation: Raising income limitaion from $4,600 to
$7,000.-Your committee's amendments, as distinct from the House
bill increase from $4,500 to $7,000 the amount of income that families
with working wives can earn and still qualify for the full amountjof
the deduction for expenses incurred for the care of children or de-
pendents. The House bill made no change in this area. This raising
of the income limitation to $7,000 is in accordance with the recom-.
mendation of the administration.

Under present law, for every dollar of income a husband and work-
ing wife have above $4,500, the maximum limit on their deduction
for child-care expenses is reduced by a similar dollar below the $600
level. Thus, under present law with the $600 limitation, it is possible
for a husband and working wife to receive some child-care expense
deduction in the case of those with incomes up to $5,100. Under
your committee's bill, since the maximum child-care expense deduction
(where there are three or more children) is raised to $1,000 it will be
possible for husbands and wives who are both working to claim some
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child-care expense deductions in cases where their joint incomes are
up to $8,000. In 1960, the child-care expense deduction was claimed
on 244,000 taxable returns. It is anticipated that the liberalizing
amendments, primarily raising the income level for working wives to
$7,000, will make this deduction available to an additional 200,000
returns or 444,000 taxable returns in all.

(c)(i) Genero explanation: Rai&ing the deduction to $900 or $1,000
in certon ca,8es.-IUnder present law, as previously indicated, the
maximum annual deduction which may be claimed by a taxpayer is
$600. The House bill, where there are two or more qualified de-
pendents, would raise this maximun deduction which may be taken,
for expenses incurred by the taxpayer, to $900. Your committee's
amendments provide that the $600 limitation, as under the House bill,
is still to be applicable where the taxpayer has only one dependent
and that the $900 limitation is to be applicable where the taxpayer has
two dependents. However, it provides that where there are three
or more qualifying dependents, the maximum deduction which may be
taken is to be $1,000 in lieu of the $900 provided by the House bill.
The $900 and $1,000 limitations are also to be available in the case of
working wives who are eligible for the child-care deduction (under the
House bill, the $600 limitation would continue to apply in such cases).

(c) (ii) General explanation: Incapacitated and institutionalized tviye.-
The House bill adds to the list of situations where the child-care
deduction may be claimed those cases where a wife is incapacitated
or institutionalized. Your committee's amendments accord sub-
stantially the same treatment. For the husband to be eligible for
this deduction, the wife must be institutionalized or incapacitated for
90 consecutive days (or a shorter period if she dies). In the case of
incapacitated wives, under the House bill the deduction would be
full available only where the adjusted gross income of the taxpayer
andhis spouse does not exceed $4,500 (for incomes above that level,
the deduction would decrease $1 for each dollar of income above
$4,500). Under your committee's amendments, the $4,500 limitation
in this case is replaced by the $7,000 limitation. The income limita-
tion under both the House bill and your committee's amendments
does not apply if the taxpayer's wife is institutionalized for a period of
90 days or more. A wife is considered as being incapacitated if she is
incapable of caring for herself because she is mentally or physically
defective (including any time she is institutionalized). A wife is
considered institutionalized while she is receiving medical care or
treatment as an inpatient, resident, or inmate of a public or private
hospital, sanitarium, or similar institution.

(c) (iv) General explanation: Raising the age limit for children to 13.-
Present law provides that a dependent, for purposes of the child-care
deduction (if not physically or mentally incapable of caring for him-
self), must be a son or daughter (or stepson or stepdaughter) of the
taxpayer and must not have attained the age of 12. The House bill
raises this age limit to 13 and your committee's amendments make no
change in the House bill in this respect.

(c) (v) Effective date.-The amendmQnt made by this provision apply
to taxable years beginning after Deceinber 31 1963.

(d) Revenue effect.-Changes made by the House bill with respect
to the child-care provision in a full year of operation would have
resulted in a revenue loss of $5 million. The changes made by your



REVENUE ACT OF 1064 71

committee increase this loss by $15 million or to a total of $20 million
when compared with present law.
17. Moving expenses (Wee. £18 of the bill and sec. £17 of the code)

(a) Present law.-Under present law, certain moving expenses of
existing employees if reimbursed by the employer are held to be ex-
cludable from the employee's income. They have been ruled exclud-
able on the ground that they are incurred "in the interest of the em-
ployer" (Rev. Rul. 54-429, C.B. 1954-2, 53).

Under present law, the moving expenses (for moving from one
official station to another for permanent duty) which the Internal
Revenue Service has agreed are excludable for existing employees
where they are reimbursed are:

1. Transportation expenses for moving the employee and hisfamily_;

2. Transportation and certain related costs of moving the
personal and household effects of the employee and his family;
and

3. Expenses incurred for meals and lodging for the employee
and his family while they are en route to their new location.

In addition, in two court cases, taxpayers have been permitted to
exclude other types of moving expenses, although the Internal Rev-
enue Service has not acquiesced in the exclusion of these other types
of moving expenses.

On the other hand, reimbursements for moving expenses received
by new employees from their employers are includible in gross income.
Moreover, no deduction is allowed for moving expenses of any em-
ployee with respect to expenses for which no reimbursement is received.(b) General reasons for provisions.-Your committee agrees with
the House that the existing tax treatment of moving expenses needs
modification because the present treatment discriminates against
both new. employees and employees who are not reimbursed for
their moving expenses by their employers. There is no reason why
new employees should include in their income amounts representing
moving expenses which, if -received by an existing employee who is
moved by his employer from one location to another, would be ex-
cludable from income. Neither is there any reason for discriminating
against those employees who are not reimbursed for their moving
expenses, but who incur such expenses in seeking job opportunities.
Moreover, it is important to remove deterrents to the mobility of
labor. Any thing which can be done in this respect should aid in
reducing local structural unemployment.

Both the House and your committee's bill limit the categories of
expense for which a deduction is available to new employees or those
who are not reimbursed for moving expenses to the three categories
specified above, which, by ruling, the Internal Revenue Service recog-
nizes the reimbursements of which are as excludable for existing em-
ployees. No inference should be drawn from this, however, that
moving expense exclusions under existing law are necessarily limited

I In John R. Cavonagh (36 ,r.c. 300; 1961) it was held that living costs incurred by the employee in excess
of ordinary living expenses of his family were excludable where they were reimbursed while his household
effects were In transit. In Otto Sorg &hairr (9 T.C. 149; 1947) it was held that where an employee was reim.
bursed for a loss incurred in selling his home this reimbursement was an addition to the sales price. More
recently, however, the Tax Court held that reimbursements of similar expenses were additional compen-
sation and not excludable from the employee's income in the case of llarr, W. Bradley (39 T. C. 652; 1963
aff'd, 324 F. 2d 610 (4th Cir. 1963). A reimbursement on sale of a house was also held to be compensation
In Arthur V. Kobacker (37 T.C. 882; 1902).
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to these three categories of expenses. However since by administra-
tive ruling, these categories are clearly excludable in the case of ex-
isting employees who are reimbursed, it is believed that deductions for
such expenses should also be made available to new employees and
nonreimbursed employees as well. The question of whether the ex-
clusion for existing employees extends beyond these three categories
is left for judicial interpretation.

(c) General explanation of provkwions.-The deductions allowed by
the House and your committee's bill with respect to moving expense.
are to be deductible in computing "adjusted gross income." These
expenses, therefore, are deductible whether the individual involved
itemizes his personal deductions or takes the standard deduction.
This treatment is provided not only because these expenses are
substantially similar to business expenses, but also because when.
they are incurred, they are likely to be relatively large. In such
cases, it was thought that it would be undesirable to, in effect, make
taxpayers choose between taking this deduction and the standard
deduction in lieu of itemized personal deductions.

No deduction is provided under this provision for moving expenses
for which the taxpayer receives reimbursements which are not included
in his gross income. Thus, existing employees may continue to ex-
clude reimbursed moving expenses from their gross income in the
same manner as under present law. Their status, in this regard, is left
entirely unchanged.

The types of moving expenses which may be deducted under
this provision are reasonable expenses for-

1. Moving household goods and personal effects from the
former residence to the new residence;

2. Transportation expenses of the employee and his family
from the former residence to the new place of residence; and

3. Expenses for meals and lodging while in transit from the
former residence to the new place of residence.

The moving expenses referred to are available not only with respect
to the taxpayer, but also to any other members of the taxpayer's
household who had as their permanent place of abode the taxpayer's
former residence and moved to his new residence. (For amendment
added by your committee with respect to sales of residences of employ-
ees who are moved see sec. 232 of the bill item 39 below.)

(c) (i) Limibtions.-To prevent the deduction of moving expenses
for short moves, the bill provides that, for a deduction to be avail-
able, the taxpayer's new place of work must be at least 20 miles farther
from his former residence than was his former place of work. In
other words, his commuting distance must have increased by at least
20 miles to be eligible for this deduction. If the individual involved
previously had no place of work, his new work location must be at
least 20 miles from his former residence.

To prevent individuals from taking temporary jobs in order to
obtain the deduction of moving expenses, it is provided that during
the 12-month period immediately after the individual's arrival at his
new principal place of work, he must be a full-time employee in that
general location for three-fourths 6f the time (39 weeks). This
lnitation, however, is not applied to the extent where the individual
is reimbursed for his moving expenses by his employer since, presuma-
bly, an employer would not reimburse such expenses even for a new
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employee unless it was his intention that the individual remain em-
ployed for an extended period of time.

This requirement that an employee be a full-time employee in a
general location for three-quarters of a year after moving means that
where he has moved after the first half of the year, he cannot be sure
when he files his return in the following April that he will meet this
9 months' requirement. For that reason, the employee in such a case
is permitted to claim the moving expense deduction (assuming he
has not already disqualified himself by that time, such as by moving
out of the general location). Then, if after filing his return he fails
to qualify for the moving expense deduction by not remaining em-
ployed full time for 39 weeks in the new location he is to include in
his gross income for the following year the amount of moving expense
deduction claimed in the prior year.

(c) (ii) Efective date.-The new treatment provided by this provision
applies to expenses incurred after December 31, 1963.

(d) Revenue effect.-It is anticipated that this provision in a full
year of operation will result in an annual revenue loss of $60 million
a year.
18. Deduction for political contributions (sec. 2114 of the bill and see. 218

of the code)
(a) Present law.-Up to the present, no deduction or credit has been

allowed for political contributions of any type. In fact, charitable
and educational contributions presently maybe denied if the organiza-
tions involved spends any substantial part of its activities in attempt-
ing to influence legislation.
. (b) General reasons for provisians.-Your committee's bill departs
with the precedent in this respect primarily because of the report of
the late President Kennedy's Commission on Campaign Costs and
because of his recommendation to Congress with respect to this
report. This section, while not identical to the proposal of the late
President, nevertheless is substantially similar to it, and in your
committee's opinion carries out the objectives of that request. The
purpose of allowing a limited deduction for campaign contributions
is, es indicated by the late President, to broaden the base of contribu-
tions: "to reduce dependence on large contributions of those with
special interests." As he indicated, this section "is designed to give
party solicitors an additional tool to help stimulate individuals to
contribute money, in * * * election years."

(c) General explanation of provision.--The new section added by the
bill allows a deduction for political contributions up to a maximum of
$50 a year in the case of a single person (or a married person filing
a separate return) and up to $100 a year in the case of a married couple
filing a joint return. The amounts for which deductions are permitted
are limited in order to achieve the objective of the late President
Kennedy in "broadening the base of political contributions."

These deductions are available only to those who itemize their
deductions, rather than taking a standard deduction. Therefore,
this places these limited deductions for political contributions in the
same category as charitable contributions, deductible taxes, interest,
certain medical expenses, etc.

The bill provides that this deduction for political contributions is
to be allowed only if the fact of the political contribution is verified in
such manner as the Secretary of the Treasury or his delegate prescribe
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by regulation. It is anticipated that under this grant of authority
the Secretary of the Treasury will provide that the deduction will be
available only where the taxpayer, if his return is audited, presents
adequate records to show that lie has actually made the political
contributions to a qualified candidate or committee. This will give
assurance against the claiming of deductions for fictitious political
contributions.

A political contribution which as a result of the new section added
by the bill will be deductible must be a contribution or gift to a
"political candidate" or "political committee." However, in addi-
tion, it is required that tile contribution be made only for the purpose
of furthering tile candidacy of one or more individuals in a general,
special, or primary election or a convention of a political party.
Thus, contributions or gifts to further the cause of a referendum or
other issue on a ballot will not be deductible. The candidate with
respect to which the deduction of a contribution or gift may be claimed
may be a candidate for National, State, or local office and may be
either a partisan or nonpartisan candidate. Thus, for example, where
judges are elected officials, contributions for their candidacy may be
deducted. The candidacy of the individual may be either for a
primary election or for a convention of a political party nominating
candidates for office or for a general election. Included also are special
elections to fill vacancies.

The deduction for political contributions under the bill is limited to
contributions made by individuals. It is not available with respect
to contributions from corporations or from estates or trusts.

(c)(i) Effective date.-The bill provides that contributions or gifts
made after the date of enactment of this bill are to be deductible.

(d) Revenue effect.-It is anticipated that this provision will result
in a revenue loss of approximately $25 million a year for Presidential
election years; 50 percent of that amount for congressional election
years; 25 percent for off years; and average about $15 million per year.
19. One hundred-percent dividends received deduction for members of

electing oftuiated groups (sec. £15 of the bill and sec. £43 of the code)
(a) Present law.-Present law in general provides a deduction equal

to 85 percent of tile dividends received by one corporation from
another domestic corporation. This has the effect of taxing 15 percent
of intercorporate dividends received. With the present 52-percent tax
rate, this is a tax of 7.8 percent on the entire dividend (15 percent
times 52 percent), or in the case of the 48-percent rate effective under
this bill for corporations in 1965 and subsequent years, a tax on the
entire dividend of 7.2 percent..

(b) General reasons jor provision.-The administration in its initial
recommendation'to Congress proposed that the 2-percent penalty
tax on consolidated returns be repealed that controlled groups be
limited to a single surtax exemption, and also, that the intercorporate
dividends received deduction be increased to 100 percent in the case
of amounts received as a dividend from a corporation which is a mem-
ber of the same parent-subsidiary affiliated group. In this regard,
the Secretary of the Treasury in his explanation of this provision to
the Ways tand Means Committee stated:

The elimination of the intercorporate dividend tax in this
type of parent-subsidiary relatipnship would extend to such
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groups one of the tax advantages generally now available
only to affiliated groups which file consolidated returns.
This amendment is designed to facilitate the adjustment to
the elimination of multiple surtax exemptions in cases where
the affiliated group does not, or cannot, file consolidated
returns, but would recognize that the earnings of an 80-per-
cent-owned operating subsidiary are more directly the earn-
ings of the parent than is the case where one corporation
merely derives investment income from an unrelated cor-
poration.

Your committee is in accord with this recommendation of the ad-
ministration. Your committee concluded that it would be inequitable
to repeal the consolidated return 2-percent tax without also providing
a 100-percent intercorporate dividends received deduction for cor-
porations meeting the same tests of common ownership, but which
for one reason or another cannot, or do not want to, file a consolidated
return and are willing to forgo multiple surtax exemptions. Among
the principal reasons for not being eligible to file a consolidated return
in the case of an affiliated group is the need for different members of
a group to maintain different fiscal years due to variations in the
natural business years of the different companies involved. Still an-
other factor accounting for some corporations in an affiliated group
not filing consolidated returns is the necessity to use the same account-
ing method (unless the Internal Revenue Service specifically'permits a
variance) although there may be valid business reasons for the dif-
ferent accounting methods in the case of the different businesses.
Another reason which applies in the case of life insurance companies
is that under present law such companies may not file a consolidated
return with other domestic corporations which are not life insurance
companies. Moreover, still other corporations are hesitant to file
consolidated returns because of the sheer complexity of the consoli-
dated return regulations.

For these reasons, your committee has added a provision granting
a 100-percent dividends-received deduction in those cases where
corporations are affiliated but they do not file a consolidated return.
To be sure that no special advantage was given these corporations
over those corporations which do file consolidated returns, your
committee has reviewed the various provisions of the code and denied
tax benefits in those cases where the separate corporations received
significant advantages over a consolidated group. Thus, where this
100-percent dividends-received deduction is elected, the group is to
have only one $25,000 surtax exemption for the group, the election
with respect to foreign tax credits or deductions must be the same for
all members of the group, only one $100,000 minimum accumulated
earnings credit is to be allowed in determining exemptions from the
tax on unreasonable accumulations, only one $100,000 exemption in
computffing estimated tax subject to accelerated payments is to be
allowed, and limitations generally applicable to a single corporation
are provided in the case of exploration expenditures.

(e) General explanation of provision.-A 100-percent dividends-
received deduction is allowed by your committee's amendment when
dividends are paid by a domestic corporation but only where the
dividends are 'qualifying dividends." To be qualifying dividends

27-814-64-6
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they must be received from a corporation which is a member of the
same affiliated group of corporations. "Affiliated group" for this
purpose is defined in the same manner as an affiliated group for pur-
poses of the requirement for filing a consolidated return except that a
domestic insurance company (taxable under section 802 or 821) is
treated as an includible corporation. For the dividends to be quali-
fying, the receiving and distributing corporation must be members of
the same affiliated group at the time of the distribution and also the
dividend, must be distributed out of earnings and profits of a year
ending after December 31, 1963, when on each day of which the two
corporations were members of the same affiliated group and were not
claiming multiple surtax exemptions.

The determination as to what earnings and profits a dividend is
considered as being distributed out of will be made under the rules
applicable elsewhere in the code for this purpose; i.e., they will be
considered as paid first out of the current yemr's earnings and profits
and then, to the extent of any excess, out of the prior year's earnings
and profits, then, to the extent of any excess, out of the second prior
year's earnings and profits, etc. In addition, the dividends must be
paid at a time when the distributing and receiving corporations are
members of an affiliated group which has elected to qualify for the
100-percent dividend-received treatment provided by the new section.

An election must be made by the parent corporation and consented
to by each of the subsidiary corporations. The election is effective
for the taxable year of the subsidiaries which includes the last day of
the year of the parent with respect to which the election was initially
made. In addition the election applies automatically for each
succeeding year unless the election is specifically terminated. A
special rule provides that with respect to fiscal years beginning in 1963
and ending in 1964, the election would be effective as long as the last
day of the corporation's year is included in a year of the parent for
which an election is effective.

An election may be terminated by an affiliated group if the affiliated
group files a termination of the election and each member of the group
consents to this termination. In addition, the election may be
terminated where a new member is added to the affiliated group and
this member fies a statement to the effect that it does not consent to
the election.

Where an affiliated grou elects the 100-percent dividend paid
treatment, the members of te group must forego certain advantages
which they otherwise would have as separate corporations. These
rights are withdrawn since they are not available to a group filing a
consolidated return, where the tax advantages are substantially
similar to those provided in the case of the 100-percent dividends
received deduction. The advantages of separate treatment which
the affiliated group must forego if this election is made are as follows:

1. The group may not elect to receive more than one surtax
exemption.

2. All members of the group must all make- the same elections with
respect to foreign taxes; i.e., they must all elect either to claim de-
ductions for these foreign taxes or foreign tax credit; and, if they claim
foreign tax credit, they must all either elect the "per country limita-
tion" or the "overall limitation" in computing the size of the credits
available. They will each, however, continue to compute their own
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foreign tax deduction or credit in the same manner as separate
corporations.

3. In determining whether. or not the various corporations in the
affiliated group are subject to the accumulated earnings tax (imposed
by section 531), only one $100,000 minimum accumulated earnings
credit would be available for the entire group.

4. In determining the tax liability of the group which will be subject
to estimated tax (i.e., acceleration of corporate payments so that the
tax is paid in the year of liability rather than in the succeeding year),
only one exemption of $100,000 of tax liability is to be available to the
entire group rather than to each member of the group.

5. In determining the maximum amount of exploration expendi-
tures with respect to mineral deposits which may be written off in any
one year or treated as a deferred expense the group of affiliated corpo-
rations making this election is to be eligible to write off one $100,000
in any one year with a total of $400,000 over any number of years.

Except for the $100,000 minimum accumulated earnings credit, it is
anticipated that the members of the affiliated group will be permitted
to apportion the $100,000 exemptions, limitations, or the $400,000
limitation in any manner that they see fit.

Life insurance companies and mutual casualty insurance companies
may not file a consolidated return with any other companies except
other life insurance companies of the same type. Under your com-
mittee's amendment, however, dividends from, or to, such insurance
companies are eligible for the 100-percent dividends received deduc-
tion if the entire affiliated group of which the insurance company is
a member consents to the tax treatment provided by this section.

(c)(i) Effective date.-This 100-percent dividend deduction treat-
ment is to apply with respect to dividends received in taxable years
ending after December 31, 1963.

(d) Revenue effect.-It is anticipated that this provision will result
in a revenue loss of approximately $5 million a year.
20. Interest on loans on certain insurance and annuity contracts (sec.

216 of the bill and sec. 264 of the code)
(a) Present law.-Under existing law, no interest deduction is

allowed in the case of indebtedness incurred or continued to purchase,
or carry, a single-premium life insurance, endowment, or annuity
contract. In addition, if substantially all the premiums on a contract
are paid within 4 years of the date on which the contract was-pur-
chased, the contract is treated as if it were a single-premium contract
for purposes of this provision. Similarly, where a purchaser
borrows an amount equal to a substantial portion of the premium pay-
ments on a contract, but, instead of purchasing the policy outright,
deposits the borrowed funds with the insurance company for future
payments on a policy, this also is treated as if it were a single-premium
contract and the interest deduction on the indebtedness relating to the
contract is denied. However, under present law, no interest deduc-
tions are denied where the taxpayer purchases an insurance contract
with the intention of borrowing the maximum amount on the contract
each year, unless the contract falls in one of the categories described
above.

(b) General reasons for provision.-It is understood that life, or
other insurance policies are being sold to individuals on the basis that
they cost the individual little or nothing, and in some case on the
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grounds that they actually result in a net profit for him. In such
cases, the taxpayer each year borrows all, or a substantial part, of the
funds necessary to pay the premium on the policy. If he is in a
50-percent (or higher) tax bracket, since the interest payments on
such loans are presently deductible, the net interest cost to him is
one-half or less of the interest payments he makes. The annual
increase in the cash value of the insurance policy to reflect interest
earnings, which generally is not taxable to the taxpayer either cur-
rently or otherwise, is likely to equal or exceed the net interest charges
the taxpayer pays. Thus, for taxpayers in higher brackets, where
the annual increment in the value of the policy, apart from the
premiums, exceeds the net interest cost of the borrowing, such policies
can actually result in a net profit for those insured. Because of this,
some insurance companies have sold insurance policies under plans
which provide for the taxpayer borrowing the premiums either
directly from the insurer, or from a bank or otherwise, primarily on
the grounds that the policies are tax-saving devices. Both the House
and your committee doubt that the sale of insurance on such a basis
is either desirable or fair to taxpayers generally.

However, the importance of being able to borrow on insurance
policies is recognized; and, therefore, while adopting a provision
designed at minimizing the sale of insurance as a tax-saving device,
the House and your committee have been careful in this provision to
provide for the retention of rights to borrow on insurance for other
than tax-saving purposes without the loss of the interest deduction.

One of the Treasury's proposals on which neither the House nor
your committee took any action involves the tax treatment of split-
dollar life insurance arrangements, which are closely related to this
bank loan insurance provision. These are arrangements entered into
jointly by an employer and employee under which part of the pre-
miums on a life insurance policy are paid by each. It is believed that
the issues involved in this problem, and the proper solution, including
the possibility of administrative action, are in need of further study by
the Treasury Department.

(c) General explanation oJ provision.-Both the House and your
committee's bill provide that interest paid on indebtedness incurred or
continued to pay premiums on life insurance contracts, endowment
contracts, or an annuity is not to be deductible if the individual is
following a plan of systematically borrowing amounts equal to the in-
crease in the cash value of the insurance contract to pay part or all of
the premiums. The interest deduction is to be denied whether the
borrowing is direct or indirect; that is, whether it is from the insurance
carrier, from a bank, or from any other person. It also is intended to
cover cases where the individual borrows on other property or on his
general line of credit to pay the premiums. This provision is not to
apply to a single-premium contract or to a contract treated like a
single-premium contract, since present law already denies a deduction
in th ese cases.

In effeot, where the taxpayer systematically borrows the increase
in the cash value of his policy he is converting what generally is a
permanent form of life insurance into Aubstantially the equivalent of
renewable term insurance. In this case, however, he retains the
right to restore the contract to permanent insurance as of the original
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age at which he took out the contract by repaying the amount
borrowed from the insurance company, bank, or other person.

The House bill would apply only to insurance or annuity contracts
puichased after August 6, 1963, the date tho House Committee on
Ways and Means first announced its action on this matter. Your
-committee has amended the provision so that it will apply only to
contracts purchased after December 31, 1963, to bring this provision
into line with the general effective datesprovided in this bill for struc-
tural changes. In any event, both the House provision and the pro-
vision as amended by your committee will only affect contracts
entered into after the specified date and will have no effect on con-
tracts entered into before that date even in the case of borrowings
on such a contract in the future.

(c)(i) Exception.-Both the House and your committee desire to
be sure that the value of insurance generally would not be decreased
by reducing the rights of the -individual to borrow on the insurance,
as he can in the case of other forms of assets. For this reason, a
number of exceptions to the general rule are added where, even
though the borrowing may take the form of a systematic plan, never-
theless this provision is not to apply. These exceptions are as follows:

1. The interest deduction is to be allowed if there is no borrowing
with respect to any four of the annual premiums payable on the in-
surance or annuity contract in the first 7 years of the contract. How-
ever, to prevent avoidance of this provision by taking oat a contract
with very low premiums for the first 4 years, with the premiums being
substantially greater thereafter, the bill contains a rule relating to
situations of this type. It is provided that the 7-year period referred
to above is to commence again at any time there is a substantial in-
crease in the premiums payable under the insurance or annuity
contract.

2. A de minimis rule is to apply. Thus, if the otherwise non-
deductible interest of an individual with respect to an entire taxable
year does not exceed $100, no interest deduction will be denied.

3. In any event, no interest deduction will be denied if the debt
was incurred because of an unforeseen substantial loss of income or
unforeseen substantial increase in financial obligations. Thus, for
example, the interest deduction would not be denied where the indi-
vidual systematically borrowed on a policy previously purchased
because he, or his family, incurred large unforeseen medical bills or-
because he unexpectedly lost a substantial income source.

4. The interest deduction is not to be denied Where the indebtedness
actually is to finance business obligations, rather than to carry insur-
ance. For example, an individual With an insurance policy would not
have his interest deductions denied where it can be shown that the
amounts borrowed by him were actually used to finance the expansion
of inventory or for other similar business needs.

(c) (ii) Eftective date.-This provision as amended by your committee
applies to amounts paid in taxable years beginning after December
31, 1963, but with respect to policies purchased after December 31,
1963.

(d) Revenue efect.--It is estimated that this provision will result in
an annual revenue gain of $5 million in 1964 and 1965 and $10 million
when the provision is fully effective.
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21. Interest on indebtedness incurred or continued to purchase or carry
tax-exempt bonds (see. £17 of the bill and see. 66(2) of the code)

(a) Present law.-Under present law, no deduction is allowed for
interest on indebtedness incurred or continued to purchase or carry
obligations the interest on which is exempt from Federal income taxes.
It has been held that interest paid on indebtedness represented by
deposits in banks engaged in the general banking business is not sub-
j'ect to this provision since this indebtedness is not considered to be
"incurred or continued to purchase or carry" tax-exempt obligations.
This position which has been a long-standing administrative practice
was specified by ruling in 1961 (Rev. Rul. 61-222, 1961-2 CB58).

(b) General reasonsfor provision.-A witness before your committee
called attention to the fact that financial institutions which are subject
.to the banking laws of a State, although not actually banks them-
selves, pay interest on face amount certificates-a way by which
thousands of individuals throughout the country systematically
invest their savings. In the example cited to your committee, a.
certificate holder pays to the financial institution equal monthly pay-
ments for 20 years and at the end of that time the financial institu-
tion pays back the amount of the investment pius interest in accord-
ance with the provisions of the certificate. The funds of the financial
institution in this case are subject to regulation by the Investment
Company Act which permits investment of the funds received from
the certificate holder in "qualified investments."

Qualified investments for this purpose include real estate mortgages,
certain property improvement loans, U.S. Government and municipal
bonds, and other securities meeting certain performance standards.
As a result, part of the financial institution's funds are invested in
State and municipal bonds, the interest on which is exempt from
Federal income tax.

Your committee concluded that in cases of this type the relationship
of the financial institution to the certificate holder is sufficiently close
to the relationship of a bank to its depositors as to permit the invest-
ment of a substantial portion of the funds of such an institution in
tax-exempt State and municipal bonds without this resulting in the
possible denial of the interest deduction with respect to amounts paid
out to the certificate holders. Your committee therefore has amended
the House bill to provide that interest deductions are not to be denied
in the case of these types of financial institutions to the extent they in-
vest not more than 25 percent of their assets in tax-exempt obligations.

Your committee intends that no inference be drawn from the fact
that it has provided this treatment for the future as to the proper
interpretation of the applicable law with respect to interest deductions
for any prior year.

(c) General explanation of provi ion.-Your committee's amendment
adds a sentence to the provision of existing law which denies a deduc-
tion for interest on indebtedness incurred or continued to purchase or
carry obligations, the interest on which is wholly exempt from Federal
income tax. The sentence added provides that financial institutions
which are subject to the banking laws of the State in which they are
incorporated are not to be denied interest deductions on face amount
certificates (as defined in the Investment Company Act of 1940),
or on amounts received for the purchase of these certificates, on the
grounds that this interest is on indebtedness incurred or continued to

I
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purchase or carry tax-exempt obligations. However, interest on these
face-amount certificates is to be so treated only to the extent that the
average amount of tax investments of the institution in the tax-
exempt obligations do not comprise more than 25 percent of the
average of the total assets of the institution. "Total assets" for this
purpose means gross assets (taken at cost) less all of the liabilities
other than the liability on the face-amount certificates.

(c) (i) Effective date.-This provision applies with respect to taxable
years ending after the date of enactment of this bill.

(d) Revenue effect.-It is expected that this provision will result in
a negligible revenue loss.
£2. Repeal of requirement of allocation of certain iraveling expemee

(see. £18 of the bill and sec. 274(c) of tlz.code)
(a) Present law.-In the Revenue Act of 1962, Congress provided

that where a person takes a business trip ,ird this is combined with
recreational or other personal activities, the cost of this trip in certain
cases must be allocated between the business and personal activity,
the former, but not the latter, being deductible for income tax pur-
poses.

Exceptions in the statute provide that this allocation is not to be
required where the trip does not take more than a week or where the
time spent on the personal activities represents less than a quarter
of the time away from home on the trip. In these cases, the entire
expenses of travel, and meals and lodging while in travel status, are
deductible as under prior law, where the taxpayer can establish that
the trip is related primarily to business. Under the authority pro-
vided for prescribing, under regulation by the Secretary or his delegate,
the amount of activity allocable to the trade or business, the Treasury
Department has held that if the travel expense qualifies as an ordinary
and necessary business expense, none of it will be disallowed (1) if
the taxpayer does not have substantial control over arranging the
business trip or (2) if he does not have the obtaining of a personal
vacation as a major consideration in determining whether to make
the trip.i The Internal Revenue Service has held that an employee
who is reimbursed by his employer for his travel expenses is considered
not to have substantial control over arranging the business trip
providing he is not a managing executive of, or closely related to,
his employer. Even a managing executive, or an individual who
is closely related to his employer, is not affected if he can establish
that he did not have substantial control over arranging the particular
trip.' It is also indicated that mere control over the timing of a
business trip will not itself represent substantial control Even where
the person has substantial control over arranging the business-vacation
trip, the Service has indicated that it will not be held to be partially
allocable to nonbusiness activity unless obtaining a personal vacation
or holiday was a major consideration in making the trip.' The Service
has also indicated that if a major consideration in making the business
trip is to visit a hospitalized relative, this will not result in any alloca-
tion of the travel expense for personal reasons. On the other hand,
of course, if the primary purpose of the trip is to visit an ill relative

I U.S. Treasury Department Internal Revenue Service "Questioni and Answers for the Businessman
Travel, Entertainment and Git Expenses," Document N4o. 5495 (7-0-W), question No. 69.

2 Op. cit., question No. 71.
80P. cit., question No. 73.'Op. 8 it., question No. 75.
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for personal reasons, no deduction would be allowable for travel
expense as under prior law.5

(b) General reasons for the provision..-There is at the present time
a great deal of confusion as to the area of application of this provision
and the rules developed by the Internal Revenue Service with respect
to this provision are little understood by the general public. It is
recognized that the Internal Revenue Service in its interpretation of
this provision has attempted to remove the harsher aspects in its
application. However, this also has had the unfortunate effect of
complicating the provision to such a degree that it is not generally
understood by the traveling public. Moreover, the area of application
of the provision is so restricted, since it applies only to self-employed
persons and to employees who are managing executives or related to
employer, and in many cases not to them, that your committee con-
cluded that the provision in its present form served little purpose.
In view of these considerations your committee has added a section
to the bill repealing this travel allocation rule retroactively to the date
of its enactment in the Revenue Act of 1962.

(c) General explanation of provision.-The section added by your
committee repeals the subsection adopted in 1962 which required a
person taking a business trip, which was also combined with recrea-
tional or other personal activities, to allocate the cost of the trip
between the business and personal activities, deducting the former and
not the latter. This allocation was not required where the trip does
not take more than a week or where the time spent on personal activity
represents less than a quarter of the time away from home on the

t )(i) Effective dat.-This provision is repealed as of the date of

its enactment; namely, for periods after December 31, 1962.
(d) Revenue effect.-Lt is estimated that the repeal of this provision

will result in a revenue loss of $5 million a year.
28. Acquisition of stock in exchange for stock of corporation which is in

control of acquiring corporation (see. 219 of the bill and sec. 868 of
the code)

(a) Present law.-Under present law, a subsidiary corporation can
acquire the assets of another corporation in exchange for its parent
company's stock. This is a tax-free reorganization (under see.
368(a)(1)(C ). In addition, following this tax-free reorganization
the acquired assets can be transferred to a subsidiary corporation
without affecting the tax-free nature of the reorganization.

Under present law, it is not possible however, for a subsidiary
corporation to acquire tax free the stock of another corporation in
exchange for the stock of its parent corporation. In such a case, for
the reorganization to be tax free, present law requires that the sub-
sidiary corporation transfer its own stock in exchange for the stock of
the other corporation, rather than the stock of its parent.

(b) General reasons for provm-on.-The Supreme Court in Grornan v.
Helvering (302 U.S. 82) and Helvering v. Bashford (302 U.S. 454)
found that exchanges in which the parent corporation transferred
stock while its subsidiary corporation received stock or the assets of
another corporation did not qualify as tax-free reorganizations because
the required "continuity of interest" was lacking.

I Op. cit., question No. 76.
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In the 1954 code, in order to avoid the results of the Groman and
Baehford decisions, the law was amended to provide that the sub-
sidiary.cotporation could acquire the assets of afiother corporation in
exchange" for its parent corporation's stock* (in tax-free reorganization
under sec. 368(a)(1)(C)). The 1954 code also provided that following
this reorganization, the acquired assets could be transferred to a sub-
sidiary corporation without destroying the tax-free status of the
reorganization.

Thus the 1954 code permits tax-free reorganizations in the case of
the exchange 'of the parent's stock for the assets of a corporation
acquired by the subsidiary. However, a similar result is denied where
the subsidiary acquires the stock of the other corporation in exchange
for the stock of its parent corporation. Since Congress has considered
the "continuity of interest",rule satisfied in the case of asset acqui-
sitions, there seems to be no reason for not applying the same rule to
stock acquisitions, since there is little in substance to distinguish an
ass6t acquisition from a stock acquisition.

As a result, your committee has concluded that it is desirable to
treat these two types of acquisitions in the same manner. For that
reason, it has provided tax-free status for the stock-for-stock reorgani-
zation in the same manner that present law provides a tax-free status
for stock-for-assets reorganizations.

(c) General explanation of proviion.-This provision amends the
definition of a stock-for-stock reorganization (known as a (B) reorgani-
zation) to qualify as a tax-free reorganization a transaction in which a
subsidiary corporation acquires the stock of another corporation (and
after that is in control of the corporation) in exchange solely for the
voting stock of its parent corporation. Present law is also amended to
permit the subsidiary corporation acquiring the stock of another
corporation in the "(B) reorganization" to transfer all or part of this
stock to another corporation which it controls. In addition, conform-
ing changes have been made to the definition of the term "party to the
reorganization".

(c)(i) Effectiee date.-The amendment made by this provision
applies with respect to transactions after December 31, 1963.

(d) Revenue effect.-This amendment is expected to result in a
negligible loss in revenue.
24. Retroactive Vualiflcation of certain union negotiated multiemployer

pension plane (ee. fO of the bill and eec. 401(i) of the code)
(a) Pr.ent law.-Under present law, a pension trust is qualified for

income tax exemption only if it meets certain requirements relating
to coverage of employees and nondiscrimination of contributions or
benefits. Where the pension trust is properly qualified, not only is it
exempt from Federal taxation with respect to its income, but contri-
butions paid to it by an employer on behalf of his employees are
deductible for Federal income tax purposes. Thus, it is of great
importance for a pension trust to meet the requirements of the In-
ternal Revenue Code and thereby become a qualified trust. -

(b) General reasons for proviion.--On several occasions in recent
years bills have been presented to Congress and enacted into law
providing for the retroactive qualification of specific pension trusts
which could not initially qualify for exemption but after a period of
time were able to do so. An example of this is the pension plan of
local union No. 435, International Hod Carriers Building and Com-
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mon Laborers' Union of America which was retroactively made a
qualified trust by Congress in section 25 of the Revenue Act of 1962.

These plans are multiemployer pension plans established under co-
lective bargaining agreements between a union and several employers.
The regulations under present law (Regulations sec. 1.401-1(a)(2))
require that a "definite written program and arrangement" be com-
municated to the employees. This requirement cannot be met with-
out delay in many cases of these multiemployer pension funds. How-
ever, the employers are required by the collective bargaining agree-
ment entered into to begin making contributions under a general
formula when the agreement is signed. However, to determine a
schedule of benefits under one of these plans, frequently a complex
actuarial study must be made, including a census of the employees of
all of the participating employers. This requires a substantial period
of time and during this period there can be no "definite written pro-
gram." Therefore, there cannot be a qualified plan during this period
and the contributions required under the union agreement, where
they are not vested, cannot be deducted by the employers.

Because of the severe consequences of the failure to qualify for
deductions during this period, Congress has from time to time pro-
vided retroactive qualification of plans where they subsequently
become qualified and where the pension trust in the meanwhile was
not operated in a manner which jeopardized the interests of its bene-
ficiaries. To make it unnecessary to consider each one of these plans
separately for retroactive qualification, the Treasury Department has
recommended to Congress that it be given general authority to
qualify these plans retroactively to the date of their creation where
certain tests are met: The plans subsequently must become qualified
and in the interval the trust must have been operated in a manner
which substantially meets the tests under which the plan subsequently
qualifies and the interests of the beneficiaries during this period must
not in any way have been jeopardized. Your committee is in accord
with the Treasury Department's recommendation and, therefore,
has added a new section to this bill to provide retroactive qualification
for these plans in such cases.

(c) General explanation of proviion.-Your committee's amend-
ments provide that a trust which is a part of a pension plan which
the Secretary has found to be a "qualified trust" and one which is
itself exempt from taxation is to be considered as a trust which was a
"qualified trust" and as one which was exempt from taxation from the
period beginning with the date when contributions were first made to
the trust rather than beginning with the date that the trust otherwise
first constituted a "qualified trust".

For this retroactive qualification to be made available to a pension
trust, it must be established to the satisfaction of the Secretary of the
Treasury or his delegate that three conditions have been met. First,
he must be satisfied that the trust was created under a collective
bargaining agreement with two or more employers who are not related.
This provision is made available only in the case of multiemployer
plans because it is believed that only these plans involve the sub-
stantial delay after the bargaining agreement before it is possible to
determine the schedule of benefits for 'the employees. Moreover,
present law already provides that single employer plans may be
retroactively qualified to the beginning of a year if the qualifications
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are fully met by.the 15th day of the third month following the close
of a year.

Second, it must be shown to the satisfaction of the Secretary or his
delegate that the disbursements made from the trust prior to actual
qualification substantially meet the tests under which the pension
plan subsequently qualifies. Minor variations, not basically dis-
criminatory in character, for this purpose may be ignored.

Third, the Secretary or his delegate must be satisfied that prior
to the time the trust constituted a qualified plan the contributions
made to this trust were not used in a manner which would jeopardize
the interests of the beneficiaries.

These are essentially the same conditions which previously, when
plans were considered on an individual basis, Congress has required
to be met before retroactive approval was accordedthese plans.

(c) (i) Effective date.-This provision is to apply retroactively back
to what was the general effective date of the Internal Revenue Code
of 1954; namely, taxable years beginning after December 31, 1953,
and ending after August 16, 1954, but only with respect to contribu-
tions made after December 31, 1954.

(d) Revenue effect.-It is believed that this provision will result in
a negligible loss of revenue.
25. Qualified pension, etc., plan coverage for employees of foreign sub-

sidiarie8 and domestic subsidiaries operating abroad (s~w. 21 of
the bill and sees. 406 and 407 of the code)

(a) Present law.-Under present law, a domestic corporation may
extend old-age and survivors insurance coverage to U.S. citizens em-
ployed by its foreign subsidiaries. This social security coverage can
be provided by agreements between the parent company and the
Secretary of the Treasury or his delegate. This coverage is available
only to U.S. citizens employed by foreign subsidiaries in which the
domestic corporation has at least a 20-percent voting stock interest
or a foreign subsidiary of such a foreign subsidiary if the first subsidiary
has at least a 50-percent. voting stock interest in the second. Of
course, U.S. citizens in a domestic corporation, even though that
domestic corporation is operating abroad, also are covered under
present law for social security purposes.

There is no method comparable to the social security agreement
referred to above for covering under a domestic corporation's qualified
pension profit-sharing stock bonus, annuity, or bond purchase plan
the U.S. citizens who are employees of its foreign subsidiaries. If a
U.S. citizen becomes an employee of the foreign subsidiary, he is no
longer eligible to participate in the pension or profit-sharing plan of the
domestic parent corporation. Moreover, the foreign subsidiary
corporation cannot establish a similar pension, etc., plan and obtain
qualifications from the Internal Revenue Service unless it includes in
this plan the foreign nationals on its payroll on a nondiscriminatory
basis. Where the plan. is not qualified the U.S. citizens of such a
foreign subsidiary under present law wouid be currently taxable on any
contributions made by the foreign subsidiary to a pension or profit-
sharing plan to which they had nonforfeitable rights.

Similarly, it has been held by some Internal Revenue offices that
a domestic corporation operating abroad through branches cannot
obtain qualified status plans which provide coverage for U.S. citizens
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who are employees of the domestic corporation, unless it also provides
nondiscriminatory coverage for the foreign employees on its payroll.

, (6) (O nera1 redsos for protion.-Your committee believes that
it should be possible to cover under qualified plans U.S. citizens who
are employees of foreign subsidiaries in substantially the same manner
as it is possible to cover them by agreement under present law for
social security purposes. It is believed that it should be possible to
cover the U.S. citizens under a qualified plan for U.S. tax purposes
without also covering the foreign nationals of the foreign subsidiary
under such a plan. The foreign nationals usually are interested in
different patterns of retirement benefits depending upon their own local
custom; on the other hand, the U.S. citizen employed by the foreign
subsidiary has close economic and personal ties with the United States,
expects to return home, and may well wish to continue coverage under
a qualified plan of the domestic parent corporation under which he was
covered before becoming an employee of the foreign subsidiary.

The problem is substantially similar in the case of U.S. citizens
employed abroad by foreign branches of domestic subsidiaries. They
are covered for social security purposes and should in your committee's
view have an opportunity to be covered under qualified plans in the
same way as is proposed in the case of employees of foreign subsidiaries
of domestic corporations.

(c) General explanation.-For the reasons given above, your com-
mittee has added an amendment to the House bill providing that
U.S. citizens who are employees of foreign subsidiaries of a domestic
corporation may under certain circumstances be included for coverage
under a qualified pension or annuity plan or profit-sharing or stock
bonus or bond-purchase plan or stock bonus plan of the domestic
corporation. Thus, contributions made to such a plan for the U.S.
citizens employed abroad by the domestic corporation will not be
taxable to the employee at the time of contribution even though his
rights in the contribution are nonforfeitable and the qualified status of
the plan will not be disturbed.

To qualify for this treatment, the individual involved must be a
citizen of the United States and an employee of a foreign subsidiary
of a domestic corporation. The domestic corporation in this case
must have-entered into an agreement with the Treasury Department
to cover for social security purposes the U.S. citizens who are em-
ployees of the foreign corporation involved, and the pension, profit-
sharing or stock bonus plan of the domestic corporation must provide
coverage for employees of all of its foreign subsidiaries with which it
has entered into an agreement to provide social security coverage.
In addition the individual involved must not be covered under any
other employer's funded plan of deferred compensation such as a
pension or profit-sharing or stock bonus plan (qualified or not) with
respect to the compensation he receives from the foreign subsidiary.
A foreign subsidiary for this purpose is defined in the same manner
as is provided for in the case of social security coverage of U.S. citizens
who are employees of a foreign subsidiary. Thus, the parent corpora-
tion must have a 20-percent voting stock interest in the foreign
subsidiary. Also covered are subsidiaries of such a foreign subsidiary
where the first foreign subsidiary has at least a 50-percent voting
stock interest in the second.

Your committee's amendment also provides that employees of a
domestic subsidiary of a domestic parent corporation may be covered
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under the domestic parent corporation's pension. Mi annuity plan,
profit-sharing plan, stock bonus or bond-purchase plan where the
individual involved is a U.S. citizen and the domestic subsidiary's
operation is largely through foreign branches. Here, of course, cover-
age for social security purposes is automatically provided since the
subsidiary corporation involved is a domestic corporation. In other
respects, however, the conditions which must be met are substantially
the same as those specified above in the case of the foreign subsidiary.
Thus, the pension or profit-sharing plan of the domestic parent cor-
poration must provide for coverage for employees of all domestic
subsidiaries (meeting the definition specified below) who ar3 citizens
of the United States. Also the compensation paid by the domestic
subsid iary operating abroad to the employee must not be covered
under any other funded pension, profit-sharing or other type of plan
of deferred compensation.

The definition of a domestic subsidiary whose operations are largely
foreign approximates the requirements under present law specified
with respect to Western Hemisphere trade corporations except that
there is no geographical limitation to the Western Hemisphere.
Thus, 95 percent or more of its gross income for the taxable year and
2 prior years must be derived from sources without the United States
and 90 percent or more of its gross income for this same period must
be derived from the active conduct of a trade or business. In addi-
tion, its voting stock must be held to the extent of 80 percent or more
by the domestic parent corporation (as contrasted to the 20-percent
requirement in the case of the foreign subsidiary).

Although the U.S. citizen who is an employee of either the foreign
subsidiary or the domestic subsidiaries operating abroad is to receive
the benefit of tax postponement with respect to contributions made
by the domestic parent corporation to the qualified pension or profit-
sfiaring plan, the domni.3ic parent corporation is not to receive a
deduction for its contribution to the plan since this is compensation
provided with respect to an employee of its subsidiary. Generally,
the domestic parent corporation, to the extent of these contributions,
will be treated as having made a contribution of capital to its foreign
subsidiary or domestic subsidiary operating abroad. Then this
amount will be treated as a deduction to the subsidiary (to the extent
it is subject to U.S. tax). In any event, this amount will decrease
the earnings and profits account of the subsidiary.

Although the deduction in this case is denied the domestic parent
corporation for purposes of all other tests as to .the status of the
pension or profit-sharing fund, including funding for back years as to
which no benefits were provided under any funded plan of deferred
compensation, the contribution to the plan with respect to these U.S.
citizens employed abroad will be treated in the same manner as other
contributions to the fund by the domestic parent corporation. The
individual involved will also be treated as if he were an employee of
the domestic parent corporation for purposes of the annuity provisions
of the code (sec. 72 (d), (f)), the section providing up to $5,000 of tax-
free benefits upon an employee's death (sec. 101(b)) and for purposes
of the treatment of annuities received under qualified plans for
purposs of the estate and gift taxes secss. 2039 and 2517).

In testing to be sure that a plan is not discriminatory, officers,
shareholders, supervisory personnel, etc., of the subsidiary will be



REVENUE ACT OF 1964

treated as if they had the same status with respect to the domestic
cor oration, an d the determination as to whether an individual is
highly compensated or not will be made on the basis of what the
individual's status would be if he were an employee of the domestic
parent corporation. Similarly, what is treated as compensation to
the employee for purposes of a qualified plan is to be determined on
the basis of his compensation received from the foreign or domestic
subsidiary corporation. If part of this compensation is received in
foreign currency, this compensation will be valued under existing law
for purposes of this provision.

(c)_(i) Effective date.-The general effective date for these provisions
is to be taxable years ending after December 31, 1963.

(d) Revenue effect.-It is expected that this provision will result in a
negligible loss of revenue.
26. Employee stock options and purchase plans (see. 222 of the bill and

sees. 421-426 of the code)
(a) Present law.-Under present law, no income tax is imposed in

the case of employee restricted stock options either when the option
is granted or at the time it is exercised. instead tax generally is
imposed at the time the stock involved is sold by tile employee. In
the case of those stock options where the option price is at least 95
percent of the market price of the stock at thA time the option is
granted, the entire amount of any gain realized by the employee at
the time he sells the stock is treated as capital gain. Where the stock
option price is between 85 and 95 percent of the market price at the
time the option is granted, the difference between the option price
and the market value of stock at the time of the grant of the option
is treated as ordinary income. However, this ordinary income is not
realized for tax purposes until the employee sells the stock.' Any
additional gain at the time the stock is sold in such cases is treated as
capital gain. In the case of these restricted stock options, employers
are not allowed any deduction for the amount of the gain realized by
the employee, whether this gain is treated as capital gain or ordinary
income.

For a stock option to be classified as a restricted stock option and
be eligible for the treatment outlined above, the option price must be
at least 85 percent of the market price of the stock at the time the
option was granted, the stock and/or the option must be held by the
employee for at least 2 years after the date of the granting of the
option and the stock held for at least 6 months after it is transferred to
him, the option must not be transferable other than at death, the
individual may not be a 10-percent shareholder in the corporation
(unless the option price is at least 110percent of the fair market value)
and the option must not be for a period of more than 10 years.

(b) General reasons for provWison.-The administration recom-
mended the repeal of the stock option provision altogether. This
recommendation was made on the grounds that stock options were
compensatory in nature and, therefore, should be treated in the same
manner as .wages and salaries. Itwas suggested that with the lower
tax rates provided by this bill, compensation received in this manner
no longer required special treatment.
I If the Vn is less than the spread between the option prioe and the fer market value at the time the

option Is wanted, this lesser amount Is taxed as ordinary incom.
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The House, however, decided to continue the stock option pro-
-vision because it believed that it is good for the economy for man-
agement of various businesses to have a stake in their" successful
operation. The House believed that this provides important incen-
tives to expand and improve the profit positions of the companies
involved. It was suggested that this is not only good for the specific
business involved, but also for the economy as a whole. Despite the
fact that the House continued the stock option provision, however,
it was recognized that there are abuse situations in the present pro-
visions which need correcting. The House bill was directed toward
such corrections. Your committee is in accord with this position and
has, therefore, with relatively minor changes retained the House bill.

Although the use of stock options generally is thought of in terms
of providing incentives for key executives in a business, what are
presently called restricted stock options also are used by some com-
panies for an entirely differentpurpose. Some companies have made
stock options available to all, or practically all, of their employees
Taking advantage of the fact that the option may be granted at 85
percent of the market price they make discount sales of the stock to
their employees generally. These are known as employee stock pur-
chase plans. Where stock options are used in this manner, they are
designed primarily as a means of raising capital; and, in such cases,
the discounts from market price made available to the employees
usually correspond approxhiately with the costs the company would
otherwise incur in floating a new stock issue.

In practice, the House and your committee found that quite different
features are required for key employee stock options and the discount
purchase plans made available to employees generally. For that
reason, the two types of options are placed in separate sections setting
forth substantially different requirements for each. In the case of the
key employee stock options or "qualified stock options" as they are
called by the bill for future years-

1. The period over which the stock must be held has been
increased to 3 years. .This is designed to give assurance that the
key employees actually are acquiring a "stake in the business"
and are not merely turning the stock over as fast as the options
can be exercised.

2. The maximum period of time over which an Option may
be outstanding has been reduced from 10 years to 5. It is
recognized that stock options historically have a much greater
value to the individual if the period of time over which they
may be exercised is a long period, since over most 10-year periods
stock values have risen. Thus, where the option may be exercised
over a very long period of time, such as 10 years, its grant appears
more closely associated with compensation and less directed
toward the individual efforts of the employee involved. Further-
more, the purpose of the provisions is to encourage the acquisition
of a proprietary interest in the business as quickly as possible.
. 3. The options must be issued at 100 percent of the market
ori.o rather than 85 percent (with a special rule where the price
inadvertently is set below 100 percent). Closely associated with
this also is the removal of the variable price stock option provi-
sion. These modifications are made to decrease the compensa-
tory nature of the existing stock option provision and to place
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greater emphasis on the employee's efforts to improve his com-
pany's business and thereby raise the price level of the stock.

4. Provisions have been added to limit the extent to which
new options may be exercised where old options previously were
issued, but had become less attractive than a new option because
of a decline in the market price of the stock in the interval
between the issuance of the two. Existing law already limits the
resetting of options below the original price of issue where the
stock has declined. This modification achieves the result in-
tended, but not obtained, by existing law. Your committee has
adjusted this House provision in two respects to eliminate what it
believes were unintended, harsh results under the House bill.

5. Stockholder approval is required for stock option plans to
give assurance that the benefits granted management in the case
of these options is in accordance with the desires of the stock-
holders.

6. The bill also provides that stock options generally are not
to be made available to employees with stockholdings of more
than 5 percent (although to a limited extent, they may be made
available in the case of small business to those with holdings up
to 10 percent). Under present law, stock options may be granted
to employees with stockholdings of more than 10 percent only at
a price 10 percent above the market price. It was thought'un-
necessary to provide employees who are substantial stockholders
with any incentive to improve the business since they already
have a substantial stake in its successful operation.

In the case of the employee stock purchase plans, existing law is
continued (in a separate section) without major modification. In this
case, for example, employees will continue to be able to purchase stock
through options at a price as low as 85 percent of the market price of.
the stock at the time the option is issued since these plans, as previously
indicated, are in the nature of "discount" purchase plans. However,
to qualify for treatment under the employee stock purchase plans, a
series of new conditions must be met, designed primarily to establish
that the purchase plans are made available without discrimination to
most employees of the corporation.

(c) General explanation of provisions.-The bill divides the tax
treatment of employee stock options and purchase plans into five
provisions: First are the general rules applicable to both; second,
the special rules applicable to qualified stock options (i.e., those for
key employees which are granted after December 31, 1963, under
your committee's amendments, or June 11,.1963, under the House bill)
third, the special rules applicable to employee stock purchase plans
(in general, those granted after the date specified above); fourth,
restricted stock options (which cover both of the two categories
mentioned immediately above but only for options issued before the
specified date); and fifth, certain definitions and special rules applicable
to stock option and stock purchase plans in both the past and the fu-
ture. The material presented below deals first with qualified stock
options and then with employee stock purchase plans. The provisions
dealing with restricted stock options,iiwhich are only those options
issued in the past, are covered by a continuation of existing law and
are not dealt with here.

(e)(i) Qualified 8tock options: tax treatment.-Generally, in the case
of qualified stock options, no income tax is imposed either at the time
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the opicn is granted or at the time the option is exercised and the
stock is transferred to the employee. Similarly, no business expense
deduction is allowed to the employer corporation (or a parent or
subsidiary of that corporation) at any time with respect to this option.

There is, however, an exception to the general rule that no tax is
imposed at the time of the exercise of the option. As is indicated
below, one of the requirements of a qualified option is that the price
under the option is not to be less than the fair market value of the
stock at the time the option is granted. An exception to this, however,
is provided where there was an attempt made in good faith to price
the option at the market value of the stock but the market value was
underestimated. This, of course, would ordinarily occur only in the
case of unlisted stock. In such cases the option will not be dis-
qualified, but 1 times the difference between the option price and
what actually is the fair market value of the stock at the time the
option is granted (or the difference between the option price and fair
market value at the time of exercise, if this is smaller) is to be taxed
as ordinary income at the time the option is exercised. This is
intended to discourage any attempts at undervaluing the stock,
without disqualifying the options where the undervaluation was
unintentional.

Another limitation on a qualified stock option (set forth below) is
that the stock must be held for at least 3 years. The bill provides
that in those cases where it is not held for this 3-year period, the
option will still be a qualified option, but the spread between the
option price and the value of the stock at the time the option is exer-
cised will be treated as ordinary income at the thne the stock is sold.
However, in such cases the employee will never be taxed on more than
his gain. Thus, if the price of the stock has fallen since the time of
the exercise of the option, the amount of the ordinary income will be
limited to the difference between the option price and the actual price
of the stock on the date of sale. Where the price of the stock at the
time of sale is less than the option price, there will be no ordinary
income and the difference between the option price and the price at
which the stock is sold will be treated as a capital loss. On the other
hand, if the stock is sold at a price which is higher than the price on
the date the option was exercised, then in addition to the amount
treated as ordinary income (the difference between the option price
and value on the date of exercise) there will be an amount treated as
a capital gain.

The determination of the type of capital gain, i.es, whether short
term or long term will depend on the length of time the stock has
been held. Thus, any gain where the stock has been held beyond
the 3-year period specified with respect to qualified stock options will
result in long-term gain with a 50-percent inclusion factor and a 25-
percent maximum tax. Where the stock is disposed of in less than
3 years and, in addition to the amount treated as ordinary income,
there is an amount treated as capital gain, this capital gain will be
either short term (if the stock is held 6 months or less) or long term
(if it is held more than 6 months).

As under present law, where the employee dies after having pur-
chased the stock but before holding it for the specified period of time,
this holding period is waived since there is no business reason for

27-814--64----7
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requiring the estate or heir to hold the stock. Similarly, a require-
ment subsequently referred to that the individual must be in the
employ of the corporation involved up to 3 months before the date.
of exercise of the option also is waivedin the case of the death of the
employee before exercise.

Transfer to a trustee in bankrupt tcy (or a similar fiduciary) of
shares of stock acquired under a qualified stock o tion is not considered
to be a "disposition" of such share so there will be no ordinary income
recognized at that time, although a capital gains tax may be due.

(c) (ii) Qualified stock options: conditions for qualifwtion.-For an
individual to receive full qualified stock option treatment, he must
not sell (or otherwise dispose of) his stock within 3 years of the date of
exercise of the stock option. As indicated previously, where all condi-
tions but this one are met, tax is not imposed until the sale of the stock,
but much or all of the tax imposed at that time, if this condition is
not met, will be on the basis of ordinary income rather than capital
gain. This condition is designed to give assurance that the key
executive involved actually maintains a "stake in the business" and
is not merely selling the stock shortly after he receives it, thus vitiating
the principal purpose of stock options, and converting ordinary
compensation into capital gain. This requirement, of course, is not
a new idea since present law already requires the individual to hold
the option, or stock, for at least 2 years and the stock alone for 6
months in order to receive restricted stock option treatment.

A second condition which must be met for the option to receive
qualified stock option treatment is that the individual'involved; for
the entire time from the date of the granting of the option until 3
months before the date of the exercise of the option, must be an
employee either of the company granting the option, a parent or
subsidiary of that corporation, or.a corporation (or parent or subsidi-
ary of a corporation) which has assumed the option of another corpo-
ration as the result of a corporate reorganization, liquidation, etc.
This provision differs only slightly from existing law, which requires
that the individual be in the employment specified at the time of the
granting of the option and on the day ending 3 months before the
exercise of the option but does not require that he be in the specified
employment in the intervening time. Of course, for this purpose,
military leave or sick leave would not disqualify an individual.

In addition to the requirements referred to above, the terms of the
option itself must also meet certain specified conditions in order to be
eligible for qualified stock option treatment. They are as follows:

1. The option must be granted under a plan which specifies the
number of shares of stock to be issued and the employees or class of
employees to receive the options. This plan must be approved by
the stockholders of the corporation within 12 months before or after
the plan is adopted. If the plan permits stock options to be granted
to a class of employees, the class of employees must be described with
sufficient particularity to allow the shareholders to make a meaningful
decision concerning theplan. The use of a general term such as "key
employees" is not a sufficient description of those eligible to receive
options. Ordinarily any change in the aggregate number of shares
which many be issued under the plan or the employees or class of em-
ployees eligible to receive such options will be treated as the adoption



REVENUE ACT OF 1964

of a new plan. No other change in the terms of a stock option plan
will, however, be considered to be the adoption of a new plan.

2. The option must be granted within 10 years of the time the plan
is adopted or approved by the stockholders, whichever is the earlier.

3. The option must by its terms be exercisable only within 5 years
of the time it is granted. a

4. The option price must equal or exceed the fair market value of
the stock at the time the option is granted. An exception to this
provides that where the option price was less than the market price,
but this was unintentional, then this .condition is to be considered as
met (although as previously indicated, a maximum of 1% times any
difference in price is taxed as ordinary income at the time of the
exercise).

5. Generally the option by its terms is not to be exercisable while
there is outstanding any qualified stock option or restricted stock
option which was granted to the employee at an earlier time. The
purpose of this provision is to prevent an individual from indirectly
gaining an advantage by the employer in effect resetting the price at
which an earlier option was issued by issuing a second option at the
lower price. To prevent this a second option may not be exercised
during the period the first option under its initial terms could have
been exercised unless the first option itself is exercised. Thus, gen-
erally a cancellation of the first option will not enable the second option
to be exercised any sooner. However, the bill as passed by the House
provides that restricted stock options may be canceled any time before
January 12 1965, without affecting adversely the exercise of a qualified
stock option subsequently issued. In addition, in the case of a
restricted stock option which under its terms is made available to the
employee only in installments over an extended period of time, the
House bill provides that the installments which cannot yet be exer-
cised at the time of the granting of a new qualified option are not to
prevent, the exercise of this second option solong as these installments
cannot be exercised. Your committee has accepted this general rule
of the House bill preventing the "resetting" of option prices and also
has accepted the modifications in the general rule provided by the
House bill. However, your committee has added two new modifica-
tions to provide for situations which it believes were overlooked by the
House. First, where the option price for the new option is at least as
high a. the price of each of the outstanding, previously issued options
to purchase the same stock (whether these prior options were qualified
option or restricted options), this "reset" rule is not to apply; i.e.,
the new stock option in such a case can be exercised before the out-
standing options. Second, your committee has provided that where
an option under the terms under which it was granted is not imme-
diately exercisable in full, the employer can permit the exercise date
for any or all of the remaining installments of the options to be
accelerated without this change being considered a "modification"
which would require a new option price for the option for it to con-
tinue to constitute a qualified (or restricted) option. Both of these
modifications made by your committee continue the intent of the
House provision, in that neither permits the taxpayer to exercise a
new option at a lower price than his old option until the old option
has been exercised or lapsed. It was thought, however, that there
was no need to deny the right to exercise the second option in those
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cases where the taxpayer could gain no price advantage from this.
Similarly, it was thought that there was no reason why the install-
nionts ol tile first option should not be accelerated where the inability
to exercise these installments was preventing the exercise of the new
option.,

6. The option by its terms must be nontransferable other than at
death and must be exercisable during the employee's lifetime only by
him. This provision is the same as under present law.

7. The employee, immediately after the option is granted, must not
own stock representing more than 5 percent of the voting power or
value of all classes of stock of the employer corporation or its parent
or subsidiary. In the case of small businesses, however, the employee
may own up to 10 percent of the voting power or value of the stock
before being disqualified. For a corporation with equity capital of
less than $1 million, this percentage is to be 10 percent and for one
with equity capital of $2 million it is to be 5 percent. Between these
two levels of equity capital the allowable percentage decreases gradu-
ally from the 10-percent level for a company with $1 million of equity
capital down to the 5-percent level for a corporation with equity
capital of $2 million or more. Equity capital for this purpose is the
assets of the corporation, adjusted for any change in their basis, less
any indebtedness of the corporation. Where ap arent or subsidiary
also are involved, adjustments are made to delete intercorporate
ownership. For this purpose, the individual is considered to own
stock owned directly or indirectly by brothers and sisters wife,
ancestors, and lineal descendants. Stock owned directly or indirectly
by a corporation, partnership, estate, or trust for this purpose is
considered as being owned proportionately by shareholders, partners,
or beneficiaries.

(e) (iii) Employee stock purchase plans; tax treatment.-As indicated
previously, except for the addition of the nondiscrimination require-
ment (and the requiring of stockholder approval) the tax treatment of
employee stock purchase plans continues to be substantially similar
to the tax treatment of restricted stock options under present law.
Thus, as under present law, no income is to be reported by the em-
ployce either at the time the option is granted or at the time it is exer-
cised. Similarly, no deduction is available to the employer corpora-
tion with respect to tile employee stock purchase plan.

As under present law, under these purchase plans the option may
be issued at a price as low as 85 percent of the market value of the
stock at the time of the grant. Where this is done, this spread
between the option price and the market value at the time the option
is granted, upon the subsequent sale of the stock by the employee or
upon the employee's death is treated as ordinary income. However,
in no event is the amount to be taxed to the individual as ordinary in-
come to exceed the gain realized on the stock at the time of its
disposition.

In addition, ordinary income in the case of employee stock purchase
plans may arise where the stock is disposed 6f before tile expiration of
the applicable holding period. As under present law, the option
and/or stock must be held for a period of at least 2 years and the stock
itself held for a period of at least 6 months. Where this holding

t This latter rule, of course. applies whether or not a second option is isued; but it is believed that it will
have a primary impact in cases of thbs type.
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period is not complied with, then any spread between the option price
and the price of the stock at the time the option is exercised will be
treated as ordinary income when the stock is sold or otherwise disposed
of. As under present law, the specified amount is ordinary income
without regard to whether this is greater or less than the gain realized
on the stock at the time of the sale. Where the gain otherwise
realized is less than this amount treated as ordinary income the
specified amount is still treated as ordinary income but a capital loss
is recognized equal to the difference between the market value of the
stock at the time of exercise and the sales price of the stock. Apart
from these two cases where ordinary income may be realized any
other gain recognized on the sale of purchase plan stock results in
capital gain.

(c) (iv) Employee stock purchase plans; conditions for qualifications.-
As indicated above, to qualify for purchase plan treatment, the stock
in these cases must not be disposed of within 2 years of the date of
the granting of the option nor within 6 months after the transfer of
the stock to the individual. This is a continuation of existing law.

In addition, the individual must at all times during the period
beginning with the date of the granting of the option and ending 3
months prior to the date of exercise, be an employee of the corpora-
tion granting the option, a parent or subsidiary of the corporation, or
a corporation (or parent or subsidiary of a corporation) which assumed
this stock option as a result of a corporate reorganization, liquida-
tion, etc. This provision is the same as that previously described in
the case of qualified stock options. As indicated in the case of qualified
stock options, this differs only slightly from existing law.

To qualify as an employee stock purchase plan nine requirements
must be met by the plan itself. Alternatively, ail but the first two
of these may, however, be met in the stock offering rather than the
plan. These conditions are as follows:

1. As under present law, the plan must provide that the options
are to be granted only to employees of the granted corporation or a
parent or subsidiary.

2. The Plan must be approved by the stockholders of the corpora-
tion granting the option within 12 months before or after the date the
plan is adopted. This provision is a new requirement which is the
same as that provided in the case of qualified stock options.

* 3. No employee can be granted an option if he owns 5 percent or
more of the voting power or value of all classes of stock of the em-
ployer corporation or its parent or subsidiary. Present law provides
that employees having more than a 1 0-percent interest in a corporation
may not obtain a restricted stock option at less than 110 percent of
the market price of the stock.

4. A new provision designed to prevent discrimination provides
that the options must be granted to all employees of the corporation
except that there may be excluded one or more of the following four
categories:

(a) Employees who have been employed less than 2 years;
(b) Employees who are part time and employed 20 hours or

less per week;
(c) Employees whose customary employment is not for more

than 5 months a yea-r; and
(d) Officers, supervisory personnel, or highly compensated

employees.
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5. Another now provision designed to give assurance that these
stock purchase plans are nondiscriminatory requires that all employees
granted options have the same rights and privileges except that the
amount of stock which may be purchased by any employee may be a
uniform percentage of total compensation or regular or basic com-
pensation and the plan may provide a maximum number or value
of shares to be purchased.

6. Under the plan, the option price may not be less than 85 percent
of the market value of the stock at the time the option is granted or
not less than 85 percent of the market value of the stock at the time
the option is exercised, whichever is the lesser. This restriction is
similar to the limitations of present law although slightly more
restrictive ini some cases.

7. The period over which the option may be exercised cannot exceed
5 years where the option price is not less than 85 percent of the value
of the stock at the time of the exercise or 27 months from the date of
the grant of the option if the option price is at least in part determined
on the basis of the price of the stock at the time the option is granted.
Present law provides a 10-year period over which restricted stock
options may be exercised but in practice it is understood that options
issued under purchase plans generally have a much shorter period
over which they may be exercised.

8. A new ceiling is provided to the effect that an employee may not
purchase stock at an annual rate in excess of $25,000 a year. This
restriction is provided since these plans are designed primarily for
broad employee participation.

9. As under present law and in the case of the qualified stock options,
the option must not be transferable by the individual other than at
death and must be exercisable during the employee's life only by him.

(c) (v) Reporting requirements.-The bill provides that corporate
cmploycrs are to report on the transfer of stock to an employee in the
case of the newly established category of qualified stock options or
present law restricted stock options. They also are to report on the
sale of stock by the employee where stock is acquired under a stock
purchase plan at a price less than the full value of the stock aind where,
under a restricted stock option, stock is purchased at a price between
85 and 95 percent of the value of the stock. In these latter two cases,
the report of the sale of the stock by the employee is required since
generally in these cases ordinary income tax will be payable by him.
A copy of the form of the report going to the Government also is to
be sent to the employee or former employee on or before January 31
after the year involved. In those cases where the employer is required
to report on the sale of stock by the employee, lie will not be expected
to follow the ownership of the stock beyond the first transfer; e.g., if
an employee transfers stock to a street name and then subsequently
sells the stock, the employer will report the first transfer of the stock
to the street name but will not be required to report the subsequent
sale. Moreover, the reporting in these cases is merely to indicate
the name, address, and account number of the individual employee
involved and the stock sold by him.

(c)(vi) .E] Jtive date.-In the case of qualified options the House
bill generally provided that the new provisions were to appiy to options
granted to an individual after Jne 11, 1963. Your committee has
amended this to provide that the new provisions with respect to
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qualified options are to apply to options granted after December 31,
1963. A binding, written contract entered into before January 1,
1964, will not be considered as giving rise to options which must
meet the "qualified option" test. Your committee has provided this
new effective date to conform the effective date in this case with the
general effective date provided under the bill for structural changes.
In addition, it thought that it would be unfair to require taxpayers to
conform to a new set of rules during an extended interval of time when
the status of the proposals was still- uncertain.

Of course, in a transaction which qualified as a tax-free reorganiza-
tion, where a corporation entered into a binding obligation to assume
outstanding restricted stock options previously granted by a corpora-
tion, any option which the acquiring corporation issues in assuming
the outstanding options already granted by the acquired corporation,
to the extent provided by present law, are considered as continuations
of the old options and therefore will be considered as granted prior
to January 1, 1964, and treated as restricted stock options rather than
qualified stock options.

In the case of qualified options, your committee has also added a
transition rule. This rule provides that an option which is issued
after December 31, 1963, and before January 1, 1965, which does not
meet the terms of a "qualified option", can be modified to meet these
terms any time before January 1, 1965, without this modification being
considered as giving rise to a new option requiring a new option price.
This rile is intended to give taxpayers who have their plans already.
established, or who initially are not aware of the new provision, time
to modify their stock options so that the new conditions are met
without the options being disqualified as a result.

In the case of employee stock purchase plans, the new provisions
under the House bill would apply to options granted after June 11,
1963. Your committee's bill has changed the effective date of
the employee stock purchase provision so that it applies to options
granted after December 31 1963, in the same manner as in the case
of the qualified options. These same reasons account for this change.
Thus, the new employee stock purchase plan provision will apply
generally to options granted after December 31, 1963. Existing law,
however, will apply to options granted pursuant to a written plan
adopted and approved before January 1, 1963, which at that time
met the nondiscrimination requirements specified for employee stock
purchase plans. A plan which was being administered in a way which
did not discriminate in favor of officers, supervisory personnel, or
highly compensated employees would continue to qualify as adopted
and approved before January 1 1964. Except for the date, this
modification is the same as provided by the House bill. Thus, a plan
(not otherwise being discriminatory) would be considered nondis-
criminatory even though only full-time employees were covered
(rather than those working 20 hours a week or more) or those with
less than 6 months a year employment were omitted (rather than
those with less than 5 months employment).

(d) Revenue effect.-The changes made by this provision are not
expected to have any appreciable revenue effect. To the extent that
the changes made above result in a reduction in stock options issued,
this will increase deductions taken by corporations as they make
deductible payments to employees in other forms.
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27. Installment sales by dealers in personal property (sec. 223 of the bill
and sec. 4653(a) of the code)

(a) Present law.-A taxpayer using installment sale reporting can
defer income for tax purposes until payments are received under the
contract (rather than treating the entire amount as income as of the
time the sale is made). This provides the seller with funds with
which to pay the tax, while at the same time giving him the immediate
advantage of deductions attributable to the sale.

Prior to October 15, 1963; sales under revolving credit plans were
not recognized by the Treasury Department as installment sales for
tax purposes because of certain differences between revolving credit
plans and traditional installment sales. For instance, installment
sales ordinarily involve a separate contract for each item of property
purchased, providing for a series of payments speciically applicable
to the purchase price of that piece of property. Usually the seller
also retains some type of security interest in the property, until the
property is paid for.

Revolving credit plans, on the other hand, do not .. ivolve separate
sales contracts; under these plans any item in the store may be charged
to the same account, and the seller does not retain any security
interest in the property sold. The buyer has an option to pay his
account in full within 30 days with no interest or finance charges.
Alternatively, he may pay the account in installments and in this case
a finance or service charge related to the unpaid balance of the ac-
count is added to the account each month. The buyer's regular
payments are not specifically attributable to the purchase price of
any single item but only go to reduce the unpaid balance on what
may be the total purchase price of several items purchased at different
times.

Despite these differences the U.S. district court in Massachusetts
held revolving credit sales did qualify for installment sale treatment
because, like installment sales they did retain the essential feature of
an arrangement for the payment by the purchaser for the merchandise
sold to him in a series of periodic payments of an agreed part or in-
stallment of the debt due (Consolidated Dry Goods v. U.S., 180 F.
Supp. 878; 1960). Shortly after this case was decided, the Internal
Revenue Service announced that it would not follow the decision but
was studying whether workable standards could be formulated for
determining what part of revolving credit sales qualify- as "sales on
the installment plan" under existing law (Rev. Rul. 60-293, 1960-2
CB 163).

New regulations were issued by the Treasury Department on
October 15, 1963 (TD 6682) as the result of this study. They specif-
ically provide for installment sale treatment of some amounts re-
ceived under revolving credit plans, and include rules for determining
the. extent to which revolving credit plans qualify as installment
sales. Broadly speaking, under these rules, a sample of revolving
credit sales is taken from balances in customer accounts as of the
billing dates for the last month of the seller's taxable year, and the
percentage of sales in the sample accounts determined which (1) are
of the type the revolving credit plan contemplates will be paid for in
two or more installments and (2) actually are paid for in two or more
installments. This percentage is then applied to total revolving
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sales accounts (after adjusting for sales of nonpersonal property)
and the resulting amount is considered to be sales under the instail-
ment plan. This new regulation provides installment sale treatment
for about 80 percent of revolving credit sales. __..

(b) General reasons or provision.-You-r- committee believes that
although the new revolving credit regulations are coninendable, they
are difficult to apply. By providing in the statute that revolving
credit sales are to qualify for income spreading, your committee's bill
fully conforms the tax treatment of income under revolving credit
plans and installment sales contracts. It also replaces the complex
sampling procedure required by the regulations with a simple rule
which will forestall compliance and administrative problems likely to
arise under the regulations. It, of course, is not intended in making
this chano'e to exclude from installment sales treatment any sales or
existing c arges which are covered by existing law or regulations.

(c) General explanation of provisions.-This amendment adds defini-
tions of two terms of the provision of present law which allows dealers
in personal property to spread income from installment sales over the
payout period under the installment contract. These terms are
"installment plan" and "total contract price."

(c)(i) Installment plan.-The definition of "installment plan"
would extend installment sale treatment to income received under
any plan which provides for the payment by the purchaser for por-
sonal property sold to him in a series of periodic instalhnents of an
agreed part or installment of the debt due the seller. This definition
would extend installment sale treatment to revolving credit sales of
personal property which do not qualify under the new Treasury
regulations. These include, principally, sales which are paid for in
full on the first billing for the month of purchase, and sales for a
month which in total amount to less than thle monthly payment
agreed to be paid by the purchaser under the revolving credit contract.

(c) (ii) Total contract price.-The proposed definition of "total con-
tract -price" would include finance and service charges with respect to
revolving credit sales in th, amount subject to installment sale treat-
ment, thereby conforming to the treatment which is permitted in the
case of the "time price differential" under traditional installment sale
arrangements. Time price differentials are treated as part of the
contract price and are not required to be included in income for tax
purposes until the installments are received under the contract.

finance charges under revolving credit plans on the other hand,
under the new regulation, may not be deferred until payments are
received but must be accrued currently in the month to which they
relate. The amendment does not change present law with respect
to the treatment of amounts charged for service contracts or
warrantiess.

(c)(iii) Effective date.-The amendments made by this provision
axc to apply with respect to taxable years beginning after December
31, 1963.

(d) Revenue effect.-These amendments are expected to result in a
revenue loss of $140 million in the first full year of operation. How-
ever, this is a nonrecurring loss which is not repeated in subsequent
years. The loss thereafter is expected to be about $10 million a year.
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28. Timing of deductions and credits in certain cases where asserted
liabilities are contested (see. 224 of the bill and sec. 461 of the code)

(a) Present law.-Prior to the decision in the Consolidated Edison
case I the Internal Revenue Service generally held that the payment
of a contested tax liability resulted in the tax being considered as de-
ductible even though the tax was still being vigorously denied and
contested.2 In the Consolidated Edison case decided in 1961 the
Supreme Court held that a contested tax even when paid does not
accrue as a deduction for income tax purposes until the contest is
terminated. It was held that the tax was not deductible until after
the contest was settled because all of the events which would determine
whether or not the amount would ultimately have to be paid would not
be determined until that time.

(b) General reasons for proinsion.-Although your committee does
not question the legal doctrine laid down by the Supreme Court in the
Consolidated Edison case, it believes that it is unfortunate to deny
taxpayers a deduction with respect to an item where the payment
has actually been made, even though the liability is still being contest-
ed either as to amount or as to the item itself. The objective of the
reporting of items of income and deduction under the internal
revenue laws generally is to realistically and practically match receipts
and disbursements attributable to specific taxable years. The inter-
nal revenue laws contain a number of adjustments designed to
accomplish this result. Your committee believes that allowing the
deduction of items in the year paid, even though tb,y are still being
contested in the courts or otherwise, more realistically matches these
deductions up with the income to which they relate than would the
postponement of the deduction, perhaps for several years, until the
contest is settled. To the extent that deductions are allowed under
this rule and then subsequently as a result of the contest the items
were found not to be payable, adjustment can be made for this over-
statement of the deduction by the inclusion of the overstatement in
income in the year in which the amount of the liability is finally
determined.

(c) General explanation of provision.-In view of the above considera-
tions your committee has amended the provision of existing law
whicii specifies the year for the taking of deductions or credits gen-
erally. The amendment provides that if a taxpayer contests an
asserted liability, such as a tax assessment, but makes a payment in
satisfaction of this liability and the contest with respect to the liability
exists after the payment, then the item involved is to be allowed as a
deduction or credit in the year of the payment. This is based upon
the assumption that the deduction or credit in this case would have
been allowed in the year of payment, or perhaps in an earlier year
when it would have been accrued, had there been no contest.

The treatment provided here can be illustrated by an example.
Assume that in 1965 a $100 liability is asserted against a business
which it pays at that time but contests the liability in a court action.
Assume further that in 1967 the court action is settled for $80. Under
present law, before the enactment of this provision, the deduction of
$80 would be allowed in 1967. Under, your committee's action, the
taxpayer could claim a $100 deduction in 1965 but then in 1967 would

no3. United Siahe v. Conuolldied Edison Cb. of Neto York Inc., 388 U.S. 380 (1961).
'This is the general rule laid down in Chetlnut Setwill Co. v. United Slates (62 F. Supp. 574 (1948))

which the Internal Revenue Service accepted in 0CM 25% (1947-2 (B 39).
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have to take $20 into income except as provided in section 111 of the
code, relating to recovery of bad debts, prior taxes, and delinquency
amounts.

In those cases where payment is not made until after the contest
is settled, this does not prevent an accrual basis taxpayer from accru-
ig the deduction or credit in an earlier year in which the contest is
settled.

A similar amendment to that described above is also made to the
Internal Revenue Code of 1939.

(c)(i) Effective date.-Generally, your committee's amendment to
the 1954 code is to apply to payments made in taxable years beginning
after December 31, 1953, and ending after August 16, 1954, the general
effective date of the 1954 code. The amendment to the 1939 code
applies to payments in taxable years to which that code applies.

The bill provides two exceptions to the general effective date rule
specified above. First, if the taxpayer elects, he may continue to
apply the old law with respect to taxable years beginning before
January 1, 1964; i.e., he may claim the deduction or credit in the year
in which the contest is settled rather than in the year in which the
payment is made. If the taxpayer makes this election, he must do so
within 1 yetw after the date of enactment of this bill and may not
change this election after the expiration of this 1-year period. More-
over, to make this election the taxpayer must follow the rule of old law
with respect to all payments made in a year beginning before January
1, 1964. This election may not be made with respect to a payment
if the assessment of any deficiency arising as a result of this election
would be barred with respect to any year. If this election is made
with respect to a year which is not barred, the period for assessment
of any deficiency arising from this election is to be kept open at least
until 2 years after the date of enactment of this bill.

The second general exception to the general effective date is designed
to keep a taxpayer from losing a deduction as a result of the enactment
of this new provision. Thus, where for a past year no deduction or
credit was allowed for a payment in a year before the contest with
respect to it was settled and the refund *or credit which would result
from the deduction in the earlier year is barred, then the deduction is
to be allowed in the year in which the contest is settled.

(d) Revenue effect.-This provision is expected to result in a negligi-
ble decrease in revenues.
29. Interest on certain deferred payments (see. .5 of the bill and see.

483 of the code)
(a) Present law.-Under present law, an individual may sell a

capital asset on the installment basis without making any specific
provisions for interest payments on installments. In such cases the
full difference between the cost or other basis for the property and
the sales price usually is treated as capital gain to the seller. The
buyer takes as a basic for the property the total sales price paid. For
example, an individual taxpayer might sell a capital asset worth $1,000
for $1,300 payable over 10 years. In this case, if no mention is made
that part of this payment is to be treated as interest, and the seller
elects to report any gain on the installment basis, then each payment
might be treated partly.as a return of capital and partly as a capital
gain. Over the 10-year period, the taxpayer would report $300 of
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capital gain (assuming he had the full fair market value of $1,000 as
his basis for the property). However, had $300 of this $1,300 pay-
ment been specified as an interest payment, this amount would have
been ordinary income to the seller rather than capital gain. From
the buyer's standpoint, the $300, if treated as part of the price of the
property would be added to the basis of the property and, in the case
of depreciable property be recoverable over the life of the property.
Lie might also, if the property qualified, be eligible for an investment
credit with respect to this $300. On the other hand, if this $300
were treated as interest, he could receive an interest deduction for
this amount.

(b) General reasons for proisio.-Your committee agrees with the
House that there is no reason for not reporting amounts as interest
income merely because the seller and purchaser did not specifically
provide for interest payments. This treats taxpayers differently in
what are essentially the same circumstances merely on the grounds
of the names assigned to the payments. In the case of depreciable
property this may convert what is in reality ordinary interest income
into capital gain to the seller. At the same time the purchaser can
still recoup the amount as a deduction against ordinary income through
depreciation deductions. Even where the property involved is a
nondepreciable capital asset, the difference in tax bracket of the seller
and buyer may make a distortion of the treatment of the payments
advantageous from a tax standpoint. The House and your committee
believe that manipulation of the tax laws in such a manner is unde-
sirable and that corrective action is needed.

(c) General explanation of provision..-Tihe bill solves the problem
referred to above by providing that where property is sold on an install-.
ment basis and part or all of the payments are due more than 1 year
after the date of the sale or exchange--if no interest payments are
specified or if "too low" interest payments are specifiedthen part of
each payment due after 6 months is to be treated as interest rather
than as part of the sales price.

The interest rate to be used for purposes of this provision is to be a
rate provided by regulations prescribed by the Secretary of the
Treasury or his delegate. It is anticipated that any rate specified by
the Secretary of the Treasury or his delegate will reflect the going
rate of interest and will not be higher than the rate at which a person,
in reasonably sound financial circumstances and with adequate
security could be expected to borrow money from a batik. A rate
of 5 percent, for example, would appear appropriate under existing
circumstances.

With this interest rate specified by the Secretary, the proportion
of each payment which would be considered an interest payment
would be determined in the following manner: First, the present value
of each installment payment would be determined, based upon the
specified interest rate. Second, the deduction of '1-e total of these
present values from the total actual payments provided for under
the contract then would give the total "unstated" interest payments
under the contract.' Third, the total unstated interest then is assumed

I
I Where an interest rate was provided on the InstallmenV but at "too low" a rate the present value of

these Interest payinents would bo determined along with the present value of the remainder of the payments
as well. The unstated Interest th.n would represent the present values, including the present values of
such Interest payments, deducted from total payments to be received under the contract excluding the
Interest payments.
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to be spread pro rata over the total payments involved. Thus, if a
specific payment represents one-tenth of the total payments, it would
be assumed to include one-tenth of the total unstated interest.

For ease of administration and compliance, the regulations are to
provide for the discounting of payments on a 6-month basis and are
to ignore for this purpose any interest payments due within the first
6 months.

Where an installment contract provides for the payment of some
interest, no unstated interest is to be computed unless the interest
payments specified are at a rate more than 1 percent below the rate
of interest payments which would be computed under this provision in
the absence of those payments. Thus, if a 5-percent rate is specified
by the Secretary, no unstated interest will be computed where the
interest actually provided for under the contract is 4 percent or more.
'This represents a de minimis rule to prevent the application of this
provision in those cases where interest variations are relatively minor.

For purposes of this provision, a payment for property in the form
of a note, or other evidence of indebtedness of the purchaser, is not
to be treated as a payment. To treat such amounts as payments would
permit avoidance of this provision merely by exchanging non-interest-
bearing forms of indebtedness for property. However, payments
made on such indebtedness for purposes of this provision will be
treated as if they were payments made on the contract itself.

Where, at the time of the sale or exchange, some or all of the pay-
ments are indefinite as to their size; for example where the payments
are in part at least dependent upon future income derived from the
property, the "unstated" interest for purposes of this provision will
be determined separately with respect to each indefinite payment as it
is received, taking into account the time interval between the sale or
exchange and the receipt of the payment. Also, where there is a
change in the amount due under a contract, the "unstated" interest
is to be recomputed at the time of each such change.

The bill specifies five situations in which this provision is not to
apply: First, a de minimis. rule as to price is provided. Thus, the pro-
vision will not apply unless the sale price of the property is in excess
of $3,000. Second, in the case of the purchaser of the property, if
any of the amounts involved are carrying charges which under present
law from the standpoint of the purchaser are treated as interest, then,
in the case of the purchaser, this provision is not to apply. Third,
in the case of the seller, this provision is to apply only if some part
of the gain from the sale or exchange of the property would be con-
sidered as gain from a capital asset or as gain from depreciable prop-
erty. If the property is sold at a loss, this provision will nevertheless
apply if, had there been a gain, some part of it would have been con-
sidered as gain from a capital asset or from depreciable property.
Fourth, this provision is not to apply in the case o payments with re-
spect to patents, which are treated as capital gain under present law.
Fifth, the provision is not to apply where the property is exchanged for
annuity payments which depend in whole or in part on the life expect-
ancy of one or more individuals. In addition, this provision, of course,
will not apply to payments such as those for timber, coal and iron ore
(see. 631) where the property is treated as sold as the timber is cut or
the coal or iron ore is withdraw, with the result that this is not
treated as an installment contract.



REVENUE ACT OF 1964

(c) (i) Efective date.-Under the House bill this provision applies to
payments made after December 31, 1963, on account of sales or ex-
changes of property occurring after June 30, 1963. Your committee
has accepted the House effective date, but has provided one exception
to it. It has provided that the new rule is not to apply to any sale or
exchange made pursuant to a binding, written contract (including an
irrevocable written option) entered into before July 1, 1963. This is
consistent with the treatment provided elsewhere in the bill with re-
spect to binding contracts.

(d) Revenue effect.-This provision is expected to result in a negligi-
ble increase in revenues.
30. Personal holding companies (sec. 226 of the bill and secs. 541-543

of the code)
(a) Present law.-Under present law, a domestic personal holding

company is taxed on its "undistributed personal holding company
income" at a rate of 75 percent on the first $2,000 and 85 percent on
the balance. This is in addition to the regular corporate income tax.
In general terms, a personal holding company is a closely held cor-
p oration, most of whose income is derived from certain specified
forms of passive income. The tax applies only where 50 percent
or more in value of the outstanding stock of the corporation is owned
directly or indirectly by five or fewer individuals. In addition, at
least 80 percent of the corporation's gross income must be from what
is defined as "personal holding company income."

In general terms, personal holding company income consists of in-
come from what are considered to be passive forms of investment.
Thus, it includes dividends, interest, and annuities. It also includes
most royalties although mineral, oil, or gas royalties are included only
where these royalties do not represent 50 percent or more of the
company's gross income or where there are not trade or business
deductions (other than compensation for personal services rendered
by shareholders) equal to 15 percent or more of the company's gross
income. Copyright royalties also are classified as personal ho ding
company income if they represent less than 50 percent of the com-
pany's gross income or te business deductions (other than compensa-
tion for personal services rendered by shareholders) represent less than
50 percent of gross income or if other personal holding company
income constitutes more than 10 percent of gross income. Thus,
where these mineral, oil, gas, or copyright royalties represent the
principal business of the company, this type of income is not classified
as personal holding company income, if there also is evidence, in the
form of sufficient business deductions, that the company is actively
engaged in business. Rents also are classified as personal holding
company income unless they represent 50 percent or more of the
company's gross income. Other forms of income which are classified
as personal holding company income includes income from stock,
security, and commodity transactions (except in the case of dealers,
producers, etc.), income from estates and trusts, income from personal
service contracts where 25 percent or more of the stock of the corpora-
tion is owned directly or indirectly by the individual performing the
services, and income from the right to use property of the corporation
where 25 percent or more of the stock of the corporation is owned
directly or indirectly by the person eligible to use the property. This
latter category of income, however, is treated as personal holding
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company income only where 10 percent or mcrn of its income (without
regard to this latter category or rents) is personal holding company
income.

(b) General reasons for provisions.-Congress first imposed this tax
on personal holding companies in 1934 in order to prevent the avoid-
ance of the individual upper bracket surtax rates, by leaving what is
essentially investment-type income in a corporate organization, sub-
ject to the lower corporate income tax. As indicated by the Adminis-
tration, ways around the present personal holding company provisions
have been found in several arrangements which permit the use of
holding companies to avoid the individual income tax with respect to
what is essentially investment-type income without the company
involved being classified as a "personal holding company."

The principal avoidance devices involve the use of rental income,
income from mineral operations, and certain capital gains which are
not classified as personal holding company income as means of shelter-
ing other investment income in such a manner that 80 percent or more
of th3 company's gross income does not come within the technical
definition of personal holding company income. In view of this,
a number of modifications are made in the personal holding company
provisions designed primarily to minimize the extent to which these
special categories of income can be used to shelter clearly passive in-
come. More detailed reasons for each of the various modifications
provided by the bill are set forth in the explanation given below with
respect to each of the modifications.

(c) General explanation of provisions.-The bill makes a series of
modifications in the application of the personal holding company tax
in the case of domestic corporations. However, except in the case of
the dividends paid deduction in a liquidation, no change is made in
the case of foreign personal holding companies. Most of the modifi-
cations described below are designed to eliminate various means by
which holding companies have been avoiding classification as personal
holding companies, although other problems are also dealt with.

(c) (i) Tax rate of 70 percent.-In view of the fact that this bill
decreases the maximum tax rate applicable to individuals from 91 to
70 percent, your committee agrees with the House that the rates
applicable to personal holding companies also should be lowered from
the present rates of 75 percent on the first $2,000, and 85 percent on
the excess, to what will be the new top individual income tax rate.
Moreover, there appears to be no particular purpose for continuing
the graduation in the personal holding company tax rate from 75
percent on the first $2,000 to 85 percent on the balance. In view of
this, the bill provides that the personal holding company tax is to be
70 percent of the undistributed personal holding company income.

(c)(ii) Decrease in 80-percent tet.-As previously indicated, one
of the tests under present law provides that a company, to be a per-
sonal holding company, must derive 80 percent or more of its gross
income from certain specified types of passive income, called personal
holding company income. The bill decreases this 80-percent test to
60 percent. The decrease in this percentage is made because too
many holding companies which are essentially holding companies
of passive income have avoided the classification as such by holding
their "personal holding company income" just slightly below the
80-percent limit. The more realistic 60-percent limit together with
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other modifications described below will make the avoidance of this
classification much more difficult for holding companies generally.

(c)(iii) Adjusted ordinary gross income requirement.-Under present
law the 80-percent requirement referred to above is applied to the
gross income of the corporation; i.e., if the gross income derived
from certain specified passive sources equals 80 percent of the total
gross income of the corporation, the corporation is classed as a
personal holding company. This has made it possible for corpora-
tions to avoid personal holding company classification by seeking out
types of inco-me not cbareterized as passive, or (if a personal holding
company type, which give rise to a proportionately large amount of
gross income even though leaving little, if any, income after the
deductions attributable to this income. In this manner, various
types of income have been used to shelter investment income and
remove the company from the classification of a personal holding
company. Rents, where they constitute more than 50 percent of the
gross income of the corporation, are an example of a type of income
used to shelter passive income, such as dividends. Mineral, oil, and

as income are the other principal examples of income which have
een so used.
To overcome this problem, the bill adjusts downward the income

from certain sources to the extent of certain specified deductions
attributable to these types of income. Thus, the corporation will be
a personal holding company if 60 percent of "adjusted" gross income
consists of certain passive income. The adjustments are as follows:

1. In the case of gross income from rents, the deductions for
depreciation and amortization, property tftxes, interest, and rents
paid to the extent attributable to the rental income received, are
to be deducted from gross income.

2. In the case of mineral oil, and gas royalties and also in the
case of working interests in oil or gas wells, the deductions
attributable to these royalties or working interests for deprecia-
tion, amortization and depletion, property and severance taxes,
interests and rents paid are to be. deducted in computing this
adjusted gross income. It should be clearly understood that
although income from working interests in an oil and gas well for
purposes of the 60-percent limitation are reduced by the deduc-
tions referred to above such income is itself never classified as
personal holding company income.

3. Interest from U.S. Government bonds held for sale by a
dealer who is making a primary market for these obligations and
interest on condemnation awards, judgments and tax refunds
also are to be excluded in arriving at adjusted gross income for
this purpose. This adjustment serves a different purpose from
the first two deductions in that it merely excludes from the base
on which personal holding company income is computed this
particular type of interest income which in reality is not passive
in nature.

In applying the 60-percent test, not only is the total gross income
adjusted downward by the amount of the deductions (or interest)
referred to in the cases specified above, but also in determining the
rental income and mineral, oil and gas income for purposes of this
test, this income also is reduced by the specified reductions.

(c) (iv) Capital gains.-Under present law capital gains (other than
capital gains attributable to stock; securities, or commodities) are



REVENUE ACT OF 1064 107

not treated as personal holding company income. All capital gains,
however, are included in the gross income of the company for purposes
of the 80-percent test. As in the case of the deductions referred to
above, some companies have timed the realization of their capital
gains income in such a manner as to keep their personal holding
company income below the 80 percent. The bill avoids this problem
by excluding all capital gains from the gross income in determining
whether the 60-percent test is met. Thus, the test under the bill is
based on adjusted ordinary gross income.

(c) (v) Rental income.-fuwnEr present law rental income is classified
as personal holding company income only if it represents less than 50
percent of total gross income. This is based on the concept that
where rental income represents the major activity, the activity in-
volved is more likely to be. of an active rather than passive character.
The House bill retains this 50-percent test (applying it, however, to
adjusted income from rents and to adjusted ordinary gross income)
but adds a second test providing that rental income may be character-
ized as passive, or personal holding company income even where it
represents 50 percent or more of the adjusted ordinary gross income if,
apart from the rental income, more than 10 percent of the ordinary
gross income (gross income excluding capital gains) of the company
is personal holding company income. For this purpose, income
derived from the use of corporate property by shareholders is not
viewed as personal holding company income, but income from copy-
right royalties and the adjusted income from mineral, oil, and gas
royalties is included for this purpose as personal holding company
income.

Your committee has accepted the House changes in the 50-percent
test with one modification. Your committee has made an amendment
to this test with regard to rentals of tangible personal property
retained by the lessee for three years or less. Under the amendment,
in the case of such property, the income is not to be reduced by
depreciation attributable to it for purposes of the 50-percent test and
also for purposes of computing ordinary gross income. However, in
the case of the provision in the House bill that the personal holding
company income (apart from rent) may not exceed 10 percent of the
ordinary gross income, your committee's amendments provide that the
personal holding company income for this purpose may be reduced by
dividends paid during the year, by dividends paid in the next year
which are treated as if paid in the year in question, and by consent
dividends. Your committee believes that this prevents the 10-percent
rule from working harshly where the personal holding company in-
come other than rents may exceed 10 percent of ordinary gross income,
perhaps by only a small amount but under the House bill, nevertheless,
result in the entire amount of rental income being classified as personal
holding company income. Your committee's amendment in effect
permits taxpayers to meet the 10-percent test after dividend payments
(or amounts treated as paid in dividends). At the same time it
gives assurance that the personal holding company income (apart
from rent) sheltered in the company may not exceed 10 percent of
its ordinary gross income.

The fact that rental income, both in apjilying the 60-percent test
and also in applying the 50-percent provision to the rental income
itself, is determined on the basis of reducing rental income by depre-
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ciation, amortization, property taxes, interest, and rents paid has
already been noted above. However, as previously indicated,
tangible personal property rented for three years or less is not reduced
by depreciation attributable to it for purposes of these tests, under
your committee's amendments.

(c)(vi) Mineral, oil, and gas royalties.-Under present law mineral,
oil, and gas royalties are considered to be personal holding company
income unless they represent 50 percent or more of the gross income
of the company and unless the trade or business expense deductions
(other than compensation for personal ,;arvice. rendered by share-
holders) represent 15 percent or more of the gross income of the
company. Thus, under present law, as in the case of rental income,
mineral, oil, or gas royalties are treated as personal holding company
income unless they represent the bulk of the company's income.
However, in this case there also must be business expenses-indicating
the active character of the business-constituting 15 percent or more
of the gross income.

The bill retains these two tests but applies them on the basis of
the adjusted ordinary gross income, thereby reducing, for this purpose,
the income considered to be in these categories by depreciation,
depletion, property and severance taxes, interest, and rent paid.

In addition, the bill adds another test which must be met in such
cases for the mineral, oil, or gas royalty income to escape characteriza-
tion as personal holding company income. The personal holding com-
pany income of the company, apart from this category of income (but
including as such income that from copyright royalties and from rents),
must not represent more than 10 percent of the ordinary gross income
of the company. Thus, the personal holding company type income
which mineral, oil, or gas royalty income may shelter even where this
income represents the bulk of the income of the company must be
relatively small; namely, less than 10 percent of ordinary gross income.
Your committee has also added an amendment making it clear that
income from mineral, oil, and gas royalties includes production pay-
ments and overriding royalties.

(c) (vii) Copyright royalties.-Under present law, copyright royalties
also are considered to be personal holding company income unless
they represent 50 percent or more of the total gross income. An addi-
tional test which must be met in order to escape such classification is
that the personal holding company income, apart from the copyright
royalty income, must not exceed 10 percent of the company's gross
income and the trade or business expense deductions (other than those
for compensation for personal services rendered by shareholders or
for royalties paid to shareholders) must represent 50 percent or more
of the company's gross income. This provision is modified by the
bill in that the requirement that deductions equal at least 50 percent
of gross income is changed to provide that they must equal 25 percent
of ordinary gross income reduced by royalties paid and by deprecia-
tion deductions with respect to the copyrights.

(c) (viii) Produced film rents.-Under present law payments received
from the distribution and exhibition of motion picture films are
treated as rentals. As a result, under present law, a corporatiQn may
be formed by an individual who owns a motion picture negative and
have its earnings treated as rents for purposes of the personal holding
company tax. Since in such a case more than 50 percent of its gross
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income would be considered to be from rents, there would be no per-
sonal holding company tax payable in this case.

To meet this problem, the bill provides that payments received from
the use of, or the right to use, films generally will be characterized as
copyright royalty income. Thus, such income will be classified as
personal holding company income unless 50 percent or more of the
company's ordinary income is from this source, not more than 10
percent of the company's ordinary gross income is personal holding
company income, and the deductions properly allocable to this film
income represent 25 percent or more of the gross income from this
source reduced by royalties paid and depreciation taken.

The bill, however, retains what is essentially the treatment of present
law for "produced film rents." Produced film rents are rents arising
from an interest in a film acquired before the production of the film
was substantially complete. It was thought that less severe tests
should be applied in such cases because the participation in the produc-
tion of the filn in itself indicates an active business enterprise in this
case. For produced film rent to escape characterization as personal
holding company income, as under present law, these rents need
constitute only 50 percent or more of the ordinary gross income of
the company.

(c)(ix) Other types of income characterized as personal holding
company income.-Compensation for the use of property by a share-
holder, amounts received under a personal service contract, and
income from estates and trusts continue to be classified as personal
holding company income essentially to the same extent as under
present law, except for the fact that capital gain income is not classified
as part of gross income in applying the 10-percent test in the case of
the use of corporate property by shareholders.

(c)(x) Personal finance companies.-Present law p ,-!des that
certain types of companies are not to be classified as personal holding
companies. These include, for example, banks, life insurance coin-
panies, and surety companies. Also excluded from such classification
are certain types of personal finance companies. Under present law,
there are four different types of personal finance companies which
are excluded from the personal holding company category. These
categories in general terms are as follows:

1. Licensed personal finance companies, 80 percent of whose
gross income is interest from loans if at least 60 percent of their
gross income is received from loans classified as "small loans"
by State law (or $500 if there is no State law limit) and if the
interest is not payable in advance and computed only on unpaid
balances. In addition, loans to a person who is a 10-percent
shareholder must not exceed $5,000 in principal amount. These
frequently are known as "Russell Sage" type personal finance
companies.

2. Other lending companies engaged in the small loan or con-
sumer finance business, 80 percent of whose gross income consists
of interest or similar charges on loans to individuals and income
from 80-percent-owned subsidiaries which in turn themselves
meet this test. In addition, at least 60 percent of the company's
income must be from interest or similar charges made in accord-
ance with small loan or consumer finance laws to individuals
where the loans do not exceed the State specification for mall
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loans (or if there is no such limit, $1,500) and if the trade or
business expenses of the company represent 15 percent or more
of the company's gross income. These companies also must not
have loans outstanding to shareholders, with a 10-percent
interest or more, which exceed $5,000.

3. A loan or investment company (such as a Morris Plan
bank), a substantial part of whose business consists of receiving
funds not subject to check and evidenced by certificates of in-
debtedness or investment, and making loans and discounts.
Here also loans to a person who is a 10-percent shareholder may
not exceed $5,000 in principal amount.

4. A finance company actively engaged in purchasing or dis-
counting accounts or notes receivable, or installment obligations,
or in making loans secured by any of these or by tangible per-
sonal property, if at least 80 percent of its gross income is derived
from such business. In addition, at least 60 percent -of such a
company's gross income must be derived from certain categories
of income. These categories, in general, relate to business or
factoring-type loans: such as purchasing or discounting accounts
or notes receivable, or installment obligations arising out of the
sale of goods or services by the borrower in his business; making
loans for not more than 36 months to businesses where the
amounts are secured by accounts or notes receivable or install-
ment obligations of the type described above, or secured by
warehouse receipts, bills of lading, inventories, chattel mortgages
on p operty used in the borrower's trade or business, etc. In
the case of these companies, the trade or business expense deduc-
tions must represent at least 15 percent of the gross income of
the company, and loans to those who are 10-percent shareholders
in such company must not exceed $5,000 in principal amount.

In the interest of simplification, the House substituted one exclu-
sion for the four now provided these categories of lending or finance
companies. At the same time, it saw no need for purposes of the
personal holding company provision to restrict the type of loans which
these companies could make. It was suggested that this was properly
a matter of regulation by State law governing these lending or finance
businesses and that in any event the personal holding provisions do
not apply to widely held corporations. In these latter cases only
State law governs the type of loans which can be made.

In view of these considerations the House bill substituted for all
four of the categories described above, one definition of a lendingor finance company which is to be excluded from personal holding

company tax treatment. This definition provided is designed first to
assure that 60 percent of the company's income is from the active,
regular conduct of a lending or finance business, and second that its
personal holding company income ' plus interest from U.S. obligations
as a dealer in these obligations is not more than 20 percent of the com-
pany's ordinary income. These two limitations, and the restriction
described below relating to business expense deductions, are designed
to give assurance that the company is actively engaged in the lending
or finance business and that not more than 20 percent of its remaining
income is personal holding company income.

'For this purpose personal holding company income is computed without regard to income from sub-
sidiaries qualifying under this exemption as lending businesses, but including gross income from rents
royalties, produced film rents, and compensation for us of corporate property by shareholders.
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Your committee has modified the requirement that not more than
20 percent of the company's ordinary income may constitute personal
holding company income. The House bill permits a company
engaged in the small loan business to satisfy the 20-percent test by
excluding income which it. receives from subsidiaries in the lending or
finance business. Your committee's bill would extend this treatment
to finance companies. Finally, a technical amendment makes it
clear that income received for furnishing services and facilities to a
lending or finance company is not to be treated ats personal holding
company income to members of the same affiliated group which
meet the requirement, of the exemption for the lending and finance
companiies, whether they are exempt from the personal holding
company tax under the same or another provision.

In addition to 60- and 20-percent tests, the company must have
certain business deductions described below, which are directly attrib-
utable to its lending or finance business equal to 15 percent of the
ordinary gross income up to $500,000 plus 5 percent of the ordinary
gross income between $500,000 and $1 million. This provision gives
further assurance, as evidenced by the deductions of the company,
that it is actively engaged in the lending or finance business. A fourth
limitation applicable under present law in the case of all of the cate-
gories of lending companies denies the right to make loans to persons
who are 10-percent shareholders to the extent of more than $5,000 a
year in principal amounts.

The lending or finance business for purposes of this provision is
defined as including the business of making loans and purchasing or
discounting accounts receivable, notes, or installment obligations re-
ceivable, notes or installment obligations. It does not include, how-
ever, the making of loans or purchasing or discounting accounts
receivable, notes or installment obligations if the remaining period to
maturity on the loan or paper exceeds 60 months. It also does not
include the making of loans evidenced by indebtedness issued in a
series under a trust indenture and in registered form or with interest
coupons attached. Your.committee has amended the definition of a
lending or finance business to make it clear that this includes the
income from rendering services or making facilities available to another
member of the same affiliated group which is also in the lending or
finance business. This is provided because as a matter of economical
operations one company frequently hires the necessary personnel,
acquires the appropriate facilities, and in accordance with the re-
quirements of banks, borrows all of the money for the group. Then
all of the corporations in the group pay a service charge for these
services to the company performing them.

Business deductions for purposes of the 15-percent or 5-percent test
include only those trade or business expense deductions which are
deductible only by reason of section 162 or section 404 (other than
compensation for personal services rendered by shareholders or mem-
bers of their family), and depreciation deductions and deductions for
real property taxes to the extent that the property to which they
relate is used in the regular conduct of the lending or finance business.
Trade or business expense deductions which are allowable specifically
under other sections, such as the deduction for interest expense which
is also allowable under section 163, are not included for purposes of
the 15-percent or 5-percent test.

III
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(c) (xi) Liquidating dividends.-Under present law, the 75- or 85-
percent tax (70 percent under the bill) on personal holding companies
applies only to the undistributed personal holding company income.
Thus, this tax is applied after dividend distributions are taken into
account. Included among the amounts treated as dividends eligible
for th" dividends paid deduction are distributions in liquidation to
the extent of the accumulated earnings and profits. As a result, in
the year of the liquidation of a personal holding company there is no
income subject to personal holding company tax for that year. De-
spite the fact that the distributions are treated as dividends to the
personal holding company, its stockholders in that year receive this
income and report it at capital gains rates.

Thus, under present law, a company which is a personal holding
company may nevertheless avoid both the personal holding company
tax and the ordinary income treatment to its shareholders with respect
to the personal holding company income the year in which it liquidates.

. problem is also presented in the case of corporations where a
subsidiary is liquidated and both the parent and the subsidiary
corporation are personal holding companies. In such a case, if the
earnings and profits of the subsidiary exceed its undistributable per-
sonal holding company income in the year of the liquidating distribu-
tion, the parent corporation may use the excess dividend paid de-
duction in computing its own dividend paid deduction, thereby
reducing its own undistributed personal holding company income in
the taxable year and also in the 2 succeeding taxable years.

The bill meets these problems by limiting the application of section
562(b) to companies other than personal holding companies or foreign
personal holding companies. However, it is provided in section
316(b) that in the case of a complete liquidation of a personal holding
company within a 24-month period after the adoption of the plan of
liquidation, that the term "dividend" is to include any amounts dis-
tributed in this liquidation to other than corporate shareholders to
the extent of its undistributed income (before any deductions for this
amount) only if the corporation involved designates amounts as divi-
dends (and so notifies the distributee). If the corporation does so
designate the distributions as dividends the individuals receiving a
liquidating distribution from the personal holding company must
report the amount so distributed as a dividend in the year of receipt.
The bill also provides that in the case of a foreign personal holding
company, the amount included in a United States shareholder's income
is not to be diminished by any liquidating distributions made during
the year.

An amendment is also made to the code which Provides in the case of
corporate distributees that where a complete liquidation of a personal
holding company occurs within 24 months after the adoption of the
plan of liquidation, the distribution is to be treated as a dividend for
purposes of the personal holding company tax only to the extent of the
corporate distributee's share of the undistributed personal holding
company income for the taxable year of the distribution. Thus,
the dividends paid deduction is allowed to a personal holding company
only to the extent of the undistributed income for the taxable year
and with respect to noncorporate distributees, only if such distributees
treat such distribution as a dividend.

(c) (xii) One-month liquidatins.-Your committee agrees with the
House that while the tightening of the personal holding company
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provisions as indicated in the prior discussion is desirable, noverthe-
,ss, it would be unfortunate to apply the.,se provisions without any

alternatives being available, to companies which in the past have not
been classified as personal holding companies but which as a result
of the new provision will for the first time find themselves subject to
personal holding company tax. Your committee agrees that it
would be unfair to require such companies to pay personal holding
company tax if they are willing to liquidate. Al though it is under-
stood that some of these companies are willing to liquidate, never-
theless, it would represent a hardship under existing law for them to do
so. The hardship arises from the fact that if they liquidate under the
provisions of section 331 of the code, not only would the earnings and
profits of such corporations be taxed to the shareholders at capital
gains rates but also any other appreciation which has occurred in the
value of the assets would be so taxed to them. Such companies in
the absence of the new personal holding company provisions would
face no necessity of liquidating and therefore under these circum-
stances no tax would now be paid with respect to these unrealized
increases in value. The House and your committee believed it was
appropriate therefore to forego the tax at this time on unrealized
appreciations in value but to collect the capital gains tax on the earn-
in and profits distributed.

The bill, to facilitate the liquidation of these companies, provides a
special provision (in sec. 333) applicable in the case of companies
which, for one of the two most recent taxable years ending before
December 31, 1963, were not personal holding companies under existing
law, but would have been in that year if the ne w law provided by this
bill had been in effect at that time. In such cases, the bill provides
that any distribution in liquidation made by the corporation to the
extent of the earnings and profits accumulated prior to the time of the
liquidation is to be taxed at capital gains rates and that any remaining
gain is to be recognized only to the extent of assets which consist of
money or of stock or securities acquired by the corporation after
December 31, 1962.

To be eligible for the treatment described above, the liquidation of
one of these corporations must occur before January 1, 1967, under
your committee's amendments (or January 1 1966, under the House
bill). The treatment described above providing capital gains treat-
ment with respect to earnings and profits is not to apply with respect
to any earnings and profits to which the corporation involved succeeds
after December 31, 1963, under your committee's amendments (Au-
gust 1, 1963, under the House bill) as a result of any corporate reorga-
nization or as a result of a liquidation of a subsidiary of that corporation
(except earnings and profits which on December 31, 1963 (August 1,
1963, under the House bill) constituted the earnings and profits of
one of the companies described above or which were earned by such
a company).

In addition to liquidations occurring before January 1, 1967, the
capital gains treatment for earnings and profits accumulated before
1967 and nonrecognition of gain with respect to any other gains to
the extent with respect to assets acquired before 1963 (and assets
other than stock and securities acquired thereafter) the bill also makes
this special liquidation treatment apply to certain corporations which
liquidate after 1966 (1965 under the House bill). To qualify for
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this post-1966 liquidation treatment, as in the prior case the corpo-
ration involved must be one which in at least one of the two most recent
taxable years -en(ing before December 31, 1963, was not a personal
holding company under present law but woul(I have been had the
provisions of this bill been in effect, with respect to that year. To
qualify for this special post-1966 liquidation treatment, the corporation
involved must also have incurred indebtedness in the period from
December 31, 1933, to December 31, 1963 (August 1, 1963, under
House bill), which is still outstanding, or incurred indebtedness after
December 31, 1963 (August 1, 1963, under the House bill), which
merely replaced inde)tedness incurred before that time. So that the
necessary records will be kept, the corporation must notify the Secre-
tary that it may wish to liquidate under these provisions. This
notice must be given before January 1, 1968 (January 1, 1967, under
the House bill).

Cases have been called to the attention of your committee where
corporations have entered into commitments to use their incomes to
pay off such debts and where as a result it is difficult, if not impossible,
or them to liquidate before this indebtedness is paid off. For that

reason, the bill makes the liquidation treatment described above (but
only with respect to earnings and profits accumulated before 1967)
apply if the corporation liquidates in the year in which it either does
pay off the pre-Decemnber 31, 1963, indebtedness or could have, if
it had devoted all of its earnings or profits after 1963 to this purpose.
In addition, it must also devote to this purpose any deductions for
depreciation, amortization, or depletion since the funds in this case
remain -in the corporation and can be used to retire indebtedness.
Thus, the special liquidation treatment described here with respect
to liquidations occurring after 1966 is available only during the period
of time necessary for the corporation to retire outstanding indebted-
ness out of earnings and profits and depreciation allowances.

Your committee has added an amendment providing that where a
corporation believes that it is one of these "would have been" corpora-
tions eligible for the special liquidation treatment under section 333,
if it subsequently is determined that it did not qualify for this treat-
ment, the liquidation will, nevertheless, be treated as occurring under
section 333 unless in the election it was indicated that it was made
under section 333 only on the assumption that the new treatment
would be available. Where the shareholders indicate that they made
the election on this assumption, section 331 will a.pply if other require-
ments for the use of this liquidation section had been complied with.

(c)(xiii) Postponement of new personal holding company provisions
for certain, corporations.-'1 o encourage the liquidation ot companies
which are not now personal holding companies but would become so
as a result of the new provisions, a provision is added by the bill
to the effect that such companies, if they liquidate before January 1,
1966, will not be subjected to the new personal holding company
provisions provided by this bill. They will, however, have avail-
able to them the special liquidation provisions described immediately
above and will be subject to the rules specified in the prior heading
with respect to the dividends paid deduction. In addition, this
provision will not apply in the case of the liquidation of a sub-
sidiary corporation under section 332 unless before the 91st day after
the last distribution by the subsidiary the parent corporation also is
liquidated and both of these events occur before January 1, 1966.
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(c) (xiv) Deduction for amortization of indebtedness.-In 1934, when
the personal holding company provision was first adopted, Congress
provided that indebtedness incurred before 1934 by a company which
subsequently became a personal holding company would receive a
special dbt amortization deduction in computing its personal holding
company tax. It was provided that to the extent that this debt was
paid off, or amounts were set aside to pay off this debt, the tax base
for ur oses of the personal holding company tax was to be reduced
by the amount of the amortization payments. Thus, these amortiza-
tion payments were treated for purposes of the personal holding ta.x as
deductions in the same manner as dividend distributions to
shareholders.

The bill adds a similar provision for indebtedness incurred after
December 31, 1933, and before January 1, 1964 (August 1, 1963,
under the House bill), in the case of corporations which were not
personal holding companies in one of the 2 most recent taxable years
ending before December 31, 1963, but would have been had.the new
personal holding company provision been in effect at that time.

Qualified indebtedness for purposes of this provision includes not
only the debt outstanding before January 1, 1964 (August 1, 1963,
under the House bill), but also debt which has replaced that outstand-
ing before January 1, 1964 (if the special amortization deduction has
not ah'eady been taken for the repayment of the old debt). Thus,
short-term bank plans, for example, which are renewed at intervals
will not be disqualified for purposes of this amortization deduction if
the taxpayer elects not to deduct the payment of the prior loan. In
addition to deductions for actual payments, deductions are also per-
mitted for amounts (if reasonable) which are irrevocably set aside to
pay off a debt which may be payable at some future date.

The deduction for indebtedness under this provision is to be reduced
by any deduction which the company receives for depreciation,
amortization, or depletion, and for any deduction (in coinputiug
undistributed personal holding company income) for net long-term
capital gains. These deductions are disallowed since the funds repre-
sented by them can be used by the corporation to pay off indebtedness
in the same manner as the earnings and profits of the corporation.
Any of these deductions not used in 1 year are carried forward for this
purpose and used in a subsequent year. A special provision provides
that where depreciable or depletable property which would give rise
to this cutback in the indebtedness provision is disposed of after
December 31, 1963, then to the extent the basis of the property dis-
posed of exceeds the indebtedness which was transferred at the time
of the same disposition the qualified indebtedness for which a deduction
may subsequently be taken is reduced.

(c) (xv) Effective dates.-Generally the personal holding company
provisions are made effective with respect to taxable years beginning
after December 31, 1963. The dividends paid deduction modifica-
tion and the liquidation provision, however, areto apply to distribu-
tions made in taxable years of the distributing corporation beginning
after December 31, 1963.

(d) Revenue effect.-It is estimated that the personal holding com-
pany provision will result in a revenue increase of $15 million a year
in a full year of operation.
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81. Treatment of property in the case of oil and gas wells (see. 27 of the
bill and sec. 614 of the code)

(a) Present law.-The percentage depletion deduction, in the case
of oil and gas, is either 27 percent, multiplied by the gross income
from the "property" or if less, 50 percent of the net income from the
"property." As a result, what constitutes "property" is of consider-
able significance in determining the percentage depletion deduction
available. To avoid any reduction in the 27%-percent deduction on
gross income from the property, it frequently is desirable to combine
wells having a high ratio of net income to gross income with those
having a low ratio so that the 50 percent net income limitation will
have little, or no, effect.

At one time each separate mineral deposit in a lease or fee acquisition
was treated as a separate property. Subsequently, the administrative
practice arose of permitting, at tile taxpayer's option, the aggregation
or combination of deposits in a single lease or acquisition (sonetimes
referred to as a single tract or parcel of land). In 1954, Congress
permitted the aggregation of properties across lease lines so long as all
the properties were in one "operating unit." This change was
prompted by circumstances of the hard mineral industry but it also
applied to the oil and gas industries as well. In 1958, Congress
adopted detailed rules in the case of the hard minerals. In general
these rules provided that operating mineral interests may be aggre-
gated mine by mine and any number of mines may be aggregated so
long as they are in a single operating unit. These rules, to the extent
applicable to hard minerals remain in force. In the case of oil and
gas, Congress in 1958 gave operators an option to use either the 1939
code "lease" rule or the 1954 code "operating unit" rule.

The law and the regulations in the case of the "operating unit" rule
provide that it is not necessary for purposes of the aggregation that the
separate operating mineral interests be included in a single tract or
parcel of land, or in contiguous tracts or parcels of land, so long as the
interests are a part of the same "op rating unit." In defining the
"operating unit," the regulations refer to operating mineral interests
which are operated together for the purpose of producing minerals.
With respect to each taxpayer what constitutes an "operating unit"
must be determined on the basis of his own operations. The operating
units may not be uniform in the various natural resources industries
or in any one of the natural resource industries. Moreover, in the
case of a particular taxpayer, business reasons may require the
formation of operating units that vary in size and content. The term
"operating unit" refers, however, to a producing unit and not an
administrative or sales organization. Among the factors which indi-
cate that mineral interests are operated together as a unit are-

(1) Common field or operating personnel;
(2) Common supply and maintenance facilities;
(3) Common processing or treatment plants; and
(4) Common storage facilities.

It is made clear that operating mineral interests which are geographi-
cally widespread may not be treated as parts of the same operating
unit merely because a single set of accounting records a single execu-
tive organization, or a single sales force is maintained by the taxpayer
with respect to such interests or merely because the products of the
interests are processed at the same treatment plant. Generally,
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however, the determination of the- taxpayer as to what constitutes an
operating unit is to be accepted unless there is a clear and convincing
basis for a change in such determination.

(b) General reasons for provision.-There have been two major
objections to the operating unit rule adopted in 1954 as applied to oil
and gas. First, it has been difficult to determine what an operating
unit is and this is a continuous source of controversy between tax-
payers and the Government. The problem arises from the fact that
the term "operating unit" apparently has no generally understood
meaning within the oil and gas industrial. Basically, it is a tax con-
cept having no real business substance.

Second, the operating unit rule has proved objectionable because it
gives taxpayers an opportunity to increase their percentage depletion
deduction merely by choosing the best combination of high and low
cost properties for purposes 'of this aggregation rule. This oppor-
tunity, of course, is" available only to those large enough to have many
diverse property interests. It is possible under this rule to include
some leases or tracts of land within a large area and to omit others even
though the latter may be contiguous to some of the property included,
while other property included in the aggregation may be many miles
away. Taxpayers, in fact, are contending that the term "operating
unit" covers operations over widespread geographical areas, including
substantial portions of several States.

To remove this controversy and also to delete this opportunity for
larger companies to maximize their percentage depletion deductions
by unrealistic grouping of properties, the bill for the future eliminates
the operating unit aggregation rule in the case of oil and gas prop-
erties. No inferences are to be drawn from this, however, as to what
constitutes an operating unit or as to what could properly be aggre-
gated with respect to the period of time before this change is made.
In place of the operating unit rule taxpayers, as was true before
1954, will be able to maintain separate deposits as separate properties
or can combine some or all deposits falling within a single lease or
acquisition. They will not, however, be able to combine different
leases or acquisitions, except in the case of properties which are in a
unitization agreement. In these latter cases the owners of the prop-
erty have in effect exchanged their separate interests in their leases for
undivided interests in the whole, with the result that all interests of
a taxpayer in the unit become one property.

(c) General explanation of provision.-The operating unit rule of
existing law provides that if a taxpayer owns two or more separate
operating mineral interests which constitute all or a part of an oper-
ating unit, he may form one aggregation and treat as one property any
two or more of these interests, treating as separate properties any
interests which lie does not include in this one aggregation. Separate
operating mineral interests may be aggregated for this purpose whether
or not they are in a single tract or parcel of land, or contiguous tracts
or parcels. A taxpayer may not, however, form more than one
aggregation within a single operating unit.

The bill repeals the rule described above for taxable years beginning
after December 31, 1903, with respect to oil and gas. It substitutes
in its place a rule which, in effect, restores the pre-1954 administrative
practice. No longer will the aggregation of properties be permitted
at the "operating unit" level. Except in the case of unitization agree-
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ments discussed below, taxpayers may not aggregate oil and gas
properties above the level of a separate lease or acquisition, or "sep-
arate tract or parcel of land" as referred to in the bill.

The general rule which will apply in the future is that all of the
taxpayer's operating mineral interests in a separate lease or acquisition
will be combined and treated as one property. However, the taxpayer
may elect to treat separately operating mineral interests within a
single lease or acquisition. Where he does this he may have either
no combination, or one combination of mineral interests in that tract
or parcel of land. If lie has one combination, all other mineral in-
terests not in that combination are treated as separate properties.

Where the taxpayer has elected to treat separately some or all of
the operating mineral interests in a single lease or acquisition, and
subsequently finds or acquires new interests in that property, the new
interests, unless he elects otherwise, are to be treated as a part of the
combination, if there is a combination, or as separate properties if
there is no such combination.

The election to treat part or all of the operating mineral interests
in a lease or acquisition as separate properties must be .- ade at the
time of the filing of the return for the first taxable year beginning
after December 31, 1963, or if later, the first taxable year in which an
expenditure for the development or operation of the operating mineral
interest is made by the taxpayer after acquisition.

(c) (i) Unitization or pooling arrangernens.-As previously indicated,
a unitization or pooling agreement is to be an exception to the rule
stated above. A unitization agreement arises where two or more
taxpayers holding interests in separate tracts or parcels of land ex-
change their interests for an undivided interest in a larger area (either
by formal conveyances or cont rae.tial arrangement). Such an agree-
ment also arises where a taxpayer holding operating mineral interests
in several leases enters into an arrangement to pay the lessors royalties
based on an undivided share of the oil and gas from all the leases.
The bill provides that in these cases all of the operating mineral
interests of a taxpayer which participate in one of these unitization
agreements are to be treated as a single property without regard to
the rules specified above. This treatment applies to all compulsory
unitization agreemients required by State law and also to voluntary
agreements which meet both of the following two tests:

(1) The operating mineral interests must be in the same deposit
or two or more deposits, the joint development or production of
which is logical from the standpoint of geology, convenience,
economy, or conservation; and

(2) The operating mineral interests covered by the agreement
must be in tracts or parcels of land which are either contiguous or
in close proximity.

In making this determination under No. (1), tax benefits are not to be'
taken into account.

A special rule is provided in the case of unitization agreements
entered into in taxable years beginning before January 1, 1964. In
these cases, where for tle last taxable year beginning before 1964 the
taxpayer treated each interest as a separate property and if it is
determined by law that this was the proper treatment, then the tax-
payer may, if he so desires, continue to treat these interests as separate
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properties despite the fact that'they are in a unitization agreement.
(c)(ii) "Unscrambling" of basis.-In the past, because of tile "oper-

ating unit" rule, taxpayers have aggregated two or more separate
leases or acquisitions which under tie new ruf.,s provide d by this bill,
they must treat separately. This means that any basis for these
properties must be segregated or "unscrambled." In the great major-
ity of the cases, it is understood that thi3 will present no problem
because of the fact that the entire basis of tile prop erty involved has
already been written off by percentage depletion deductions. Hlow-
ever , for those where some basis still remains, tile bill provides two
rules, either of which may be followed in "unscrambling" the basis of
the operating mineral interests which for tile future must be treated
as separate properties. The first of these rules provides that anpy
basis may be divided among the separate properties in accordance with
the fair 'market value of each property. 'rie second rule provides
that taxpayers may take the adjusted basis of each property at the
time it was first included in an aggregation and adjust this basis down-
ward for adjustments reasonably attributable to the property so that
the total of these adjusted bases equals the adjusted basis of the former
aggregation.(c)(iii) Ejectimv date.-The amendments made by this provision
apply to taxable years beginning after December 31, 1963. This
does not involve any change in elections for those already covered
under the 1939 code rules (sec. 614(d)).

(d) Revenue efect.-It is expected that this provision will result in
an annual increase of revenue of $40 million.
82. Treatment of iron ore royalties (sec. 228 of the bill and secs. 631(c),

1231 (b), and 2 2 of the code)
(a) Present law.-Under present law, iron ore royalties give rise to

ordinary income; against this, however, a depletion deduction of 15
percent may be iaken.

In the case ot coal royalties, however, where the property has been
held over 6 months, preseit law provides that the excess of the amount
realized from the disposal of the coal, over tile adjusted depletion basis
ald tile expenditures attributable to making and administering tle
contract and in preserving tile economic interest retained in'the
contract, is to be treated as a capital gain. Where capital gain is
realized from coal royalties, no deduction is allowed for percentage
depletion or generally for the making and administering of the con-
tract or the preservation of the economic interest, in the contract.'

(b) General reasons for provision.--Your committee agrees with the
House that the tax treatment now available with respect to coal royal-
ties also should be extended to iron ore royalties as well. The capital
gains treatment was made available in the case of coal royalties in
part at least to encourage leasing, and therefore production, at a
time when the coal industry was facing strong competition from other
forms of fuel energy. Today, domestic iron ore production also

I Where the expenditures referred to above plus the adjusted depletion basis of the coal disposed of weed
the amount realized under the contract and are not used to offset other gains, a loss is allowed (if sorne Income
is realized under the contract).
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generally is decreasing. In recent years, for example, iron ore pro-
duction in the United States has been as follows:

Tkoueond* of

1050 ------------- = ----------------------------------------- 98, 045
1955 ----------------- ..-------------------.----------------- 103, 003
1958 .....-------------------------------- ------------------- 67, 709
1959 --------------------------------------------------------- 60,276
1960 ---------------------------------------------------------- 88, 784
1061 ---------------------------------------------------------- 71,320

Source: Department of Interior, Bureau of Mines, Minerals Yearbook.

The capital gains treatment provided by this bill should encourage
domestic leasing of iron ore properties to operators, and therefore
should improve the position of domestic iron ore production relative to
foreign production.

Your committee has modified the House bill, however, to limit the
capital gains treatment for iron ore royalties to domestic iron ore.
In addition, it has denied capital gains treatment for these royalties
where the person receiving the royalty and the person acquiing the
iron ore are related persons or are owned or controlled directly or
indirectly by the same interests.

(c) Gene'al ex plnatiown of provison.-The bill provides that, as in
the case of the disposal of coal, where iron ore is disposed of after being
held for more than 6 months by the owner under a contract in which the
owner retains an economic interest in the iron ore, the difference be-
ween the amount realized from the sale of the iron ore and certain
costs is to be treated as a capital gain. An amendment made by
your committee limits this treatment in the case of iron ore to that
mined in the United States.

The costs taken into account for purposes of determining the gain are
the cost of the pro erty itself (adjusted downward for any depletion
deduction taken plus expenditures in the taxable year for making and
administering the contract and the preservation of the economic
interest retained under the contract. However, where these expendi-
tures together with the adjusted basis of the property exceed the
amount realized under the contract and are not used t offset other
gains from the sale or exchange of "property used in the trade or busi-
ness," a loss is to be recognized Thus, the costs and expenses incurred
by the taxpayer are to decrease the amount received in determining
the amount treated as a capital gin.

The bill treats these iron ore royalties like coal royalties as "prop-
erty used in the trade or business. '  As a result, if the gains from iron
ore royalties plus the gains from bther "property used in the trade
or business" exceed the losses from the same type of property, the
gain is to be treated as capital gain.

In obtaining this capital gains treatment for the iron ore royalty
the lessor must forgo any depletion deduction with respect to his
property (although his adjusted depletion basis is taken into account
in computing his gain). In addition, he must generally forgo any
deductions for expenditures attributable to the making and adminnis-
teiing of the royZy contract and any expenditures attributable to the
preservation or his economic interest in this contract. The primary
exception to the denial of the deductions in this caee is where these
expenses plus the adjusted depletion basis for the irou ore disposed of
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exceed the royalty payments received and are not offset against other
gains. With respect to this excess, a loss is allowed.

The House bill provided in the case of iron ore, as in the case of coal
under present law, that the capital gains treatment is not to apply to
income realized by any owner as a coadventurer, partner, or principal
in the mining of the coal or iron. The word "owner" here means any
person who owns an economic interest in the coal or iron ore in place
including a sublessor. Your committee has added an amendment
which in the case of iron ore further restricts the availability of the
capital gains treatment. Under your committee's amendment, the
capital gains treatment will not be available where the owner of the
interest hi the iron ore and the gpoaator-are.rolated, or where the two
parties are owned or conaolled directly or inidrectly by the same
interests. "Relationship here is the same as the relationship which
would result in the 4efiial of a deduction for losses in the case of the
sale of property uqder section 267 or 7P7(b)...

The iron ore foy'this purposeis onsiered as being sold on The date
the iron ore is .thed. )

(c) (i) Effect date.--Ai amended byDyoUm; %mmittee, the capital
gains treatme tlrovidd by this rvisio i to appy amount re-
ceived or acue in taxableyea1 -1 63,.
attributable iron ore mined in' aI year begnni after dec m-ber 31, 1903.1 In the House bill,tl[ CalAtal gail t~amI~twudh

applied to a iron or d i t ab 'yea e ianingtfter De -
ber 31, 1963 ven gh am nt -er- e'uiv with respect to s ch
iron or6 in 'or taxable ears \-2•

(d) Reven)e effect.- his pr, ion is pec to, rult in an an ual
loss of reven e of $5 m ilion,/ "
88. Ineurance compan (mtualizats di8 utionapid in 196*

(8ec. 229(a) of the bill andee8. (d)(I¥ an4,809(g)(3)/of the
code) \e d ( 9g

(a) Present law.-The Life-nsuraYIncom ax Act

of 1959 provided a*bpecial rule where astock fife msura company
is Imutualized," or cnvrrted into a mutual life insure ce company
with a liquidating distribution being made to thg shareholders and
the remainder of the surpl usand reserves Wing'ield for the benefit
of policyholders in what then becomes a mutual company.

The 1959 act provided a special deduction for these liquidating pay-
ments to shareholders. To the extent of the excess of any gain from
operations for the year in question over the taxable investment in-
-come, a deduction *s allowed in computing the phase 2 tax of the
insurance company for amounts paid out in one of these liquidating
distributions to the shareholders. The distribution has to be under a
mutualization plan adopted before January 1, 1958. This deduction
in computing the phase 2 tax cannot result in ahy lower tax than if
the 1957 law had applied in the year in question. In addition, this
amount is treated as paid first out of capital and paid-in surplus, to
the extent of this capital and paid-in surplus, with the result that no
tax is likely to aiise under phase 3 of the life insurance company tax
in the case of these distributions.

The treatment described here was initially made available' with
respect to distributions in 1958 and 1959 but was subsequently (in
Public Law 87-59) extended to cover distributions in 1960 and 1961.

(b) Gmeneral reasons for the proV*'n--The attention of your com-
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mittee has been called to a case where a mutualization agreement was
entered into before January 1, 1958, and the final distribution pay-
ment was authorized in 1961 but the distribution of these payments
could not actually be made until 1962 because of the requirements of
the State law involved. Your committee believes that liquidation
payments made under these circumstances shoul be treated in the
same manner as in the case of the mutualization liquidating payments
made in prior years.

(c) General explanation of prouision.-For the reasons given above,
your committee has added an amendment to the bill providing that
the special liquidating distributions rules provided by present law
for the years 1958-61 under a nlutualization agreement entered into
before 1958 are also to apply to distributions in 1962. This will
enable the company to receive a deduction for this aniount (subject
to applicable limitations) in computing its phase 2 tax and also to
treat this amount for purposes of phase 3 as being made fir't out of
capital and paid in surplus, to the extent of such amounts, and only
after that, is a part of this amount to be treated ts a payinent first out
of the already tax-paid shareholders surplus account, to the extent
of the balance of this account, and only then from the policyholders
surplus account, withdrawals from which are subject to tax.

(c) (iEffective date.-The amendment made by this provision is
to apply to taxable years beginning after December 31, 1961.

(d) Revenue efect.-It is estimated that this )rovision will result
in a negligible loss of revenue for 1 year.
8/. Accrual of bond discount by certain insurance companies (sec. 229(b)

of the 6ill and sec. 818(6) and sec. 822(d)(2) of the code)
(a) Present law.-Under existing law, prior to Rev. Rul. 60-210

(1960-1 CB 38), mutual fire and casualty insurance companies and life
insurance companies amnortized premiums and accrued discount on
bonds purchased by them. In the case of State and local gr.vernment
bonds, these companies increased the amount of their deduction for
tax-exeml)t interest by the amount of discount accrued by them. This
ha(i the effect of treating discount in the same manner as tax-exeml)t
interest, without regard to whether tile discount was on the original
issue of tke bond or whether it grew out of subsequent fluctuations in
the market value of the bond.

Revenue ruling 60-210, issued May 31, 1960, draws a sharp dis-
tinction in tax treatment between "issue" discount and so-called
"market" discount on State and local government bonds. Under this
revenue ruling, in the case of issue discount, such discount continues
to be treated as in the nature of tax-exempt interest, and the deduction
for such interest continues to be increased by tie amount of is, ue dis-
count accrued each year. Market discount, on the other hand,
although required to be accrued by these companies, no longer is
allowed by tle Internal Revenue Service to increase the deduction for
tax-exempt interest. Thus market discount accrued by life iisurance
companies and by mutual fire and casualty insurance companies is
taxed as ordinary income.

Stock fire and casualty insurance companies on the other hanad, and
corporations gefidrally, are not required to accrue discount eitherr
that arising at the time of issue or market) on bends purchased
at a discount by them. Rather thesu corporations treat market dis-
count on both taxable and nontaxable bonds as capital gain (or loss)
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when the bond is sold or disposed of by them and treat original issue
discount on taxable bonds as ordinary income when it is realized.

The Revenue Act of 1962 further affected the tax treatment of
discount on bonds purchased by mutual fire and casualty insurance
companies (but not life insurance companies). Broadly speaking,
it was the purpose of that act to treat mutual fire and casualty in-
surance compares more nearly like stock fire and casualty insurance
companies for Federal income tax purposes. To accomplish this
objective, mutual companies were taxed under a modified total income
formula, which in effect converts accrued discount on bonds into an
underwriting deduction. This effectively takes market discount out
of the ordinary income tax base of these- mutual companies and
provides capital gain (or loss) treatment for market discount on both
taxable andnontaxable bonds when the bonds are sold or disposed of
by the mutual companies and treats original issue discount on taxable
bonds as ordinary income as it is realized upon disposition. This
treatment is identical to the treatment of discount by stock fire and
casualty companies and other corporations. However this treat-
ment under the 1962 Revenue Act does not apply to all mutual fire
and casualty insurance companies. Actually, it applies only to those
companies which are subject to the modified total income tax.

Therefore, small mutual companies (those whose gross investment
income, plus premiums, is between $150,000 and $500,000) which are
taxed only on their investment profits must continue to treat accrued
discount currently as ordinary income. In addition, life insurance
companies must treat this discount currently as ordinary income.

(b) General reasons for provisimons.-Your committee sees no reason
for treating market discount on bonds owned by life insurance com-
panies and by small mutual fire and casualty insurance companies as
ordinary income when all other corporations, including all other
insurance companies, are allowed capital gain treatment for such
discount. Moreover, when the tax treatment of bond discount varies
depending upon the type of business the bondholder may be engaged
in, it is difficult for the bond market (particularly in the case of State
or local government securities) to function normally, since the after-tax
earnings on the bond will not be uniform.

Moreover, your committee desires to bring stability to an area of
the tax law that has been unsettled since 1960. From 1942 until
1960 there was little question but that discount on tax-exempt bonds
held by life insurance and mutual fire and casualty insurance com-
panies regardless of the source of the discount, was tax exempt. In
190 h owever, the market portion of discount on such bonds was
held by the Internal Revenue Service to be taxable as ordinary income.
In 1962 larger mutual fire and casualty insurance companies (but
not the smaller mutual fire and casualty companies and not life insur-
ance companies) were provided capital gains treatment on their
market discount. Under your committee's bill in the future, market
discount on bonds held by insurance companies and other corporations
will be taxed alike; that is, as capital gain when the bond is sold or
redeemed.

(c) General explanation O $rovimon.-This amendment provides
that for taxable years beginning after December 31, 1962, market
discount received by an insurance company will be taxed as a capital
gain. This conforms the treatment of this discount in the case of

27-814---04-----9
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life insurance companies and small mutual fire and casualty coim-
panies with that presently accor(led stock fire and casualty coin-
panies, and the larger mutual fire and casualty companies (under the
Revenue Act of 1962) ani corporations generally.

In the case of original issue discount, the aniendment conforms the
treatment l)y sinal mutual fire and casualty companies with tie
treatment of original issue discount received by stock fire and casualty,
and larger mutual fire and casualty companies (under the Reveeitie Act
of 1962). Under the amnendient, this discount will 1)e reported as
ordinary income when it is realized ulion disposition.

Life insurance coi Ml)anies, however, would continue (as under
present law) to accrue original issue discount currently on both taxable
and tax-exempt bonds.

(c)(i) E effective date.-T'l'he amendlnents made hy this provision are
to apply to taxable years beginning after l)ecember 31, 1962.

(d) Ievenue effect.-This )rovision is exp5 e tel to result in a negli-
gible loss in revenue.
35. Contributions by certain insurance companies to qualified pension,

etc., plans (see. 229(c) of the bill and sec. 882(c)(10) of the code)
Under the Internal Revenue Code of 1939, deductions for contribu-

tions of an eml)loyer to an employees' trust or annuity plan and comi-
pensation under a deferred payment plan were allowed under the same
section (see. 23(p)) as most other deductions from gross income. In
the rearrangement made in the 1954 Code, however, the deduction
for these contributions was transferred over to the subchapter relating
to deferred compensation and pension, l)rofit sharing, stock bonus
plans, etc. However, the 1954 Code in the case of casualty insurance
companies in providing for trade or business deductions, refers to
dleductios in part VI of subchal)ter B, relating to itemized deductions
for individuals and corporations unintentionally omitting the refer-
ence to section 404 wherein the deductions for contributions to
qualified )ension, etc., plans is provided wider the 1954 Code.

To remove this clerical error in the 1954 Code, and to make it clear
that deductions are allowed for contributions to a qualified pension,
etc., trust in the case of these casualty insurance companies, your
committee has added a l)rovision to the bill containing an appropriate
cross-reference to obtain this result. Thus, section 832(c)(10) of the
code is amended by making specific reference to section 404 and fol-
lowing, which are the provisions relating to pension, profit sharing,
stock bonus plans, etc.

The amendmnent mnare by this provision is to apply to taxable
years beginning after December 31, 1953, and ending after August 10,
1954.
36. Regulated investment companies: Time for mailing certain notices to

shareholders (see. 080(a) of the bill and secs. 852-855 of the code)
(a) Present law.-Under present law, companies may qualify as

"regulated investment companies" if they meet certain tests set forth
in the statute. In general, to qualify for this status, the bulk of a
company's income must be derived from dividends, interest, and gains
on te sale of stock or securities. In addition, to receive this treat-
ment, a substantial portion of the company's assets must be in diversi-
fied stock investments rather than being concentrated in the stock of a
single or a few companies. Where a 'company qualifies as a regulated
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investment company, if it distributes at least 90 percent of its invest-
ment company income (excluding net long-term capital gains), then
the company is taxed only on its undistributed income.

In addition, certain features of the tax law which generally would
be al)plicable only to the company receiving the income, in the case of
a "regulated investment company" nay be passed through to its
shareholders. In each of those cases, tie present provisions of the
Internal Revenue Code provide thitt the shareholder must be given
notice with respect tA these special tax features within 30 days after
the close of the regulated investment company's taxable year.

(b) General reasons for pronision.-This provision increases from
30 to 45 days after the close of a regulated investment company's
taxable year the time accorded it for giving notices to its shareholders
with respect to these special tax features. Your committee believes
that the allowance of this additional 15-day period is deirable be-
cause the regulated investment companies have had difficulties in
getting out their notices within the 30-day period. Moreover, since
individuals generally are not required to file their individual income
tax returns until the 15th (lay of the 4th month (rather than the 15th
day of the 3d month of the year as at one time was the case) provision
of this additional time for the regulated investment companies to
submit these reports to their shareholders still leaves the shareholders
with 2 months after the receipt of the notices before their tax returns
need to be filed.

(c) General explanation of proviion.-The various tax features with
respect to which the regulated investment company under this bill is
to be given 45 rather than 30 days after the end of the year for notice
to its shareholders are as follows:

1. Under present law, dividends paid to shareholders of a regulated
investment company may be designated as capital gain dividends to
the extent of tihe excess of the not long-term capital gain of the regulated
investment company over its net short-term capital loss (but only to
the extent these amounts are paid out). In the case of these dividends,
the company pays no tax but the shareholder includes the dividend in
his income ts a long-term capital gain. In this case, the company is
to have until 45 days after the end of its taxable year to notify its
shareholders as to the amount of the dividend (see. 852(b)(3)(C)).

2. As an alternative to actually distributing net long term capital
gains, a regulated investment company can report such capital gains
and pay a 25-percent tax on this income. Then the shareholder may
include his share of these capital gains in his income as long term
capital gain and claim a tax credit for tile tax paid by the regulated
investment company. For this treatment to be available, the com-
pany must designate within 30 days after the close of the taxable year
the amount to be so treated by each shareholder. This provision
increases this period of time to 45 days (see. 852(b) (3) (D)(i)).

3. Present law provides that where more than 50 percent of the
value of a regulated inv ostment company's assets consist of stock or
securities in foreign corporations and certain other tests are met then
the regulated investment company may elect to treat as distributed
to its shareholders any income, war profits, and excess profits taxes

*aid by it to a foreign country (or a possession of the United States).
Where the company so elects, the shareholders of the company include
the amount of these foreign (or possession) taxes in their income and
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then either claim a deduction or foreign tax credit for these amounts.
For this treatment to he available, notice nuitst be mailed to the share-
holders not later than 30 days after the close of the company's taxable
year. The provision changes this 30-day period to a 45-day period
(sec.. 853(c)).

4. Existing law provides that where less than 75 percent of a regu-
lated investment company's gross income represents dividend income,
then the shareholder receiving a dividend from the regulated invest-
mont company is to treat the amount lie receives its a dividend only
in the ratio which the company's dividend income represents of its
total gross income. Present law provides that a regulated investment
company must supply its shareholders with written notices indicating
how much of its income in these cases is to be treated as dividends.
This written notice must be supplied the,shareholder within 30 days
of the close of the company's taxable year. This provision changes
the 30-day period to a 45-day period (sec. 854(b) (2)).

5. Existing law provides that income may be treated as paid out
in the year earned if a regulated investment company declares a
dividend before the time specified by law for filing of its return for
the year in question and distributes this dividend to its shareholders
not Tater than at the time of the first regular dividend payment after
the declaration. (The shareholder in such eases may take tho income
into account in the taxable year in which he receives the distribution.)
For the dividends to be considered as paid out in the earlier year,
notice under existing law with respect to such dividends must be made
to the shareholders not later than 30 (lays after the close of
the taxable year in which the distribution of the dividends is made.
This provision changes the 30-day period to a 45-day period (sec.
855(c)).

(c)(i) Effective date.-The changes in the filing dates referred to
above are to apply to taxable years of regulated investment companies
ending on or after the (late of enactment of this bill.

(d) Revenue effect.-It is expected that this provision will have no
effect on revenues.
87. Regulated investment companies: Redemptions by unit investment

trusts (see. 280(b) of the bill and sec. 852(d) of Ae code)
(a) Present law.-Present law provides that mutual funds are to

be treated for Federal income tax purposes as "regulated investment
companies"." To qualify for this treatment the corporations involved
must have widely diversified investments largely consisting of stocks
or bonds. Ninety percent or more of their ordinary income must
also be paid out to their shareholders. Such corporations, however
pay tax on their net long term capital gain to the extent such capital
gain is not distributed to the shareholders.

In some cases what are sometimes called unit investment trusts are
also associated with a mutual fund. These unit investment trusts
receive periodic payments from individuals and invest these funds
usually in the stock of a single mutual fund. Under present law
these unit investment trusts are themselves also classified as regulated
investment companies.

(b) General reasons for prorisio.-A problem has arisen under
present law where one investor liquidates his interest in one of these
unit investment trusts. In such a case if the trust sells stock which it
holds to make the liquidating distribution and the proceeds from the
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sale are distributed to one investor it is possible to argue that the
distribution is a "preferential dividend" (as defined in sec. 562(c))
and that for this reason it does not result in a dividend. paid deduction
for this amount to the trust (but only to the extent of the inve9tor's
allocable share of the gain). This would therefore result in a tax on
the capital gain to the trust although it retained none of the capital
gain in its possession.

(c) General explanation of provisio.-'To meet the problem described
the bill provides that in the case of a redemption by the trust of the
investor's stock (in whole or in part) the redemption will not be con-
sidered as preferential dividend. This amendment is not intended to
have any effect on the law prior to the effective date of this provision.

(c)(i) EFective date.-This amendment applies to taxable years of
regulated investment companies ending after December 31, 1963.

(d) Revenue effect.-It is expected that this provision will have a
negligible effect on revenues.
88. Foreign tax credit with respect to certain foreign mineral income

(sec. 231 of the bill and sec. 901(d) of the code)
(a) Present law.-Under present law, citizens of the United States

and domestic corporations may treat foreign income, war profits, and
excess profits taxes paid or accrued to a foreign country as a credit
against their U.S. come tax otherwise Payable. In addition to
taxes paid directly by a U.S. taxpayer, domestic corporations are
allowed a credit for foreign taxes paid by 10-percent-owned first tier
foreign subsidiaries and by second tier foreign subsidiaries if 50 percent
of their voting stock is owned by a 10-percent-cwned first tier foreign
subsidiary. Similar tax credits are allowed if so-called "tax haven"
income is included in the gross income of a domestic corporate share-
holder (under sec. 951).

Foreign taxes which may be allowed as a credit against U.S. tax are
limited to the same proportion of the U.S. tax against which the credit
is taken as the income from sources within each foreign country (the
"per country" limitation), or alternatively all foreign countries (the
"overall" limitation), bears to the entire taxable income of the tax-
payer. Thus, if foreign tax on foreign source income of the taxpayer
on a per-country or overall basis is equal to, or less than, the U.S. tax
resulting from including the foreign source income in taxable income
the entire foreign tax is allowed as a credit. Except in the case of
interest income which is not related to the taxpayer's foreign opera-
tions, computations of foreign and U.S. taxes on foreign source incomP,
for purposes of the limitation on the foreign tax credit, are made with-
out regard to the type of activity from which the income is derived.
To the extent the foreign taxes on foreign source income exceed the
U.S. income tax applica]le to the same income, the excess foreign tax
may be carried back 2 years and forward 5 years and be used as a credit
against U.S. tax in those years to the extent the foreign tax credit limita-
tion for these years exceeds the foreign tax credit otherwise allowable.
(b) General reasons for prov'ision.-Under present law, U.S. tax-

payers who extract minerals in foreign countries are allowed a deduc-
tion for percentage depletion in computing their U.S. income tax.
Because of the allowance by the United States of percentage depletion
to the mineral-producing industries, the U.S. tax payable on these
operations is often lower than the foreign tax payable on the income
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from the same operations. Although the rates of tax generally in tile
foreign country in which the mineral is extracted are not likely to be
higher than ours, the fact is that they frequently do not allow a deduc-
tion for percentage depletion or grant it at a lesser rate than does the
United States. To the extent foreign tax paid or accrued on foreign
income derived from the extraction of minerals from mines, wells, or
other natural deposits exceeds the U.S. tax on the same income, the
excess foreign tax, under present provisions relating to the allowance
of foreign tax credits, is available as a cre(lit against U.S. tax otherwise
payable on foreign source income from unrelated activities of the
taxpayer in the sane or other foreign countries.

'Io prevent continuance of this benefit, which is available only to
U.S. taxpayers who are engaged in the business of operating foreign
mines, wells, and other natural deposits, your committee has provided
that excess foreign tax (redits which are attributable to the allowance
of percentage, rather than cost, depletion by the United States shall
not be allowed as a tax credit against U.S. tax otherwise payable on
the income from taxpayer's nonmineral foreign activities. For this
pUrpose, however, the taxpayer's mineral income is to include income
From refining, distribution, and retail sales of the mineral products
as well as their extraction. This is set forth in more detail below.
Treating these related activities in this manner is necessary to enable
these companies to maintain their present competitive position with
others engaged in mineral extraction abroad. On the other hand,
however, since the foreign tax credit cannot offset income from do-
mestic sources, this will have no effect on domestic production.. (c) General explanation, of protision.-For purposes of computing
foreign tax credits available to a U.S. citizen or domestic corporation
who claims a deduction for percentage depletion, your committee's
bill requires a taxpayer to dividee his income into two parts: first
"mineral income" from sources without the United States, and
secnnd, income from all other sources.

For purposes of this provision, the bill defines "mineral income" as
incorne derived from the extraction of minerals from mines, wells, or
other natural deposits, income from the processing of such minerals
into their primary products, and income from the transportation,
distribution, and sale of the primary products derived from the
mineral or of the mineral itself. Thus, for example, 4n integrated oil
company would treat its entire income from the production of oil,
income attributable to the refining of crude oil into gasoline, income
from the distribution of gasoline to marketing outlets, and its income
from retail sales of gasoline as mineral income. Similarly, income
from the refining, distribution, and marketing of fuel oil by the tax-
payer would also be treated as mineral income for this purpose,
whether or not the oil sold was extracted by the taxpayer. However,
income attributable to the manufacture, distribution, and marketing
of petrochemicals is not to be treated as mineral income since your
committee does not consider them to be primary products of oil. In
addition to treating certain operating income as mineral income, tax-
payers are permitted to treat dividends from corporations in which
they own 5 percent or more of the voting stock as mineral income to
the extent the dividend is attributable to mineral activities of the
payor corporation. However, this rule only applies if the dividend is
treated as income from sources without the United States for income
tax purposes. Thus, for example, if a domestic oil company receives
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a dividend from a foreign oil pipeline company in which it owns more
than 5 percent of the voting stock at the time of the distribution, the
domestic company may treat the dividend as "mineral income."
The bill also provides that a taxpayer may treat the portion of his
distributable share of income of a partnership as mineral income to
the extent it is derived from foreign mineral activities of the
partnership.

Once the income of a taxpayer is divided into the mineral and non-
mineral categories, your committee's bill results in a disallowance of
foreign taxes as a credit against U.S. tax to the extent the excess of
foreign tax over U.S. tax on the mineral portion of the taxpayer's
income is attributable to the allowance of percentage, rather than
cost, depletion for U.S. income tax purposes. Under t is rule, foreign
and U.S. taxes may be compared on the foreign mineral income of tie
taxpayer as a whole under the overall limitation, or they may be
compared on a per country basis. However, if a foreign tax is dis-
allowed under this provision in the year paid or accrued, it is not
permitted to be treated as a carry back or a carry forward to another
taxable year.

This provision does not affect taxpayers who do not claim percentage
depletion on income from extraction of foreign minerals. Moreover,
it does not affect taxpayers who claim percentage depletion on such
income for Federal income tax purposes if the foreign tax allocable to
their foreign mineral income is equal to or less than the U.S. tax
applicable to the same income assuming the taxpayer used cost, rather
than percentage, depletion for U.S. tax purposes.

(c) (i) Effective date.--This provision applies with respect to the
computation of foreign tax credits for taxable years beginning after
December 31, 1963.

(d) Revenue. effect.-This provision is expected to result in a negli-
gible increase in revenues.
89.. Sale of residence by employee (sec. 282 of the bill and sec. 1003 of the

code)
(a) Present law.-Under present law, amounts received by trans-

ferred employees from their employers in reimbursement of "losses,"
selling commissions, and legal fees incident to the sale of a principal
residence have been held to be as ordinary income. Harris W.
Brddley, 39 T.C. 652 aff'd 324 F. 2d 610 (4th Cir. 1963).

Prior to the Bradiley opinion the treatment of these reimbursements
was governed by a 1947 opinion of the Tax Court which treated the
reimbursed amount as part of the selling price of the old. residence
(Schairer, 9 T.C. 549). This had the effect of providing capital gains
treatment on the reimbursed amount if there was an overall gain on
the sale and if the proceeds were not reinvested in a new residence.
If, on the other hand, there was a loss on the sale of the old residence,
the reimbursement received from the employer was not taxed.

(b) General reasons for provisions.-Your committee believes that
treating reimbursements for selling expenses and "market value
losses" as part of the proceeds from the sale of the old residence if the
sale occurs because of an employee's transfer to a new place of work
recognizes the practical effects' of the transaction and treats the
employee much as if he had not been required to sell his home under
forced circumstances.These transfers may be for the convenience of the employer, not the
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employee, and they often occur unexpectedly. In these cases the
employee may be unable to sell his residence on a normal market but
must dispose of it promptly, often when market conditions are most
unfavorable. In many cases all employer may transfer a great many
of his employees at one time. This may have a depressing effect. on
the home market for which the employer is largely responsible, and
his reimbursements of his employees' selling expenses is only equitable.

Your committee believes that in a case of this type the employees
are likely to derive no economic advantage from the reimbursements
from their employers and that as a result it is unfortunate to treat
these reimbursements as compensation.

(c) General explanation of proviions.-For these reasons, your
committee's bill treats reiinb ursements received by employees from
their employers for selling expenses and market value losses arising
from the "forced" sale of their residence (within a limited period from
the employee's transfer to a new place of work) as an additional
amount realized on the sale of the old residence. The provision
limits the amount of reimbursement which may receive this treatment
to the lesser of (A) the sales differential, or (B) 15 percent of the gross
sales price of the old residence. "Sales differential" for this purpose
means the amount by which (A) tile appraised value of the old resi-
dence exceeds (B) the gross sales price of the old residence, reduced
by the selling commissions, legal fees, and other expenses incident to
tfie transfer of ownership of the old residence. In no event, however,
is the appraised value, for purposes of (1) above, to exceed the fair
market value of the old residence.

The bill further provides that this. treatment is to apply only where
the employee sells his house during the "forced sale" period; that is, the
period beginning 90 days before and ending 180 days after the date on
which he commences work as an employee at his new principal place
of work. In addition, for the new rule to appl , the employee's
commuting distance must, as in the case of the deduction for moving
expenses under section 213 of the bill, be increased by at least 20
miles. This prevents the provision from applying to purely local
moves. Finally, tile individual receiving the reimbursement must
have been an employee of the reimbursing employer for at least 6
nionthis prior to the transfer.

(c)(i) Iltustrations.-The following illustrations indicate the opera-
tion of this new provision in cases where the proceeds from the sale
arc not reinvested in a new residence and compares the result under
the new provisions with the tax consequences under the Bradley
decision.

Illustrations of provision

Case A Cas B Case C

Gross sales price of old residence .............................. $30,000 $30, 000 $30,000
Real estate commit ion ................................... 1,800 1,800 1,800
Legal fees incident to closing .............................. 200 200 200

Amount of reimbursement by employer ....................... 2, 000 5,000 3,000
Average of appraisals of old residence ........................ 30,000 33,000 31,000
Fair market value of old residence ....................... T.. 30,000 33,000 30,000
Cost of old residence .......................................... 20,000 33,000 30,000
Tax consequences:

i. Sec. 232:
(a) Ordinary income ............................... 0 500 1,000
(b) Capital gain .................................... 10,000 0 0

2. Existing law, Pradley decision: t
(a) Ordinary income .............................. 2, 000 5, 8O ,000
(6) Capital gain ................................ 8, 000 0 0
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. Case A indicates that where a residence is sold for its full value
(which exceeds its cost), reimbursements received by the transferred
employee for selling cominissions and closing costs serve to increase
the amount of capital gain otherwise realized on the sale.

Case B shows the application of the 15-percent limitation in a
situation involving a loss based upon both fair market value and the
employee's cost. In this case $500 of. the reimbursed amount (the
portion of the $5,000 reimbursement in excess of 15 percent of gross
selling price) is not considered part of the amount realized on the sale.

Case C shows the fair market value limitation. Here, the old
residence was sold for its value (which equaled its cost), but the
employee was reimbursed $1,000 for a "loss" he did not incur. Under
the provision, this $1,000 is not considered part of the amount realized
on the sale.

(c) (ii) Effective date.-The amendment made by this provision shall
apply to reimbursements received with respect to sales contracts en-
tered into after December 31, 1960, in taxable years ending after such
date.

(d) Revenue effect.-This amendment is expected to result in a
revenue loss of $45 million in a full year of operation.
40. Dispositions of depreciable real estate (see. 238 of the bill and sec.

1250 oJ the code)
(a) Present law.-Under present law, taxpayers may take deprecia-tion on real property (other than land) used in a trade or business

or held for the production of income. The depreciation methods
available are the same as those applying to tangible personal property.
They include (1) straight-line depreciation; (2) 150 percent declining
balance depreciation; (3) double-declining balance depreciation; (4)
sum-of-the-years-digits depreciation; and (5) any other consistent
method of depreciation which does not during the first two-thirds
of the useful life of the property result in greater depreciation than
under the double-declining balance method. The 150-percent de-
clining balance method is- available with respect to used real property
only under certain circumstances. The last three methods of depreci-
ation referred to are available only for property with a useful life of
3 years or more and only if the property was new property in the
hands of the taxpayer.

The depreciation is allowed as a deduction against ordinary income.
As the depreciation deduction is taken the cost or other basis of the real
property is reduced by a like amount. If the property subsequently
is sold, any gain rea ized on the difference between the sales price
(adjusted downward for selling expenses) and the adjusted basis
of the property is taxed as a capital gain if the total transactions in
depreciable property and certain other property (referred to in sec.
1231) result in a gain for the year involved. On the other hand,
where the aggregate of these transactions results in a loss, the net
loss is an ordinary loss.

(b) General reasons for proviions.-Since the depreciation deduc-
tions are taken against ordinary income while any gain on the sale
of the property is treated as a capital gain, there is an opportunity
under present law in effect to convert ordinary income into capital
ga.This occurs whenever the depreciation deductions allowedre-
d the basis of the property faster than the actual decline in its
value.
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Congress in the Revenue Act of 1962 recognized tile existence of
this same problem in tile case of gains from tie disposition of depre-
ciable machinery and other personal property. In that act, the
Congress provided that any gain realized on the sale of these assets
in the future would be ordinary income to the extent of any del)recia-
tion deductions taken in 1962 and subsequent years with respect to
the property.

In the case of real estate, this problein is magnified by the fact that
real estate is usually acquired through debt financing and the deprecia-
tion deductions allowed relate not only to the taxpayer's equity invest-
ment but to the indebtedness as well. Since the depreciation deduc-
tions relate to the indebtedness as well as the equity in the property,
this may permit the tax-free amortization of any mortgage on the
property. As a result in such cases there is a tax-free cash return
of a part of the investment which may in fact enable the taxpayer to
show a loss for several years which lie may offset against income for
tax purposes.

In 1962, Congress did not include real l)roperty in the recapture
provision applicable to del)reciable personal prol)erty because it,
recognized the problem in doing so where there is an al)l)reeiable rise
in the value of real property attributable to it rise in the general price
level over a lon g period of time. The bill this year takes this factor
into account. It makes sure that the ordinary income treatment is
applied upon the sale of the asset only to what may truly be called
excess depreciation deductions. It (oes this first by providing that
in no event is there to be a recapture of depreciation as ordinary in-
come here the property is sold at a gain except to the extent the
depreciation deductions taken exceed the deduction which would have
been allowable had the taxpayer limited his deductions to those avail-
able under the straight-line method of depreciation. Secondly, a
provision has been added which in any event tapers off the proportion
of any gain which Will be treated its ordinary income so that it dis-
appears gradually over a 10-year holding period for the real estate.
As it result, un(r the bill, no ordinary income will be realized on the
sale of real estate held for more than 10 years.

(c) General explanation of provison.-n view of the considerations
set forth above, the House and your committee have amended present,
law to provide that when depreciable real estate is sol after December
31, 1963, in certain cases a proportion of any gain realized upon the
sale of the property is to be treated as ordinary income; that is, previous
depreciation deductions against ordinary income are to be "recap-
tured" nom the capital gains category.

The bill accomplishes this result by treating as ordinary income a
certain percentage of what is called "additional" depreciation or the
amount of gain realized on the sale of the property, whichever is
smaller.' Generally, the "additional" depreciation referred to here is
that part of the depreciation deductions which exceeds the depreciation
deductions allowable under tile straight-line method. The deprecia-
tion deductions taken into account, however, are only those 'aken
after December 31, 1963. Thus, they are the excess of any de.)recia-
tion deductions taken under the double-declining balance method,
I This provision aso apples to certaIn disposltions where there Is not a sale or exchange. Therefore, the

bill refers not only to the excess of the amount reallted over the adjusted basis of the property but also, so
that the provision will apply to them dispositions which Are not sales or exchanges, It refers to the excess of
the fair market value of the property over Its adjusted basis.
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sum-of-the-years-digits method, or other method of rapid deprecia-
tion, over the depreciation which would have been taken under the
straight-line method. In the case of property held for 1 year or less,
however, the deductions recaptured are to include not only the excess
over straight-line depreciation, but rather the entire depreciation
deductions taken.

The bill limits the depreciation recapture to the excess over straight
line depreciation because it is believes that only to this extent could
the depreciation taken appropriately be considered in excess of the
decline in the value of the property which occurs over time. If a
gain still occurs, it is believed that this is attributable to a rise in
price levels generally rather than to an absence of a decline in the value
of the property. The portion representing the rise in value is com-
parable to other forms of gains which quite generally are treated as
capital gains. Moreover, it is believed that when the property is
held for an extended period of time, 'ains realized on the sale or other
disposition of the property are more-likely to be attributable to price
rises generally than to an excess of depreciation deductions. For that
reason, the bll also tapers off over a 10-year period the proportion of
the additional depreciation (or gain where smaller) which is to be
treated as ordinary income upoi the sale of the property.

This is accomplished by providing that the additional depreciation
(or gain if smaller) which otherwise would be treated as ordinary in-
come is to be decreased by 1 percentage point for each full month the
property is held in excess of 20 full months. Thus, the amount which
will be treated as ordinary income in the case of property held for t
full 21 months would be 99 percent (the applicable percentage) of the
amount which otherwise would-be so treated. This decreases 1 per-
cent for each succeeding month the property is held until the applicable
percentage decreases to zero for property held for 10 years or more.

The property which is to be given the type of treatment described
above is depreciable real property other than real property which is
eligible for the investment credit. Such property is already subject
to the recapture rule provided by section 1245 which generally aplies
to tangible personal property. The types of real property, therefore,
which are not subject to this provision are property other than build-
ings or structural components which are used as an integral part of
manufacturing, production, or extraction, or of furnishing transpor-
tatioil, communications, electrical energy, gas, waters or sewage
disposal services or represent research or storage facilities used in
connection with these activities. Examples of the types of real
property which, therefore, are not included under this provision are
railroad track and bridges and blast furnaces.

This provision applies only to the additional depreciation allowed or
allowable. Consequently, the enactment of this provision is not
intended to affect the question of whether all or any part of a claimed
deduction for depreciation is in fact allowable. For example, since
in the year real property is sold the actual value of the property is
known it has been held that depreciation deductions should not be
allowed to the extent they reduce the adjusted basis of the property
below the actual amount realized. This provision, in providing for
ordinary income treatment for certain additional depreciation, is not
intended to affect this holding.

(c)(i) Substantial improvement.-Because the percentage of addi-
tional depreciation (or gain, if smaller) decreases after the first 20
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months by 1 percent a month, it is necessary to determine when
property has been acquired. This presents a special problem where
real estate already held is substantially improved. To consider the
substantial improvement as being held for the same period as .the
original investment in the property would mean that where property
has been held for 10 years or more there would be no ordinary income
arising with respect to substantial improvements, even though these
improvements might have been made within the last few years. To
prevent avoidance of the ordinary income treatment provided by this
provision, the bill defines a "separate improvement" which is treated
as a separate element for purposes of determining the amount treated
as ordinary income upon the sale or exchange of real property. Appre-
ciation which may be treated as ordinary income is dividedup among
the separate elements in accordance with the additional depreciation
deductions with respect to each element. 1

A separate improvement is intended by the bill to be only an im-
provement which is of a substantial nature. Lesser improvements
are treated as if they were a part of the original structure and do not
take a new, or separate holding period for purposes of determining
the proportion of the additional depreciation (or gain, if smaller)
treated as ordinary income. As a result, separate improvements are
defined under the bill as arising only where the cost of the improve-
ments in question is greater than the largest of the following three
amounts-

1. 25 percent of the adjusted basis of the property;
2. 10 percent of the original cost of the property plus the

cost of any improvements made prior to those being considered
here less the cost of retired components; or

3. $5,000.
These tests are applied over a 3-year period. Thus, if improve-

ments made in any 3-year period increase the adjusted basis of the
property before that period by 25 percent or more or exceed the
amount specified under the other tests if larger, then this entire
amount will be treated as a separate improvement. The 25-percent
adjusted basis test in this case is expected to be the principal test
applied; however, the 10-percent test will prevent a relatively moderate
improvement in a fully, or almost fully, depreciated building from
being classified as a substantial improvement. The $5,000 limitation
is intended as a de minimis rule below which no aggregate amount in
a 3-year period would be treated as a substantial improvement.

In applying the above test for determining whether an improvement
is to be treated as substantial, improvements in any one of the 3
years are to be omitted entirely if they do not amount to at least
$2,000, or 1 percent of the original cost of the property plus the cost
of any improvements previously made (less the cost of retired com-
ponents), whichever is the greater. As in the case of the $5,000
limitation, which applies over the 3-year period, these exceptions
are designed as a do minimis rule to make it unnecessary to treat as
separate improvements rel etively minor improvements made in any
one of the 3 years which may be involved in the computation in
question.

In the future additional depreciation allowed over straight line
depreciation is to be subject to recapture not only in the case of the

I In addition to the separate Improvements, the bill also treats as separate elements units of real property
which were placed In service at different times before Initial completion of the building.
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double-declining balance and .other forms of rapid depreciation avail-
able only in the case of new property, but also the excess over straight
line depreciation is to be recaptured in the case of depreciation, such
as the 150-percent declining balance depreciation which presently is
permitted with respect to used real property under certain
circumstances.

(c) (ii) Disposition where ordinary income is recognized.-Ordinary
income under the bill is recognized not only in the case of the sale or
exchange of real property but also in the case of all other types of
dispositions unless a specific exception is provided. Thus, as m the
case of the provision enacted in 1962 in connection with tangible
personal property, this provision may result in the recognition of
ordinary income even though capital gain might not otherwise have
been realized at the time of such a disposition. The bill provides
seven general categories of exceptions, however, where dispositions are
not to result in the recognition of any ordinary income.

The first exception is for gifts. Thus, the making of a gift for this
purpose will not be a taxable event. However, the depreciation
deductions of the donor in such a case are carried over to the donee.
As a result, if the donee subsequently sells the real property, there
may be ordinary income recognized by him as a result of depreciation
deductions taken by the donor. The donee in such a case, however,
will receive the benefit of the holding period of the donor. The
effect, therefore, of this is to treat the donor and donee for purposes
of this provision as if they were one person, with the result that
upon the subsequent sale by the donee of the property, the same
amount (if any) will be treated as ordinary income as if the donor held
the property throughout the entire period. Similarly, in determining
the percentage decrease in total gain to be taken into account as
ordinary income, the holding period of both the donor and the donee
is taken into account. This, of course, means that a smaller pro-
portion of the gain will be treated as ordinary income than would
be true if only the donee's holding period were used for this purpose.

In the case of real property which is given to a charitable organiza-
tion, although no income is realized by the donor at the time of the
gift, thebill provides that the amount of the charitable contribution
deduction he may receive is reduced by the amount which would have
been treated as ordinary income had the real property been sold at its
fair market value (amendment to sec. 170(e)). This conforms with
the treatment provided in 1962 by Congress with respect to tangible
personal property contributed to a charity.

A second exception to the recognition of ordinary income upon
the disposition of real property is provided in the case of transfers
at death (except where the sale has occurred before death, in which
case the amount is treated as income with respect to a decedent under
sec. 691). In this case, however, there is no carryover of the income
potential of the depreciation deductions to the decedent's devisee
or heir.

A third category of exceptions to the recognition of ordinary income
is provided in the case of a series of transactions which generally are
tax free and in which the basis of the real property is carried over
from the former to the new owner. However, in these transactions
where there is any gain recognized because the exchange is accom-
panied by "boot" (i.e., money or its equivalent) then to the extent of
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this gain, ordinary income may be recognized or to the extent of the
applicable percentage of the additional depreciation deductions if
smaller. The tax free transactions referred to relate to those occurring
upon the complete liquidation of a subsidiary (sec. 332); in the case of
a transfer for stock or securities to a corporation controlled by the
transferor (see. 351); in the case of a transfer of property by a corporation
which is a party to a reorganization in pursuance of a plan of reorgani-
zation solely for stock or securities in another corporation also a
party to the reorganization (see. 361); and in the case of reorganiza-
tions in certain receivership anad bankruptcy proceedings (sees. 371(a)
and 374). Also included in the sarne category are contributions of
real property to a partnership in exchange for an interest in the part-
nership, anddistributions by a partnership of real property in partial
or complete li uidation of an interest in the partnership (but in this
respect, see the special partnership treatment described below).
Under the bill, however, there will be a recognition of ordinary income
where there is a contribution of depreciable property to a tax exempt
organization (other than an exempt farm cooperative) in exchange for
stocks or securities in the exempt organization. Recognition of gain
in this case, as in the case of tangible personal property in th provision
added last year, is provided because a disposition of the property by
the exempt organization ordinarily would escape the realization of the
ordinary income with respect to these deductions.

A fourth category of exceptions is provided in the case of so-called
like-kind exchanges of real property used for production or investment
and for involuntary conversions. In exchanges of these types, the
ordinary income recognized is in general limited to any appreciation in
value attributable to depreciable real property which is not reinvested,
after the exchange or involuntary conversion into other depreciable
real property. Thus, ordinary income will be recognized to the extent
of the additional depreciation, decreased according to the holding
period involved, or by the following amount of appreciation, whichever
is the smaller. First, to the extent that the exchange or conversion
results in actual gain being recognized, this will be treated as ordinary
income under the general rule. Second, this gain will be increased by
stock purchased in a corporation even though under the involuntary
conversion provision this generally would not result in the recognitionof gain. This amount is treated as potential ordinary income since
any subsequent sale of the stock does not represent the sale of a
depreciable asset and, therefore, it would not be possible in this event
to recapture the depreciation. Third, to the extent of any remaining
appreciation represented by real property, ordinary income is recog-
nized to the extent this unrealized appreciation cannot be included in
the basis of the newly acquired real property. Under this provision,
the newly acquired real property will, upon its sale or other disposi-
tion, give rise to the same ordinary income, decreased according to
the holding period for the newly acquired property, as would the
previously held real property (except to the extent that ordinary
income was recognized at the time of the conversion). The holding
period for purposes of determining the percentage of the additional
depreciation which is to be treated as ordinary income is begun anew
with respect to the exchange or converted pro perty, but the new
holding period applies only to the percentage of the gain which would
have been taken into account had the property held been sold at the
time of the exchange or conversion,.
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A fifth exception is provided in the case of the exchange or sale of
property in obedience to Federal Communications Commission orders
or orders of the Securities and Exchange Commission (sees. 1071 and
1081). In these cases, also, the ordinary income includes not only
the actual gain recognized but also the appropriate percentage of any
depreciation charges unrecovered at the time of the sale or exchange
which are not reinvested in other depreciable real property.

A sixth exception is provided in the case of distributions of real
property by a partnership to a partner. A distribution of real prop-
erty by a. partnership to a partner, to the extent that'the distribution
represents the partner's share of unrealized appreciation attributable
to this property, is not to result in ordinary income to the distributee
partner at the time of the distribution. However, the unrealized
appreciation representing additional depreciation taken by the part-
nership will be carried over to the distributee partner. When he dis-
poses of this real property, the unrealized appreciation represented
by these partnerships (or by an earlier transferee where the partner-
ship acquired the property without recognizing gain), additional
depreciation deductions will be taken into account in a manner
substantially the same as that applying where the taxpayer himself
took the depreciation deductions. This rule applies only to the
extent a partner is considered as receiving his share of the real property
to which is attributable potential ordinary income. An amendment
made elsewhere to the code (see. 751(c)) provides that in other cases
the ordinary income element in real property ia to be considered as
"unrealized receivable." Thus, to the extent of applicable percentage
of the additional depreciation deductions taken (or potential gain, if
smaller) ordinary income will be reco nized in the case of the sale of
a partnership interest, in the case of a distribution to a retiring or
deceased partner, and in the case of distributions to a partner where
he receives either more or less than his proportionate share of real
property reflecting this ordinary income.

A seventh exception deals with the case where the property being
disposed of by the taxpayer is his principal residence. Under present
law (see. 1034) where the taxpayer sells his principal residence and
within a year before or after this sale (18 months after in the case of the
construction of a new home) purchases or builds another, then any
gain realized on the sale of the first residence is not recognized for tax
purposes to the extent the total proceeds from the sale of the first
residence are invested in the second. The bill provides that in cases
of this type, to the extent the full proceeds from the sale of the first
residence are reinvested into a second, no ordinary income is to be
recognized at that time.

Similarly, the bill provides no recognition of ordinary income po-
tential with respect to the provision incorporated elsewhere in this
bill (sec. 206 of the bill) which provides that no gain is recognized by
a taxpayer age 65 or over who sells a home which he has used as a
personal residence and owned for 5 out of the last 8 years.

As in the case of the provision enacted in 1962 relating to tangible
personal property, the House and your committee in this provision
found it necessary to recognize ordinary income in cases where capital
gain is not recognized under existing law. This was done primarily in
those cases where the transferee receives another basis for the prop-
erty than that of the transferor. This treatment is provided in three
types of cases where a distribution is made by a corporation without
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the payment of a tax at the corporate level on unrealized appreciation
in vai-iieiiam- ly, where the real property is distributed as a dividend
(sec. 311) where the real property is distributed as part of a partial or
complete liquidation by a corporation (sec. 336), and where in a plan of
complete liquidation a corporation sells the real property (and perhaps
other assets) and within a 12-month period completes the liquidation
of the corporation (sec. 337). Similarly, if the real property is first
sold by a corporation for installment notes and the gain which would
be realized on such sale is delayed because of the installment method
of reporting, a distribution of these notes to the shareholder in a
liquidation under section 337 (12-month liquidation) results under this
bill in the recognition of the same amount of ordinary income of the
corporation as would have been realized on a cash sale of these notes.
The same rule is applied whenever similar installment notes are dis-
tributed by a corporation in a liquidation in which the basis of the real
property to the receiving shareholder is determined under section
.334(b)(2) (purchase of 80 percent of the stock of one corporation by
another corporation followed by immediate liquidation of the corpora-
tion acquiring). The other situations where ordinary income may be
realized under this provision although capital gain would not other-
wise occur, include the case where distribution is made by a partner-
ship and the partner gives up, or acquires, more than his proportionate
share of this real property. Other cases include the provision relating
to the exchange of like-kind property, involuntary conversions, sales
or exchanges to effectuate FCC policy, and exchanges in obedience
to orders of the SEC. In all of these cases where the property re-
ceived in exchange for depreciable real property is not itself depreci-
able real property, then ordinary income is recognized.

(c)(iii) Leasehold improvement.-Improvements made to property
held under a lease by a lessee present a special problem in determining
what is the amortization period equivalent to the straight-line de-
preciation method selected as the norm in the usual case. Present
law (sec. 178) in general provides that leasehold renewal periods are
to be taken into account m determining amortization or depreciation
with respect to any year if the initial lease period remaining is less
than 60 percent of the useful life of the building or other improvement,
or if less than 75 percent of the cost of the lease is attributable to the
remaining portion of the initial lease period, and if it is more probable
that the lease will be renewed, extended, or continued than that it will
not. Such a test is appropriate when looking forward to amortization
deductions in future years. However, it does not represent an ade-
quate norm for the measurement of excess or idditiona depreciation
after the deduction has been taken and the lease is being sold.

As a result, the bill provides that in determining the norm for
purposes of specifying additional depreciation which may be treated
as ordinary income, periods for which a lease may be renewed, extended,
or continued under an option exercisable by the lessee are generally
to be taken into account. However, the renewal periods so taken
into account are not to extend the amortization period by more than
two-thirds of the initial lease period remaining after the improvement
was made. Thus in the case of a 6-year lease with a 6-year renewal
period, only 4 additiontd years are to be taken into account in deter-
mining the amortization period o! on improvement made at the
beginning of the initial lease. Thus, in this case, the amortization
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payments with respect to the lease would be spread over a 10-year
period and payments in excess of such a spreading would be considered
additional depreciation adjustments. However, if the useful life of
the asset itself in such a case were less than 10 years, then the deprecia-
tion deductions would be spread for this purpose in a straight-line
method over the useful life of the asset, an& this would be used as the
measure in determining additional or excess depreciation adjustments.

(c) (iv) Ejfective date.-This provision is to apply with respect to
depreciation attributable to periods after December 31, 1963, and to
dispositions of property after that date.

(d) Revenue effect.-Since this provision relates only to depreciation
deductions in 1964 and subsequent years, the initial revenue impact
of this bill is expected to be small. In fiscal year 1965, it is expected
that this provision will result in a revenue gain of about $5 million.
In subsequent years, however, when the provision becomes fully
effective, it is anticipated that it will result in a revenue gain of
approximately $15 million a year.
41. Income averaging (see. 284 of the bill and sees. 1801-1805 of the

code)
(a) Present law.-Present law does not provide any generally avail-

able income averaging provisioi- for the persons whose income fluc-
tuates widely from year to year. Instead, present law contains six
specific averaging provisions dealing with special types of situations:
Certain compensation for personal services, income from inventions
or artistic work, certain income from backpay, compensation for
damages for patent infringements, breach of contract damages, and
damages for injuries under the antitrust laws.

In the case of the provision relating to compensation for personal
services and that relating to inventions and artistic works, in order
to be eligible for this treatment, the employment involved must have
covered 36 months or more in the case of the compensation for per-
sonal services, and in the, case of the work on the inventions or the
artistic works must have covered a period of 24 months or more.
In addition, eligibility under these same two provisions required that
the receipts of the payments involved with respect to the work be
heavily concentrated in 1 year. In the case of compensation for
personal services, 80 percent or more of the total compensation for
the employment must have been received in the taxable year in
question. In the case of the invention or artistic work, the amount
received in the year in question must not be less than 80 percent of
the gross amount received with respect to the invention or artistic
work in the taxable year, all prior years, and the succeeding 12 months.
The backpay provision also has a somewhat similar provision. To
be eligible for averaging in the case of backpay, the amount of back-
pay received in the taxable year must exceed 15 percent of the gross
income for that year.

In the case of all of the present averagin devices, the averaging is
achieved by providing that the tax invo is not to be greater than
if this income were spread back, either ratably over the period to
which the income relates, or to the specific years to which the income
relates. However, in the case of income from inventions, the spread
back for this purpose may not exceed 60 months, and in the case of
artistic work it may not exceed 36 months. The other averaging
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provisions are not limited in this respect. The tax in each case,
although imposed as of the current year, is determined by making a
recomputation with respect to one or more back years.

(b) General reasons Jor provisions.-A general averaging provision
is needed to accord those whose incomes fluctuate widely from
year to year the same treatment accorded those with relatively stable
incomes. Because the individual income tax rates are progressive,
over a period of years those whose incomes vary widely from year
to year pay substantially more in income taxes than others with
a comparable amount of total income but spread evenly over the years
involved. This occurs because the progressive rates take a much
larger proportion of the income in taxes from those whose incomes in
some years are relatively hi h. The absence of any general averaging
device has worked particular hardships on professions or types of
work where incomes tend to fluctuate. This is true, for example, in
the case of authors, professional artists, actors, and athletes as well as
farmers, fishermen, attorneys, architects, and others.

The present averaging provisions have proved unsatisfactory, first
because they are limited to a relay tively small proportion of the
situations where averaging is needed. Thus, while they presumably
cover inventors and writers, they do not provide for actors, athletes,
and in most cases do not provide for attorneys, architects, and others.
Even in the case of inventors and authors, the present provision is
inadequate because of the requirement that the income arise over at
least a 24-month period and 80 percent or more of the income from
the invention or work be concentrated in the current year in question.
In practice, many cases i evolving authors and inventors where
averaging is needed do not meet these specific requirements. This
was made clear in testimony from authors and others.

The present averaging provisions also have proved unduly com-
plicated in practice because of the requirement that the prior years'
incomes and taxes must be recomputed as if the income had actually
been received in those prior years.

Your committee agrees with the House that income averaging should
be designed to treat everyone as nearly equally for tax purposes as
possible, without regard to how their income is spread over a period
of years and without regard to the type of income involved. t the
same time it is necessary to have any income averaging device in a
form which is workable, both from the standpoint of the taxpayer
and the Internal Revenue Service.

Although the bill generally repeals the averaging devices in present
law secss. 1301-1307), it is recognized that cases may arise where a
person has entered into long-term contingent employments upon the
assumption that the averaging device in present law applicable to
compensation from an employment would be available. Since em-
ploymente in some cases may last for extended periods of time, such
as 20 years, the general 5-year averaging device might produce less
favorable treatment than the present provision. As a result, the bill
provides, in the case of these long-term employments which were
already in being before 1963, for the taxpayers involved to continue
the form of averaging available under present law if they elect to
forgo the general 5-year averaging provided in this bill.

(c) General explanation of proVtOn.e-In view of the considerations
set forth above, the bill deletes all of, the averaging provisions in
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present law referred to previously and substitutes instead an income
averaging device available to individual taxpayers generally, sub-
stantially without regard to the source of the income. As indicated
subsequently, however, in the case of the averaging device for compen-
sation from an employment, the bill in certain cases permits the con-
tinuance of the application of this provision.

Under the averaging rule provided by the bill, once the amount of
income to be averaged is determined-called averageable income in
the bill-and assuming this amount is more than $3,000, the taxpayer
is to compute a tentative tax on one-fifth of this amount. The tax
on this one-fifth is determined by adding this one-fifth to 1% times the
average.income received in the prior 4 years, plus the average capital
gains income in this same 4-year period. The tax attributable to this
one-fifth is then multiplied by 5 to determine the final tax on this
income.

Averaging is available only where the "averageable income" exceeds
$3,000 because, with the present progressive rate structure with tax
brackets usually of $2,000 to $4,000, smaller amounts achieve little if
any benefit from averaging. The device of including one-fifth of the
averageable income in the tentative tax base, computing the tax
attributable to this amount, and then multiplying this result by 5,
achieves a result which is substantially similar (except when there are
rate changes during the 5 years) to including one-fifth of the income
eligible for averaging in the taxable income base of each of the prior
4 years and of the current year. The advantage of making the com-
putation in this manner is that it is not necessary to recompute the
tax for each of the 4 prior years in order to obtain this result.

The "averageable income" referred to here is the excess of the
taxable income in the current or computation year-with certain
adjustments-over 13 times the average base period income. The
average base period income is the average of the taxable income in
the 4 prior years with certain adjustments specified below.

Averageable income is limited to that which is in excess of 1%i times
average income in the base period for two basic reasons. First, in
any new provision of this type, it is necessary to limit the number
of cases to which the new provision will a pply to a manageable level
from the administrative standpoint. In other words, it was necessary
initially, at least, to limit the volume of cases where averaging will be
applied. Moreover, it is clear that the greatest need for averaging
occurs where the fluctuation in income levels varies widely. An
increase of more than one-third from the prior average income was
selected to make the new averaging rule available in those cases where
it is needed the most.

As indicated above, in computing the income subject to averaging,
it is .necessary to make some adjustments in both the income of the
current, or computation year, and also in the income of the 4 base
period years with which the current year's income is compared. The
income of the computation year, referred to in the bill as the "adjusted
taxable income" is the taxable income for that year decreased by:
(1) Any capital gain net income for that year; (2) any income for
that year attributable to gifts, bequests, devises, or inheritances
received during that year or any of the four prior base period years;

I Income attributable to gifts, bequests, devises, or inheritances between a husband and wife are not taken
out of the income for the computation year if they file a Joint return ior the computation year or one of
them makes a return in that year as a surviving spouse. Also not taken Into account are amounts of less
than $3.000 In computation year..
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3) any excess of wagering gains in the year over wagering losses; and
4) certain amounts of income to which penalties apply with respect to

owner-employees who are self-insured for pension plan purposes (sec.72(m)(5)). ". . .. u rmt cmsbett
Long-term capital gains are excluded from the income subject to

averaging in the computation year on the grounds that such income
does not require averaging because of the fact that only 50 percent
of the capital gain income is included in the tax base in any event.
Moreover, without regard to the averaging provision, such income
is subject to a maximum rate of 25 percent.

Averageable income also excludes income from gifts, devises, or
inheritances where the gifts, etc. have been received either in the
computation year or in any of the four prior base period years, because
such income does not arise from any additional efforts on the part of
the taxpayer but merely represents a transfer to the taxpayer of income
previously received by someone else. In addition, in the case of the
transfer by gift of income producing properties between related parties,
there would be some opportunity for manipulation if such income were
not excluded from that which can be averaged. Income attributable
to such property is excluded under the bill only where it is in excess
of $3,000 in the computation year. Also, because it may be diffi-
cult to trace specific income to specific gifts, bequests, devises, or
inheritances, the bill presumes that such property earns a 6-percent
rate of return unless the taxpayer establishes to the satisfaction of
the Treasury that some other amount of income is earned with respect
to the property.

Net wagering gains are excluded from averageable income to prevent
such income from receiving a preferred status. For similar reasons,
penalty income of owner-employees in the case of self-insured pension
plans is excluded.

It is also necessary to make some adjustments in the base period
income with which the adjusted taxable income for the computation
year is compared. Two of these adjustments are the same as those
made in the computation year. Thus, capital gain net income for
the base period year is excluded as is any income from gifts, bequests,
devises, or inheritances where such property was initially received by
the taxpayer in 1 of the 4 base period years.

A third adjustment made to the average base period income is to
add back to such income* any income excluded from the taxpayer's
base in such year on the grounds that it was earned in a foreign country
(the exclusion under sec. 911 of present law) or on the grounds that it
was income from sources within a possession of the United States
(sec. 931 of present law). The inclusion of such amounts in the base
period is necessary so that the taxpayer will not become eligible for
averaging merely on the grounds that during the 4-year bave period,
or a part of this period, he was in a foreign country and not subject to
U.S. tax on his earned income. If such amounts are not included in
the base period income comparable amounts earned in the United
States in the computation year would l e eligible for averaging.

(c) (i) Ezample.-For most taxpayers with little or none of the
income which gives rise to the special exceptions described above the
application of this averaging provision is relatively simple. This can
be illustrated by an example of an unmarried taxpayer having an
average base period income of $3,006 in the years 1961-64 and an
adjusted taxable income of $44,000 in 1965. The taxpayer in this
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case is eligible for averaging since his "averageable income" exceeds
$3,000. His averageable income in this case can be computed as
follows:
1. Adjusted taxable income in computation year ------------------- $44, 000
2. 133% percent of average base period income ($3,000X 133% percent). 4, 000
3. Averageable income ------------------------------------------ 40, 000

Since the iaverageable income is in excess of $3,000, the entire
amount is subject to averaging.
Computation of tax:

(a) 133Y3 percent of average base income ($3,OOOX 133w percent). 4, 000
(b) Averageable income included in tentative tax base (% of $40,000) 8, 000
(c) Tentative taxable income -------------------------------- 12, 000
(d) Total tetftative tax liability (1965 rates under bill) ----------- 2, 830
(e) Tax on $4,000 not subject to averaging --------------------- 690
(f) Tax liability on % of averageable income ------------------- 2, 140

()Tax on total averageable income ($2, 140X 5)---------------- 10,. 700
Total final tax liability (tax on $4,000 not subject to averaging

and $40,000 subject to averaging) ---------------------- 11, 390
(i) Tax on $44,000 under 1965 rates without averaging ---------- 18, 990

(c)(ii) Treatment of capital gains and ioriy of taxing different
types of ineome.-As previously indicated, net capital gains-any
excess of net long-term gains over capital losses-are excluded from
the adjusted taxable income for the computation year in determining
how much of this income is to be eligible for averaging and also from
the average baso period income. Thus, generally, capital gains
(other than short-term capital gains) have no effect in determining
the income subject to averaging. There is one exception to this
general rule, however. If the average capital gain net income in
the base period exceeds the capital gain net income in the computation
year, then to the extent of this excess the income subject to averaging
is reduced. Generally, it was thought that capital gains should be
set apart and not taken into account in averaging since they, in effect,
have their own specialized form of averaging. However, in those
cases where the average capital gains in the base period exceed the
capital gains in the computation year, it is believed that averaging
should be permitted only when total taxable income of the current
year is substantially greater than the average of the base period.

The bill provides that in determining the tax which is attributable
to the income subject to averain., the first income subject to tax is
to be the ordinary income not eligible for averaging. In the example
previously presented, this meant that the $4,000 of income not
subject to averaging was considered to be the income subject to the
first income brackets. The income subject to the next higher income
rates is the capital gain net income of the computation year but only
to the extent , this does not exceed the average base period capital gain
net income. Following this is the income subject to averaging, with
respect to which one-fifth is included, the tax then computed, and the
result, multiplied by 5. Any remaining capital gains income in the
computatun year, in excess of average base period capital gain net
income, is treated as coming on top of this income subject to averaging
along with income from wagering or gifts, bequests, devises, or in-
heritances, which is not eligible for the averaging treatment.'

Actually this amount is preceded by an amount equal to any excess of average base period capital gain
over capital gains of the computation year in those infrequent cases where such income exists. .

I The penalty income with respect to owner-managers in connection with receipt of pension.type income
is treated as if the averaging provision did not apply.
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The alternative capital gains tax in such a case is determined by
applying 25 percent to the long-term capital gains. This tax then is
compared with the tax attributable to the capital gains in the com-
putation explained above. The reason for structuring the tax base in
the manner indicated is to give assurance that the income subject to
averaging is taxed, as nearly as possible, at the same income level as
would be the case had such income been eartied ratably over the
current year and 4 prior years.

(c)(iii) Eligible individuals.-To be eligible for averaging, one of
the principal concerns is that the individual's income must have
been subject to tax by the United States throughout the entire base
period as well as the computation year. No one is eligible for aver-
aging who was a nonresident alien in any of the 4 base period years
or in the computation year. To be eligible for averaging, the indi-
.vidual must be a citizen or resident in the computation year. In addi-
tion, even though a citizen in the computation year, the individual
must be claiming no exclusion in that year for income earned abroad.
He may have claimed such an exclusion with respect to a base period
year, but, for purposes of determining his income in the computation
year subject to averaging, this income is added back to his base period
income.

A second concern of this provision is that the individual be a member
of the labor force in both the computation year and in the 4 base period
years. It has been necessary, however, to approximate this result in
some cases. The general rule provides that the individual and his
spouse must have furnished one-half or more of his own support in
each of the base period years. However, it was not intended to
exclude from the benefits of the averaging provision an individual
who, although in the labor force, was unemployed in part or all of the
base period years. For that reason individuals generally are eligible
for averaging if they are 25 years oid and there have been at least 4
years since the individual attained age 21 when he was not a full-time
student. Thus, generally, individuals age 25 or over will be eligible for
averaging so long as they have been out of school for at least 4 years
since age 21. A second exception is provided for the individual who,
although not self-supporting in the 4-year base period, nevertheless,
has income in the current year more than half of which is attributable
in substantial part to work he has done in two or more of the base period
years. This is designed to make sure that those who have performed
some work of a substantial nature which occurred over a period of
years will be eligible for averaging even though below the 25-year age
limit. A third exception is provided for an individual who was not

self-supporting in the base period and. who makes a joint return
with someone else if not more than 25 percent of the total adjusted
gross income of the couple in the computation year is attributable
to the individual in question. This means that an individual who has
been in the labor force and who marries someone who was a dependent
of another will not be deprived of averaging, assuming three-quarters
or more of the income in the computation year is attributable to the
individual who was in the labor force in the base period. This is
designed to assure that a man who marries a woman who was a
dependent of her father during part or all of the base perod years is
not deprived of income averaging as a result of this marriage.

144
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(c) (iv) Special rule with respect to marital status.-No problems
arise in applying the averaging provision where a husband and wife
file a joint return in the computation year and also did so in each of
the base period years. However, it is necessary to reconstruct their
income where they either filed separately (or with other spouses) in the
base period years or are filing separately in the computation year.
For example, if a married couple files a joint return in the current
year but filed separate returns for one or more base period years,
their base period income for purposes of averaging in the current
year will be their combined base period incomes for their base period
years. In addition, the bill provides that an individual's base period
income is to be either his actual base period income in each of the base
period years or, if higher, 50 percent of the combined base period
income of him and his spouse.' In determining actual income for
purposes of this provision, community property laws are not to be
taken into account with reference to income from personal services.
Thus, the actual income attributed to an individual will be the income
earned by him without regard to whose income it is considered to be
under community property law.

(c) (v) Continuance of present averaging device in certain cases.-The
bill provides that the averaging device in present law with respect to
compensation from an employment is to continue to be available if
the taxpayer so elects where he receives or accrues compensation from
employment which began before February 6, 1963. If the taxpayer
elects this treatment he must forgo for that year the generally avail-
able averaging device and the carryover of certain excess charitable
contributions.

This provision, which on this elective basis is continued for com-
pensation for the employment begun before the specified date, provides
in general that the employment must cover a period of 36 months or
more and that the gross compensation from the employment received
by the individual (or partnership) in the year in question must not be
less than 80 percent of the total compensation for such employment.
Where these conditions are met, present law provides that the tax is
not to be greater than if the compensation had been included in the
gross income of the individual ratably over the period of the employ-
ment prior to the date of the receipt or accrual.

(c) (vi) Effective date.-The amendments made by this provision
apply to taxable years beginning after December 31, 1963. This
means that averaging will be available for the first time with respect
to taxable years beginning in 1964. This will involve base period years
as far back as 1960. However, as indicated previously, the averaging
device in present law relating to compensation from employment
where the employment began prior to February 6 1963, may con-
tinue to be applicable for taxable years beginning alter December 31,
1963, at the election of the taxpayer.

(d) Revenue effect.-This provision is expected to result in a reduc-
tion of $40 million of tax liabilities in the calendar year 1964 and
subsequent years.

I If the individual Involved was married to another person in one or more of the base period years, his
base period Income is to be not less than 50 percent of his Income in that year combined with the income
of whichever spouse had the hither Income.
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4,. Small business corporations: Ownership of certain stock disre-
garded (see. 235(a) of the bill and sec. 1371 of the code)

(a) Present law.-In 1958 Congress added to the Internal Revenue
Code a new subchapter (see. 1371 and following) which provides that
the earnings of certain small business corporations may be taxed to
the shareholders of the corporation (rather than taxing the corporate
entity as such) in a manner somewhat similar to tho way partnership
earnings are taxed to the partners rather than to the partnership.
Where the tax treatment provided by this subchapter is elected, the
shareholders include in their own income for tax purposes the current
taxable income of the corporation, both the dividends which have been
distributed and the portion of the earnings which are still retained by
the corporation. This treatment was provided in order to permit
businesses to select the form of business organization desired without
the necessity of taking into account major differences in tax conse-
quences.

The right to elect the treatment provided under the new subchapter
was limited to small business corporations in part because of the com-
plexity involved in passing the earnings of a corporation through to its
shareholders where the stock of the corporation is held by a widely
diversified grou of shareholders, and in part because it was thought
that only the relatively small corporations were essentially comparable
to the partnership or proprietorship where the earnings are taxed to
the owners rather than to the business organization. As a result,
Congress provided that corporations making this election must be
domestic corporations which are not eligible to file a consolidated
return with any other corporation. Also, they must have not more
than 10 shareholders, their shareholders must all be individuals. (or
estates), no nonresident aliens may be shareholders, and the corpo-
rations may not have more than one class of stock.

(b) General reasons for promason.-Situations have been called to
your committee's attention where corporations are denied the privilege
of electing to have their income taxed to their shareholders (rather
than to the corporation) merely on the grounds that the corporation
owns the stock of completely inactive subsidiaries.

The establishment of inactive subsidiaries is a common business
practice for corporations planning for future growth. Such corpora-
tions often desire to reserve their corporate name in States in which
they are not yet doing business by establishing subsidiaries with the
same or a similar name to that of the parent corporation. Your
committee sees no reason to penalize the parent corporation by
denying it the privilege of electing to pass the income through to its
shareholders for tax purposes merely because, for business reasons, it
has established these inactive subsidiaries which constitute an affiliated
group which could file a consolidated return.

(c) General explanation of provision.-As a result of the considera-
tions set forth above, this provision adds a new subsection to section
1371 of the code providing that a corporation will not be considered a
member of an affiliated group for purposes of this election (and,
therefore, not be denied the right to elect subch. S status) merely
because it owns stock in another corporation which is inactive. An
inactive corporation, in this case, is one that has not begun business
after the date of its incorporation and before the end ol the parent
corporation's taxable year in question and that does not have taxable
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income for this taxable year. If these conditions are met and the
parent is not affiliated with any other corporation, an election may
be filed under subchapter S by the parent corporation despite the rule
that a subchapter S corporation may not be a member of an affiliated
group. However, if the subsidiary corporation does not meet the
conditions set forth above in a subsequent year, the parent corpora-
tion's subchapter S status would be terminated at that time.

(c)(i) Effective date.-This bill is effective for taxable years of
corporations beginning after December 31, 1962.

(d) Revenue e]ect.-.t is estimated that this provision will result in
a negligible loss of revenue.
43. Small business corporations: Certain distributions of money qfter

close of taxable year (see. 285(b) of the bill and sec. 1875 of the code)
(a) Present law.-As indicated above, the earnings of small business

corporations may be taxed to the shareholders of the corporation in a
manner somewhat similar to the way partnership earnings are taxed
to the partners rather than to the partnership. The shareholders are
taxed each year on the dividend income received from the corporation
plus any additional earnings of the corporation which are retained
by it rather than distributed. If in a particular year such a corporation
does not in fact distribute its earnings, any distributions in a later year
are treated as dividend distributions to the extent of the earnings
and profits of that later year. In addition, if in that later year the
corporation has ceased being an "electing small business corporation"
then all distributions are treated as being dividends to the full extent
of both current a,,d accumulated earnings and profits.

(b) General rea.-ons for provision.-- 'he rule stated above has
created a problem where an electing small business corporation sells
a capital (or depreciable) asset, adopts a resolution to distribute to
its shareholders all or part of the proceeds of such sale, and then
actually does distribute such proceeds in the year immediately following
the year of sale. In such a case, even though the shareholders pay
tax on the full capital gains in the year of the sale, the distribution to
them in the later year will be treated as an ordinary dividend at least
to the extent of the current earnings and profits of the later year.
The result will be even harsher if in the later year the corporation has
ceased being an electing small business corporation, because in this
case the distribution will be a dividend to the extent of both the
current and the accumulated earnings of the corporation.

(c) General explanation Of proviswn.-To prevent the result de-
scribed above, your committee's bill adds a provision to the effect
that in the case of an electing small business corporation a distribution
of money to the shareholders on or before the 15th day of the third
month following the close of a taxable year, may, at the election of the
corporation, be treated as a distribution of money made on the last
day of the taxable year in question. This election is available
whether or not the corporation involved is an electing small business
corporation in the second year.

(c)(i) Effective date.-This amendment applies to taxable years
beginning after December 31, 1957.

(d) Revenue effect.-It is anticipated that this provision will result
in a negligible loss of revenue.
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44. Repeal of additional 2-percent tax fr corporations filing consolidated
returns (sec. 286 of the bill and sec. 1508 of the code)

(a) Present law.-Under present law a consolidated income tax
return may be filed by a group of parent and subsidiary corporations
where there is 80 percent control of each level of the chain of corpora-
tions, and there is a common parent corporation; 80 percent control,
in this case, means 80 percent of the voting power of all classes of stock
and at least 80 percent of each class of nonvoting stock. In the con-
solidated return, intercompany transactions are washed out, and it is
possible to offset losses of one corporation against the gains of other
members of the group. These intercompany transactions which are
washed out also include intercompany. dividends. As a result, divi-
dends may be paid from one company in a consolidated group to an-
other of the same group without the second member including in its
income 15 percent of this dividend income.

Under present law, where the election to file a consolidated return
is made, a special tax is levied equal to 2 percent of the consolidated
taxable income of the group.

(b) General reasons for proviswm.-The bill removes the special
2-percent penalty tax on the privilege of filing a consolidated return,
in part because the return of commonly controlled corporations as
a single economic unit for tax purposes is in accord with the reality
of the situation. Moreover, there appears to be no reason why,
where a group of commonly controlled corporations are willing to
have their operations consolidated for tax purposes, the mere pres-
ence of more than one corporate organization in the group should
result in any penalty tax. -No such penalty, for example, is exacted
in the case of other corporate organizations operating through divisions
rather than separate corporations.

In addition, the removal of this 2-percent penalty tax should en-
courage the filing of consolidated returns and serve as a brake on
the expansion of the use of multiple surtax exemptions to gain tax
advantages.

(C) General explanation of pr&mson.-In view of the considerations
set forth above, both the House and your committee's version of the
bill repeals the special 2-percent tax on consolidated returns, effective
with respect to taxable years beginning after December 31, 1963.
This 2-percent tax presently applies to the consolidated taxable
income of the affiliated group of includible corporations.

(d) Revenue efect.-The repeal of the 2-percent tax on consolidated
corporate returns is expected to decrease revenues by $50 million a year.
45. Reduction of surtax exemption in Case of certain controlled corpora-

tions (see. 237 of the bill and secs. 1561-1568 of the code)
(a) Present law.-Under present law, corporations are taxed at a

30-percent rate on the first $25,000 of their taxable income and at a
52-percent rate on all income over that amount. This tax rate differ-
ential results from the fact that the first $25,000 of income of a corpo-
ration is subject to the 30-percent normal tax but is exempt from the
22-percent surtax, while income in excess of $25,000 is subject to both
the 30-percent normal tax and the 22-percent surtax. This tax struc-
ture was intended to encourage small businesses which operate in
corporate form. However, medium and large enterprises have in some
cases taken advantage of the lower rates afforded small business by
organizing their corporate structure in multiple corporate form.
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As a result, the Internal Revenue Code contains several provisions
designed to prevent taxpayers from using the multiple form of cor-
porate organization, to avoid taxes. For example, present law pro-
vides (sec. 269) that where an individual or corporation acquires
control of a corporation and the principal purpose of the acquisition
is the evasion or avoidance of Federal income tax by securing the
benefit of a deduction, credit, or other allowance, this deduction,
credit, or allowance is not to be allowed. Also, elsewhere (sec. 1551)
present law provides that if a corporation transfers part or all of
its property (other than money) to another cor oration created to
acquire the property, or not actively engaged in business at the time
of the transfer, and if there is common control of the two corporations,
then the transferee corporation is not to be allowed the $25,000 surtax
exemption or the $100,000 accumulated earnings credit unless it
establishes by the clear preponderance of the evidence that the secur-
ing of the exemption or credit is not a major purpose of the transfer.
In addition, present law (sec. 482) provides that where two or more
corporations are owned or controlled directly or indirectly by the
same interest, the Secretary of the Treasury or his delegate may allo-
cate deductions, credits, or allowances between or among these corpo-
rations, if he determines that this is necessary to prevent evasion of
taxes or clearly to reflect the income of the corporations.

(b) General reasons for provision.-This bill reduces the tax appli-
cable to the first $25,000 of taxable income from 30 to 22 percent
and decreases the tax applicable to income above $25,000 from 52
to 50 percent in 1964 and to 48 percent in subsequent years. One
of the effects of this change is to increase the value of a surtax exemp-
tion from $5,500 (22 percent tax applicable only above $25,000,
multiplied by the first $25,000 of income) per corporation under
present law to $6,500 (26 percent tax applicable only above $25,000,
multiplied by the first $25,000 of income) per corporation for 1965
and subsequent years.

While the importance to small business of reducing the tax on the
first $25,000 of income frofi 30 to 22 percent is recognized, it is believed
that this substantial tax reduction should-not provide added induce-
ment to existing medium and large corporations to split up into
multiple corporations. Therefore, the bill limits the benefits of the
tax reduction in cases where a parent corporation owns or controls
one or more other corporations, or where a single individual, trust, or
estate owns or controls two or more corporations.

By limiting the benefits of the tax rate reductions in the case of
groups of multiple corporations, it is possible to grant a substantial
tax reduction to small business in reducing the normal tax rate to
22 percent, as was recommended by the President, without granting
the same benefits to medium and large enterprises which use, or
might choose to use, the multiple corporate form of organization.
The method of taxing controlled corporations contained in the bill
will, in the opinion of the House and your committee, when coupled
with repeal of the 2-percent additional tax on consolidated returns,
encourage some controlled groups to file consolidated returns, while
leaving groups which do not choose to file consolidated returns in
approximately the same relative position they are in under present
law.

While the House and your committee recognize the advantages of
use of multiple corporations, it is believed, as it hag been in the past,
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that, where corporations owned and controlled by the same interests
engage in different businesses in the same area or conduct the same
type business in different geographical locales, there are legitimate
business reasons for use of separate corporations and, therefore, the
separate corporations should generally be recognized as separate
taxpayers, retaining the benefit of use of multiple surtax exemptions.
However, the House and your committee do not intend to encourage
the formation of these mu tiple corporations and therefore propose to
apply higher tax rates to corporations which are members of an
afiliated group of corporations. Of course, nothing in this bill is
intended as changing the application of sections 269, 1551, or 482 if
the multiple corporation form of organization is adopted to avoid
taxes.

(c) General explanation of provision.-If a controlled group exists,
three basic alternatives are available to corporations which are
members of the group:

(1) The corporations in the group may forego the use of
multiple surtax exemptions, i.e., they each file separate income tax
returns and allocate one $25,000 surtax exemption among the
members of the group (and either elect or not elect the 100-percent
dividends received deduction provided by sec. 215 of this bill).

(2) Corporations in the group may elect to pay a penalty tax
and file a multiple surtax exemption return. Under this election
each member of the group (subject to the tax avoidance pro-
vision) may claim a separate $25,000 surtax exemption, but each
must also agree to pay an additional tax of 6 percent on the first
$25,000 of its taxable income. With the generally applicable
rates of 22 percent on the first $25,000 of taxable income and 50
percent or 48 percent on income over $25,000, this means a total
tax for such companies of 28 percent on the first $25,000 of income
and 50 percent in 1964 and 48 percent in 1965 and subsequent
years on income over $25,000.

(3) A controlled group which also qualifies as an "affiliated
group" of corporations may, as under present law, file a. con-
solidated income tax return.

This third alternative is similar to the first alternative in that only
one $25,000 surtax exemption is available to the corporations filing
the consolidated return. However, there are additional benefits in
filing a consolidated return arising from the ability to declare and
receive dividends between members of the group without tax, and to
offset losses of one company against another.

The bill does not attempt to achieve complete symmetry between
the definition of a controlled group of corporations for purposes of
foregoing multiple surtax exemptions and the definition of a group
eligible to file a consolidated return. Several differences arise. How-
ever, many complicated problems are involved in equating the two,
and many avoidance possibilities might be created if they were
equated. Thus, for example, a foreign corporation doing business in
the United States is included in the controlled group definition. How-
ever, if the foreign corporation is als doing business abroad and was
permitted to join in a consolidated return, it could pass a dividend,
out of its foreign earnings, tax free to the domestic parent, and thu*
escape all U.S. taxes. Moreover, neither the House nor your com-
mittee is aware of any situations in Which the discrepancies in the two
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definitions would create a hardship (especially with the 100 percent
dividends received deduction provided by this bill). If it develops,
however, that the differing definitions create a substantial hardship
for certain groups subject to the penalty tax which cannot file con-
solidated returns (or obtain a 100-percent deduction for dividends
received), the decision would have to be reconsidered and adjustments
made to the extent possible.

(c)(i) Test of controL-In determining whether a controlled group
of corporations exists, the bill draws a distinction between a parent-
subsidiary controlled group and a brother-sister controlled group.
In a parent-subsidiary controlled group one corporation, caled a
parent corporation, owns at least 80 percent of the total combined
voting power of all classes of stock entitled to vote, or at least 80
percent of the total value of all classes of stock, of one or more corpo-
rations called subsidiary corporations. The parent-subsidiary con-
trolled group also includes corporations below the first tier subsidiary
level which are 80-percent owned by the other corporations in the
group. For example, if corporation A owns 80-percent of the stock of
corporation B, and corporation B owns 80 percent of the stock of
corporation C, corporations A, B, and C constitute a parent-subsidiary
controlled group.

A brother-sister controlled group exists where a single individual,
trust, or estate owns at least 80 percent of the total combined voting
power of all classes of stock entitled to vote, or at least 80 percent of
the total value of all classes of stock, of each of two or more corpo-
rations.

In determining whether a corporation, or P single individual, trust,
or estate, owns 80 percent of the value or voting power of the stock of
a corporation, the stock of the corporation is considered not to include
nonvoting preferred stock, which more closely approximates a debt
obligation than an equity interest, and treasury stock, which, from
the standpoint of ownership, constitutes unissued stock. Moreover,
certain outstanding stock, although owned by separate persons, could,
unless neutralized for purposes of determining control, be used by
some owners as a means of divesting themselves of sufficient stock to
avoid the application of this section without, as a practical matter,
diverting themselves of the benefits of ownership of a corporation.
Therefore, in determining whether a parent-subsidiary controlled
group exists, stock of a-subsidiary corporation owned by (1) individuals
who are 5-percent shareholders of the parent corporation, (2) officers
of the parent corporation, (3) employees of the subsidiary if the stock
is subject to restritions which favor the parent or subsidiary corpora-
tion, and (4) trusts which are part of a plan of deferred compensation
for the benefit of tha employees of the parent or subsidiary corporation,
will not be treated as outstanding stock if the parent corporation owns
50 percent or more of the value or voting power of the stock of the sub-
sidiary. In addition, in determining whether a brother-sister con-
trolled group exists, stock of a corporation owned by (1) a trust form-
ing a part of a stock bonus pension, or profit-sharing plan for the
benefit of the employees of the corporation, and (2) employees of the
corporation if the stock is subject to conditions which run in favor of
such corporation or the common owner and which substantially re-
strict or limit the employee's right to dispose of stock will not be
treated as outstanding stock if the individual, estate, or trust owns
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50 percent or more of the value or voting power of the stock of the
cor oration.

n determinii g whether a single individual, trust, or estate owns 80
percent of the value or voting power of the stock of a corporation, such
individual, trust, or estate is, in addition to the stock owned directly,
considered to own stock by virtue of certain relatively limited attribu-
tion rules. The first rule provides that an individual is considered
to own stock owned by his spouse. However, it is recognized that
in many cases a husband and wife may each own and operate their
separate businesses. In order to prevent attribution in such cases,
which may have the effect of 'denying separate surtax exemptions to
each corporation, an individual is not considered to own stock owned
by or for his spouse if (1) the individual does not directly own stock
in the corporation in which his spouse owns stock, (2) the individual
is not a director or employee of such corporation and does not take
part in the management of such corporation, (3) not more than 50
percent of the gross income of the corporation is derived front rents,
royalties. dividends, interest, and annuities, and (4) the stock of the
corporation owned by the spouse is not at any time during the tax-
able year subject to conditions which substantially restrict or limit
the spouse's right to dispose of such stock if such right runs in favor
of the individual or his children who have not attained age 21 years.

The bill also provides limited attribution rules in cases involving
other family relationships Thus an individual is always considered
to own the stock owned by his children who have not attained age 21.
However, an individual is considered to own the stock owned by his
children who have attained age 21 and grandchildren only if such
individual owns, directly or indirectly, more than 50 percent of the
value or voting power of the stock in the corporation. Similarly,
children who have not attained age 21 are considered to own the stock
held by their parents, but children who have attained age 21 and
grandchildren are considered to own the stock held by their parents or
gandparents, respectively, only if the child or grandchild owns,
directly or indirectly, more than 50 percent of the stock of the corpora-
tion. There is no attribution between brothers and sisters. Limited
attribution rules are also provided in cases involving stock held by
trusts estates and partnerships. Stock owned by a corporation,
directly or indirectly, is considered to be owned proportionately by
any shareholder owning a 5-percent or greater interest in the corpora-
tion. If an individual, estate, trust, or corporation owns an option
to buy stock in a corporation, for purposes of ascertaining a controlled
group, such "person" is deemed to own the stock covered by the
option.

(c) (ii) Method for determining existence of a controled group of corpo-
ratims.-Determination of whether a controlled group of corporations
exists is made once each year on December 31 by taking into account
the stockownership of each person who owns stock in the corporation
for the taxable year including such December 31. Although the
determination of the corporations included within a parent-subsidiary
controlled group, or a brother-sister controlled group, is made without
regard to the type of corporation involved, provision is made to limit
the reduction in the surtax exemption (or payment of the additional
tax) to those corporations, referred to in the bill as component men-
bers, whose income tax is determined in whole or in part by reference
to the normal and surtax rates. Thus, exempt organizations which do
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not have unrelated business income, and foreign corporations which
are subject to a flat rate tax on their income from sources within the
United States, are not considered to be component members.

In order to limit reduction of surtax exemptions (or payment of
the additional tax) to cases in which the common owner of the con-
trolled group would otherwise derive the principal benefit from the
allowance of the exemption, the bill excepts from the definition of
component member those corporations which are members of the
controlled group for less than one-half of the days in their taxable
year which precede the applicable December 31 determination date.

In addition to corporations which meet the ownership tests described
above on the applicable December 31 determination date, the term
"component member" also includes a corporation whose stock is not
owned by the parent corporation or common owner on such Decem-
ber 31 but was so owned onehalf or more of the number of days in the
corporation's taxable year which includes the applicable December 31.
The inclusion of such "additional members" as component members
prevents corporations whose stock is sold before the end of the year
from obtaining the benefits of an extra surtax exemption in the year
in which they leave the controlled group.

The bill also provides for cases where certain manufacturing cor-
porations, in an effort to facilitate the retail distribution of products
which they produce, enter into agreements with individuals whereby
the manufacturer and the individual each contribute capital to a
distributing corporation under a plan by which a portion of the com-
pensation of the individual from the distributing corporation is
applied toward the retirement of the stock held by the manufacturer.
In most cases, franchised corporations of this type are, by definition,
excluded from a controlled group due to the fact that the manufacturer
owns less than 80 percent of the value and voting power of the stock
of the distributing corporation. However, in some cases the corporate
structures of these corporations are arranged in a manner which
results in the parent corporation, or common owner, owning more than
80 percent of the vote, btit not more than 80 percent of the value, of
the stock of the distributing corporation.

Your committee agrees with the House that it would serve no useful
purpose to cause these corporations to reorganize their corporate
structures and has, therefore, excluded them from the definition of
the term "component member" of a controlled group.

Finally, due to the nature of the business conducted by life insurance
companies, and the fact that a life insurance company is not permitted
to file a consolidated return other than with another life insurance
company, a life insurance company is excluded from the definition of
a "component member" of a controlled group unless the controlled
group contains two or more life insurance companies, in which case
the life insurance corporations are treated as component members
with respect to each other since they may then elect to file a consoli-
dated return with each other. A mutual insurance company, other
than a life insurance company and other than a fire, flood, or marine
insurance company subject to the tax imposed by section 821, which
is included in a controlled group is also excluded from the definition
of a "component member."

(c) (iii) Privilege of groups to et multiple surtaz exemptions.-The
bill provides that the component members of a controlled group of
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corporations may elect to have each component member of the con-
trolled group claim a separate surtax exemption in lieu of having one
surtax exemption apportioned among such members. However, if
the component members of a controlled group so elect, the income
tax on each member is increased by 6 percent on so much of its taxable
income which does not exceed $25,000. For example, assume indi-
vidual A is a common owner of a brother-sister controlled group of
corporations consisting of corporations X and Y. Further assume
that corporations X and Y each have taxable income of $35,000 and
that they elect to have each member claim a separate surtax exemp-
tion and pay the additional 6 percent. By taking separate surtax
exemptions, each corporation would pay a total tax of $7,000 on the
first $25,000 of income (28 percent, consisting of a 22-percent normal
tax and a 6-percent additional tax), and a tax of $4,800 on the re-
maining $10,000 of income (48 percent, consisting of a 22-percent
normal tax and a 26-percent surtax), for a total tax on each corpora-
tion of $11,800. On the $70,000 combined income of the controlled
group this would be a tax of $23 600. Alternatively, if the group did
not make the election, the total tax on the controlled group would
be $27,100 (22 percent of the first $25,000 of income and 48 percent
on the remaining $45,000 of income). Under th6se circumstances,
corporations X and Y presumably would choose separate surtax
exemptions with the penalty tax, rather than apportioning a sin le
surtax exemption between the component members of the controlled
group.
g For the component members of a controlled group to elect to claim
multiple surtax exemptions, all component members of the group must
join in the election. Such an election must be made within 3 years
after the date when the income tax return is required to be filed for
the taxable year of the component member of the controlled group
whose taxable year ends first on or after the December 31 for which
the election applies. An election once made may be terminated by the
consent of the 'embers, by the refusal of a new member of the con-
trolled group to consent, by the filing of a consolidated return by any
component members of the group or by the termination of the group.
Once an election is terminated, the bill provides that the group may
not again elect multiple surtax exemptions until the expiration of
5 years. In the case of reorganizations involving groups of corpora-
tions some of which, for example, are, and some of which are not,
prevented from filing new elections under the 5-year period, the
Secretary of the Treasury is required to issue regulations which pro-
vide which group is to be treated as the predominant (or successor
group) and hence which group's characteristics are to carry over.

(c) (iv) Disallouance of surtax exemption and accumulated earnings
credit.-The bill makes two basic changes to present section 1551.
The first change provides that if a corporation transfers property
(other than money) directly or indirectly t6 a corporation which it
controls, and such transferee corporation was created for the purpose
of acquiring such property, or was not actively engaged in business
at the time of such acquisition, the Secretary of the Treasury or his
delegate may disallow the $25,000 exemption from surtax, or the
$100,000 accumulated earnings credit, unless the transferee corpora-
tion establishes by the clear preponderance of the evidence that the
securing of the exemption or credit was not a major purpose of the
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transfer. As presently interpreted, existing law a applies only to direct
transfers of property other than money. The bill does not affect the
transfer of money to a new corporation if the money is not used to
indirectly acquire property from the shareholder making the transfer.
Therefore, the amendment does not in any way inhibit the organization
of new corporations with money transfers even though the corporation
is organized for the purpose of acquiring a surtax exemption or ac-cumulated earnings credit. However, the new corporation may be a
component member of a controlled group in which case a single surtax
exemption is allocated among the members of the group unless the
group elects to file a multiple surtax exemption return.

The second change from present law extends the application of
section 1551 to transfers of property (other than money) by an indi-
vidual to a corporation which he and not more than four other indi-
viduals control. For purposes of determining whether the transferor
is considered to be in control of the transferee corporation, the indi-
vidual who makes the transfer, together with no more than four other
individuals, must own at least 80 percent of the value or voting power
of the stock in two or more corporations, one of which is the transferee
corporation, atd the same individuals must own more than 50 percent
of the vi'ue or voting power of the stock in each corporation (only
taking lw u account iAentical stock holdings) after the transfer. In
determining ownership of stock, the constructive ownership rules for
determining if a controlled group exists are applicable.

(c) (v)Eective d.-The amendment with respect to the limitation
of the number of surtax exemptions allowable to component members
of a controlled group and authority for component members to elect
to fie multiple surtax exemption returns is effective with respect to
taxable years of corporations ending after December 31, 1963. The
amendment made to section 1551 is effective with respect to transfers
made after June 12, 1963.

(d) Revnue qffect.-It is expected that this provision will increase
revenues by about $35 million in a full year of operation.
46. Validity of ta liens against morto ages, pledges, and purchaers of

motor vehicle (sec. *88 of the bill and 8ecs. 6823 (c) and 6824 of
the code)

(a) Present law.-An assessed tax-income, estate or gift, excise or
withheld income or social security tax-if not aid within 10 days after
notice and demand constitutes a lien upon a of the. property of the
taxpayer, both reai and personal. This lien follows the taxpayer's
possessions, but it is valid as against a purchaser, mortgagee, or judg-
ment creditor only if the notice of the tax lien has been ed prior to
the sale or mortgage in the place designated by the State for the filing
of such notices-usually the county recorder's office.

(b) General reasons for protw.-A prospective purchaser or
mortgage lender with respect to real estate will check with the county
recording office to ascertain whether there are any outstanding liens on
the property. Ordinarily, liens against automobiles and trucks are
not recorded in the county recorder's office. In many States imy lien
upon the automobile or truck is stated on the title. The one who
wants to record a chattel mortgage, for example, upon an automobile
must present his chattel mortgage and the certificate of title to the
motor vehicle department of the State. Dealers in Used automobiles,
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therefore, rely upon these title certificates to determine whether or not
there is any adverse lien ol the automobile which they intend to pur-
chase. However, the certificate of title does not show any Govern-
ment tax lien. Thus, a dealer having unknowingly bought a car from
a delinquent taxpayer may find that the car is seized by the Internal
Revenue Service to satisfy the lien.

An automobile or truck dealer bu ing hundreds of used cars or
trucks each year finds it difficult to follow the normal procedures-
search of the records in the county recording office-with respect to
each car which he wishes to buy. A similar situation exists with re-
spect to the sale of stocks and bonds, which are ordinarily sold on the
stock exchanges or over the counter without knowledge of any Fed-eral tax lien which might exist with respect to such securities. For
this reason, the law has long provided in the case of securities (see.
6323(c)) that even though the Federal tax lien has been filed in the
appropriate recorder's office, the lien will not be effective as against
any mortgagee, pledgee, or purchaser of a security if at the time of
the mortgage, pledge, or purchase the mortgagee, pledgee, or purchaser
is without notice or knowledge of the existence of such lien. Your
comninittee believes that a similar procedure with respect to autos and
trucks would be appropriate.

(c) General explanation of proiin.--This section of your commit-
tee's bill provides a similar protection for dealers and other persons
purchasing or making loans upon motvr vehicles as is now provided
in the case of securities, so that the lieu of the Federal Government
will not be effective against a purchaser, mortgage lender or pledgee
unless the purchaser, mortgage lender or pledgee ias actual notice or
knowledge of the existence of the Government's lien.
The definition of the motor vehicle to which this provision will

apply is a vehicle (except a house trailer) registered for highway use
under the laws of any State or foreign country.

(c) (i) Nijective date.--rhe amendments made by this section apply
only with respect to mortgages pledges, and purchases made after
the date of enactment of thisbill.
(d) Revenue effect.-This provision is expected to result in a negli-

gible loss of revenue.

C. HOUSE PROVISIONS DELETED BY YOUR COMMITTEE

I. Reimbursement of medical expenses in excess of such expenses (see.
204 of the House bill)

(1 a) Present law.-Present law provides that gross income is not to
inc ude amounts received through accident or health insurance for
medical expenses for personal injuries or sickness (secs. 104(a) (3) and
105(b) of the code).' At the same time medical expense deductions
may be claimed (if they exceed the 3-percent floor) for accident or
health insurance premium payments.

(b) Reasons.for deleting the louse provision.-Cases were called to
the attention of the House Committee on Ways and Means where
individuals have been covered by morph than one accident or health
insurance program. This occurs on occasion when the individual
himself carries more than one policy, and occurs in other cases when

I An exception to this rule provides that amounts received under accident or health Insurance policlee
ae to be included In gross income to the extent they reprent medical expense deductions allowed In pre-
vious years.
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the individual may carry a policy and also his employer may provide
for the payment of medical care either through an 'insurance policy
or through self-insurance. In these cases, the employee may receive
double payments with respect to the same expenses incured with
respect to a given injury or sickness. In these cases, the House pro-
vision would have treated the excess of the amounts received over
the actual expenses incurred as income received by the individual.

Your committee is in agreement with the objective of the House
provision. However, it has been called to the attention of your
committee that the National Association of Insurance Commissioners
this last December adopted a report on overinsurance recommending
the enactment of legislation at the State level pertaining to this
subject. The legislation recommended in effect would provide
amendments to the uniform individual accident and sickness policy

rovisions of State law providing that health insurance benefits are to
e prorated in the event of overinsurance among the carriers on the

risk. This recommendation of NAIC is likely to lead to changes in
State law within the next year or two in many, if not most, of the
States. This in effect wouIdeliminiate the overinsurance with which
the House bill provision is concerned. In view of this, your coin-
mittee concluded that it would be better to remove the House pro-
vision from the bill and see if the problem of overinsurance is not met
in the relatively near future by action by the various States. Your
committee will review this matter within the next year or two and
should implementing legislation not be acted upon by most of the
States, it will then reconsider this provision. Your committee has
concluded, however, that the problem is broader than merely the tax
aspect and, therefore, that it would be more appropriately handled by
the States than by amendment to the Internal Revenue Code.
2. Carrying charges (see. 215(c) of the House bill)

(a) Present law.-Among the itemized deductions allowed tax-
payers under present law is the deduction for interest payments.
Administrative practice bas long allowed as an interest deduction
the portion of any carrying charges on installment purchases to the
extent the interest element is stated separately. In 1954, Congress
also provided that an interest deduction was to be available in the
case of carrying charges stated separately even where the interest
charged could not be ascertained directly. In such cases, the law
provides that so much of the carrying charges as equal a 6-percent
interest charge on the average unpaid balance under the contract is
to be allowable as an interest deduction. This provision applies,
however, only in the case of "personal property" purchased under an
installment contract.

(b) Reasons for deleting the House provision.-Cases were called
to the attention of the House Committee on Ways and Means where
carrying charges are imposed with respect to tuition payments to
various educational institutions. On the basis of this, the House
bill would have extended the deduction for part of the carrying charge
as interest in the case of carrying charges for services as well as personal
property. Your committee would have no objection to extending
this provision to cover service charges which are in the form of
tuition payments; however, before this is extended to service charges,
generally, your committee believes that there should be a further
investigation of what might be covered under such a provision.
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3. Increase in basis with respect to certain foreign personal holding
company holdings (sec. 216(j) of the louse bill)

(a) Present law.-Under present law the undistributed income of a
foreign personal holding coml)any is included in the income of the
U.S. shareholders of the company and taxed to them. This treatment
applies only where 50 percent or more in value of the outstanding
stock of the corporation is owned directly or indirectly by five or
fewer individuals who are citizens or residents of the United States.
In addition, in the first year, 60 percent, and in subsequent years 50
percent, of the corporation's gross income must be "foreign personal
hol(I mg company incomie."0 In general sterns, this income consists of
passive or investment forPs of incomesuch as dividends, interest, etc.
To a substantial degree, the same type of income is classified ats fo-.eign
personal holding company income as is classified as personal holding
company income in tlie case of domestic companies.

Stock in a foreign personal holding company differs from most other
property in that, at the time of the death of the U.S. shareholder, it
generally (loes not receive a new basis equal to its fair market value.
Actually, the applicable rule in this case is that the basis of the stock
at the time of the death of the decedent is to be the fair market value
at that time or the basis of the atock in the hands of the decedent,
whichever is lower.

For foreign corporations, including foreign personal holding con-
panies, to participate in a tax-free reorganization it must be determined
to the satisfaction of the Secretary of the Treasury that the exchange
was not in the pursuance of a plan having as one of its principal pur-
poses the avoidance of Federal income tax. Of the two basic tax
provisions on corporate liquidations, sections 331 and 333, foreign
companies can use only section 331. Section 331 provides for the
imposition of the regular capital gains tax on appreciation in the value
of the stock. Section 333, which foreign corporations cannot use,
provides that the accumulated earnings and profits of the corpora-
tion are to be taxed to the noncorporate shareholders as dividends
and that capital gains are tG be recognized on other appreciation in
the stock only to the extent of the money and stock or securities
acquired by the corporation after December 31, 1953, exceed the
earnings and profits received as dividends. However, this provision
also provides, in the case of assets acquired by the corporation before
January 1, 1954, that no gain is to be recognized to the shareholder
but that instead the shareholder is to receive the same basis for the
assets received which lie had for the stock (increased for gain recog-
nized and decreased for money received).

(b) Reasons for deleting the House provision.-The House Com-
mittee on Ways and Means noted that the stock of a foreign personal
holding company, when the shareholder dies, received much harsher
treatment than is true of practically all other property included in
the decedent's estate. Generally, property receives a new basis at a
decedent's death equal to its fair market value, either at the time of
the decedent's death or at the alternate valuation date 1 year later.
Moreover, in the case of gifts where the donee carries over the basis
of the donor an increase in- the basis (up to fair market value) is
allowed to the donee with respect to any gift taxes paid on the
property.
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The House recognized that a relatively harsher treatment for the
basis of the stock of these foreign personal holding companies is
justified in order to discourage their use generally. However it was
believed that it was appropriate to permit the same general type of
adjustment to the basis as is presently permitted in the case of giftS;
namely, to permit an increase in the basis of the stock of the foreign
personal holding company equal to the death transfer tax imposed
with respect to the appreciation in tile value of tile stock.

In view of tile fact that the issue of a carryover of basis at date of
death has not been dealt with by your committee in this bill, it con-
cluded that it would be more appropriate to postpone consideration
of this amendment until that broader topic was under consideration.

In addition, the House bill provided that these foreign personal
holding companies were to be treated the same as domestic corpora-
t ions for purposes of section 333 if the liquidation is completed shortly
tifter the date of enactment of this bill. Since such companies are
likely to have little if any accumulated earnings and profits, this in
effect means that the shareholders would pay a capital gains tax
on the appreciation of their stock in the corporation only to the extent
they receive money, or stock or securities acquired after December
31, 1953, and that the basis of assets received in the liquidation is
the basis of their stock in the corporation increased by the gain
recognized. In such cases this property was to receive the same
basis as it would if time shareholder died still holding the stock in the
foreign personal holding company until this property had passed
through one estate-the shareholder's or any transferee's.

Your committee has also decided not to include this aspect of the
House provision in your committee's amendments. The same issue
of the basis at date of death is involved here as where tho stock-
holder dies still holding the stock of such a company.
4. Capital gains and losses (sec. 219 of the Hose bill)

(a) Present law.-Under present law, capital gains and losses are
divided into two general classifications: short-term capital gains
and losses and long-term capital gains and losses. The former
are gains and losses on assets held for not more than 6 months and
the latter are gains or losses on assets held for longer periods of time.

Gains and losses in each category are first offset against other gains
or losses in the same category. Thus, there is determined "net,"
short-term gains or losses and "net" long-term gains or losses. Next,
any net short-term gains are offset by net long-term losses or vice
versa.

Net short-term gains in excess of net long-term losses are taxed
to individuals or to corporations as ordinary income. In the case
of net long-term gains in excess of net short-term losses, however,
the tax treatment applicable to individuals and corporations differs
somewhat. In the case of individuals, such a gain is included in the
taxpayer's ordinary income and then reduced by a 50-percent de-
duction, or alternatively, the entire gain is omitted from the tax-
payer's ordinary income base and a flat, 25-percent tax paid with
respect to this gain. In the case of corporations, there is no special
50-percent deduction. Instead, the corporation either includes the
entire gain in its ordinary income, or alternatively, pays a tax of 25
percent on these capital gains.



REVENUE ACT OF 1964

The tax treatment of capital losses also differs somewhat between
individuals and corporations. As previously indicated, any net short-
term loss is first offset against any net long-term capital gain and vice
versa. If there still remains an excess of capital losses (either short
term or long term), these losses may be offset against ordinary income
in the case of individuals but only to the extent of $1,000. If any net
loss still remains, it may be carried forward for a period of up to 5 years
as a short-term capital loss (whether such loss was in reality a long-
or short-term loss) and as such in each of the ycars in succession first
offset against net short-term capital gains, then against net long-term
capital gains and finally against ordinary income to the extent of
$1,000.

In the case of corporations, capital losses as in the case of individuals
are first offset against gains in their own category (short term or long
term) and then against gains in the other category. However, any
remaining loss may not be offset against ordinary income to any
extent, but it may be carried forward as a short-term loss and offset
against short-term and long-term capital gains in each of the 5 succeed-
ingtaxable years.

The capital gain and loss treatment described above applies in the
case of the sale or exchange of capital assets. In addition, certain
other items are taxed in the same manner as capital gains. The princi-
pal category of assets treated in this manner are depreciable assets.Such assets, if the gains exceed the losses, are treated as capital gains;
but, if the losses are in excess of the gains, they are treated as ordinary
losses. Included with depreciable property for this purpose also are
gains or losses from-

1. the sale of timber;
2. coal royalties;
3. livestock held by the taxpayer for draft, breeding, or dairy

purposes if held by him for 12 months or more;
4. the sale of an unharvested crop sold in connection with the

sale of the land.
Other types of itenis which are eligible for capital gain treatment

are patent royaim s r~eived by the creator of the patent, certain
lump-sum pension payments, and certain termination payments
received by employees with more than 20 years employment. Income
arising from the sale of stock acquired under a restricted stock option
represents still another form of income accorded capital gains treat-
ment under present law. In addition, this bill (sec. 228) provides
capital gain treatment for iron ore royalties.

(b) Reasons for deleting the House provision.-The House bill would
make three basic changes in the, tax treatment of capital gains and
losses. First, it would decrease from 50 to 40 percent, in the case of
individuals, the proportion of the capital gain included in the tax base
where the asset involved has been held for more than 2 years, and
it would provide in such a case a maximum tax rate of 21 percent in
lieu of the 25 percent; second, it would limit the more favorable
capital gains treatment described above so that this treatment would
not be made available with respect to, transactions where the capital
gains treatment under present law is made applicable to certain
types of assets which are not capital assets; and, third, it would
provide an indefinite carryover of unused losses in the case of
individuals in lieu of the present 5-year limitation.
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. The Secretary of the Treasury in his testimony before your com-
mittee requested that the first t-.::o of the changes lited above not
be made. He based this primarily on the fact that the administration
in recommending lower capital gains tax rates had done so only as a
part of a recommendation providing additional taxation on un-
realized gains at death. Subsequently, this recommendation was
modified to call for a carryover of the decedent's basis in such a case
to the one receiving the property from the decedent. The House Com-
mittee on Ways and Means considered this latter proposal but
rejected it at least in part on the grounds that there were technical
problems which had not been satisfactorily worked out. In view of
this, tho Secretary of the Treasury in his testimony before your
committee strongly urged that it not consider reducing the capital
gains tax rates at this time.

In addition to the question raised by the Secretary of the Treasury
as to whether capital gains tax rates should be lowered at the present
time in view of the fact that other related structural changes are not
now being made, questions arise as to the desirability of dividing the
long-term capital gains group into two parts. Information submitted
to your committee made it quite clear that this would substantially
further complicate an already complex capital gains tax schedule.
If the House provision had been adopted, not only would it be neces-
sary to report separately three instead of two general categories of
capital gains, but it would also be necessary to subdivide the proposed
class A and class B gains between those coming under section 1231
and those which do not. Although gains from the sale of such assets
result in capital gains where there is a gain from all such assets taken
together, nevertheless, if there is a loss from the aggregate of these
transactions with respect to these assets, they give rise to ordinary
gain or loss. In addition, it is necessary on this schedule to account
for the "recapture" of ordinary income provided generally for tangible
personal property in the Revenue Act of 1962 and the somewhat
different 'recapture" rule provided in this bill with respect to real
estate. As a result of the interrelationship of these factors, your
committee concluded that it would be better not to further complicate
this schedule at the present time by this further breakdown of what are
presently long-term capital gains or losses for individuals.

Your committee also was concerned about the capital gains pro-
vision of the House bill because the benefit from this provision would
have been largely concentrated in the very highest income brackets.
The concentration of capital gains in the higher income levels in fact is
a major factor accounting for the effective rates in the highest brackets
being substantially below the rates shown in the tax rate schedule.
Table 11 shows, for example, that, although those with incomes over
$200,000 represent a small fraction of 1 percent of all the taxpayers,
nevertheless they receive 16 percent of all capital gains. This is about
the same percentage of capital gains received by the 58 percent of all
taxpayers having incomes below $5,000. Those with incomes of
$100,000 or over, although representing only 0.04 of 1 percent of all
taxpayers, nevertheless receive 24 percent of all capital gains.

The effect of reducing the capital gains inclusion factor, or alterna-
tive rate, because of this concentration of these gains in the higher
income classes would, of necessity, have meant that most of this
relief would have gone to those with the highest income levels. This

161



162 REVENUE ACT OF 1964

is shown in table 12, which presents the overall distributional effects
of the House and your committee's bill in detail for incomes over
$50,000. This table indicates that, although the capital gains reduc-
tion in the House bill as a percentage of the present total tax amounted
to only 0.7 of 1 percent, nevertheless the tax reduction which this
would have accorde(d those with incomes between $100,000 and
$200,000 would have been 3.4 percent; and this percentage would
have risen to 7.4 percent for those with incomes of $1 million or over.
This can be compared with the capital gains tax reduction accorded
those with incomes of $3,000 and under of 0.3 of 1 percent. Your
committee (lid not believe that a reduction of this type was justified
in view of the overall distribution of reductions in this bill.

TA BLE 11.-Capital gains, by income levels

But receive
this per-

Returns with adjusted gross Income of- Comprise this percentage of all taxpayers- centage of
all capital

gains

$200,000 and over .............................. 0.0096 of I percent ........................... 10
$100,000 and over ----------------------------- 0.04 of I percent ............................. 24
$60,000 and over ............................... 0.2 of I percent .............................. 35
$10,000 and over ............................... 8.7 percent .................................. 60
Less than $5,000 ............................... 67.8 percent ................................. 17

Source: Treasury Tepartment.

TABLE 12.-Overall distributional effects of the House bill (including capital gains
changes) and the Finance Committee bill (which retains present law capital gains
treatment)

Total tax reduction as Capital
percentage of present tax gains tax

___ reduction in
Adjusted gross Income class (in thousands of dollars) liouse bill

Finance as percentage
House bill Committee of total

bill present tax

Oto3 ......................................................... 38.6 38.6 0.3
3to5 ........................................................ 26.5 27.3 .3
5 to 10 ........................................................ 20.1 20.9 .2
10 to 20 ....................................................... 16.9 17.3 .4
20 to Y) ....................................................... 16.0 15.8 1.0
50to 100 ...................................................... 13.5 12.3 2.0
100 to 200 ................................................... 12.2 9.7 3.4
200 to n ..................................................... 12.4 8.1 5.0
50 to 1,000 .................................................... 12.1 5.7 7.2
1,000 and over ................................................. 12.0 5.6 7.4

Total ................................................. . 18.9 19.1 .7

Source: Treasury Department.

It should be noted that the great bulk of capital gains is accounted
for by taxpayers by including 50 percent of the gain in income rather
than by subjecting these gains to a separate flat 25 percent tax. It
has been estimated that most of the capital gains fall in the former
category where 50 percent is included in the ordinary income tax
base. As a result, the regular rate reductions provided in this bill,
which range from 30 percent for those in the bottom brackets to 23
percent for those at the top, will also bo applicable in the case of these
capital gains. Thus, even without any special tax treatment for
capital gains, a substantial reduction in tax is provided by your com-
mittee's bill with respect to these gains.



INDIVIDUAL VIEWS OF SENATOR PAUL H. DOUGLAS

GOOD FEATURES OF THE BILL

There are many good features in the present tax bill H.R. 8363.
Among these are (1) the fact of tax reduction itself which will stimu-
late demand, production, and employment; (2) the minimum standard
deduction of $300 per taxpayer plus $100 for each family dependent,
(this with the per capita exemption of $600 means that families of
four whose yearly incomes are less than $3,000 will be exempted from
taxation-as they should be-instead of those under $2,666 as is now
the case, i.e., $2,400 plus the 10 percent standard deduction); (3) the
shifting of the corporation tax collection period from the present
delayed system to roughly the same basis as taxes are now collected
from individuals; (4) the repeal of the 4 percent dividend credit against
taxes actually owed, and certain other features as well; and (5) the
elimination by the Finance Committee of the reduction in the capital
gains tax.

The capital gains loophole is already the largest loophole in our tax
system. Between $5 and $6 billion a year are lost because of this
provision. The bill as it came from the House of Representatives
would have widened and deepened this hugh loophole by reducing
the rate on long-term capital gains from 50 to 40 percent, subject to
a maximum of 21 percent instead of the present inadequate rate of
25 percent. This was eliminated by a narrow margin in the com-
mittee. There is grave -danger that this reduction will be restored
in the conference committee. This danger will be reduced if the
Senate itself, by a decisive vote, approves th. action of the Finance
Committee in eliminating this section from the House bill. This,
in my judgment, should occur early in the Senate proceedings.

There are some grave defects in the bill as presented which I
believe the Senate should correct. The bill also fails to effect much
needed reforms in our tax system which are long overdue and for
which there will not be another opportunity for some years.

Generally speaking, our present tax structure is riddled with in-
justices and inequities. There are so many loopholes that 20 people
with incomes over $500,000 in 1959 paid absolutely no taxes at all
while the average amount of taxes actually paid by all those with in-
comes of $5 million or more came to slightly less than 25 percent in-
stead of the 90 percent they would theoretically be expected to pay.
This is less than the amount which a typical American family with a
taxable income of $12,000 derived from wages and salaries would be
expected to pay or, because of collection at the source, would actually

If we. could close the various loopholes and "truckholes" in the

Revenue Act, we could reduce the individual income tax rate from the
present scale of 20 to 91 percent to a range of from 10 percent as the
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minimum to a maximum of 50 percent. In doing so we would raise
as much revenue as we do with our apparently high rates which, as a
matter of fact, are not paid by the vast majority of those in the upper
income tax brackets. In this connection it is appropriate to quote a
salient passage from Philip M. Stern's forthcoming book entitled
"The Great Treasury Raid" in which that keen student of our tax
system, comments as follows:

For a raid of its magnitude, the time (high noon) and
setting (the U.S. Treasury, a stone's throw from the White
House) showed a breathtaking boldness of design and plan-
ning. From out of nowhere, it seemed, they appeared--old
people and young, rich and poor, an oil millionaire here, a
factory worker there, a real estate tycoon, a working mother,
several well-known movie stars, some corporation presidents,
even the chairman of a powerful congressional committee.
It was a mixed lot, all right, that converged on the Treasury
Building that high noon. Into the building they strolled,
gloriously nonchalant. No one stopped them; not a guard
looked up to question them. Quickly and quietly they

found their way to the vaults; opened them noiselessly with
the special passkeys each had brought with him. Like
clockwork, with split-second timing, each went to his
appointed spot, picked up a bag and walked out as calmly
as he had entered. At the exits the guards sat motionless.
At precisely 12:04 it was all over. Each of the "visitors"
had vanished into thin air.

So had $40 billion from the U.S. Treasury.
The administration initially made a partial but somewhat ineffectual

effort at tax reform. But when most of its proposals were rejected
by the House Ways and Means Committee, they ceased to fight with
any vigor except on two matters, namely (a) the abolition of the
unjust 4 percent dividend credit inserted under the Eisenhower
administration in 1954, and (b) the removal of the reduction in the
capital gains tax. Neither of these features is in the present bill,
and I hope we can hold these gains.

In other words the great mass of citizens, primarily in the lower
income brackets, have to pay high taxes because the laws have been
so shaped that a minority are able, by avoidance and evasion and
counseled by highly paid and able tax attorneys, to take advantage
of every twisting and turning of the laws. I repeat, if we could plug
the loopholes and "truckholes," we could collect the same total
amount of revenue with half of the present tax rates. Our failure to
do so means that the present unfair and unjust system continues.
As a consequence, the present. bill, except for the unjustifiable pro-
vision with respect to utilities remains neutral with respect to rem-
•edying the great injustices in tfie tax system. Its failures are not, for
the most part, acts of commission, but rather acts of omission. Be-
cause of the stimulus which the tax cut itself should bring to the
economy, there are many like myself who can therefore support the
bill because its stimulating features are good, but in the meantime
express dissatisfaction over the failure of the House and the Senate
committees to remedy many of the well-known and major loopholes in

164



REVENUE ACT OF 1964

the tax system. To us, tax reform is as important as tax reduction.
But this bill has a great deal of reduction but very little reform.

The major loopholes in the system are (1) the present provisions for
capital gains-the biggest loophole of them all. Huge amounts of
ordinary income are taxed at a special lower rate, and other gains are
not taxed at all, as in the case of the failure to tax capital gains at
death.

The abuses involved in the oil depletion allowance, the writeoff of
intangible drilling and development costs in the first year, and the
ability of the oil industry to count royalties abroad as a tax payment
instead of a deduction of expenses, is another area of grave abuse.

There are additional areas such as the unlimited charitable deduc-
tion, which is responsible for people with millions of dollars of income
escaping any Federal taxation at all, and such other well-known loop-
holes as stock options, collapsible corporations, and corporate spin-
offs, which mean that the favored few pay a smaller proportion of
their income in taxes than the many with modest incomes.

Furthermore, State and local systems of taxation are highly regres-
sive. That is to say, those with low incomes pay a higher proportion
of their incomes in taxes than do those with high incomes. The pro-
gressive features of the Federal system should offset this so that the
overall tax system of the country-Federal, State, and local-is at
least proportional. But the fact that the Federal system is riddled
with loopholes which favor high income groups, plus the fact that
about $13 billion a year is collected in excise or sales taxes at the Federal
level, means that even the Federal system has very little, if any,
progression in it, and the total tax system is probably somewhat
regressive in nature. The present bill fails to correct this situation.
The repeal of some of the most onerous and least justifiable of the
excise taxes could help to make our tax system more fair.

I therefore hope that we may take the following action to improve
this bill:

First. We should try to get the Senate, by an overwhelming vote,
'to uphold the Finance Committee's action in knocking out the new
capital gains loophole. This would strengthen the Senate's position
in the conference committee. Otherwise, the capital gains provision in
the tax law may end up worse than under present law. This should
be a minimum position and it would certainly help if the Senate would
also try to do something in the area of capital gains at death.

Second. The Senate should eliminate that feature of the tax bill
which has no rightful place in a tax bill, namely, section 202(e) which
states that the Federal regulatory commissions need not pass through
the tax savings from the investment credit to the consumer. Apart
from its lack of merit, this is basically a regulatory rather than a tax
matter and really has no place in this bill.

Third. We should retain in the law the Long amendment of 1962
with respect to the investment credit. Corporations which invest
$100 in investment reduce their taxes by $7. This is the equivalent of
a $14 before-tax deduction. The Long amendment in 1962 said that a
corporation could not depreciate more than $93 worth of investment,
but the bill before us will allow the full depreciation of the asset even
though its actual cost was less because of the investment credit. The
elimination of the Long amendment will ultimately cost about $600
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million a year and hence raise the investment credit to about 11
percent.

Fourth. The present provisions in the law with respect to stock
options should be greatly modified and the provision in the bill with
respect to the amount of term insurance which a corporation can

urchase for its employees should be reduced at least to the House
ngure.

Fifth. We should try to repeal some of the retail excise taxes, such
as those on leather goods, women's handbags, inexpensive jewelry,
cosmetics, and furs, but we should place a limit of $100 on the amount
which is free of tax so that we do not reduce the tax on luxury expendi-
tures.

Sixth. Furthermore, we should certainly try to do much more than
is done in the bill with respect to the oil depletion allowance. As a
minimum, we should prohibit excess depletion from being used to
offset income from sources other than direct oil production. This
was proposed by Senator Williams in the committee, accepted twice,
but finally considerably watered down at the last moment.

We should also consider an amendment to the depletion allowance
which, while retaining depletion for the small producer who does take
considerable risks, reduces the depletion allowance for those whose
income from gas and oil is between $1 and $5 million to 21 percent,
and for those with incomes from gas and oil in excess of $5 million to
15 percent. This would save $400 million a year.

Seventh. We should also not undo the minor progress made with
respect to travel and entertainment allowance loopholes in 1962. We
should not finally adopt some of the provisions either in the bill or
which have been proposed to the bill.

Eighth and finally. We should consider the equity of the rate
structure itself. The present bill grants about $2% billion in tax
reductions to corporations and over $9 billion to individuals. The
latter is done by reducing the rates; namely, from the present 20 to
91 percent to a figure of 14 to 70 percent.

In addition, the bill splits the rates for the first bracket and gives
a new minunum standard deduction. These last two features redeem
the inequities in the nature of the personal tax reduction so that there
is some degree of equity. However, there is neither a strong case
nor any equity considerations involved in reducing corporate taxes
by $2% billion. Since 1954, corporations have had tax reductions of
almost $5 billion through the 1954 fast tax writeoff and depreciation
p revisions, and the 1962 investment credit, and revision of Bulletin F.

This bill grants another $2% billion to corporations while individuals
receive some reduction for the first time.

Because of this, it would be well to use some of the corporate
reduction to increase the minimum standard deduction or to increase
the $600 exemption. Personally, I would propose taking at least $1
billion from the corporate reduction and using the funds to increase
the personal income tax reduction. This would be more equitable,
would make the tax system more just, and, in my judgment, would
give a much stronger stimulus to the economy than the present
method.

Moreover, the Senate and the Congress should give serious consider-
ation to simplifying the tax structure and making it more equitable
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by the simple process of repealing most of the existing loopholes and
truckholes in the tax laws and then using the gain in revenue to
bring a drastic reduction in income tax rates. By closing most of
the present loopholes, the tax rates c ,uld be reducedfrom the present
level of 20 to 91 percent to a new level of about half that amount, or
from 10 to 50 percent. This would simplify the tax structure, make
it more just and equitable, and improve its enforcement, while bene-
fiting the great mass of Americans who pay their taxes and who do
not either avoid or evade them. The longer we put off tax reforms
the more unjust our system becomes. The time to act is now.

PAUL H. DOUGLAS.





INDIVIDUAL VIEWS OF SENATOR RIBICOFF

This tax bill will have my vote, but not my unqualified approval.
Many unwise provisions have been included, some desirable pro-

visions have been omitted, and the bill as a whole will not achieve all
of the results that have been claimed for it.

Rate reduction and reform are the principal needs to which this bill
should be directed. It achieves rate reduction. It does not achieve
reform.

Unfortunately, the public has been largely unaware that the issues
in this bill included anything more than simple rate reduction. To
judge from the general reaction to the bill, one would think it con-
tained a single provision saying, "Taxes shall be reduced by $11
billion." The fact is the bill containes more than 300 pages of de-
tailed provisions, making a great number of changes in 37 separate
areas of the Internal Revenue Code, in addition to the provisions
making reductions in tax rates. In a few instances, these so-called
structural changes do make modest reforms. But many needed re-
forms have not been made, and many of the changes in the bill are the
opposite of reform: they are special preferences for a few taxpayers.

I do not agree that we should benefit-
utility companies by prohibiting the "flowthrough" of the

investment credit to consumers;
department stores by allowing special tax treatment of revolv-

ing credit sales;
iron ore companies by providing capital gain treatment for

certain royalty payments;
companies with foreign subsidiaries by permitting a 10-year

carryforward for expropriation losses;
insurance companies by giving them capital gain treatment of

bond discounts in certain situations; and
purchasers of new equipment by doubling the benefit of the

investment credit.
These provisions are all included in the bill. The revenue loss for

1964 is estimated at $305 million.
Left out of the bill are provisions to reduce depletion allowances,

end the immediate writeoff of intangible drilling and development
costs for oil and gas, and abolish the preferential treatment of stock
options. These provisionfi would have prevented a revenue loss in
1964 of $1,150 million.

These sums of money would more than pay for two other provisions
which I believe should be included in this bill. These provisions would
benefit the national interest and help millions of individuals. I will
offer them as amendments on the Senate floor.

My principal amendment provides an income tax credit for college
costs. The amendment provides a credit based on the first $1,500
of tuition, fees, books, and supplies at an institution of higher edu-
cation. The credit is available to anyone who pays these costs-
parents, students, or any other person who wants to pay for the
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education of a deserving boy or girl. The credit is 75 percent of
the first $200, 25 percent of the next $300, and 10 percent of the
next $1,000. The credit is reduced by 1 percent of the amount by
which the taxpayer's adjusted gross income exceeds $25,000-in other
words, reduced $50 for each $5,000 of income above $25,000.

The financial burdens of high college costs are just as entitled to
be eased through tax relief as medical expenses and casualty losses.
These college costs hit middle income and lower middle income fami-
lies with a serious impact. The man earning $8,000, $10,000, or
$15,000 is generally not eligible for scholarship or loan funds for his
son or daughter, and he faces a heavy burden in paying $2,000, $1,000,
or even $500 for college costs.

One of the premises of this bill is that incentives should be given
to capital investment. Yet there is no better form of capital invest-
ment we can make than investment in education. The investment
credit in the 1962 tax bill and the revised depreciation guidelines
provide over $2 billion in tax relief foi investment in machinery.
The pending bill provides millions more for this purpose. I believe
we should invest in the education of our youth. In the last analysis,
trained minds, not just new machines, will insure t'ie success of this
Nation.

Four main objections have been raised against tlhis proposal:
1. It is claimed the amendment helps the wealthy. The fact is the

credit benefits the $30,000 man less than the $5,000 man, and does
not benefit the $60,000 man at all. Under this amendment, 91
percent of the dollar benefit goes to families with incomes below
$20,000, 63 percent to families with incomes below $10,000.

2. It is claimed the amendment discriminates against the poor.
The fact is the credit operates exactly like all other tax relief provisions
of the Internal Revenue Code: it is available only to those who pay
a tax. The medical deduction is not used by nontaxpayers, yet few
would oppose it on this ground.

Those in the very low income groups who pay no taxes need a sound
program of student aid including scholarships. I am for such a
program. It is needed in addition to tax relief for the middle-ircome
families. These are not alterntives. They are both necessities.

3. It is claimed the amendment favors the high tuition colleges,
most of which are private colleges. The fact is the amendment favors
the low tuition colleges, most of which are public colleges. The credit
on a $200 expense is $150. That's 75 percent. The credit on a
$1,000 expense is $275. That's only 27 percent. Even where a
college charges no tuition, the expense of fees, books, and supplies
invariably totals $200 or more.

4. It is claimed all the tax benefit will be absorbed in tuition
increases. The fact is that tuitions go up whether tax relief is granted
or not. Furthermore, any colleges that want to raise tuition because
they know parents have some extra money will take advantage of the
rate reductions in this bill. They can absorb the tax dollars that come
from rate reductions, whether or not my amendment is added to the
bill. Finally, the amendment provides only a 10-percent credit on
expenses over $500, so every added $100 of tuition over $500 results
in only a $10 saving to the parent---scarcely an incentive to the college.

For years proposals similar to this one have regularly been intro-
duced by many Members of the Semate. I believe there should be an
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opportunity for every Senator to vote on this proposal. I intend
to see that this opportunity is provided.

My second amendment permits accelerated deductions of expenses
for a;- and water pollution control equipment. If we are ever to
make huostantial progress in combating air and water pollution, we
must recognize that private industry has a major part to play. But
playing that part costs money. Since these expenditures are for a
public purpose, the public should assume part of the burden through
tax relief.

Industry needs financial encouragement to speed the acquisition
of this equipment. This equipment produces no revenue to the com-
pany that installs it. Yet the Internal Revenue Code and many new
amendments provided in this bill provide billions in tax relief for
expenditures that are revenue producing. In fact, the Treasury
Department last year proposed that fast tax writeoffs be provided
for all equipment purchased for research and development expendi-
tures which are clearly revenue producing.

When we are providing hundreds of millions to establish air and
water pollution control programs, we should not overlook the need
to help industry make the purchases of pollution control equipment
which can make the difference between success or failure in cleaning
up our environment.

Finally, I must express a word of caution concerning the claims
that have been made for this bill as a whole. It can legitimately be
called a needed stimulant to an economy that is not operating at full
capacity. But it cannot and should not be expected, in and of itself,
to spur that economy to full capacity or to solve many of the difficult
problems that have been preventing our economy from reaching full
capacity. Chief among these is unemployment and while this bill
will help create new jobs, I do not believe it will solve the basic problem
of structural unemployment. Economists with views as divergent as
Leon Keyserling and Roger Freeman agreed on this point in testimony
before the committee.

"I doubt that tax reduction can make a major impact on our present
type of unemployment," said Freeman. "Even well-designed tax
reduction cannot cope with a large portion of the unemployment
problem," said Keyserling.

This joint warning should be well heeded. As we eiuct this tax
cut bill, let us not delude ourselves or the country into thinking that
it is a cure-all for our problems, especially for orr unemployment
problem.

We should pass this bid despite its imperfections. Taxes are too
high and do act as a deterrent to individual initiative. This bill will
be of benefit to all segments of our society and will be helpful to the
economy. But we must continually strive toward the goals that
remain: tax reform, a meaningful reduction in unemployment, and a
fully productive economy. ABRAHAm RIBICOFF.

27-14- of. 12





MINORITY VIEWS OF SENATOR ALBERT GORE

POSITION IN BRIEF

On balance, in the light of its design and consequences, and in view
of its scope and magnitude, this is one of the most important and most
ill-advised bills ever to come before the Congress for serious considera-
tion.

Born of ineptitude in economic forecasting, sired by political con-
siderations, and nurtured by the greed of special interests, it creates
more inequity in many respects and bears no resemblance to true tax
reform. Favoritism in tax law, furthered by H.R. 8363, threatens to
erode our economic, political, and social structure.

Specifically, this bill-
(1) Is the embodiment of fiscal folly. While it is generally

recognized, and I am no exception, that a balnced budget is not
necessary or even desirable in every year, and in all circumstances,
debt and deficit cannot be ignored indefinitely. After 3 years of
unprecedented prosperity, expansion, and growth, and with nearly
all the important economic indicators pointing upward, we cer-
tainly should not seek deliberately further to increase debt and
deficit and to impair, for all foreseeable time our capacity to meet
pressing public problems by a drastic reduction of governmental
revenue.

(2) Provides no solution to our economic or social problems.
The vast, unfulfilled economic needs of our society lie in the
public sector-better housing for low-income groups better mass
transit systems, better educational facilities at all levels, better
highways, more and better hospitals and nursing homes, more
clean drinking and industrial water. The private sector of our
economy is the wellspring of our continued prosperity, but this
sector is fat with unused productive capacity. The unemployed
and those burdened by poverty need specialized assistance in
overcoming specific problems. Those who are so enamored of
aggregates and macroeconomics fail to recognize that specific
solutions are needed for very specific and pointed problems. The
war on poverty is thus far but a skirmish of words-we need a
pitched battle, with live and heavy ammunition, aimed at specific
targets. Necessary programs reijuior more, not less, revenue.

(3) Would provide the wrong type of tax cut, even if a large
reduction in revenues were justified at this time. The tax reduc-
tion provided by this bill for the already very rich, through both
a drastic reduction in high bracket personal income rates and a
cut in corporate rates is unconscionable. Equity aside, sound
economic theory is violated. If any shortage exists in our econ-
omy in the private sector, it is to be found in an absence of
broadly based purchasing power. An equitable solution by way-
of revenue reduction would dictate a tax cut which would restore
some of the prewar purchasing power which has, ever since that
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time, been withheld. An increase in the personal exemption,
with possible consideration being given to the restoration of some
preferential treatment for earned income would be not only more
equitable but more defensible from a purely economic standpoint.
The reconcentration of wealth directly attributable to the tax
cuts as well as indirectly realized from increased interest pay-
ments-acting as transfer payments-which will be stepped up
by virtue of the built-in deficits created or increased by this bill,
poses grave dangers. Political democracy can hardly survive
without economic democracy.

RATE REDUCTION

GENERAL

The subject bill represents one of the most flagrant, obvious, and
dangerous attacks of the past 35 years on the ideals, purposes, and
underlying machinery of our economic democracy. Economic democ-
racy is one of the hallmarks of our society, without which political de-
mocracy, social progress, and national purpose would soon cease to be.

In the name of equity this frontal attack is being made on the grad-
uated income tax. The result will be a reconcentration of income and
wealth in the 1929 pattern-an increased inequity.

In the name of economic expansion and employment opportunities,
this bill would increase the already high liquidity of corporations,
resulting not in increased jobs, but in increased automation, increased
outflow of investment funds and jobs to Europe, and increased divi-
dends to line the pockets of the rich and very rich.

In the name of social justice-the war on poverty, ignorance, dis"
ease, the hopelessness of those who dwell in city slums or in areas of
worked out agricultural and mineral production-this bill would put
the Federal Government in a fiscal straitjacket, denying to the
Government the revenues required for any successful assault on
poverty and its ugly bulwarks.

In the name of tax reform, this bill would, for at least a generation,
dull the spur for real reform. Professed liberals will fain surprise in
future wars for reform when they find themselves deserted by some of
their current allies, even as the armies of David withdrew from
Bathsheba's husband, leaving him naked and alone before the walls.

If the pattern of this bill is followed, we will likely witness, within
the next few years, a worsening of our economy. We may well find
ourselves repeating the 1954-57 pattern of nonsustainable productive
capacity and increased unemployment.

Government-society organized for political purposes-does not
exist for economic reasons alone, and I would never equate economic
prosperity with the good life. But a society does not long live when it
supports a politicoeconomic system which gives to the man who has
one loaf two, -while withholding from the man who has half a loaf
or none.

Ideals and attitudes are as importantt as economics. The cynicism
of some of the backers of this bill will be long remembered by those
who are now without effective representation in Washington. Propa-
ganda, like morphine, soon wears off. It will not be long before the
majority of our citizenry awake to the realization of reality and know
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that their bag is still empty and there never really was a snipe in the
woods at all.

We decry and deplore waste and inefficiency in Government
spending-and rightly so. But those who are so enamored of aggre-
gates and mesmerized by macroeconomic manipulation in the private
sector seem to assume that they have discovered in a tax cut economic
perpetual motion-without waste, without inefficiency, without
friction. All we need to do, we are told, is to release the "brake" of
taxation on the economy and the private sector will expand in exactly
the right ways to cure unemployment, without inflation of course,
and will with perfect equity insure the good life for all, without
Government interference or activity.

And all this without error in decisionmaking. Where was Adam
Smith's "unseen hand" when .the Edsel automobile was stillborn?

The theory behind a tax cut of this type and magnitude, under
conditions existing today, will not stand close examination. fideed,
it is difficult to pin down the theory upon which some base their
support for this bill.

Regardless of theory, the practical results of a tax cut of the type
proposed will be diametrically opposed to the ostensible goals of many
of its proponents. The implementation of this fiscal folly is a reckless
gamble with our entire national economy.

In theory, assuming we are all Keynesians, and assuming further
that conditions today fit the situation envisioned by Lord Keynes when
he tried to adapt economic theory to fit the world stagnation of the
late 1920's and early 1930's, a deficit will inflate the economy. This
deficit can be achieved by increased spending or decreased revenues.
But conditions are far different in these days of dynamic expansion.

The result of this bill will be to transfer yet another large slice of
national production and wealth from those who produce wealth to
those who parasitically participate in its enjoyment.

II. THE ADMINISTRATION POSITION

From the early and recurring rumors of a tax cut which gained wide
circulation in the early fall of 1962 to the present time, it has been
difficult to understand from statements issued by spokesmen for the
administration the specific purposes of this proposed tax reduction.

At times this bill seems to have been regarded as a vehicle for long-
range tax reform.

At other times it appers to have been sold as a hedge against more
or less imminent recession.

At still other items, it a appears to be straight Keynesian deficit
financing for the avoidance of1ow-level equilibrium in the economy.

Under current conditions, and in the form in which this bill now
exists. This legislation makes a mockery of any and all these pur-
ported positions.

The late President Kennedy in his tax message of January 24, 1963,
stated:

My recommendation for early revision of our tax struc-
ture is not motivated by any threat of. imminent reces-
sion***.
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But by March, when some of the indicators seemed to hang a bit,
he seemed to have something else in mind, telling us:

If we don't have the tax cut, it substantially, in my
opinion, increases the chance of a recession * *

By May it became apparent that 1963 would be a good business
year, and Secretary Dillon came back to the original theme. On May
7, 1963, the Secretary of the Treasury-a consistent follower of Re-
publican theory and doctrine-told the Chamber of Commerce of
New York:

Above all, it must be borne in mind that the President's
program is not intended-and is not designed-merely as a
quick and temporary shelter against recession. It was de-
signed-and has always been intended-as a permanent pro-
gram to raise our long term rate of overall economic growth.

But again, the late President Kennedy on September 9 expressed
concern that without a tax cut in 1963 "we may move into a period of
economic downturn."

Meanwhile, Dr. Heller was working the Keynesian theme. I must
say he has stuck pretty closely to this line, which he set out most ex-
plicitly in an article which appeared in November 1962 in Nation's
Business:

HOW CUT WOULD SPUR GROWTH

The U.S. economy has consistently fallen short of its em-
ployment, production, income, and profits goals in the past
5 years. A sizable cut in tax liabilities both of households
and businesses throughout the Nation would push the econ-
omy toward more robust activity in three main ways-ways
which would bring business stronger markets, expanded in-
vestment opportunities and healthier profits:

1. Tax reduction would increase the disposable income-
the take-home pay of consumers. Careful analysis of past
experience indicates that consumers consistently spend from
92 to 94 percent of their disposable income. History also
shows that when this income is increased, a high proportion
of the increase is promptly spent.

When consumers spend this income, markets strengthen,
production rises, new jobs are created, and income and profits
rise accordingly. This creates added cycles of private spend-
ing. Boosted spending and income results in what econo-
mists call the "multiplier effect." It produces an increase
in gross national product of perhaps two or three times the
original reduction in taxes. Gross national product, the total
output of goods and services, is, of course, a major indicator
of growth.

2. By strengthening sales and pushing output closer to
capacity, tax reduction spurs investment in inventories and in
new equipment and new plants. , This impact on investment
in productive capacity is called the "accelerator effect." The
increased production of capital goods expands gross national
product, stimulates further consumption and increases
profits. It reduces the deterrent effect of excess capacity,
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which has tended to discourage investment in productive
facilities during the past 5 years or so.

3. Reducing personal and corporate taxes raises profit
margins for usinessmen and enlarges the supply of in-
ternal business funds available for investment. Tax reduc-
tion thus strengthens the incentive to invest in two ways:
Businessmen have money available to undertake the risks
of new investment. And there is the prospect of larger after-
tax returns to be earned on new productive facilities.

So, tax reduction would help business directly by reducing
the tax load on business enterprise and indirectly by stimulat-
ing demand for both consumer goods and capital goods, there-
by boosting the volume of sales and output. Indeed, tax
cuts achieve their stimulating effect mainly by inducing busi-
ness to employ, produce, and innovate.

President Johnson stated in his Economic Report, "The tax cut
will give a sustained lift, year in and year out to the American
economy." This would seem to indicate that this action is in the
nature of some sort of permanent reform.

Its proponents claim this bill will:
1. Stimulate economic growth.
2. Balance the budget.
3. Relieve unemployment.
4. Solve the balance-of-payments problem.
5. Avoid inflation.
6. Promote tax equity.

This is just what the doctor ordered, and it all comes in one little
pill which causes the happy patient no pain whatsoever.

I1. ECONOMIC EXPANSION

It is claimed that this bill would stimulate the economy in two ways.
First, consumers, having more money to spend by virtue of a tax cut,
will s spend more and thus create additional demand. Second, investors
will have more money to invest by virtue of being able to show a
better rate of return.

But these are only the first steps. At that point the "multiplier"
and the "accelerator" take over and we bootstrap ourselves up to the
point where-within a relatively short time, of course-we increase
our gross national product by at least three times the amount-of the
tax cut.

If there were a shortage of funds for investment, a tax cut for
corporations might induce more investment. If there were a shortage
of spendable personal income, a tax cut for consumers might create
increased consumer demand.

But do these conditions prevail? Not at all. Corporations are
highly liquid and rarely nee to go to the capital markets for outside
money. Corporations sold only about $1 billion of new common
stock last year. Personal income, although poorly distributed, con-
tinues to rise. The irony of the tax cut is that it would give increased
spending and purchasing power to those who need it least and who
would use it sparingly. The man on the bottom of the poverty pile
pays no income taxes now. He needs income, not a tax cut.
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Now, what is the likelihood of complete, or nearly complete, and
prompt, spending of increased personal income? The prospects are
not. good.

Already personal savings are high. Increased take-home pay by
way of a tax cut is apt to increase savings, at least for several months.
Of course, the man who is out of a job, or the man who is trying to get
by on such a small income that he has no tax to pay, would spend more
money if he could get it, but this bill does nothing for him.

Savings are up 25 percent in the past 3 years. Secretary Dillon,
himself, in an interview reported in Banking for May 1963, said, "At
present when our economy is not operating at full speed, it is charac-
terized by what one might call an excess of savings."

If there is now an "excess of savings," why would it be thought
that marginal income would be largely spent rather than saved?

I am not the only one who questions this aspect of this bill. As
long ago as February 26, 1963, an article appeared in the Wall Street
Journal emphasizing this point. Here are two pe-agiraplis f iom that
article:

To many economists, the savings rise suggests that a
tax cut to spur consumer spending-as proposed by the
Kennedy administration-may not be particularly effective,
at least in the middle and upper income brackets. If con-
sumer demand continues to lag, they argue, a considerable
part of extra income from reduced taxes would go intosavings, rather than be spent.

"he theory behind the tax cut idea is that it will stimu-
late demand,' says J. Walter Thompson's Mr. Johnson.
"But the savings accumulation suggests this may not
happen." John -R. Bunting, vice president of the Phila-
delphia Federal Reserve Bank, expresses "concern" that
income consumers may receive through lower taxes "will
be siphoned out of the spending stream" into more savings.

There is now no shortage of investment funds in the corporate
structure. On the other hand, corporations are highly liquid.
Profits are rising, and cash flows are rising even faster.

I do not see how hard statistics can be overlooked. In 1963,
corporate cash flows, after allowing for taxes, amounted to about $60
billion. After record dividend payments, this left well over $40
billion in the hands of corporate management. Investment in plant
and equipment amounted to only about $39 billion. Would anyone
logically think that increasing cash flows by way of a tax cut would
materially increase investment in plant and equipment-given these
conditions? I

We now have further statistical proof that a tax cut will induce
little in the way of increased plant and equipment expenditures.

According to Dr. Heller, in addressing the Printing Industries of
Metropolitan New York on May 20, 1963, a McGraw-Hill investment
survey reported that business executives attributed $1.2 billion of
the planned increase in plant and equipment expenditures for 1963
over actual expenditures for 1962 to the investment credit passed in
1962 by Congress and to the depreciation revisions instituted the same
year by the Treasury Department. When one considers that the
tax reduction given 'business as a result of these two changes in
taxation amounted to about $2.25 billion, and this reduction in
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revenues induced a 50-cent investment of each tax dollar lost, can
we expect any better results from an across-the-board tax cut?

1 can see no way by which this tax cut can increase the GNP by
$30 to $40 billion-not without inflation-even if we accept Keynesian
theory as valid and apply it to existing conditions.

The principal results of a tax cut for corporations will be increased
dividends and increased foreign investment which adds to balance-
of-payments difficulties. A side effect is further to entrench the Big
'hree's and make it more nearly impossible for new enterprises to

grow up and challenge them. Competition will be increasingly a
thing of the past.

Certainly a tax cut will have some effect on economic growth.
But that effect, under current conditions, will be much smaller, and
slower in developing, than we have been led to believe. A tax cut,
especially one weighted largely in favor of those who need it least, is
the most expensive and least efficient way imaginable to get an
economic boost.

IV. BUDGET BALANCING

It is a bit. difficult to understand how this proposed tax cut is to
balance the budget.

Dr. Heller another more or less straight Keynesians have reasoned
that through the magic of the "multiplier" and "acceleratbir" a tax
cut of about $11 billion will cause a increase in the GNP of $40
billion or so and this increased econon ic activity will, in turn, bring
in enough taxes at the new, lower ratal to balance or nearly balance
the budget.

President Kennedy seemed to start out on this tack in his tax
message to Congress last January. He stated, as J have already
pointed out, "It would be a grave mistake to require that any tax
reduction today be offset by a corresponding cut in expenditures."
This is genuine Keynesian theory. A deficit-creating tax cut will
spur the economy, but this stimulating action would be offset and
negated by a corresponding cut in Government expenditures. If
these two actions were taken at the same time, they would pretty
well cancel each other out.

There was, last January, no evidence that the late beloved President
Kennedy wanted to cut back on worthwhile programs. Indeed, his
budgets emphasized positive programs of development and were
partially responsible for our economic expansion since 1961.

Mr. Ford's group issued a pronouncement during last year's "mil-
lionaire's march on Washington" which stated:

We, therefore, believe it possible to hold Federal expendi-
tures in fiscal 1964 below the level set forth in the budget
this January. We believe this would have been impossible
without the current pressures for economics generated by a
proposed tax reduction. We urge the Congress and the
administration to work jointly to achieve this goal.

This rationale is interesting. We are urged to cut taxes, reduce
revenues, run up larger deficits, and it is argued that this will put
additional pressure on the President and the Congress to cut spending.
Of course, the spending which so, ne want to cut is in the fields devoted
to the social advancement of the whole country, to the attack on
poverty, ignorance, disease, and hopelessness.'
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If we adopt the wrong kinds of expenditure reductions, we will
certainly do untold harm to the Nation and to the economy. For
we must continue to pursue worthwhile programs. Highways, educa-
tion, health, etc., must not suffer if the Nation is to make any worth-
while progress. But these are the programs which will suffer under
the kind of philosophy embraced by Mr. Ford.

V. THE "BRAKE" THEORY

We are told that our high tax structure acts as a "brake" on the
economy, stiflin both investment and consumer purchasing. Re-
leasing this "brale" will, according to the argument, promote invest-
ment and increase final demand.

A favorite propaganda trick is to state a conclusion as the basis for
a second conclusion, hoping that the first conclusion will be uncritically
accepted as a proven fact. Those who try to sell this "brake"
theory are indulging in just such sleight of hand.

-We have heard the European countries praised for their swift post-
war recovery, and for their wise fiscal policies which have reportedly
promoted high rates of growth. How does the tax take of these
countries compare with our own?

Secretary Dillon has testified that total taxes collected by all levels
of government in the United States in 1961 amounted to 28 percent of
gross national product. No major European country collected a
smaller percentage--France, 35 percent; Germany, 35 percent;
United Kingdom, 29 percent; Italy, 28 percent.

One might legitimately discuss the incidence of certain taxes, and
argue that our tax structure needs to be reformed. But this is no
argument for a reduction in total revenues. It is this latter situation
which we face in this bill. Will those who now advocate tax cuts for
the rich soon come before the Congress to propose replacing the
revenue loss by a general excise tax, further to oppress the poor?

What about this "brake" theory so far as high bracket individual
taxpayers in this country are concerned?
The regrettable fact is that the rich and the very rich do not now

pay their fair share of the tax burden. And this bill makes the
situation more, not less, inequitable.

The very rich now pay a low percentage of their realized income in
taxes. From table I below, furnished by the Treasury Department
I have developed table II which shows just how light is the taxload
at the upper end of the income scale.

The "brake" theory simply does not appear plausible unless one
examines the lower end of the tax and income scale. It is here that
we may need to restore the broad base of purchasing power which
existed prior to World War II.
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TABLE I.-Tax savings and increase in after-tax income under House bill

IMarried couple with 2 dependents, with typical dividends, capital gains and other income,' and typical
Itemized deductions)

Present law House bill Tax cut or increase In after-tax income

Adjusted gross
income I Percentage

Tax After-tax Tax After-tax Amount Percentage increase in
income 2 income 2 tax cut after-tax

income

$3,000 ............ 0 $3,131 0 $3,131 ....................................
$4,000 ------------ $143 3,987 $103 4,027 $40 28 1
$ ,000-----------.. 299 4,827 219 4.907 80 27 2
$6,000 ............. 455 5,671 339 5,787 116 26 2

.00, ........ 719 6,971 569 7,067 150 21 2
1i',0, ........... 1,193 8,993 972 9,214 221 19 2

12,500 ........... 1,657 11,079 1,373 11,363 284 17 3
$15,000 ........... 2,196 13,189 1,830 13, 55 366 17 3
$17,500 ........... 2,745 15.288 2,296 15,737 449 16 3
$20, 00 ........... 3,369 17,344 2,820 17,893 549 16 3
$25,000 ........... 4.755 21,271 3,983 22,043 772 16 4
$30,000 ........... 6,322 25,139 5,297 26,164 1,025 16 4
$40,000 ----------- 1 0,026 32,305 8,392 33,939 1,634 16 5
$50,000 ........... 14,254 38,947 12,217 40,984 2,037 14 5
$75,000 ----------- 23,799 57,421 20,672 60,548 3,127 13 5
$10,00 -.......... 33, 965 79,247 29,670 83,542 4,295 13 5
$200,000 .......... 63,318 184,262 56,675 190,905 6,643 11 4
$500 ,00 ---------- 154,249 567,116 138, 216 583,149 16,033 10 3
$1,000,000 --------- 261,929 1,239,659 238,037 1,263,581 23,892 9 2

I Includes such income as wages and salaries, interest, rents, business and partnership income, royalties
and typical dividends and capital gains. Estimates of typical dividends and realized capital gains and
Itemized deductions are based on 1960 tax return data.

i After-tax income exceeds adjusted gross income for very-high-income-tax payers because 50 percent of the
long-term capital gains, which constitute a high proportion of income for such taxpayers, is included In
adjusted gross income under present law and 40 percent Is included under the House bil.

Source: Office of the Secretary of the Treasury, Office of Tax Analysis, Oct. 11, 1963.

TABLE II.-Effective tax rates under H.R. 8363
(Married couple with 2 dependents, with typical dividends, capital gains, and other income,' and typical

itemized deductions)

Adjusted Tax as Adjusted Tax as
gross Realized Tax under percentage gross Realized Tax under percentage

iome I income ' H.R. 8363 of realized Income I income I H.R. 8363 of realized
ncome income

$3,00 ........ $3,131 0 0 $25,000 0------ $26,026 $3,983 15.2
$4,000 -------- 4,130 $103 2.5 $30,000 --..... 31,461 6.297 16.8
$5,000 ........ 5,126 219 4.3 $0000. ..... 42,331 8,392 19.8
$6,000 -------- 6,126 339 5.5 1000 . 83,201 12,217 23.0
$7,500 ........ 7.636 569 7.4 $75,000 ....... 81,220 20,672 - 25.5
$10,000 ....... 10.186 972 9.5 $100000 113,212 29,670 28.2
$12,500 ....... 12,736 1.373 10.8 $200:000- 247,580 56,675 22.9
$15,000 ....... 15,385 1,830 11.,9 5 0 ...... 721,365 138,216 19.2
$17,500 ------ 18,033 2,296 12.7 1,00.000.... 1,501,588 238,037 15.9
$20,000 ....... 20,713 2,820 13.6

I Includes such income as wages and salaries, Interest, rents, business and partnership income, royalties
and typical dividends and capital gains. Estimates of typical dividends and realized capital gains and
itemized deductions are based on 1960 tax return data.

' Realized income exceeds adjusted gross income largely because adjusted gross income includes only
40 percent of capital gains under H.R. 833 (50 percent under existing law).

Nos..-Several Items, such as tax-exempt interest, ;J of long-term capital gains, including so-called statu-
tory gains which often have no logical relationship to capital transactions, depletion, and intangible drilling
costs, are omitted from adjusted gross income and from realized income.

Source of basic data: Office of the Secretary of the Treasury, Office of Tax Analysis. See table on p. 709
of Finance Committee hearings.

The proponents of this legislation also err when they attempt to
apply the "brake" theory to corporate taxation. Although stated
corporate rates have not been reduced in recent years, the actual tax
burden has been considerably lightened by changes in laws and regu-
lations applicable to depreciation, and to the investment credit. Such
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positive Government programs ar stepped up research and develop-.
ment expenditures, most of which go to and through industry, have
relieved corporations of the necessity for spending their own funds for
activities they would otherwise have to budget for and undertake.

But let us look at corporation taxes as they are assessed against cor-
porate gross income, not as they appear to be levied as a percentage of
certain -bookkeeping figures.

Just as it is necessary to go behind the stated rates and look at total
income in order to know just what effective tax rate any individual
pays, so is it necessary to look behind the stated 52 percent rate for
corporations to determine just what the true tax and profit figures are.

Effective tax rates for corporations have beer: reduced quite steadily
and regularly during the past few years. There were rapid amortiza-
tion procedures during the Korean war, accelerated depreciation
enacted in 1954, administrative changes in depreciation approved by
the Treasury last year, the investment credit enacted last year, and
the further liberalizing of this credit contained in the subject bill.
Of course, we have retained the same stated rates, but the effect of
these rates has been drastically altered, thus materially reducing the
effective rate.

It seems difficult for some, economists and laymeD aIike, to under-
stand that these actions have the effect of reducing the burden of
income taxation on corporations. But the effect is just as real as is
the effect on individuals when a new deduction, or an increase in an
exemption, is enacted.

As proof of this, one has merely to look at the profits curve on page
7 of the Economic Indicators. Due to the fact that depreciation
guidelines were revised so drastically last year, a new curve had to

e started. The corporate profit figures are not now comparable to
the figures prior to 1962.

Some facts relative to corporate profits, taxes, and cash flows are
shown on table III below.

TABLE III

[in billions of dollars)

corporate corporateprofits Dividends Dividends profits Dividends
Oross Divi- Corpo- after tax as a per- as a per- after tax a a per.

national dends ate plus cent of cent of plus CCA cent of
product paid profits capital gross corporate as a per- corporate

after tax consump- national profits cent of profits
tion product after tax gross after tax

allowances national plus CCA
product

1946 ------- 210.7 5.8 13.4 18.6 2.8 43.8 8.8 31.2
1947 ....... 234.3 6.5 18.2 24.5 2.8 385.7 10.5 26.5
1948 ....... 259.4 7.2 20.5 28.2 2.8 35.1 10.9 25.5
1949 ....... 258.1 7.5 16.0 24.5 2.9 46.9 9.8 30.6
1060----.. 284.6 9.2 22.8 32.2 3.2 40.4 11.8 28.6
1951 ....... 329.0 0.0 19.7 30.7 2.7 45.7 9.3 29.3
1962 ....... 347.0 9.0 17.2 .29.6 2.8 52.3 8.5 30.4
1953 ------- 35.4 9.2 18.1 32.2 2.5 50.8 8.8 28.6
19M ....... 33.1 9.8 16.8 32.7 2.7 18.3 9.0 30.0
198 ------- 397.5 11.2 23.0 41.4 2.8 48.7 10.4 27.0
1966 ....... 419.2 12.1 23.5 43.5 2.9 61.5 10.4 27.8
1967 ....... 442.8 12.0 22.3 44.1 2.8 18.5 10.0 28.6
198 ....... 444. 12.4 18.8 41.4 1 2.8 66.0 9.3 30.0
199 ....... 482.7 13.7 24.5 48.7 , 2.8 5.9 10.1 28.1
1960 ....... 502.6 14.6 22.0 47.6 2.9 68.9 9.5 30.5
1961 ....... -18.2 15.3 21.8 48.6 3.0 70.2 9.4 31.5
182 -------- 554.9 16.6 24.6 6.4 3.0 87.5 10.0 30.0
1963 ....... 575.7 17.4 26.1 68.0 3.0 66.7 10.1 30.0

Source: Staff of the Joint Committee on Internal Revenue Taxation.
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This table shows that corporate profits after taxes just barely
doubled between 1946 and 1963, while GNP almost tripled. This
has led many to believe, and to state, that corporate profits have not
kept pace with GNP. This has been cited as one of the reasons for
our alleged slow rate of growth in recent years. It has been said that
this is one reason for the lack of sufficient investment in new plant
and equipment, and that this has, in turn, been one of the main causes
of unemployment. Thus, dCie need for a tax cut for corporations.

But corporate profits after taxes plus capital consumption allow-
ances have kept pace with GNP, running at a pretty steady 10
percent. Furthermore, dividends have kept pace with GNP, running
about 3 percent.

If one claims that only the profit figures are to be considered, then
he must of necessity condemn corporate management for paying out
too much in dividends. Dividends being paid out today amount to
about two-thirds of corporate profit after taxes. As a percentage of
corporate profit after taxes, dividends have gone up 50 percent since
1946. If bookkeeping profit is in reality the key figure, then dividend
payments are, without question, too high anu more earnings ought tobe retained.

The fact is that corporations are highly liquid, and cash flows have
in recent years exceeded investment in now plant and eq uiment.

As for effective taxation, corporations got about $2.4billion in tax
reduction under the 1954 Internal Revenue Code. Last year they
got another $2.25 billion as a result of changes in depreciation and
enactment of the investment credit. What is the effective corporate
tax rate? In 1946, corporate taxes amounted to about 33 percent of
profits plus capital consumption allowances. Today, the comparable
figure is about 29 percent. This is an effective tax reduction o about
12 percent.

Not op!y have we been cutting tax rates in a disguised form, but
these .uts hve not really been effective-or they have been
ineffir.ient-ir promoting investment in plant and equipment. We
havy, concrete proof of this'.

The most optimistic statements I have seen about the effects of the
$2.25 billion tax reduction given corporations last year have been to
the effect that this cut has induced $1.2 billion of increased spending
for plant and equipment. This is an efficiency of about 50 percent.
Can we expect any better performance from this year's proposed cuts?
I think not.

We give corporations a tax cut of $2 to induce them to spend $1 for
plant and equipment. Hopefully this kind of expenditure, costly as
it is to the Government, will create jobs. Actually it has not, and
likely will not, at least not in manufacturing. We have lost about
1 million production jobs in manufacturing during the past 6 or 7
years, despite increased production.

Equity does not dictate a reduction in corporate tax rates, because
dividends are maintaining pace with the economy as a whole, and the
high income individuals, who own the large blocks of stock are being
given a drastic reduction in their own rates under the bill, .R. 8363.

Economic reasons also fail to convince. A tax cut is a most
inefficient way to induce expenditures by corporations. And plant
and equipment expenditures in industry are not likely to crate many
jobs. Indeed, industry is daily accelerating the trend toward auto-
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mation, thereby not only failing to create jobs, but even failing to
maintain current job levels.

VI. UNEMPLOYMENT AND POVERTY

One of the more appealing arguments in favor of a mammoth tax
cut is that this action will result in a drastic decrease in unemployment.
It is a sad commentary on our economic and social system that so many
who want and need jobs are unable to find them. Even worse, in some
respects, is the fact that in many cases when jobs are available those
who need those jobs are not qualified to fill them.

This is an appealing argument, because we want to insure, insofar as
we are able, the right and the opportunity for each of our citizens who
wants and needs a job to have one. We want our people to be self-
sup porting, self-reliant, prosperous, and secure.
.But it is far from certain that the tax cut will reduce our excessive

unemployment. Indeed, in my view, it is more likely, after about 18
mon ths, to cause increased unemployment. A tax cut is not the'place
to start-or to stop a war on poverty and unemployment.

We need to look squarely at our unemployment and see just what it
consists of and what has caused it. In what geographical, age, health,
and ethnic areas is it concentrated? Can increased general demand
cure it without causing inflation?

To begin with, we are not suffering unemployment because of a
recession or depression. On the contrary, the economic indicators are,
by and large, at alltime highs. We are not in that desperate condition
we faced during the great depression when almost any gamble seemed
in order-no matter how inefficient, or how dangerous.

We are not suffering unemployment because of lack of capital or
productive capacity. The corporate sector is highly liquid; and
about 12 to 15 percent of plant capacity is idle. Certainly our basic
productive structure is sound, and we would have no trouble increasing
production in almost any area where demand is spurred. But would
this put many of the presently unemployed to work? Some confuse
poverty and unemployment, and the two are closely linked. But we
should always keep in mind that we do not have poverty for lack of

roduction. Our situation economically is almost unique in recorded
istory. Characteristically and historically, there has been, in every

society, a problem of sufficient total production. This is not our
problem. We have an ahnost unlimited capacity to produce. Our
basic problem is distribution, and the understanding of this fact is a
necessary prerequisite to formulating any workable plan for an attack
on unemployment and poverty. There must be a proper distribution
of the fruits of national production, and this is best achieved in our
society by a proper distribution of jobs which pay a decent wage.

There are two general ways of attacking unemployment. Such an
attack can be directed toward increasing production and creating
additional jobs. A slightly different type of attack focuses on a more
equitable distribution of jobs without materially increasing total
national production. We need to launch this two-pronged attack.

A tax cut does not fit into this picture. I am sorry to say that it
will likely make matters worse. This is particularly true of the type
of tax cut contained in the subject bill.
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The first type of attack must be concentrated on increased produc-
tion in the public sector, for this is where our unfulfilled demands now
largely lie-for better rapid transit systems, better housing for low
income groups, better educational facilities at all levels, better high-
ways, more and better hospitals and nursing homes, more clean
drinking and industrial water. It is here that jobs could readily,
directly, and with profit to society, be created. But this takes public
funds, which will be less available after passage of the tax bill.

Furthermore, to the extent this tax cut is effective in spurring
increased investment, we are likely to build up a capacity which
cannot be sustained by demand in the private sector, just as was the
case i. 1956-57. This may worsen unemployment in the not distant
future, and especially so when accompanied by policies of economic
retrenchment and monetary squeeze.

Those who would fight unemployment and poverty only by trying to
increase overall demand do not understand the nature of the problem
or the composition of the unemployed segment of our labor force, and
the poverty-stricken in the midst, of our affluence.

Present unemployment is largely structural. It is concentrated in
certain geographical localities, certain age groups, certain social and
ethnic categories. Unemployment is daily being worsened, or at least
made more difficult to cure, by technological advances-automation,
if one uses the term loosely.

From 1953 to 1962 investment in scientific research and develop-
ment tripled. As a result, partially, of this effort, we are now losing
2 million jobs each year because of the laborsaving effects of increas-
ing productivity. Manufacturing employs about 1 million fewer pro-
duction workers than was th3 case just 6 or 7 years ago, despite vastly
increased production.

This may be all to the good, and I know of no latter-day Luddites,
but we must recognize the fact that no longer does increased produc-
tion through increased overall demand create jobs in large numbers
for the unskilled. The seeds of inflation would e sown by a shortage
of skilled labor long before proiitable work could be found for the
bulk of presently unemployed. Altogether too large a proportion of
our unemployed are not qualified to hold down productive positions
in our highly mechanized and automated economy, even if those jobs
could, somehow, be created.

Unemployment, and poverty, sprouting from such roots, cannot be
cured by a tax cut. The type of unemployment problem we have
requires more specific treatment. We must concentrate more on the
public sector as well as upon encouraging and assisting private enter-
prise to play its part as the mainstay of our economy.

The other half of our two-pronged attack centers around encourag-
ing certain types of persons to delay or refrain from entering the labor
market-some temporarily, some permanently. After all, unemploy-
ment is a product of the participation rate-the numbers of people
who say they want a job-as well as of the total number of jobs
available.

One obvious place to begin here-and with profit to society-is to
set up programs designed to delay the eritry of young people into the
labor market until they are better qualified. This would not only
make for a more stable labor force, but it would also assist these
young people individually to achieve a more well-rounded life, as well
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as specifically to fit them for more productive jobs when they do
enter the labor force. We have been altogether too timid about
moving into this area. Education is the key here, not a tax cut.
This kind of realistic and highly beneficial attack on unemployment
will cost money, thus indicating the need for more, not less, Govern-
ment revenue.

Another approach of this sort is to assist those wives and mothers
who wish to devote more time to their homes and children and who
really do not want to work, but who feel they must, to stay out of
the active labor force. We could help them in their home life, and
society as a whole, if we took steps to insure that the head of the house-
hold earned a proper wage so the family could maintain a decent
standard of living without the mother having to leave the home every
day to seek employment.

It is not generally realized, perhaps, just to what extent women
have increasingly come into the labor force since World War II. At
the same time, relatively more men have been dropping out of the
labor force. This may not be socially desirable.

In 1947, the participation rate for women was 31.0 percent. This
figure rose in 1962 to 36.7 percent. During the same period of time,
the participation rate for men went down from 84.5 percent in 1947
to 79.3 percent in 1962.

Let me make it very, very plain that I favor full employment op-
portunities for men and women alike-the opportunity for a decent
job for any man or woman who is able and willing to work. But I am
opposed to a social and economic structure which forces wives and
mothers to leave their homes and children daily to seek work because
the head of the household is not paid a wage or salary which will
keep the family in decent comfort. I am opposed, too, to a tax
system that penalizes the parent as a taxpayer.

A tax cut for corporations and the high income brackets hardly fits
in here. If a tax cut must be had, then tax relief for parents of the
largest numbers of children would be fairest and of greatest benefit.

In this connection, also, we need to look more closely into the area
of the minimum wage, overtime pay, and the length of the workweek.

Unemployment can be partially cured, of course, by increasing
production. But, as I have pointed out, the increased production
that is needed is not in the private sector where there are neither
shortages nor reasonably full utilization of capacity, but in the public
sector. A tax cut does not fit in here at all. Worse still, the capacity
of the Government to provide for our pressing public needs will be
seriously and permanently impaired by a drastic reduction in revenue.

We cannot cure unemployment and poverty by reducing revenues
and leaving ourselves defenseless, bereft of our most useful weapon,
before the onslaught of the next recession.

VII. BALANCE-OF-PAYMENTS CONSIDERATIONS

Because the economic royalists who are now running the Treasury
Department refuse to take positive action to stem the outflow of
private capital, or to take such other Isteps as might be indicated, the
balance-of-payments problem persists. Indeed, our situation can
hardly be said to have improved at all.
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During 1962 there was some apparent improvement-more apparent
than real, because there were several special operations, such as ad-
vance repayments well ahead of schedule, on obligations of certain
foreign governments.

During the first half of 1963, capital flows reached runaway pro-
portions. The apparent improvement during the last half of the year
may be illusory, representing only a partially balancing of forces at
work earlier in the year.

It is felt by proponents of the subject bill that a tax cut will help
materially in solving our balance-of-payments problem. It will not.

It is felt, first, that the cost of production will be lower and our goods
will be more competitive in world markets. We have not achieved
lower prices as a result of the investment credit and depreciation
changes, and both had the effect of reducing corporate taxes. We
will not achieve lower prices as a result of this tax cut.

Even if we were to achieve lower prices through any mechanism
whatsoever, this would not materially increase, exports. Other
countries use direct controls to regulate imports of merchandise and
exports of capital. Witness the "chicken war." We will certainly
not achieve a sufficiently large favorable balance in goods and services
to overcome other areas of deficiency.

Proponents of this bill also claim that the economy will be so
booming-without inflation, of course-and domestic investment will
pay off so handsomely as a result of the enactment of this bill that no
longer will money go abroad to find a higher rate of return.

This is an argument which is so fantastic that it is d;fficult to
answer.

Investment decisions are dictated by many considerations-
markets, raw materials, costs, taxes-and so long as out investors can
earn high rates of return abroad, and build up their investment with-
out the necessity of paying U.S. taxes, there will be continued en-
couragement to send funds abroad.

In 1962, the Congress took a timid step in the direction of closing
off some of the tax havefi operations abroad, but this did not really
reach the direct investment problem.

In 1963, after it became apparent that interest rates could not be
pushed high enough to stop portfolio outflows without doing untold
damage to the domestic economy, the administration proposed the
so-called interest equalization bill. The threat of this legislation
appears to have had some effect on, potiolio outflows, but this effect
now appears to be wearing thin.

It seems to be obvious that a positive progam of regulation of
capital flows is the answer to our direct and portfolio outflow if
capital. But it would appear that no action along this line will be
taken. Barring such action, the approach of indirect regulation by
taxation is the next best thing. It is not sufficiently selective.
Methods of avoidance will be found. But if this is the best we can
do, let us at least do that.

All other modern industrial countries invoke positive controls
whenever it appears to be in their interest to do so. The fact that
we do not is difficult to understand or justify.

27-814-4----18
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The most likely effects of the bill on the balance of payments are-
1. Increased imports .

2. No material change in exports. The domestic price level
is, to the extent the bill is at all effective, likely to be inflated.
This will likely make exports move more slowly.

3. Higher interest rates. This may slow down portfolio
outflows, but it will, in turn, slow down the whole domestic
economy.

All in all, it would seem that the bill will not help achieve a balance
in our international payments.

VIII. TAX REDUCTION AND INFLATION

If I understand correctly the position of the proponents of this bill,
it is not that it will help to curb inflation; rather, it will boost economic
activity without causing inflation.

It is claimed that, because we now have high unemployment and
unused plant capacity, we can have greatly increased production
without inflationary pressures.

Although inflation does not seem to be a matter of major concern
at the moment, the Consumer Price Index has crept up consistently,
and some commodities are now beginning to push upward in price.

But what will happen if the tax cut really does react in the way its
proonents hopeeit will?

Can any really large dent be made in the ranks of the unemployed
without putting pressure on certain skills and categories of workers?

There are some relatively scarce categories of trained personnel
and pressures will be felt in these categories even though we still
have several million of the unskilled and uneducated unemployed.

But what really concerns me more is the tight rope which must be
walked-it is felt-by our money managers. My fear is that, in
attempting to guard against monetary inflation, the Federal Reserve
Board will raise interest rates and restrict the supply of money so
that, having rid our house of the supposed evil spirit of high taxes,
we will find it filled with the even more malevolent spirits of high
interest rates tight money, restrictive debt management, and reduced
spending. Truly our final state will be worse than our former.

IX. EQUITY

Although economic considerations are imp ortant when considering
the tax structure, equity mupt not be ignores.

There is little equity in this bill.
The new minimum standard deduction gives some relief to the

lowest income groups, but it is not enough.
There is no better way to show the basic inequity of the changes

in the rate structure which this bill makes-by far the most, important
part of the bill-than to note the increase in after-tax income or
take-home pay which this bill gives to various income groups.

The tables below were prepared by the staff of the Joint Committee
on Internal Revenue Taxation, and show (col. 8) the treatment which
taxpayers in various income groups will receive from the rate
reductions.
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TABLE IV.-Indiidual income tax liability: Under present-law tax rates, under H.R. 8368 tax rates, and under uniform percentage increase
in taxable income after pre8ent-law tax; selected levels of taxable income, 1965, single person

Tax Taxable Income after tax Reduction In tax or increase In taxable Income after tax

Under uniform percentage
Under H.R. 8383 increase In taxable income

after tax (5.95 percent)
Present law H.R. 8383 Present law H.R. 883'| As percent

As percent of taxable As percent

Amount of present- income after Amount of present-
law tax present-law law tax

tax

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10)

$50 ------------------.--------------------- $100 $70 $4M0 $43 0o 30.0 7.5 $24 24.0
$1,000.... -------------------------------------- 200 145 0o 55 55 27.5 6.9 48 24.0
$1,5 --------------------------------------- 30D 225 1,200 L275 75 2& 0 & 3 n 23.7
$2,000 ----------------------------------------- 400 310 1,600 1,690 90 22.5 5.6 95 23.8
$4,000 ------------------------------------------ 840 6m 3,160 3,310 150 17.9 4.7 18 22.4
$6,000 ------------------------------------------ 1,360 1,130 4, 6O 4,870 230 16.9 .0 276 2
00 . .----------------------.------------------ 1,960 1, 63 6,040 6,370 330 16. .5 3 59

$10,000 --------------------------------------- 2,S4 2,190 7,360 7,810 450 17.0 6.1 438 1.6$12,0030 ------------------------------------------ 3, 400 '2, 830 8,60 ,10 570 16. 8 &. 6 512 1
$14,000 ----------------------------------------- 4,260 3,550 9,740 10,40 710 16. 7 7.3 580 13.6 0
$16,000 ----------------------------------------- 5,200 4,330 1,800 11,870 870 16.7 8.1 643 1M4 4
$18,000 ----------------------------------------- 6,200 5,170 11,800 12,830 1, 030 16. .7 702 113
$20,00 ----------------------------------------- 7,260 6,070 12, 740 13,930 1,190 16. 4 9.3 758 10.4 '
$22,000 . ..------------------------------------ 8,380 7,030 13,620 14,970 1.350 16.1 9.9 810 9.7 c*
$26,000 ----------------------------------------- 10,740 9,030 15,260 16,970 1,710 15.9 11.2 908 8. 5
$32,000 --------------------------------------- 14,460 12,210 17,540 19,790 2,250 15.6 118 1,044 7.2
$38,000 ----------------------------------------- 18,360 15,510 19,640 22,490 2,8 15. 5 14. 5 1,169 6. 4
$44,00G ----------------------------------------- 22,500 18, 990 21,500 25,010 3,510 15. 16. 3 1,279 5. 7
$50,000 ----------------------------------------- 26,820 22,590 23,180 27,410 4,230 15. 8 18. 2 1.379 5. I
1600,00 ---------------------------------------- 34,320 28, 70 25,680 31,210 5,530 16.1 21 5 I,528 4. 5
$70,000 ----------------------------------------- 42,120 3,190 27,880 34,810 6,930 16.5 24.9 1, % 3.9
Mw0,000 . . ..----------------------------------- 5 0, 220 41-790 29,780 38,210 8,430 16.8 28.3 1,772 3.5

$90,000 --------------------------------------- 58, 620 48,590 31,330 41,410 10,030 17.1 32.0 1,867 3. 2
$100,000 -------------------------------------- 67,320 5, 490 32,680 44,510 11,830 17.6 36. 2 1,944 2.9
$150,000 ---------------------------------------- 111,820 90,490 38,180 59,510 21,330 19.1 5.9 2,272 2.0
$200,000 -------.-.-------- ...........----------- 156,820 125,490 43,180 74,510 31, 330 20. 0 72.6 2,56 1.6
$300,000 ---------------------------------------- 247,820 195, 490 52,180 104,510 52, 330 21.1 100. 3 3,105 1.3
$400,00---- ----------------------------- 338,820 265,490 61,180 134,510 73,330 21.6 119.9 3,640 1.1
$6 0,0 ,000----------------------------- - 520, 820 405,490 79,180 194,510 115,330 22.1 145. 7 4.711 .9$80,00 ----------------------------------- 696000 545,490 104,000 254,510 15,510 21.8 144.7 6,188 .9
$1,000,000 .... . .------------------------------ 870,000 685,490 130,000 314, 510 184, 510 21.2 14L 9 7,735 .9 I.-A

Source: Staff of the Joint Committee en Internal Revenue Taxation, Oct. 4,1963.



TABLE V.-Indiidual income tax liability under present law taxrates, under H.R. 8363 tax rate , and under uniform percentage increase in
taxable income after present law tax; selected levels of taxable income; 1966; married couple-joint return

Tax Taxable Income after tax Reduction in tax or increase in taxable Income after tax

Under uniform percentage
Under H.R. 8383 increase in taxable income

after tax (5.95 percent)
Taxable income______ ______

Present law H.R. 8363 Present law H.R. 8363
As percent

As percent of taxable As percent
Amount of present income after Amount of present

law tax present law law tax
tax

(1) (2) (3) (4) (5) (6) (7) .(8) (9) (10)

$1,0 .---- ----------------------------------- $200 $140 S $8eo $60 30.0 7.5 $48 2L 0
3,000 --------------------------------------- 400 290 1,600 1,710 110 27.5 8.9 95 23.6
$3,00-------------------------------------- 600 480 2,400 2,550 150 25.0 6.3 143 23.8
$-00 --------------------------------------- 800 620 3,200 3.380 180 22.5 5.6 190 23.8

.'"''----------- ------ ."----." -1,880 1,380 6,320 6.620 300 17.9 4.7 376 224
2,720 2,260 9,280 9,740 460 16.9 5.0 55 20.3

$16,000..----------------------------------- 3920 3,260 12,08 1%740 60D 16.8 5.5 71 1& 3
0,000..-.-... .. .... .................. 5,280 4,380 14,720 15,620 9 17.0 6.1 876 1M6
M0o ........................................ 6,800 5,66 17,200 18,30 1,140 1.8 .6 1,023 15.0
8,000 .................................... 8,520 7,100 19,480 20,900 1420 16.7 7.3 1159 13.$821000 10,400 8,660 21,600 2334 1,740 1X.7 .1 1,285 124

$36,000 ...................................... 12,400 10,340 23,600 25,660 2,060 16.6 &7 1,404 IL3
$40,000...................................14,50 12140 25,480 27,860 2,80 16.4 9.3 1,516 10.4

-----00 ----.. ------.- ---..- 16,760 14,060 27,240 29,90 2,700 1.1 9.9 1,621 9.7
$52,00....................................... 21,480 18,060 30,520 33,940 3,420 M59 11.2 1,816 &5
$64,000 ........................................ 28,920 24,420 35,080 39,580 4,500 15.6 ".8 2,087 7.2
$76,000 ----------------------------------------- 36,720 31,020 39,280 44,980 5,700 15.5 14.5 2,337 .4
88,O0 ......................................... 45,000 37,980 43,000 50,020 7,020 15.6 15.3 2,59 5.7

$100,000 ............ -...................... 5 3,640 45,180 46,360 54,820 8,460 15.8 M. 2 2, 758 5.1
$120,000 ........................................ 68,640 57,580 51,30 62,420 11,600 1.1 21.5 3,056 4.5
S140,000 --------------------------------------- 84,240 70,380 55,750 69,620 13,860 - 16.5 24.9 3,318 3.9
$160,000 ........................................ 100,440 83,580 59,560 76,420 16,860 16.8 28.3 3,544 3.5
$180,000 ....................................... 117,240 97,180 62,780 82,820 20,060 17.1 32.0 3,734 3.2
$200,000 -------------------------------------- 134,640 110,980 65,360 89,020 23,660 17.6 35.2 3,889 2.9

00,000 ........................................ 223, 640 180,980 76,360 119,020 '42,660 19.1 55.9 4,543 2.0
$400,000 ........................................ 3 13,640 250,980 86,360 149,020 62,660 20.0 72.6 5,138 1.6
5600,00 ........................................ 495,640 390,980 104,360 209,020 104,660 21.1 100.3 6,209 1.3
$800,-0....................................... 677,640 530,980 122,380 269,020 146,600 21.6 119.9 7,280 1.1
$1,000,000 ..................................... 859,640 670,980 140,380 329,02D0 188,660 21.9 134.4 8,351 1.0

Source: Staff of the Joint Committee on Internal Revenue Taxation, Oct. 4, 1963.
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These tables show some very disturbing results. Whereas a married
couple filing a joint return, having a taxable income subject to ordinary
income rates of $3 000 per year, will gain $150 from the rate reduc-
tions in the bill, the more affluent couple with a taxable income of
$300,000 will pick up an extra $42,660. As a percentage of taxable
income, this would mean an extra 6.3 percent to this $3,000 couple,
but an extra 55.9 percent to the $300,000 couple. For the really rich,
the gain would be more than,100 percent in take-home pay after tax
income.

It has been pointed out, and I want thi clearly understood that
the table does not reflect the full picture insbfr as the rich and very
rich are concerned. The typical high income taxpayer is able to take
advantag o-f many loopholes in-the law. The aiuent do not pay
taxes in ccordance wit the Xegular, ordinary inconq tax rates. But
the table does show-the hrue lcture waih respect to whateverr taxable
incon4 any taptyer h s to hichithe published oik inary income
rates/apply."

Toe majority-of-Ameroanepa their xes in accordnce with the
stated rates. This is #of/trtae, howvev, of the typical " taxpayer
witn a very large inco d But the ga~n which *ouldbe r lzed under
the tax bill by-tl~ose * t U br inco groups would be tremendous.
In viewe, t wbu4d ye l if

tar moreequitabb wa ofa -Adig taxes, if we can alord a large
reduction in overnn e ta re nue ould.be to raise Jhe personal
exemption for each .txa qer Aldeo depend t. T would give
everyone a mo e~ arly equal-andleq table a nunt of ax benefit.

Refrring again to the tbl-,it sho s that taxpay with a small
incomo\would receive ,a.very smi pe nge incre e in take-home
pay. It,\would be Apercentage incre of a sm i amount. But
those whob.ave large taable-inco es would receive a large percentage
increase in Iake-home pay. It would be a larg ercentage of. a large
amount. .4!

Instead of the peudig bill making our ta system more progressive,
more equitable, more atimulativ4-phiftiarily of the consumer element
of our economy, it would do just the reverse. Its enactment would
bring a more regressive tax law, a more unfair tax law, a more unjust
tax law, and would allow those with really large incomes, who now do
not pay their fair share now to pay less.

X. SUMMARY OF RATE REDUCTION ASPECTS OF THE BILL

With 3 years of rapidly expanding economy behind us and the
prospect of another good year-perhaps the best in our history-before
us it would appear that our economy is doing quite well.

lirom the viewpoint of those who would use fiscal policy actively
in a countercyclical way, this would appear to be the worst possible
time to initiate and carry through a tax cut.

If a- tax cut is indicated, the nature and magnitude. of the cut could
hardly coincide with the one provided by this bill. The broad base
of our consumer purchasing power has not been restored since World
War II, and it is this element of our economy in the private s'ector,
which may possibly need some stimulation. This kind of stimulation
can best be brought about by raising the personal exemption. Equity,
likewise, would dictate such a change.
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We do have high unemployment and pockets of poverty, but the
indicated corrective action must take into account specific problems
and any acceptable solution must provide specific solutions. In-
creasing overall demand artificially through a tax cut which is poorly
balanced will do little and at great cost.

Positive programs of education, and increased production in the
public sector, will accomplish much, and at less cost in money. More-
over the benefits to society would be immeasurable in the long run.

STRUCTURAL CHANGES

I. GENERAL

This bill makes a mockery of tax reform. There has been a tre-
mendous slippage in reform from the general tenor of the remarks of
administration spokesmen in 1962, to the actual proposals advanced
by President Kennedy in January 1963, to the bill as approved by the
Ways and Means Committee, and finally to the bill now reported from
the Finance Committee.

I think it is not too extreme to say that this bill, providing as it does
for enormous tax benefits for the rich and very rich through rate re-
duction in the upper brackets has rung the death knell for tax reform.
What little reform there is in the bill and it is miniscule when meas-
ured by obvious needs, will mark the last serious effort at reform for a
generation.

Given a decent amount of time, the Senate might possibly be pre-
vailed upon to make some significant moves toward reform. But the
drumfire of propaganda and pressure for passage of this bill without
quite taking the time to read it has made any serious discussion difficult
if not impossible.

Under the circumstances it is necessary to concentrate on a very
few structural changes. My efforts shall be directed toward defend-
ing the public interest against special interest raids. There is so little
hope of positive reform. There is such great fear of further damage.

II. THE INVESTMENT CREDIT

As is so often the case, a tax loophole once opened is quickly
widened. The crevice deepens and an apparently slight erosion of
the tax base soon becomes a great gully. Often this is a process
which takes a few years. In the case of the investment credit, how-
ever, the ink was hardly dry when the beneficiaries of this tax re-
fund-a refund which must come out of the pockets of average
taxpayers-began efforts to fatten themselves further.

I will not here repeat what was stated in minority views signed by
Senator Paul Douglas and me when the investment credit was first
ado pted in 1962. For anyone who might be interested, I would cite
the Report of the Committee on Finance on the Revenue Act of 1962,
page 396.

Section 203 of the subject bill as reported by the Finance Com-
mittee simply makes the investment, credit twice as bad as it was
when it was enacted. The credit now becomes an outright gift, with
not even the pretense of partial recovery through slightly decreased
depreciation allowances.

REVENUE ACT OF 1964
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There is one additional provision in this section, however, which
does not even relate to revenues, and therefore has no place in this
bill, but which is conducive of untold mischief. I refer to section
203(e), which would direct the Federal regulatory agencies not to
order any of the benefits of the investment credit "flowed through"
to consumers.

Regulatory agencies have two basic choices in handling the treat-
ment of the tax refunds represented by the investment credit.

One method is to "flow through" the tax cut, that is, put the tax
savings into the net profit figure, where it would, of course, operate
to raise the utility's rate of return. It does so operate, even if the
company and the regulatory agency agree to allow it to be hidden
somewhere else in the books--or to pretend it does not exist, that all
apparent taxes were actually paid. But if logic, equity, and decency
prevail, this tax savings will be shown as a reduction of costs, or an
increase in profits, and the consumer, the customer of the utility, will
eventually benefit through reduced rates.

The other choice, and the one which would in effect be ordered by
this bill, is to "normalize" the tax savings, that is, to permit the utility
to use this tax refund as it sees fit, while continuing to charge its
customers the full price it would be allowed to charge if these taxes
were, in fact, actually paid.

I think it is not putting the matter too strongly to say that the
Congress is, with the passage of this bill with this section intact,
ordering the regulatory agencies to participate in the perpetration of
a fraud on the consumers of electricity, gas, and other goods and
services which come to them from these favored companies which
have been given monopolies, and against whom the consumer has
no recourse-there is no competitive choice available to him.

On January 23, 1964, the Federal Power Commission announced
its decision in favor of "flow through." Other Federal regulatory
agencies are reluctant and indecisive, and are dawdling in the hope the
Congress vill prohibit them from performing their duty. They have
been standing by since the investment credit was enacted in 1962.

But even industry spokesmen have, in some instances, spoken out
against this unconscionable theft from their customers.

Mr. Donald C. Cook, president of American Electric Power Co.
Inc., in a letter to the chairman of the Finance Committee, a copy of
which was very kindly sent to me, and I am sure to all members of the
committee, by Mr. Cook, has set out his views on this subject.

Here is a paragraph from- Mr. Cook's letter:
It is my view that the investment credit does in fact repre-

sent a reduction in current Federal income tax expense, and
therefore a reduction in current operating expenses; that
the investment credit will stimulate capital expenditures by
utilities even if all or part of the tax saving is passed on to
customers, or if the tax saving forestalls or reduces an other-
wise necessary increase in rates; and, indeed, that the use of
this tax saving to reduce or avoid an increase in the price of
the taxpayer's product is best calculated to increase de-
mand and in turn to stimulate plant investment, and thus to
carry out the basic objectives underlying the adoption of the
credit.
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Mr. Cook went on to say that he understood that his views were
shared by many other utility companies and regulatory agencies.

The question of equity and forced, if not false, bookkeeping aside,
there are tremendous sums of money involved. By the passage of
this section, the Congress is taking away from consumers some $300
million per year by forcing higher rates on the customers of natural
gas pipelines and electric utilities under the jurisdiction of the Federal
Power Commission alone, considering both their interstate and intra-
state business. And this is just one segment of regulated activities.

If the matter would stop with the handling of the investment credit,
the situation would be bad enough. But already proposals have been
advanced to have the Congress order the Federal regulatory agencies
to allow regulated monopolies to "normalize" with respect to other
funds.

During the Korean war, rapid amortization certificates were issued
to many companies. In the 1954 Code, accelerated depreciation was
approved. As a consequence, the sums of money collected from
consumers by the monopolies operating in the utility field-supposedly
regulated-are truly astronomical.

Amendment No. 350 to this bill has already been offered and may
well be brought up during floor debate. This amendment would order
the Federal regulatory agencies to give the same treatment this bill
accords the investment credit to amounts set aside under liberalized
depreciation provisions.

Accumulated deferred taxes of companies under the jurisdistion of
the Federal Power Commission amounted to some $2 billion at tha
end of 1962.

These amounts, set aside under provisions of section 167 and 168
of the code, have given rise to sizable tax-free dividends. With the
enactment of the principle enunciated in this bill, section 203(e),
consumers will be denied the benefit of past rate reductions. They
will continue to pay rates based on phantom, nonexistent taxes which
show on the books, but which are never, in actuality, paid.

III. CAPITAL GAINS TREATMENT

In one major respect, the Finance Committee has improved the bill.
The committee decided to delete the provision ixi the House-passed
version of this measure which provided for an inclusion factor of only
40 percent (50 percent under present law) and a maximum rate of 21
percent (25 percent under present law) for capital gains on assets
held for 2 years or longer.

It is in the capital gains area that muchof the tax dodging takes
place, and this action on the part of the committee is highly com-
mendable. At least, it is commendable in that the committee did
not make a sorry situation sadder. The committee did not, of course,
go so far as to make any real improvement in existing law. Holding
the line, however, is a noteworthy accomplishment.

It has become customary to reduce effective tax rates by allowing
many transactions which are not logically capital transactions to be so
classified. One often hears of a 'highly compensated executive
"running his money through" oil or timber or cattle. Hopefully
the time will come when some real progress can be made toward
correcting the many abuses associated with capital gains. In the
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meantime, it is important that things not be made even more un-
wholesome by reducing capital gains rates.

It is through the capital gains route that the rich and very rich
are often able te reduce their effective tax rates. In this connection,
the table prepared by the Treasury and which appears on page 2606
of the Finance Committee hearings, is most revealing.

This table shows that, under existing law, a taxpayer with adjusted
gross income of $700,000 may pay an effective tax rate which will
vary from 20.1 percent to 47.6 percent, according to whether he has
a high or low proportion of capital gains in his income. Under the
House bill, of course, the situation is worse, his rates varying from
18.1 to 39.9 percent.

What ever happened to the 91 percent, so-called "confiscatory"
tax rate?

This table also shows that the taxpayer with adjusted gross income
of $2 million might pay a rate as high as 46 percent if he has little
capital gains, or as low as 18.5 percent if he has a lot of capital gains,
under terms of the bill.

Incidentally, although the Treasury elsewhere has tried to show
that the rich and very rich gain little from the bill's rote reductions
for ordinary income, this table shows that this $2 million man with
little capital gains keeps a full 10 percentage points more after taxes
under the bill, and would have his effective rate cut from 56.7 percent
under existing law to 46 percent under the House bill. This is a
pretty good measure of the benefits he receives from the rate reduc-
tion part of this bill-upward of $200,000.

IV. STOCK OPTIONS

So much has been said by me and others on the evils of the restricted
stock option that it would serve no useful purpose to repeat it here.
I would call attention, for those who might be interested, to remarks
which I made on the &ienate floor during 1961, specifically on April 14
April 24, April 27, May 4, June 8, and August 8. The hearings held
by the Finance Committee on this subject on July 20 and 21, 1961,
also contain useful information, as do the hearings on the subject bill.

There are some basic objections to the restricted stock option.
First, it is a device which enables corporate insiders to take money-

from the corporation which rightfully belongs to the stockholders.
Second, it is another of the many gimmicks associated with capital

gains by which ordinary income, in this case compensation, is treated
as a capital gain for income tax purposes.

Third, it encourages manipulation on the part of corporate insiders
which will work harm, in varying degrees, to the whole economy, and
specifically to the securities markets.

The recently publicized Chrysler Corp. incident involving options
is a good case in point, and I commend to my colleagues as interesting
reading the report prepared by the Treasury for the Finance Com-
mittee on this maneuver.

The subject bill makes some improvement in the option area. It
will, if enacted into law, cure some abuses. It will not cure all abuses,
however, and I shall renew my efforts to remove from the bill the new
"qualified" stock option which replaces the old section 421 type of
"restricted" stock option. ALBERT GORE.
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Mr. LONG of Louisiana, from the Committee on Finance, submitted
the following

SUPPLEMENTAL REPORT

[To accompany H.R. 8303]

TECHNICAL EXPLANATION OF THE BILL
SECTION 1 SHORT TITLE, ETC.

(a) Short title.-Subsection (a) of section 1 of the bill (see. 2 of the
bill as passed by the House) provides that the bill may be cited as the
"Revenue Act of 1964."

(b) Amendment of 1954 Code.-Subsection (b) of section 1 of the
bill provides that whenever in the -bill an amendment or repeal is
expressed in terms of an amendment to or repeal of a section or other
provision, the reference is considered to be made to a section or other
provision of the Internal Revenue Code of 1954.

TITLE I-REDUCTION OF INCOME TAX
RELATED AMENDMENTS

RATES AND

PART I-INDIVIDUALS

SECTION 111. REDUCTION OF TAX ON INDIVIDUALS

This section has been approved by your committee without change.
For the technical explanation of this section of the bill, see page A-9
of the report of the Committee on Ways and Means on the bill
(H. Rept. 749, 88th Cong., 1st sess.). '
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SECTION 112. MINIMUM STANDARD DEDUCTION

This section has been approved by your committee without change.
For the techiical explanation of this section of the bill, see page A-10
of the report of the Committee oil Ways and Means on the bill.

SECTION 113. RELATED AMENDMENTS

This section has been approved by your committee without change.
For the technical explanation of this section of the bill, see page A-12
of the report of the Committee ol Ways and Means on the bill.

SECTION 114. CROSS REFERENCES TO TAX TABLES, ETC.

Section 114 of the bill contains cross references to the provisions of
the bill relating to optional tax if adjusted gross income is less than
$5,000 (see. 301) and income tax collected at source (sec. 302).

PART II--CORPORATIONS

SECTION 121. REDUCTION OF TAX ON CORPORATIONS

Your committee has approved this section except for a technical
clarifying change discussed below.

Section 1.21 of the bill amends section 11 of the code (relating to tax
on corporations). Under the bill as passed by the House, subsection
(d) of section 11 of the code provided that for purposes of subtitle A
of the code (relating to income tax) the surtax exemption for any
taxable year was to be $25,000 or the amount determined under sec-
tion 1561 of the code (relating to surtax exemptions in case of certain
controlled corporations), as added by section 237 of the bill (section
223 of the bill as passed by the House). Your committee has made a
clarifying amendment, and as amended subsection (d) of section 11
provides that for purposes of subtitle A the surtax exemption for any
taxable year is $25,000, except that, with respect to a corporation to
which section 1561 applies, the surtax exemption is the amount de-
termined under such section.

For the technical explanation of this section of the bill, see page A-12
of the report of the Committee on Ways and Means on the bill.

SECTION 122. CURRENT TAX PAYMENTS BY
CORPORATIONS

This section has been approved by your committee without change.
For the technical explanation of this section of the bill, see page A-13
of the report of the Committee on Ways and Means on the bil.

SECTION 123. RELATED AMENDMENTS

This section has been approved by'your committee without change.
For the technical explanation of this section of the bill, see page A-16
of the report of the Committee on Ways and Means on the bill.

198



REVENUE ACT OF 1964

PART III-EFECTIV 4 DATES

SECTION 131. GENERAL RULE

This section has been approved by your committee without change.
For the technical explanation of this section of the bill,- see pare A-17
of the report of the Committee on Ways and Means on the bil.

SECTION 132. FISCAL YEAR TAXPAYERS

Except for conforming changes referring to the "Revenue Act
of 1964" (instead of the "Revenue Act of 1963"), this section has
been approved by your committee without change. For the technical
explanation of this section of the bill, see page A-17 of the report
of the Committee on Ways and Means on thebill.

TITLE 11-STRUCTURAL CHANGES

SECTION 201. DIVIDENDS RECEIVED BY INDIVIDUALS

This section has been approved by your committee without change.
For the technical explanation of this section of the bill, see page A-20
of the report of the Committee on Ways and Means on the bill

SECTION 202. LIMITATION ON RETIREMENT INCOME

Section 202 of the bill, which is a new section added to the bill as
passed by the House, amends section 37 of the code -by inserting a
new subsection (i) therein. Section 37 relates to the retirement
income credit.

Under existing law eligible taxpayers 65 or over who receive taxable
pensions or annuities, interest, rents, dividends, etc., and eligible
taxpayers, regardless of agoe, who receive taxable pensions or annuities
under public retirement systems (as defined in section 37(f)), are
allowed a retirement income credit. To be eligible for the retirement
income credit, a taxpayer must have received in each of any 10
calendar years before the taxable year earned income (as defined in
section 37(g)) in excess of $600. The amendments made by section
202 of the bill make no change in existing law with respect to theforegoing.

Under existing law, the retirement income credit is computed by
multiplying the amount of retirement income, limited to a maximum
of $1,524, by the rate of tax on the first $2,000 of taxable income. The
amendments made by your committee increase the limitation on retire-
ment income under certain circumstances and are discussed below.
Also under subsection (a) of section 113 of the bill, the rate against.
which retirement income (as defined in subsection (c) and ts limited by
subsection (d) of section 37) is to be multiplied for purposes of com-
puting the retirement income credit is established as 15 percent.

Under existing law, the maximum retirement income of an indi-
vidual on which the credit may be based ($1,524) is reduced by
amounts received as a pension or annuity either under title II of tie
Social Security Act or under the Railroad Retirement Act of 1935 or
1937, and by amounts received from other pensions or annuities which
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are exempt from tax. In the case of an individual who has attained
the age of 62 but who has not attained the age of 72 before the close
of the taxable year, the maximum retirement income on which credit
may be based is also reduced by the sum of one-half the amount of
earned income received during the taxable year in excess of $1,200 but
not in excess of $1,700 and the amount of earned income in excess of
$1,700. In the case of an individual who has not attained the age of
62 before the close of the taxable year, the maximum retirement
income is reduced by the amount of earned income received during the
taxable year in excess of $900.

Under existing law, the retirement income credit is computed
separately for each spouse and each spouse is required to meet the
earned income test in section 37(b) ($600 of earned income in each of
any 10 prior years); except that in the case of a widow or widower
whose spouse ad received such earned income, such widow or widower
is considered to have received earned income.

Subsection (a) of section 202 of the bill adds a new subsection (i) .to
section 37 of the code. The new subsection (i) provides for an increase,
in certain cases, in the limitation on retirement income in the case of
married taxpayers both of whom have attained the age of 65 before the
close of the taxable year and who file a joint return for the taxable year.

Paragraph (1) of new section 37(i) provides that if both spouses
meet the earned income test in subsection (b) of section 37 and if the
sum of the retirement income and the amounts described in para-
graphs (1) and (2) of subsection (d) of such section received by either
spouse during the taxable year is less than $762, the $1,524 amount
referred to in subsection (d) shall, with respect to the other spouse, be
increased by an amount equal to the amount by which such sum is
less than $762. If such sum is equal to or greater than $762, no such
adjustment shall be made. The application of the provisions of
paragraph (1) of new section 37(i) may be illustrated by the following
example:

Example 1.-H and W, each of whom are 66 years of age and each
of whom meets the earned income test in section 37(b), file a joint
return for the calendar year 1964. During 1964, H receives as his
only income $8,000 of retirement income and no social security bene-
fits or other amounts described in paragraph (1) of section 37(d).
During 1964, W receives as her only income $100 of retirement income
and $500 under title II of the Social Security Act.

Under existing law, H is entitled to a retirement income credit com-
puted on the maximum retirement income of $1,524. W is entitled
to a retirement income credit computed on $100 of retirement income.

Under the new section (i), the $1,524 limitation on the retirement
income of H would be increased by $162. The $162 increase is com-
puted under paragraph (1) of new subsection (i) by subtracting from
$762 the sum of thie retirement income received by W ($100) and the
social security benefits received by W ($500). The retirement income
credit of W is not affected.

Paragraph (2) of now section 37(i) provides that if either spouse
does not meet the earned income test in subsection (b) of section 37,
the $1,524 amount referred to in subsection (d) of such section shall,
with respect to the other spouse, be increased by $762 minus time sum
of the amounts described in paragraphs (1) and (2) of subsection (d)
received by the spouse, who did not meet the earned income test.
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The application of the provisions of paragraph (2) of new section (i)
ma be illustrated by the following example:

azample i.-Assume the same facts as in example 1 above except
that W oes not meet the earned income test in section 37(b). Under
existing law, H is entitled to a retirement income credit computed
on the maximum retirement income of $1,524. (W is not entitled
to any retirement income credit.)

Under the new section 37(i), the $1,524 limitation on the retire-
ment income of H would be increased by $262. The $262 increase
is computed under paragraph (2) of new subsection (i) by subtracting
from $762 the social security benefits received by W ($500).

Subsection (b) of section 202 of the bill provides that the amend-
ments made by section 202 of the bill apply to taxable years beginning
after December 31, 1963.

SECTION 203. REPEAL OF REQUIREMENT THAT BASIS
OF SECTION 38 PROPERTY BE REDUCED BY 7 PERCENT;
OTHER PROVISIONS RELATING TO INVESTMENT
CREDIT

Your committee has approved subsection (a) of section 203 of the
bill (section 202(a) of the bill as passed by the House) with changes
in the effective dates (discussed below); and has approved subsections
(b) through (f) without change. For the technical explanation of
subsections (b) through (f) of section 203 (see. 202 of the bill as passed
by the House) of the bill, see page A-25 of the report of the Com-
mittee on Ways and Means on the bill.

(a) Repeal of requirement that basis be reduced.-Subsection (a) of
section 203 of the bill repeals section 48(g) of the code, which relates
to adjustments to basis of section 38 property (that is, property with
respect to which an investment credit is allowable), with respect to
such property placed in service after December 31, 1963. In the case
of property placed in service before January 1, 1964, subsection (a)
of section 203 of the bill repeals section 48(g) with respect to taxable
years beginning after December 31, 1963, and provides for an increase
in basis as of the first day of the taxpayer's first taxable year which
begins after December 31, 1963. 'Subsection (a) of section 203 also
makes certain related amendments to the code.
Repeal of reduction in basis under section 48(g) (1)

Paragraph (1) of section 203(a) of the bill repeals paragraph (1)
of section 48(g) of the code. (See below for discussion of repeal of
paragraph (2) of see. 48(g).) Under paragraph (1) of section 48(g)
the basis of any section 38 property is reduced by an amount equal
to 7 percent of the qualified investment (as determined under sec.
46(c)) with respect to such property. This reduction in basis is
taken into account for purposes of subtitle A of the code, relating to
income tax, except for purposes of computing, or recomputing, the
investment credit. Thus, the reduction in basis is taken into account
for purposes of computing depreciation deductions and for purposes
of computing gain or loss on the sale or other disposition of the
property.

This repeal is effective (under par. (4) of sec. 203(a) of the bill), in
the case of section 38 property placed in service after December 31,

27-s14-64-- pt. 2--2

201



REVENUE ACT OF 1964

1963, with respect to taxable years ending after December 31, 1963;
and in the case of property placed in service before January 1, 1964,
with respect to taxable year beginning after December 31, 1963.
Thus, a taxpayer who makes his return on the basis of a fiscal year
ending March 31, must reduce the basis of any section 38 property
placed in service before January 1, 1964, but is not required to reduce
the basis of any section 38 property placed in service after December
31, 1963. No reduction in basis is to be made in the case of section 38
property the construction, reconstruction, or erection of which is
completed, or which is acquired, before January 1, 1964, but which is
placed in service after December 31, 1963.
Repeal of increase in basis under section 48(g) (2)

Paragraph (1) of section 203(a) of the bill also repeals paragraph (2)
of section 48(g) of the code. Under paragraph (2) of section 48(g),
if the tax under chapter 1 of the code is increased for any taxable year
under paragraph (1) or (2) of section 47(a) of the code (relating to
certain dispositions, etc., of sec. 38 property) or an adjustment'in
carrybacks or carryovers is made under paragraph (3) of such section,
the basis of the property described in such paragraph (1) or (2) of
section 47(a) is increased by an amount equal to the portion of such
increase in tax, or the portion of such adjustment to carrybacks or
carryovers, attributable, to such property. The increase in basis is
made immediately before the event which causes paragraph (1) or
(2) of section 47(a) to apply. Thus, the increase in basis is taken into
account for purposes of determining gain or loss on a disposition of
the property.

This repeal is effective (under par. (4) of sec. 203(a) of the bill), in
the case of section 38 property placed in service after December 31,
1963, with respect to taxable years ending after December 31, 1963;
and in the case of property placed in service before January 1, 1964,
with respect to taxable years beginning after December 31, 1963.
Thus if, in February 1964, section 47(a) (1) or (2) applies to increase
the tax of a taxpayer who makes his return on the basis of a fiscal
year ending March 31, under chapter 1 of the code with respect to
property placed in service in 1962, the basis of such property is in-
creased under section 48(g)(2) by the amount of such increase in tax.
Increase in basis of property on account of prior reduction

Paragraph (2)(A) of section 203(a) of the bill provides, in general,
that the basis of any section 38 property (as defined in sec. 48(a) of
the code) placed in service before January 1, 1964, is to be increased,
under regulations prescribed by the Secretary of the Treasury or his
delegate, by an amount equal to 7 percent of the qualified investment
with respect to such property. In determining the amount of such
increase in basis, any prior increase in basis with respect to the
property under section 48(g)(2) (in ta, able years beginning before
Jan. 1, 1964) is to be taken into account. Thus, the amount of the
increase in basis under paragraph (2)(A) of section 203(a) of the bill
is equal to the amount of the reduction in basis under section 48(g) (1)
less any increase in basis under section 48(g) (2) with respect to such
property. The basis of any section 38 property is not increased under
paragraph (2) (A) of section 203(a) of the bill if the taxpayer dies in
a taxable year beginning before January 1, 1964.

202



REVENUE ACT OF 1964

The increase in basis provided by paragraph (2) (A) of section 203(a)
of the bill is to be made, under paragraph (2)(C) of section 203(a),
as of the first day of the first taxable year of the taxpayer which begins
after December 31, 1963. Generally, such increase in basis is to be
taken into account by the person whose basis of the property was
reduced under section 48(g)(1). Thus, in the case of partnership
section 38 property, the increase in basis is to be taken into account
by the partnership as of the first day of its first taxable year which
begins after December 31, 1963. Ii a transaction to which section
381(a) of the code applies or a mere change in the form of conducting
a trade or business (within the meaning of sec. 47(b) of the code)
occurs before the increase in basis has been taken into account by the
transferor, the increase in basis is taken into account by the transferee.
For example, if calendar-year individual A, who placed section 38
property in service before January 1, 1964, transfers the section 38
property to calendar-year corporation X on September 1, 1963, in a
transaction to which section 47(a) does not apply because such trans-
action constitutes a mere change in the form of conducting the trade
or business, the increase in basis is to be taken into account by corpo-
ration X as of January 1, 1964.

The increase in basis is to be taken into account for purposes of
computing depreciation deductions for the taxpayer's first taxable
year which begins after December 31, 1963, and for all subsequent
periods, and for purposes of computing gain or loss on the sale or
other disposition of the property.

The provisions of paraoraph (2)(A) of section 203 (a) of the bill are
illustrated by the following example:

Example.-X corporation, which makes its returns on the basis
of the calendar year, acquires and places in service on January 1,
1962, an item of new section 38 property with a basis of $10,000 and an
estimated useful life of 10 years. For the taxable year 1962, X is
allowed a credit of $700 (7 percent of $10,000). Under section 48(g)(1)
of the code, the basis of the propert is reduced by $700. Under
paragraph (2)(A) of section 203(a) of tYe bill, the basis of the property
is increased on January 1, 1964, by $700 (7 percent of $10,000, the
qualified investment). However, if such property had been sold by
X on December 1, 1963, on such date the basis of such property is
increased under section 48(g)(2) by $700, and there would he .no
further increase on January 1, 1964. If X was a partnership and ifi a
partner had disposed of his partnership interest on December 1.
1963, and on such date the basis of such property had been increased
under section 48(g)(2) by $500, the basis of the property Would be
increased on January 1, 1964, by only $200 ($700 minus $500). If X
was an individual who died on December 1, 1963, there would be no
increase under section 203(a)(2)(A) of tile bill in the basis of such
property.
Increase in rental deductioits

Paragraph (2)(B) of section 203(a) of the bill provides that if,
with respect to any section 38 property placed in service before
January 1 1964, a lessor made the election (provided by sec. 48(d)
of the code) to treat the lessee as having purchased such property
for purposes of the investment credit, the basis of such property
is not to be increased under paragraph (2) (A) of section 203(a) of the
bill. However, under regulations prescribed by the Secretary of
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the Treasury or his delegate, the deductions otherwise allowable
under section 162 of the code to the lessee with respect to such prop-
erty for amounts paid to the lessor under the lease (hereinafter
referred to as rental deductions) are to be adjusted in a manner
consistent with paragraph (2)(A). The amount of the increase in
rental deductions with respect to a leased property placed in service
before January 1, 1964, may not exceed the sum of the actual de-
creases made (under the last sentence of sec. 48(d)) in the rental
deductions with respect to such property. In determining the amount
of the increase in such rental deductions, any prior increase in such
deductions under the last sentence of section 48(d) because of the
application of section 47(a) (in taxable years beginning before Jan.
1, 1964) is to be taken into account. The rental deductions with
respect to any section 38 property are not to be increased under
paragraph (2) (B) of section 203 (a) of the bill if the lessee dies in
a taxable year beginning before Januar 1, 1964.

The amount of the increase in rentaldeductions with respect to a
leased property is to be taken into account, commencing with the first
taxable year beginning after December 31, 1963, over the remaining
portion of the useful life used in making the decreases in rental deduc-
tions with respect to such property. Generally, if the lessee termi-
nates the lease during this period, the portion of the increase which
has not yet been taken into account is allowed as a deduction in the
taxable year in which such termination occurs. If the lessee actually
purchases the leased property during this period, the portion of the
increase which has not yet been taken into account is added to the
basis of the property at the date of purchase.

If a lessor of property makes the election under section 48(d) to
treat the lessee as having purchased section 38 property for purposes
of the investment credit and if such lessee in a taxable year b eghining
before January 1, 1964, actually purchases such property the basis of
such property is increased by 7 percent of the qualified investment
with respect to such property (in a manner consistent with par. (2) (A)
of sec. 203(a) of the bill) as of the first day of the fint taxable year
beginning after December 31, 1963.

The provisions of paragraph (2)(B) of section 203(a) of the bill are
illustrated by the following example:

Example.-X corporation constructs a machine after December 31,
1961, and on February 1, 1962, leases the machine to Y, a calendar
year taxpayer, who places it in service. The fair market value of
the machine on the date on which possession is transferred to Y is
$25,200 and the machine has an estimated useful life to X of 12
years. X elects to treat Y as the purchaser of the property for
purposes of the investment credit. For purposes of computing.
qualified investment under section 46(c) of the code, the basis of
the property to Y is $25,200 and Y's credit earned for 1962 with re-
spect to such machine is $1,764 (7 percent of $25,200). Y's rental
deductions with respect to such machine are decreased by $12.25
each month ($1,764 divided by 144 months). Under paragraph
(2)(B) of section 203(a) of the bill, Y's rental deductions are in-
creased by $281.75 ($12.25 multiplied by 23 months). Such increase
is taken into account over the remaining 121 months of the useful
life of the machine commencing with the taxable year 1964. If Y
had actually. purchased the machine from X on January 1, 1963,
and had reduced the basis of the machine on such date by $1,629.25
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($1,764 minus $134.75), the basis of such machine in Y's hands
would be increased, on January 1, 1964, by $1,764 (7 percent of the
,qualified investment).
Certain leased property

Paragraph (3)(A) of section 203(a) of the bill repeals the last sen-
tence of section 48(d) of the code. Under the last, sentence of section
48(d), if a lessor makes an election to treat the lessee of section 38
property as having acquired such property for purposes of the invest-
ment credit, section 48(g) (relating to adjustments to basis) does not
apply with respect to such property and the deductions otherwise
allow able to the lessee under section 162 of the code for amounts paid
to the lessor under the lease must be adjusted in a manner consistent
with the provisions of section 48(g).

This repeal is effective (under par. (4) of sec. 203(a) of the bill),
in the case of section 38 property placed in service after December
31, 1963, with respect to taxable years ending after December 31,
1963; and in the case of property placed in service before January 1,
1964, with respect to taxable years beginning after December 31,
1963. Thus, if lessor X elects to treat calendar year lessee Y, who
placed section 38 property in service in July 1962, as the purchaser
of the property for purposes of the investment credit, Y reduces his
deductions for rental payments under section 162 of the code for his
1962 and 1963 taxable years but does not reduce his rental deductions
for any subsequent taxable year. If in December 1963 section
47(a) (1) or (2) of the code applies to increase Y's tax with respect to
such property, Y's rental deductions with respect thereto are adjusted,
under the last sentence of section 48(d), in a manner consistent with
section 48(g)(2). However, if Y had placed the property in service
on January 1, 1964, Y would not reduce or otherwise adjust his
deductions for rental payments for any taxable year.
Deduction for certain unused investment credit

Paragraph (3)(B) of section 203(a) of the bill repeals section 181 of
the code. Under section 181, if the amount of the credit earned for
any taxable year exceeds the limitation provided by section 46(a)(2)
(relating to limitation based on amount of tax) for such year and if any
portion of such excess is not allowed as a credit after the application
of the 3-year carryback and the 5-year carryover provisions, then the
portion of such excess not so allowed as a credit in any of such taxable
years is allowed to the taxpayer as a deduction in the sixth taxable
year following the taxable year in which the credit was earned. Sec-
tion 181 further provides that if a taxpayer dies or ceases to exist prior
to such sixth taxable year, such taxpayer is allowed as a deduction,
for the taxable year of such death or cessation, an amount equal to
the proper portion of such excess.

This repeal is effective (under par. (4) of sec. 203(a) of the bill), in
the case of section 38 property placed in service after December 31,
1963, with respect to taxable years ending after December 31, 1963;
and in the case of property placed in service before January 1, 1964,
with respect to taxable years beginning after December 31, 1963.
Adjustments to basis under section 1016

Paragraph (3)(C) of section 203(a) of the bill makes a technical
amendment to section 1016(a)(19) of the code (relating to adjustments
to basis).
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Clerical amendment
Paragraph (3)(D) of section 203(a) of the bill amends the table of

sections for part VI of subchapter B of chapter 1 of the code.
Effective date

Paragraph (4) of section 203(a) of the bill provides effective dates
for the amendments made by paragraphs( 1) and (3) of section
203(a). Paragraph (4)(A) provides that if the property involved is
placed in service after December 31, 1963, then the amendments made
by paragraphs (1) and (3) apply with respect to taxable years ending
after December 31, 1963. Paragraph (4)(B) provides that if the
property is placed in service before January 1, 1964, then the amend-
ments made by paragraphs () and (3) apply with respect to taxable
years beginning after Decemnb er 31, 1963.

SECTION 204. GROUP-TERM LIFE INSURANCE
PURCHASED FOR EMPLOYEES

............(ai Si ncome.--Subsection (a)(1) of section 204 of the
bill (sec. 203 of the bill as passed by the House) adds a new section
79 to part II of subchapter B of chapter 1 of the code (relating to
items specifically included in gross income).

SECTION 79. GROUP-TERM LIFE INSURANCE PURCHASED FOR
EMPLOYEES

(a) General r,.,:.-The new section 79(a) has been approved by
your committee with one change. In the bill as passed by the House,
an exclusion was provided for the cost of the first $30,000 of group-term
life insurance provided for an employee. Your committee has in-
creased such exclusion to the cost of the first $70,000 of such insurance.
For the technical explanation of the new section 79(a) of the code
(other than the amendment made by your committee), see page A-29
of the report of the Committee on Ways and Means on the bill.

(b) Exceptions.-The new section 79(b) has been approved by your
committee without change. For a technical explanation of this sec-
tion, see page A-31 of the report of the Committee on Ways and Means
on the bill.

(c) Determination oj cost of insurance.-The new section 79(c) as
passed by the House provides rules for determining the cost of group..
term life insurance protection with respect to an employee. Your
committee has modified this section to eliminate one of the two alter-
native methods of determining cost. As passed by the House, sec-
tion 79(c) contains three paragraphs, paragraph (1), (2), and (3).
Your committee has deleted paragraph (2) and has combined without
substantive change the provisions contained in paragraphs (1) and
(3) into section 79(c).
Uniform premium table method

Under the bill as passed by the House, paragraph (1) of section 79(c)
provides that the cost of group-term life insurance protection on the
life of an employee provided during any period is determined on the
basis of uni ormn premiums (com puted on the basis of 5-year age
brackets) to be set forth in a table prescribed in regulations by the
Secretary of the Treasury or his delegate. Your committee has made
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this method the sole method of determining the cost of group-term
life insurance with respect to any employee. Under the bill as amended
by your committee, this method of determining cost is now set forth
in the first sentence of the new section 79(c).
Policy cost method

Under the bill as passed by the House, paragraph (2) of section
79(c) provides that, in lieu of using the uniform premium table, the
employer may elect, with respect to any employee, to determine the
cost of such employee's group-term life insurance on the basis of the
average premium cost under the policy for the ages included within
the age bracket which is applicable to the employee under the pro-
visions of paragraph (1). Your committee has deleted this provision
from the bill.
Employed individuals over age 64

Under the bill as passed by the House, paragraph (3) of section
79(c) provides that in the case of an employee who has attained age
64, the prescribed cost cannot exceed the cost with respect to the indi-
vidual if he were age 63. Under the bill as amended by your commit-
tee this provision is incorporated in the second sentence of the new
section 79(c).

Example.-The operation of the new section 79 as amended by your
committee may be illustrated by the following example. Assume that
for a full taxable year an employee, age 52, is provided (under a policy
carried by his employer) with $110,000 of group-term life insurance
on his life and that his spouse is the beneficiary. Assume further that
the uniform premium applicable at his age is $10.87 per $1,000 of
protection and that the employee contributes $1 per $1,000 of pro-
tection. Based on these facts, the amount ineludible in the employee's
income is computed as follows:
Total group-term life insurance protection ---------------------.. $110, 000
Less $70,000 exclusion ------------------------------------------- 70, 000

40, 000
Cost of $40,000 of insurance (40X$10.87) ------------------------ 434. 80
Less employee's contributions (1IOX$1) ------------------------- 110 00

Amount includible in employee's gross income --------------- 324. 80

SECTION 204. GROUP-TERM LIFE INSURANCE
PURCHASED FOR EMPLOYEES-Continued

Full-time life insurance salesmen
Subsection (a) (3) of section 204 of the bill amends section

7701(a)(20) of the code to provide that a full-time life insurance
salesman who is considered an employee for purpose of chapter 21
of the code shall also be considered an employee for purposes of the
new section 79. This subsection has been approved by your com-
mnittie with a clerical change.
Certain contributions by employees for group-term life insurance

Subsection (b) of section 203 of the bill as passed by the House
added a now section 218 to part VII of subchapter B of chapter 1
of the code (elating to additional itemized deductions for individuals).
Your committee has deleted this subsection from the bill.
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(b) Withholding.--Subsection (b) of section 204 of the bill (subsec.
(c) of sec. 203 of the bill as passed by the House) amends section
3401(a) of the code (relating to definition of wages) by adding a new
paragraph (14) at the end thereof. Under this new paragraph (14),
as passed by the House, the term "wages" (for purposes of withholding
of income tax at source on wages) includes remuneration paid in the
form of group-term life insurance on the life of an employee, but only
to the extent that the cost of such insurance is includible in the
employee's gross income under the provisions of section 79(a) of the
code (added to the code by this section of the bill). Your committee
has amended the new paragraph (14) to provide that the term "wages"
(for purposes of withholding of income tax at source on wages) does
not include remuneration paid in the form of group-term life insurance
on the life of an employee. In lieu of the deleted withholding
provision, your committee has provided an information reporting
requirement.

(c) Information reporling.--Subsection (c)(1) of section 204 of the
bill adds a new section 6052 to subpart C of part III of subchapter A.
of chapter 61 of the code (relating to information concerning trans-
actions with other persons).

The new section 6052(a) provides that every employer who, during
any calendar year, provides group-term life insurance on the life of an
employee during part or all of such calendar year under a policy (or
policies) carried directly or indirectly by such employer shall make a
return according to the forms or regulations prescribed by the
Secretary of the Treasury or his delegate setting forth the cost of such
insurance and the name and address of the employee on whose life
such insurance is provided, but only to the extent that the cost of such
insurance is includible in the employee's gross income under section
79(a). For purposes of the new section 6052(a), the cost of group-term
life insurance is determined with reference to the cost of the life inmur-
ance (computed as provided in see. 79(c)) provided to the employee,
without regard to the time when the premium is paid by the employer.
Under the provisions of the new section 6052(a), each employer paying
remuneration to an employee in the form of group -term life insurance
determines the amount includible in such employde's gross income
under section 79(a) of the code as if such employer were the only
employer paying the employee remuneration in the form of such
insurance. Thus, an employer computes the amount includible in the
gross income of an employee by applying a full $70,000 exclusion,
without regard to whether another employer may also be furnishing
group-term life insurance for the same employee during the same
period.

The new section 6052(b) provides that every employer making a
return under subsection (a) is to furnish to each employee whose
name is set forth in such return a written statement showing the cost
of the group-term life insurance shown on such return. The written
statement required under the preceding sentence is to be furnished to
the employee on or before January 31 of the year following the
calendar year for which the return under subsection (a) was made.

Your committee has also provided that the penalties imposed by
section 6652(a) of the code (relating to penalty for failure to file
certain information returns) and :section 6678 of the code (relating to
penalty for failure to furnish certain statements) are to apply in the
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case of each failure to file, with respect to an employee, a return or
statement required by the new section 6052. See paragraph (2) of
section 204(c), and paragraph (2) of section 222(b), of the bill.

(d) Effective dates.--Subsection (d) of section 204 of the bill pro-
vides that the amendments made by subsections (a) and (c) of this
section of the bill, and paragraph (2) of section 222(b) of the bill,
apply with respect to group-term life insurance provided after Decem-
ber 31, 1963, in taxable years ending after such date. The amend-
ment made by subsection (b) applies with respect to remuneration
paid after December 31, 1963, in the form of group-term life insurance
provided after such date.

SECTION 205. AMOUNTS RECEIVED UNDER WAGE
CONTINUATION PLANS

This section has been approved by your committee without change.
For the technical explanation of this section of the bill, see page A-35
of the report of the Committee on Ways and Means on the bill.

SECTION 206. EXCLUSION FROM GROSS INCOME OF
GAIN ON SALE OR EXCHANGE OF RESIDENCE OF
INDIVIDUAL WHO HAS ATTAINED AGE 65

This section has been approved by your committee without change.
For the technical explanation of this section of the bill, see page A-36
of the report of the Committee on Ways and Means on the bill.

SECTION 207. DENIAL OF DEDUCTION FOR CERTAIN
STATE, LOCAL, AND FOREIGN TAXES

Section 207 of the bill as passed by the House consisted of three
subsections. Subsection (a) of such section 207 revised subsections
(a), (b), and (c) of section 164 of the code (relating to deduction for
taxes). Subsection (b) of such section 207 made a number of tech-
nical amendments to the code and subsection (c) thereof contained
the effective date provisions.

Your committee has made changes in subsection (a) of section 207
of the bill which affect subsections (a) and (b) of section 164 of the
code. Subsection (b) of section 207 of the bill, as passed by the House,
has been approved by your committee without change. Your coin-
mittee has changed subsection (c) of section 207 of the bill by adding
a new paragraph (2) thereto.

For the technical explanation of section 207 of the bill (other than
the amendments madeby your committee), see page A-40 of the report
of the Committee on Ways and Means on the bill.
Section 164(a) as amended

Subsection (a) of section 164 of the code, as amended by the bill
as passed by the House, provided, in phrt, that the following taxes
would be allowed as a deduction for the taxable year within which
paid or accrued:

(1) State and local, and foreign, real property taxes.
(2) State and local personal property taxes.
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(3) State and local, and foreign, income, war profits, and excess
profits taxes.

(4) State and local general sales taxes.
Your committee has added to the foregoing list State and local taxes
on the sale of gasoline, diesel fuel, and other motor fuels and State and
local taxes on the registration or licensing of highway motor vehicles
and on licenses for the operation of highway motor vehicles. As a
result of your committee's amendment, any State and local taxes
within the scope of the amendment which are now deductible under
section 164 remain so; any such taxes which are not presently de. .i-

ble are not made deductible by ,ucch amendment
Section 164(b) as amended

Your committee has added a new paragraph (5) to section 164(b)
of the code, as amended by the bill as passed by the House, to provide
a special rule in the case of separately stated general sales taxes and
any tax on the sale of gasoline, diesel fuel, or other motor fuel. This
provision corresponds to section 164(b)(2)(E) as passed by the House
except that, its scope has been broadened to apply to taxes on the sale
of gasoline, diesel fuel, and other motor fuel. If a tax to which this
special rule has application is imposed on the seller, but the amount
of such tax is separately stated, then (as under existing law), to the
extent that the amount so stated is paid by the consumer (otherwise
than in connection with the consumer's trade or business) to his seller,
such amount is treated as a tax imposed on, and paid by, such con-
sumer.
Subsection (c) of section 207

Under the bill as passed by-the House, paragraph (1) of section
164(c) of the code denied a deduction for taxes assessed against local
benefits of a kind tending to increase the value of the property assessed,
except for the portion of such taxes properly allocable to interest or
maintenance charges. Such paragraph (1) retained the rules of
present law now contained in paragraph (5) of section 164(b) of the
code but did not retain the exception to those rules now contained in
section 164(b)(5)(B) which allow the deduction of local benefit taxes
levied by a special taxing district if the taxes meet the tests specified
therein.

Your committee has made no change in the language of paragraph
(1) of section 164(c) of the code as contained in the House bill. How-
ever, your committee has added a new paragraph (2) to section
207(c) of the bill which provides that section 164(c)(1), as amended,
shall not prevent the deduction under section 164, of taxes levied by
a special taxing district-

(1) which is described in section 164(b)(5) of the code (as in
effect for a taxable year ending on Dec. 31, 1963), and

(2) which was in existence on December 31, 1963,
but only in the case of taxes levied for the purpose of retiring indebted-
ness which existed on December 31, 1963.

SECTION 208. PERSONAL CASUALTY AND THEFT LOSSES

This section has been approved by your committee without change.
For the technical explanation of this section of the bill, see page A-45
of the report of the Committee on Ways and Means on the bill.
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SECTION 209. CHARITABLE, ETC., CONTRIBUTIONS AND
GIFTS

(a) Oertain organizations added to additional 10-percent charitable
limitation.-Subsection (a) of section 209 of the bill as passed by the
House has been approved by your committee without change. For
the technical explanation of this subsection of the bill, see page A-47
of the report of the Committee on Ways and Means on the bill.

(b) Limitation of unlimited charitable contribution deduction.-Your
committee has added a new subsection (b) to section 209 of the bill
to provide a limitation on the existing unlimited charitable contribu-
tion deduction.
Existing law

An individual taxpayer is presently allowed an unlimited charitable
contribution deduction if in the taxable year, and in 8 of the 10
preceding taxable years, the charitable contributions and income
taxes paid by the taxpayer during such year exceed 90 percent of his
taxable income computed without deduction for charitable contribu-
tions, personal exemptions, and net operating loss carrybacks. Under
existing law, the charitable contributions which may be used to
satisfy the 90-percent requirement include contributions to both
publicly and privately supported organizations.
Changes made by your committee

Subsection (b) of section 209 of the bill, as reported, amends section
170(b)(1) of the code by redesignating subparagraph (D) as (E) and
by inserting a new subparagraph (D). The now sub paragraph pro-
vides that only contributions described in subparagraph (A) of section
170(b) (1) (i.e., contributions to those organizations to which the addi-
tional 10-percent limitation is applicable) will qualify as charitable
contributions for purposes of the unlimited charitable contribution
deduction provisions. In general, these organizations include
churches, certain educational organizations, certain hospitals and
medical research organizations, certain organizations affiliated with
State colleges and universities, certain governmental units, and certain
other publicly supported organizations. Thus, for taxable years
begining after December 31, 1963; only contributions to such organi-
zations shall be taken into account in determining whether the tax-
payer has satisfied the 90-percent requirement of section 170(b) (1) (C)
for the current taxable year and for those taxable years preceding the
current taxable year which begin after December 31, 1963. Contribu-
tions not described in section 170(b)(1)(A), such as contributions to
private foundations, will not qualify as charitable contributions for
purposes of the unlimited charitable contribution deduction provisions.

'fhe new section 170(b)(1)(D) also provides that for purposes of
section 170(b)(1)(C), the" amount of charitable contributions shall be
determined without regard to new paragraph (5) of section 170(b)
of the code (added by sec. 209(c) of the bill, as reported). There-
fore, in determining whether a taxpayer has satisfied the 90-percent
requirement of subparagraph (C) for a current taxable year which
begins after December 31, 1963 and for those taxable years preced-
in the current taxable year which begin after December 31, 1963,
contributions made iA prior years, but which under the provisions of
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new paragraph (5) are treated as having been paid in subsequent
years, shall not be taken into account.

The new section 170(b)(1)(D) provides that section 170(b)(1)(C)
shall apply only if the taxpayer so elects. Such election can only be
made by those taxpayers who satisfy the requirements of section
170(b)(1)(C), as modified by new section 170(b) (1)(D). The time and
manner of such election shall be prescribed under regulations promul-
gated by the Secretary of the Treasury or his delegate. If a tax-
payer makes such election, subsection (a) of section 170 shall apply
only with respect to contributions described in subparagraeh (A) of
section 170(b)(1). Thus, a taxpayer who elects to apply section
170(b)(1)(C) and thus to deduct contributions to a publicly sup-
ported charitable organization in excess of the general y applicable
30-percent limitation may not also deduct contributions which he
makes Vo private foundations. In addition, the new section 170(b)
(1 )(D) provides that if a taxpayer elects to apply section 170(b)(1)(C),
contributions made in the current taxable year, or in any prior tax-
able year, may not be treated under new paragraph (5) of section
170(b) of the code as having been made in the current taxable year
or in any succeeding taxable year.
Effective date

New section 170(b)(1)(D) shall apply with respect to contributions
which are paid in taxable years beginning after December 31, 1963.

(c) Five-year carryover of certain charitable contributions made by
individuals.-Subsection (c) of section 209 of the bill, as reported,
adds a new paragraph (5) to section 170(b) of the code (relating to
limitations on charitable contribution deduction) to provide a carry-
over of certain excess contributions made by individuals.

Subparagraph (A) of new section 170(b) (5) provides, in general,
that in the case of an individual, if the amount of charitable contri-
butions described in paragraph (1)(A) of section 170(b) (relating to
contributions to churches, certain educational organizations, certain
hospitals and medical research organizations, certain organizations
affiliated with State colleges or universities, certain governmental
units, and certain other publicly supported organizations), payment
of which is made within a taxable year, exceeds 30 percent of the
taxpayer's adjusted gross income for such year (computed without
regard to any net operating loss carryback to such year under section
172), such excess shall be treated as a charitable contribution described
in paragraph (1) (A) paid in each of the 5 succeeding taxable years in
order of time. However, with respect to any such succeeding taxable
year, the amount which is to be treated as paid in such succeeding
taxable year is limited to the extent of the lesser of two amounts: (i)
the amount by which 30 percent of the taxpayer's adjusted gross
income for such succeeding taxable year (computed without regard to
any net operating loss carryback to such succeeding taxable year under
section 172) exceeds the sum of the charitable contributions described
in paragraph (1)(A) payment of which is made by the taxpayer within
such succeeding taxable year (determined without regard to new
paragraph (5)) and the charitable contributions described in paragraph
(1) (A) payment of which was made in taxable years before the contri-
bution year which are treated under this new rule as having been paid
in such succeeding taxable year; or (ii) in the case of the first succeed-
ing taxable year, the amount of such excess contribution, and in the
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case of the second, third, fourth, or fifth succeeding taxable year, the
portion of such excess not treated under new paragraph (5) as a
charitable contribution described in paragraph (1) (A) paid in any
taxable year intervening between the contribution year and such
succeeding taxable year.

Under the provisions of new paragraph (5), no excess contribution
carryover will be allowed with respect to contributions to organiza-
tions not described in subparagraph (A) of section 170(b)(1), such as
private foundations.

The new paragraph (5) of section 170(b) does not apply with
respect to estates or trusts.

The application of new paragraph (5) is illustrated by the following
examples:

Example /.-Taxpayer A has adjusted gross income for 1964 of
$50,000. In 1964 A contributes $16,500 to a church and $1,000 to
a private foundation. Under existing law, A could claim a charitable
contribution deduction of $15,000 (30 percent of $50,000). Under
the bill, as approved by your committee, A could claim a charitable
contribution deduction of $15,000 in 1964 and would have a charitable
contribution carryover of $1,500 (excess of $16,500 contribution to
the church over 30 percent of adjusted gross income of $50,000) to
succeeding taxable years. No carryover would be allowed with respect
to the $1,000 contribution to the private foundation.

Example 2.-Assime the same facts as in example 1. Assume
furthcir that for 1965 A has adjusted gross income of $40,000, and in
1965 contributes $11,000 to a church and $400 to a private founda-
tion. Under existing law, A could claim a charitable contribution
deduction of $11,400. Under the bill, as approved, by your committee,
$1,000 ($40,000X30 percent=$12,000-$11,000 contribution paid
to church in 1965) of the $1,500 excess contribution to the church
which was paid in 1964 would be treated as paid in 1965 and therefore
A could claim a total charitable contribution deduction of $12,000 for
1965. The remaining $500 of the excess contribution paid to the
church in 1964 would be available for purposes of computing the
carryover from 1964 to 1966, 1967, 1968, and 1969. No carryover
would be allowed with respect to the $400 contribution to the private
foundation.

Subparagraph (B) of new section 170(b)(5) provides that in the
application of subparagraph (A), the excess determined under such
subparagraph for the contribution year shall be reduced to the extent
that such excess reduces taxable income as computed for purposes
of the second sentence of section 172(b)(2) (relating to amount of
net operating loss carrybacks and carryovers) and increases the net
operating loss deduction for a taxable year succeedintg the contribu-
tion year. To prevent a'double deduction which might arise from
the interrelationship of the charitable contribution carryover and the
net operatbig loss carryover, subparagraph (B) of new section 170(b)(5)
provides, in effect, that an excess charitable contribution shall reduce
taxable income only once.

Paragraph (2) of section 209(c) of the bill contains technical amend-
ments. Section 545(b)(2) (relating to deductions for charitable
contributions by personal holding companies) and section 556(b)(2)
(relating to deductions for charitable contributions by foreign personal
holding companies) are each amended, in effect, to provide that new
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paragraph (5) of section 170(b) shall not apply for purposes of com-
puting the deduction for charitable contributions provided under
section 170 with respect to these organizations.
Ejfective date

New paragraph (5) of section 170(b) shall apply with respect to
charitable contributions which are paid in taxable years beginning
after December 31, 1963.

(d) Five-year carryover of certain charitable contribution made by
corporationr.--Subsection (b) of section 209 of the bill as passed by
the House has been redesignated as subsection (d) and, with the ex-
ception of a change made in the effective date of this subsection, has
been approved by your committee without change.

Under the bill as passed by the House, the 5-year corporate carry-
over "applied only with respect to contributions which are paid (or
treated as paid under sec. 170(a)(2) of the Internal Revenue Code
of 1954) in taxable years beginning after December 31, 1963. Under
the bill, as approved by your committee, the 5-year corporate carry-
over shall apply to taxable years beginning after December 31, 1963,
with respect to contributions which are paid (or treated as paid under
sec. 170a) (2) of the Internal Revenue Code of 1954) in taxable years
beginning after December 31, 1961.

For the technical explanation of this subsection of the bill, see page
A-48 of the report of the Committee on Ways and Means on the bill.

(e) Future intereetq in tangible personal property.--Subsection (c)
of section 209 of the bill as passed by the House has been redesignated
as subsection (e) and has been approved by your committee with an
amendment.

As passed by the House, a new subsection (f) was added to section
170 of the code. Section 170(a) of the code provides that a charitable
contribution is allowable as a deduction for the taxable year during
which payment thereof is made. The new section 170(f) adds a
special rule to determine when a charitable contribution consisting of
a future interest in tangible personal property is considered to be paid.
Under the bill as reported, the new section 170(f) provides, in effect,
that the gift of such an interest will be considered to be incomplete for
so long as the contributor (or a person standing in a relationship to the
contributor described in sec. 267(b) of the code (relating to losses,
expenses, and interest with respect to transactions between related
taxpayers)) retains an intervening interest or right to the actual pos-
session or enjoyment of the property. Under this special rule, a
charitable contribution of a future interest in tangible personal prop-
erty is deemed paid only when (1) all intervening interests in, and
rights to the actual possession or enjoyment of, the property have
expired, or (2) all intervening interests in, and rights to the actual
possession or enjoyment of, the property are held by a person or
persons other than the contributor or related parties.

The bill as passed by the House also contains an exception which
was stated in the last two sentences of new subsection (f). Such ex-
ception provided that the special rule of section 170(f) does not apply
to a contribution in which the sole intervening interest or right is a
nontransferable interest reserved by the donor which expires upon the
donor's death, or, in the case of a joint gift by husband and w-fe, the
sole intervening interest or right is a nontransferable interest reserved
by the donors which expires upon the death of whichever of such donors
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dies later. However, the right to transfer the reserved life interest
to the donee of the future interest (i.e., the charity which receives the
future interest contributed) was not' treated as making a life estate
transferable.

New subsection (f), as approved by your committee, eliminates
this exception.

The application of new subsection (f), as approved by your commit-
tee, may be illustrated by the following example. If a taxpayer con-
tributes a remainder interest in a painting which he owns to a charity,
reserving to himself the right to possession of the painting during his
lifetime, the retention of the right.t-pM6S im-is-treated as a post-
ponement in the payment, 9f--i&ci contribution utiil. his right to
possession terminates. '1:thS, if the taxpayer subsequently, transfers
his intervening right to possession to the c ority, or to an ui elated
person (a person wvhodoes not stand in irelttiopship to the onor
which is set forth in)ec. 207(b)), payment f the rofainmder interit is
thereupon deemed/to have be i conpletei and tWe value of s h
interest (compute as of thp date the ucontri nltiFis deemed to ha
been completed) allowed as a ded tion;sul ject to fhe imitation
imposed by su ection (b) of seiti'7Q in e wf r t e donor's
intervening righ to possession ' tr erred. On t e oth hand if
the taxpayer re ains any right to esion of th Painting until his
death, he is not ntitled t0 afio e"x deduction witkresp ct to the
remainder inter t transfred 0 y r'et rh/dunl his lif i ime or on
his final return. Howev r, the mention bf:the right to possession
until death wou d result i the jc csion 9 f! the %ifhtin in the tax-
payer's gross est te and a edu6tion for the ipclu ed vafueb.would b
allowed to his est te, as a heritable traiiisf r for tate tax urpos
ffetive date -

S /

The amendments 'ado by sulection (e) .f the bill shall app], to
transfers of future hit rests made iifter.Deceber 31," 1963, in t able
years ending after such'd ae.

SECTION 210. LOSSES ARISING FROM EXPROPRIATION
OF PROPERTY BY GOVERNMENTS .OF FOREIGN
COUNTRIES

Section 210 of the bill, which is a new section added to the bill as
passed by the House, amends section 172 of the code to provide a
10-year. carryover of certain expropriation losses.

(a) Net operating lo88 carryover.-Under the existing section
172(b)(1) of the code, relating to years to which a net operating loss
may be carried, generally a net operating loss for any taxable years
a net operating loss carryback to each of the 3 taxable years preceding
the taxable year of such loss and is a net operating loss carryover to
each of the 5 taxable years following the taxable year of such loss.

Paragraph (1) of section 210(a) of the bill, as added by your cow-
mittee, amends subparagraph (A)(i) of section 172(b)(1) of the code,
relating to years to which a net operating loss maybe carried, to pro-
vide that the 3-year carryback rule does not apply to the portion of a
net operating loss for a taxable year attributable to a foreign expro-
priation loss.

Paragraph (2) of section 210(a) of the bill, as added by your com-
mittee, amends subparagraph (B) of section 172(b)(1) of the code
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to provide that the 5-year carryover rule does not apply to the portion
of a net operating loss for a taxable year attributable to a foreign
expropriation loss.

)Paragraph (3) of section 210(a) of the bill, as added by your coin-
mittee, amends section 172(b) (1), relating to years to which a net
operating loss may be carried, by adding to such section a new sub-
paragraph (D). The new subparagraph (D) of section 172(b)(1)
of the code provides that in the case of a taxpayer which has a foreign
expropriation loss for any taxable year ending after December 31,
1958, the portion of the net operating loss for such year attributable
to such foreign expropriation loss shall not be a net operating loss
carryback to any taxable year preceding the taxable year of such
loss and shall be a net op crating loss carryover to each of the 10
taxable years following the taxable year of such loss. The term
"foreign expropriation loss" is defined in a new sub,3ection (k) added
to section 172 of the code by paragraph (5) of section 2 10(a) of thle
bill, as added by your committee.

Paragraph (4) of section 210(a) of the bill, as added by your coin-
mittee, amends section 172(b)(3), relatin to special rules for net
operating loss carrybacks and carryovers, %y adding to such section
new subparagraphs (C) and (D). Clause (i) of the new subparagraph
(C) provides that the new subparagraph (D) of section 172(b)(1) of tie
code which allows the portion of a net operating loss for a taxable year
attributable to a foreign expropriation loss to be carried forward for 10
years shall apply only if the foreign expropriation loss for the taxable
year equals or exceeds 50 percent of the net operating loss for the
taxable year.

Clause (ii) of the new subparagraph (C) provides that, in the case of
a foreign expropriation loss for-a taxable year ending after Decem-
ber 31, 1963, the new 10-year carryover provision shall apply only if
the taxpayer elects (at such time and in such manner as the Secretary
of the' reasury or his delegate by regulations prescribes) to have such
new subparagraph (D) of section 172(b)(1) of the code apply

Clause (iii) of the new subparagraph (C) provides that, in the caqe of
a foreign expropriation loss for a taxtrble year ending after Decem-
ber 31, 1958, and before January 1, 1964, the new 10-year carryover
provision shall apply only if the taxpayer elects (in such manner as
may be prescribed by the Secretary of the Treasury or his delegate) on
or before December 31, 1965, to have such new subparagraph (D) of
section 172(b)(1) of the code apply.

The new subparagraph (D) of section 172(b) (3) of the code provides
that if a taxpayer makes an election under such subparagraph (C) (iii),
then (notwithstanding any law or rule of law), with respect to any
taxable year ending before January 1, 1964, affected by such election
(1) the time for making or changing any choice or election under
subpart A of part III of subchapter N (relating to foreign tax credit)
shall not expire before January 1, 1966, (2) any deficiency attributable
to the election under subparagraph (C)(iii) of section 172(b)(3) of the
code or the application of clause (i) of section 172(b) (3) (D) of the
code may be assessed at any time before January 1, 1169, and (3)
refund or credit of any overpayment attributable to the election
under subparagraph (C)(iii) of section 172(b)(3) of the code or the
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application of clause i) of section 172(b)(3)(D) of the code may be
made or allowed if claini therefor is filed before January 1, 1969.
In the event that the period within which a deficiency may be assessed
or0 a claim for refund filed would expire at a date subsequent to January
1, 1969, under section 6501 or 6511 of the code, then such later date
shall apply.

Paragraph (5) of section 210(a) of the bill, as added by your coni-
mittee, amends section 172, relating to net operating loss (leduction,
I)y redesignating the existing subsection (k) as subsection (1) and by
alding to such section a new sub)section (k). The new subsection (1)
provides that (1) the term "foreign expropriation loss" means, for any
taxable year, the sum of the losses sustained with respect to property
by reason of the expropriation, intervention, seizure, or similar taking
of such property by the government of any foreign country, any
political subdivision thereof, or any agency or instrumentality of the
oregoing and (2) the portion of the net operating loss for sich year

attrilIutable to a foreign expropriation loss is the amount of the foreign
expropriation loss for such year (but not in excess of the net operating
loss for such year). The amount of any loss sustained is determined
under section 165 of the code.

(b) Technical amendments. -Paragraph (1) of section 210(b) of the
bill, as added by your committee, amends subparagraph (B) of
section 172(b)(2) of the code, relating to amount of carrybacks and
carryovers, by placing the existing provisions of such subparagraph
(B) in a new subparagraph (B)(i) and by adding to such section a
new subparagraph (B)(ii). Under existing section 172(b)(2) of the
code the portion of a net operating loss which shall be carried to each
of the taxable years other than the earliest taxable year to which
such loss may be carried shall be the excess, if any, of the amount of
such loss over the sum of the taxable income for each of the prior
taxable years to which such loss may be carried. The new subpara-
graph (B) (ii) provides that, in computing taxable income for any such
prior taxable year, the amount of the net operating loss deduction
shall be determined without regard to that portion, if tiny, of a net
operating loss for a taxable year attributable to a foreign expropriation
loss, if such portion may not, under paragraph (1)(D) of section
172(b) of the code, be carried back to such prior taxable year.

Paragraph (2) of section 210(b) of the bill, as added by yor com-
mittee, amends section 172(b)(2), relating to amount of carrybacks
and carryovers, by adding at the end of such section a new sentence.
The new sentence provides, in effect, that the portion of a net operating
loss for a loss year attributable to a foreign expropriation loss shall
be considered to be a separate net operating loss for such loss year.
Such portion attributable to a foreign expropriation loss is to be ap-
plied after the other portion of such net operating loss for such loss
year, but prior to any net operating losses for subsequent taxable
years.

(c) Effective date.-Subsection (c) of section 210 of the bill, as
added by your committee, provides thaL the amendments made by
such section 210 shall apply in respect of foreign expropriation losses
sustained in taxable years ending after December 31, 1958.
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SECTION 211. ONE-PERCENT LIMITATION ON MEDICINE
AND DRUGS

Section 211 of tle bill (see. 210 of the bill as l)assed by the House)
has been approved by your committee without change. For the
teclmical explanation of this section of the bill, see page A-51 of the
report of the Committee on Ways and Meatis on the bill.

SECTION 212. CARE OF DEP'ENDEN'TS

Section 212 of the bill (see. 211 of the bill as passed by the House)
anlends section 214 of the code (relating to expenses for care of certain
dependents). Subsections (a), (c), and (d) of section 214 of the code
as amended by the bill as passed by the Hlouso and the effective date
provision for this section of the bill have been approved by your comn-
mittee without change. For the technical explanation of this section
of the bill (other than the amendments made bly your committee),
see page A-52 of the report of the Committee on Ways and Means on
tile )ill.

Subsection (b) of section 214, as amended by the bill as passed by
the House, prescribed certain limitations on the allowability of the
deduction otherwise authorized by subsection (a) of such section.
The changes made by your committee in respect of these limitations
tire discussed below.
Dollar amount

Under the bill as passed by the House, subsection (b) of section
214 limited the deduction under section 214(a) to $600 for any taxitble
year except. that stich limit would be increased (to an aniount not
above $900) by the amount of expenses incurred by a taxpayer for
any period during which the taxpayer had two or more dependents
(within tie meaning of anlended sec. 214(d)(1) of the code). How-
ever, in the case of a woman who is married, the $600 limit would be
increased only in respect of expenses incurred during a period while
her husband was incapable of self-support because mentally or )hysi-
cally defective.

As amended by your committee, subsection (b) of section 214 limits
the deduction under section 214(a) to $600 for any taxable year,
except that such $600 limit-

(1) shall be increased (to an amount not above $900) by the
amount of expenses incurred by the taxpayer for any period
during which the taxpayer had two dependents (wiin the
meaning of amended see. 214(d)(1) of the code), and

(2) shall be increased (to an alnount not above $1,000) by the
amount of expenses incurred by the taxpayer for any period dur-
ing which the taxpayer had three or more, dependents (within
the meaning of amended see. 214(d)(1) of the code).

The provision of t b bill as passed by the House dealing with the
increase in the $600 limit in the case of a married woman (see the last
sentence of the preceding paragraph) has been deleted.
Working wives and husbands ith incapacitated wives

Under the bill as passed by the House, subsection (b) of section
214 further provided, in the case of a woman who is married and a
husband whoso wife is incapacitated, that the deduction otherwise
allowable under section 214(a)--4
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(1) would not be allowed unless the couple files a joint return;
adl

(2) would be reduced dollar for dollar to the extent that the
couple's combined adjusted gross income exceeds $4,500.

These conditions, however, were made inapplicable in certain speci-
fied situations.

Tile foregoing provisions of the bill as passed by the House have
been approved by your committee and have been combined into one
paragraph with an" amendment providing that the deduction other-
wise allowable under section 214(a) is to be reduced dollar for dollar
to the extent that the couple's combined adjusted gross income ex-
eeds $7,000 (rather than $4,500 as provided in the bill as passed by

the House).

SECTION 213. MOVING EXPENSES

Section 213 of the bill (sec. 212 of the bill as passed by the House)
has been approved by your committee except, for a change in the
effective date provision in subsection (d). 'rho amendment made
by subsection (c) of section 213 (relating to the definition of "wages"
for withholding purposes) applied, under the bill as passed by the
House, with respect to remuneration paid after December 31, 1963.
As amended by your committee, such provision applies with respect
to remuneration paid after the seventh day following the date of
enactment of the gill.

For the technical explanation of this section of the bill, see page
A--57 of the report of the Committee on Ways and Means oil the bill.

SECTION 214. DEDUCTION FOR PO1A'rICA
CONTRIBUTIONS

Section 214 of the bill, which is a new section adde(l to the bill as
passed by the house, rellites to a deduction for certain political
contrilbutions in tOn l)uting taxable, income.

(a) Allowaca, of de(uction.-Sulmection (a) of section 214 of the
bill amends pat VII of subchapter B of chapter 1 (relating to addi-
tional itemized deductions for individuals) of the internal Revenue
Code of 1954 by inserting after section 217 (as a(led by see. 213(a)(1)
of the bill) a new section 218.

SECTION 218. CONTRIBUTIONS TO POLITICAL, CANDIDATES AND POLITICAL
COMMITTEES

Subsection (a) of section 218 allows an individual a deduction for
any political contribution (as defined in subsee. (e)), payment of
which is made during the taxable year. The deduction will be allow-
able only for the taxable year in which tile contribution is paid. 'lhe
method of accounting employed by the taxpayer (nd the time when
the contributidn is pledged aore immaterial.

Subsection (b)(1) of section 218 limits the deduction under sub-
section (a) to an aggregate of $50 for any taxable year except that in
the case of husband and wife filing a joint return, the deduction for
any year is limited to $100. The amount. of the deduction in the
case of a joint return will not be affected evem though the contribu.
tions are made by only one spoto.
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Subsection (b)(2) of section 218 provides that the deduction under
subsection (a) shall be allowed only if the political contribution is
verified in accordance with regulations prescribed by the Secretary of
the Treasury or his delegate.

The term "political contribution" is defined in subsection (c) of
section 218 as a contribution or gift to a political candidate or a
political committee for the purpose of furthering the candidacy of one
or more individuals in a general, special, or primary election or in a
convention of a political party. A contribution to an organization
which engages in activities in addition to influencing the election of
political candidates, such as general political education, could qualify
if such contribution is made to further the candidacy of one or more
individuals in a general, special, or primary election or in a convention
of a political party and if the funds received from such contributions
are segregated from fund for such other activities. The principles
applicable under section 170 of the code (relating to charitable con-
tributions) will be followed in determining what constitutes a contri-
bution or gift and the amount thereof. Thus, only that portion of the
cost of tickets to fund-raising dinners which represents the excess of the
price of the ticket over the amount which would ordinarily be paid for
the dinner will qualify as a contribution. In addition, the value of
services rendered to a candidate or committee will not qualify as a
contribution.

(b) Technical amendment.-Subsection (b) of section 214 of the bill
amends section 642 of the code (relating to special rules for credits and
deductions of estates and trusts) by redesignating subsection (i) as
subsection (j) and inserting a new subsection (i) which provides that
an estate or trust is not allowed the deduction for political contribu-
tions provided under section 218.

(c) Effective date.-Under subsection (c) of section 214 of the bill,
only contributions or gifts payment of which is made on or after the
date of the enactment of thie bill in taxable years ending after such
date will be allowable as a deduction under new section 218 of the code.

SECTION 215. 100 PERCENT DIVIDENDS RECEIVED DEDUC-
TION FOR MEMBERS OF ELECTING AFFILIATED GROUPS

Section 215 of the bill, which is a new section added to the bill
as passed by the House, amends section 243 of the code (relating to
the deduction for certain dividends received by corporations), and
makes conforming technical amendments.

(a) 100 percent dividends received deduction.-Subsection (a) of
section 243, as amended, in substance incorporates the provisions of
subsections (a) and (b) of existing section 243. Paragraph (1) of
subsection (a) corresponds to subsection (a) of existing section 243
and paragraph (2) of subsection (a) corresponds to subsection (b) of
existing section 243. Paragraph (3) of subsection (a), which has no
counterpart in existing law, provides for a 100 percent deduction in
the case of "qualifying dividends."
Qualifying dividends

Subsection (b)(1) of section 243, as amended, defines the term
"qualifying dividends" to mean dividends received by a corporation
which, at the close of the day the dividends are received, is a member
of the same affiliated group of corporations (as defined in par (5)
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of sec. 243(b)) as the corporation distributing the dividends,Iprovided
that the conditions prescribed in subparagraphs (A) and (B) of
section 243(b)(1) are met.

Subparagraph (A) of section 243(b)(1) provides that such affiliated
group which includes the distributing and recipient corporations must
have made an election (under par. (2) of sec. 243(b)) which is effective
for the taxilble years of its member corporations which include theday of receipt.Id aragraph (B) of section 243(b)(1) provides that such dividends

must iave been distributed out of earnings and profits of a taxable
vear which ends after December 31, 1963, and with respect to which
two requirements are satisfied. First, under clause (i) of subpara-
graph (B), on each day of such taxable year the distributing corpora-
tio and the recipient corporation must have been members of such
affiliated group. Second, under clause (ii) of subparagraph (B), an
election under section 1562 (relating to election of multiple surtax
exemptions) must not be effective for such taxable year.

The application of the provisions of section 243(b)(1) may be
illustrated by the following examples:

Example (1).-On March 1, 1964, corporation P, a publicly owned
corporation, acquires all the stock of corporations S and S-1 and
continues to hold such stock throughout the remainder of 1964 and
all of 1965. Corporations P, S, and S-1 are domestic corporations
which file separate returns on the basis of a calendar year. An
election under section 1562 was not effective for their taxable years
ending December 31, 1964, and December 31, 1965. Corporation S
makes a $5,000 distribution with respect to its stock on February 1,
1965, which is received by corporation P on the same date. Before
taking into account this distribution, corporation S had earnings and
profits for its taxable years ending December 31, 1964, and December
31, 1965, of $7,000 and $4,000, respectively. An election under sec-
tion 243(b)(2) is effective for the taxable years of corporations P, 5,
and S-1 which include February 1, 1965. Accordingly, corporation P
will be entitled to a 100 percent dividends received deduction under
section 243(a)(3) with respect to $4,000 of the $5,000 distribution
received from corporation Son February 1, 1965. Since $1,000 of the
$5,000 distribution was made out of earnings and profits of corpora-
tion S for its taxable year ending'Decemnber 31, 1964, and since corpo-
rations P and S were not members of the same affiliated group of
corporations on each day of such year, $1,000 of the February 1, 1965,
distribution would not constitute a qualifying dividend as defined in
section 243(b)(1) (but would constitute a dividend entitled to an 85
percent dividends received deduction -under sec. 243(a)(1)).

Example (2).-Assume the same facts as in example (1), except that
corporation P held all the stock of corporations S and. S-1 on each day
of 1964 and sold the stock of S on November 1, 1965. Since an elec-
tion under section 243()) (2) is effective for the taxable years of
corporations P, S, and S-1 which include February 1, 1965, corpora-
tion P will be entitled to a 100 percent divided received deduction
under section 243(a)(3) with respect to $1,000 of the $5,000 distribu-
tion received from corporation S on Februariy 1, 1965. The $1,000
amount represents the portion of the February 1, 1965, distribution
which was made out of the earnings and profits of corporation S for
its taxable year enfling December 31, 1964, a year for which the

221



REVENUE ACT OF 1904

requirements of section 243(b)(1) are met. Since $4,000 of the
$5,000 distribution was made out of the earnings and profits of cor-
poration S for its taxable year ending December 31, 1965, and since
corporations P and S were not members of the same affiliated group
of corporations on each day of such year, $4,000 of the February 1,
1965, distribution would not constitute a qualifying dividend as de-
filled in section 243(b)(1) (but would constitute a dividend entitled
to an 85 percent dividends received deduction under see. 243(a)(1)).
Election

Paragraph (2) of section 243(b), as amended, provides that an
election (referred to in subpar. (A) of sec. 243(b)(1)) is to be made by
the common parent corporation for the affiliated group of corporations.
The election is to be made with respect to a particular taxable year of
the common parent corporation and is to be made at such time and
in such manner as the Secretary of the Treasury or his delegate by
regulations prescribes. An election may not be made for an affiliated
group for any taxable year of the common parent corporation for
which an election under section 1562 (relating to election of multiple
surtax exemptions) is effective. A consent is required from each
corporation which is a member of the affiliated group at any time
during its taxable year which includes the last day of the particular
taxable year of the common parent corporation with respect to which
the election is made. The consent is to be made at such time and in
such manner as the Secretary of the Treasury or his delegate by
regulations prescribes.

Under subparagraph (A) of paragraph (2), an election will be
effective for the taxable year of each member of the affiliated group
which includes the last day of the taxable year of the common parent
corporation with respect to which the election is made. However
in the case of a taxable year of a member beginning in 1963 and
ending in 1964, if an election is made with respect to a taxable year
of the common parent corporation which includes the last day of
such taxable year of such member, then the election will be effective
with respect to such taxable year of such member if it consents to
such election with respect to such taxable year. Under subparagraph
(B) of paragraph (2), an election will also be effective (unless termni-
nated under par. (4) of subsec. (b)) for the taxable year of each
member which ends after the last day of the taxable year of the
common parent corporation with respect to which the election is
made but which does not include such last day.

The application of the provisions of section 243(b)(2) may be
illustrated by the following example:

Ezample.-Corporation P is a common parent corporation of an
affiliated group of corporations consisting of corporations P and S.
Corporation P files its income tax return on the basis of a fiscal year
ending June 30 and corporation S uses a calendar year as the basis
for its tax return. Corporation P makes an election under section
243(b)(2) with respect to its taxable year ending June 30, 1965. If
the election is properly consented to by P and S, the election will be
effective with respect to the fiscal year of corporation P ending June
30, 1965, and with respect to the calendar year of corporation S
ending December 31, 1965 (the year including June 30, 1965, the last
day of the common parent corporation's taxable year with respect to
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which the election was made). Further, if corporation Y, which has
a fiscal year ending September 30, becomes a member of such affiliated
group on June 15, 1966, the election will be effective with respect to
corporation Y's taxable year ending September 30, 1960, as well as
P's taxable year ending June 30, 1966, and S's calendar year ending
December 31, 1966, unless the election is terminated under paragraph
(4) of section 243(b).
Effect of election

Paragraph (3) of section 243(b), as amended, provides that if an
election, made for an affiliated group of corporations under paragraph
(2) of section 243(b), is effective with respect to any taxable year of
the common parent corporation, then under regulations prescribed by
the Secretary of the Treasury or his delegate-

(1) no member of such affiliated group may consent to an
election under section 1562 for such taxable year;

(2) the members of such group will be treated as one taxpayer
for purposes of making the erections under section 901(a) (relating
to allowance of foreign tax credit) and section 904(b) (1) (relating
to election of overall limitation); and

(3) the members of such affiliated group will be limited to (i)
one $100,000 miniimum accumulated earnings credit under
section 535(c) (2) or (3); (ii) one $100,000 limitation for explora-
tion expenditures under section 615 (a) and (b); (iii) one $400,000
limitation for exploration expenditures under section 615(c)(1);
(iv) one $25,000 limitation on small business deductions of life
insurance companies under sections 804(a)(4) and 809(d).(10);
and (v) one $100,000 exemption for purposes of estimated tax
filing requirements under section 6016 and the addition to tax
under section 6655 for failure to pay estimated tax.

Termination
Paragraph (4) of section 243(b), as amended, provides for the

termination of an election under paragraph (2). Such termination,
if made, is effective with respect to a taxable year of the common
parent corporation and with respect to the taxable years of the
members of the affiliated group which includes the last day of such
taxable year of the common parent corporation. Under subparagraph
(A) of paragraph (4), an election will be terminated if the affiliated
group wes, Witt respect to a particular taxable year of the common
parent corporation, a termination of such election (at such time and
in such manner as the Secretary of the Treasury or his delegate by
regulations prescribes). Each corporation which is a member of the
affiliated group at any time during its taxable year which includes
the last day of such taxable year of the common parent corporation
must consent to the termination of the election.

Under subparagraph (B) of paragraph (4), an election will be
terminated with respect to a taxable year of thi common parent
corporation if with respect to such year the affiliated group includes
a member which was not a member of such group during such common
parent corporation's immediately preceding taxable year, and if such
member files a statement that it does not consent to the election at
such time and in such manner as the Secretary of the Treasury or
his delegate by regulations prescribes.
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Definition of affiliated group
Paragraph (5) of section 243(b), as aniend(le, defines the tern

"affiliated group" for purposes of subsection (b) of section 243. The
term is to have the same meaning assigned to it by section 1504(a)
except that section 1504(b)(2) and section 1504(c) will not apply.
Thus, for purposes of section 243(b), an affiliated group includes
those domestic corporations (including a cor oration which is treated
is a domestic corporation under see. 1504(d)) which meet the stock-
ownership test contained in section 1504(a), and which are ineludiblee
corporations" within the meaning of section 1504(b); however, any
domestic insurance comp any subject to taxation under section 802 or
821 will be treated for this purpose as an includible corporation.
Special ritles for insurance companies

Paragraph (6) of section 243(b), as amended, provides special rules
for certain insurance companies. Subparagraph (A) of paragraph (6)
provides that if an election under subsection (b) of section 243 is
effective for the taxable year of an insurance company subject to
taxation under section 802 or 821 of the code, then part 11 of sub-
chapter B of chapter 6 of the code (relating to certain controlled
cori)orations) will be applied without regard to section 1563(a)(4)
(relating to certain insurance companies) and section 1563(b)(2)(D)
(relating to certain excluded members) with respect to such company
and the other corporations which are members of the controlled
group of corporations (as determined under sec. 1563 without regard
to subsets. (a) (4) and (b) (2) (D)) of which such company is a imem ber.
Subpa,'agraph (B) of paragraph (6) provides that if an insurance com-
pany subject to taxation under section 802 or 821 distributes a dividend
out of earnings and profits of a taxable year with respect to which the
company would have been a component miemnber of a controlled group
of corporations within the meaning of section 1563 except for sub-
section (b)(2)(D) thereof, such dividend will not be treated as a quali-
fying dividend unless an election under subsection (b) of section 243
is effective for such taxable year.

The application of the provisions of paragraph (6) of section 243(b)
may be illustrated by the following example:

Examp.e.-Throughout 1965 corporation M owns all the stock of
corporations L, X, and Y. Corporation M is a domestic mutual
insurance company subject to tax under section 821 of the code,
corporation L is a domestic life insurance company subject to tax under
section 802 of the code, and corporations X and Y ari subject to tax
under section 11 of the code. Each corporation uses the calendar year
for its taxable year. Corporation L pays a dividend to corporation
M in 1965 which is out of the earnings and profits of L's taxable year
ending on December 31 1965. Corporation M makes all election
under section 243(b)(2) for 1965 for the affiliated group consisting of
corporations M, L, X, and Y which is properly consented to by such
corporations. The application of paragraph (6) of section 243(b) re-
sults in the following tax consequences:

(1) As a result of applying part TI of subchapter B of chapter 6 in
the manner described in subparagraph (A) of section 243(b)(6), cor-
porations M, L, X, and Y will be limited to a single $25,000 surtax
exemption for their taxable years eijding December 31, 1965 (to be
apportioned among such corporations in accordance with sec. 1561).
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Although M and I, are excluded members of tile controlled group of
corporations consisting of corporations M, L, X, and Y, by reason of
the application of the excluded member ruled contained in subpara-
graph (D) of section 1563(b)(2), subparagraplh (A) of section 243(b)(6)
requires that part 1I of subchapter B of chapter 6 of the code be
applie(l with respect to M and L and the other members of the con-
trolled group without regard to such rule.

(2) The distribution by corporation L to corporation M is a qualify-
ing divi(len(d within the meaning of paragraph (1) of section 243(b).
Since the distril)ution is out of the earnings and profits of L for its
taxable year ending December 31, 1965 (a year in which L would have
been a component member of a controlled group of corporations
within the meaning of sec. 1563 except for the excluded member rule
contained in subsec. (b) (2) (D)) , and an election under paragraph (2)
of section 243(b) is in effect for such taxable year, the dividend is
not disqualified by operation of subparagraph (B) of section 243 (b) (6).

Subsection (c) of section 243, as amended, includes a new para-
graph (4). New paragraph (4) provides that any dividend received
which is described in section 244 (relating to dividends received on
preferred stock of a public utility), as amended by subsection (b)(1)
of this section of the bill shall not be treated as a dividend for purposes
of section 243, as amended. The corresponding provisions of existing
law appear as parenthetical phrases in existing subsections (a) and (b)
of section 243.

Subsection (d) of section 243, as amended, is the same as existing
section 243(d) except for a conforming change,

(b) Technical amendment&--Subsection (b) of section 215 of the
bill makes technical amendments to several sections of the code to
conform them to the amendments made by subsection .(a) of this
section of the bill.

(c) Effective date.-Subsection (c) of section 215 of the bill provides
that the amendments made by subsections (a) and (b) of such section
shall apply with respect to dividends received in taxable years ending
after December 31, 1963. '

SECTION 216. INTEREST ON LOANS INCURRED TO PUR-
CHASE CERTAIN INSURANCE AND ANNUITY CON-
TRACTS

Section 216 of the bill (section 213 of the bill as passed by the House)
amends section 264 of the code to provide that, under certain circum-
stances, no deduction is allowed for interest on loans incurred or
continued to purchase or carry certain life insurance, endowment, or
annuity contracts. For a technical explanation of this section of
the bill (other than the amendment made by your committee), see
page A--60 of the report of the Committee on Ways find Means on
the bill.

Subsection (a)(2) of this section of the bill as passed by the House
provided that new paragraph (3) of section 264(a) of the code (added
by subsec. (a)(1) of sec. 216 of the bill) would apply only in respect
of contracts purchased after August 6, 1963. Under your com-
mittee's amendment, new paragraph (3) of section 264(a) of the
code applies only in respect of contracts purchased after December
31, 1963.

27-814-64-pt. 2-5
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SECTION 217. INTEREST ON INDEBTEDNESS INCURRED
OR CONTINUED TO PURCHASE OR CARRY TAX-
EXEMPT BONDS

Section 217 of the bill, which is a new section added to the bill
as passed by the House, amends section 265(2) of the code by adding
it new sentence at the end thereof.

Section 265(2) presently provides that no deduction shall be
allowed for interest on indebtedness incurred or continued to pur-
chase or carry obligations (other than certain obligations of the
United States) the interest from which is wholly exempt from the
taxes imposed by subtitle A of the code (relating to income taxes).

(a) Applicati4n vMith respect to certain financial institutions.-
Section 217(a) limits the application of section 265(2) in the case
of interest expense in respect of face-amount certificates issued by
a financial institution (other than a bank) which is subject to the
banking laws of the State in which such institution is incorporated.
The amendment does not affect the application of section 265(2.)
in the case of banks.

Under section 265(2), as amended, interest expense incurred by
such an institution-

(1) on face-amount certificates (as defined in sec. 2(a)(15) of
the Investment Company Act of 1940 (15 U.S.C. 80a-2)) issued
by the institution, and

(2) on amounts received by such institution to be applied
toward the purchase of such face-amount certificates to be issued
by the institution

is not to be considered as interest on indebtedness incurred or con-
tinued to purchase or carry obligations the interest on which is wholly
exempt from the taxes imposed by subtitle A of the code to the extent
that the average amount of such obligations held by such institution
'during the taxable year does not exceed 25 percent of the average of
the total assets of the institution during the taxable year.

The Secretary of the Treasury or his elegate is required to prescribe
by regulations the manner of computing the average amount of tanc-
exempt obligations held by such institution during the taxable year,
and the manner of determining the average amount of the total assets
held by such institution during the taxable year.

The computation of the average amount of tax-exempt obligations
and the average amount of total assets is to be made not more
frequently than weekly. Thus, if the Secretary or his delegate
prescribes that such averages are to be computed as of the ena of
each week of the institution's taxable year, the percentage which the
average amount of tax-exempt obligations is of the average amount
of total assets of the institution for any taxable year shall be com,)uted
by dividing-

(1) the sum of the investments of the institution as of the end
of each week of its taxable year, in obligations the interest on
which is wholly tax-exempt, by

(2) the sum of the total assets df the institution as of the end
of each week of its taxable year.

If this computation results in a percentage figure in excess of 25
percent, there is interest on indebtedness which is subject to the first
sentence of section 265(2). The amo1dnt thereof is obtained by multi-
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plying the total interest expense for the taxable year on face-amount
certificates and on amounts received for the purchase of such certifi-
cates by the percentage equal to the excess of such percentage figure
over 25 percent.

In addition, any other interest expense of such institution is subject
to the first sentence of section 265(2).

(b) Effective date.--Section 217(b) provides that the amendment
ina(le by section 217(a) slall apply with respect, to taxable years end-
ing after the date of enactment of the bill.

SECTION 218. REPEAL OF REQUIREMENT OF ALLOCA-
TION OF CERTAIN TRAVELING EXPENSES

i a) Repeal of section 274(c).-Subsection (a) of section 218 of the
bil , which is a new section added to the bill as passed by the House,
amends section 274 of the code by repealing subsection (c) thereof.
Section 274(c) provides that in the case of any individual who is
traveling away from home in pursuit of a trade or business or in
pursuit of an activity described in section 212, no deduction shall be
allowed under section 162 or section 212 for that portion of the ex-
penses of such travel otherwise allowable under such section which,
under regulations prescribed by the Secretary of the Treasury or his
delegate, is not allocable to such trade or business or to such activity.
Such provision, however, does not apply to the expenses of any travel
away from home which does not exceed I week or where the portion
of the time away from home which is not attributable to the pursuit
of the taxpayer's trade or business or to an activity specified in section
212 is less than 25 percent of the total time away from home on such
travel.

(b) Effective date.----Subsection (b) of section 218 of the bill provides
that the repeal made by this section shall apply with respect to taxable
years ending after December 31, 1962, but only in respect of periods
after such date.

SECTION 219. ACQUISITION OF STOCK IN EXCHANGE
FOR STOCK OF CORPORATION WHICH IS IN CONTROL
OF ACQUIRING CORPORATION

(a) Definition of reorganization.-Subsection (a) of section 219 of
the bill, which is a new section added by your committee to the bill as
passed by the House, amends subparagraph (B) of section 368(a)(1)
of the code, relating to definition of a stock-for-stock reorganization.
Under the existing section 368(a)(1)(B), the acquisition by one
corporation, in exchange solely for all or a part of its voting stock, of
stock of another corporation qualifies as a "reorganization" if, im-
mediately after the acquisition, the acquiring corporation has control
of such other corporation (whether or not such acquiring corporation
had control immediately before the acquisition).

Subparagraph (B) of section 368(a)(1) of the code, as amended by
this section of the bill, allows an acquiring corporation to exchange
either its voting stock or the voting stock of a corporation which is in
control of the acquiring corporation for the stock of another corpora-
tion.
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(b) Technical amendments.-Paragraph (1) of section 219(b) of the
bill, as added by your committee, amends subparagraph (C) of
section 368(a)(2) of the code, relating to special rules. Under the
existing section 368(a)(2)(C), a transaction otherwise qualifying as
a "reorganization" under subparagraph (A) or (C) of section 368 (a) (1),
which relate respectively to statutory mergers or consolidations and
stock-for-property reorganizations, is not disqualified by reason of
the fact that part or all of the assets which were acquired in the trans-
action are transferred to a corporation controlled by the corporation
acquiring such assets.

Subparagraph (C) of section 368(a)(2) of the code, as amended by
this section of the bill, allows a corporation acquiring stock in a
transaction otherwise qualifying as a "reorganization" under section.
368(a)(1)(B), as amended by this section of the bill, to transfer part or
all of such stock to a corporation controlled by the corporation acquir-
ing such stock.

Paragraph (2) of section 219(b) of the bill, as added by your com-
mittee, amends the last two sentences of subsection (b) of section 368,
relating to definition of a party to a reorganization.

The next to last sentence of section 368(b) of the code, as amended
by this section of the bill, provides that in the case of a reorganiza-
tion qualifying under subparagraph (B) or (C) of section 368(a)(1),
if the stock exchanged for the stock or properties is stock of a corpora-
tion which is in control of the acquiring corporation, the term "a
party to a rorganization" includes the corporation so controlling
the acquiring corporation. The last sentence of the amended section
368(b) of the code provides that in the case of a reorganization
qualifying under subparagraph (A), (B), or (C) of section 368(a)(1)
by reason of subparagraph (C) of section 368(a)(2), the term "a
party to a reorganization" includes the corporation controlling the
corporation to which the acquire. assets or stock are transferred.

(c) Effective date.-Subsection (c) of section 219 of the bill, as
added by your committee, provides that the amendments made by
such section shall apply with respect to transactions after December
31, 1963, in taxable years ending after such date.

SECTION 220. RETROACTIVE QUALIFICATION OF CER-
TAIN UNION-NEGOTIATED MULTIEMPLOYER PENSION
PLANS

(a) Beginning oJ period as qualified trut.-Subsection (a) of section
220 of the bill, which is a new section added by your committee to
the bill as. passed by the House, amends section 401 of the code by
redesignating subsection (i) as (j), and by inserting a new subsection
(i). Section 401 relates to qualified pension, profit-sharing, and
stock bonus plans.

In general, under existing law, employer contributions to a pension
trust are deductible only under the provisions of section 404 of the
code. Deductibility under that section in effect requires, if the
employees do not have a nonforfeitable right to the contributions
at the time they are made, that the trust .be part of a pension plan
of an employer which qualifies under section 401(a) of the code.
One of the requirements for qualification included in the Treasury
Department's regulations under that section is that the plan be in
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the form of "a definite written prograin and arrangement which is
communicated to the employees." However, under a multiemployer
collective bargaining agreement, employer contributions are often
made to or for a pension trust before a complete schedule of benefits
has been adopted, so that such contributions are not made to a
qualified trust and, if not vested, are not deductible.

The new subsection (i) applies to a trust forming part of a pension
plan which has been determined by the Secretary of the Treasury or his
delegate to constitute a qualified trust under section 401(a), and to be
exempt from taxation under section 501(a), for a period beginning
after contributions were first made to or for such trust. The new
subsection (i) provides that where such a trust meets certain condi-
tions, then it shall be considered as having constituted a" qualified
trust under section 401(a), and as having been exempt from taxation
under section 501(a), for the period beginning on the date on which
contributions were first made to or for such trust and ending on the
date such trust first constituted (without regard to the new sub-
section) a qualified trust.

The cclditions referred to in the preceding paragraph require that
it be shown to the satisfaction of the Secretary of the Treasury or his
delegate that: (1) such trust was created pursuant to a collective
bargaining agreement between employee representatives and two or
more employers who are not related (determined under regulations
prescribed by the Secretary of the Treasury or his delegate); (2) any
disbursements made prior to the period for which the trust was deter-
mined to be qualified (without regard to the new subsection) sub-
stantially comply with the terms of the trust (and plan) as so qualified;
and (3) prior to the period for which the trust was determined to be
qualified (without regard to the new subsection) contributions were
not used in a manner which jeopardized the interests of the
beneficiaries.

In some cases, employer contributions are held in escrow until such
time as a trust is created. For purposes of applying the new subsec-
tion (i), such employer contributions which are held in escrow and
later transferred to a qualified trust are "contributions made to or for
such trust."

(b) Effective date.--Subsection (b) of section 220 of the bill provides
that the amendments made by subsection (a) shall apply with respect
to taxable years beginning after December 31, 1953, and ending after
August 16, 1954, but only with respect to contributions made after
December 31, 1954. However, no provision of this section extends the
period of limitations within which a claim for credit or refund may be
filed for any taxable year.

SECTION 221. QUALIFIED PENSION, ETC., PLAN COVERAGE
FOR EMPLOYEES OF CERTAIN SUBSIDIARY EMPLOYERS

Section 221 of the bill, which is a new section added to the bill as
passed by the House, relates to the provision of qualified pension,
profit-sharing, etc., plan coverage for certain employees of subsidairy
corporations.

(a) Employees of foreign subsidiaries covered by social security agree-
inents.-Subsection (a) of section 221 of the bill adds a new section
406 to part I of subchapter D of chapter 1 of thd Internal Revenue
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Code of 1954 (relating to pension, profit-sharing, stock bonus plans,
etc.). The new sectioD 406 relates to qualified pension, profit-sharing,
etc., plan coverage for certain employees of foreign subsidiaries.

SECTION 406. QUALIFIED PENSION, PROFIT SHARING, ETC., PLAN
COVERAGE FOR CERTAIN EMPLOYEES OF FOREIGN SUBSIDIARIES

(a) Treatment as employees of domestic corporation.-The new sec-
tion 406(a) sets forth the rules relating to the treatment of certaiii
employees of foreign subsidiaries who are covered under a social
security agreement described in section 3121(1) of the code, entered
into at the request of the domestic corporation, as employees of such
domestic corporation. The new section 406.(a) only applies in the
case of a plan established and maintained by a domestic corporation
which is a pension, profit-sharing, or stock bonus plan described in
section 401(a) of the code, an annuity plan described in section 403(a)
of the code, or a bond purchase plan described in section 405(a) of
the code. The new section 406(a) provides that in the case of such
a plan an individual who is a citizen of the United States and who is
also an employee of a foreign subsidiary (as defined in section
3121(l)(8) of thie code) of the domestic corporation shall be treated
as an employee of such domestic corporation if certain requirements
are satisfied. Under the new section 406(a), the deemed employer-
employee relationship can only exist if the plan of the domestic
enploy er is qualified. However, if the plan of the domestic employer
is qualified, then the fact that the trust which forms a part of such
plan is not exempt from tax under section 501(a) of the code does not
affect such employer-employee relationship.

The first of the requirements of the new section 406(a) is that the
domestic cor oration has entered into an agreement described in
section 3121(1) of the code, relating to agreements entered into by
domestic corporations with respect to foreign subsidiaries, and such
agreement covers the foreign subsidiary of the domestic corporation
in which the individual is employed. Therefore, there is brought,
into play, as a condition precedent to obtaining the benefits of section"
406, the rules set forth in section 3121(1) which relate to the circum-
stances under which a domestic corporation may enter into an agree-
ment for the purpose of extending the benefits provided by title II
of the Social Security Act to certain services performed outside the
United States, and to the obligations of the domestic corporation
which enters into such an agreement.

The second requirement is that the qualified plan of the domestic
employer must expressly provide coverage for the U.S. citizen em-
ployees of all foreign subsidiaries which are covered under the agree-.
ment described in section 3121(1) of the code which has been entered
into by the domestic corporation. However, such requirement does
not modify the requirements for qualification set forth in section 401(a)
of the code which are applicable to such plan. Thus, such plan must
satisfy the requirements of section 401(a) after such plan is amended
to cover individuals who are employees within the meaning of section
406(a). The plan need not provide actual benefits for all citizen
employees of all such foreign subsidiaries; for example, some such
employees may not receive benefits if they are excluded by reason of
a nondiscriminatory classification ortother provision of the plan.
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The third requirement for qualification *of an individual as all
employee is that contributions under a funded plan of deferred com-
pensation are not provided by any other person with respect to the
remuneration paid to such individual by the foreign subsidiary.
Contributions are provided under a funded plan of deferred com-
pensation; for example, if contributions are provided for such indi-
vidual under a plan described in section 401(a) of the code, section
403(a) of the code, or section 405(a) of the code. If any portion of
such remuneration is covered under another plan by a person other
than the domestic parent, such employee cannot be treated as the
employee of the domestic corporation.

(b) Special rules for application of section 401 (a).-The new section
406(b) provides certain special rules for the application of section
401(a) of the code in the case of a plan which covers an individual who
is treated as an employee of a domestic corporation under the new
section 406(a).

Paragraph (1) of such section 406(b) provides certain rules regarding
the application of section 401(a) (3)(B) and (4) of the code in the case
of a plan which covers such an individual. Paragraph (1)(A) of sec-
tion 406(b) provides that if such an individual is an officer, shareholder,
or person whose principal duties consist in supervising the work of
other employees of a foreign subsidiary of such domestic corporation,
he shall be treated as having such capacity with respect to the
domestic corporation. Thus, for example, if an individual who is an
employee within the meaning of section 406(a) is an officer of a foreign
subsidiary, he is considered to be an officer of the domestic corporation
treated as his employer for the purpose of determining whether the
plan of such domestic employer satisfies the nondiscrimination
requirements of section 401(a) (3)(B) and (4).

Paragraph (1) (B) of section 406(b) provides that the determination
of whether an individual who is treated as an employee under the new
section 406(a) is a highly compensated employees for purposes of sec-
tion 401(a) (3)(B) and (4) of the code, is made by treating such indi-
vidual's total compensation (as computed in accordance with the
provisions of par. (2) of sec. 406(b)) as compensation paid by the
domestic corporation and by determining such individual's status as
a highly compensated employee with regard to such domestic
corporation.

Pa;agraph (2) of the new section 406(b) sets forth the rules regard-
ing determination of the compensation of an individual who is treated
as an employee of a domestic corporation under section 406(a) of the
code. Such rules are applicable whenever the compensation of such
an individual is to be determined for the purpose of determining
whether the plan satisfies the requirements for qualification set forth
in section 401(a). Paragraph (2) (A) of section 406(b) provides that,
for the purpose of applying section 401(a) (5) with respect to such an
individual, his total compensation is the remuneration paid to him
by the foreign subsidiary which would constitute his total compensa-
tion if his services had been performed for the domestic corporation
treated as his employer. In addition, such paragraph (2) (A) provides
that the portion of the individual's total compensation which con-
stitutes his basic or regular rate of compensation shall be determined
under regulations prescribed by the Secretary of the Treasury or his
delegate.
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Paragraph (2)(B) of section 406(b) provides that an individual
whe is treated as an employee, under section 406(a) shall be treated
a. having paid the amount paid by such domestic corporation which
is Cqival ent to the tax imposed by section 3101 of the code (relating

to the tax imposed on employees) with respect to such individual.
Thus, the administrative rules relating to the determination of the
contributions or benefits provided by the employer under the Social
Security Act apply for purposes of determining whether the plan
Meets the requirements of section 401.

(c) Termination of status as deemed employee not to be treated as
separation from service for purposes of capital gains proviions.-The
new section 406(c) provides that the termination of status as an
employee within the meaning of section 406(a) shall not be treated
as separation from service for purposes of sections 402(a)(2) and
403(a)(2) of the code which provide capital gains treatment for
certain distributions which take place after an employee's separation
from the service. Section 406(c) provides that for purposes *of
applying section 402(a)(2) and section 403(a)(2) with respect to the
distribution of the total amounts payable to an individual who is
treated as an employee of a domestic corporation under section 406(a),
such individual is not treated as separated from the service of the
domestic corporation solely by reason of the occurrence of certain
events.

The provisions of section 406(c) are in addition to the rules of
existing law regarding the determination as to whether an employee
is separated from service. In general, these provisions take into
account the deemed employer-employee relationship which is estab-
lished under the new section 406 of the code and provide that the
termination of such deemed relationship does not result in a separa-
tion from service.

Section 406(c) provides that for purposes of applying section
402(a)(2) and section 403(a)(2) of the code with respect to an individ-
ual who is treated as an employee of a domestic corporation under
section 406(a), such individual shall not be treated as separated from
the service solely by reason of the fact that-

(1) The agreement entered into by such domestic corporation
under section 3121(1) which covers the employment of -such
individual is terminated under the provisions of such section;

(2) Such individual becomes an employee of a foreign subsid-
iary (as defined in sec. 3121(l)(8)) with respect to which an
agreement described in section 3121(1) does not apply;

(3) Such individual ceases to be an employee within the
meaning of section 406(a) and becomes an employee of another
corporation controlled by the domestic corporation; or

(4) The provision of the plan described in section 406(a)(2) is
terminated.

Fo~r purposes of paragraph (3), above, a corporation is considered to be
controlled by a domestic corporation if such domestic corporation
owns directly or indirectly more than 50 percent of the voting stock of
the corporation.

(d) Deductibility of eontribution.-The new section 406(d) relates to
the deductibility of contributions made on behalf of an individual who
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is treated as an employee of a domestic corporation by reason of the
provisions of section 406(a). The new section 406(d) provides that
for purposes of applying sections 404 and 405(c) with respect to con-
tributiono made to a qualified plan on behalf of an individual who is
treated as an employee of a domestic corporation under section
406(a), no domestic corporation is allowed a deduction. The amount
which would be deductible under section 404 or 405(c) by the domestic
corporation if the individual who is an employee within the meaning of
section 406(a) were its own employee is allowed as a deduction to the
foreign subsidiary. Thus, the foreign subsidiary is allowed the
deduction under section. 404(a) or 405(c), but such deduction is avail-
able to the foreign corporation only to the extent otherwise allowed
under chapter 1 (see, for example, sec. 863 of the code).

Whether contributions on behalf of an individual who is treated
as an employee under section 406(a), or forfeitures with regard to such
employee, will result in an inclusion in the income of the domestic
corporation, or an adjustment in the basis of such corporation's
stock in the foreign corporation will depend upon the rules of existing
law. For example, an unreimbursed contribution by the domestic
parent corporation to a plan under which each employee's rights to
the contributions are nonforfeitable, will be treated as a contribution
of capital to the foreign subsidiary to the extent that such contribu-
tions are made on behalf of such subsidiary's employees.

Paragraph (3) of the new section 406(d) provides that for the
purpose of computing the amount deductible under section 404 or
405(c) any reference to compensation shall be considered to be a
reference to the total compensation of such individual determined
with the application of therules set forth in the new section 406(b) (2).

The new section 406(d) also provides that any amount deductible
by a foreign subsidiary under this section shall be deductible for its
taxable year with or within which the taxable year of the domestic
corporation ends.

(e) Treatment as employee under related vrovisions.---The new section
406(e) provides that, for purposes of applying certain related provisions
of the code, an individual who is treated as an employee of a domestic
corporation under the new section 406(a) is also to be treated as an
employee of the domestic corporation with respect to "-Arin related
provisions dealing with the tax treatment of qualified plans. This
section permits employees of subsidiaries covered under the qualified
plan of the domestic corporation and their beneficiaries to receive the
same tax treatment afforded other employees of such corporation and
their beneficiaries with respect to the taxation of annuities, the death
benefit exclusion, the exemption from gross estate of annuities under
certain trusts and plans, and the exclusion from gift tax in the case of
certain annuities under qualified plans. The provisions specifically
designed under subsection (e) are: (1) Section 72(d), relating to em-
ployees' annuities; (2) section 72(f), relating to special rules for com-
puting employees' contributions; (3) section 101(b), relating to
employees' benefits; (4) section 2039, relating to annuities; and (5)
section 2517, relating to certain annuities under qualified plans.
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SECTION 221. QUALIFIED PENSION, ETC., PLAN COVER-
AGE FOR EMPLOYEES OF CERTAIN SUBSIDIARY EM-
PLOYERS-Continued

(b) Employees of domestic subsidiaries engaged in business outside
the United States.--Subsection (b) of section 221 of the bill amends
part I of subchapter D of chapter 1 of the code (relating to pension,
profit-sharing, stock bonus plans, etc.) by adding after section 406
of the code a new section 407. The new section 407 relates to certain
employees of domestic subsidaries engaged in business outside the
United States.

SECTION 407. CERTAIN EMPLOYEES OF DOMESTIC SUBSIDIARIES ENGAGED
IN BUSINESS OUTSIDE THE UNITED STATES

(a) Treatment as employees of domestic parent corporation.-The new
section 407(a) sets forth the requirements which must be satisfied for
a U.S. citizen who is employed by a domestic subsidiary engaged in
business outside the United States to be treated as an employee of the
domestic parent corporation. Paragraph (1) of section 407(a) pro-
vides that for purposes of applying this part, with respect to a qualified
plan described in either section 401(a), 403(a), or 405(a), of a domestic
parent corporation, an individual who is a citizen of the United States
and an employee of a domestic subsidiary (as defined in paragraph (2)
of section 407(a)) of a domestic parent corporation shall be treated as
an employee of the domestic parent corporation if two requirements
are satisfied.

The first of these requirements is that the plan of the domestic
parent corporation must expressly provide coverage for U.S. citizen
employees of every domestic subsidiary (as defined in paragraph (2)
of section 407(a)). The second requirement is that contributions
must not be provided for the employee by any other person under a
funded plan of deferred compensation (whether or not such lan is a
qualified plan). Contributions are not provided under a funded plan,
for example, merely because the domestic subsidiary employer pays
the tax imposed by section 3111 with respect to an employee.

Paragraph (2).of the new section 407(a) provides certain definitions
for purposes of section 407. Paragraph (2)(A) of section 407(a)
defines the term "domestic subsidiary" for purposes of section 407.
Such paragraph (2)(A) sets forth three requirements which must be
satisfied in order for a domestic corporation to be classified as a
"domestic subsidiary." First, the domestic parent corporation must
own 80 percent or more of the outstanding voting stock of the sub-
sidiary corporation. Second, 95 percent or more of the subsidiary
corporation's gross income for the 3 taxable years of such subsidiary
hnmediately preceding the close of the taxable year of the domestic
parent corporation (or for such part of such period during which the
corporation was in existence) must be derived from sources without
the United States. The third requirement is that 90 percent or more
of the subsidiary corporation's gross income for such period (or such
part) must be derived from the active conduct of a trade or business.

Paragraph (2)(B) of section 407(a) defines the term "domestic
parent corporation" for purposes of section 407. A domestic parent
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corporation for purposes of such section is the domestic corporation
which owns 80 percent or more of the outstanding voting stock of a
domestic subsidiary (as defined in paragraph (2)(A)).

(b) Special rules for application of section 401(a).-The new section
407(b) provides special rules for the application of section 401(a).
The rules are substantially the same as those prescribed in the new
section 406(b) (1) and (2)(A), except that the provisions of section
407(b) relate to individuals who are employees within the meaning
of section 407(a), and the technical explanation of the provisions of
section 406(b) (1) and (2)(A) is applicable to the provisions of section
407(b).

(c) Termination of status as deemed employee not to be treated as
separation from service for purposes of capital gains promsions.-
The new section 407(c) relates to certain occasions when the termi-
nation of the status as an employee within the meaning of section
407 shall not be treated as separation from service for purposes of
sections 402(a)(2) and 403(a)(2) of the code. The new section
407(c) provides that an individual who is an employee of a domestic
subsidiary but who is treated as an employee of a domestic parent
corporation under the new section 407(a) shall not be considered as
separated from the service of the domestic parent corporation solely
by reason of the fact that the domestic subsidiary ceases, for any
taxable year, to be a subsidiary within the meaning 6f section 407(a)
(2)(A). Thus, for example, even though an individual who is an
employee of a domestic subsidiary could not be covered under the
plan of the domestic parent corporation for any taxable year in
which the domestic parent corporation owned only 72 percent of the
outstanding voting stock of such domestic subsidiary, such individual
would not be treated as separated from service of the' domestic cor-
poration for purposes of sections 402(a)(2) and 403(a)(2) of the code.

Section 407(c) also provides that an individual shall not be treated
as separated from the service by reason of the fact that-

(1) such individual ceases to be an employee of a domestic
subsidiary corporation* and becomes an employee of another
corporation controlled by the domestic parent corporation; or

(2) the plan no longer contains the provision described in
section 407(a) (1) (A).

For purposes of paragraph (1), above, a corporation is considered to
be 'controlled by a domestic parent corporation if such domestic
parent corporation owns directly or indirectly more than 50 percent
of the voting-stock of the corporation.

(d) Deductibility of contributions.-The new section 407(d) provides
rules relating to the deductibility of contributions made on behalf of
an individual who is an employee within the meaning of section
407(a). These rules are substantially the same as the rules in the
new section 406(d), except that the provisions of section 407 relate to
contributions on behalf of employees of domestic subsidiaries.

(e) Treatment as employee under related provisions.-The substantive
provisions of the new section 407(e) are the same as the new section
406(e), except that the provisions of section 407 relate to the tax
treatment of employees of domestic subsidiaries.
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SECTION 221. QUALIFIED PENSION, ETC., PLAN COVER-
AGE FOR EMPLOYEES OF CERTAIN SUBSIDIARY EM-
PLOYERS-Continued

(c) Technical amendments.-Subsection (c) of section 221 of the
bill sets forth certain technical amendments. Paragraph (1) of
section 221(c) amends the table of sections for part I of subchapter
D of chapter 1 of the Internal Revenue Code of 1954 to reflect the
addition of new sections 406 and 407 of the code. Paragraph (2) of
section i21(c) amends section 3121(a)(5) of the code, relating to
definition of wages, to conform such definition to the provisions
relating to the qualification of plans of deferred compensation which
are contained in part I of subchapter D of chapter 1. Paragraph (3)
of section 221(c) amends section 209(e) of the Social Security Act,
relating to the definition of wages, in order to conform the provisions
of this section to the provisions of section 3121(a)(5) of the code, as
amended by paragraph (2) of section 221(c) of the bill.
(d) Effective date.-Subsection (d) of section 221 of the bill provides

that the amendments made by subsections (a), (b), and (c)(1) of
section 221 will be applicable to taxableyears ending after December
31, 1963, and that the amendments made by subsections (c) (2) and
(3) of section 221 shall apply to remuneration paid after December
31, 1962.

SECTION 222. EMPLOYEE STOCK OPTIONS AND PURCHASE
PLANS

Section 222 of the bill (sec. 214 of the bill as passed by the House)
has been approved by your committee with the amendments explained
hereinafter. For the technical explanation of this section of the bill
(other than the amendments made by your committee), see page A-63
of the report of the Committee on Ways and Means on the bill.

(a) In general.--Subsection (a) of this section of the bill as passed
by the House has been amended by your committee as follows:

SECTION 422. QUALIFIED STOCK OPTIONS

(a) Qualified stock option.-Under the bill as passed by the House,
section 422(b) of the code defined the term "qualified stock option"
as an option granted to an individual after June 11, 1963 (other than
a restricted stock option granted pursuant to a contract described
in sec. 424(c)(4)(A) (sec. 424(c)(3)(A) of the code under the bill as
amended by your committee)), for any reason connected with his
employment by the corporation, if granted by the employer corpora-
tion or its parent or subsidiary corporation, to purchase stock of any
of such corporations, but only if the requirements of paragraphs (1)
through (7) of section 422(b) are met.

Your committee has amended this provision by changing the date
contained therein from June 11, 1963, to December 31, 1963.

(b) Special rules.- I

Certain options treated as outstanding
Under the bill as passed by the House, section 422(c)(2) of the

code provided that, for purposes of section 422(b) (5) (relating to
prior outstanding options)- '.
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(A) any restricted stock option which is not terminated before
January 1, 1965, and

(B) any qualified stock option granted after June 11, 1963,
shall be treated as outstanding until such option is exercised in full
or expires by reason of the lapse of time. The bill as passed by the
House further provided that for purposes of the preceding sentence,
a restricted, stock option granted before June 12, 1963, shall not be
treated as outstanding for any period before the first day on which
(under the terms of the option) it may be exercised.

Your committee has amended this provision by changing the dates
June 11, 1963, and June 12, 1963, contained therein to December 31,
1963, and Jauuary 1, 1964, respectively.
Certain disqualifying dispositions where amount realized is less than

value at exercise
Under the bill as passed by the House, section 422(c) (4) of the code

provided that if an individual who has acquired a share of stock by
the exercise of a qualified stock option disposes of such share within
3 years of the transfer of such share to him and if such disposition is a
sale or exchange with respect to which a loss (if sustained) would be
recognized to the individual, then the amount includible in the gross
income of such individual, and deductible from the income of his
employer corporation, as compensation attributable to the exercise of
such option cannot exceed the excess, if any, of the amount realized on
such sale or exchange over the amount paid for such share.

Your committee has amended this provision in order to provide
that the amount of compensation recognized to the individual, or
deductible from the income of his employer corporation, is to be limited
to the excess, if any, of the amount realized on such sale or exchange
over the adjusted basis of such share. Thus, your committee's
amendment changes the effect of this provision as passed by the
House only if the adjusted basis of the share differs from the amount
paid for the share, as might result in the case of the exercise of an
option to which section 422(b) (1) (relating to exercise of option when
price is less than value of stock) applies.
Exception to application of subsection (b) (5)

Under the bill as passed by the House, paragraphs (1) through (5)
of section 422(c) of the code contained five special rules relating to
qualified stock options. Your committee has amended section 422(c)
by adding a new paragraph (6) at the end thereof. The new section
422(c)(6) (relating to exception to application of subsec. (b)(5))
provides, in effect, that a new qualified stock option being granted to
an individual need not contain the limitation on exercise otherwise
required by section 422(b) (5), if the new option and all the outstand-
ingtquaified (or restricted) stock options previously granted to the
individual, are options to purchase stock of the same class in the
same corporation, and if the rice Sayable under each such outstand-
ing option (determined as othe ate of grant of the new qualified
stock option being granted to the individual) is not more than the
option price of the option being granted.

The operation of the new paragraph (6) of section 422(c) is illus-
trated by the following examples:

Example (1).-Assume that on January 2, 1964, A, an employee of
M corporation, is granted a qualified stock option entitling him to
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purchase 100 share. of M stock at a price of $5 per share (the fair
market value of M stock on such date). On June 2, 1964, M grants A
another qualified stock option with respect to the same class of stock
as the January option, entitling him to buy 100 shares of such stock
at a price of $6 per share (the fair market value of such stock on
such date).

Under the bill as passed by the House, the option granted A in June
must contain a provision that such option is not exercisable until the
option granted in January has either been exercised in full, or has
lapsed. .Under the bill as amended by your committee, the June op-
tion may be exercisable before the January option since both options
are to purchase the same class of stock in the same corporation and the
option price of the January option ($5) is not greater than the option
price of the June option ($6).

Example (2).-The facts are the same as in example (1) except that
the option price of the June option is $4, the fair market value of the
stock on June 2, 1964. The new rule of section 422(c)(6) (relating to
exception to the application of sec. 422(b)(5)) is not applicable in this
case since the price payable for the stock under the January option
($5) is greater than the option price of the June option ($4). Sim-
ilarly, the exception to the application of section 422(b) (5) provided by
the new section 422(c)(6) would not be applicable if the June option
were granted with respect to a different class of M stock, or with
respect to the stock of a parent or subsidiary of M corporation. In
such a situation, the provisions of section 422 (b) (5) remain applicable
and the outstanding option must either be exercised in full or lapse
before the more recently granted option may become exercisable.

SECTION 423. EMPLOYEE STOCK PURCHASE PLANS

(a) General rule.-Under the bill as passed by the House, section
423(a) of the code provided that the special tax treatment of the new
section 421(a) shall apply to a transfer of a share of stock to an indi-
vidual pursuant to his exercise of an option, if the option is granted
after June 11, 1963 (other than a restricted stock option granted
pursuant to a plan described in sec. 424(c)(4)(B) (sec. 424(c) (3) (B) of
the code under the bill as amended by your committee)), under an
employee stock purchase plan (as defined in sec. 423(b)), and if the
holding period and employment requirements set forth in paragraphs
(1) and (2) of section 423(a) are met.

Your committee has amended this provision by changing the date
contained therein from June 11, 1963, to December 31, 1963.

SECTION 424. RESTRICTED STOCK OPTIONS

(a) Restricted stock option.-Under the bill as passed by the House,
section 424(b) of the code continued the definition of the term
"restricted stock option" presently contained in section 421(d)(1)
for options granted before June 12, 1963 (or after June 11, 1963, if
granted in accordance with sec. 424(c) (4) (sec. 424(c) (3) of the code
under the bill as amended by your Committee)).
. Your committee has amended this provision by changing the dates
contained therein from June 12, 1963, to January 1, 1964, and from
June 11, 1963, to December 31, 19P 3.
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(b) Special ruleq.-Under the bill as passed by the House, section
424(c) of the code provided three special rules relating to restricted
stock options, all of which are identical to provisions of existing sec-
tion 421, and a fourth special rule relating to certain options granted
after June 11, 1963. Your committee has amended these special rules
in the following respects:
Stockholder approval

Under the bill as passed by the House, the applicability of section
424(c)(2) of the code (relating to stockholder approval) was limited
to restricted stock options. Your committee has extended the rule
contained in section 424(c)(2) to qualified stock options and options
granted under employee.stock purchase plans by striking paragraph
(2) of section 424(c), and by inserting a comparable provision as sub-
section (i) under section 425 (relating to definitions and special rules).
A technical explanation of the new section 425(i) may be found, in
place, below.
Certain options granted after December 31, 1963

Under the bill as passed by the House, paragraph (4) of section
424(c) of the code (sec. 424(c)(3) of the code under the bill as
amended by your committee) provided the additional requirements
that must be met by options granted after June 11, 1963, in order
for such options to be treated as restricted stock options. In general,
under the -bill as passed by the House, an option granted after June 11,
1963, that otherwise meets the requirements of the new section 424 (b)
of the code is treated as a restricted stock option for purposes of the
revised part II of subchapter D if it was granted pursuant to-

(A) a binding written contract entered into before June 12,
1963, or

(B) a written plan adopted and approved before June 12,
1963, which (as of June 12, 1963, and as of the date of the granting
of the option) either met the requirements of paragraphs (4)
and (5) of section 423(b) or was being administered in a way that
did not discriminate in favor of officers, persons whose principal
duties consist of supervising the work of other employees, or
highly compensated employees.

Your committee has amended this provision by changing the dates
contained therein from June 11, 1963, to December 31, 1963, and
from June 12, 1963 to January 1, 1964. In determining whether
an option is granted pursuant to a plan described in subparagraph
(B) of the provision, the terms of any written offering that was made
on or before January 1, 1964, will be treated as a part of the plan.

SECTION 425. DEFINITIONS AND SPECIAL. RULES

(a) Modification, eefension, or renewal of option.-
Specia rules for sections 428 and 424 options

Under the bill as passed by the House subparagraph (B) of section
425(h) (2) of the code continues the rule of the existing section 421(e) (1)
that provides an exception to the rule of section 425(h)(2)(A) if the
average fair market value of the stock for the 12 months prior to the
modification, extension, or renewal is less than 80 percent of the fair
market value at the date of the original granting or any intervening
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modification, extension, or renewal, whichever is higher. Under the
bill as passed by the House, this exception only applies to modifica-
tions, extensions, or renewals of restricted stock options made before
June 12, 1963 (or made pursuant to a binding written contract entered
into before June 12, 1963).

Your committee has amended this provision by changing the date
contained therein from June 12, 1963, to January 1, 1964.
Definition ol modification

Under the bill as passed by the House, paragraph (3) of section
425(h) of the code defined the term "modification" in the same manner
as existing section 421(e). Thus, under the bill as passed by the
House, the term "modification" was defined as any change in the
terms of the option which gives the employee additional benefits;
but such term does not include a change in the terms of the option
which is attributable to the issuance or assumption of an option
under section 425(a), or to permit the option to qualify under section
422(b)(6), 423(b)(9), or 424(b)(2) if, in the case of a restricted stock
option, the period (luring which the option may be exercised is re-
stricted to 10 years from the date of the grant of the option.

Your committee has amnerded this provision by adding a new sub-
paragraph (C) to section 425(h)(3) as set forth in the bill as passed

y the House. The new subparagraph (C) added by your com-
mittee provides an additional exception to the definition of the term
"modification." This new exception provides that a change in the
terms of an option which is not immediately exercisable in full to
accelerate the time at which the option may be exercised is not a
modification for purposes of section 425(h). Thus, your committee's
amendment allows an option which is exercisable only in install-
ments, or after the expiration of a fixed period of time, or on the
happening of an event, to be amended' to permit acceleration of the
time for exercising any (or all) of the installments, or to permit an
acceleration in the time for exercising all or any portion of the option,
without treating such amendment as a modification of the option.

(b) Stockholder approval.-Under the bill as passed by the House,
paragraph (2) of section 424(c) of the code provided that for purposes
of section 424 (relating to restricted stock options), if the grant of ftn
option is subject to approval by stockholders, the date of grant of
the option shall be determined as if the option had not been subject to
such approval. Thus, under the bill as passed by the House, the
applicability of section 424(c)(2) was limited to restricted stock
options.

Your committee has extended the rule of section 424(c)(2) to
qualified stock options and options granted under employee stock
purchase plans by striking paragraph (2) of section 424(c) as set forth
in the bill as passed by the House, by redesignating section 425(i)
(relating to cross references) as section 425(j) and by inserting a new
section 425(i). The new section 425(i) provides that for purposes of
part II of subchapter D of chapter 1 of the code (relating to certain
stock options) if the grant of an option is subject to approval by
stockholders, thte date of grant of the option shall be determined as f
the option had not been subject to such approval.
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SECTION 222. EMPLOYEE STOCK OPTIONS AND
PURCHASE PLANS-Continued

(b) Administrative provisions.-Subsection (b) of this section of the
bill as passed by the House has been amended by your committee as
follows:
Penalties for failure to file information returns

Subsection (b) (2) of this section of the bill as passed by. the House
amends section 6652(a) of the code (relating to failure to file certain
information returns) to provide a penalty for the failure to file the
return required by section 6039(a). Your committee has revised
section 6652 as amended by the bill as passed by the House in order
to make clear that the penalty provided under section 6652(a) is
imposed for each failure to file the statement referred to in section
6652(a) (1), and for each failure to file a return with respect to a
transfer referred to in section 6652(a) (2). Thus a penalty is incurred
under section 6652(a) (2) with respect to each transfer described in
the new section 6039 which the taxpayer fails to report on the return
required by such section. The penalty is $10 for each such failure,
not to exceed $25,000 for all failures described in section 6652(a) in
an yone calendar year.

Your committee has also amended section 6652(a) of the code to
provide that the penalty provided by such section shall be imposed
in the case of each failure to make a return required by section 6052 (a)
(relating to reporting payment of wages in the form of group-term
life insurance) with respect, to group-term life insurance on the life of
an employee. (The new sec. 6052 is added to the code by sec. 204 of
the bill as reported by your committee.)

(c) Effective date.-Subsection (e) of this section of the bill as passed
by the House provided that the amendments made by this section
apply to taxable years ending after June 11, 1963; except that the new
section 6039 of the code added by subsection (b) of this section (re-
lating to administrative provisions), and paragraph (2) of section
6652(a) of the code as amended by such subsection, apply only to
stock transferred pursuant to options exercised on or after January 1,
1964.

Your committee has amended subsection (e) of this section of the
bill as passed by the House by changing the general effective date
of the provisions relating to employee stock options and purchase
plans as passed by the House from June 11, 1963, to December 31,
1963, and by adding a special rule for certain options granted after
December 31, 1963, and before January 1, 1965. The special rule is
contained in a new paragraph (3) added to subsection (e) of this sec-
tion of the bill as passed by the House. The new paragraph provides
that paragraphs (1) and (2) of section 422(b) of the code shall not
app!y to an option granted after December 31, 1963 and before Janu-
ary 1, 1965, and that paragraph (1) of section 425(h) shall not apply
to any change in th6 tErmns of such an option made before January 1
1965, to permit the option to qualify under paragraphs (3), (4), and
(5) of section 422(b).

Subparagraph (A) of the new paragraph (3) permits the transfer of a
share of stock pursuant to an individual's exercise of a stock option
granted after December 31, 1963, and before Jafiuary 1, 1965, to
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qualify for the special tax treatment provided by the revised section
421 of the code without regard to whether the option is granted
pursuant to a plan, as required by section 422(b)(1), or whether the
plan was approved by the shareholders. In addition, since the option
need not be granted pursuant to a plan at all, the option need not be
granted within 10 years from the date such plan is adopted or ap-
proved, whichever is earlier, a, provided under section 422(b)(2).

Subparagraph (B) of paragraph (3) allows options granted after
December 31, 1963, and before January 1, 1965, to be amended at any
time before January 1, 1965, to meet the requirements of paragraphs
(3), (4), and (5) of section 422(b), without such amendments being
treated as a modification under section 425(h). Amendments to
options under subparagraph (B) of paragraph (3) are to be retroactive
to the date of grant of the option.

SECTION 223. INSTALLMENT SALES BY DEALERS IN
PERSONAL PROPERTY

Section 223 of the bill, which was added by your committee to the
bill as passed by the House, amends section 453(a) of the code (re-
lating to the reporting of income by dealers in personal property from
sales on the installment plan).

(a) Installment plans.--Subsection (a) of section 223 amends sec-
tion 453(a) of the code by placing the existing provisions thereof in
a new paragraph (1) of such subsection and by adding new para-
graphs (2) and (3). The new paragraph (2) provides that for pur-
poses of determining whether a dealer in personal property is selling
such property on the installment plan so that he may return on the
installment method (as described in par. (1)) the income from such
sales, the term "installment plan" includes any plan which provides
that the purchaser is to pay for such sales in a series of periodic in-
stallinents of tho debt due such dealer.

Paragraph (3) of revised section 453(a) provides that for purposes
of computing the income from sales of personal property to be re-
ported on the installment method by a dealer in personal property
under paragraph (1), the term "total contract price" includes all
charges relative to such sales including the time price differential
which represents the amount paid or payable by the purchaser for
the privilege of paying for such property in installments. Charges
relative to the sale of personal property do not include charges for
service contracts or warranties, or other charges for services unless
such services are incidental to and rendered contemporaneously with
the sale of the personal property.

(b) Effective date.---Subsection (b) of section 223 provides that the
amendment made by subsection (a) of such section shall apply to
taxable years beginning after December 31, 1963.

SECTION 224. TIMING OF DEDUCTIONS AND CREDITS
IN CERTAIN CASES WHERE ASSERTED LIABILITIES
ARE CONTESTED

Section 224 of the bill, which was added by your committee to the
bill as passed by the House, amends section 461 of the 1954 Code
(relating to general rule for taxable year of deduction) and section 43
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of the 1939 Code (relating to period for which deductions and credits
taken), and provides certain transitional rules. No provision of this
section of the bill extends the period of limitations within which a
claim for credit or refund may be filed for any taxable year.

(a) Taxable year of deduction or credit.-Paragraph (1) of section
224(a) of the bill, which Was added by your committee to the bill as
passed by the House, amends section 461 of the 1954 Code, relating
to general rule for taxable year of deduction, by adding to such section
a new subsection (f). In G.C.M. 25298, 1947-2 C.B. 39, the Internal
Revenue Service took the position that a taxpayer may deduct the
amount of taxes paid to local authorities not later than for the year of
payment even though he contests liability for such taxes. In 1961,
the U.S. Supreme Court held that, where an accrual basis taxpayer
contested taxes paid to local authorities, the contested amount was
deductible for the taxable year in which the contest was settled rather
than for the taxable year in which such amount was paid (U.S. v.
Consolidated Edisoa Co. (1961) 366 U.S. 380). The new subsection
(f), in the case of contested taxes, provides that the contested amount
is deductible for the year of payment.

The new subsection (f) provides in effect that if (1) a taxpayer con-
tests an asserted liability (such as a tax assessment); (2) such taxpayer
transfers money or other property to provide for the satisfaction of the
asserted liability; (3) the contest with respect to the asserted liability
exists after the time of the transfer; and (4) but for the fact that the
asserted liability is contested, a deduction or credit would be allowed
for the taxable year of the transfer (or, in the case of an accrual method
taxpayer, for an earlier taxable year for which such amount would be
accruable), then the deduction or credit shall be allowed for the tax-
able year of the transfer.

The new subsection (f) is not limited to an asserted liability for taxes,
but applies to any asserted liability where the requirements of the
new subsection (f) are met. A taxpayer may provide for the satis-
faction of an asserted liability by transferring money or other property
to the person who is asserting the liability, or by a transfer to an
escrow agent provided that the money or other property is beyond
the control of the taxpayer. However, purchasing a bond to guarantee
payment of the asserted liability, an entry on the taxpayer's books of
account, or a transfer to an account which is within the control of the
taxpayer is not a transfer to provide for the satisfaction of an asserted
liability.

The new subsection (f) applies only if the contest with respect to
the asserted liability exists after the time of payment. Thus, the
new subsection (f) does not apply to Z corporation in the following
example:

Example.-Z corporation uses the accrual method of accounting.
In 1964 a $100 liability is asserted against Z. Z contests the asserted
liability. In 1967 the contested liability is settled as being $80
which Z accrues and deducts for such year. In 1968 Z pays the $80.

If any portion of the contested amount, which is deducted in the
year of payment, is refunded when the contest is settled, such portion
is includible in gross income except as provided in section 111 of the
1954 Code, relating to recovery of bad debts, prior taxes, and delhi-

.quency amounts.
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The new subsection (f) may be illustrated by the following examples:
Example (1).-X corporation, which uses the cash method of

accounting, in 1964 contests $20 of a $100 asserted real property
tax liability but pays the entire $100 to the taxing authority. In
1968, the contest is settled and X receives a refund of $5. Under the

,new subsection (f) of section 461 of the 1954 Code, for the taxable
year 1964 X deducts $100 and for the taxable year 1968 X includes
$5 in gross income (assuming sec. 111 of the 1954 Code does not
apply to such amount).

example (2).-Y corporation, which uses the accrual method of
accounting, in 1964 contests $20 of a $100 asserted real property tax
liability but pays the entire $100 to the taxing authority. In 1968,
the contest is settled and Y receives a refund of $5. Under the new
subsection (f) of section 461 of the 1954 Code, for the taxable year
1964 Y deducts $100 and for the taxable year 1968 Y includes $5 in
gross income (assuming sec. 111 of the 1954 Code does not apply
to such amount).

Paragraph (2) of section 224(a) of the bill, as added by your com-
mittee, amends section 13 of the 1939 Code, relating to period for
which deductions and credits taken, by adding at the end of such
section a new sentence. The new sentence is the same as tile new
subsection (f) added to section 461 of the 1954 Code by paragraph (1)
of section 224(a) of the bill.

(b) Effective dates.-Subsection (b) of section 224 of the bill, as
added by your committee, provides that except as provided in sub-
sections (c) and (d) of section 224 of the bill-

(1) the new subsection (f) of section 461 of the 1954 Code,
as added by paragraph (1) of section 224(a) of the bill, shall apply
t( transfers of money or other pr perty in taxable years beginning
after December 31, 1953, and ending after August 16, 1954, and

(2) the new sentence added to section 43 of the 1939 Code by
paragraph (2) of section 224(a) of the, bill shall apply to transfers
of money or other property in taxable years to which the Internal
Revenue Code of 1939 applies.

(c) Election as to transfers in taxable years beginning before January 1,
196/.-Paragraph (1) of section 224(c) of the bill, as added by your
committee provides that the amendments made to section 461 of
the 1954 dode. and section 43 of the 1939 Code b paragraphs (1)
and (2), respectively, of section 224(a) of the bill shall not. apply to
any transfer of money or other property described in such section
224(a) made in a taxable y(.ar beginning before January 1, 1964, if
the taxpayer elects, in the manner provided by regulations prescribed
by the Secretary of the Treasury or his delegate, to have such para-
graph (1) apply. Such an election (1) must be made within 1 year
after the date of enactment of the bill, (2) may not be revoked after the
expiration of such 1-year period, and (3) shall apply to all transfers
of money or other property described in section 224(a) of the bill
made in a taxable year beginning before January I, 1964 (other than
transfers described in par. (2) of sec. 224(c) of the bill). In the case
of any transfer to which paragraph (1) of section 224(c) of the bill
applies, the deduction or credit shall be allowed only for the taxable
year in which the contest with respect to such transfer is settled.

Paragraph (2) of section 224(c) 4f the bill, as added by your com-
mittee, provides that paragraph (1) of such section 224(e) shall not
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apply to any transfer if the assessment of any deficiency which would
result from the application of the election in respect of such transfer
is, on the date of the election under such paragraph (1), prevented by
the operation of any law or rule of law.

Paragraph (3) of section 224(c) of the bill, as added by your coin-
mittee, provides that if the taxpayer makes an election under para-
graph (1) of section 224(c) of the bill, and if, on the date of such election,
the assessment of any deficiency which results from the application
of the election in respect of any transfer is not prevented by the
operation of any law or rule of law, the period within which assessment
of such deficiency may be made shall not expire earlier than 2 years
after the date of enactment of this bill.

(d) Certain other transfers in taxable years beginning before January 1,
1964.-Subsection (d) of section 224 of the bill, as added by your
committee, provides that the aineiidments made to section 461 o the
1954 Code and section 43 of the 1939 Code by paragraphs (1) and (2),
respectively, of section 224(a) of the bill shall not apply to any transfer
of money or other property described in such section 224(a) made in
a taxable year l)eginnilg before January 1, 1964, if (1) no deduction
or credit has been allowed in respect of such transfer for any taxable
year before the taxable year in which the contest with respect to such
transfer is settled, and (2) refund or credit of any overpayment which
would result from the application of such amendments to such transfer
is prevented by the operation of any law or rule of law. In the case
of any transfer to which subsection (d) of section 224 of the bill applies,
the deduction or credit shall be allowed only for the taxable year in
which the contest with respect to such transfer is settled. Thus if
at any time when a refund or credit of any overpayment, which would
result from the application of the new subsection (f) of section 461 of
the 1954 Code to a transfer of money or other property described in
such new subsection (f) made in a taxable year beginning before
January 1, 1964, is prevented by the operation of any law or rule of

-law, no deduction has been allowed in respect of such transfer for any
taxable year before the taxable year in which the contest, with respect
to such transfer is settled, then a deduction shall be allowed to the
taxpayer for the taxable year in which such contest is settled.

SECTION 225. INTEREST ON CERTAIN DEFERRED
PAYMENTS

Section 225 of the bill (sec. 215 of the bill as passed by the House)
has been approved by your committee with two modifications. For
the technical explanation of this section of the bill (other than the
amendments made by your committee), see the report of the Com-
mittee on Ways and Means starting at page A-84.

Your committee has deleted subsection (c) of this section of the
bill as passed by the House, which related to deduction as interest of
certain carrying charges on certain sales of services.

Under subsection (c) of this section (subsec. (d) of the bill as passed
by the House) relating to effective dates, the amendments made by
subsections (a) and (b) of section 225 apply to payments made after
December 31, 1963, on account of sales or exchanges of property
occurring after June 30, 1963. Your committee's amendment pro-
vides that the amendments made by subsections (a) and (b) will not
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be applicable to payments made on account of a sale Pr exchange
made pursuant to a binding written contract (including an irrevocable
written option) entered into before July 1, 1963. ThIs, if before such
date a taxpayer has committed himself Lo a sale or exchange of prop-
erty either by entering into a binding written sales contract or by
granting an irrevocable written option entitling another person to
purchase the property, any sale or exchange made pursuant to such
contract or option will not be affected by the rules of new section 483.

SECTION 226. PERSONAL HOLDING COMPANIES

Section 226 of the bill (sec. 216 of the bill as passed by the House)
deals with the treatment of personal holding companies and share-
holders of such companies. This section of the bill as passed by the
House consisted of 12 subsections, designated (a) through (1). Your
committee has adopted the following subsections of this section
without change: (a) relating to the personal holding company tax
rate, (b) relating to the definition of a personal holding company,
(e) relating to foreign personal holding company income and stock
ownership, (f) relating to the dividends-paid deduction, and (h)
relating to an exception for certain liquidated corporations. Your
committee 'Aas rejected in its entirety subsection (j), relating to an
increase in basis with respect to certain foreign personal holding
company holdings, of the bill as passed by the House, has redesig-
nated subsections (k) and (1), respectively, as subsection (j) relating
to technical amendment,, and subsection (k) relating to effective
dates, and has made some technical amendments in redesignated
subsection (k) to reflect this elimination. *

The changes made by your committee in remaining subsections (c),
(d), (g), and (i) of this section are discussed below. For the technical
explanation of this section (other than the amendments made by
your committee), see page A-88 of the report on the bill by the Com-
mittee on Ways and Means.
Section 226(c), relating to excluded corporations

Subsection (c) of section 226 of the bill has been approved by your
committee with four modifications. For the technical explanation of
subsection (c) of the bill (except for the amendments explained
below), see page A-89 of the report on the bill by the Committee on
Ways and Means.

Under the bill as passed by the House, a lending or finance com-
pany is excluded from the definition of a personal holding company
if it meets four requirements: (1) At least 60 percent of its ordinary
gross income must be derived directly from the active and regular
conduct of a lending or finance business; (2) its personal holding
company income (computed (a) without regard to income qualifying
under the 60-percent test, (b) by including as personal holding
company income the entire amount of the gross income from rents,
royalties, produced film rents, and compensation for the use of
corporate property by shareholders, and (c) without regard to certain
income from domestic subsidiaries described in see. 542(d)(3) of the
code), plus the interest described in section 543(b)(2)(C) of the code,
must not exceed 20 percent of ordinary gross income; (3) business
deductions directly allocable to the active and regular conduct of its
lending or finance business must equal or exceed the sum of (i) 15
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percent of its ordinary gross income up to $500,000, plus (ii) 5 per-
cent of its ordinary gross income between $500,000 and $1,000,000;
and (4) loans to substantial shareholders must not exceed $5,000 in
principal amount.

In applying the 20-percent-of-ordinary-gross-income test of section
542(c) (6)(B), your committee has deleted the provision that interest
described in section 543(b).(2) (C) be included with the corporation's
personal holding company income. This change conforms the treat-
ment of such interest under section 542(c)(6)(B) to the treatment
thereof for all other personal holding company tax purposes.

Under the bill as passed by the House, section 542 (d)(3) of the code
provides that the lawful income received by a lending company which
is in the small loan business (consumer finance business) from domestic
subsidiary corporations which are themselves excepted from the
definition of a personal holding company under section 542(c)(6),
is not included for purposes of the 20-percent-of-ordinary-gross-
income test of section 542(c)(6)(B). Your committee has amended
this provision in two respects. First, the corporation receiving such
income may be any lending or finance company which meets the 60-
percent requirement of section 542(c)(6)(A). It does not have to
meet the more restrictive requirement of being in the small loan
(consumer finance) business. Second, the payor corporation may be
any member of the same affiliated group (as defined in sec. 1504) as
the corporation receiving such income. Thus the corporation re-
ceiving such income is not ,required to be the parent corporation of the
payor corporation. The jpayor corporation must still meet the re-
quirements of section 542(c)(6).

Under the bill as passed by the House, section 542(d) (1) (A) of the
code defines a lending or finance business, generally, as a business of
making loans, or purchasing or discounting accounts receivable, notes,
or installment obligations.

Your committee has amended the definition of a lending or finance
business in section 542(d) (1) to include therein the business of render-
ing services or making facilities available to another member of the
same affiliated group (as defined in see. 1504) that is also in the lending
or finance business.

Under the 60-percent-of-ordinary-gross-income test provided in
section 542(c)(6)(A) of the code the corporation's income must be
derived "directly" from the active and regular conduct of d lending
or finance business. In addition, a reference to this provision is made
in section 542(c)(6)(B). The use of the term "directly" is intended
to emphasize that the 60-percent test is limited to income "derived
from the active and regular conduct" of a lending or finance business,
and excludes income that is unrelated to the conduct of the lending
or finance business itself. Thus, for example, under section
542(c) (6) (A) as approved by your committee, interest income earned
by the lending or finance company from loans to customers would
qualify under the 60-percent test, but interest earned from the
investment of its idle funds in short-term securities would not qualify
under the 60-percent test.

The phrase "directly allocable to the active and regular conduct of
its lending or finance business" is used in section 542(c) (6) (C) (business
expense test) and, with a minor difference in language, in section
542(d) (2) (B) (relating to deductions for depreciation and real property
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taxes). As used in these provisions, the term "directly" is intended
to exclude expenses unrelated to the conduct of the finance or lending
business. It is not intended to exclude completely deductions
allocable only in part to such business. Thus, for example, to the
extent that general overhead expenses of a corporation are properly
allocable to the lending and finance business, they qualify as business
deductions under section 542(d) (2).
Section 226(d), relating to personal holding company income

Subsection (d) of section 226 of the bill amends section 543(a) of
the code (relating to personal holding company income). It also
amends section 543(b) to provide definitions of the new terms
"ordinary gross income," "adjulsted ordinary gross income," "ad-
justed income from rents," and "adjusted income from mineral, oil,
and gas royalties."

The amended section 543(a) provides that for purposes of subtitle
A, the term "personal holding company income" means the portion
of the adjusted ordinary gross income (as defined in sec. 543(b)(2))
which consists of the items described in paragraphs (1) through (8)
of such section.

Your committee has approved subsection (d) of section 226 of the
bill except for changes in paragraph (2) of section 543(a) as amended
(relating to rents), in subparagraph (A) of section 543(b)(2) as
amended (relating to required adjustments in the amount of gross
income from rents includible in adjusted ordinary gross income),
and in paragraph (4) of section 543(b) as amended (defining "ad-
justed income from mineral, oil, and gas royalties").
Rents

Section 543(a)(7) of existing law provides that rents are personal
holding company income unless such rents constitute 50 percent or
more of gross income.

The bill as passed by the House provides in paragraph (2) of
section 543(a) as amended, which corresponds to the existing section
543(a)(7), that only so much of the gross income from rents as is
equal to the adjusted income from rents (as defined in see. 543(b)(3))
is personal holding company income and that the adjusted income
from rents shall not be treated as personal holding company income
if (A) it constitutes 50 percent or more of the corporation's adjusted
ordinary gross income (as defined in sec. 543(b)(2)), and (B) the
corporation's personal holding company income for the taxable year,
computed without regard to such rents and compensation for the use
of the corporation's property by its shareholders, and computed
treating copyright royalties and adjusted income from mineral, Ni,
and gas royalties as personal holding company income, is not more
than 10 percent of the ordinary gross income as defined in section
543(b)(1). Thus, under the bill as passed by the House, even though
adjusted income from rents constitutes more than 50 percent of a
corporation's adjusted ordinary gross income, this income will still be
treated as personal holding company income if the corporation's other
income which is classified as personal holding company income exceeds
.10 percent of its total ordinary gross income. For examples and the
technical explanation of these tests in the bill (except for the amend-
ment made by your committee), see page A-93 of the report on the
bill by the Committee on Ways and Means.
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Your committee has modified the 10-percent test in subparagraph
(B) of section 543(a)(2) in the bill passed by the House to provide
that adjusted income from rents which meets the 50-percent require-
ment of subparagraph (A) thereof shall not be treated as personal
holding company income if the sum of the consent dividends (deter-
minded under see. 565) and the dividends paid or considered as paid
(determined under secs. 562 and 563) during the taxable year by the
corporation to its shareholders equals or exceeds the amount, if any,
by which the corporation's personal holding company income for the
taxable year, computed without regard to such rents and compensation
for the use of the corporation's pro perty by its shareholders, and
computed by treating copyight royalties andadjusted income from
mineral, oil, and gas royalties as personal holding company income,
exceeds 10 percent of the ordinary gross income as defined in section
543(b)(1).

The effect of this modification in the 10-percent test applicable to
rents is that this test shall be deemed to be met if the corporation pays
dividends to its shareholders in an amount which is at least equal
to its other personal holding company income which is in excess of 10
percent of total ordinary gross income. The difference in this test in
the bill as passed by the House and as modified by your committee
may be illustrated by the following example:

Example.-Corporation F receives $40 in dividends and $150 of gross
income from rents. Corporation F also realizes $10 in capital gain on
the sale of securities. Corporation F's deductions for depreciation,
interest, and real property taxes allocable to the rents equal $100.
Under existing law the rents are not personal holding company income
and corporation F is not a personal holding company, since its gross
income from rents ($150) constitutes 50 percent or more of its gross
income ($200). Under the 50-percent requirement of the new pro-
visions, the adjusted income from rents, $50 ($150 less $100), is 55.5
percent of adjusted ordinary gross income of $90 ($200 less the sum of
$100 of adjustments and $10 of capital gains). Accordingly the
adjusted income from rents meets the new 50-percent requirement.
However, other personal holding company income (the dividend
income of $40) is $21 in excess of the allowable 10 percent of ordinary
gross income ($190: $200 less $10). Under the bill as passed by the
House, the adjusted income from rents is personal holding company
income and, therefore, all of corporation F's adjusted ordinary gross
income is personal holding company income. However, with the
modification in the 10-percent test made by your committee, the
adjusted income from rents would not be treated as personal holding
company income if corporation F pays a dividend of $21 to its share-
holders during the taxable year. On the other hand, if the amount of
the dividend paid by corporation F is less than $21, the adjusted
income from rents would be personal holding company income as
under the bill as passed by the House.
Adjustments to rents included in adjusted ordinary gross income

The bill as passed by the House defines in paragraph (2) of section
543(b) of the code, as amended, the term "adjusted ordinary gross
income" as the ordinary gross income adjusted as provided in sub-
paragraphs (A), (B), and (C) of such paragraph. Adjusted ordinary
gross income as so defined replaces the concept of gross income of
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existing law as the denominator in the fraction used in computing
certain percentages involved in determining a corporation's status as
a personal holding company. With one exception relating to the
adjustments required for gross income from rents, your committee
has approved proposed section 543(b) (2). For the technical explana-
tion of these provisions of the bill (except the amendment explained
below), see page A-100 of the report on the bill by the Committee on
Ways and Means.

Subparagraph (A) of section 543(b) (2) provides that from the gross
income from rents (as defined in the second sentence of sec. 543(b) (3))
there is to be subtracted the amounts allowable as deductions for ex-
haustion; wear and tear, obsolescence, and amortization as well as
deductions for property taxes, interest, and rent to the extent that
such deductions are allocable under regulations prescribed by the
Secretary of the Treasury or his delegate, to the gross income from
rents. In no case may the amounts subtracted under subparagraph
(A) exceed the gross income from rents.

Your committee has amended subparagraph (A)(i) of section
543(b)(2) to provide that the gross income from rents derived from
leases of tangible personal property which is not customarily retained
by any one lessee for a period of more than 3 years shall not be re-
duced by allowable deductions for exhaustion, wear and tear, obso-
lescence, and amortization of such property. It is the period of
customary retention or use by lessees, rather than the term of the
lease of the property in any one case, which is determinative of
whether the adjustment shall be required.
Adjusted income from mineral, oil, and gas royalties

The bill as passed by the House provides in paragraph (3) of section
543(a) of the code as amended, which corresponds to section 543(a) (8)
of existing law, tests for determining whether the "adjusted income
from mineral, oil, and gas royalties", as defined in paragraph (4) of
secti(: :a 543(b), is personal holding company income. or the technical
explanation of these provisions (except the amendment explained
below), see page A-95 of the report on the bill by the Committee on
Ways and Means. These provisions have been approved by your
committee but an amendment has been added to section 543(b)(4) to
specifically include production payments and overriding royalties
as mineral, oil, and gas royalties for purposes of classification as
personal holding company income under section 543(a).

The Treasury regulations interpreting section 543(a)(8) of existing
law currently define the term mineral , oil, or gas royalties" as in-
cluding production payments 'and overriding royalties. (See Reg.
§ 1.543-1(b)(11)(ii).) However, it has been brought to the attention
of your committee that this interpretation of existing section 543(a) (8)
is disputed by some taxpayers. Your committee's amendment would
make it clear that production payments and overriding royalties are
to be treated as mineral, oil, and gas royalties under proposed section
543(b)(4). This amendment is not intended to affect any case in-
volving interpretations of section 543(a) (8) of existing law.
Section 226(g), relating to 1-month liquidations

Subsection (g) of section 226 of the bill adds a new subsection (g)
to section 333 of the code. The existing section 333 provides that in
certain corporate liquidations gain is, recognized to qualified electing
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shareholders only to the extent of earnings and profits accumulated
by the corporation after February 28, 1913, and cash, stock, and securi-
ties acquired by the corporation after December 31, 1953, and, with
respect to accumulated earnings and profits, is taxable as a dividend
to noncorporate shareholders.

Subsection 333(g) as added by the bill as passed by the House
consists of three paragraphs. Paragraph (1) provides that if a cor-
poration which is referred to in paragraph (3) of the new subsection
is liquidated before January 1, 1966, no gain will be recognized to a
qualifying electing shareholder with respect to the distribution of
stock and securities acquired by the liquidating corp oration before
January 1, 1963, and gain realized by a noncorporate shareholder with
respect to the corporation's accumulated earnings and profits generally
is to be treated as "class B capital gain" rather than as a dividend
Paragraph (2) of subsection (g) provides special rules for liquidations
after December 31, 1965, of corporations referred to in paragraph (3)
of the new subsection which owe qualified indebtedness (as defined in
sec. 545(c)(3)) on August 1, 1963. Paragraph (3) of subsection (g)
describes the corporations to which paragraphs (1) and (2) of section
333(g) may apply. Such a corporation in the bill as passed by the
House is one which was not a personal holding company under section
542 of existing law for at least one of its two most recent taxable
years ending before the date of enactment of section 333(g), but which
would have been a personal holding company under section 542 for
such taxable year if the law applicable for the first taxable year
beginning after December 31, 1963, had been applicable to such
preceding taxable year.

Your committee has approved in substance the provisions of para-
graphs (1), (2), and (3) of section 333(g) as added by the bill as passed
by the House but has modified some of the applicable dates therein
and has added a new paragraph (4) to new section 333(g) of the code.
These modifications and new paragraph (4) of section 333(g) are
discussed below. For the technical explanation of section 226(g) of
the bill (except for the amendments made by your committee), see
page A-107 of the report on the billby the Committee-on Ways and
Means.

Your committee has amended paragraph (1) of section 333(g) to
provide that it shall be applicable to corporate liquidations occurring
before January 1, 1967 (instead of January 1, 1966) and has amended
paragraph (2) of section 333(g) to provide that it shall be applicable
to liquidations occurring after December 31, 1966 (instead of Dec.
31, 1965) of corporations which owe qualified indebtedness (as defined
in sec. 545(c)) on January 1, 1964 (instead of Aug. 1, 1963). Your
committee has made conforming amendments in these two paragraphs
of section 333(g) to reflect these changes and also changes made in
other parts of the bill as approved by your committee.

Your committee has amended paragraph (3) of section 333 (g), which
describes the corporations to which paragraphs (1) and (2) of the new
subsection may apply to provide that such a corporation is one which
was not a personal holding company under section 542 of existing law
for at least one of its two most recent taxable years ending before
December 31, 1963 (instead of the date of enactment of new subsec.
(g)) but which would have been a personal holding company under
section 542 for such taxable year if the law applicable for the first
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taxable year beginning after December 31, 1963, had been applicable
to such preceding taxable year.

Your committee has added a new paragraph (4) to subsection (g)
of section 333 which provides that if an election is made under such
section by a qualified electing shareholder (as defined in sec. 333(c))
of a corporation and the shareholder states in such election that it is
made on the assumption that the corporation is a corporation referred
to in paragraph (3) of subsection (g), the election under section 333
shall have no force or effect if it is determined that the corporation is
not a corporation referred to in section 333(g)(3). A qualified electing
shareholder who does not include such a statement in an election made
and filed under section 333 will be considered to have made an election
under the general rule of subsection (a) of such section with respect to
recognition of gain on the shares owned by him in the liquidating cor-
poration in the event that the special rule of subsection (g) is inappli-
cable because the corporation is not a corporation referred to in
paragraph (3) thereof.
Section 226(i), relating to deduction for amortization of indebtedness

Subsection (i) of section 226 of the bill adds a new subsection (c)
to section 545 of the code which provides a new deduction from taxable
income for purposes of determining undistributed personal holding
company income (as defined in sec. 545(a)).

Section 545(c) of the code as added by subsection (i) consists of six
paragraphs. Paragraph (1) of the new section 545(c) provides the
general rule that, except as otherwise provided in such section, there
shall be allowed as a deduction (in computing undistributed personal
holding company income) amounts used, or amounts irrevocably set
aside (to the extent reasonable with reference to the size and terms of
the indebtedness), to pay or retire qualified indebtedness (as defined
in sec. 545(c)(3)). Paragraph (2) describes the corporations which
may qualify for the deduction provided in paragraph (1) of section
545(c). Paragraph (3) defines the term "qualified indebtedness,"
subject to certain exceptions, as the outstanding indebtedness incurred
by the taxpayer after December 31, 1933, and before August 1, 1963,
and the outstanding indebtedness (if not otherwise deducted) incurred
after July 31, 1963, for the purpose of making a payment or set-aside
referred to in section 545(c)(1) in the same taxable year. Paragraph
(4) provides that a corporation may elect to treat as nondeductible
an amount otherwise deductible under paragraph (1) of section 545(c).
Paragraph (5) provides certain limitations on the amount of the
deduction otherwise allowed by section 545(c)(1). Paragraph (6)
provides that the total amounts of the taxpayer's qualified indebted-
ness (as defined in sec. 545(c)(3)(A)) are reduced if property (of
a character which is subject to the allowance for exhaustion, wear and
tear, obsolescence, or amortization) is disposed of after July 31, 1963.

Your committee has approved in substance the provisions of
subsection (i) of the bill as passed by the House. For the technical
explanation of subsection (i) of thq bill, other than the amendments
explained below, see page A-1 13 of the report on the bill by the Com-
mittee on Ways and Means. However, your committee has amended
paragraph (3) of roposed section 545(c) to provide that the term
"qualified indebtedness" shall include the outstanding indebtedness
incurred by the taxpayer before January 1, 1964, and has made con-
forming amendments in the other paragraphs of section 545(c).
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Your committee has also amended paragraphs (5) and (6) of section
545(c) to provide that allowable deductions for depletion shall be
taken into account to reduce the deduction allowed by section 545(c)
and qualified indebtedness under certain circumstances. Your com-
mittee has also amended paragraph (2)(A) of section 545(c), which
describes a category of corporations to which paragraph (1) of the
new subsection may apply, to provide that such a corporation is
one which was not a personal holding company under section 542
of existing law for at least one of its two most recent taxable years
ending before December 31, 1963 (instead of the date of enactment
of this subsection) but which would have been a personal holding
company under section 542 for such taxable year if the law applicable
for the first taxable year beginning after December 31, 1963, had
been applicable to such preceding taxable year.

SECTION 227. TREATMENT OF PROPERTY IN CASE OF
OIL AND GAS WELLS

Section 227 of the bill (sec. 217 of the bill as passed by the House)
has been approved by your committee without change. For the
technical explanation of this section of the bill, see page A-122 of the
report of the Committee on Ways and Means on the bill.

SECTION 228. TREATMENT OF CERTAIN IRON ORE
ROYALTIES

(a) In general.--Subsection (a) of section 228 of the bill (sec. 218
of the bill as passed by the House) has been approved by your com-
mittee except that your committee has (1) restricted its application
to iron ore mined in the United States, and (2) provided that the
treatment provided by the bill shall not apply to any disposal of iron
ore to certain related persons. For the technical explanation of sec-
tion 228(a) of the bill (other than the amendments made by your
committee), see page A133 of the report of the Committee on Ways
and Means on the bill.

Under your committee's amendments two types ot dispositions
of iron ore to related persons will not qualify for t-eatment under
section 631(c) of the code. The first type of such disposition occurs
in any disposal to a person whose relationship to the party disposing
of such iron ore is such that a loss would be disallowed under section
267 (relating to losses, etc., with respect to transactions between
related taxpayers) or section 707(b) (relating to certain sales or
exchanges of property with respect to controlled partnerships).
Thus, iron ore royalty payments made under a lease between a father
and his son would not qualify for treatment under section 631(c).
The second type of such disposition occurs in any disposal to a person
owned or controlled directly or indirectly by the same interests which
own or control the person disposing of such iron ore. The test for
determining the presence or absence of control is the same test as is
presently applied in section 482 of the code (relating to the allocation
of income and deductions between taxpayers).

(b) Clerical amendments.--Subsection (b) of section 228 of the bill
contains the various clerical and conforming amendments to the
code and to the Social Security Act which are required as a result
of the amendments made by subsection (a) of such section.
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(c) Effective date.--Subsection (c) of this section as passed by the
House provided that the amendments made by such section shall
apply to iron ore mined in taxable years beginning after December
31, 1963. Your committee has amended this subsection to provide
that such amendments shall apply to amounts received or accrued
in taxable years beginning after December 31, 1963, attributable
to iron ore nined in such taxable years.

SECTION 229. INSURANCE COMPANIES

Section 229 of the bill, which is a new section added to the bill as
passed by the House, contains amendments to subchapter L of
chapter 1 of the code (relating to insurance companies).

(a) Certain mutualization distributions made in 1962.-Subsection
(a) of section 229 of the bill relates to stock life insurance companies
which adopted a plan of mutualization before January 1, 1958.
Allowance of deduction

Paragraph (1) of section 229(a) of the bill amends section 809 (d)(11)
of the code (relating to certain mutualization distributions) to allow
as a deduction in the computation of gain from operations, distribu-
tions made in 1962 to shareholders, in acquisition of stock, pursuant
to a plan of mutualizaton adopted by the company before January 1,
1958.

Thus, your committee's amendment allows life insurance companies
which adopted a plan of mutualization before January 1. 1958, an
additional year (1962) to complete their plan of mutualization by
acquiring their stock out of annual earnings, and to receive a deduc-
tion for amounts paid for that purpose. The amount deductible is
limited to amounts actually paid to shareholders in 1962, and does
not include accruals paid in subsequent years. In addition, the de-
duction allowed by the revised section 809(d)(11) is subject to the
limitations of section 909(g) of the code (relating to limitations on
deductions for certain mutualization distributions).
Application of section 815

Paragraph (2) of Eection 229(a) of the bill amends section 809(g) (3)
of the code (relating to application of sec. 815) to extend the special
rules of section 815(e) to include mutualization distributions deduct-
ible under the revised section 809(d) (11).

(b) Accrual of bond diecount.--Subsection (b) of section 229 of the
bill relates to the accrual of bond discount by insurance companies
subject to tax under parts I and II of subchapter L of chapter 1 of
the code (relating to life insurance companies, and mutual insurace
companies (other than life, marine, and certain fire or flood insurance
companies) etc., respectively).
Life insurance companies

Paragraph (1) of section 229(b) of the bill amends section 818(b)
of the code (relating to amortization of premium and accrual of
discount) by adding a new paragraph (3) at the end thereof. The
new section 818(b)(3) provides that for taxable years beginning after
December 31, 1962, no accrual of discount shall be required under
section 818(b)(1) on any bond (as defined in section 171(d)) except
as otherwise provided under subparagraphs (A) and (B) of section
818(b)(3).
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Subparagraph (A) of the new section 818(b)(3) relates solely to
discount on tax-exempt obligations and provides that discount
which is interest described in section 103 (relating to interest on cer-
tain governmental obligations) must still be accrued. Thus, your
committee's amendment makes no change in existing law with respect
to issue discount (the difference between issue price and the stated
redemption price at maturity) on tax-exempt obligations. Such dis-
count must still be accrued under section 818(b)(1) of the code.
On the other hand, your committee's amendment changes existing
law with respect to discount on tax-exempt obligations which is not
"issue discount." The accrual of such discount will no longer be
required.

Subparagraph (B) of the new section 818(b)(3) relates solely to
bonds which are not tax-exempt obligations within the meaning of
section 103, and provides that orginal issue discount (as defined in sec.
1232(b)) must be accrued under section 818(b) (1).

Under existing law, section 818(b)(1) requires life insurance com-
panics to accrue all discount, regardless of whether it is "issue dis-
count," original issue discount, or "market discount." The new
paragraph (3) of section 818(b) of the code changes existing law only
with respect to "market discount." Such discount is no longer
required to be accrued. Thus, the recognition of gain attributable to
market discount is postponed until the disposition of the bond.
Upon the disposition of the bond, gain attributable to market dis-
count Will ordinarily be taxable as capital gain. The adjustment to
basis for the accrual of market discount will no longer be allowed
to the extent such discount is not accrued by reason of the new section
818(b) (3).

The new section 818(b)(3) also provides that for purposes of
section 805(b)(3)(A), the current earnings rate for any taxable year
beginning before January 1, 1963, shall be determined as if the first
sentence of the new section 818(b)(3) applied to such taxable year.
Mutual insurance companies

Paragraph (2) of section 229(b) of the bill amends section 822(d) (2)
of the code (relating to amortization of premium and accrual of
discount) by adding a new sentence at the end thereof. This sentence
provides that for taxable years beginning after December 31, 1962,
no accrual of discount shall be required under section 822(d)(2) of
the code on any bond (as defined in sec. 171(d)). Under the new
sentence neither "issue discount," original issue discount, nor "market
discount," is required to be accrued under section 822(d)(2). This
provision has the effect of postponing until disposition of the bond
any recognition of income attributable to bond discount, at which
time the provisions of section 1232 may be applicable. No adjust-
ment in the basis of any bond attributable to discount shall be per-
mitted for taxable years beginning after December 31, 1962, to the
extent such discount is not accrued by reason of the amended section
822(d) (2).

For taxable years beginning after December 31, 1962, no discount
shall be required to be accrued pursuant to section 282(d)(2) regardless
of when the bond to which the discount is attributable was acquired.

(c) Contributions to qualified, etc., plans.-Subsection (c) of section
229 of the bill amends section 832(c)(10) of the code (relating to
deductions allowed in computing taxable income of insurance com-
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panics (other than life or mutual), mutual marine insurance companies,
and certain mutual fire or flood insurance companies) by adding a
new phrase at the end thereof. The new phrase provides that, in
computing the taxable income of insurance companies subject to the
tax imposed by section 831, there shall be allowed the deduction
provided in part I of subchapter D of chapter 1 of the code (sec. 401
and following, relating to pension, profit-sharing, stock bonus plans,
etc.). In allowing these companies to deduct their contributions to
an employees' trust or annuity plan and compensation under a
deferred-payment plan under section 404 of the code, subsection (c)
of section 229 of the bill is in accord with existing administrative
practice. '

(d) Effective dates.-Subsection (d) of section 229 of the bill provides
that the amendment made by subsection (a) of the bill (relating to
certain mutualization distributions made in 1962) shall apply to taxable
years beginning after December 31, 1961, and that the amendment
made by subsection (c) of the bill (relating to contributions to qualified,
etc., plans) shall apply to taxable years beginning after December 31,
1953, and ending after August 16, 1954. No provision of this section
extends the period of limitations within which a claim for credit or
refund may be filed for any taxable year.

SECTION 230. REGULATED INVESTMENT COMPANIES

Section 230 of the bill, which is a new section added to the bill as
passed by the House, relates to regulated investment companies.

(a) Time fqr mailing certain notices to shareholders.-Subsection (a)
of section 230 of the bill amends several provisions of part I, sub-
chapter M, chapter 1 of the code (relating to regulated investment
companies) by increasing from 30 days to 45 days after the close of a
taxable year the time within which a regulated investment company
must give certain notices to its shareholders.

Under section 852(b)(3)(C) of existing law, a capital gain dividend
is defined in general, as any dividend, or part thereof, which is
designated by the company as a capital gain dividend in a written
notice mailed to its shareholders not later th an 30 days after the close
of its taxable year. Under the bill, a 45-day period is substituted for
the 30-day period.

Under section 852 (b) (3) (D) (i) of existing law, a shareholder of a
regulated investment company, in computing his long-trmn capital
gains for his taxable year in which the last day of the regulated invest-
ment company's taxable year falls, must include such amount as the
company designates as his share of undistributed capital gains in a
written notice mailed to its shareholders at any time prior to the
expiration of 30 days after the close of the regulated investment
company's taxable year. Under the bill, the 30-day period is changed
to a 45-day period.

Section 853 of existing law provides that, if certain conditions are
met, a regulated investment company may elect to treat as having
been distributed to its shareholders' any income, war profits, and
excess profits taxes paid by it to any foreign country or to any posses-
sion of the United States. The shareholders of the company must

*include the amount of such taxes in gross income and must treat such
amount as paid by them for purposes of the deduction under section
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164(a) and the foreign tax credit under section 901. Under section
853(c), the amounts to be so treated by the shareholders may not
exceed the amounts so designated by the company in a written notice
mailed to its shareholders not later than 30 days after the close of its
taxable year. The bill changes the 30-day period to a 45-day period.

Section 854(b)(1) of existing law provides limitations to be applied
in determining the extent to which any dividend (other than a capital
gain dividend) may be taken into account by a shareholder of a regu-
lated investment company for purposes of the credit under section 34,
the exclusion under section 116, and the deduction under section 243.
Section 854(b)(2) provides that the amount of any distribution which
may be taken into account as a dividend for such purposes may not
exceed the amount so designated by the regulated investment coin-
pany in a written notice to its shareholders mailed not later than 30
days after the close of its taxable year. The bill changes the 30-day
period to a 45-day period.

Section 855 provides that, if certain conditions are met a dividend
which is paid by a regulated investment company, after the close of a
taxable year, may be considered by the company as having been paid
during such taxable year. Section 855(c) provides that any notice to
shareholders required under part I of subchapter M with respect to
such a dividend must be mailed not later than 30 days after the close
of the taxable year in which the distribution of such dividend is made.
The bill changes the 30-day period to a 45-day period.

(b) Certain redemptions by unit investment trusts.--Subsection (b)
of section 230 of the bill amends section 852 of the code (relating to
taxation of regulated investment companies and their shareholders)
by adding a new subsection (d) at the end thereof.

Under section 852(b) of existing law, a regulated investment com-
pany is allowed a deduction for dividends paid (as defined in sec. 561),
other than capital gains dividends, in determining its investment
company taxable income, and is allowed a deduction for dividends paid
(as defined in sec. 561), determined with reference to capital gains
dividends only, in computing that part of the excess of its net long-term
capital gain over net short-term capital loss on which it must pay a
capital gains tax. Section 561(b) provides that in determining the
deduction for dividends paid, the rules provided in section 562 are
applicable. Section 562(c) (relating to preferential dividends) pro-
vides that the amount of any distribution shall not be considered as a
dividend unless such distribution is pro rata, with no preference to any
share of stock as compared with other shares of the same class, and
with no preference to one class of stock as compared with another class
except to the extent that the former is entitled to such preference.

New subsection (d) of section 852 provides that in 'the case of a unit
investment trust--

(1) which i& registered under the Investment Company Act
of 1940 and issues periodic payment plan certificates (as defined
in such act), and

(2) substantially all of the assets of which consist of securities
issued by a management company (as defined in such act)-

section 562(c) shall not apply to a distribution by such trust to a
holder of an interest in such trust in redemption of part or all of such
interest, with respect to the net capital gain of the trust attributable
to such redemption. Thus, assume that a holder of an interest in
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such a trust requests that part or all of such interest be redeemed.
In order to obtain the amount of cash required to redeem such interest,
the trust liquidates part of its portfolio, represented by shares in a
management company, and realizes a long-term capital gain on such
liquidation. That amount of the cash distributed to the redeeming
interest holder which represents a distribution of such realized long-
term capital gain is considered to be a distribution by the trust which
qualifies for the deduction for dividends paid with reference to capital
gains dividends under section 852(b) (3) (A).

(c) Effective date8.-Subsection (c) of section 230 of the bill provides
that the amendments made by subsection (a) shall apply to taxable
years of regulated investment companies ending on or after the date
of the enactment of the bill, and that the amendment made by
subsection (b) shall apply to taxable years of regulated investment
companies ending after December 31, 1963.

SECTION 231. FOREIGN TAX CREDIT WITH RESPECT TO
CERTAIN FOREIGN MINERAL INCOME

Section 231 of the bill, which is a new section added to the bill as
pasSed by the House, amends section 901 (relating to credit for
foreign taxes) by redesignating subsection (d) as subsection (e) and
by inserting after subsection (c) a new subsection (d) relating to
foreign taxes on mineral income.

(a) Foreign taxe8 on mineral income.-Paragraph (1) of new sub-
section (d) provides that in certain cases the amount of foreign
taxes described in section 901(b) (relating to amount of foreign tax
allowed as a credit) which are paid or accrued during the taxable
year with respect to mineral income to any foreign country (if the
per-country limitation applies), or to" all foreign countries (if the
overall limitation applies), is to be reduced for purposes of com-
puting the foreign tax credit. The reduction, if any, is equal to
the amount by which the U.S. tax'computed under chapter 1 of the
code with respect to the same mineral income and computed before
the allowance of any tax credit (such tax hereinafter referred to as the
"U.S. tax") is exceeded by the lesser of the following two amounts:
(1) The amount of such foreign taxes paid or accrued with respect to
such income, or (2) the U.S. tax with respect to such income computed
without the deduction for percentage depletion under section 613 but
with the deduction for cost depletion determined with reference to
the basis for cost depletion under section 612. The computation
described in item (2) is made only to determine the amount of foreign
taxes to be taken into account in computing the foreign tax credit and
does not affect the manner in which a taxpayer actually computes the
allowance for depletion under chapter 1 in determining the U.S. tax.
In no case will the foreign tax on mineral income under new subsection
(d) be reduced to an amount which is less than the U.S. tax on such
mineral income. The credit for taxes paid or accrued to possessions
of the United States is not affected by this provision.

Paragraph (2) of the new subsection (d) defines the term "mineral
income' for purposes of subsection (d). The term means income
derived from sources without the United States from mineral activities
including dividends received from corporations in which 5 percent or
more of the voting stock is owned directly or indirectly by the tax-
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payer, to the extent such dividends are attributable to mineral activ-
ities, and that portion of the taxpayer's distributive share of partner-
ship income attributable to mineral activities. For such purpose the
term "mineral activities" includes the extraction of minerals from
mines, wells, or other natural deposits, the processing of such minerals
into their primary products, and the transportation, distribution, or
sale of such minerals or primary products. For example, in the case
of oil, mineral activities of a taxpayer would include the extraction of
the crude oil from the ground, transportation of the crude oil by pipe-
line or ship to a refinery, refining of the crude oil to obtain gasoline and
other products resulting from such refining, and the sale of such
products. However, the manufacture of chemical products from oil
would not be considered the processing of oil into its primary products,
and thus would not be considered a mineral activity. Similarly, the
transportation, distribution, or sale of the chemical products would not
be considered a mineral activity. If primary products of oil, such as
gasoline, are sold through outlets of the taxpayer which also sell other
products, only the sale of the primary products would be a mineral
activity.

(b) Ekfective date.-The amendments made by section 231 of the
bill are applicable to taxable years beginning after December 31, 1963.

SECTION 232. AMOUNTS RECEIVED FROM EMPLOYER ON
SALE OF RESIDENCE OF EMPLOYEE IN CONNECTION
WITH TRANSFER TO NEW PLACE OF WORK

(a) Treatment of certain amounts received from employer on sale of
residence of employee in connection with transfer to new place of work.-
Subsection (a) (1) of section 232 of the bill, which is a new section
added to the bill as passed by the House, adds a new section 1003 to
part. I of subchapter 0 of chapter 1 of the code (relating to determina-
tion of amount of and recognition of gain or loss).

It has been held that an amount received by an employee from his
employer, in respect of the sale of the employee's residence in connec-
tion with his transfer to a new place of work, is taxable as compensa-
tion. (Harriq W. Bradley, 39 T.C. 652 (1963), aff'd 324 F. 2d 610
(4th Cir. 1963); Arthur J. kobacker, 37 T.C. 882 (1962).)

SECTION 1003. AMOUNTS RECEIVED FROM EMPLOYER ON SALE OF
RESIDENCE OF EMPLOYEE IN CONNECTION WITH TRANSFER TO
NEW PLACE OF WORK

(4) General rule.-Subsection (a) of new section 1003 provides the
general rule that if, in connection with the transfer of the taxpayer as
as an employee to a new place of world, the taxpayer or his spouse
sells property used as his principal- residence "old residence" pur-
suant to a sales contract entered into within the forced sale period,
and within 1 year after the date of such contract his employer pa s
part or all of the "sale differential," then the amount so paid shall Ie
treated by the taxpayer or his spouse as an additional amount realized
on the sale of the old residence to the extent that it does not exceed
the lesser of (A) the "sale differential," or (B) 15 percent of the gross
sales price of the old residence.
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Section 1003 is applicable only with respect to the sale of a tax-
payer's principal residence. Whether or not property is used by the
taxpayer as his residence and whether or not property is used by the
taxpayer as his principal residence (in the case of a taxpayer using
more than one property as a residence), depends upon all the facts
and circumstances in each individual case. Property which qualifies
as a principal residence for purposes of section 1034 will be considered
a principal residence for purposes of section 1003.

Where property is used by the taxpayer partially as his principa
residence and partially for business purposes or in the production of
income (as' in the case where a part of the building in which the tax-
payer resides is used as an office or is rented), then only that portion
of the reimbursement, appraised value, gross sales price, and selling
expenses attributable to that part of the property used as the tax-
payer's principal residence shall be considered for purposes of section
1003.

The gross sales price of the old residence is the total consideration
received upon the sale by the taxpayer, and includes the amount of
any mortgage, trust deed, or other indebtedness to which the property
is subject in the hands of the purchaser whether or not the purchaser
assum.:, such indebtedness. It also includes the face amount of
any liabilities of the purchaser which are part of the consideration for
the sale. Commissions, and other selling or fixing up expenses paid
or incurred by the taxpayer in connection with the sale of the old
residence, are not to be deducted or taken into account in determining
the gross sales price of the old residence.

(b) Limitations.-Subsection (b) of new section 1003 provides
certain limitations on the applicability of section 1003.
Period of employment

Paragraph (1) o subsection (b) limits the application of section 1003
to those cases where the taxpayer was employed for the 6-month period
ending on the day on which he commences work at the new principal
place of work by the employer who makes the reimbursement.
Location of vew place of work

Paragraph (2) of subsection (b) provides that section 1003 shall
not apply unless the distance between the taxpayer's new principal
place of work and his old residence exceeds by at least 20 miles the
distance between the taxpayer's former principal place of work and
his old residence. If the taxpayer, prior to his transfer, had no
principal place of work, section 1003 shall not apply unless the dis-
tance between his new principal place of work and his old residence
is at least 20 miles. For purposes of measuring distances under
section 1003(b)(2), all computations are to be made on the basis of
a straight-lifie measurement.

(c) Definitions; special ru/es.--Subsection (c) of new section 1003
provides definitions and special rules for the application of section
1003.
Forced sale period

The term "forced sale period," as defined in paragraph (1) of sub-
section (c), is the period which begins 90 days before, and ends 180
days after, the date on which the taxpayer commences work as an
employee at the new principal place Pf work. The term has reference
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only to a period of time, and not to the nature of, or reason for, the
sale.
Sale differential

The term "sale differential" is defined in paragraph (2) of subsec-
tion (c) as the amount by which (A) the appraised value of the old
residence exceeds (B) the gross sales price of the old residence reduced
by the selling commissions, legal fees, and other expenses incident to
the transfer of ownership of the old residence. Expenses incident to
the transfer of ownership refer to direct transfer costs borne by the
employee. For example, such expenses do not include fixing-up ex-
penses or traveling expenses of the employee or members of his family
fro n or to the location of the old residence for purposes of its sale. In
order for section"1003 to apply, the payment must be made by the
employer to the employee as a sale differential. Thus, if an employer
pays an employee a lump sum for miscellaneous costs relating to a
transfer to a new place of work, only so much of such sum as is related
to the sale of the old residence qualifies for treatment under section
1003.
Appraised value

The term "appraised value of the old residence", as defined in
paragraph (3) of subsection (c), is the average of two or more ap-
praisals of fair market value made, on or after the valuation date and
on or before the date on which the sales contract is entered into, by
independent real estate appraisers selected by the employer. Such
paragraph (3) provides that the appraised value shall not exceed the
fair market value of the old residence. The appraisals shall be made
as of the valuation date.
Valuation date

The term "valuation date" is defined in paragraph (4) of sub-
section (c) as the date selected by the employer for purposes of deter-
mining the amount to be paid with respect to the sale differential.
The date selected by the employer shall be a date which occurs (1)
on or before the date the sales contract is entered into and (2) within
the forced sale period.
Employer

The term "employer," as defined in paragraph (5) of subsection
(c), means the person who employs the taxpayer as an employee at
the new principal place of work. The term also includes any predeces-
sor or successor corporation and any parent or subsidiary corporation.
The determination of whether a corporation is a parent corporation or
a subsidiary cor oration shall be made under subsections (e) and (f)
of section 425 o the code (added by sec. 222(a) of the bill) but by
reference to the date on which the taxpayer commences work as an
employee at the new principal place of work rather than as of the
time of the granting of the option to which such section 425 relates.
Thus, where a 50-percent voting stock relationship exists between the
corporation for which the employee worked prior to his transfer and
the corporation for which he works after his transfer, he is considered
as having been employed by the same employer.
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Exchanges
Paragraph (6) of subsection (c) provides that an exchange by the

taxpayer or his spouse of an old residence for other property shall be
treated as a sale.
Tenant-stockholder in a cooperative housing corporation

Paragraph (7) of subsection (c) provides that "property used by
the taxpayer as his principal residence" includes stock held by a
tenant-stockholder in a cooperative housing corporation, as those
terms are defined in section 216 of the code, but only if the house or
apartmefit which the taxpayer was entitled to occupy by reason of
such stockownership was used by the taxpayer as his principal
residence.

(d) Regulations.-Subsection (d) of new section 1003 provides
that the Secretary or his delegate shall prescribe such regulations as
may be necessary to carry out the purposes of section 1003.

SECTION 232. AMOUNTS RECEIVED FROM EMPLOYER
ON SALE OF RESIDENCE OF EMPLOYEE IN CONNEC-
TION WITH TRANSFER TO NEW PLACE OF WORK-Con.

Subsection (a)(2) of section 232 of the bill amends the table of
sections of part I of subchapter 0 of chapter 1 of the code to reflect
the addition of section 1003 added by the bill.

(b) Effective date.-Subsectioi (b) of section 232 of the bill provides
that the amendments made by subsection (a) shall apply to amounts
paid with respect to sales contracts entered into after December 31,
1963, in taxable years ending after such date.

SECTION 233. GAIN FROM DISPOSITIONS OF CERTAIN
DEPRECIABLE REALTY

Section 233 of the bill (see. 220 of the bill as passed by the House)
was approved by your committee without change. For the technical
explanation of this section of the bill, see page A-148 of the report of
the Committee on Ways and Means on the bill.

SECTION 234. AVERAGING

Section 234 of the bill (sec. 221 of the bill as passed by the House)
has been approved by your committee with three exceptions. For the
technical explanation of this section of the bill (other than the amend-
ments made by your committee), see page A-168 of the report of the
Committee on Ways and Means on the bill.

First, your committee has made technical changes in the definition
of the term "capital gain net income" and in the provisions relating
to the computation of the alternative tax to reflect the elimination
of section 219 (relating to capital gains and losses) of the bill as passed
by the House.

Second, your committee has added a provision to the bill as passed
by the House to allow an individual whose adjusted gross income for
the computation year is under $5,000 and who chooses the benefits of
income averaging to elect the standard deduction under section 144
of the code. I
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Third your committee has added a provision to the bill as passed
by the house restricting, in certain cases, the application of section
170(b)(5) of the code as added by section 209(c) of the bill (relating
to 5-year carryover of certain excess charitable contributions by
individuals).
Capital gain net income

Paragraph (1) of section 1302(d) of the code, as amended by your
committee, provides that the term "capital gain net income" means
the amount which is equal to 50 percent of the excess of the net long-
term capital gain over the net short-term capital loss. An individuaPs
capital gain net income for any taxable year cannot be less than zero.
Computation of alternative tax

Paragraph (2) of section 1304(e) deals with the method by which
an individual computes his alternative tax under section 1201 of the
code for any com utation year. Paragraph (2), as amended by your
committee, prov-:des that if an individual has capital gain net income
for the computation year, then section 1201(b) of the code is treated
as imposing a twc on the individual's income which is equal to the tax
imposed by section 1 of the code, reduced by the amount (if any) by
which the amount of the tax imposed by section 1 of the code which is
attributable to an individual's capital gain net income for such year
(as determined under paragraph (1) of section 1304(e)) exceeds the
amount equal to 25 percent of the excess of the net long-term capital
gain over the net short-term capital loss.

Amendment of section 144.--Subsection (c) of section 234 of the
bill, as approved by your committee, amends section 144 of the code
(relating to election of standard deduction) by adding after section
144(c) (as added by sec. 112(c)(2) of the bill) a new subsection (d).
IndividuaIs electing income averaging

Subsection (d) of section 144 provides that if a taxpayer chooses
to have the benefits of part I of subchapter Q (relating to income
averaging) for a taxable year, section 144(a) of the code (relating to
method and effect of election of standard deduction) shall not apply
for such taxable year and the standard deduction under section 141
of the code shall be allowed if the tax a er so elects in his return for
such taxable year. The Secretary of the Treasury or his delegate
shall prescribe by regulations the manner of signifying such election
in the return. if the taxpayer on making his return fails to signify,
in the manner prescribed by regulations, his election to take the stand-
ard deduction, such failure shall be considered his election not. to
take the standard deduction.

Effective date.-Subsection (g)(2) of section 234 of the bill, as
approved by your committee, provides, in effect, that, in a taxable
year beginning after December 31, 1963, if a taxpayer elects to apply
both sections 1301 and 1307(e) of the code, as such sections were in
effect immediately before the enactment of the bill, then section
170(b) (5) of the code as added by section 209(c) of the bill shall not
apply to charitable contributions paid in such taxable year.
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SECTION 235. SMALL BUSINESS CORPORATIONS

Section 235 of the bill, which is a new section added to the bill as
passed by the House, relates to small business corporations.

(a) Omership of certain stock disregarded.--Subsection (a) of section
235 of the bill amends section 1371 of the codo (relating to the defini-
tion of a small business corporation) by adding a new subsection (d)
to permit a corporation to be a small business corporation while
owning the stock of certain inactive subsidiary corporations.

Under section 1371 (a) of existing law, a small business corporation
is not permitted to be a member of an affiliated group. New sub-
section (d) provides that, for purposes of section 1371 (a)., a corporation
shall not be considered to be a member of an affiliated group at any
time during any taxable year by reason of the ownership of stock in
another corporation if such other corporation meets the requirements
provided in new paragraphs (1) and (2) of section 1371(d).

Paragraph (1) provides that the subsidiary corporation must not
have begun business at any time on or after the date of its incorpo-
ration and before the close of the parent corporation's taxable year with
respect to which status as a small business corporation is being sought.
An example of a corpor~ation which "has not begun business" is a
corporation which is incorporated for the sole purpose of reserving a
corporate name in a State or States in which the parent corporation is
not doing business.

Paragraph (2) of section 1371(d) provides, in effect, that the sub-
sidiary corporation must not have taxable income for the portions of
any of its taxable years which are included within the taxable year of
the parent corporation with respect to which status as a small business
corporation is being sought.

Thus, for example, assume that corporation P wishes to elect to be
treated under the provisions of sections 1371 through 1377 of the code
for its calendar year 1964 and subsequent years. Corporation P owns
all of the stock of corporation S, which is on a June 30 taxable year.
Corporation P would not be precluded from making an election under
section 1372 if corporation S had not begun business before January 1,
1965, and had no taxable income for either the period January 1, 1964,
through June 30, 1964, or the period July 1, 1964, through December
31 1964. Assuming that corporation P so elected with respect to its
calendar year 1964, it would cease to be a small business corporation
for any subsequent taxable year if corporation S either begins business
before the close of such subsequent year, or has taxable income for any
period included within such subsequent yeal.

The enactment of section 1371(d) does not relax or otherwise change
the requirements of any of the provisions of subchapter S other than
with respect to the requirement that a small business corporation may
not be a member of an affiliated group. Thus, in the above example,
the election made by corporation P under section 1372 must have
been made either during the month of December 1963 or January
1964.

(b) Certain" distributions of money after dose of taxable year.-
Subsection (b) of section 235 of the bill amends section 1375 of the
code (relating to special rules applicable to distributions of electing
small business corporations) by adding a new subsection (e).
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Paragraph (1) of new section 1375(e) provides that, for purposes
of chapter 1 of the code, a corporation which sold capital assets or
property described in section 1231(b) of the code during a taxable
year .with respect to which it was an electing small business corpora-
tion may elect to treat as a distribution of money made on the last
day of such taxable year, a distribution of money representing all or
part of the proceeds of such sales of assets or property which such
corporation makes to its shareholders on or before the 15th day of the
third month following the close of such year if such distribution is
made pursuant to a resolution of its board of directors adopted before
the close of such taxable year. Thus, if a corporation ma kes such an
election such distribution will be treated as actually distributed and
received on the last day of such taxable year and will be taken into
account in computing undistributed taxable income (as defined in
sec. 1373(c)) for such taxable year to the extent that such distribution
is a distribution out of earnings and profits of such taxable year as
specified in section 316(a) (2).

Paragraph (2) of new section 1375(e) provides, in effect, that in
order for a corporation to make an election under paragraph (1) of
new section 1375(e) with respect to any distribution, each person who
is a shareholder on the day the distribution is received must own as
of the close of such day the same proportion of stock of such corpora-
tion as he owned as of the close of the last day of the taxable year of
such corporation preceding the taxable year of the distribution, and
each such shareholder must consent to such election at such time and
in such manner as the Secretary of the Treasury or his delegate shall
prescribe by regulations.

Paragraph (3) of new section 1375(e) provides that the election
under paragraph (1) of new section 1375(e) shall be made in such
manner as the Secretary of the Treasury or his delegate shall prescribe
by regulations. Such election shall be made not later than the time
prescribed by law for filing the return for the taxable year during
which the sale was made includingg extensions thereof), except that,
with respect to any taxable year ending on or before the'date of enact-
mient of the bill, such election shall be made within 120 days after
such date. 1

(c) EPffective dates.----,Subsection (c) of section 235 of the bill provides
that the amendment made by subsection (a) of such section shall
apply with respect to taxable years of corporations beginning after
December 31, 1962, and that the amendment made by subsection (b)
of such section shall apply with respect to taxable years of corporations
beginning after December 31, 1957. No provision of this section of
the bill extends the period of limitations within -which a claim for
credit or refund may be filed for any taxable year.

SECTION 236. REPEAL OF ADDITIONAL 2-PERCENT
TAX FOR CORPORATIONS FILING CONSOLIDATED
RETURNS

Section 236 of the bill (sec. 222 of the bill as passed by the House)
was approved by your committee without change. For the technical
explanation of this section of the bill, see page A-186 of the report of
the Committee on Ways and Means on the bill.
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SECTION 237. REDUCTION OF SURTAX EXEMPTION IN
CASE OF CERTAIN CONTROLLED CORPORATIONS, ETC.

Section 237 of the bill (sec. 223 of the bill as passed by the House)
was approved by your committee with minor technical changes. For
the technical explanation of this section (except for the amendments
made by your committee), see page A-187 of the report of the Com-
mittee on Ways and Means on the bill.

(a) In generat.--Subsection (a) of section 237 adds a new part II
(relating to certain controlled corporations) to subchapter B of chapter
6 of the code.

SECTION 1562. PRIVILEGE OF GROUPS TO ELECT MULTIPLE SURTAX
EXEMPTIONS

Additional tax imposed
The bill as passed by the House provides certain exceptions to the

general rule that a corporation which is a component member of a
controlled group of corporations which has made an election under
new section 1562(a) of the code is subject to the additional tax imposed
by section 1562(b):

1. New section 1562(b)(1) provided that the additional tax
is not to apply to the taxable year of the corporation if such
corporation is the only member of the controlled group which has
taxable income for the taxable year.

2. Subsection (c) of section 1551 of the code (relating to dis-
allowance of surtax exemption and accumulated earnings credit),
as amended by the bill as passed by the House, provided that if
the surtax exemption is disallowed to a transferee corporation
under section 1551(a) for any taxable year the additional tax is
not to apply with respect to such transferee for such taxable year.

3. The bill as passed by the House added a new subsection (d)
to section 269 of the code (relating to acquisitions made to evade
or avoid income tax) to provide that if the surtax exemption is
disallowed under section 269(a) to an acquired corporation for
any taxable year the additional tax is not to apply with respect
to such acquired corporation for such taxable year.

Your committee has stricken out the provisions referred to in para-
graphs (2) and (3), and has added to the provision referred to in
paragraph (1) a general rule that the additional tax is not to apply to
the taxable year of a corporation if its surtax exemption is disallowed
under any provision of subtitle A of the code for such taxable year.
Tolling of statute of limnitation

Your committee has made a change in subsection (g) of new section
1562 in order to make it clear that neither the Secretary of the Treas-
ury nor his delegate nor the taxpayer may invoke such subsection
for the purpose of overturning closing or compromise agreements.
Thus, paragraph (2) of new section 1562(g) relating to the tolling of
the statute of limitations for allowing or making claim for credit or
refund of any overpayment of tax has been changed by your com-
mittee to conform to the provisions of paragraph (1) of such section,
relating to the tolling of the statute oflimitations for assessment of
deficiencies.

266



REVENUE ACT OF 1964

SECTION 1563. DEFINITIONS AND SPECIAL RULES

Special rules
Your committee has adopted a new special rule by adding a new

subparagraph (C) to new section 1563(f)(3). By reason of this addi-
tion, your committee has deleted as unnecessary a provision contained
in the first parenthetical expression of section 1563(c)(2)(A)(ii). The
new sumaragraph (C) of section 1563(f)(3) provides that if stock isowned b~y a pemon within the meaning of section 1563(d) and such
ownership results in the corporation being a component member of a
controlled group, such stock shall not be treated as excluded stock
under section 1563(c) (2) if by reason of treating such stock as excluded
stock the result is that such corporation is not a component member of
a controlled group. Thus, for example, assume corporation P owns
directly 50 of the 100 shares of the only class of stock of corporation
S. Also assume that 0, an officer of corporation P, owns directly 30
shares of such stock and corporation P owns an option to acquire
such 30 shares from 0. The remaining shares of corporation S (20)
are owned by unrelated persons. In the absence of the new special
rule adopted by your committee, one possible construction of the ap-
plicable provisions of the House bill is that the 30 shares of stock of
corporation S owned by 0 would be treated as excluded stock under
section 1563(c)(2)(A)(ii), and corporation P would be treated as
owning only 71 percent (50 divided by 70) of the stock of corporation
S. Thus, corporation S would not be a component member of a
controlled group of corporations within the meaning of section 1563(b).
The special rule added by. your committee insures, however, that the
stock ownership rules contained in section 1563(d) take precedence
over the excluded stock rules contained in section 1563(c)(2) when
the result is to include a corporation as a component member of a con-
trolled group of corporations which, in the absence of the new special
rule, would not be the case. Thus, in the preceding example, O's
stock would not be treated as excluded stock with the result that P is
treated as owning 80 percent of the stock of corporation S (50 percent
directly, and 30 percent constructively under sec. 1563(e)(1)) and
corporation S would be a component member of a controlled group of
corporations consisting of corporations P and S.

Your committee has also made minor conforming and clarifying
changes in new section 1563.

(b) Disallowance of surtax exemption and accumulated earnings
credit.--Subsection (b) of the bill contains amendments to section
1551 of existing law. Subsection (b)(2) of section 1551 as amended
by the bill, defines the term "control" in the case of a transferee
corporation described in subsection (a)(3) of such section. Sub-
paragraph (B) of section 1551 (b)(2) provides, ip part, that with
respect to voting stock, five or fewer individuals must own stock
possessing more than 50 percent of the total combined voting power
of all classes of stock entitled to vote. However, a slightly different
test is provided with respect to the ownership requirements relating
to the value of the outstanding stock. The test is that the five or
fewer individuals must own stock possessing at least 50 percent of
the total value of shares of all classes of stock. Your committee
has made the voting stock and the value stock tests identical by
requiring that in each case the individuals must own more than 50
percent of the particular stock in question.
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(c) Technical amendment.--Subsection (c) of the bill as reported
is the same as subsection (c) of the bill as passed by the House except
for a conforming change.

(d) Effective dat.--Subsection (d) of the bill as reported is the
same as" subsection (d) of the bill as passed by the House.

SECTION 238. VALIDITY OF TAX LIENS AGAINST MORT-
GAGEES, PLEDGEES, AND PURCHASERS OF MOTOR
VEHICLES

Section 238 of the bill, which is a new section added to the bill as
passed by the House, relates to the validity of tax liens on certain
motor vehicles.

(a) Mortgagees, pledges, and purchasers witliout actual notice or
knotddge of lein.-Subsection (a) of section 238 of the bill amends
section 6323(c) of the code (relating to exception in case of securities)
to grant, in the case of the mortgage, pledge, or purchase of a motor
vehicle, the same treatment which is now available in the case of the
mortgage, pledge, or purchase of a security after notice of a tax lion
has been filed. Thus, even though notice of a tax lien imposed by
section 6321 has been filed, such lien will not be valid with respect
to any mortgagee, pledgee, or purchaser of a motor vehicle, for an
adequate and full consideration in money or money's worth, if at
the time of such mortgage, pledge, or purchase such mortgagee,
pledgee, or purchaser was without notice or knowledge of the existence
of such lien.

Paragraph (1) of section 238(a) of the bill amends the heading of
section 6323(c) of the code to reflect the extension of the exception
contained in such subsection to cover motor vehicles.

Paragraphs (2) and (3) of section 238(a) of the bill amend paragraph
(1) of section 6323(c) of the code to extend the exception contained in
paragraph (1) to any mortgagee pledgee, or purchaser of a motor
vehicle without notice or knowleAge of the existence of a tax lien.

Paragraph (4) of section 238 (a) of the bill adds a new paragraph (3)
to section 6323(c) of the code. Paragraph (3) defines the term "motor
vehicle", as used in section 6323(c), as a vehicle (other than a house
trailer) which is registered for highway use under the laws of any State
or foreign country.

(b) Liens for estate and gift taxes.--Subsection (b) of section 238
of the bill amends section 6324 of the code (relating to special liens
for estate and gift taxes) to grant, in the case of the mortgage, pledge,
or purchase of a motor vehicle, the same treatment which is now
available in the case of the mortgage, pledge, or purchase of a security
after a lien for estate or gift tax has arisen. Thus, even though
a special lien for estate or gift tax has arisen, such lien will not be
valid with respect to any mortgagee, pledgee, or purchaser of a
motor vehicle, for an adequate and full consideration in money or
money's worth, if at the time of such mortgage, pledge, or purchase
such mortgagee, pledgee, or purchaser was without notice or knowledge
of the existence of such lien. 1,

Paragraph (1) of section 238(b) of the bill amends section 6324(a)
of the code (relating to liens for estate tax) and section 6324(b) of the
code (relating to lien for gift tax) to extend the exception for se-
curities now contained in those sbsections to motor vehicles.
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Paragraph (2) of section 238(b) of the bill amends section 6324(c)
of the code (relating to exception in case of securities) by revising
such subsection to cover both securities and motor vehicles.

(c) Effective date.--Subsection (c) of section 238 of the bill pro-
vides that the amendments made by this section apply only with
respect to mortgages, pledges, and purchases made after the date
of the enactment of the bill.

TITLE III-OPTIONAL TAX ON INDIVIDUALS; COL-
LECTION OF INCOME TAX AT SOURCE ON
WAGES

SECTION 301. OPTIONAL TAX IF ADJUSTED GROSS IN-
COME IS LESS THAN $5,000

This section has been approved by your committee without change.
For the technical explanation of this section of the bill see page
A-214 of the report of the Committee on Ways and Means on the
bill.

SECTION 302. INCOME TAX COLLECTED AT SOURCE

Section 302 of the bill amends section 3402 of the code (relating
to income tax collected at source) and section 1441 of the code (re-
lating to withholding of tax on nonresident aliens).

(a) Percentage method o withholding.-Subsection (a) of section
302 of the bill amends section 3402(a) of the code (relating to income
tax collected at source). Under the bill as passed by the House,
section 3402(a) of tile code provided for a 15-percent withholding
rate in the case of wages paid during the calendar year 1964 and a
14-percent withholding rate in the case of wages paid after December
31, 1964. Your committee has amended section 3042(a) to provide
for a 14-percent withholding rate in the case of wages paid after the
seventh day following the date of the enactment of the bill.

(b) Wage bracket uwthholding.--Subsection (b) of section 302 of the
bill amends section 3402(c)(1) of the code (relating to wage bracket
withholding). Under the bill as passed by the House, section
3402(c)(1) of the code provided new withholding tables for wages
paid dining the calendar year 1964, iad new tables for wages paid
after December 31, 1964. Your committee has amended section
3402(c)(1) to provid,; that the new withholding tables which would
have become effective for wages paid after December 31, 1964, under
the bill as passed by the House will become effective for wages paid
after the seventh day following the date of the enactment of the bill.

(c) Withholding of tax on certain nonresident aliens.-Subsection (c)
of section 302 of the bill amends sections 1441 (a) and (b) of the code
(relating to withholding of tax on nonresident aliens). Under the bill
as passed by the House, section 1441(a) of the code provided a 15-
percent withholding rate in the case of certain payments made during
the calendar year 1964 and a 14-percent withholding rate in the
case of certain payments made after December 31, 1964. Your com-
mittee has amended section 1441(a) to provide a 14-percent withhold-

269



270 REVENUE ACT OF 1964

in rate in the case of these payments made after the seventh day
ollowing the date of the enactment of the bill.

Under the bill as passed by the House, section 1441(b) of the code
referred to the rates of 15 percent or 14 percent provided by the
amended section 1441(a). Your committee has amended section
1441(b) to refer to the new 14-percent rate which is provided by
amended section 1441(a).

(d) Effective dates.--Subsection (d) of section 302 of the bill as
passed by the House provided that the amendments made by sub-
sections (a) and (b) of such section apply with respect to remuneration
paid after December 31, 1963, and that the %mendment made by
subsection (c) applies with respect to payments made after December
31, 1963. Your committee's amendment rovides that the amend-
ments made by subsections (a) and (b) of such section apply with
respect to remuneration paid after the seventh day following the date
of the enactment of the bill, and that the amendment made by
subsection (c) of such section applies with respect to payments made
after the seventh day following the date of the enactment of the bill.

0
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FEBRUARY 24, 1964.-Ordered to be printed

Mr. MILLS, from the committee of conference,
submitted the following

CONFERENCE REPORT

[To accompany H.R. 83631

The committee of conference on the disagreeing votes of the two
Houses on the amendments of the Senate to the bill (H.R. 8363) to
amend the Internal Revenue Code of 1954 to reduce individual and
corporate income taxes, to make certain structural changes with
respect to the income tax, and for other purposes, having met, after
full and free conference, have agreed to recommend and do recommend
to their respective Houses as follows:

That the Senate recede from its amendments numbered 1, 2, 53,
56, 129, 132, 135, 142, 143, 144, 146, 164, 165, 195, 199, 200, 201, 202,
and 203.

That the House recede from its disagreement to the amendments of
the Senate numbered 3, 4, 5, 6, 7, 9, 10, 11, 12, 13, 14, 15, 16, 17, 18,
19, 21, 22, 23, 24, 25, 28, 29, 30, 33, 34, 35, 37, 38, 39, 40, 41, 44,
45, 48, 49, 51, 52, 63, 64, 65, 66, 67, 68, 69, 71, 72, 73, 74, 75, 76,
77, 78, 79, 80, 81, 82, 83, 84, 85, 86, 87, 88, 89, 90, 91, 92, 93, 94, 95,
102, 103, 107, 108, 109, 110, 111, 112, 113, 114, 115, 116, 117, 118,
119, 120, 121, 122, 123, 124, 125, 126, 127, 128, 130, 131, 133, 134,
136, 137, 138, 139, 140, 148, 150, 151, 152, 153, 154, 155, 156, 157,
158, 159, 160, 161, 169, 170, 171, 172, 173, 174, 175, 176, 180, 181,
182, 183, 184, 186, 187, 188, 189, 190, 191, 192, 204, 205, 206, 207,
and 208, and agree to the same.

Amendment numbered 8:
That the House recede from its disagreement to the amendment of

the Senate numbered 8, and agree to the same with an amendment
as follows:

In lieu of the matter proposed to be inserted by the Senate amend-
ment insert the following:

28-5760 0--6---l
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SEC. 202. RETIREMENT INCOME CREDIT OF CERTAIN MARRIED
INDIVIDUALS.

(a) DETERMINATION OP RETIREMENT INcOME.-SeCtion 87 (relating
to retirement income) is amended by redesignating subsection (i) as
subsection (j) and by inserting after subsection (h) the following new sub-
sectin:

"() SPREoIAL RULES FoR CERTAIn MARRIED COUPLES.-
"(I) ELECTION.-A husband and wife who make a joint return

for the taxable year and both of whom have attained the age of 65 before
the close of the taxable year may elect (at such time and in such man-
ner as the Secretary or his delegate by regulations prescribes) to
determine the amount of the credit allowed by subsection (a) by
applying the provisions of paragraph (i).

(R) SPECIAL RuLEs.-If an election is made under paragraph
(1) for the taxable year, for purposes of subsection (a)--

"(A) if either spouse is an individual who ha received
earned income within the meaning of subsection (b), the other
spouse shall be considered to be an individual who has received
earned income within the meaning of such subsection; and

"(B) subsection (d) shall be considered as providing that the
amount of the combined retirement income of both spouses shall
not exceed $2,R86, less the sum of the amounts specified in
paragraphs (1) and ($) of subsection (d) for each spouse."

(b) EFiECIvE DATE.--The amendments made by subsection (a) shall
a.)ply to taxable years beginning after December 81, .1963.

And the Senate agree to the same.
Amendment numbered 20:
That the House recede from its disagreement to the amendment of

the Senate numbered 20, and agree to the same with an amendment
as follows:

Strike out the matter proposed to be stricken out and in lieu of the
matter proposed to be inserted by the Senate amendment insert the
following:

" (1) the cost of $50,000 of such insurance, and
And the Senate agree to the same.
Amendment numbered 26:
That the House recede from its disagreement to the amendment

of the Senate numbered 26, and agree to the same with an amend-
ment, as follows:

Page 7 in the last line of the matter following line 3, of the Senate
engrossed %mendinents, strike out "222" and insert: 221; and the
Senate agree to the same.

Amendment numbered 27:
That the House recede from its disagreement to the amendment

of the Senate numbered 27, and agree to the same with an amend-
ment, as follows:

Page 7 line 6, of the Senate engrossed amendments, strike out
"222' and insert: £21; and the Senate agree to the same.
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Amendment numbered 31:
That the House recede from its disagreement to the amendment

of the Senate numbered 31, and agree to the same with an amend-
ment as follows:
* Strike out the matter proposed to be stricken out and in lieu of the
matter proposed to be inserted by the Senate amendment insert the
following:
period, if such amounts are at a rate which exceeds 75 percent of the
regular weekly rate of wages of the employee (as determined under reg-
ulations prescribed by the Secretary or his delegate). If amounts attribut-
able to te first 80 calendar days in such period are at a rate which does
not exceed 75 percent of the regular weekly rate of wages of the employee,
the first sentence of this subsection (1) shall not apply to the extent that
such amounts exceed a weekly rate of $76, and (2) shall not apply to
amounts attributable to the first 7 calendar days in such period unless the
employee is hospitalized on account of personal injuries or sickness for at
least one day during such period."

And the Senate agree to the same.
Amendment numbered 32:
That the House recede from its disagreement to the amendment of

the Senate numbered 32, and agree to the same with an amendment
as follows:

In lieu of the matter proposed to be inserted by the Senate
amendment insert the following:

"(6) State and local taxes on the sae of gasoline, dieselfuel, and
other motor fuels.

And the Senate agree to the same.
Amendment numbered 36:
That the House recede from its disagreement to the amendment of

the Senate numbered 36, and agree to the same with amendments as
follows:

In lieu of the matter proposed to be inserted by the Senate amend-
ment insert the following:

(b) U LIMITED CHARITABLE CONTRrBUrTI N DEDUcTIo .- Section
170 (relating to charitable, etc. contributions and gifts) is amended by
inserting after subsection (f) (added by subsection (e) of this section)
the fdlloing new subsection:I(g) APPLICATION OF UNLIMITED CHARITABLE CONTRIBUTIoN DE-
DUCTION.-

"(1) ALLOWANCE OF DEDUCTION FOR TAXABLE YEARS BEGIN-
NING AFTER DECEMBER 31, i6S.-If the taxable year begins after
December 81, 1968-

"(A) subsection (b)(1)(C) shall apply only if the taxpayer
so elects (at such time and in such manner as the Secretary
or his delegate by regulations prescribes); and
"(B) /or purposes of subsection (b)(1)(C), the amount of the

charitable contributions for the taxable year (and for all prior
taxable years beginning after December 31, 1963) shall be
determined without the ap-lication of subsection (b)(5) and
solely by reference to charitable contributions described in para-graph (i8).

If the taxpayer elects to have subsection (b)(1)(C) apply for the
taxable year, then for such taxable year subsection (a) shall apply
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only with respect to charitable contributions described in paragraph
(2), and no amount of charitable contributions made in the taxable
year or any pror taxable year may be treated under subsection (b) (5)
as having been made in the taxable year or in any succeeding taxable
year.

"(2) QUALIFIED CONTRIBUTIONS.-The charitable contributions
referred to in paragraph (1) are-

"(A) any charitable contribution described in subsection
(b)(1) (A);

"(B) any charitable contribution, not described in subsection
(b) (1) (A), to an organization described in subsection (c) (2)
substantially more than half of the assets of which is devoted
directly to and substantially all of the income oj which is
expended directly for, the active conduct of the activities consti-
tuting the purpose or function for which it is organized and
operated;
. "(C) any charitable contribution, not described in subsection

(b)(1)(A), to an organization described in subsection (c)(2)
which meets the requirements of paragraph (8) with respect
to Such charitable contribution; and

"(D) any charitable contribution payment of which is made
on or before the date of the enactment of the Revenue Act of 1964.

"(8) ORGANIZATIONS EXPENDING AT LEAST 50 PERCENT OF
DONOR'S CONTRIBUTIONS.-An organization shall be an organization
referred to in paragraph (2) (C), with respect to any charitabt'e
contribution, only if-

"(A) not later than the close of the third year after th, organi-
zation's taxable year in which the contribution is received (or
before such later time as. the Secretary or his delegate may allow
upon good cause shown by such organization), such organization
expends an amount equal to at least 50 percent of such contri-
bution for-

"(i) the active conduct of the activities constituting the
purpose or function for which it is organized and operated,

"(ii) assets which are directly devoted to such active
conduct,

"(iii) contributions to organizations which are described
in subsection (b) (1) (A) or in paragraph (2) (B) of this sub-
section, or

"(iv) any combination of the foregoing; and
"(B) for the period beginning with the taxable year in which,

such contribution is received and ending with the taxable year in
which subparagraph (A) is satisfied with respect to such con-
tribution, such organization expends all of its net income
(determined without regard to capital gains and losses) for the
purposes described in clauses (i), (ii), (iii), and (iv) of sub-
paragraph (A).

I the taxpayer so elects (at such time and in such manner as the
secretary or his delegate by regudations prescribes) with respect to

contributions made by him to any organization, then, in applying
subparagraph (B) with respect to contributions made by him to such
organization during his taxable year for which such election is made
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and during all his subsequent taxable years, amounts expended by
the organization after the close of any of its taxable years and on or
before the 15th day of the thirdmonth following the close of such.
taxable year shall be treated as expended during such taxable year.

"(4) DISQUALIFYING TRANSACTIONS.-An organization shall be
an organization referred to in. subparagraph (B) or (C) of para-
graph (2) only if at no time during the period consisting of the
organization's taxable year in which the contribution is received, its
8 preceding taxable years, and its 8 succeeding taxable years, such
organization-

"(A) lends any part of its income or corpus to
"(B) pays compensation (other than reasonable compensa-

tion for personal services actually rendered) to,
"(C) makes any of its services available on a preferential

basis to,
"(D) purchases more than a minimal amount of securities

or other pro erty from, or
"(E) sells more than a minimal amount of securities or

other property to,
the donor of such contribution, any member of his family (as defined
in section 267(c) (4)), any employee of the donor, any officer or em-
ployee of a corporation in which he owns (directly or indirectly) 60
percent or more in value of the outstanding stock, or any partner or
employee of a partnership in which he owns (directly or indirectly)
50 percent or more of the capital interest or profits interest. This
paragraph shall not apply to transactions occurring on or before the
date of te enactment of the Revenue Act of 1964."

Page 62, line 3, of the House engrossed bil," strike out '(g) and
(h)," alld insert: (h) and (i),

And the Senate agree to the same.
Amendment numbered 42:
That the House recede from its disagreement to the amendment

of the Senate numbered 42, and agree to the same with an amendment
as follows:

Page 14, line 8, of the Senate engrossed amendments, strike out the
period and insert:

, except that such amendments shall not apply to any transfer of a
future interest made before July 1, 1964, where-

(A) the sole intervening interest or right is a nontransferable
life interest reserved by the donor, or

(B) in the case of a joint gift by husband and wfye, the sole
intervening interest or right is a nontransferable life interest
reserved by the donors which expires not later than the death of
whichever of such donors dies later.

For purposes of the exception contained in the preceding sentence,
a right to make a transfer of the reserved life interest to the donee
of the future interest shall not be treated as making a life interest
transferable.

And the Senate agree to the same.
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Amendment numbered 43:
That the House recede from its disagreement to the amendment of

the Senate numbered 43, and agree to the same with an amendment
as follows:

Page 16 lines 1 and 2, of the Senate engrossed amendments
strike out 'may be prescribed by the Secretary or his delegate" and
insert: the Secretary or his delegate by regulations prescribes

And the Senate agree to the same.
Amendment numbered 46:
That the House recede from its disagreement to the amendment

of the Senate numbered 46, and agree to the same with an amendment
as follows:

Strike out the matter proposed to be stricken out and in lieu of the
matter proposed to be inserted by the Senate amendment insert thefollowing: "(B) The $600 limit of subparagraph (A) shall be increased

(to an amount not above $900) by the amount of expenses in-
curred by the taxpayerfor any period during which the taxpayer
had 2 or more dependents.

And the Senate agree to the same.
Amendment numbered 47:
That the House recede from its disagreement to the amendment of

the Senate numbered 47, and agree to the same with an amendment as
follows:

Page 19, line 21, of the Senate engrossed amendments, strike out
"$7,000" and insert: $6,000

And the Senate agree to the same.
Amendment numbered 50:
That the House recede from its disagreement to the amendment of

the Senate numbered 50, and agree to the same with amendments as
follows:

Strike out the matter proposed to be stricken out and omit the
matter proposed to be inserted by the Senate amendment.

Page 68, line 8, of the House engrossed bill, strike out "219" and
insert: 218

Page 71 of the House engrossed bill, in the matter following line 14,
strike out " 'seo. 219. Cross reference.' 1 and insert: "se. 1. Cron references."

And the Senate agree to the same.
Amendment numbered 54:
That the House recede from its disagreement to the amendment of

the Senate numbered 54, and agree to the same with an amendment
as follows:

Page 22, line 18, of the Senate engrossed amendments, strike out
"215" and insert: 214;.and the Senate agree to the same.

Amendment numbered 55:
That the House recede from its disagreement to the amendment

of the Senate numbered 55, and agree to the same with an amendment
as follows:

Strike out the matter proposed to be stricken out and in lieu of the
matter proposed to be inserted by the Senate amendment insert the
following: £16; and the Senate agree to the same.
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Amendment numbered 57:
That the House recede from its disagreement to the amendment

of the Senate nmnbered 57, and agree to the same with amendments
as follows:

Page. 31, line 18, of th,. Senate engrossed amendments, strike out
"217" and insert: 216

Page 32, line 1, of the Senate engrossed amendments, beginning
with whichh' strike out all through "80a-2))" in line 5 and insert:
which is a face-amount certificate company registered under the Invest-
ment Company Act of 1940 (15 U.S.C. 80a-1 and following) and which
is subject to the banking laws of the State in which such institution is
incorporated, interest on face-amount certificates (as defined in sectilm
2(a)(15) cf such Act)

Page 32, line 13, of the Senate engrossed amendments, strike out
"25 percent" and insert: 15 percent

And the Senate agree to the seme.
Amendment numbered 58:
That the House recede from its disagreement to the amendment of

the Senate numbered 58, and agree to the same with an amendment
as follows:

In lieu of the matter proposed to be inserted by the Senate amend-
ment insert the following:
SEC. 217. LIMITATION OF TRAVEL ALLOCATION REQUIREMENTTO FOREIGN TRAVEL.

(a) LIMITATION OF APPLICATION OF SECTION 274(c).-Section 274(c)
(relating to traveling) is amended to read as jfblTis:

"(c) CERTAIN FoREIoN TRAVEL.-
"(1) IN GENERAL.-In the case of any individual who travels

outside the United States away from home in pursuit of a trade or
business or in pursuit of an activity described in section 212, no
deduction shall be allowed under section 162 or section 212 for that
portion of the expenses of such travel otherwise allowable under such
section which, under regulations prescribed by the Secretary or his
delegate, is not allocable to such trade or business or to such activity.

"(2) Excl:.TIoN.-Paragraph (1) shall not apply to the expenses
of any travel outside the United States away from home if-

"(A) such travel does not exceed one week, or
"(B) the portion of the time of travel outside the United

States away from home which is not attributable to the pursuit
of the taxpayer's trade or business or an activity described
in section 212 is less than 25 percent of the total time on such
travel.

"(3) DOMESTIC TRAVEL EXCLUDED.-For purposes of this subsec-
tion, travel outside the United States does not include any travel
from one point in the United States to another point in the United
States."

(b) EFECTIVE DAT.-The amendment made by subsection (a) shall
apply with respect to taxable years ending after December 81, 1962, but
only in respect of periods after such date.

And the Senate agree to the same.
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Amendment numbered 59:
That the House recede from its disagreement to the amendment of

the Senate numbered 59, and agree to the same with an amendment
as follows:

Page 33, line 6, of the Senate engrossed amendments, strike out
"219" and insert: 218; and the Senate agree to the same.

Amendment numbered 60:
That the House recede from its disagreement to the amendment of

the Senate numbered 60, and agree to the same with an amendment
as follows:

Page 35, line 2, of the Senate engrossed amendments, strike out
"220" and insert: 219; and the Senate agree to the same.

Amendment numbered 61:
That the House recede from its disagreement to the amendment of

the Senate numbered 61, and agree to the same with amendments as
follows:

Page 37, line 2, bf the Senate engrossed amendments, strike out
"221" and insert: 220

Page 44 of the Senate engrossed amendments, after line 22, insert:
If for the period (or part thereof) referred to in clauses (ii)
and (iii) sueh corporation has no gross income, the provisions
of clauses (ii) and (iii) shall be treated as satisfied if it is rea-.
sonable to anticipate that, with respect to the first taxable year
thereafter for which such corporation has gross income, the
provisions of such clauses will be satisfied.

And the Senate agree to the same.
Amendment numbered 62:
That the House recede from its disagreement to the amendment of

the Senate numbered 62, and agree to the same with an amendment
as follows:

Strike out the matter proposed to be stricken out and in lieu of the
matter proposed to be inserted by the Senate amendment insert the
following: 221; and the Senate agree to the same.

Amendment numbered 70:
That the House recede from its disagreement to the amendment of

the Senate numbered 70, and agree to the same with an amendment
as follows:

In lieu of the matter proposed to be inserted by the Senate amend-
ment insert the following:

"(6) APPLICATION OF SUBSECTION (b)(5) WHERE OPTIONS ARE

FOR STOCK OF SAME CLA88 IN SAME CORPORATION.-The reguire-
ment of subsection (b)(5) shall be considered to have been met in
the case of any option (referred to in this paragraph as 'new option')
granted to an individual if-o

"(A) the new option and all outstanding options referred to
in subsection (b)(5) are to purchase stock of the same class in
the same corporation, and

"(B) the new option by its terms is not exercisable while
there is outstanding (within the meaning of paragraph (2)) any
qualified stock option (or restricted stock option) which was
granted, before the granting of the new option, to such individual
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to purchase stock in such corporation at a price (determined as
of the date of grant of the new option) higher than the option
price of the new option.

And the Senate agree to the same.
Amendment numbered 96:
That the House recede from its disagreement to the amendment of

the Senate numbered 96, and agree to the same with an amendment as
follows:

In lieu of the matter proposed to be inserted by the Senate amend-
ment insert the following:
SEC. 222. SALES AT RETAIL UNDER REVOLVING CREDIT PLANS.

(a) TREATMENT UNDER INSTALLMENT METHoD.-Section 458
(relating to installment method of accounting) is amended by adding
at the end thereof the following new subsection:

"(e) REVOLVING CREDIT TYPE PLANs.-For purposes of subsection
(a), the term 'installment plan' includes a revolving credit type plan which
provides that the purchaser of personal property at retail may pay for
such property in a series of periodic payments of an agreed portion of the
amounts due the seller under the plan, except that such term does not
include any such plan with respect to a purchaser who uses his account
primarily as an ordinary charge account.'

(b) EF.FECTIVE DATE.-The amendment made by subsection (a) shall
apply in respect of sales made during taxable years beginning after

december 81, 1968.
And the Senate agree to the same.
Amendment numbered 97:
That the House recede from its disagreement to the amendment of

the Senate numbered 97, and agree to the same with amendments as
follows:

Page 57, line 14, of the Senate engrossed amendments, strike out
"224" and insert: 23

PANg 57, line 14 of the Senate engrossed amendments, strike out"ADCREDITS-"

Page 57, line 17, of the Senate engrossed amendments, strike out
"tOR CREDIT"

Page 58, line 4, of the Senate engrossed amendments, strike out
"or credit"

Page 58, line 6, of the Senate engrossed amendments, strike out
"or credit"

Page 58. line 7, of the Senate engrossed amendments, after the
period and before the quotation marks insert: This subsection shall
not apply in respect of the deduction for income, war profits, and excess
profits taxes imposed by the authority of any foreign country or possession
of the United States.

Page 58, line 11, of the Senate engrossed amendments, strike out
"sentence" and insert: sentences

Page 58, line 19, of the Senate engrossed amendments, strike out
"or credit"

Page 58, line 22, of the Senate engrossed amendments, strike out
"or credit" *

Page 58, line 23, of the Senate engrossed amendments, after the
period and before the quotation Warks insert: The preceding sentence

28576 C8.~'
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shall not apply in respect of the deduction for income, war profits, and
excess profits taxes imposed by the authority of any foreign county or
possession of the United States.

Page 60, line 4, of the Senate engrossed amendments, strike out
"or credit"

Page 61, line 3, of the Senate engrossed amendments, strike out
"or credit"

Page 61, line 12, of the Senate engrossed amendments, strike out
"or credit"

And the Senate agree to the same.
Amendment numbered 98:
That the House recede from its disagreement to the amendment

of the Senate numbered 98, and agree to the same with an amendment
as follows:

Strike out the matter proposed to be stricken out and in lieu of the
matter proposed to be inserted by the Senate amendment insert the
following: 224; and the Senate agree to the same.

Amendment nurabered 99:
That the House recede from its disagreement to the amendment of

the Senate numbered 99, and agree to the same with an amendment
as follows:

Strike out the matter proposed to be stricken out by the Senate
amendment and in lieu thereof insert the following:

(C) CERTAIN CARRYINo CHARGES.-SectiOn 163(b)(1) (relating to
installment purchases where interest charge is not separately stated) is
amended-

(1) by striking out "personal property is purchased" and inserting
in lieu thereof "personal property or educational services are pur-
chased"; and

(2) by adding at the end there of the following new sentence: "For
purposes of this paragraph, the term 'educational services' means any
service (including lodging) which is purchased from an educational
institution (as defined in section 151 (e) (4)) and which is provided
for a student of such institution."

And the Senate agree to the same.
Amendment numbered 100:
That the House recede from its disagreement to the amendment of

the Senate numbered 100, and agree to the same with an amendment
as follows:

Strike out the matter proposed to be stricken out and in lieu of the
matter proposed to be inserted by the Senate amendment insert
the following:

(d) EFFECrVE DATE.-The amendments made by ubsections (a)
and (b) shall apply to payments made after December 31, 1963, on
account of sales or exchanges of property occuirring after June 30, 1963,
other than any sale or exchange made pursuant to a binding written con-
tract (including an irrevocable written option) entered into before July 1,
1963. The amendments made by subsection (c) shall apply to payments
made dwing taxable years beginning after December 31, 1963.

And the Senate agree to the same.
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Amendment numbered 101:
That the House recede from its disagreement to the amendment of

the Senate numbered 101, and agree to the same with an amendment
as follows:

Strike out the matter proposed to be stricken out and in lieu of the
matter proposed to be inserted by the Senate amendment insert the
following: 225; and the Senate agree to the same.

Amendment numbered 104:
That the House recede from its disagreement to the amendment of

the Senate numbered 104, and agree to the same with an amendment,
as follows:

Strike out the matter proposed to be stricken out and in lieu of
the matter proposed to be inserted by the Senate amendment insert
the following: obligations,; and the Senate agree to the same.

Amendment numbered 105:
That the House recede from its disagreement to the amendment of

the Senate numbered 105, and agree to the same with an amendment as
follows:

In lieu of the matter proposed to be inserted by the Senate amend-
ment insert the following:

"(iii) rendering services or making facilities available
in connection with activities described in clauses (i) and
(ii) carried on by the corporation rendering services or
making facilities available, or

"(iv) rendering services or making facilities available to
another corporation which is engaged in the lending or
finance business (within the meaning of this paragraph),
if such services or facilities are related to the lending or.

finance business (within such meaning) of such other
corporation and such other corporation and the corpora-
tion rendering services or making facilities available are
members of the same affdiated group (as defined in section
1504).

And the Senate agree to the same.
Amendment numbered 106:
That the House recede from its disagreement to the amendment

of the Senate numbered 106, and agree to the same with an amendment
as follows:

Strike out the matter proposed to be stricken out and in lieu of the
matter proposed to be inserted by the Senate amendment insert the
following: unless the loans, notes, or installment obligations are

evidenced or secured by contracts of conditional sale,
chattel mortgages, or chattel lease agreements arising out
of the sale oj goods or services in the course of the borrower's
or transferor's trade or business, or

And the Senate agree to the same.
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Amendment numbered 141:
That the House recede from its disagreement to the amendment

of the Senate numbered 141, and agree to the same with an amend-
ment as follows:

Strike out the matter proposed to be stricken out by the Senate
amendment and in lieu thereof insert:

(j) INCREASE IN BASIS W1iTH RESPECT TO CERTAIN FOREIGN
PERSONAL HOLDING COMPANY STOCK OR SECURITIES.-

(1) IN GENERAL.-Part II of subchapter 0 of chapter I (relating
to basis rules of general application) is amended by redesignating
section 1022 as section 1023 and by inserting after section 1021 the
following new section:

"SEC. 1022. INCREASE IN BASIS WITH RESPECT TO CERTAIN FOR-
EIGN PERSONAL HOLDING COMPANY STOCK OR
SECURITIES.

"(a) GENERAL RULE.-The basis (determined under section
1014(b) (5), relating to basis of stock or securities in a foreign personal
holding company) of a share of stock or a security, acqitired from a de-
cedent dying after December 31, 1963, of a corporation which was a
foreign personal holding company for its most recent taxable year ending
before the date of the decedent's death shall be increased by its propor-
tionate share oj any Federal estate tax attributable to the net appreciation
in value of ali of such shares and securities determined as
provided in this section..

"(b) PROPORTIONATE SHARE.-For purposes of subsection (a), the
proportionate share of a share of stock or of a security is that amount
which bears the same ratio to the aggregate increase determined under
subsection (c)(2) as the appreciation in value of such share ',r security
bears to the aggregate appreciation in value of all such shares and secu-
rities having appreciation in value.

"(C) SPECIAL RULES AND DEFINITIONS.-For purposes of this
section-

"(I) FEDERAL ESTATE TAx.- The term 'Federal estate tax'
means only the tax imposed by section 2001 or 2101, reduced by any
credit allowable with respect to a tax on prior transfers by section
2013 or 2102.

"(2) FEDERAL ESTATE TAX ATTRIBUTABLE TO NET APPRECIA-
TION IN VALE.- The Federal estate tax attributable to the net
appreciation in value of all shares of stock and securities to which
subsection (a) applies is that amount which bears the same ratio to
the Federal estate tax as the net appreciation in value of all of such
shares and securities bears to the value of the gross estate as deter-
mined under chapter 11 (including section 2032, relating to alter-
nate valuation).

"(3) NET APPRECIATION.-The net appreciation in value qf all
shares and securities to which subsection (a) applies is the amount
by which the fair market *value of all such shares and securities
exceeds the adjusted basis of such property in the hands of the decedent.

"(4) FAiR MARKET VALUE.-For purposes of this section, the
term 'fair market value' means fair market valut determined under
chapter 11 (including section 2032, relating to alternate valuation).

"(d) LIMITATIONS.- This section shall not apply to any foreign
personal holding company referred to in section 842(a)(2)." --
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(2) AMENDMENT OF SECTION 1016(a).-Section 1016(a) (re-
lating to ad ustments to basis) is amended by striking out the period
at the end thereof and by inserting in lieu thereof a semicolon and by
adding at the end thereof the following new paragraph:

"(21) to the extent provided in section 1022, relating to increase
in basis for certain foreign personal holding company stock or
securities."

(3) CLERICAL AMENDMENT.-The table of sections for part II
of subchapter 0 of chapter 1 is amended by striking out

"Sec. 1022. Cross references."

and inserting in lieu thereof the following:
"Sec. 1022. Increase in basis with respect to certain foreign personal

holding company stock or securities.
"Sec. 10283. Cross references."

And the Senate agree to the same.
Amendment numbered 145:
That the House recede from its disagreement to the amendment

of the Senate numbered 145, and agree to the same with an amendment
as follows:

Strike out the matter proposed to be stricken out by the Senate
amendment and in lieu thereof insert.:

(4) The amendments made by subsection (j) shall apply in
respect of decedents dying after December 81, 1963.

And the Senate agree to the same.
Amendment numbered 147:
That the House recede from its disagreement to the amendment of

the Senate numbered 147, and agree to the same with an amendment
as follows:

Strike out the matter proposed to be stricken out and in lieu of
the matter proposed to be inserted by the Senate amendment insert
the following: 226; and the Senate agree to the same.

Amendment numbered 149:
That the House recede from its disagreement to the amendment of

the Senate numbered 149, and agree to the same with an amendment
as follows:

Strike out tile matter proposed to be stricken out and in lieu of the
'matter proposed to be inserted by the Senate amendment insert the
following: 227; andi the Senate agree to the same.

Amendment numbered 162:
That the House recede from its disagreement to the amendment of

the Senate numbered 162, and agree to the samb with an amendment
as follows:

Page 68, line 22, of the Senate engrossed amendments, strike out
"229" and insert: 228; and the Senate agree to the same.

Amendment numbered 163:
* That the House recede from its disagreement to the amendment of
the Senate numbered 163, and agree to the same with an amendment
as follows:

Page 70, line 22, of the Senate engrossed amendments, strike out
"230" and insert: 229; and the Senate agree to the same.
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Amendment numbered 166:
That the House recede from its disagreement to the amendment of

tile Senate numbered 166, and agree to the same with an amendment
as follows:

Strike out the matter proposed to be stricken out by the Senate
amendment and in lieu thereof insert the following:
SEC. 230. CAPITAL LOSS CARRYOVERS FOR TAXPAYERS OTHER

THAN CORPORATIONS.
(a) IN GENERAL.-Section 1212 (relating to capital loss carryover)

is amended-
(1) by string out "If for any taxable year the taxpayer" and

inserting in liu'thereof:
"(a) CORPORATIOVS.-If for any taxable year a corporation"; and

(2) by adding at the end thereof the following new subsection:
"(b) OTHER TAXPAYERS.-

"(1) IN OENRAL.-If a taxpayer other than a corporation has
a net capital l6ss for any taxable year beginning after December 31,
1968-

"(A) the excess of the net short-term capital loss over the pet
long-term capital gain for such year shall be a short-term
capital loss in the succeeding taxable year, and

"(B) the excess of the net long-term capital loss over the net
short-term capital gain for such year shall be a long-term
capital loss in the succeeding taxable year.

For purposes of this paragraph, in determining such excesses an
amount equal to the excess of the sum allowed for the taxable year
under section 1211(b) over the gains from sales or exchanges of
capital assets (determined without regard to this sentence) shall be
treated as a short-term capital gain in such year.

"(2) TRANSITIONAL RuLE.-In the case of a taxpayer other than
a corporation, there shall be treated as a short-term capital loss in
the first taxable year beginning after December 31, 1968, any amount
which is treated as a short-term capital loss in such year under this
subchapter as in efect immediately before the enactment of the
Revenue Act of 1964."
(b) TECHNICAL AmENDMBNTS.-

(1) Section 1222(9) (relating to net capital gain) is amended to
read as follows:

"(9) NET CAPITAL AIN.-In the case of a corporation, the
term 'net capital gain' means the excess of the gains from sales or
exchanges of, capital assets over the losses from such sales or ex-
changes."

(2) 7e second sentence of section 1222(10) (relating to net
capital loss) is amended by striking out "For the purpose" and in-
serting in lieu thereof "In the case of a corporation, for the purpose".

(c) EFFECrIVE DATE.-The amendments made by this section shall
apply to taxable years beginning after December 81, 1968.

And the Senate agree to the same.
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Amendment numbered 167:
That the House recede from its disagreement to the amendment of

the Senate numbered 167, and agree to the same with an amendment
as follows:

Strike out the matter proposed to be stricken out and in lieu of the
matter proposed to be inserted by the Senate amendment insert the
following: 231; and the Senate agree to the same.

Amendment numbered 168:
That the House recede from its disagreement to the amendment of

the Senate numbered. 168, and agree to the same with an amendment
as follows:

Strike out the matter proposed to be stricken out and in lieu of the
matter proposed to be inserted by the Senate amendment insert the
following: 232; and the Senate agree to the'same.

Amendment numbered 177:
That the House recede from its disagreement to tile amendment of

the Senate numbered 177, and agree to the same with an amendment
as follows:

Page 81, line 11, of the Senate engrossed amendments, strike out
"235" and insert: 238; and the Senate agree to the same.

Amendment numbered 178:
That the House recede from its disagreement to the amendment of

the Senate numbed 178, and agree to the same with an amendment
as follows:

Strike out the matter proposed to be stricken out and in lieu of the
matter proposed to be inserted by the Senate amendment insert the
following: 284; and the Senate agree to the same.

Amendment numbered 179:
That the House recede from its disagreement to the amendment

of the Senate numbered 179, and agree to the same with an amend-
ment as follows:

Strike out the matter proposed to be strickmn out and in lieu of the
matter proposed to be inserted by the Senate amendment insert the
following: 285; and the Senate agree to the same.

Amendment numbered 185:
That the House recede from its disagreement to the amendment

of the Senate numbered 185, and agree to the same with an amend-
ment, as follows:

Strike out the matter proposed to be stricken out and insert the
matter proposed to be inserted by the Senate amendment and on
page 268 of the House engrossed bill strike out lines 20, 21, and 22,
and insert:

(0) ADOPTED CHILD-For purposes of this section, a legally
adopted child of an individual shall be treated as a child of
such individual by blood.

And the Sente agree to the same.
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Amendment numbered 193:
That the House recede from its disagreement to the amendment of

the Senate numbered 193, and agree to the same with an amendment
as follows: *

In lieu of the matter proposed to be inserted by the Senate amend-
ment insert the following:
SEC. 236. VALIDITY OF TAX LIENS AGAINST PURCHASERS OF

MOTOR VEHICLES.
(a) PURCHASERS WITHOUT ACTUAL NOTICE OR K1vOWLEDGB oF

LIEN.-Section 6828 (relating to validity of liens for Federal taxes) is
amended by redesignating subsection (d) as subsection (e) and by insert-
ing after subsection (c) the following new subsection:

"(d) ExcEPTION IN CASE OF MOTOR VEHICLES.-
"(1) ExcEPTION.-Even though notice of a lien provided in

section 6821 has been filed in the manner prescribed in subsection
(a) of this section, the lien shall not be valid with respect to a motor
vehicle, as defined in paragraph (2) of this subsection, as against
any purchaser of such motor vehicle for an adequate and full ton-
sideration in money or money's worth if-

" (A) at the time of the purchase the purchaser is without
notice or knowledge of the existence of such lien, and

" (B) before the purchaser obtains such notice or knowledge,
he has acquired possession of such motor vehicle and has not
thereafter relinquished possession of -such motor vehicle to the
seller or his agent.

"(2) DEFINITION OF MOTOR VEHICLE.-A5 used in this subsec-
tion, the term 'motor vehicle' means a self-propelled vehicle which is
registered for highway use under the laws of any State or foreign
country. "f

(b) LIENS FOR ESTATE AND GIFT TAxEs.-Section 6824f (relating
to special lien fotr estate and gift taxes) is amended by adding at the end
thereof the following new subsection:

"(d) EXCEPTION IN CASE OF MOTOR VEHicLEs.-The lien imposed
by subsection (a) or (b) shall not be valid with respect to a motor vehicle,
as defined in section 6828 (d) (2), as against any purchaser of such motor
vehicle for an adequate and full consideration in money or money's
worth if-

,"(1) at the time of the purchase the purchaser is without notice or
knowledge of the existence of such lien, and

"(2) before the purchaser obtains such notice or knowledge, he
has acquired possession of such motor vehicle and has not thereafter
relinquished possession of such motor vehicle to the seller or his
agent." I

(c) CLERICAL AMENDMENTS.-
(1) Section 6828(a) is amended by striking out "subsection (c)"

and inserting in lieu thereof "subsections (c) and .(d)".
(2) Section 6824 is amended by inserting alter "subsection (c)

(relating to transfers of securities)" in subsecions (a) and (b) the
following: "and subsection (d) (relating to purchases of motor
vehicles)".

(d) EFFECTIVE DATES.-The amendments made by this section shall
apy onl with respect to purchases made after the date of the enactment
oA th e A S Ct.And the Senate agree to the samie.
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Amendment numbered 194:
That the House recede from its disagreement to the amendment of

the Senate numbered 194, and agree to the same with an amendment
as follows:

In lieu of the matter proposed to be inserted by the Senate amend-
ment insert the following:
SEC. 237. EXCLUSION OF EARNED INCOME OF CERTAIN UNITED

STATES CITIZENS WHO ARE RESIDENTS OF FOREIGN
COUNTRIES.

(a) REDUCTION OF LIMITATION.-Subparagraph (B) of section
911(c) (1) (relating to limitations on amount of exclusion) is amended by
striking out "$85,000" and inserting in lieu thereof "$25,000".

(b) EFFECTIVE DATE.-The amendment made by subsection (a) shall
apply to taxable years beginning after December 31, 1964.

And the Senate agree to the same.
Amendment numbered i96:
That the House recede from its disagreement to the amendment of

the Senate numbered 196, and agree to the same with an amendment
as follows:

In lieu of the matter proposed to be inserted by the Senate amend-
inent insert the following:
SEC. 238. LOSSES ARISING FROM CONFISCATION OF PROPERTY

BY CUBA.
Section 165 (relating to losses) is amended by redesignating subsec-

tion (i) as subsection (j) and by inserting after subsection (h) the fol-
lowing new subsection:

(i)CERTAIN"PROPERTY CONFISCATED BY CUBA.-For purposes of
this chapter, any'loss of tangible property, if such loss arises from expro-
priation, intervention, seizure, or similar taking by the government of
C'ba, any political subdivision thereof, or any agency or instrumental
of the foregoing, shall be treated as a loss from a casualty within the
meaning of subsection (c) (8)."

And the Senate agree to the same.
Amendment numbered 197:
That the House recede from its disagreement to the amendment of

the Senate numbered 197, and agree to the same with an amendment
as follows:

In lieu of the matter proposed to be inserted by the Senate amend-
ment insert the following:
SEC. 239. CREDIT OR REFUND OF SELF-EMPLOYMENT TAX.

Section 6511 (relating to limitations on credit or refund) is amended
by adding at the end of subsection (d) the following new paragraph:

"(5) SPECIAL PERIOD OF LIMITATION WITH RESPECT TO SELF-
EMPLOYMENT TAX IN CERTAIN CASES.-If the claim for credit or
refund relates to an overpayment of the tax imposed by chapter 2
(relating to the tax in self-employment income) attributable to an
agreement, or modification of an agreement, made pursuant to
section 218 of the Social Security Act (relating to coverage of State
and local employees), and if the allowance of a credit or refund of such
overpayment is otherwise prevented by the operation of any law or rule

28-76 -4i-8
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of law other than section 7122 (relating to compromises), such credit or
refund may be allowed or made if claim therefor is filed on or before
the later of the following dates: (A) the last day of the second year
after the calendar year in which such agreement (or modification) is
agreed to by the State and the Secretary of Health, Education, and
Welfare, or (B) December 81, 1965."

And the Senate agree to the same.
Amendment numbered 198:
That the House recede from its disagreement to the amendment of

the Senate numbered 198, and agree to the same with amendments as
follows:

Page 92, line 2, of the Senate engrossed amendments, strike out
"243" and insert: 240

Page 93, line 3, of the Senate engrossed amendmnenats, after "1939"
insert: attributable to such interest, including any extensions thereof,

And the Senate agree to the same.
W. D. MILLS,
CECIL R. KING,
THOSE. J. O'BRIEN,
HALE BOGGS,
JOHN W. BYRNES,
VICTOR A'. KNOX,

Managers on the Part of the House.
HARRY F. BYRD,
RUSSELL B. LONG,
GEORGE SMATHERS,
CLINTON P. ANDERSON,

JOHN J. WILLIAMS,
FRANK CARLSON,
WALLACE F. BENNETT,

Managers on the Part of the Senate.



STATEMENT OF THE MANAGERS ON THE PART OF THE
HOUSE

The managers on the part of the House at the conference on the
disagreeing votes of the two Houses on the amendments of the Senate
to the bill (H.R. 8363) to amend the Internal Revenue Code of 1954
to reduce individual and corporate income taxes, to make certain
structural changes with respect to the income tax, and for other pur-
poses, submit the following statement in explanation of the effect of
the action agreed upon by the conferees and recommended in the
accompanying conference report:

The following Senate amendments made technical, clerical, clarify-
ing, or conforming changes: 2, 3, 5, 6, 7, 9, 14, 15, 19, 22, 24, 27, 28,
33, 34, 38, 39, 40, 44, 45, 48, 49, 50, 51, 52, 55, 62, 63, 65, 68, 69, 72,
73, 75, 77, 78, 79, 80, 89, 90, 92, 93, 94, 98, 101, 103, 104, 110, 112,
113, 115, 118, 120,. 121, 122, 123, 125, 126, 127, 128, 130, 134, 135,
136, 138, 140, 142, 143, 144, 145, 146, 147, 148, 149, 150, 152, 154,
155, 156, 157, 158, 159, 160, 161, 167, 168, 169, 170, 172, 173, 174,
175, 176, 178, 179, 180, 181, 182, 183, 184, 185, 186, 187, 188, 189,
190, 191, and 192. With respect to these amendments (1) the House
either recedes or recedes with amendments which are technical,
clerical, clarifying, or conforming in nature; or (2) the Senate recedes
in order to conform to other action agreed upon by the committee of
conference.

DECLARATION BY CONGRESS

Amendment No. 1: Section 1 of the bill as passed by the House
provided that it is the sense of Congress that the tax reduction pro-
vided by the bill, through stimulation of the economy, will, after a
brief transitional period, raise (rather than lower) revenues and that
such revenue increases should first be used to eliminate the deficits
in the administrative budgets and then to reduce the public debt.
Such section also provided that, to further the objective of obtaining
balanced budgets in the near future, Congress by this action recog-
nizes the importance of taking all reasonable means to restrain
Government spending and urges the President to declare his accord
with this objective. Senate amendment No. 1 strikes out this section
of the bill.

The Senate recedes.

REDUCTION OF TAX RATES-RETIREMENT INCOME CREDIT

Amendment No. 4: Section 37(a) of the code provides the general
rule that the credit against tax for retirement income shall be deter-
mined by multiplying the retirement income (as defined in and limited
by see. 37) by the rate provided in section 1 of .the code (relating to
tax imposed on individuals) for the first $2,000 of taxable income.
The bill as passed by the House provided t~lat the credit shall be
equal to 15 percent of such retirement income. Senate amendment

19
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No. 4 retains the change made by the bill as passed by the House
except that in the case of a taxable year beginning in 1964 the amend-
ment provides that the credit shall be equal to 17 percent of such
retirement income.

The House recedes.

RETIREMENT INCOME CREDIT IN CASE OF CERTAIN JOINT RETURNS

Amendment No. 8: Section 37 of the code provides a credit against
tax for retirement income. To be eligible for the credit, an individual
must have received earned income in excess of $600 in each of 10
calendar years before the taxable year and (except in the case of pen-
sions and annuities under a public retirement system) must have at-
tained the a e of 65 before the close of the taxable year. Under sec-
tion 37(d) of the code the amount of retirement income taken into
account in the case of any individual may not exceed $1,524 less (1)
amounts received in the taxable year as pensions and annuities (includ-
ing social security and railroad retirement benefits) which are excluded
from gross income, and (2) if the individual has not attained the age
of 72, adjustments for earned income received in the taxable year.

Senate amendment No. 8 adds a new subsection (i) to section 37
of the code. The new subsection provides an increase in the $1,524
amount in the case of certain joint returns where both the husband
and wife have attained age 65 before the close of the taxable year.
If both spouses meet the 10-year earned income requirement and if
in the case of either spouse the sum of the retirement income and of
the amounts described in paragraphs (1) and (2) of section 37(d) of
the code which reduce the $1,524 amount is less than $762, then the
$1,524 amount is to be.icreased with respect to the other spouse by
an .amount equal to the excess-of $762 over such sum. If either
spouse does not meet the 10-year earned income requirement, the
$1,524 amount is to be increased with respect to the other spouse by
an amount equal t6 the excess of $762 over the amounts described in
paragraphs (1) and (2) of section 37(d) of the code received by his
spouse.

The House recedes with an amendment. Under the conference
agreement, a husband and wife who make a joint return for the taxable
year and both of whom have attained the age of 65 before the close of
the taxable year may elect to determine the amount of the credit
allowed by section 37(a) of the code by applying the special rules of
the new section 37(i)(2). These special rules provide that (1) if
either spouse meets the 10-year earned income requirement the other
spouse shall be considered as also meeting that requirement, and (2)
section 37(d) (relating to limitation on retirement income) shall be
considered as providing that the amount of the combined retirement
income of both spouses is not to exceed $2,286 less the sum of the
amounts for each spouse specified in paragraphs (1) and (2) of section
37(d) (that is, amounts received in the taxable year as pensions and
annuities which are excluded from gross income, and amounts repre-
senting adjustments for certain earned income received during the
taxable year). Under the conference agreement, this new provision
will apply to taxable years beginning after December 31, 1963.
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EFFECTIVE DATE FOR REPEAL OF REQUIREMENT THAT BASIS OF SECTION
38 PROPERTY BE REDUCED BY 7 PERCENT

Amendments Nos. 10, 11 12, 13, 16, 17, and 18: Section 48(g) of
the code requires the basis of any section 38 property (that is, property
with respect to which an investment credit is allowable) to be re-
duced by an amount equal to 7 percent of the qualified investment
with respect to such property. The bill as passed by the House
repealed section 48(g) of the code, provided special rules to increase
the basis of property placed in service before July 1, 1963 (the effec-
tive date of the repeal), and made conforming changes in the code.
The repeal and conforming changes apply (1) in the case of property
placed in service after June 30, 1963, with respect to taxable years
ending after such date, and (2) in the case of property placed in
service before July 1, 1963, with respect to taxable years beginning
after June 30, 1963.

Senate amendments Nos. 10, 11, 12, 13, 16, 17, and 18 change the
"June 30, 1963" and "July 1, 1963" dates to "December 31, 1963"
and "January 1, 1964", respectively, for purposes of both the effec-
tive date provisions and the special rules relating to property placed
in service before the effective date.

The House recedes.

GROUP-TERM LIFE INSURANCE PURCHASED FOR EMPLOYEES

Amendment No. 20: The bill as passed by the House added a
new section 79 to the code. In general, the new section 79 requires
an employee to include in gross income for the taxable year an amount
equal to the cost of group-term life insurance on his life under policies
carried by his employers, but only to the extent that such cost exceeds
the sum of (1) the cost of so much of such insurance as does not ex-
ceed $30,000 of such protection, and (2) tho amount (if any) paid by
the employee toward the purchase of the insurance.-

Senate amendment No. 20 in effect increases the $30,000 amount
referred to above to $70,000.

The House recedes with an amendment. Under the conference
agreement the new section 79 of the code requires an employee to
include in gross income for the taxable year an amount equal to the
cost of group-term life insurance on his life under policies carried by
his employers, but only to the extent that such cost exceeds the sum
of (1) the cost of $50,000 of such insurance and (2) the amount
(if any) paid by the employee toward the purchase of such insurance.
In providing for the inclusion, to the extent specified, in a taxpayer's
income of certain amounts representing the cost of group-term life
insurance, it is not intended that such insurance include the death

.benefits in so-called travel insurance or accident and health policies
where such policies do not provide general death benefits.

Amendment No. 21: Under the bill as passed by the House the cost
of group-term life insurance on the life of an employee provided during
any period was to be determined on the basis of uniform premiums
(com puted on the basis of 5-year age brackets); except that, at the
election of the employer with respect to any employee, the cost was
to be determined on the basis of the actual average premium cost
under the policy for the ages included within the age bracket which
would be applicable to the employee but for the election.
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Senate amendment No. 21 deletes the election (policy cost method)
so that the cost is to be determined in all cases under the uniform pre-
mium method.

The House recedes. It is the understanding of the conferees that
the Treasury Department will study the table of premiums at attained
ages contained in the committee reports on the bill to see whether
this table should not be replaced by a table which reflects the most
recent mortality experience and which may possibly make some
allowance for expense factors.

Amendment No. 23: The bill as passed by the House added a new
section 218 to the code to provide a deduction in the case of certain
employees where group-term life insurance in excess of $30,000 is pro-
vided under policies carried by his employers. The deduction in the
case of any employee was to be an amount equal to the excess (if any)
of (1) the amount paid by the employee toward the purchase of such
insurance in excess of $30,000, over (2) the cost of such insurance in
excess of $30,000 (suctk cost to be determined in a specified manner).

Senate amendment No. 23 strikes out this provision.
The House recedes.
Amendments Nos. 25 and 26: Under the bill as passed by the

House, the cost of group-term life insurance included in the income
of the employee under the new section 79 was not excluded from
income tax withholding. Under Senate amendment No. 25, no part
of the cost of group-term life insurance is to be subject to income tax
withholding. Senate amendment No. 26 adds a new section 6052 to
the code (1) to require the employer to file an information return
setting forth the cost of such insurance, to the extent such cost is in-
cludible in the gross income of the employee, and (2) to furnish a
statement to the employee showing the cost shown on the return.
This amendment also makes conforming changes in section 6678 of
the code, relating to penalty for failure to furnish statements.

The House recedes with a clerical amendment.
Amendment No. 29: The new section 79(b) of the code provides

exceptions to the general rule of section 79(a) which requires an em-
ployee to include in gross income a portion of the cost of certain
group-term life insurance. Under section 79(b)(2)(B), the general
rule is not to apply to the cost of any portion of the group-term life
insurance on the life of an employee provided during part or a! of the
taxable year of the employee under which a person described in section
170(c) of the code (relating to definition of charitable contributions)
is the sole beneficiary. The effect of Senate amendment No, 29
is to treat the insurance contract as satisfying this condition for the
period beginning January 1, 1964, and ending April 30, 1964, in The
case of a taxable year beginning before May 1, 1964, if the condition
is satisfied for the portion after April 30, 1964, of the employee's first
taxable year ending after such date.

The House recedes.

INCLUSiON IN GROSS INCOME OF REIMBURSED MEDICAL EXPENSES TO
THE EXTENT THAT THE REIMBURSEMENT EXCEEDS THE EXPENSES

Amendment No. 30: Section 204 of the bill as passed by the House
added a new section 80 to the code. The new section 80 required
that amounts received through accident or health insurance for medi-
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cal expenses be included in gross income to the extent the aggregate
of such amounts received for any personal injury or sickness exceeds
the aggregate amount of the medical expenses incurred by' the tax-
payer for such injury or sickness.

Senate amendment No. 30 strikes out this section of the bill.
The House recedes.

AMOUNTS RECEIVED UNDER WAGE -CONTINUATION PLANS

Amendment No. 31: Section 105(d) of the code (relating to wage
continuation plans) provides (subject to a $100 weekly rate limitation)
that gross income does not include amounts received as accident or
health insurance if such amounts constitute wages or payments in
lieu of wages for a period during which the employee is absent from
work on account of personal injury or sickness. Under existing law,
in the case of a period during which the employee is absent from work
on account of sickness, the exclusion from gross income does not apply
to amounts (sick pay) attributable to the first 7 calendar days in
such period unless the employee is hospitalized on account of sickness
for at least 1 day during such period.

Under the bill as passed by the House, the exclusion from gross
income was not to apply to amounts (sick pay) attributable to the
first 30 calendar days in any period of absence from work on account
of personal injury or sickness. Senate amendment No. 31 has the
same effect as the bill as passed by the House where the amounts
(sick pay) received exceed 75 percent of the regular weekly rate of
wages of the employee. Under the Senate amendment, if the
amounts (sick pay) received are less than 75 percent of the regular
weekly rate of wages of the employee, the exclusion from gross income
is not to apply to amounts attributable to the first 7 calendar days
in the period of absence from work unless the employee is hospitalized
on account of sickness for at least 1 day during such period.

The House recedes with an amendment which provides that if the
amounts (sick pay) received are at a rate not exceeding 75 percent of
the employee's regular weekly rate of wages, the exclusion from gross
income is to apply to amounts attributable to the first 30 calendar
days of the period of absence to the extent of a weekly rate of $75,
but is not to apply to amounts attributable to the first 7 calendar
days in such period unless the employee is hospitalized on account of
personal injuries or sickness for at least 1 day during such period.

DENIAL OF DEDUCTIONS FOR CERTAIN STATE, LOCAL, AND FOREIGN
TAXES

Amendment No. 32: Section 207 of the bill as passed by the House
amended section 164 of the code (relating to deduction of taxes) to
provide for the allowance of a deduction for those State, local, and
foreign taxes listed in the bill. Senate amendment No. 32 adds to
the list:

(1) State and local taxes on the sale of gasoline, diesel fuel,
and other motor fuels; and

(2) State and local taxes on the registration or licensing of
high . ay motor vehicles and on licenses for the operation of
hig away motor vehicles.
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The House recedes with an amendment. Under the conference
action, State and local taxes on the sale of gasoline, diesel fuel, and
other motor fuels will remain deductible. However, State and local
taxes on the registration or licensing of highway motor vehicles and
on licenses for the operation of highway motor vehicles will no longer
be deductible (unless paid or accrued in carrying on a trade or business
or an activity described in sec. 212 of the code).

Amendment No. 35: In amending section 164 of the code, the bill
as passed by the House eliminated the deduction permitted by exist-
ing section 164(b) (5) (B) of the code for certain taxes assessed against
local benefits levied by special taxing districts described in such
section. The effect of Senate amendment No. 35 is to continue the
allowance of the deduction for such taxes if the special taxing district
was in existence on December 31, 1963, and the taxes are levied for
the purpose of retiring indebtedness existing on such date.

The House recedes.

CHARITABLE, ETC., CONTRIBUTIONS AND GIFTS

Amendment No. 36: Under existing section 170(b) (1) (C) of the
code, an individual is allowed an unlimited charitable contribution
deduction if in the taxable year, and in 8 of the 10 preceding taxable
years, the charitable contributions and the income taxes paid by the
taxpayer during such year exceed 90 percent of his taxable income
computed without deduction for charitable contributions, personal
exemptions, and net operating loss carrybacks. Under existing law,
the unlimited charitable contribution deduction is computed by
reference to charitable contributions to those organizations to which
the general 20-percent limitation applies, whether or not those
organizations are ones to which the, additional 10-percent limitation
also applies.

This amendment redesignates subparagraph (D) of section 170 (b) (1)
of the code as subparagraph (E) and inserts a new subparagraph (D)
which provides, in effect, that if the taxable year begins after December
31, 1963-

(1) section 170 (b) (1) (C) shall apply only at the election of the
taxpayer; and

(2) in determining whether the 90-percent requirement is
satisfied in the taxable year and in 8 of the 10 preceding taxable
years, the amount of the charitable contributions for the taxable
year (and for all prior taxable years beginning after December 31,
1963) is to be determined Without the application of section
170(b)(5) of the code (carryover of certain excess contributions
by individuals, added by Senate amendment No. 37) and solely
by reference to charitable contributions described in section
170(b) (1) (A) of the code, as amended by section 209(a) of the
bill (i.e., contributions to those organizations to which the
additional 10-percent limitation applies).

If the taxpayer elects to have section 170(b)(1)(C) apply for the tax-
able year, then for such taxable year the deduction under section
170(a) of the code applies only with respect to charitable contribu-
tions to those organizations to which the additional 10-percent limi-
tation applies. In addition, io amount of charitable contributions
made in the taxable year or any prior taxable year may be treated
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under the new section 170(b)(5) as having been made in the taxable
year or in any succeeding taxable year.

The House recedes with amendments. Under the conference
agreement, section 170 of the code is amended by inserting after
subsection (f) (added by subsec. (e) of sec. 209 of the bill) a Dew sub-
section (g).

Paragraph (1) of such new subsection (g) provides that if the tax-
able year begins after December 31, 1963- '

(A) section 170(b)(1)(C) shall apply only at the election of
the taxpayer; and

(B) in determining whether the 90-percent requirement is
satisfied in the taxable year and in 8 of the 10 preceding taxable
years, the amount of the charitable contributions for the taxable
year (and for all prior taxable years beginning after December
31, 1963) is to be determined without the application of section
170(b)(5) of the code (carryover of certain excess contributions
by individuals, added by Senate amendment No. 37) and solely
by reference to the charitable contributions which are described
in paragraph (2) of new subsection (g).

If the taxpayer elects to have section 170(b)(1)(C) apply for the tax-
able year, then for such taxable year, the deduction under section
170(a) of the code applies only wich respect to charitable contributions
which are described in paragraph (2) of new subsection (g). In
addition, no amount of charitable contributions made in the taxable
year or any prior taxable year may be treated under section 170(b)(5)
as having been made io the taxable year or in any succeeding taxable
year.

Under the conference agreement, the charitable contributions,
which are referred to in paragraph (1) and described in paragraph (2)
of new subsection (g), which qualify for application of the unlimited
charitable contribution deduction are-

(A) any charitable contribution described in section
170(b)(1)(A) of the code;

(B) any charitable contribution, not described in section
170(b)(1)(A) of the code, to an organization described in section
170(c) (2) of the code (certain organizations organized and
operated exclusively for religious, charitable, scientific, literary,
or educational purposes or for the prevention of cruelty to
children 'or animals) substantially more than half of the assets
of which is devoted directly to and substantially all of the income
of which is expended directly for, the active conduct of the
activities constituting the purpose or function for which it is
organized and operated (as distinguished from making contribu-
tions to other organizations organized and operated for such
purpose.or function);

(C) any charitable contribution, not described in section
170(b) (1) (A.) of the code, to an organization described in section
170(c)(2) of the code which meets the requirements of new sub-
section (g)(3) with respect to such charitable contribution; and

(D) any charitable contribution taken into account under
existing section 170(b)(1)(C) of the code payment of which is
made on or before the date of the enactment of the bill.

Under the conference agreement, a contribution to an organization
which is referred to in new subsection (g) (2) (C) qualifies only if such

28-576 0-4----4
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organization meets the two requirements described in new subsection
(g) (3) with respect to such contribution. The first of such require-
ments is that-

(A) not later than the close of the third year after the orgai-
zation's taxable year in which the contribution is received (or
before such later time as tbe Secretary of the Treasury or his dole-
gate may allow upon good cause shown by such organization),
such organization expeilds an amount equal to at least 50 percent
of such contribution for-

(i) he active conlucL of le actLivities collstittiig the
purpose or function for which it is organized and operated
(as distinguished from making contributions to otlier or-
anizations 6rganized and operated for such purpose or

function),
(ii) assets which are directly devoted to such active

conduct,
(iii) contributions to organizations which are described in

section 170(b)(1)(A) of the code or in paragraph (2)(B) of
the new subsection (g), or

(iv) any combination of the foregoing.
If an amount expended as provided in subparagraph (A) is used to
qualify any contribution under this 50-percent test, to the extent so
used such amount may not be used as an expenditure for purposes of
qualifying another contribution under subparagraph (A), whether
such other contribution was made by the same donor or by another
donor.

The second of such requirements with respect to such contribution
is that.--

(B) for the period beginning with the beginning of the taxable
year in which such contribution is received and ending with the
close of the taxable year in which the 50-percent test is satisfied
with respect to such contribution, such organization expends all
of its net income (determined without regard to capital gains
and losses) for the purposes described in clauses (i), (ii), (iii),
and (iv) of paragraph (3)(A).

If the organization has shown, to the satisfaction of the Secretary of the
Treasury or his delegate, that good cause exists for extending the
period during which the organization must expend an amount equal
to 50 percent of the contribution in question, and the Secretary or
his delegate allows such an extension, the requirement that the
organization must expend all of its net income applies with'respect to
the organization's net income for the period beginning with the
begiimng of the taxable year in which such contribution is received
and ending with the close of the taxable year in which it expends all
amount equal to 50 percent of such contribution. Thus, for example,
if the Secretary of the Treasury or his delegate extends the time within
which an organization may expend an amount equal to at least 50
)ercent of a contribution until the close of the fifth taxable year after

the organization's taxable year in which the contribution is received
and the 50-percent test is satisfied during such fifth year, the require-
ment of subparagraph (B) is satisfied only if the net income for thc
6-year period is exp'3nded as required by subparagraph (B). On the
other hand, if the 50-percent test is satisfied during the taxable year
in which the contribution is received, the requirement of subparagraph
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(B) is satisfied if the net income for such taxable year is expended as
required by subparagraph (B).

Under the conference agreement, subsection (g)(3) also provides
the taxpayer with an election (to be exercised in accordance with
regulations prescribed by the Secretary of the Treasury or his dele-
gate) with respect to contributions made by him to an organization
referred to in subsection (g) (2) (C. If the taxpayer so elects with
respect to contributions made by him to such an organization, then,
in applying the expenditure of income requirement with respect to
contributions made by him to such organization during his taxable
year for which such election is made and during all his subsequent
taxable years, amounts expended by the organization after the close
of any of its taxable years and on or before the 15th day of the third
month following the close of such taxable year shall be treated as ex-
pended during such taxable year.

Under the conference -agreement, for the contribution to qualify
under section 170(b) (1) (C) of the code an additional requirement, as
described in new subsection (g)(4) (disqualifying transactions), must
be met by an organization referred to in new subsection (g)(2) (B) or
(C). An organization shall be an organization referred to in new sub-
section (g)(2) (B) or (C) only if at no time during the period con-
sisting of the organization's taxable year in which the contribution is
received, its 3 preceding taxable years, and its 3 succeeding taxable
years, such organization-

(A) lends any part of its income or corpus to-
(B) pays compensation (other than reasonable compensation

for personal services actually rendered) to;
() makes any of its services available on a preferential basis

to;
(D) l)urchases more than a minimal amount of securities or

other property from; or
(E) sells moire than a minimal amount of securities or other

property to,
the donor ot such contribution, any member of his family (as defined
in section 267(c)(4) of the bode), any employee of the donor, any
officer or employee of a corporation in which he owns (directly or
indirectly) 50 percent or more in value of the outstanding stock, or
any partner or employee of a partnership in which he owns (directly
or indirectly) 50 percent or. more of the capital interest or profits
interest. An exception to this provision makes it inapplicable to
transactions which occurred on or before the date of the enactment
of the bill.

Amendment No. 37: This amendment adds a new paragraph (5)
to section 170(b) of the code to provide a 5-year carryover of certain
charitable contributions made by individuals in taxable years begin-
ning after December 31, 1963, where the amount of the contributions
exceeds 30 percent of the taxpayer's adjusted gross income (computed
without regard to net operating loss carrybacks). Under the amend-
iment, the amount carried from a taxable year (and the amount thereof

treated as paid in a succeeding taxable year) is determined solely by
reference to charitable contributions to those organizations to which
the additional 10-percent limitation applies.

Tie House recedes.
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Amendment No. 41: The bill as passed by the House added a now
subsection (f) to section 170 of the code to provide, in general, that
payment of a charitable contribution which consists of a future inter-
est in tangible personal property shall be treated as made only when
all intervening interests in (and rights to the actual possession or
enjoyment of) the property have expired or are held by persons other
than the taxpayer (or certain related parties). The bill as passed by
the House excepted from this rule any charitable contribution where
the sole intervening interest or right is a nontransferable life interest
reserved by the donor (or donors in the case of a joint gift by husband
and wife). Senate amendment No. 41 strikes out this exception.

The House recedes on this amendment, but under the conference
actionA on Senate amendment No. 42, the exception in the bill as
passed by the House is restored with respect to transfers of future
interests before July 1, 1964.

Amendinent No. 42: Senate amendment No. 42 relates to the effec-
tive dates for the amendments made by the bill to section 170 of
the code. In the case of individuals, the effective dates are the same
as provided by the bill as passed by the House.

Under the bill as passerby the House, the amendments providing
a 5-year carryover of charitable contributions made by corporations
applied with respect to contributions which are paid (or treated as
paid under sec. 170(a)(2) of the code) in taxable years beginning
after December 31, 1963. Under Senate amendment No. 42, the
amendments are to apply to taxable years beginning after December
31, 1963, with respect to contributions which are paid (or treated
as paid under sec. 170(a)(2) of the code) in taxable years beginning
after December 31, 1961.

The House recedes with an amendment (see discussion of Senate
amendment No. 41).

LOSSES ARISING FROM EXPROPRIATION OF PROPERTY BY GOVERNMENTS
OF. FOREIGN COUNTRIES

Amendment No. 43: In general, the effect of this amendment is to
permit a taxpayer to elect (for any taxable year ending after December
31, 1958) a 10-year carryover under section 172 of the code (relating
to net operating loss deduction) of the portion of the net operating
loss for such year attributable to a foreign expropriation loss for such
year in lieu of the existing 3-year carryback and 5-year carryover.
The 10-year carryover is not to apply unless the foreign expropriation
loss equals or exceeds 5Q percent of the net operating loss. .The term
"foreign expropriation loss" is defined to mean, for any taxable year,
the sum of the losses sustained by reason of the expropriation, inter-
vention, seizure, or similar taking of property by the government of
any foreign country, any political subdivision thereof, or any agency
or instrumentality of the foregoing. For this purpose, a debt which
becomes worthless is to be treated as a loss to the extent of. any
deduction allowed under section 166(a) of the code.

The amount of any loss taken into account in determining a foreign
expropriation loss may not exceed the taxpayer's adjusted basis for the
property or bad debt in question since the foreign expropriation loss
must arise from a loss described in section 165 of the code or a bad
debt described in section 166; in both of these cases the deduction
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allowed may not exceed the adjusted basis for purposes of the sale or
other disposition of the property.If a taxpayer makes the election for a taxable year ending before
January 1, 1964, special rules are provided (with respect to any year
affected by the election) to extend to the close of December 31, 1965,
the time for making or changing any choice or election under sections
901 through 905 of the code (relating to forei n tax credit) and to
extend to the close of December 31 1968 the time for assessing
deficiencies and filing claims for refund or credit of overpayments.

The House recedes with a technical amendment.

CARE OF DEPENDEiTG,,

Amendment No. 46: The bijljas passed by both the House and the
Senate ang4nds section 214 .if the--code (relating o deduction for
expenses for care of cert in dependent ). Under thl bill as passed
by the ,fouse, sectiofi 21 (b) (1) limited the deductionI under section
214(a)/for any t able ye r to $600,,ekcept that the $60 limit was to
be inc'eased (t an amou4xnot abo e $900)7by \he amount of expenses
incurred by thetaxpayforny Ferioddiuriig which t e taxpayer
had two or more depeilnt ,ts (wit F tye meaning of an ended sec.
214 (1) of the code)./JI the case o 4 woman who is 1r arried, the
incr ase i tlewlimtatln n 'Wed only) foia-- period during which herru ~ s in c p 1-d stlfdo o t ecause m entally orl physical

,us is incapabl f s l " A
defe tive. - - rr:/ s m y s
Tle effect of'Senate.endmqift N. 46 'io retain the $ 00 amount

for a period during which thQ ta xpyr had two dendent, to increase
the $000 amoumt-to $1,000 16Fi peri d during which Athe taxpayer
had t4e or more dependent and to otpit tl~eprovision which would
limit th%1 application of-these ner am unt in the ose of married
women. . /

The House recedes with an-amendment which retains the $900
amount for d,,period during which the taxpayer had two or more
dependents andoits the provision which w uld limit the application
of this new amount'in the -case of marrdjd omen.

Amendment No. 471:-ider-the bill as passed by the House,
section 214(b) further provided, in the case of a woman who is married
and in the case of a husband whose wife is incapacitated, that the
deduction otherwise allowable under section 214(a)-

(1) would not be allowed unless the couple files a joint return;
and

(2) would be reduced dollar for dollar to the extent that the
couple's combined adjusted gross income exceeds $4,500.

These conditions did not apply in certain' specified situations. The
effect of the Senate amendment No. 47 is to retain these conditions
and exceptions, except that the Senate amendment substitutes
$7,000 for the $4,500 amount.

The House recedes with an amendment which provides that this
amount will be $6,000.

DEDUCTION FOR POLITICAL CONTRIBUTIONS

Amendment No. 53: This amendment adds a new section 218 to
the code. Section 218(a) provides that in the case of an individual,
there shall be allowed as a deduction any political contribution pay-
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ment of which is made by the taxpayer within the taxable year.
Section 218(b) limits the deduction to $50 for any taxable year,
except that in the case of a joint return of a husband and wife the
limit is $100.

The Senate recedes.

100-PERCENT DIVIDENDS-RECEIVED DEDUCTION FOR MEMBERS OF
ELECTING AFFILIATED GROUPS

Amendment No. 54: This amendment adds a new section to the bill
which amends section 243 of the code (relating to tihe deduction for
certain dividends received by corporations) to provide a 100-percent
deduction in the case of "qualifying dividends", and makes conform-
ing technical amendments.

As amended, section 243(b)(1) defines the term "qualifying divi-
dends" to mean dividends received by a corporation which (at the
close of the day the dividends are received) is a member of the same
affiliated group of corporations (as defined in see. 243(b)(5)) as the
corporation distributing the dividends, if (1) such affiliated group has
made an election under section 243(b)(2) which is effective for the
taxable years of its members which include such day; and (2) the
dividends are distributed out of earnings and profits of a taxable
year of the distributing corporation ending after Decenber 31, 1963,
with respect to which two requirements are satisfied. First, the dis-
tributing corporation and the recipient corp oration must have been
members of suclh affiliated group on each (lay of such taxable year.
Second, an election under section 1562 (relating to election of multiple
surtax exemptions) miust not be effective for such taxable year.

Section 243(b) (2) prescribes rules for the making of an election and
the taxable years to which it applies. Under section 243(b) (3), if an
election by an affiliated group is effective with respect to a taxable
year of the common parent corporation, then under regulations pre-
scribed by the Secretary of the Treasury or his delegate-

(1) no member of such affiliated group may consent to an
election under section 1562 for such taxable year;

(2) the members of such group will be treated as one taxpayer
for purposes of making the elections under section 901(a) (re-
lating to allowance of foreign tax credit) and section 904(b)(1)
(relating to election of overall limitation); and

(3) the members of such affiliated group will be limited to (i)
one $100,000 minimum accumulated earnings credit under section
535(c) (2) or (3); (ii) oee $100,000 limitation for exploration
expenditures under section 615 (a) and (b); (iii) one $400,000
limitation for exploration expenditures under section 615(c) (1);
(iv) one $25,000 limitation on small business deductions of life
insurance companies under sections 804 (a) (4) and 809 (d) (10) ; and
(v) one $100,000 exemption for purposes of estimated tax filing
requirements under section 6016 and the addition to tax under
section 6655 for failure to pay estimated tax.

Section 243(b)(4) provides for the termination of an election under
section 243(b) (2) either by the filing by the group of a termination of
tile election or by the filing of a statement by a new member of the
group that it does not consent to the election.

Section 243(b)(5) provides that the term "affiliated group" has the
meaning assigned to it by section 1504(a) of the code except that for
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purposes of the 100-percent dividends received deduction insurance
companies subject to taxation under section 802 or 821 of the code
are not to be excluded by section 1504(b) (2) from a group and are not
to be considered under section 1504(c) as a separate group. Section
243(b) (6) provides special rules for insurance companies.

The amendments providing for the 100-percent dividends received
deduction are to apply with respect to dividends received in taxable
years ending after December 31, 1963.

Tie House recedes with a clerical amendment.

INTEREST ON LOANS INCURRED TO PURCHASE CERTAIN INSURANCE
AND ANNUITY CONTRACTS

Amendment No. 56: The bill as passed by the House amended
section 264 of the code to provide that under certain circumstances,
no deduction is allowed for interest on loans incurred or continued to
purchase or carry certain life insurance endowment, or annuity con-
tracts. This new provision was to apply only in respect of contracts
purchased after August 6, 1963. Under the Senate amendment No.
56 this new provision applies only in respect of contracts purchased
after December 31, 1963.

The Senate recedes.

INTEREST ON INDEBTEDNESS INCURRED OR CONTINUED TO PURCHASE
OR CARRY TAX-EXEMPT BONDS

Amendment No. 57: Section 265(2) of the code provides that no
deduction shall be allowed for interest on indebtedness incurred or
cQntinued to purchase or carry obligations (other than certain obliga-
tions of the United States) the interest on which is wholly exempt
from income tax. Under Senate amendment No. 57, a new sentence
is added to section 265(2) to provide that, in applying the preceding
sentence to a financial institution (other than a bank) which is subject
to the banking laws of the State in which such institution is incorpo-
rated, interest-

(1) on face-amount certificates (as defined in sec. 2(a)(15) of
the Investment Company Act of 1940 (15 U.S.C. 80a-2)) issued
by the institution; and

(2) on amounts received by such institution to be applied to-
ward the purchase of such face-amount certificates to be issued by
the institution-

is not to be considered as interest on indebtedness incurred or con-
tinued to purchase or carry obligations the interest on which is wholly
exempt from income tax to the extent that the average amount of such
obligations held by such institution during the taxable year (as deter-
mined under regulations prescribed by the Secretary of the Treasury
or his delegate) does not exceed 25 percent of the average of the total
assets of the institution during the taxable year (as so determined).
The new provision is to apply with respect to taxable years ending after
the date of the enactment of the bill.

The House recedes with amendments, Under the conference
agreement, the new sentence added to section 265(2) of the code by
the Senate amendment is to apply only with respect to interest on
face-amount certificates, and on amounts received toward the pur-
chase of such certificates, issued by a face-amount certificate company



REVENUE ACT OF 1064

(registered under the Investment Company Act of 1940), and the
percentage contained in the new sentence is reduced to 15 percent.
In providing that the financial institutions specified in this provision
are not to be denied interest deductions under section 265(2) of the
code to the extent that the average amount invested by such an insti-
tution in tax-free obligations does not exceed 15 percent of the average
of its total assets, it is not intended to imply that an interest deduction
is to be denied because of investments in excess of the specified 15-
percent level if the taxpayer establishes that indebtedness was not
"incurred or continued to purchase or carry" these excess obligations.
Nor is it intended that any inference with respect to years before the
effective date of this provision be drawn from the enactment of this
provision.

ALLOCATION OF CERTAIN TRAVELING EXPENSES

Amendment No. 58: Section 274(c) of the code provides that in the
cese of any individual who is traveling away from home in pursuit of a
trade or business or in pursuit of an activity described in section 212,
no deduction shall be allowed under section 162 or section 212 for that
portion of the expenses of such travel otherwise allowable under such
section which, under regulations prescribed by the Secretary of the
Treasury or his delegate, is not allocable to such trade or business or to
such activity. Such provision, however, does not apply to the ex-
penses of any travel away from home which does not exceed 1 week
or where the portion of the time away from home which is not attrib-
utable to the pursuit of the taxpayer's trade or business or to an activ-
ity specified in section 212 is less than 25 percent of the total time
away from home on such travel. Senate amendment No. 58 strikes
out subsection (c) of section 274 of the code, effective with respect to
taxable years ending after December 31, 1962, but only in respect of
periods after such date.

The House recedes with an amendment which, ill effect, retains
section 274(c) of the code but limits its application to foreign travel.
Under the conference agreement, section 274(c) will only apply to an
individual's travel outside the United States away from home. Travel
from one point in the United States to another point in the United
States is not to be considered travel outside the United States, even
though it may constitute a portion of the trip in which the taxpayer
travels to a point outside the United States. Section 274(c), as
amended, will not apply to the expenses of any travel outside the
United States aivay from home, if such travel does not exceed I week,
or if the portion of the time of travel outside the United States away
from home which is not attributable to the pursuit of the taxpayer's
trade or business or an activity described in section 212 is less than 25
percent of the total time on such travel. Section 274(c), as amended,
will apply with respect to taxable years ending after December 31,
1962, but only in respect of periods after such date.

ACQUISITION OF STOCK IN EXCHANGE FOR STOCK OF CORPORATION
WHICH IS IN CONTROL OF ACQUIRING CORPORATION

Amendment No. 59: Under existing section 368(a) (1) (B) of the
code, the acquisition by one corporation, in exchange solely for all or
a part of its voting stock, of stock of another corporation qualifies as a
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"reorganization" if, immediately after the acquisit.on, the acquiring
corporation has control of such other corporation (whether or not
such acquiring corporation had control immediately before the acqui-
sition). Under Senate amendment No. 59, section 368(a)(1)(B) is
amended to permit an acquiring corporation to exchange either its
voting stock or the voting stock of a corporation which is in control
of the acquiring corporation for the stock of another corporation.
The amendment also makes technical and conforming changes. The
amendments apply with respect to transactions after December 31,
1963, in taxable years ending after such date.
The House recedes with a clerical amendment.

RETROACTIVE QUALIFICATION OF CERTAIN UNION-NEGOTIATED
MULTIEMPLOYER PENSION PLANS

Amendment No. 60: Section 401 of the code relates to qualified
pension, profit-sharing, and stock bonus plans. Senate amendment
No. 60 inserts a new subsection (i) in section 401.

The new subsection (i) applies to a trust forming part of a pension
plan which has been determined by the Secretary of the Treasury
or his delegate to constitute a qualified trust under section 401(a),
and to be exempt from taxation under section 501(a), for a period
beginning after contributions were first made to or for such trust.
The new subsection (i) provides that where such a trust meets certain
conditions, then it shall be considered as having constituted a qualified
trust under section 401(a), and as having been exempt from taxation
under section 501 (a), for the p,'riod beginning on the date on which
contributions were first made to or for such trust and ending on the
date such trust first constituted (without regard to the new sub-
section) a qualified trust.

The conditions referred to in the preceding paragraph require that
it be shown to the satisfaction of the Secretary of the treasury or his
delegate that: (1) Such trust was created pursuant to a collective
bargaining agreement between employee representatives and two or
more employers who are not related (determined under regulations
prescribed by the Secretary of the Treasury or his delegate); (2) any
disbursements made prior to the period for which the trust was
determined to be qualified (without regard to the new subsection)
substantially comply with the terms of the trust (and plan) as so
qualified; and (3) prior to the period for which the trust was deter-
mined to be qualified (without regard to the new subsection) contri-
butions were not used in a manner which would jeopardize the interests
of the beneficiaries.

The new subsection (i) is to apply with respect to taxable years
beginning after December 31, 1953, and ending after August 16, 1954,
but only with respect to contributions made after December 31, 1954.

The House recedes with a clerical amendment.

QUALIFIED PENSION, ETC., PLAN COVERAGE FOR EMPLOYEES OF CERTAIN
SUBSIDIARY EMPLOYERS

Amendment No. 61: This amendment adds a new section to the
bill, relating to qualified pension, etc., plan coverage for employees
of certain subsidiary employers.
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Employees of foreign subsidiaries covered by social security agreements
Subsection (a) of the new section adds a new section 406 to part I

of subchapter D of chapter 1 of the code.
(a) Treatment as employees of domestic corporation.-The new section

406(a) sets forth the rules relating to the treatment of certain em-
ployees of foreign subsidiaries who are covered under a social security
agreement described in section 3121 (1) of the code, entered into at the
request of the domestic corporation, as employees of such domestic
corporation. The new section 406(a) only applies in the case of a
plan established and maintained by a domestic corporation which is
a pension, profit-sharing, or stock bonus plan described in section
401(a) of the code, an annuityplan described in section 403(a) of the
code, or a bond purchase plan described in section 405(a) of the code.
The new section 406(a) provides that in the case of such a plan an
individual who is a citizen of the United States and who is also an
employee of a foreign subsidiary (as defined in sec. 3121(1)(8) of the
code) of the domestic corporation shall be treated as an employee of
such domestic corporation if certain requirements are satisfied.

The first of the requirements of the new section 406(a) is that the
domestic corporation has entered into an agreement described in
section 3121(l) of the code, relating to agreements entered into by
domestic corporations with respect to foreign subsidiaries, and such
agreement covers the foreign subsidiary of the domestic corporation
in which the individual is employed.

The second requirement is that the qualified plan of the domestic
employer must expressly provide coverage for the U.S. citizen em-
ployees of all foreign subsidiaries which are covered tinder the agree-
ment described in section 3121(1) of the code which has been entered
into by the domestic corporation.

The third requirement for qualification of an individual as an
employee is that contributions under a funded plan of deferred
compensation (whether or not such plan is a qualified plan) are not
provided by any other person with respect to the remuneration paid
to such individual by the foreign subsidiary.

(b) Special rules for application of section 401 (a).- The new section
406(b) provides certain special rules for the application of section
401(a) of the code in the case of a plan which covers an individual
who is treated as an employee of a domestic corporation under the
new section 406(a).

Paragraph (1) of such section 406(b) provides certain rules regarding
the application of section 401 (a) (3)(B) and (4) of the code in the case
of a plan which covers such an individual. Paragraph (1)(A) of sec-
tion 406(b) provides that if such an individual is an office-, share-
holder, or person whose principal duties consist in supervising the
work of other employees of a foreign subsidiary of such domestic
corporation, lie shall be treated as having such capacity with respect
to the domestic corporation. Paragraph (1)(B) of section 406(b)
provides that the determination of whether an individual who is
treated as an employee tinder the new section 406(a) is a highly comn-
pensated employee tor purposes of section 401(a) (3)(B) and (4) of thecode is made by treating such individual's total compensation (as
computed in accordance with the provisions of par. (2) of sec. 406(b))
as compensation paid by the domestic corporation and by determining
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such individual's status as a highly compensated employee with regard
to such domestic corporation.

Paragraph (2) of the new section 406(b) sets forth the rules regarding
determination ef the compensation of an individual who is treated
as an employee ef a domestic corporation under section 406(a) of the
code. Such rules are applicable whenever the compensation of such
an individual is to be determined for the purpose of determining
whether the plan satisfies the requirements for qualification set forth
in section 401(a). Paragraph (2)(A) of section 406(b) provides
that, for the purpose of applying section 401 (a) (5) with respect, to such
an individual, his total compensation is the remuneration paid to him
by the foreign subsidiary which would constitute his total compen-
sation if his services had been performed for the domestic corporation
treated as his employer. In addition, such paragraph (2) (A) provides
that the portion of the individual's total compensation which con-
stitutes his basic or regular rate of compensation shall be determined
under regulations prescribed by the Secretary of the Treasury or
his delegate.

Paragraph (2) (B) of section 406(b) provides that an individual who
is treated as an employee under section 406(a) shall be treated as
having paid the amount paid by such domestic corporation which is
equivalent to the tax imposed by section 3101 of the code (relating
to the tax imposed on employees) with respect to such individual.

(c) Termination oj status as deemed employee not to be treated as
separation jromn service Jor purposes of capital gains provisions.-
Existing sections 402(a)(2) and 403(a)(2) of the code provide capital
gains treatment for certain distributions after an employee's separa-
tion from service. The new section 406(c) provides that for purposes
of applying section 402(a)(2) and section 403(a)(2) of the code with
respect to an individual who is treated as an employee of a domestic
corporation under section 406(a), such individual shall not be treated
as separated from the service solely by reason of the fact that-

(1) the agreement entered into by such domestic corporation
under section 31210) which covers the employment of such
individual is terminated 'under the provisions of such section;

(2) such individual becomes an employee of a foreign sub-
sidiary (as defined in sec. 3121(1)(8)) with respect to which an
agreement described in section 3121(1) does not apply;

(3) such individual ceases to be an employee within the mean-
ing of section 406(a) and becomes an employee of another corpo-
ration controlled by the domestic corporation; or

(4) the provision of the plan described in section 406(a)(2) is
terminated.

(d) Deductibility of contributions.-The new section 406(d) relates to
the deductibility of contributions made on behalf of an individual
who is treated as an employee of a domestic corporation by reason of
the provisions of section 406(a).

Paragraph (1) of the now section 406(d) provides that, for purposes
of applying sections 404 and 405(c) with respect to contributions
made to a qualified plan on behalf of an individual who is treated as
an employee of a domestic corporation under section 406(a), no
domestic corporation is allowed a deduction.. Paragraph (2) of the new section 406(d) provides that the amount
which would be deductible under section 404 or 4,05(e) by the domestic
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corporation if the individual who is an employee within tile meaning
of section 406(a) were its own employee is to be allowed as a deduction
to the foreign subsidiary.

Par'agraph (3) of the new section 406(d) provides that for the
purpose of computing the amount deductible under section 404 or
405(c) any reference to compensation shall be considered to be a
reference to tl total compensation of such individual determined
with the application of the rules set, forth in the new section 406(b) (2).

The new section 406(d) also provides that any amount deductible
by a foreign subsidiary under this section shall be deductible for its
taxable year with or 'within which the taxable year of the domestic
corporation ends.

(e) Treatment as employee under related provisions.-The new
section 406(e) provides that an individual who is treated as an em-
ployee of a domestic corporation under the new section 406(a) is
also to be treated as an employee of the domestic corporation with
respect to certain related provisions dealing with the tax treatment of
employees under the qualified plan.
Employees of domestic subsidiaries engaged in business outside the

United States
Subsection (b) of the new section added by the Senate amendment

adds a new section 407 to part I of subchapter D of chapter 1 of the
code.

(a) Treatment as employees of domestic parent corporation.-The
new section 407(a) sets forth the requirements which must be satis-
tied for a U.S. citizen who is emnployed by a domestic subsidiary
engaged in business outside the United States to be treated as an
employee of the domestic parent corporation.

Paragraph (1) of section 407(a) provides that for purposes of apply-
ing part I of subehapter D of chapter 1 of the code, with respect to a
qualified plan described in either section 401 (a), 403(a), or 405(a), of
a domestic parent corporation, an individual who is a citizen of the
United States and an employee of a domestic subsidiary (as defined
in par. (2) of sec. 407(a)) ofa domestic parent corporation shall be
treated as an employee of the domestic parent corporation if two re-
quirements are satisfied. The first of these requirements is that the
plan of the domesticc parent corporation must expressly provide cover-
age for U.S.-citizen employees of every domestic subsihiary (as defined
in par. (2) of sec. 407(a)). The second requirement is that contribu-
tions must not be provided for the employee by any other person
under a funded plan of deferred compensation (whether or not such
plan is a qualified plan).

Paragraph (2) of the new section 407(a) provides certain definitions
for purposes of section 407. Paragraph (2)(A) of section 407(a)
defines the term "domestic subsidiary" for purposes of section 407.
Such paragraph (2)(A) sets forth three requirements which must be
satisfied in order for a (lomnestic corporation to be classified as i
"domestic subsidiary". First, the domestic parent corporation imiust
own 80 percent or more of the outstanding voting stock of the subsidi-
ary corporation. Second, 95 percent or more of the subsidiary corpo-
ration's gross income for the 3-year period immediately preceding the
close of the, taxable year of such subsidiary which ends on or before
the close of the taxable year of the domestic parent corporation
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(or for such part of such period during which the corporation was
in existence) must be derived from sources without the United States.
The third requirement is that 90 percent or more of the subsidiary
corporation's gross income for such period (or such part) must be
derived from the active conduct of a trade or business.

Paragraph (2)(B) of section 407(a) defines the term "domestic
parent corporation" for purposes of section 407. A domestic parent
corporation for purposes of such section is the domestic corporation
which owns 80 percent or more of the outstanding voting stock of a
domestic subsidiary (as defined in paragraph (2)(A)).

(b) Special rules for application of section, 401 (a).-The new section
407(b) provides special rules for the application of section 401(a).
The rules are substantially the same as those prescribed in the new
section 406 (b)(1) and (2)(A), except that the provisions of section
407(b) relate to individuals who are employees within the meaning of
section 407(a).

(c) Termination of status as deemed employee not to be treated as
separation from service for purposes of capital gains provisions. -The
new section 407(c) relates to certain occasions when the termination
of the status as an employee within the meaning of section 407 shall
not be treated as separation from service for purposes of sections
402(a)(2) and 403(a)(2) of the code. The new section 407(c) provides
that an individual who is an employee of a domestic subsidiary but
who is treated as an employee of a domestic parent corporation under
the new section 407(a) shall not be considered as separated from the
service of the domestic parent corporation solely by reason of the
fact that-

(1) the domestic subsidiary ceases, for any taxable year, to be
a subsidiary within the ineaning of section 407(a)(2)(A);

(2) such individual ceases to be an employee of a domestic
subsidiary corporation and becomes an employee of another
corporation controlled by the domestic parent corporation; or

(3) the plan no longer contains the provision described in
section 407(a)(1)(A)..

(d) Deductibility of contributions.-The new section 407(d) provides
rules relating to the deductibility of contributions, made on behalf of
an individual who is an employee within the ineaning of section 407 (a).
These rules are substantially the same as the rules in the new section
406(d), except that the provisions of section 407 relate to contributions
on behalf of employees of domestic subsidiaries.

(e) Treatment as employee under related provisions.-The substantive
provisions of the new section 407(e) are the same as the new section
406(e), except that the provisions of section 407 relate to the tax
treatment of employees of domestic subsidiaries.
Technical am en dm ents

Subsection (c) of the new section added to the bill makes a conform-
ig change in a tal)le of sections an( amnends section 3121 (a)(5) of time
code (relating to definition of wages) and section 209(e) of the Social
Securit, Act (relating to definition of wages) to conform these (lefini-
tions to the Internd Revenue Code of 1954, as amended by the Self-
Employed Individuals Tax Retirement Act of 1962.
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the personal property to be paid for by the purchaser in installments
over a period of time.

The amendment to section 453(a) is to apply to taxable years be-
ginning after December 31, 1963.

The House recedes with an amendment. Under the conference
agreement, a new subsection (e) is added to section 453. New section
453(e) provides that, for purposes of section 453(a) of the code
(which in effect allows a dealer in personal property to return on
the installment basis income from sales of personal property on the
installment, plan), the term "imstallmieni plan" includes a revolving
credit type plan which provides that the purchaser of personal prop-
erty at. retail may pay for such property in a series of periodic pay-
ments of an agreed portion of the amounts due the dealer under the
plan, except, that such term does not include any .clh plan with
respect to a purchaser who uses his account primarily % 3 an ordinary
charge account. The new section 453(e) is to apply a respect of
sales made during taxable years beginning after December 31, 1963.

TIMING OF DEDUCTIONS AN) CREI)ITS IN CEIPTAIN CASES WERE ASSERTEI)
LIABILITIES ARE CONTESTED

Amendment No. 97: This amendment adds a new section to the
bill, relating to the timing of deductions and credits in certain cases
where asserted liabilities are contested.

(a) Taxable year of deductioni or credit.-Subsection (a) of the new
section amends section 461 of the 1954 code (relating to general rule
for taxable year of deduction) and section 43 of the 1939 code (relating
to period for which deductions and credits taken) to provide that if-

(1) the taxpayer contests an asserted liability;
(2) the taxpayer transfers money or other property to )rovide

for the satisfaction of the asserted liability;
(3) the contest with respect to the asserted liability exists

after the time of the transfer; and
(4) but for the fact, that the asserted liability is coiiteste(, i

deduction or credit. would be allowed for the taxable year of the
transfer (or for an earlier taxable year),

then the deduction or credit shall )e allowed for the taxable year of the
transfer.

(b) Eijective dates.---Subsection (b) of the new section provides that
except as provided by subsections (c) and (d) of thie new section, thie
amendment to the 1954 code is to apply to taxable years to which thie
1954 code applies and the amendment to tie 1939 code is to aj)ply to
taxable years to which tlie 1939 code applies.

(c) Election as to tran ifers in taxable years beyinniy before January
1, 196.-Paragraph (1) of subsection (c) of the new section added to
the bill provides that the amendments made to section 461 of the 1954
code and section 43 of the 1939 code by subsection (a) shall not apply
to any transfer of money or other property described in subsection (a)
made in a taxable year beginniing before January 1, 1964, if the tax-
payer elects, in the manner provided by regulations prescribed by the
Secretary of the Treasury or his delegate, to have such paragral)h (1)
apply. Such an election (1) must be made within 1 year after the date
of enactment of the bill, (2) may not be revoked after tie expiration
of such 1-year period, and (3) shall a)ply to all transfers of money or
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other property described in subsection (a) made in a taxable year
beginning before January 1, 1964 (other than transfers described in
par. (2) of subsec. (c)). In the case of any transfer to which paragraph
(1) applies, the deduction or credit shall be allowed only for the taxable
year in which the contest with respect to such'transfer is settled.

Paragraph (2) of subsection (c) provides that paragraph (1) of
subsection (c) shall not apply to any transfer if the assessment of any
deficiency which would result from the application of the election in
resl)ect. of such transfer is, on the date of the election under such para-
grayh (1), prevented by the operation of any law or rule of law.

raragra)h (3) of subsection (c) provides that if the taxpayer makes
an election under paragraph '(1) of subsection (c), and if, on the date
of such election, tile assessment of any deficiency which results from
thle application of the election in respect of any transfer is not pre-
vented by the operation of any law or rule of law, the period within
which assessment of such deficiency may be made shall not expire
earlier than 2 years after the date of enactment of the bill.

(d) Certain other tranJers in taxable years beginning before January 1,
1964.--Subsecticn (d) of the new section added to the bill provides
that the amendments made to section 461 of the 1954 code andsection
43 of the 1939 code by paragraphs (1) and (2), respectively, of sub-
section (a) shall not apply to any transfer of money or other property
described in subsection (a) made in a taxable year beginning before
January 1, 1964, if (1) no deduction or credit has been allowed in
respect of such transfer fin- any taxable year before the taxable year
in which the contest with respect to such transfer is settled, and
(2) refund or credit of any overpayment which would result from the
application of such amendments to such transfer is prevented by the
operation of any law or rule of law. In the case of any transfer to
which subsection (d) applies, the deduction or credit shall be allowed
for the taxable yea). in which the contest with respect to such transfer
is settled.

The House recedes with amendments. Under the conference agree-
ment, the amendments to section 461 of the 1954 code (relating to
general rule for taxable year of deduction) and section 43 of the 1.939
(ode (relating to period for which deductions and credits taken) do
not apply in respect of any credit against tax, and do not apply in
respect of the deduction for income, war profits, and excess profits
taxes imposed by the authority of any foreign country or possession
of the United States.

It is the understanding of the conferees that the new provisions
relating to the timing of deductions in certain cases where asserted
liabilities are contested do not affect the taxable year in which the
taxpayer may deduct items of a nature which are properly accruable
in a year before the year of payment.

INTEREST ON CERTAIN DEFERRED PAYMENTS

Amendment No. 99: Subsection (c) of section 215 of the bill as
passed by the House amended section 163(b) of the code to provide
that if personal services are purchased under a contract providing
for installment payments of part or all of the purchase price and if
the contract provides for carrying charges but the portion thereof
which constitutes interest cannot be ascertained, then the payments
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under the contract are treated, for purposes of tile interest deduction,
as if they included interest equal to 6 percent of tie average unpaid
balance. Senate anendnent No. 99 strikes this provision from the
bill.

Tile House recedes with an amoidjnont. Under the conference
agreement, this provision is restored t the bill but is made alppli(aftble
only with respect to edu(iationtil servicesO. F'or this purpose, tile terni
"educational services" is defined as 1iotaning tiny service (including
lodging) which is I)urchased fromn all educational institution (as
defin(d in section 151(e)(4) of the code) an1(d whliCh is )roVided for a
student of su(I institution.

Amendment No. 100: Under tie bill ats passed by tie House the
new provisions relating to the treatment of interest oml certain deferred
)aylents (subsec. (a) of this section of tile bill) were to apl)ply to

payments made after December 31, 1903, oil account of s41es or ex-
changes of property occurring after June 30, 1903. Sentito amelnd-
ment No. 100 J)rOV i(les, in addition, that t 10 new provisions will Riot
apply to a sae 1 or exchange made pursultlt to a binding writtll
contract (including an irrevocable writteni option) entered into before
July 1 19063.

The house recedes with all amnenldemlnt providing that the amen10d-
ments made to section 103(b)(1) of the (ode with respect to certain
payments for educational services are to ap)ly to paymnients made
during taxable years beginniing after )ecembier 31, 19063.

PERSONAL HOLDING COMPANIES

Amendments Nos. 102, 105, 106, and 107:
Excluded lending and finance- companue..--Un der tile bill as passedd

by tile House, a In(lill, or finance coinpany was excluded from the
definition of a l)ersonal 1oling company if it met four requirements:
(1) At least 60 percent of its ordinary gross income must be derived

irectly from tile active and regular conduct of a lending or finance
business; (2) its personal holhing company income (computed without
regard to income quadifying unler the 00-percent test; computed by
including as personal holding conil)ny income the entire amount of
the gross income from rents, royalties, produced film rents, and
compensation for the use of corporate prol)erty by shareholders; and
computed without regar( to certain income from domestic subsi(iaries
described in sec. 542M),(3) of tile code), plus tile interest described ill
section 543(b)(2)(C) of tile code, must not exceed 20 percent of the
ordinary gross income; (3) business deductions directly allocable to the
active and regular conduct of its lending or finance business must
equal or exceed the sum of 15 percent of its ordinary gross income up
to $600,000 plus 5 percent of its ordinary gross income between
$500,000 and $1,000,000; and (4) loans to substantial shareholders
must not exceed $5,000 in principal amount. Senate amnendmient No.
102 deletes tile provision that interest described in section 543(b) (2) (C)
be included with tile corporation's personal holding company income
in applying the 20-percent-of-or(inary-grioss-income test of section
5421 (6)(B) ( Which is described in clause (2) of tile preceding sentence.

The HOuse recedes on Senate Amendment No. 102.
Under tile bill as passed by tile House, section 542(d)(1)(A) of tile

code defined a lending or finance business, generally, as a business of
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making loans, or purchasing or discounting accounts receivable, notes,
or intstaltiient obligations. Senate amendment No. 106 amends the
definition of a lending or finance business in section 542(d)(1) to
include therein the business of rendering services or making facilities
availahlo to another jiember of the same affiliated group (as defined
in soc. 1504) which is also in the landing or finance business. The
1ouse rece es with un inenidment to Senate amendment No. 105.

Unler the conference agreement, the doflnitiotf of a lending or finance
business in section 542(d)(1) includes (1) rendering services or making
facilities availht)lo in connection with the activities of making loans,
or purchasiig or discounting ccounts receivable, notes, or installment
obligations where su ch activities are carried on by the corporation
rendering the services or making the facilities available, and (2)
rendering services or making facilities available to another corporation
which is a member of the same affiliated group and is engaged in the
lending or finance business, if such services or facilities are related to
the lending or finance business of such other corporation.

Under the bill as passed by the House, section 542(d)(l)(B)(i) pro-
vided that the term "lending or finance business" does not include
the business of making loans, or purchasing or discounting notes or
installment obligations, if the remaining maturity exceeds 60 months.
Senate amendment No. 106 excepts from this exclusion loans, notes,
and installment obligations evidenced or secured by contracts of con-
ditional sale, chattel mortgages, or lease agreements, arising out of
the sale of goods or services in the course of the transferor's or bor-
rower's trade or business. The House recedes with a clarifying
amendment.

Under the bill as passed by the House, section 542(d)(3) of the
code provided that the lawful income received by a lending company
which is in the small loan business (consumer finance business) from
domestic subsidiary corporations which are themselves excepted from
the definition of a personal holding company under section 542(c)(6)
is not iclue(ld for purposes of the 20-percent-of-ordinary-gross-
income test of section 542(c)(0)(B). Senate amendment No. 107
changes this provision in two respects. First, the corporation receiv-
ing such income may be any lending or finance comp any which meets
the 00-percent requirement of section 542(c)(6) (A). It does not
have to meet the requirement of being in the small loan (consumer
finance) business. Second, the payor corporation may be any member
of the same affiliated group (as defined in sec. 1504 of the code) as
the corporation receiving such income. Thus, the corporation re-
ceiving such income is not required to be the parent corporation of the
payor corporation. However, the payor corporation must still meet
the requirements of section 542(c)(0). The House recedes.

Amendments Nos. 108, 109, and 111:
Personal holding company income.-Subpection (d) of this section

of the bill amends section 543(a) of the code (relating to personal
holding company income). It also amends section 543(b) to provide
definitions of the new teris "ordinary gross income," "adjusted
ordinary gross income," "adjusted income from rents," and "adjusted
income from mineral, oil, and gts royalties." Subsections (a) and (b)
of section 543 are the same under the bill as passed by the House and
under the Senate amendments except for changes in section 543(a)(2)
(relating to rents), section 643(b)(2)(A) (relating to required adjust-
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Ieints il the amount of gross income fioru1 rents in(,ludible in adjusted
ordinary gross income) amld section 543(b)(4) (deiing "adjusted
imieomiio from mineral, oil, amid g royalties").

le'utv.. Selu mit e nld itiit, Io, 108 modiflies lio 10-perceiit test, ill
section 543(a)(2)(B) in Ole bill ls passed bly tie llose to provide
that adjusted income from rentS wivhch meets tie 50-1m'r.vei reqluire-
111Vnt of se(;io 543(a) (2) (A) shall not Ie tlrlot~ed as l)(rsollal holding
compally iliconio if tihe su1 of the ('ouiseit, divideldH (deterniinvd
under see. 565) ando tihe dividolelds paid or considered as Imid (doter-
mined under e('s. 562 uild 503) during Ime taxable year by dlie corpo-
ration to its shareholders equals or exceeds (.lie amount., if any, by
which the corporation's personal holding coin p ii('ome for the
taxable year (computed wit hout. regardl to su(,h rellts anud copollsatioll
for the use of the ('orpoI'lt, on ' property )y its shlarohol(ler, and
('oml)uteid l)y treating .cop)yrighit, royllities 1ti iojust.eh illconle from
mineral, oil, fin(d gas royalties as pler8o)nl holding (o1nuIlli in'ome)
exceeds 10 percent of tJie ordinary'gross income las (hellne(h ill ection1
543(b) (1). Th effect, of this modification il thOe 10-percent test.
al)plica )1e to rents is that, this test shall be deemed to be met, if the
shareholders are re(iuiredh to ilieludo ill their i1i(OlilO 115 (ividlensIs an
an11Oun11t which is at least. equial to (l ('orlloration's other personal
holding conplaly income whi(h is in excess of 10 percent of total
ordinary gross income. Tho House recedos.

Adjusment In rents included in adjusted ordinary gross incom.-
The bill as passed by (te louse defines in l)ragral)Ii (2? of section
543(b) of the eode,'tho teril adjustede d ordinary gross ncome'" 1s
tlie ordinary gross iicomie adijustedi as provideI in subi)lragralphs
(A), (11), an'd (C) of such aragraph. Senate amendnieit No. 10I)
amen(is subparagraph (A)(i) of section 543(b)(2) to provido lhat, the
gross income from rents derived from leases of taigible )orsoii
l)roperty which is not customarily retained by any one lessee for a
period o miioro than ,3 years shall not )0 redueed by allowable (educ-
tions for exhaustion, w ear and tear, obsolescenlce,' an11d lort.izltioni
of such property, Tho House recedes.

AdjuI'ed income from mineral, oil, and gas royalties.- Senato amnid-
ment No. 111 amends section 543(b)(4) of (ie code to specifically
inhclule piroductioli paymelits and overrioling royalties as mimieral,
oil, and gas royalties for purposes of classification as personal holding
company income under section 543(a). Tho House recedes.

Amendments Nos. 114, 110, 117, 110, 124, 129, and 131:
One-month liquidations.-Tho bill as passed by the House added 1

new subsection (g) to section 333 of the code to provide a special rule
for 1-month liquidations of certain corporations. Senate amend-
ment No. 114 amends paragra)h (1) of section 333(g) to provide that
it shall be applicable to corporate liquidations occurring before
January 1 1907 (instead of January 1, 1906, as in- the bill as l)asse(d
by the ]louse). Senate amendments Nos. 116 and 117 provide
that the capital gain treatment in(er section 333(g)(1)(B) shall not
apply to certain earnings anil profits to which the corporation succeeds
after December 31, 19063 (instead of August 1, 1903). Senate amend-
ments Nos. 119 and 124 anuend paragraph (2) of section 333(g) to
provide that it shall be applicable to liquidations occurring after
December 31, 1900 (instead of December 31, 1905), of corporations
which owe qualified indebtedness (as defined in sec. 545(c)) on
January 1, 1064 (instead of on August 1, 1903). The House recedes.
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Senate ame(dm(hnt No. 129 amonds paragraph (3) of section 333(g),
whili describes tile cor orations to whiiell paragra)hs (1) and (2) of
seetiol 333(g) may apply, to provide that such a corporation is one
whiil wis not it )ersonai holig company under section 542 of exist-
ing law for at least I of its 2 most recent taxable years onding
I)(fore Deceumber 31, 1963 (instead of the date of the onactment of
the bill) but which would have been ,a personal holding company
under section 542 for such taxable year if the law applictblo for the
first taxable year begimmnig after December 31, 1903, had been
alplicaI)le to suih preceding taxable year. The Senate recedes.

Senate amendment No. 131 adds a new paragraph (4) to section
333(V providing that. if an election is made under section 333 by a
qualified electing shareholder (as defined in sec. 333(o)? of a corpora-
tiomn and the shareholder states in such election that it is made on the
assumption that the corporation is a corporation referred to in para-
graph (3) of section 333(g), the election under section 333 shall have
no force or effect if it is determined that the corporation is not it
corporation referred to in section 333(g)(3). The House recedes.

A amendments Nos. 132, 133, 137, and 130:
Dedzietion for amortization of indebtednes.-The bill as passed by

tile lIlotio added a new subsection (c) to section 545 of the code which
provides that, under certain circumstances, there shall be allowed
as a deduction (in computing undistributed personal holding company
income) amounts used, or amounts irrevocably sot aside, to pay or
retire qualified indebtedness. Senate amendment No. 133 amends
proposed section 545(e)(3) to provide that the term "qualified in-
debtedness" includes outstanding indebtedness incurred by the tax-
payer before January 1, 1904 (instead of before August 1, 1903, as
in tile bill as passed by the House). The House recedes.

Senate amendments Nos, 137 and 139 anend proposed paragraphs
(5) and (6) of section 545(c) to provide that allowable deductions
for depletion shall be taken into account to reduce the deduction
allowed by section 545(c) and to reduce the qualified indebtedness
under certain circumstances.. Ihe House recedes.

Senate amendment No. 132 amends proposed paragraph (2)(A) of
section 545(c), which describes a category of corporations to which
paragrahl (1) of section 545(c) may apply to provide that such a
corporation is one which was not a personal holding company under
section 542 of existing law for at least one of its two most recent tax-
able years ending before December 31, 1963 (instead of the date of
the enactment of the bill, as in the bill as passed by the House) but
which would have been a personal holding company under section
542 for such taxableyear if te law applicable for tile first taxable
year beginning after December 31, 1903, had been applicable to such
l)recedin taxable year. The Senate recedes.

Amend menit No. 141:
Increase in basis with respect to certain Joreig! personal hohling coin-

pany stock or securities.-Subsection (j) of section 216 of tile bill as
assed by the Houso aniended the code to provide for an increase in
asis with respect to certain foreign personal holding company hold-

ings. Such subsection (j) also contained provisions relating to the
liquidation of certain foreign personal holing companies. Senate
amendment No. 141 strikes out this subsection.

Under the conference agreement, the provisions of subsection (j)
relating to an increase in basis with respect to certain foreign personal
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holding company holdings atre restored to the bill (with modifications)
and the provisions relating to liquidation of foreign personal holding
comnipaies are Onlitted. Plara!raph (1) of Subsection (j) redesignlt('s
section 1022 of the code its section 1023 an(l inserts a now section 1022
(relating to incroaso in basis with respect to certain foreign personal
holding company stock or securities).

Section 1014(|))(5) of the code provides that the basis of a share of
stock or of a security in a foreign personal holding company, in the
hands of a person acquiring it, from a deeeont by bequest deviso, or
inheritance, or acquired by th (lee oint's estate romi the (iocodent, is
the lower of the fair market value of such share or security at the late
of the (leCedent'S death or the b1)sis ill the 11111ds of the (O(ietl . The
new section 1022(a) provides that, the basis determined under section
1014(b)(5) of a share of stock or a security, acquired from a deledont,
(lying after December 31, 1963, of a corporation which was a foreign
personal holding company for its most recent taxable year ending
l)efore the date of tie (ecedlent's death is to be increased by stuich
share's Or security's proportionate share of any Federal estate tax
attributable to the net apl)reciation in value of ill of such shares an .1
securities.

'The new section 1022(b) provides that a share's or security's pro-
p)ortionate share of the tax referred to in section 1022(a) is an amolint
which bears the Lamle ratio to the amount of tax determined under
section 1022(c)(2) as the appreciation in value of the share or security
boars to the aggregate aplpreciation in value of all such shares and
securities having appreciation in vale'
The new section 1022(c) provides special rules and definitions to be

used in determining the increase in basis p)rovided in section 1022(a).
Paragraph (1)of section 1022(c) defines the term "Federal estate

tax" to mean the tax imposed by section 2001 or 2101 of the code,
reduced by any credit allowable with respect to a tax on prior trans-
fers by section 2013 or 2102 of the code.

Paragraph (2) of section 1022(?) provides that the Federal estate
tax attributable to the not apl)reciation in value of all shares of stock
and securities to which section. 1022(a) applies is the amount which
bears the same ratio to the Foderal estate tax as the net appreciation
in value of all of such shares and securities boars to the value of the
gross estate as determined under chapter II of the code. If, for
estate tax purposes, alternate valuation is elected under section 2032
of the code, the value of the gross estate is to be determined under the
provisions of such section.

Paragraph (3) of section 1022(c) provides that the net appreciation
in value of all shares and securities to which section 1022(a) applies
is the amount by which the fair market value of all shares and secu-
rities exceeds the adjusted basis of such property in the hands of the
decedent.

Paragraph (4) of section 1022(c) defines "fair market value" for
purposes of section 1022 to neati such value dleterminled under01 chlap-
ter 11I of the code. If, for estate tax p)urposes, alternate villuationl is
elected under section 2032 of the code, fair market value is to be
determined as of the appropriate (late provided in such section.
The new section 1022(d) provides that section 1022 is not to apply

to any stock or securities of a foreign personal holding company
referred to in section 342(a)(2) of the code (relating to foreign corpo-
rations which wore foreign personal holding companies in 1937).
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Paragraph (2) of the new subsection (j) of the bill adds a now para-
graph (21) to section 1010(a) of the codo provilding, in effect, that an
increase in basis under section 1022 of the code is to be taken into
account in determining the adjusted basis of property to which such
provisions apply. Paragraph (3) of the new subsection (j) makes
a clerical amendment to the table of sections to part II of subchapter
O of chapter 1 of the code.

TRATMIONT OF CERTAIN IRON ORE ROYALTIES

Amendments Nos, 161 and 163: The bill as passed by the House
amenled sections 031(c), 1231(b) (2), and 272 of the code to grant, in
the catso of certain disposals of iron ore with a retained economic
interest, the same treatment which is now available in the case of
certain disposals of coal with a retained economic interest. Under
such treatment, the gain or loss attributable to such disposals of iron
ore is treated as gain or loss from the sale of property used in the trade
or business (as defined in sec. 1231(b) of the code).

Under the Senate amendments, this treatment of these disposals of
iron ore with a retained economic interest provided by the bill as passed
by the House is retained with two exceptions. First the treatment
is to be available only in the case of iron ore mined in the United
States. Second, the treatment is not to apply to disposals of iron
ore to certain related persons. One of these is where the disposal is
to a person whose relationship to the party disposing of the iron ore is
such that a loss would be disallowed under section 267 of the code
(relating to losses, etc., with respect to transactions between related
taxpayers) or section 707(b) (relating to certain 'sales or exchanges of
property with respect to controlled partnerships). The other of these
is where the disposal is to a person owned or controlled directly or
indirectly by the same interests which own or control the person
disposing of the iron ore.

The IHouse recedes.
INSURANCE COMPANIES

Amendment No. 162:
(a) Certain mutualization distributions made in 196.-Subsection

(a) of the section added to the bill by this amendment amends section
809(d)(11) of the code (relating to certain mutualization distributions)
to allow, as a deduction in the computation of gain from operations,
distributions made in 1962, in acquisition of stock, pursuant to a
plan of mutualization adopted by a stock life insurance company
before January 1, 1958. Existing law permits a deduction for such
mutualization distributions made in 1958, 1959 1000, or 1961.

(b) Accriml of bond discount.-Subsection (b) of the section added
to the bill by Senato.amendment No. 162 relates to the accrual of bond
discount by insurance companies subject to tax under part I or II of
subchapter L of chapter 1 of the code (relating to life insurance
companies and certain mutual insurance companies).

Paragraph (1) of this subsection (b) amends section 818(b) of the
code (relating to amortization of premium and accrual of discount) to
add a new paragraph at the end thereof. The now section 818(b)(3)
provides that for taxable years beginning after December 31, 1902,

'A
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no accrual of discount shall be required under section 818(b)(1) on
any bond (ias defined in sme. 171 (d) of the code) except in tile case of
discount wIitch is interest to which section 103 of the code applies or
is original issue discount (as defined in see. 1232(b) of tile code).
Tie now section 819(b) (3) also provides that for pur poe8 of sectioll
805(b) (3) (A) of tile code, the current earning s rate for any taxable
year beginning before January 1, 1063, is to b) determined as if the
first sentence of the new section 818(b) (3) applied to such taxable year.

Paragraph (2) of subsection (b) of the section added to the bill by
Senate anondnent No. 102 ainends section 822(d)(2) of tile code
(relating to the amortization of premium and accrual of discount in
the case of inutual insurance companies other than life and other than
certain fire, flood, and marine insurance companies) by adding at new
sentence. Tus sentence provides that for taxable years beginning
after December 31 1962, no accrual of discount shall be required'
under section 822(d)(2) of tile code oil any bond (as defined in sec.
171(d) of the code).

(c) Contributions to qualified pension, etc., plane.-Subsection (0)
of tile section added to ie bill by Senate amendment No. 162 anlends
section 832(c)(10) of the code (relating to deductions allowed iii coin-
puting taxable inconle of certain insurance companies) to make it clear
that in computing the taxable income of insurance companies subject
to tile tax imposed by section 831 of tile code there shall be allowed the
deduction provided in part I of subchapter b of chapter 1 of the code
(see. 401 and following, relating to pension, profit-sharing, stock bonus
plans, etc.). Under subsection (d) of this section of the bill, this clari-
fication is to apply to taxable years beginning after December 31, 1953,
and ending after August 10, 1954.

The House recedes on Senate amendment No. 162 with a clerical
amendment.

REGULATED INVESTMENT COMPANIES

Amendment No. 163:
(a) Time for mailing certain notice to 8harehol(ers.--Subsection (a)

of the section added to the bill by this amendment amends several
provisions of part I of subchapter M of chapter 1 of tile code (relat-
ing to regulated investment companies) to increase from 30 days to
45 das after tile close of tile regulated investment company's taxable
year tile time within wlich sucil company must mail certain notices
to its shareholders. The sections of tile code which are amended are
sections 852(b)(3)(C), 852(b)(3)(D)(i), 853(c), 854(b)(2) and 855(c).
The amendments are to apply to taxable years of regulated invest-
ment companies ending on or after tile date of the enactment of tile
bill.

(b) Certain redemptions by unit investment tru4t.-Subsection (b)
of the section added to the bill by Senate amendment No. 163 amends
section 852 of the code (relating to taxation of regulated investment
companies and their shareholders) to add at the end thereof a new
subsection (d). Under section 852(b) of existing law, a regulated
investment company is allowed a deduction for dividends paid (as
defined in sec. 5601), other than capital gains dividends, in determining
its investment company taxable income, and is allowed a deduction
for dividends paid (as defined in sec. 561), determined with reference
to capital gains dividends only, in computing that part of the excess
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of its net long-term capital Fain over net short-term capital loss on
which it must pay it capital gains tax. Section 5602(c) of the code
(relating to prefteren tial dividends) provides that the amount of any
d distribution shall not be considered as a dividend unless such distri-
bution is pro rata, with no preference to any share of stock as coin-
pared with other shares of the same class, and with no preference
to one class of stock as compared with another class except to the
extent that the former is entitled to such preference.

The new section 852(d) added to the code by this amendment pro-
vides that in the case of a unit investment trust-

(1) which is registered under the Investment Company Act of
1940 and issues periodic payment plan certificates (as defined in
such act); and

(2) substantially all of the assets of which consist of securities
issued by a management company (as defined in such act);

section 5602(c) of the code (relating to preferential dividends) shall
not apply to a distribution by such trust to a holder of an interest in

,such trust in redemption of part or all of such interest with respect
to the net capital gain of such trust attributable to such redemption.
The effect of this change is that where the requirements of the now
section 852(d) are met the distribution is considered to be a distribu-
tion l)by the trust whicii qualifies for the deduction for dividends paid
with respect to capital gains dividends under section 852(b) (3) (A) of
the code. This change is to apply to taxable years of regulated
investment companies ending after December 31, 1903.

The House recedes on Senate amendment No. 103 with a clerical
anendment.

FOREIGN TAX CREDIT WITHI RESPECT TO CERTAIN FOREIGN MINERAL
INCOME

Amendment No. 164: This amendment inserts a now subsection (d)
in section 901 of the code (relating to credit for foreign taxes). Para-
graph (1) of the new subsection (d) provides that in certain cases the
tunount of foreign taxes described in section 901 (relating to amount
of foreign tax allowed as a credit) which are paid or accrued during the
taxable year with respect to mineral income to any foreign country
(if the per-country limitation applies), or to all foreign countries (if
the overall limitation applies), is to be reduced for purposes of com-
puting the foreign tax credit.

The Senate recedes.

AMOUNTS RECEIVED FROM EMPLOYER ON SALE OF RESIDENCE OF
EMPLOYEE lN CONNECTION WITH TRANSFER TO NEW PLACE OF WORK

Amendment No. 105: This amendment adds a now section 1003
to part I of subchapter 0 of chapter 1 of the code (relating to de-
termination of amount of and recognition of gain or loss). Subsection
(a) of the new section 1003 provides that if property used by the
taxpayer as his principal residence is sold by the taxpayer or his
spouse pursuant to a sales contract entered into within the forced
sale period for such property, and if the taxpayer's employer, not
later than 1 year after the date such sales contract was entered into,
pays part or all of the sale differential on such property, then for
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purposes of chapter 1 of the code the amount so paid is to be treated
y the taxpayer or his spouse as an additional amount realized

on the sale of such property to the extent that it does not exceed
the lesser of (1) the sale differential, or (2) 15 percent of the gross sales
price of such property.

Subsection (b) of the now section 1003 places certain limitations
on the application of such section. Subsection (c) contains definitions
and special rules for the application of the new section.

The new section 1003 is to apply to amounts paid with respect to
sales contracts entered into after December 31, 1963, in taxable years
ending after such date.

The Senate recedes.

,CAPITAL GAINS AND LOSSES

Amendment No. 166: Section 219(a) of the bill as passed by the
House amended the code to provide, in the case of taxpayers other
than corporations, for the splitting of the long-term capital gain or
loss category into two categories: (1) Class B capital gain or loss (in
general, gain or loss from the sale or exchange of a capital asset held
for more than 6 months but not more than 2 years); and (2) class A
capital gain or loss (in general, gain or loss from the sale or exchange
of a capital asset held for more than 2 years). Under the bill as passed
by the House the deduction under section 1202 of the code for an
excess of net long-term capital gain over net short-term capital loss
was increased, in the case of adjusted class A capital gain (as defined
in the bill), from 50 percent to 60 percent. It also provided that the
alternative maximum capital gain tax provided by section 1201(b) of
the code for taxpayers other than corporations was to be decreased, in
the case of adjusted class A capital gain, from 25 percent to 21 percent.

Under existing section 1212 of the code, if a taxpayer has a net
capital loss for a taxable year, the amount thereof is a short-term
capital loss in each of the 6 succeeding taxable yopirs, to the extent
that such amount exceeds the total of any net capital gains of any
taxable years intervening between the taxable year in which the net
capital loss arose and buch succeeding taxable year. Section 219(b)
of the House bill in effect provided, in the case of a taxpayer other
than a corporation, for an unlimited carryover of a net short-term,
net class B, or net class A capital loss.

Senate amendment No. 166 strikes out this section of the bill as
passed by the House.

Under the conference agreement, the House recedes with an amend-
mient which adds a new subsection (b) to section 1212 of the code and
makes technical changes in the definitions contained in paragraphs
(9) and (10) of section 1222 of the code (relating to terms relating to
capital gains and losses). Under paragraph (1) of the new subsection
(b), in the case of a taxpayer other than a corporation, the excess of
the net short-term capital loss over the net long-term capital gain for
a taxable year, and the excess of the net long-term capital loss
over the net short-term capital gain for such year are to be treated,
respectively, as a short-term and a lqng-terin capital loss in the suc-
ceeding taxable year. In determining a net short-term capital gain
or loss of a taxable year, for purposes of computing a capital loss carry-
over to the succeeding taxable year, an amount equal to the excess of
the capital losses allowable as a deduction for the taxable year by
virtue of section 1211(b) of the code (relating to limitation on capital
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losses) over the capital gains for such year is treated as a short-term
capitld gpain occurring in such year. The effect of the latter rule is to
reduce first the amount of a net short-term capital loss which may be
carried over to a succeeding taxable year by the amount of capital
losses which were allowed against ordinary income in the loss Iyear and
then to reduce the amount of a net lon-torm capital loss which may
be carried over to the succeeding taxable year by any balance of the
capital losses allowed against ordinary income in the loss year.

Paragraph (2) of new subsection (b) contains a transitional rule.
The transitional rule provides, in effect, that, in the case of a taxpayer
other than a corporation any capital loss carryover which, under sub-
chapter 1' of chapter 1 of the code is in effect immediately before the
enactment of the bill is treated as a short-term capital loss in the
first taxable year of a taxpayer beginning after December 31, 1963, is
to be treated as a short-term capital loss in such year irrespective of
the fact that such carryover may be composed in whole or in part of
losses which were long-term capital losses in the year in which sus-
tained.

Under the conference agreement, the amendments of sections 1212
and 1222 of the code are to apply to taxable years beginning after
December 31, 1963.

ELECTION OF STANDARD DEDUCTION BY CERTAIN INDIVIDUALS WHO
ELECT TO AVERAGE INCOME

Amendment No. 171: This amendment amends section 144 of the
code (relating to election of standard deduction) to allow an individual
who chooses the benefits of income averaging and whose adjusted
gross income for the computation year is less than $5,000 to elect
the standard deduction.

The House recedes.

SMALL BUSINESS CORPORATIONS

Amendment No. 177: This amendment amends section 1371
of the code (defining "small business corporation" for purposes of
subch. S of oh. 1 of the code, relating to election as to taxable status)
by adding at the end thereof a new subsection (d) and amends section
1375 of the code (relating to special rules applicable to distributions
of electing small business corporations) by adding at the end thereof
a new subsection (e).

Under existing section 1371(a) of the code the definition of a "small
business corporation" does not include any corporation which is a
member of an affiliated group (as defined in sec. 1504 of the code).
Thnew subsection (d) added to section 1371 of the code by Senate
amendment No. 177 provides that, for purposes of section 1371(a),
a corporation is not to be considered a member of an affiliated group
at any time during the taxable year by reason of ownership of stock
in another corporation if such other corporation has not begun busi-
ness at any time on or after the date of its incorporation and before
the close of such taxable year and if such other corporation does not
have taxable income for the period included within such taxable year.
The new subsection (d) is to apply to taxable years of corporations
beginning after December 31, 1962.

The new subsection (e) added to section 1375 provides that under
specified circumstances a distribution of money made by a corporation
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ol or before the 15th day of the 3d month following a taxable year
for which such corporation is an electing small businesss corporation
shall be treated for purposes of chapter 1 of tle code as made on the
last (lay of such taxable year. The new subsection (e) is to apply
to taxable years beginning after December 31, 1957.

The House recedes with a clerical amendment.

•VAIIDITY OF TAX LIENS AGAINST PURCIIASERS OF MOTOR VEHICLES

Amendment No. 193: Section 0323(a) of the code provides that
the lien for taxes provided by section 6321 of the code is not to be
valid as against any mortgagee, pledge, )urchaser, or judgment
creditor until notice thereof has been iled by the Secretary of the
Treasury or his delegate in the appropriate office specified in section
6323(a). Senate amendment No. 193 amends section 6323(c) of the
code which contains a special rule as to the validity of tax liens in the
case of securities to make that special rule a)plicahle also with respect
to motor vehicles. Under the Senate amendiment, even though notice
of lien has been filed in the manner prescribed in section 6323(a) of
the code, the lien is not to be valid with respect to a motor vehicle as
against any mortgagee, pledgee, or purchaser of such motor vehicle
for an adequate andfulI consideration in money or money's worth, it
at the time of such mortgage, pledge, or purchase such mortgagee,
pledge, or purchaser is without notice or knowledge of the existence
of such lien. I

Senate amendment No. 193 also amends section 6324 of the code
(relating to special liens for estate and gift taxes) to grant, in the case
of the mortgage, pledge, or purchase of a motor vehicle, the same
treatment which is now available in the ease of the mortgage, pledge,
or-purchase of a security after a lien for estate or gift tax has arisen.
Under the amendment, even though a special lien for estate or gift
tax has arisen, such lien will not be valid with respect to any mortgagee
pledgee, or purchaser of a motor vehicle, for an adequate and full
consideration in money or money's worth, if at the time of such
mortgage, pledge, or purchase, suc mortgagee, pledgee, or purchaser
was without notice or knowledge of the existence of such lien.

Under the amendment, these changes to sections 6323 and 6324
of the code apply to mortgages, pledges, and purchases made after
the date of the enactment of the bill.

The House recedes with an amendment. Section 6323 (relating to
validity of tax liens against mortgagees, pledgees, purchasers, and
judgment creditors) is amended by redesignating subsection (d) as
subsection (e) and by inserting a new subsection (d) which provides
that even though notice of lien imposed by section 6321 has been
properly filed, the lien shall not be valid with respect to a motor
vehicle as against a purchaser thereof for an adequate and full con-
sideration in money or money's worth if (1) at the time of the purchase,
the purchaser is without notice or knowledge of the existence of such
lien, and (2) before the purchaser obtains such notice or knowledge, lie
has acquired possession of such motor vehicle and has not thereafter
relinquished possession of such motor vehicle to the seller or his agent..

Section 6324 (relating to special liens for estate and gift taxes) is
amended by adding a new subsection (d) which provides in effect that
a lien for estate or gift taxes will ,be invalid as against a purchaser of a
motor vehicle as defined in sec. 6323 (d) (2)) for an adequate and full

,- 52
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considerations in money or money's worth if (1) at the time of the
purchase, such )urchaser is without notice or knowledge of such lien,
and (2) before tie purchaser obtains such notice or knowledge, he has
acquired possession of such motor vehicle and has not thereafter re-
linqu~ihedpossession of such motor vehicle to the seller or his agent.

Where a motor vehicle is purchased under the circumstances speci-
fied in the new section 6323 (d) or 6324(d) of the code, the tax lien will
abate with respect to the motor vehicle in question and will not be
valid against any subsequent purchaser (or other successor in interest)
of the vehicle.

Tlhe amendments to sections 0323 and 6324 of the code apply to
purchases made after the (late of the enactment of the bill.

EXCLUSION OF EARNED INCOME OF CERTAIN U.S. CITIZENS WHO ARE
RESIDENTS OF FOREIGN COUNTRIES

Amendment No. 194: This amendment adds a new section to the
bill amending section 911(c)(1) of the code (relating to limitations on
amount of exclusion of earned income from sources without the
United States). Existing section 911(c)(1) provides in effect that
the amount excluded from the gross income of an individual under
section 911 (a) for any taxable year shall not exceed an amount which
shall be computed on a daily basis at an annual rate of-

(A) except as provided in subparagraph (B), $20,000 in the
case of an individual who qualifies under section 911(a ; or

(B) $35,000 in the case of an individual who qualifies under
section 911 (a) (1) (relating to bona fide resident of foreign coun-
try), but only with respect to that portion of the taxable year
occurring after such individual has been a bona fide resident of a
foreign country or countries for an uninterrupted period of 3
consecutive years.

Senate amendment No. 194 amends section 911(c)(1)(A) to sub-
stituto "$4,000" for the $20,000 amount contained therein, and it
amends section 911(c)(1) (B) to substitute "$6,000" for the $35,000
amount contained therein. Under the amendment these changes are
applicable only with respect to taxable years beginning after Decem-
ber 31, 1903.

The House recedes with an amendment. Under the conference
agreement, the limitation contained in subparagraph (B) of section
911(c) (1) of the code (relating to limitations on amount of exclusion
of earned income from sources without the United States) is reduced
from $35,000 to $25,000, effective for taxable years beginning after
December 31, 1064.

DEFINITION OF HEAD OF HOUSEHOLD

Amendment No. 195: Section 1(b)(2) of the code defines a head of a
household to be an individual who is not married at the close of his
taxable year, is not a surviving spouse, and maintains a household
which constitutes for the taxable year the principal place of abode of a
dependentt for whom the taxpayer is entitled to a deduction for the
taxable year under section 151 of the code or (if not married at the
close of the taxpayer's taxable year) a child, stepchild, or descendant.
Except in the case of a father or mother, the household must be main-
tained as the home of the taxpayer. The effect of Senate amendment
No. 195 is to remove the requirement that the household be maintained
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as the home of the taxpayer and to provide that a taxpayer may
qualify as a head of household wit-chiidstepchidT-r

descendant only if he is a dependent for whom the taxpayer is entitled
to a deduction for the taxable year.

The Senate recedes.

LOSSES ARISING FROM CONFISCATION OF PROPERTY BY CUBA

Amendment No. 196: Section 165(c)(3) of the code provides that,
in the case of an individual, the deduction for losses provided by
section 165(a) shall, except for losses incurred in a trade or business
or in a transaction entered into for profit, be limited to losses of

property arising from fire, storm, shipwreck, or other casualty, or
rom theft. Section 172(d)(4) of the code provides for purposes of

the net operating loss that, in the case of a taxpayer other than a
corporation, the deductions not attributable to a taxpayer's trade or
business shall be allowed only to the extent of the gross income not
derived from such trade or business. This limitation does not apply
to a deduction allowable under section 165(c)(3) of the code.

Senate amendment No. 196 adds a new subsection (i) to section 165
of the code which provides that, for purposes of section 165(c)(3),
losses of property which arise from expropriation, intervention in, or
confiscation by Cuba shall be deemed to be losses from "other
casualty."

The HIouse recedes with an amendment which limits the application
of the new section 165(i) to losses of tangible property and which
makes technical and conforming changes.

CREDIT OR REFUND OF SELF-EMPLOYMENT TAX

Amendment No. 197: This amendment adds a new provision to the
code to permit credit or refund of self-employment tax if, by reason of
an agreement made pursuant to section 218 of the Social Security
Act, the self-employment income of an individual (for a year with
respect to which the period of limitation for filing claim for credit or
refund has expired) is different from what it would be but for the
agreement.

The House recedes with an amendment. Under the conference
agreement, a new paragraph (5) is added to 6511(d) of the code.
The new paragraph (5) applies both to agreements and modifications
of agreements under section 218 of the Social Security Act. The
new paragraph (5) also provides that if the allowance of a credit or
refund of an overpayment attributable to such an agreement or
modification is otherwise prevented by the operation of any law or
rule of law other than section 7122 of the code (relating to compro-
mises) such credit or refund may be allowed or made if claim therefor
is filed on or before whichever of the following is the later: (A) the
last day of the second year after the calendar year in which such agree-
ment or modification is agreed to by the State and the Secretary of
Health, Education, and Welfare, or (B) December 31, 1965.

EXTENSION OF TIME FOR PAYMENT OF ESTATE TAX ON VALUE OF
REVERSIONARY OR REMAINDER INTEREST IN PROPERTY

Amendment No. 198: Section 0163(a) of the 1954 code provides that
if the value of a reversionary or remainder interest in property is
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included in the value of the gross estate for purposes of the estate tax,
._hen h-paymenofthepart of the estate tax attributable to the
interest may (at the election of the executor) be postponed until 6
months after the termination of the precedent interest or interests in
the property. A similar rule applies under the 1939 code. Under
section 6163(b) of the 1954 code (or sec. 925 of the 1939 code), if the
Secretary of the Treasury or his delegate finds that the payment of the
tax at the expiration of the period of postponement would resultin
undue hardship to the estate, le may extend the time for payment for
a reasonable period not in excess of 2 years from such period of post-
ponement. Under Senate amendment No. 198, he would be per-
mitted to extend the time for payment foi a reasonable period or
periods not in excess of 3 years from the expiration of such period of
postponement.

The House recedes with clerical amendments.

CR0 :1 INSURANCE PROCEEDS

Amendment No. 199: Ti.,.q amendment adds a new subsection (c)
to section 451 of the code (relating to general rule for taxable year of
including items in gross income). Under the new subsection, in the
case of insurance proceeds received as a result of destruction or damage
to crops, a taxpayer reporting on the cash basis of accounting may
elect to include such proceeds in income for the year following the year
of destruction or damage provided he establishes to the satisfaction
of the Secretary of the Treasury or his delegate that, under his
practice, income from such crops would not have been reported in the
year in which raised.

The Senete recedes.

TRANSPORTATION OF DISABLED INDIVIDUAL TO AND FROM WORK

Amendment No. 200: This amendment adds a new section 219 to
the code. Section 219(a) provides that in the case of a disabled
individual there shall be allowed as a deduction expenses paid during
the taxable year for transportation to and from work to the extent that
such expenses do not exceed $600. Section 219(b) defines the term
"disabled individual" and contains rules as to the submission of proof
and certification of disability.

The Senate recedes.

ADDITIONAL PERSONAL EXEMPTIONS FOR DISABILITY

Amendment No. 201: This amendment adds a new subsection (f)
to section 151 of the code (relating to allowance of deductions for
personal exemptions). The new subsection (f) provides an additional
exemption of $600 for the taxpayer if he is a disabled individual (as
defined in new subsec. (f) (3)) and an additional exemption of $600 for
the spouse if the spouse is a disabled individual (as so defined) andI if
the taxpayer is entitled to an exemption under section 151(b) of the
code for such spouse.

The Senate recedes.

TIME FOR FILING CLAIM FOR REFUND OF TAXES PAID FOR GASOLINE
USED ON FARMS

Amendment No. 202: The second sentence of section 6420(b) of
the code provides that no claim shall be allowed under section 6420
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of the code (relating to payments to ultimate purchaser of amounfequi'vulent to tax on gasolinw-used-on-a-tfarm-for-furn ITpurposes
with respect to any 1-year period (ending on June 30) unless filed o
or before September 30 of the year in which such 1-year period ends
The effect of Senate amendment No. 202 is to permit the Secretar.
of the Treasury or his delegate to allow a claim filed after Septembi
30 if the claimant had good cause for failing to file on or before suci
date.

The Senate recedes.

FACILITIES TO CONTROL WATER OR AIR POLLUTION

Amendment No. 203: Section 46(a) of the code provides, in general
that the credit against income tax allowed by section 38 (relating t
investment in certain depreciable property) shall be equal to 7 per.
cent of the qualified investment (as defined in sec. 46(c)). Undez
section 46(c)(1), the qualified investment with respect to any taxable
year is the aggregate of the applicable percentage of the basis of each
new section 38 property (or of the cost of each used sec. 38 property'
placed in service by the taxpayer during the taxable year. Th
applicable percentage (33, 6%, or 100 percent) is determined b,
reference to the use ul ife of the property. Senate amendment N6.
203 adds a new paragraph (5) to section 46(c). Under the new
paragraph, in the case of section 38 property which consists of facili.
ties or equipment to control water or air pollution, the amount of the
qualified investment shall be twice the amount determined under
section 46(c)(1).

The Senate recedes.

INCOME TAX COLLECTED AT SOURCE

Amendments Nos. 204, 205, 206, 207, and 208: Section 302 of the
bill as passed by the House provided a 15-percent withholding rat-
for wages paid during calendar year 1964 and a 14-percent withholding
rate for wages paid after December 31, 1964. The bill as-passed by
the House also provided that the withholding rate on certain payments
to nonresident aliens was to be 15 percent in the case of such payments
made during calendar year 1964 and 14 percent in the case of such
payments made after December 31 1964.

Under the Senate amendments the withholding rate for wages and
for the payments to nonresident aliens described in the preceding
paragraph is 14 percent effective with respect to wages paid (and
such p aynents made) after the seventh day after the date on whichthe bill is enacted.

The House recedes.
W. D. MiLs,
CECIL R. KING,
Taos. J. O'BRiEN,
HALE BOGOS,
JOHN W. BYRNES,
VICTOR A. KNOX

Managers on t&e Part of the House.
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Public Law 88-272
88th Congress, H. R. 8363

February Z6, 1964

78 STAT. 19

To amend the Internal Revenue Code of 1954 to reduce individual and corporate
income taxes, to make certain structural changes with respect to the income
tax, and for other purposes.

Be it enacted by the .$enate and House of Representative8 of the
United States of America in Congres8 assembled,
SECTION 1. DECLARATION BY CONGRESS. Revenue Aot

It is the sense of Congress that the tax reduction provided by of 1964.
this Act through stimulation of the economy, will, after a brief
transitional period, raise (rather than lower) revenues and that
such revenue increases should first be used to eliminate the deficits
in the administrative budgets and then to reduce the public debt.
To further the objective of obtaining balanced budgets in the near
future, Congress by this action, recognizes the importance of taking
all reasonable means to restrain Government spending and urges the
President to declare his accord with this objective.
SEC. 2. SHORT TITLE, ETC.

(a) SHORT TITLE.-This Act may be cited as the "Revenue Act
of 1964".

(b) AMENDMENT OF 1954 CODE.-Except as otherwise expressly
provided, whenever in this Act an amendment or repeal is expressed
in terms of an amendment to, or repeal of, a section or other pro-
vision, the reference shall be considered to be made to a section or
other provision of the Internal Revenue Code of 1954. 68A Stat. 3.

Title I-Reduction Of Income Tax Rates And
Related Amendments

PART I-INDIVIDUALS

SEC. 111. REDUCTION OF-TAX ON INDIVIDUALS.
(a) INDIVIDUALS OTHER THAN HEADS OF HoussiioLDs.--Subsection

(a) of section 1 (relating to rates of tax on individuals other than 26 Usc 1.
heads of households) is amended to read as follows:

"(a) RATESOF TAX ON INDIVIDUALS.-
"(1) TAXABLE YEARS BEGINNING IN 1904.-Ill the case of a

taxable year beginning on or after January 1,1964, and before
January 1, 1965, there is hereby imposed on the taxable income
of every individual (other than a head of a household to whom
subsection (b) applies) a tax determined in accordance with the
following table:

"If the taxable income is:
Not over $500 ......................
Over $500 but not over $1,000 .....
Over $1,000 but not over $1,500 -----

Over $1,500 but not over $2,000 ----
Over $2,000 but not over $4,000 ....
Over $4,000 but not over $6,000 ------

Over $6,000 but not over $8,000 ------

Over $8,000 but not over $10,000-.

Over $10,000 but not over $12,000 ....

Over $12,000 but not over $14,000 ....

The tax is:
16% of the taxable income.
$80, plus 16.5% of excess over $500.
$162.50, plus 17.5% of -:cess over

$1,000.
$250, plus 18% of excem over $1,500.
$340, plus 20% of e 'ss over $2,000.
$740, plus 23.5% of excess over

$4,000.
$1,210, plus 27% of excess over

$0.000.
$1,750, plus 80.5% of excess over

$8,000.
$2,860, plus 34% of excess over

$10,000.
$3,040, plus 87.5% of excess over

$12,000.

29-346 (18) 0 - 64

/ s--
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Over $14,000 but not over $10,000.....

Over $10,000 but not over $18,000 .....

Over $18,000 but not over $20,0 ....

Over $20,000 but not over $22,M.._.-

Over $22,000 but not over $26,0 -....

Over $26,000 but not over $32,000 ....

Over $32,000 but not over $38,000 ....

Over $8,000 but not over $44,00 ....

Over $44,000 but not over $50,000....

Over $50,000 but not over $60,000 ....

Over $0,000 but not over $70,00 ....

Over $70,000 but not over $R0,*O-...

Over $80,000 but not over $100,000-.-

Over $100,000 but not over $200000.

Over $200,000 -----------------------

February 26, 1964

he-tax-is~-
$3,790, plus 41% ,

$14,000.
$4,010, plus 44.5%

$16,000.
$5,500, plus 47.5%

$18,000.
$6,450, plus 50. 5%

$20,000.
$7,460, plus 58.5%

$22,000.
$9,600, plus 56%

$26,000.
$12,960, plus ,8.5%

$32,000.
$10,470, plus. 61%

$38,000.
$20,180, plus 63.5%

$44,000.
$23,940, plus 66%

$50,000.
$80,40, plus 68.5V,

$0,000.
$37,890, plus 71%

$70,000.
$44,,90, plum 78.5%

$80,000.
$51,840, plus 75%

$90,000.
$59,340, plus 76.5%

$100,000.
$185,840, plus 77%

$200,000.

"(2) TAXABLE YEARS BFMINNING AFTER DECEMBER :, I 9 04.-Ill
the case of a taxable year beginning after December 31, 1964,
there is hereby imposed on the taxable income of every in-
dividual (other than a head of a household to whom subsedion
(b) applies) a tax determined in accordance vith the following
table:

"If the taxable income Is: The tax is:
Not over $1500 ---------------------
Over $500 but not over $1,000 ......
Over $1,000 lout not over $1,500 ---
Over $1,500 but not over $2,000-.
Over $2,000 but not over $4,000 -----
Over $4,000 but not over $6,000 ....
Over $6,000 but not over $8,000 -----

Over $8,0O0 but not over $10,000 ....

over $12,000...

over $14,000_._-

over $16.000.. -

over $18,060,.

over $20,000..--

over $22,000..

over $2,000._-

over $.32,00..-.

over $&R.00.. -_

over $44,000..-

14% of the taxable Income.
$70, plus 15% of excess over $500.
$145, plus 16% of excess over $1,000.
$225, plus 17% of excess over $1,500.
$310, plus 19% of excess over $2,000.
$890, plus 22% of excess over $4,000.
$1,180, plus 25% of excess over

$6,000.
$1,630, plus 28% of excess over

$8,000.
$2,190, plus 82% of excess over

$10,00.
$2,880, plus M6't of excess over

$12,000.
$3,550, plus M)n44 of excess over

$14,000.
$4,830, plls 42. of exess over

$18,000.
$5,170, plux 45/ of excess over

$18,000.
$0,070, pils 48% of excess over$20,000.

$7,030, pls 50 of excess over
$22,000.

$9,030, l^ 1%,h1 (% of excess over
$28,000.

$12,210, 1.l,1 35% of excess over
$82,000.

$1.r10, plus 5R% of excess over
$38,000.
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excess

excess

excess

excess

excess

excess

excess

excess

excess

excess'

excess

excess

excess

excess

excess

over

over

over

over

over

over

over

over

o er
over

over

over

over

over

over

of excess over

Over $10,000

Over $12,000

Over $14,000

Over $1.000

Over $18,000

Over $20,000

Over $22,0

Over $2004)

Over $32.(WM)

Over $0(KK
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Over $44,000 but not over $50,000-.. $18.990, plus 00% of excess over
$44,000.

Over $50,000 but not over $60,000.. $22,590, plus 02% of excess over
$50,000.Over $60,000 but not over $70,000.. $28,700, plus 04% of excess over
$60,000.Over $70,000 but not over $80,000... $35,190, plus 66% of excess over
$70,000.

Over $80,000 but not over $90,000... $41,790, plus 68% of excess over
$80,000.

Over $90,000 but not over $100,000.. $48,590. pip's 69% of excess over
$90,000.Over $100,000 ------------------ $5 5,490, plus 70% of excess over
$100,000."

(b) HEADS or Housmios.-Paragraph (1) of section 1(b) 26 USC 1.
(relating to rates of tax on heads of households) is amended to read
as follows:

"(1) RATES OF TAx.-
"(A) TAXABLE YEARS BEGINNING IN :194.-In the case of a

taxable year beginning on or after January 1, 1964, and be.
fore January 1, 1065, there is hereby imposed on the taxable
income of every individual who is the head of a household a
tax determined in accordance with the following table:

"If the taxable Income Is: The tax is:
Not over $1,000 t --ot-over-$2,000
Over $1,000 but not over $2,000 -----

Over $2,000 but not over $4,000 -----

Over $4,000 but not over $0,000 ----

Over $0,000 but not over $,00.....

Over $1,000 but not over $10,000...

Over $10,000 but not over $12,000._

Over $14,000 but not over $14,000._

Over $14,000 but not over $16,000._

Over $18,000 but not over $18,000..

Over $18,000 but not over $20,000..

Over $20,000 but not over $22,000..

Over $22,000 but not over $24,000_.

Over $24,000 but not over $28,000.

Over $20,000 but not over $28,000.

Over $28,000 but not over $32,000.

Over $32,000 but not over $38,000..

Over $38,000 but not over $38,000..

Over $38,000 but not over $40,000.

Over $40,000 but not over $44,000..

Over $44,000 but not over $50,000..

Over $50,000 but not over $50,000.
Over $52,000 but not over $00,000--

16% of the taxable income.
$160, plus 17.5% of excess over

$1,000.
$835, plus 19% of excess over

$2,000.
$715, plus 22% of excess over

$4,000.
$1,155, plus 23% of excess over

$8,000.
$1,615, plus 27% of excess over

$8,000.
$2,155, plus 29% of excess over

$10,000.
$2,735, plus 32% of excess over

$12,000.
$3,375, plus 34% of excess over

$14,000.
$4,055, plus 37.5% of excess over

$10,000.
$4,805, plus 39% of excess over

$18,000.
$5,58, plus 42.5% of excess over

$20,000.
$8,435, plus 43.5% of excess over

$22,000.
$7,305, plus 45.5% of excess over

$24,000.
$8,215, plus 47% of excess over

$20,000.
$9,155, plus 48.5% of excess over

$28,000.
$11,095, plus 51.5% of excess over

$32,000.
$18,155, plus 53% of excess over

$30,000.
$14,215, plus 544% of excess over

$8,000.
$15,295, plus 58% of excess over

$40,000.
$17,585, plus 58.5% of excess over

$44,000,
$21,045, plus 59.5% of excess over

$50,000.
$22,285, plus 61% of excess over

$52,000.
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"If the taxable income is:
Over $60,000 but not over $64,000__

Over $04,000 but not over $70,000..

Over $70,000 but not over $70,000..

Over $70,000 but not over $80,000_-

Over $80,000 but not over $88,000__

Over $88,000 but not over $90,000_

Over $90,000 but not over $100,000_.

Over $100,000 but not over $120,000_

Over $120,000 but not over $140,000..

Over $140,000 but not over $160,000._

Over $100,000 but not over $180,000__

Over $180,000 but not over $200,000.

Over $200,000 ---------------------

The tax is:
$27,115', plus

$00,000.
$29,595, plus

$64,000.
$33,405, plus

$70,000.
$37,305, plus

$70,000.
$39,945, plus

$80,000.
$45,805, plus

$88,000.
$40,685, plus

$90.000.
$53.635, plus

$100,000.
$67,835, plus

$120,000.
$82,835, plus

$140,000.
$97,135, plus

$160.000.
$112,135, plus

$180,000.
$127,235, plus

$200,000.

62% pf

03.5% of

65% of

66% of

67% of

69% of

09.5% of

71% of

72.5% of

74% of

75% of

excess over

excess over

excess over

excess

excess

excess

excess

excess

excess

excess

excess

over

over

over

over

over

over

over

over

75.5% of excess over

77% of excess over

"(B) TAX.\lLE YEARS BEGINNING AFTER DECEMBER 31,
loo-i.-lIn the case of a taxable year beginning after I)ecein-
ber 31, 1964, there is hereby imposed on the taxable income
of every individual who is the head of a household a tax
determined in accordance with the following table:

"if the taxable income is: The tax is:
Not over $1,000 -------------------
Over $1,000 but not over $2,000 ----
Over $2,000 but not over $4,000 ....
Over $4,000 but not over $0,000 ------
Over $6,000 but not over $8,000 ....

Over $8,000 but not over $10,000 -----

Over $10,000 but not over $12,000 ....

Over $12,000 but not over $14,000 ....

Over $14,000 but not over $10,000 ....

Over $16,000 but not over $18,000 ....

Over $18,000 but not over $20,000 ....

Over $20,000 but not over $22,000 ....

Over $22,000 but not over $24.000 ..---

Over $24,000 but not over $26,000 ---

Over $26.000 but not over $28,000 ....

Over $28,000 but not over $32,000 ....

Over $32,000 but not over $30,000 ....

Over $36,000 but not over $38,000 ....

Over $38,000 but not over $40,000 ---

Over $40,000 but not over $44,000 ....

Over $44.000 Lat not over $50,000 ....

14% of the taxable Income.
$140, plus 16% of excess over $1,000.
$300, plus 18% of excess over $2.000.
$660, plus 20% of excess over $4,000.
$1,060, plus 22% of excess over

$6,000.
$1,500, plus 25% of excess over

$8,000.
$2,000, plus 27% of excess over

$10,000.
$2,540, plus 31% of excess over

$12,000.
$3,160, plus 82% of excess over

$14,000.
$3,800, plus 85% of excess over

$16,000.
$4,500, plus 36% of excess over

$18.000.
$5.220, plus 40% of excess over

$20.000.
$6,020, plus 41% of excess over

$22.000.
$6.840, plus 48% of excess over

$24,000.
$7,700, plus 45% of excess over

$26,000.
$8,600, plus 46% of excess over

$28,000.
$10,440, plus 48% of excess over

$32,000.
$12,360, plus 50% of excess over

$34,000.
$18,880, plus 52% of excess over

$88,000.
$14,400, pins 53% of excess over

$40,000.
$16,520, plus 55% of excess over

$44,000.
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"If the taxable Income is: The tax is:
Over $50,00 but not over $52,000 .... $19,820, plus 56% of excess over

$50,000.
Over $52,000 but not over $64,000 .... $20,940, plus 58% of excess over

$52,000.
Over $64,000 but not over $70,000 .... $27,000, plus 59% of excess over

$64,000.
Over $70,000 but not over $76,000.... $31,440, plus 01% of excess over

$70,000.
Over $76,000 but not over $80,000 .... $85,100, plus 62% of excess over

$76,000.
Over $80,000 but not over $88,000.... $37,580, plus 63% of excess over

W80,000.
Over $88,000 but not over $100,000___- $42,620, plus 64% of excess over

$88,000.
Over $100,000 but not over $120,000-- $50,800, plus (66% of excess over

$100,000.
Over $120,000 but not over $140,000-- $63,500, plus 67% of excess over

$120,000.
Over $140,000 but not over $160,000-- $76,900, plus 0}8% of excess over

$140,000.
Over $100,000 but not over $180,000. $90,500, plus 69% of excess over

$160.000.
Over $180,000 -------------------- $104,800, plus 70% of excess over

$180,000."
SEC. 112. MINIMUM STANDARD DEDUCTION.

(a) GENERA, Rur..-Section 141 (relating to standard deduction) 26 USC 141.
h; amended to read as follows:
"SEC. 141. STANDARD DEDUCTION.

"(a) STANDARD DEDU7rxoN.-Except as otherwise provided in this
section, the standard deduction referred to in this title is the larger
of the 10-percent standard deduction or the minimum standard
deduction. The standard deduction shall not, exceed $1,000, except
that in the case of a separate return by a married individual the
standard deduction shall not exceed $500.

"(b) TEN-PERCENT STANDARD DEDu' no.-The 10-percent stand-
ard deduction is an amount equal to 10 percent, of the adjusted gross
income.

"(C) MINIMUM STANDARD I)wr('rxoN.-The minimum standard
deduction is an amount equal to the sum of-

"(1) $100, multiplied by the number of exemptions allowed
for the taxable year as a deduction Mder section 151, plus

"(2) (A) $200, in the ease of a joint return of a husband and
wife under section 6013,

"(B) $200, in the case of it return of an individual who is not
married, or S.

"(C) $100, in the case of a separate return by a married
individual.

"(d) MARRIED INDIVIDvmA FnamN SEA'..TE RETURNS.-Notwith-
standing subsection (a)-

"(1) Tile mniimuln standard deduction shall not apply iii the
case of a separate return by a married individual if the tax of
the other spouse is determined with regard to the 10-percent
standard deduction.

"(2) A married individual filing a separate return may, if
tile minimum standard deduction is less tian the 10-percent
standard deduction, and if the minimum standard deduction of
his spouse is greater than the 10-petvent standard deduction of
such spouse elect. (under regulations prescriled by tile Secre-
tary or -his delegate) to have his tax determined with regard to
the minimum standard deduction in lieu of being determilned
with regatrd to the 10-percent stn(lard deduction."
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26 tSC 2.
Post p. 1291

p. 23.

26 US(, 144.

26 USe 6212.

26 USC 6504o

(b) AmuvmnvNr oF Sv(-rio. 2.-T1'ho second eiotnce of section
2(a) (relating to tax in case of joint return or ro.turn of surviving
siollS,) is amenlwded by striking out. "and sect ion 3" and insert-
ing in ieu thereof ", section 3, alid section 141".
(e) AMSNDmaIENTM Or SF.(TrION 1.14.--

(1) 'hei tit setence of section 1,14(b) (relating to change,
of-election of standard deduction) is annmnded to road as
follows: "lTidoa, regulations prferile by the Secretary or his
delegate, it chaungo of election with respect to tho stal'ard de-
duction for any taxable year may be made, after th filing of tle
return for skch ,year."

(2) Section i.t- is amended by adding at. the end thereof the
following now suble tion:

"(V) CANor. or EihxvioN 1)VINv..-For iiruUpoes of this title,
the term 'chang of election with repev to tho stulard deduc-

"(1) it chatgi of an election to take (or not to take) the
standtlrd deduction;

"(2) it ehang of an election to pay (or not to piy) the
tax llider sct ioll 3; or

"(3) it change, of ain olocti Uider swtion 141(d)(2)."
(1) (C'ONn)imNOI A3I M0 NMItN'I.-

(1) Subparagraph (A) of section 61212(c)(2) (relhtilg to
ci reforeitco) is amended by strikilig out "to taJcl" atil ill-
sort hig in lieu theoif "with respect to the".

(2) Paragraph (8) of action (1504 (relathi t o '.q refer.
tiiuce) is almeoded by striking ouit. "to take" ind lisrting in lieu
thereof "with respect to the".

SEC. 113, RELATED AMENDMENT&
?6 16C 373 (a1) RIltrIMiKNT YNCOMNI. CHrilT,-SOCtiOll 37(d) (rlting to

pg2. . 3 . c'l.dit a1ailS tax for retir'ienIlt iliComeO) is amelided by strik-out. pn aunt.li equal tohe am11o1unt received by suichl indi-
villial as irliiiiit ilcoello (its defiled ink sibsectioln (0) llid as
lied by silbsoctioi (d)), iuultiplied by the rate, provide in

seetlhii I for tho ONrst $2,i00 of taxable uiiei ' aid itserthig
il lieu llerto)f "anlS aliuntl eqiial to 17 pecelt, inl tlke, caS, of a
axiible vear begiihig i ll19t4, or 16$ ptrceit, in the ease of a

laxablo y-ear leihiht after 1)eceiiber 31, 1964, of tho n amount
ieoived by. 141t.i hidividuil as. retirement, icoome (is deflnod in
subst"Nect iol (1) anid as limited by stlectioni (d)) ;".

26 Sio 071. (b) TAx ON~omtxusiFmT ALN INu)IVllniTAti..--Seti0l 871 (rMlat-
ill titax i nonrsidenit alimi, individuals) is isidod-

(1) Hy strikiig out. "its more tainl $15 400 except, that,-" in
Sbsetio (b) linud in tin In lici thereof "is Ilior) hla

$It)in thle ease of it taxablfe yemr leginninlg Inl 064 or more
t11an $21,2tH) ilnl lte a.s of a1 tabley Year begilnking after 1'0,- ,

(2 By Ati'ikilig ou lite headitig to subs tioi (it) inid hi tri
hig ill lieu theltof tii' fololwing:

"(A) No4 I'NITKI) STATi'K 11lIiaixi*-- :10 l'sW-rNxm TIAX.,
(3) By stiikilng outl tile headig to sitlm.-ioi (b,) mnd iniserl

lug Ill liu 1hmereo f thn follwig"(i) Nil I 'rl'l ti ''\Ti' ltllt~i-4-.liElUl..\ln TAX. *",

SMIC. Il. 'RO88 R E ViRINiE TO TAX TARIES, hI"TC.
(I) For optional tax If ldJuiited ro'wn Income Itt loom thin $5,000,

*e otion 301 of this Act.
(9) For Income tax collected st source. mee sevil1on 302 of this Art.
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PART 1I-CORPOIIATIONS

SEC. 121. REDUCTION OF TAX ON CORPORATIONS.
Section 11 (relating to tax oin corporations) is wmiended to relad 11 26 Ilse 11.

follows:
'SEC. 11. TAX IMPOSED.
"(11) CORWHATIONS IN (HGx.srI,.-A tax iH hereby impoed for

emich taxable year on the taxaile nt onie of every corporatnOu. The
tax shall cellist, of it normal tax computed under subsection (1)) and
a su11'tax coluited under subsection (0).

"(I) Nonw.mu, Tq,.--Tht% normal tax is v'.ual to tle following
percentage of the taxable income:

"(1) 30 erent, in the case of it taxable yar' I i n"lig
before .auuary 1, 1964, and

(2 p1Cclt, in tle case of a taxable year l.gitilng
itfter Uhel=or 1, 1963.

"() Svirmx -The surtax is ,Slital to the following percentage
of the anuouut by Whlich the taxable iunonle exceds the s111rtax
exemption for the taxable year:

"(1) 22 percent, in the ease of a taxailule year Ibeginning
Ieforo ,yanulary It 1964-

"(2) 2,8 percent in the vaie of at taxable year beginning
ifter ])ecenlber 31, 1963, and before January 1, 1965, and
af(3126 prentr~ in tile case of a taxal~e year bepginining

"(d) StirrA x r .MimrON.-.For purk oS.e of thi. subtitle, the
surtax exemption for any taxal)le year is $25,000, except that,
with respect to a corporation to Whlih section 15601 (relating e p. 116.
to surtax exemptions in case of certain controlled corporations) --

ajpplies for the laxablo year the surtax exemption for the taxal|he
year is the amount determined under such section.

"(0) RXVml-VzONH.-Subsec$tion1 (a) Hall11 not ap1ply to a cor-
1)10'l0t0oi 81u1)je0t to FA tax impose-1d by-

"(1) section 594 (relating to mtual savings banks on- 26 ISC 594.
(luuting life isuranve bitsiness),

"(2) subater811 TL (80c. 80)1 HIMd following, rltinilg to 26 USC aoi
inlsurallce volni))aniesu), at meq.e44(8) subchapter M (w. 851 and following, relating to 26 USC 851
regulated ilivestueuit Companie. and real estate investment et so.
trusts), or

"(4) section 881(a) relatingng to foreign eorporations not 26 eSC 881.
engtget inl business ill * 1nlted .States)."

SEC. 12L CURRENT TAX PAYMENTS BY CORPORATIONS
(a) TN&VTIAT1UINT PAI-mvwraf or Fowu~rim.n TNoom T.%x iy C'om-

iN),HTiONs.-Sectlou 6154 (relating to installment, payments of 26 USO 6154.
estimated income, tax by corlorat ions) is amended to read as follows:
"SEC. 6154.INSTALLMENT PAYMENTS OF ESTIMATED INCOME TAX BY

CORPORATIONS.
"(a) AMOUNTr A'NDIME Vif~FIM P.-MINNT OF EAVhINR JMN.

Tile amount of estimated tax (as defined in section 6010(1))) with 26 11SC 601.
relpect, to whih at clarion is re1q1ired illder section 0 101 shall
bie imhll as follows:

"(1) P,iA-x.r iN 4 INWir.iJ.WMNT.-f the declaration is filed
oil or before tile lth dav of the 4th nionthi of the taxable year,
lhe estiiated tax shall he paid i 4 istallents. Tlie amount
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and time for payment of each installment sh1ll be determined
in accordance with the following table:

"If the taxable year begins In-

The following percentages of the
estimated tax shall be paid on the
15th day of the-

4th 6th 9th 12th
month month month month

1964 ----------------------------------------- 1 1 25 25
1065 ----------------------------------------- 4 4 25 25
1966 ----------------------------------------- 9 9 25 25
1967 ---------------------------------------- 14 14 25 25
1968 ---------------------------------------- 19 19 25 25
1069 --------------------------------------- 22 22 25 25
1970 or any subsequent year -------------------- 25 25 25 25

"(2) PAYMENT IN 3 INTALLENT.-If the declaration is filed
after the 16th day of the 4th month and not after the 15th day
of the th month of the taxable year, and is not required by
section 6074 (a) to be filed on or before the 15th day of such 4th
month, the estimated tax shall be paid in 3 installments. The
amount and time for payment of each installment shall be de-
termined in accordance with the following table:

The following percentage4of the esti.
mated tax shall be paid on the 35th

"If the taxable year begins In- day of the-

6th month 9th month 12th month

1984 -------------------------------------------- 1% 254 2534
1965 -------------------------------------------- 5% 26% 26%
1966 ------------------------------------------ 12 28 28
1967 ------------------------------------------ 18% 29% 29%
1968 ------------------------------------------ 254 31% 31
1969 ------------------------------------------ 294 321 32%
1970 or any subsequent year -------------------- 33 33% 33%

"(8) PAYMENT IN 2 INSTALLMENT5&-If the declaration of
estimated tax is filed after the 15th day of the 6th month and
not after the 15th day of the 9th month of the taxable year, and
is not required by section 6074(a) to be filed on or before the
15th day of such 6th month, the estimated tax shall be paid in
2 installment. The amount and time for payment of each
installment shall be determined in accordance With the. following
table:

The followng percent-
a of the estimated

shall be paid on
"If the taxable year begins In- the 35th day of the-

Oth month 12th month

1964 ------------------------------------------------- 26 26
1965 -------------------------------------------------- 29 29
1966 ----------------------------------------------- 34 34
1967 ------------------------------------------------- 39 39
1968 ---------------------------- ...................... 44 44
1969 --------------------------------------------- 47 47
1970 or any subsequent year ------------------------- - 0 O

Post, p. 28.
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"1(4) ]'AYMFNT IN 1 INSTALLAUNT.-If the declaration of
estimated tax is filed after the 15th day of the 9th month of
the taxable year, and is not required by section 6074(a) to be Po-st P. 28.
filed on or before the 15th day of such 9th month, the estimated
tax shall be paid in 1 instalhnent. The amount and time for
payment of tle installment shall be deterinied in accordance
with the following table:

"I the taxable year begins In- The following percentages of the es-
timated tax shall be paid on the
16th (lay of the 12th month

1064 ------------------------------------------- 52
19065 ------------------------------------------- 58
196- ------------------------------------------- 68
1967 ------------------------------------------- 78
1968 ------------------------------------------- 88
1969 ------------------------------------------- 94
1970 or any subsequent year----------------------- 100

"(5) LATE FIN.-Tf the. declaration is filed after the time
prescribed in section 6074(a) (determined without regard
to any extension of time for filing the declaration under
section 6081), paragraphs (2), (3), and (4) of this subsection 26 USC 6081.
shall not. apply, and there shll be paid at the time of such
filing all installments of estilmated tax which would have
been payable on oi. before such time if the declaration had
been filed within the time prescribed ill section 6074(a), and tile
relnainin installments shall be paid at the times at. which,
and in the amounts in which, they wotiht liitie been payable
if tite declaration had been so filed.

"(b) AMENDMENT OF DECx,.u.Txo.-If tiny amendment of a
declaration is filed, tle amount of each remaining installment (if
any) sl1ll be the lialoit which would have been payable if the
iiew estimate liad beell made whel tile first estimatte for tile taxable
year was made, increased or decreased (as the case may be), by the
amount computed by dividing-

"(1) the difference between (A) the amount of estimated tax
required to be paid before the diate on which tle amemiet is
made, and (B) the alonunt of estimated tax which wothl lave
been required to be paid before such date if the new estimate
had been nmade when the first estimate was made, by

"(2) the hlnnber of ilstallments remaining to be paid o or
after tile (late oil which tile animeldllent is made.

"(c) AP.IC..TION To Snoar T.%x.lmE YEAR.-The application of
Ihis section to taxable years of less than 12 months shall be in
accordctlle with regniat ions prescribed by the Secretary or hisdale t{.

"(d ) iNwr.,umK*.sM W P.mw IN AiV.%-%CE.-At tile election of tie

Cr0poral iOll, ,lV installment of tle estimated tax may be paid
Ibefore the daite n1I-0ecribsed for its pavnent."

(b) Tumi; ron Fiiixo D V,ARATIONrS OF ESTIM TED I.%coim T.%x it
('o,4ltAr.vrIOs.--Sectioi 6074 (relating to time for filing declarations
Of estimated income tax by corporations) is ameided to read as
follows:
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"SEC. 6074. TIME FOR FILING DECLARATIONS OF ESTIMATED INCOME
TAX BY CORPORATIONS.

"(a) GENERAL RuLE.-The declaration of estilnated tax required
of corl)orations by section 6016 shall be filed as follows:

"if the requirements of section 6018 are first met- The declaration shall be filed on or before-

before the 1st (lay of the 4th month of the
taxable year ---------------------- the 15th day of the 4th month of the

taxable year
after the last day of the 3d month and

before the let day of the 6th month of
the taxable year ------------------- the 15th (lay of the 6th month of thetaxable year

after the last day of the 5th month and

before the lat day of the 9th month of
the taxable year ------------------- the 15th day of thv 9th month of thetaxable year

after the last day of the 8th month and

before the 1st lay of the 12th month of
the taxable year ------------------- the 15th day of the 12th month of the

taxable year

"(b) AMENDMEN'r.-Ail amendment of a declaration may be filed
ii any interval between installment dates prescribed for the taxable
year, but only one amendment may be filed in each such interval.

"(C-) SnIORT TAXABLE YEAR.-The application of this section to
laxable years of 'less than 12 months shall be in accordance with
regulations prescribed by the Secretary oi his delegate."

26 USC 6655. (o ) FAILURE BY CORPORATIONS TO PAT EsTIMAww INCOME Ttx.-
(1) The -last sentence of section 6655(c) (2) (relating to

period of underpayment) is amended to read as follows: "For
purposes of this paragraph, a payment of estimated tax on any
istalhnient date shall be considered a payment of tiny previous
underpaynment only to the extent such payinent. exceeds the
itnounlt. of the installment determined under subsection (b) (1)
for such insltallment date."

(2) Paragraph (3) of section 6655(d) (relating to exception)
is amended to read as follows:

"() (A) An amoumit equal to 70 percent of the tax for tile
tuxah le year computed by placing on an annualized basis the
fAtxalllB inCA)nle:

"() for the first, 3 months of the taxable year, in the
ease of the installment required to be paid in the 4th ionth.

"(ii) for the first 3 months or for the first. 5 montlis of
the taxable year, in the case of the installment required to
he paid in the 6th month,

((iii) for time first 6 months or for the first 8 months of
he taxable year in the case of the installment required to

be paid iin the 9th nionth, and
(iv) for the first 9 months or for tile first 11 nlolithis

of the taxable year, in the ease of time installment required
to be paid il tle 12th month of the taxable year.

"(B) For purposes of this paragraph, fle taxxable income
shall be placed Oi 1filn aimialized EaSiS by-

" (i) multiplying by 12 time taxable incomlie referred
to in suip aragraph (A), and

"(ii) d hiding time resulting aml1011ult by t'he number of
imoimtlms inl tile taxable year ("Fl , 6, fi, o' or t, is tile else
niy bie) refeii'el to iii slhpartg'impli (A) ."
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(d) TEcin-ICA L AMEVNDMENT.--SeCtiOn1 6016(f) (relating to 26 USC 6016.
declarations of estimated income tax by corporations) is amended
to read as follows:

"(f) CRoss REFERENCE.-
"For provisions relating to the number of amendments which

may be iled, see section 6074(b)." Ante p. 28.
SEC. 123. RELATED AMENDMENTS.

(a) T, x ON MUTUAL INSURANCE COMPANIES (OTHER THAN LI,

(1) Subsection (a) of section 821 (relating to imposition of 26 use 821.
tax) is amended to read as follows:

"(a) IMrosrrloN OF TAx.-A tax is hereby imposed for each tax-
able year beginning after December 31, 1963, on the mutual insur-
ance company taxable income of every mutual insurance company
(other than a life insurance company and other than a fire, flood,
or marine insurance company subject to the tax imposed by section
831). Such tax shall consist. of--

"(1) NORMAL rAx.-A normal tax of 22 percent of the mutual
insurance company taxable income, or 44 percent of the amount
by which such taxable income exceeds $6,000, whichever is the
lesser; plus

"(2 SUnTAx.-A surtax on the mutual insurance company
taxable income computed as provided in section 11(c) as though An p. 25.
the mutual insurance company taxable income were the taxable
income referred to in section 11 (c)."1

(2) Paragraph (1) of section 821(c) (relating to alternative
tax for certain small companies) is amended to read as follows:

"(1) IMPosrrIoN OF TAx.-In the case of taxable years begin-
ning after December 31, 1963, there is hereby imposed for each
taxable year on the income of each mutual insurance company
to which this subsection applies a tax (which shall be in lieu of
the tix imposed by subsection (a)) computed as follows:

"(A) NORMAL TX.-.A normal tax of 22 percent of the
taxable investment income, or 44 percent of the amount by
which such taxable income exceeds $3,000, whichever is the
les3?'; plus

"(B SUTTAX.--A surtax on the taxable investment
income computed as' provided in section 11(c) as though
the taxable investment income were the taxable income
referred to in section 11 () "

(b) RECEIPT OF MINIMUM JJISTRIBUTIONS BY ]OMVWT0 COR-
l'OIATIONS.--Subsection (b) of section 968 (relating to receipt of 26 Use 963.
minimum distributions by domestic corporations) is amended to
read as follows:

"(b) MINIMUm DIsTamiuTioN.-For purposes of this section, a
ininimumn distribution with respect to the earnings and profits for
the taxable year of any controlled foreign corporation or corpora-
tions shall, 'in the case of any United States shareholder, be its

_11- Pub. Law 88-272,,, _:- V8 SA rw .



pro ratit, shitre oi an tmont determined in acorditlle with which-
ever of the following tables applies to the taxable year:

"(1) TAXABLE YEARS BIE(I1NNIN(O IN 1 93.-

The required minimum dis-
"If the effective foreign tax tribution of earnings and

rate is (percentage)- profits is (percentage)-
Under 10 ----------------------------- 90
10 or over but less than 20 ----------- 80
20 or over but less than 28 ------------- 82
28 or over but less than 34 ------------ 75
34 or over but less than 89 ------------ 68
39 or over but less than 42 ------------ 55
42 or over but less than 44 ----------- 40
44 or over but less than 40 ------------- 27
40 or over but less than 47 ------------- 14
47 or over ---------------------------- 0

"(2) TAXAIHF YEARS BIE(NINNIN( IN 19114.-

The required minimum dis.
"If the effective foreign tax tribution of earnings and

rate is (percentage)- profits Is (percentage)-
Under 10 ----------------------------- 87
10 or over but less than 10 ----------- 83
19 or over but less than 27 ------------- 79
27 or over but less than 83 ----------- 72
33 or over but less than 37 ----------- 05
37 or over but less than 40 ------------ - 53
4G or over but less than 42 ----------- 38
42 or over but less than 44 ------------ 20
44 or over but less than 45 ----------- 18
45 or over ---------------------------- 0

"(3) TAXABI,E YEARS IWINNIN(l AIrFI I)E(EMIIER 31. 1904.-

The required minimum dis.
"If the effective foreign tax tribution of earnings and

rate is (percentage)- profits is (percentage)-
Under 9 ------------------------------ 88
0 or over but less than 18 ------------ 70
18 or over but less than 20 ------------ 70
26 or over but less than 32 ------------ 69
32 or over but less than 86 ------------ 03
36 or over but less than 39 ----------- 51
39 or over but less than 41 ------------ 87
41 or over but less than 42 ------------ 25
42 or over but less than 43 ----------- 18
43 or over ----------------------------- 0"

26 USC 242. (c) AMENDMENT OF SETION 242.-Section 242(a) (relating to
deduction for partially tax-exempt interest) is amended by adding at
the end thereof the following new sentence: "No deduction sll be
allowed raider this section for puirposes of any surtax imposed by thi.
subtitle."

PART III-EFFECTIVE DATES

SEC. 131. GENERAL RULE.
26 USC 21. Except for purposes of section 21 of the Internal Revenue (ode

of 1954 (relating to effect of changes in rates during a taxable year),
the amendments made by parts I and II of this title shall ap)ly" with
respect to taxable years beginning after December 31, 1963.
SEC. IS. FISCAL YEAR TAXPAYERS.

Effective with respect to taxable years ending after December 31,
1963, subsection (d) of section 21 irelating to effect of changes in
rate-s during a taxable year) is amended to read as follows:

February 26. 1964Pub. Law 88-272
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"(d) CHANGES MADE BY REVENUE AcT OF 1964.-
"(1) INMvIDUA..-In applying subsection (a) to the tax-

able year of an individual beginning in 1963 and ending in
1964--

"(A) the rate of tax for the period on and after
January 1, 1964 shall be applied to the taxable income
determined as ii part IV of subchapter B (relating to
standard deduction for individuals) as amended by the
Revenue Act of 1964, applied to taxable years ending after
December 31, 1963, and

"(B) section 4 (relating to rules for optional tax), as Post pp. 111,
amended by such Act, shall be applied to taxable year,
ending after December 31, 1903.

In applying subsection (a) to a taxable year of an individual
beginning in 1963 and ending in 1964, or beginning in 1964
and ending in 1965, the change in the tax imposed under sec-
tion 3 shall be treated as a change in a rate of tax.

"1(2) CORPORATIONS.-In applying subsectio-!i (a) to a tax-
able year of a corporation beginning in 1963 and ending in
1964, if-

"(A) the surtax exemption of such corporation for
such taxable year is less than $25,000 by reason of the
application of section 1561 (relating to surtax exemptions
in case of certain controlled corporations), or
o" (B) an additional tax is imposed on the taxable income

ofsuch corporation for such taxable year by section
1562(b) (relating to additional tax in case of component rost, p. 117.
members of controlled groups which elect multiple surtax
exemptions),

the change in the surtax exemption, or the imposition of such
additional tax, shall be treated as a change in a rate of tax
taking effect on January 1, 1964."

Title II-Structural Changes
SEC. 201. DIVIDENDS RECEIVED BY INDIVIDUALS.

(a) RFD1UcTIoN. OF 4 PERCENT CREDIT 'To 2 PERCENT CREDIT 'FOR
CALENDARAR YEAR 1964.-

(1) GENERAl RULE.-Section 34(a) (relating to general rule 26 Usc 34.
for credit for dividends received) is amended b strike ig out "an
amount equal to 4 percent of the dividends which are received
after July 31, 1954, from domestic corporations and are included
in gross income" and inserting in lieu thereof:

"an amount equal to the following percentage of the dividends which
are received from domestic corporations and are included in gross
illome:

"(1) 4 percent of the amount of such dividends which are
reeived before January 1, 1964, and

"(2) 2 percent of the amount of such dividends which are
received during the calendar year 1964."

(2) LimrrATows.-Section 34(b) (2) (relating to limitaion-
on amount of credit) is amended--

(A) by inserting ", or beginning after Decenbe,: 31, 1963"
after "1955" at the end of subparagraph (A), and

(B) by inserting ", and beginningbefore Januaiy 1, 1964"
after "1954" at the end of subparagraph (B).

(b) RV:'EAL OF CREDIT FOR DIVIDENDS RECEIVED BY u '.rDUALS.-
Effective with respect to dividends received after December 31, 1964,

Pub. Law 88-272
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section 34 (relating to dividends received by individuals) is hereby
repealed.

(c) DouBrlNO OF AMOUNT OF PARTIm, EXCLUSION FROX GROSS
26 USc 116. INCOME oF DIVWRNDS RECEIVED BY INDIVIDUALS.-SetiOn 116(a)

(relating to partial exclusion from gross income of dividends
received by individuals) is amended by striking out "$50" each place
it. appears and inserting in lieu thereof "$100".

(d) CONFORMING AMENDMENTS.-
(1) The table of sections for subpart A of part IV of sub-

chapter A of chapter I is amended by striking out
"See. 34. Dividends received by Individuals."

26 USC 35. (2) Seotion 35(b) (1) is amended by striking out "the sum of
the credits allowable under sections 33 and 34'r and inserting in
lieu thereof "the credit allowable under section 33".

26 USC 373 (3) Section 37(a) is amended by striking out "section 34
M p. 24. (relating to credit for dividends received by individuals),".
26 Usc 46. (4 Section 46(a)(3) is amended by striking out subpara-

graph (B), and by redesignating subparagraphs (C) and (D)
as'"(B)" and " (C)", respectively.

26 usc 584. ,5 ) Section 584(c) (2) is amended by striking out "section 34
or .

26 USC 642. (6 (A) Section 642(a) is amended by striking out para-
graph (3) ;
(B) Section 642(i) is amended to read as follows:

"(i) Cnoss RaRaNmuNcEs.-
"(1) For disallowance of standard deduction in case of estates

26 USC 142. and trusts, see section 142(b)(4).
"(2) For special rule for determining the time of receipt of divi-

26 USc 652, 662. dends by a beneficiary under section 652 or 662, see section
116(c)(s)."

(C) Section 116(c) is amended by adding at the end thereof
the following new paragraph:

"(3) The amount of dividends properly allocable to a bene-
ficiary under section 652 or 662 shall be deemed to have been
received by the beneficiary ratably on the same date that the
dividends were received by the estate or trust."

26 USC 7021 (3) Section 702(a) (5) is amended by striking out "a credit
supmj under section 34," and the comma after "section 116".
26 usc 854. (8) Section 854(a) is amended by striking out "section 34(a)

~relating to credit for dividends received by individuals)," and
"section 116 i oxo o

dends received by individuals) 1. igtoaexlsnfrdi-
(9) Section 854(b) (1) is amended by striking out "the credit

under section 34 (a),' and the comma after "section 116".
Post, p. 990 (10) Section 854(b) (2) is amended by striking out "the

credit under section 34, 'and the comma after "section 116".
26 usc 857. (11) Section 857(c) is amended by striking out "section 34(a)

(relating to credit for dividends received by individuals)," and
the comma after "section 116 (relating to an exclusion for divi-
dends received by individuals) . 1

26 usc 871. (12) Section 871 (b) is amended by striking out "the sum of
tie credits under sections 34 and 35" and inserting in lieu thereof
"the credit under section 35".

26 usc 1375. (13) SeAtion, 1375(b) is amended by striking out "section 34,"
and (ho comma efter "section 37".

26 usc 6014. (14) Section 6014(a) Is amended by striking out "34 or".
(e) E4FFFV'LVE )ATS.--'1rhe amendments made by subsection (a)

shall apply with respect to taxable years ending after December 31,
1963. The ammindnieut made by subsection (b) shall apply with
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respect, to taxable years ending aftcr December 31, 1964. Tie
amendment made by'subsection (c) siall apply with respect to tax-
able years beginning after December 31, 1943. The amendments
made by subsection (d) shall apply with respect to dividends received
after r December 31, 1964, in taxable years ending after such date.
IEC. 202. RETIREMENT INCOME CREDIT OF CERTAIN MARRIED INDI-

VIDUALS.
(a), DETER.MINATION or REIREMENT IxcoME.,Section 37 (relating 26 USC 37.

to retirement income) is amended by redesignating subsection (i) as
subsection (j) and by inserting after subsection (It) the following new"
subsection:

"(i) SPECIAl, Ruju:S FOR CEirrAIN MARRIED Coumav.-
"(1) ELEGrION.-A husband and wife who make a joint return

for the taxable year and both of whom have attained the age of
65 before the close of the taxable year may elect. (at. such time and
in such manner as the Secretary or his delegate by regulations
prescribes) to determine the amount of the credit all owel by sub-
section (a) by applying the provisions of paragraph 11 (2).

"(2) SPECIAL RULE.-If an election is made uder paragraph
(1) for the taxable year, for purposes of subsection (a)-

"(A) if either spouse is an individual who has received
earned income within the meaning of subsection (b), the other
spouse shall be considered to be an individual who has
received earned income within the meaning of such sub-
section; and

"(B) subsection (d) shall be considered as providing that
the amount of the combined retiremeniit income of both
spouses shall not exceed $2 ,286, less the sum of the amonts
specified in paragraphs (1) ah (2) of subsection (d) for
each spouse."

(b) EFFcrivE DATE.-The amendments made by subsection (a)
shall apply to taxable years beginning after December 31, 1963.
SEC. 203. REPEAL OF REQUIREMENT THAT BASIS OF SECTION 38 PROP.

ERTY BE REDUCED BY 7 PERCENT; OTHER PROVISIONS
RELATING TO INVESTMENT CREDIT.

(a) REPEAL OF REQUIREMENT THAT BASIS BE IREmI-TY.-
(1) IN oENEII.r,.-Subsection (g) of section 48 (iequiring that 26 USC 48.

tile basis of section 38 property be reduced by 7' percent of 26 USC 38.
te qualhiiedi ivestnweitt) is hereby repealed.

(2) INCREAsE IN .ARIS OF PRiOPERTY Pl.ACF,) IN SEIIVi4E BEFORE
JYANUARY 1, 164.--

(A) The basis of any slection 38 property (asi defined
in .etioli 48R(a) of tile Internal Revenue Code of 1954)
)laced in service before , lnaryl', 1964, shall be increased;
under regulations presciibed by the Secretary of the
'l restsury or his delegate, by an amount equal to 7 percent
of tile qlalified investment with respect to such prop elrv
tinder sec-tion 46 (c) of the Internal Revenue' (ode 4f 26 USC 46.
1954. If there bas Ioen any InereaSe with respect to such
property under section 48 (g) (2) of such Code. the increase
nun der the preceding sentence shall be appropriately reduced
therefor.

(B) If a le.,ir nmade lhe election provided by section
48(d) of the [niernal Reveine Code of 1954 with respect
to property ph~ced in service befe .Janammry 1,1964-

(i) sulbparagrah (A) shall not apply " with respect
to such I'4p rtlv. hUt
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26 USC 162.

26 USC 48.

26 USC 181.

26 USc 1016.

26 USC 203o

26 USC 48, 38.

(ii) under regulations prescribed by the Secretary of
the Treasury or his delegate, the deductions otherwise
allowable under section 162 of such Code to the lessee
for amounts paid to the lessor under the lease (or, if
such lessee has purchased such property, the basis of
such property) slall be adjusted in a manner consistent
with subparagraph (A).

(C) The adjustments under this paragraph shall be nade
as of the first day of the taxpayer's first taxable year which
begins after December 31, 1963.

(3) CONFORMING AMENDMENTS.-

(A) The last sentence of section 48(d) (relating to certain
leased property) is hereby repealed.

(B) Section 181 (relating to deduction for certain unused
investment credit) is hereby repealed.

(C) Section 1016(a)(19) (relating to adjustments to
basis) is amended to read as follows:

"(19) to the extent provided in section 48(g) and in section
203 (a) (2) of the Revenue Act of 1964, in the case of property
which is or has been section 38 property (as defined in section
48 (a)) ;"

(D) The table of sections for part VI of subchapter B
of chapter 1 is amended by striking out the following:

"Sec. 181. Deduction for certain mmsed Investment credit."

(4) EFFEcTIVE DATE.-Paragraphs (1) and (3) of this subsec-
t ion shall apply-

(A) in the case of property l)laced in service after Decemn-
her 31, 1963, with respect to taxable years ending after such
(late and

(i) in the case of property placed in service before Jan-
nary 1 1964, with respect to taxable years beginning after
December 31,1963.

(b) B.%sis OF CERTAIN LEASED PROrEwrl- To LEssEE.--Paragraphs
(1) and (2) of section 48(d) (relating to certain leased property) are
amended to read as follows:

"(1) except as provided in paragraph (2), the fair market
value of such property, or

"(2) if such property is leased by a corporation which is a
member of an affiliated group (within the meaning of section
46(a) (5)) to another corporation which is a member of the same
affiliated group, the basis of such property to tle lessor."

(c) TREATMENT OF ELEVATORS AND ;,1SCALATOIRS FOR PURPOSEs OF
TIlE I'vESTMENT CnEDIT.-Section 48(a) (1) (relating to section 38
property) is amended-

(1) by striking out the period at the end of subparagraph
(B) and inserting in lieu thereof ", or"; and

(2) by adding after subparagraph (B) the following newsubparagrah:"fC)balplevators an( escalators, but only if-

"(i) the construction, reconstruction or erection of
the elevator or escalator is coml)leted by the taxpayer
after June 30, 1963, or

"(i) the elevator or escalator is acquired after June
30, 1963, and the original use of such elevator or esca-
lator commences with the taxpayer and commences after
such date."
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(d) rjtr.vr3[Exr o l.v.vr s i) Es'.\.-t'roas Fo Puim,)wsFs OF
SF 'rlox 1245.-Section 125(a) relatingg to gaiin fiom dislsitions 26 USC 1245.
of (.eitain e(lerecialth i)prol)-ty ) is iameided-

(1) by .striking out sO 11uch of pIragraplh (2) as precedes
the second sentence thereof and inserting ill lteu thereof the
following:

"(2) RicO-l'turE i.sis.-For purposes of this section, the
terIn 'reconl)uted )asis' meals-

"(A) with respect to any property referred to inl para-
graph (8) (A) or (B), its adjusted basis recomputed by
a(lding thereto all adjustments, attributtable to periods after
December 31, 1961, or

"(B) with respect to any property referred to in para-
graph (8) (C), its adjusted basiss recomputed by a(ding
thereto all adjustments, attributable to periods after June
30, 1963,

reflected in such adjusted basis on account. of deductions (whether
in respect of the same or other property) allowed or allowable to
the taxpayer or to any other person. for (lepreciation, or for
amortization under section 168."; 26 UsC 18.

(2) by striking out the period it. the end of paragraph (3) (B)
and inserting in lieu thereof", or"; and

(3) by adding at the end of paragralh (3) the following new
subparagraph:

"((C) an elevator or an esalator."
(e) TREATMENT OF INVsrMENT CWI)lT Ity FFDFRA, RAU4IEATORY

AON(JxES.-It was the intent of the Congress in providing an
investment credit umnler section 38 of the Internal Revenue Code.of 26 USC 38.
1954, anlid it is the intent .of the Congress in repealing the reduction
in basis required by section 48(g) of such Code, to provide an A p. 33.
incentive for modernization and growth of private industry (includ-
ing that portion thereof which is regulated). Accordingly Congress
does not, intend that any agency or instrumentality of tie United
States having jurisdiction with respect to a taxpayer shall, without
the consent of the taxpayer, use--

(1) in the case of public utility property (as defined in
section 46(c) (3) (13) of tile Interial Revenue Code of 1954), 26 USC 46.
more than a proportionate part (determined with reference to
the average useful life of tlie prol)erty with respect to which
the credit was allowed) of the credit. against tax allowed for any
taxable year by section 8 of such Code, or

(2) in the case of any other prol)erty, any credit against
tax allowed by section 38 of such Code,

to reduce such taxpayer's Federal income taxes for the purpose of
establishing the cost of service of the taxpayer or to accomplish
a similar result by any other method.

(f) EiF'erivn DAmFs.-
(1) The amendments made )y subsection (b) shall apply

with respect to propertyy possession of which is transferred to a
lessee on or after the date of enactment of this Act.

(2) The amendments miade by subsection (c) shall apply with
respect to taxable years ending ifter ,Tuine 30,1963.

(3) The amendments made by subsection (d) shall apply with
respect. to dispositions after )ecember 31, 1963, in taxable years
ending after such date.

29-346 0 - 64 - 2
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SEC. 204. GROUP-TERM LIFE INSURANCE PURCHASED FOR EM-
PLOYEES.

(a) INCLUSION IN INCOME--
26 USO 71 (1) Part II of subchapter B of chapter 1 (relating to items
et . specifically included in gross income) is amended by adding at

the end thereof the following new section:
"SEC. 79. GROUP-TERM LIFE INSURANCE PURCHASED FOR EM.

PLOYEES.
"(a) GENERAL RuL.-There shall be included in the gross income

of an employee for the taxable year an amount equal to the cost of
group-term life insurance on his life provided for part or all of such
year under a policy (or policies) carried directly or indirectly by his
employer (or employers); but only to the extent that such cost
exceeds the sum of-

"(1) the cost of $50,000 of such insurance, and
"(2) the amount (if any) paid by the employee toward the

purchase of such insurance.
"(b) ExcE lTIoNs.-Subsection (a) shall not apply to-

"(1) the cost of group-term life insurance on the life of an
individual which is provided under a policy carried directly or
indirectly by an employer after such individual has terminated
his employment with such employer and either has reached the
retirement age with respect to such employer or is disabled

26 usc 213. (within the meaning of paragraph (3) of section 213(g), deter-
mined without regard to paragraph (4) thereof),

"(2) the cost of any portion of the group-term life insurance
on the life of an employee provided during part or all of the
taxable year of the employee under which-

"(A) the employer is directly or indirectly the beneficiary,
or C

26 usC 170o. "(B) a person described in section 170(c) is the sole
beneficiary,

for the entire period during such taxable year for which the
employee receives such insurance, and

"(3) the cost of any group-term life insurance which is pro-
26 USC 72. vided under a contract to which section 72(m) (3) applies.

"(c) DEzTEnMINATIoN OF COST OF INSURANCE.-For purposes of this
26 USC 6052. section and section 6052, the cost of group-term insurance on the life

of an employee provided during any period shall be determined on the
basis of uniform premiums (computed on the basis of 5-year age
brackets) prescribed by regulations by the Secretary or his delegate.
In the case of an employee who has attained age 64,the cost prescribed
shall not exceed the cost with respect to such individual if he were
age 63."

(2) The table of sections for part II of subchapter B of chap-
ter 1 is amended by adding at the end thereof trio following:

"See. 79. Group-term life insurance purchased for employee ."
26 USC 7701. (3) Section 7701(a) (20) (defining employee) is amended by

striking out "For the purpose of applying the provisions of
sections 104" and inserting in lieu thereof "For the purpose of
applying the provisions of section 79-with respect to group-term
life insurance purchased for employees, for the purpose of apply-
ing the provisions of sections 104".

Postp. 2. (b) 1ViTuhIOrlNO.---Section 3401(a) (relating to definition ofwages) is amended by striking out the period at the end of paragraph
(13) and inserting in lieu therxeof "; or", and by adding at the end
thereof the following new p~aragralph:

" (14) in the form of group-term l ife insurance on the life of an
employee; or".

February 26, 1964Pub. Law 88-272 -18-
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(c) INFORMATION, RI.PORTING.--
(1) R Et?'ntIMT.-Sul)part C of part II of subchapter A 26 USC 6051.

of chapter 61 (relating to information and returns) is amended
by adding at the end thereof the following new section:

"SEC. 6052. RETURNS REGARDING PAYMENT OF WAGES IN THE FORM
OF GROUP-TERM LIFE INSURANCE.

"(a) REQUIREMENT OF REPoRTINo.-Every employer who during
any calendar year provides group-terin life insurance on the life
of an employee during part or all of such calendar year under a
policy (or policies) carried directly or indirectly by such employer
shall make a return according to the forms or regulations prescribed
by the Secretary or his delegate, setting forth the cost of such
insurance and the name and address of the employee on whose life
such insurance is provided, but only to the extent that the cost of
such insurance is includible in the eniployee's gross income under
section 79(a). For purposes of this section the extent to which AnteA p. 36.
the cost of group-term life insurance is includible in the employee's
gross income under section 79(a) shall be determined as if the
employer were the only employer paying such employee remuner-
ation in the form of such insurance.

"(b) STATFnMENTS To BE FURNisimEn TOx) EMPI,OYEFS VITIf RESPEr
TO WHOM INFORMATION IS FtUnNISllia.-Every emul)loyer making a
return tinder subsection (a) shall furiiish to each employee whose tame
is set forth in such return a written statement showing tie cost of the
group-term life iisuranee shown oil such returil. The written state-
ment. required under the prec(edig sentence shall be furnished to the
employee on or before January 31 of the year following the calendar
year for which the return iuder suibsction (a) was made."

(2) PENALTIES FOR FAlIltI TO FIURNIIll rIATMN'NTS TO PERSONS
WITH RaESEC'r Ti WHOM RRtRNS ANE FIiEn).-Seetion 6678 (relat- Post. p. 75.
hlg to failure to furnish certain statements) is aneded-

(A) by striking out, "or 6049(c)" amd inserting in lieu
thereof "6049 (c), or 6052 (b) "; and

(B) by striking out 'or 6049(a)(1)," and insei iig in
lieu tlreof "6049(a) (1). or 6052 (a),".

(3) Cmotl(,AL AMENDMENT'r.-The tale of sections for subpart
('of part III of subchapter A of chapter 61 is anenie(n1) ibadding
tit. tie end thereof the followiing:

"Sec. 6052. Returns regarding puLvment of wages ill the form of
group-term life Insurtiice."

(4) ('Ross RFERENCIE,-
For penalty for failure to file Information returns required by

section 6052(a) of the Internal Revenue Code of 1954 (added byparagraph (1) of this subsection), see section 6652(a)(3) of such
Code (as amended by section 221(b)(2) of this Act).

(d) Er 'm: mvv, DAwT..-Tle ameimlnlenlts Ila(le by subsections (at
illd (c), and l)al'agijlh (8) of section 6652 (a) of thlie Internal Reve-

title Co(le of 1954 (as amended by section 221(b) (2) of this Act), Post p. 74.
shall apply with respect to group-terln life insurance provide1l after

)ecember 31, 1963, in taxable years ell(illg after such (late. le
anlielidents iniade by subsecti;on (b) shall apply with respect to
'einmileration paid after Deceniber 31, 1963. ill tie form of group-

term life isurinice provided after site) date. Ill applying section
79(b) of the [nterlna| lRevenue (i(le of 1954 (as added b~y sulsectiolt
(a) (1) of this section) to a taxable year beginiihng before NMa y 1. A p. 36.
1964 if p)aragraplh (2) (B) of such section applies wit respect to all

.mpfoyee for the period beginning ity 1. 1964, amid ending with tile
close of his first taxable year eliding after April 30, 1964, such plnt-
graph (2)(13) sluill he treated a. applyilig with respect to .itll
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employee for the period beginning January 1, 1964, and ending April
30, 1964.
SEC. 205. AMOUNTS RECEIVED UNDER WAGE CONTINUATION PLANS.

(a) WAGE CONTINUATION PLANs.-The second sentence of sec-
26 USC 105. tion 105(d) (nlating to wage continuation plans) is amended to read

as follows: "The preceding sentence shall not apply to amounts attrib-
utable to the first 30 calendar days in such period, if such amounts are
at a rate which exceeds 75 percent. of the regular weekly rate of wages
of the employee (as determined under regulations prescribed by the
Secretary or his delegate). If amounts attributable to the first
30 calendar days in such period are at a rate which does not exceed
75 percent of the regular weekly rate of wages of tile employee, the
first sentence of this subsection (1) shall not apply to the extent that
such amounts exceed a weekly rate of $75, and (2) shall not apply to
amounts attributable to the first 7 calendar days in such period unless
the employee is hospitalized on account of personal injuries or sickness
for at least one day during such period."

(b) EB' 1RCTIVE DATE.--rhe amendment made by subsection (a)
shall apply to amounts attributable to periods of absence commenc-
ing after December 31, 1963.
SEC. 206. EXCLUSION FROM GROSS INCOME OF GAIN ON SALE OR

EXCHANGE OF RESIDENCE OF INDIVIDUAL WHO HAS AT-
TAINED AGE 65.

(a) IN GENERmL.-Part III of subchapter B of chapter 1 (relating
to items specifically excluded from gross income) is amended by

26 USC 121, redesignating section 121 as section 122 and by inserting before such
122. section the following new section:

"SEC. 121. GAIN FROM SALE OR EXCHANGE OF RESIDENCE OF INDI-
VIDUAL WHO HAS ATTAINED AGE 65.

"(a) GENERAL RULE.-At the election of the taxpayer, gross income
does not include gain from the sale or exchange of property if-

"(1) the taxpayer has attained the age of 65 before the date of
such sale or exchange, and

"(2) during the 8-year period ending on the date of the sale or
exchange, such property has been owned and used by the taxpayer
as his principal residence for periods aggregating 5 years or more.
(b) LImrrAT O .--

"(1) WHERE ADJUSTED SALES PRICE ExcWmn ,20,000.-If the
adjusted sales price of the property sold or exchanged exceeds
$20,000 subsection (a) shall apply to that portion of the gain
which bears the same ratio to the total amount of such gain as
$20,000 bears to such adjusted sales price. For purposes of the
preceding sentence, the term 'adjusted sales price' has the meaning
assigned to such term by section 1034(b) (1) (determined without
regard to subsection (d) (7) of this section).

"(2) APPLICATION TO ONLY ONE SALE OR ExCIANoE.-Sub-
section (a) shall not apply to any sale or exchange by the tax-
payer if an election by the taxpayer or his spouse under sub-
section (a) with respect to any other sale or exchange is in
effect.

"(c) Eravriox.-An election under subsection (a) may be made
or revoked at any time before the expiration of the period for
making a claim for credit or refund of the tax imposed by this
chapter for the taxable year in which the sale or exchange occurred,
and shall be made or remvoked in such manner as the Secretary or his
delegate shall by regulations prescribe. In the case of a taxpayer
who is married, an election under subsection (a) or a revocation
thereof may be made only if his spouse joins in such election or
revocation. t
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"(d) SPECIAL RUES.-
"(1) PROPERTY HELD JOINTLY BY IIUSBAND AND WIFE.--For

purposes of this section, if-
"(A) property is held by a husband and wife as joint

tenants, tenants by the entirety, or community property,
"(B) such husband and wife make a joint return under

section 6013 for the taxable year of the sale or exchange, and 26 Usc 6013.
"(C) one spouse satisfies the age, holding, and use require-

ments of subsection (a) with respect to such property,
then both husband and wife shall be treated as satisfying the age,
holding, and use requirements of subsection (a) with respect tosuch property." (2) PROPERTY OF DECEASED spous .- For purposes of this sec-

tion, in the case of an unmarried individual whose spouse is
deceased on the date of the sale or exchange of property, if-

"(A) the deceased spouse (during the 8-year period end-
ing on the date of the sale or exchange) satisfied the holding
and use requirements of subsection (it) (2) with respect tosuch property , and"(B) no election by the deceased spouse under subsection

(a) is in effect with respect to a prior sale or exchange,
then such individual shall be treated as satisfying the holding
and use requirements of subsection (a) (2) with respect to such
property.

"(3) TENANT-STOCKIOLDER IN (OOPEATIVE 1iOt'sINO CORPORA-
TIo.-For purposes of this section, if the taxpayer holds stock
as a tenant-stockholder (as defined in section 216) in a coopera- 26 USC 216.
tive housing corporation (as defined in such section), then-

"(AY the holding requirements of subsection (a) (2) shall
be applied to the holding of such stock, and

"(B) the use requirements of subsection (a)(2) shall
be applied to the house or apartment which the taxpayer was
entitled to occupy as such stockholder.

(4) INVOLUNTARY CONWvisio.-For purposes of this section.
the destruction, theft, seizure, requisition, or condensation of
property shall be treated as the sale of such property.

"(5) PROPERTY USED IN PART AN PRINCIPAL RESIDENCE.-TIh tile
case of property only a portion of which, during the 8-year period
ending on the date of the sale or exchange, has been owned and
used by the taxpayer as his principal residence for periods aggre..
gating 5 years or more, this section shall apply with respect to so
much of the gain from the sale or exchange of such property as is
determined, under regulations prescribed'by the Secretary or his
delegate, to be attriGutable to the lxrtion of the property so
owned and used by the taxpayer.

"(6) DWETRMINATION OF MARITAL STATiS.-Im tO (ase Of any
sale or exchange, for purposes of this secion-

"(A) tie determination of whether an individual is mar-
rieA shall be made as of the late of the sae or exchange;
and

"(B) ani individual legally separated from his spouse
under a decree of divorce or of separate maintenance shall
not be considered as nmaried.

"7) APPLICATION OF SICTIONS 103 AND 1034.-Il apl$yintg
sections 1033 (relating to involuntary convelions) an 1034 26 USC 1033,
(relating to sale or exchange of residence) the amount realized 1034.
from tle sale or exchange of property shall be treated as being
the aniount determined without regard to this section, reduced by
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le aitount of gain not included ill gross iinconie pursuant to all
elect ion 11nd(er this sect ion."

(b) 'TClNI.\I, AND ('I.EHIu.\I, AM.ENI3.N'rS.-

26 USC 6012. (1) Section 6012(c) (relating to persons required to iniake
returns of inome) is amended to reid as follows:

-(e) CERTAIN ]NCOME, EAnNF.I ABROAD on Fno3% SALE: o REsI-
,.:N-E.(.-For purposes of this section, gross income shall be computed

Antep. 3 without regard to the exclusion proVided for in section 121 (relating.o sale of residence by individui who has attained age 65) and with-
p. 128. out regard to the exclusion provided for in section 911 (relating to

em, rnecuicome from sources without the United States)."
(2) The table of sections for part III of subchapter B of

chapter I is amended by striking out
"See. 121. Cross references to other Acts."

aild inserting in lieu thereof
"See. 121. Gain'from sale or exchange of residence of Individual

who has attained age 65.
"See. 122. Cross references to other Acts."

26 USC 1033, (3) Section 1033(h) (relating to involuntary conversions) is
amended by adding at the end thereof the following new para-graph: "(3) For exclusion from gross income of certain gain from invol.

untary conversion of residence of taxpayer who has attained age 65,
see section 121."

26 USO 1034. (4) Section 1034 (relating to sale or exchange of residence)
is amended by adding at the end thereof the following new
subsection:

"k) CRoss REFERENCE.-

"For exclusion from gross income of certain gain from sale or
exchange of residence of taxpayer who has attained age 65, see sec.

Antep. 38 tion 121."

(e) E'rnocvrv DAT.-'Ihe amendments made by this section shall
aIpiply to dispositions after December 31, 1963, in taxable years ending
after such date.
SEC. 207. DENIAL OF DEDUCTION FOR CERTAIN STATE, LOCAL, AND

FOREIGN TAXES.
26 USC 164. (a) IN GENERAY,.-Sibsections (a), (b), and (c) of section 164

(Mlating to deduction for taxes) are amended to read as follows:
"(a) GENFRAL Ruix.-Except as otherwise provided in this section,

the following taxes shall be allowed as a deduction for the taxable
year within which paid or accrued:

(g State and local, and foreign, real property taxes.
"2 State and local personal property taxes.
"(3) State and local, and foreign, income, war profits, and

excess profits taxes.
11(4) State and local general sales taxes.
"(5) State and local taxes on the sale of gasoline, diesel fuel,

and other motor fitels.
In addition, there shall be allowed as a deduction State and local, and
foreign, taxes not described in the preceding sentence which are paid
or accrued within the taxable year in carrying on a trade or business

26 USC 212. or an activity described in section 212 (relating to expenses for pro-
duction of income).

"(b) DEFINITIONS AND SPECIAl. RUL's.,-For purposes of this
section-

"(1) P SNAL s 'ROPFaITY TAXES.-Trhe term 'personal propIty
tax' means an ad valorem tax which is imposed on anannualbasts
in respect of personal property.
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(2) GENERAL SALES TAXES.-
"(A) IN GENERAL.-Tho term 'general sales tax' means

a tax imposed at one rate in respect of the sale at retail
of a broad range of classes of items.

ot(B) SPECIAL RULES FOR FOOD, Ero.-In the case of items
of ood, clothing, medical supplies, and motor vehicles-

c(i) the act that the tax does not apply in respect
of some or all of such items shall not be taken into
account in determining whether the tax applies in
respect of a broad range of classes of items, and

'(it) the fact that the rate of tax applicable in
respect of some or all of such items is lower than the
general rate of tax shall not be taken into account in
determining whether the tax is imposed at one
rate.

"(C) ITEMS TAXED AT DIFFERENT RATF.-Except in the
case of a lower rate of tax applicable in respect of an
item described in subparagraph (B), no deduction shall
be allowed under this section for any general sales tax im-
posed in respect of an item at a rate other than the general
rate of tax.

it(D) COMPENSATING USE TAXES.-A compensating use
tax in respect of an item shall be treated as a general sales
tax. For purposes of the preceding sentence, the term
'compensating use tax' means, in respect of any item, a tax
Which-

"(i) is imposed on the use, storage, or consumption
of such item, and

"(iti) is complementary to a general sales tax but, only
if a deduction is allowable under subsection (a) (4) in
respect of items sold at retail in the taxing jurisdiction
which are similar to such item.

"(3) STATE OR LOCAL TAXES.-A State or local tax includes only
a tax imposed by a State, a possession of the United States, or a
political subdivision of any of the foregoing, or by the District
)f Columbia.
"(4) FOREIoN TAxES.-A foreign tax includes only a tax

imposed by the authority of a foreign country.
"(5) SEPARATELY STATED GENERAL SALES TAXES AND GASOLINE

'rnxES.-If the amount of any general sales tax or of any tax on
the sale of gasoline, diesel fuel, or other motor fuel is separately
stated, then, to the extent that the amount so stated is paid b7
(lie consumer (otherwise than in connection with the consumer's
trade or business) to his seller, such amount shall be treated as a
tax imposed on, and paid by such consumer.

"(c) l)sDuciroN DENIED IN ASE OF CERTAIN T.NXES.-No deduction
it I I be allowed for the following taxes:

" (1) Taxes assessed against local benefits of a kind tending to
iticrease the value of the property assessed; but this paragraph)
shlall not -prevent the deduction of so much of such taxes as is
p~rop~erly al locable to maintenance or interest charges.

"(2) 'Taxes on real property, to the extent that subsection (d)
Ieuires such taxes to be treated as imposed on another taxpayer."

(b ) 'rMNlTNIVAL AMENDMENTS..'--
(1) The first sentence of section 164(f) (relating to payments 26 USC 164.

for mmicipal services in atomic energy communities) is amended
by inserting "Shtie" before "real property taxes".
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26 USC 164,

26 USC 3101
et e.eq
26 USC 3201,
3211,

Post, p. 140,

26 USC 901,
26 USC 164o

26 USC 535,

26 USC 545.

26 USC 556,

26 USC 901,

26 USC 903,

(2) Section 164(g) (relating to cross references) is amended
to read as follows:

"(g) CRoss REFERENCES.-
"(1) For provisions disallowing any deduction for the payment

of the tax Imposed by subchapter B of chapter 3 (relating to tax-
free covenant bonds), see section 1451.

"(2) For provisions disallowing any deduction for certain taxes,
see section 275."

(3) (A) Part IX of subchapter B of chapter 1 (relating to
items not deductible) is amended by adding at the end thereof
the following new section:

"SEC. 275. CERTAIN TAXES.
"(a) GENERAL RuLE.-No deduction shall be allowed for the follow-ing taxes:

"( 1) Federal income taxes including-
"(A) the tax imposed by section 3101 (relating to the tax

on employees under the Federal Insurance Contributions
Act) ;
"(B) the taxes imposed by sections 3201 and 3211 (relating

to the taxes on railroad employees and railroad employee
representatives) ; and

"(C) the tax withheld at source on wages under section
3402. and corresponding provisions of prior revenue laws.

"(2) Federal war profits and excess profits taxes.
"(3) Estate, inheritance, legacy, succession, and gift taxes.
"(4) Income, war profits, and excess profits taxes imposed by

the authority of any foreign country or possession of the United
States, if the taxpayer chooses to take to any extent the benefits
of section 901 (relating to the foreign tax credit).

"(5) Taxes on real property to the extent that section 164(d)
requires such taxes to be treated as imposed on another taxpayer.

"(b) CRosS REFERENCE.-
"For disallowance of certain other taxes, see section 164(c)."

(B) The table of sections for such part IX is amended by add-
ing at the end thereof the following:

"See. 275. Certain taxes."

(4) Paragraph (1) of section 535(b) (relating to adjustments
to accumulated taxable income) is amended by striking out "sec-
tion 164(b) (6)" and inserting in lieu thereof "section 275 (a,) (4)".

(5) The first sentence of paragraph (1) of section 545( b)
(relating to adjustments to personal holding company taxable
income) is amended by striking out "section 164 (b) (6) " and in-
serting in lieu thereof "section 275 (a) (4)"1.

(6) The first sentence of paragraph (1) of section 556 (b)
(relating to adjustments to foreign personal holding compan'
taxable inceome) is amended by stiin out "section 164 (b) (6)'
and inserting in lieu thereof "section 21,5(e (4)"

(7) Paragrath (1) of section 901 (d) (relating to credit for
taxes imposed by foreign countries) is amended by striking out
sectionn 164"1 and inserting in lieu thereof "sections 164 and 275".

.(8) Section 903 (relating to credit for taxc3 imposed by a for-
eign country in lieu of income, e., taxes) is amended by striking
out "section 164(b)" and inserting in lieu thereof "sections 164( al
anld 275 (a)"I.

-24-
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(c) EFFECTIVE DATE.-
(1) GENERAL RUL.-Except as provided in paragraph (2), the

amendments made by this section shall apply to taxable years
be inning after December 31, 1963.

(2) SPECIAL TAXING DITRIOTs.-Section 164(c) (1) of the Inter-
nal Revenue Code of 1954 (as amended by subsection (a)) shall Ante p. 40
not prevent the deduction under section 164 of such Code (as so
amended) of taxes levied by a special taxing district which is
described in section 164(b) (5) of such Code (as in effect for a
taxable year ending on December 31, 1963) and which was in
existence on December 31, 1963, for the purpose of retiring indebt-
edness existing on such date.

SEC. 208. PERSONAL CASUALTY AND THEFT LOSSES.
(a) LIMITATION ON AMOUNT OF CASUALTY OR THEFT Loss DEDuC-

TION.-Section 165(c) (3) (relating to losses of property not connected 26 USC 165,
wiih trade or business) is amended to read as follows:

"(3) losses of property not connected with a trade or business,
if such losses arise from fire, storm, shipwreck, or other casualty,
or from theft. A loss described in this paragraph shall be allowed
only to the extent that the amount of loss to such individual
arising from each casualty, or from each theft, exceeds $100.
For purposes of the $100 limitation of the preceding sentence,
a husband and wife making a joint return under section 6013 for
the taxable year in which the loss is allowed as a deduction shall
be treated as one individual. No loss described in this paragraph
shall be allowed if, at the time of filing the return, such loss has
been claimed for estate tax purposes in the estate tax return."

(b) EFFErTvIrV DAT.-The amendment made by subsection (a)
shall apply to losses sustained after December 31, 1963, in taxable
years ending after such date.
SEC. 209. CHARITABLE, ETC, CONTRIBUTIONS AND GIFTS.

(a) CERTAIN ORGANIZATIONS ADDED TO ADDITIONAL 10-PERCENT
CHARITABLE LIMrrATIoN.-Section 170(b)(1) (A) (relating to limita- 26 USC 170.
tion on amount of deduction for charitable contributions by individ-
pals) is amended by striking out "or" at the end of clause (iii), and
by inserting after clause (iv) the following new clauses:

itv) a governmental unit referred to in subsection
(c) (1, or

(vi) an orgaization referred to in subsection (c) (2)
which.ormal y receives a substantial part of its support
(exclusive of income received in the exercise or
performance by such organization of its charitable, edu-
cational, or other purpose or function constituting the
basis for its exemption under section 501 (a)) from a 26 USC ..
governmental unit referred to in subsection (c) (1) or
from direct or indirect contributions from the general
public,".

(b) 1TNLTmrrED CHARITABLE CONTRIBUTION DrDucooN.-Section
170 (relating to charitable, etc., contributions ind gifts) is amended by 26 USC 170.
inserting after subsection (f) (added by subsection (e) of this section)
the following new subsection:

"(g) APPLICATION OF UNLIMITED CHARITABLE CONTRIBUTION DE-
DUCTION.-

"(1) ALLOWANCE OF DEDUCTION FOR TAXABLE YEARS BEGIN-
NING AFTER DECEMBER 31, ios.-If the taxable year begins after
December 31, 1963--

"(A) subsection (b) (1) (C) shall apply only if the tax-
payer so elects (at such time and in such manner as the Secre-
tary or his delegate by regulations prescribes) ; and
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"(B) for purposes of subsection (b) (1) (C), the amount of
the charitable contributions for the taxable year (and for all
prior taxable years beginning after I)ecember :1, 1913)
shall be determined without the application of ruibsection
(b) (5) and solely by reference to charitable contributions
described in pa agr~ph (2).

If the taxpayer elects to have subsection (b) (1) (C) apply for the
taxable year, then for such taxable year subsection (a) shall apply
only with respect to charitable contributions described in para-
graph (2), and no amount of charitable contributions made in
the taxable year or any prior taxable year may be treated under
subsection (b)(5) as having been made in the taxable year or
in any succeeding taxable year.

"(2) QuLIF .l). CONTRIBiUTIONS.--The charitable contributions
referred to in paragraph (1) are-

"(A) any charitable contribution described in subsection
(b) (1) (A);

'(B) any charitable contribution, not described in subsec-
tion (b)(1) (A), to an organization described in subsection
(c) (2) substantially more than half of the awsts of which
is devoted directly to, and substantially all of the income of
which is expended directly for, the active conduct of the
activities constituting the pulripose or function fr which it is
organized and operated;

(C) ainy charitable contributon, not. described in sub-
section (b) (1) (A), to an orgauzation demscribed ini suibsection
(c) (2) which mecets the requirements of paragraph (3) with
respect, to such charitable contributions; and(

S( D) any charitable contribution payment of which is
made on or before the date of the enactment of the Revenue
Act of 1964.

"(3) ORGANIZATIONS RXPENDING AT LEAST 50 PERCENT OF DONOR's
(bNTRIBUTIoNs.-An organization shall be an organization
referred to in paragraph (2) (C), with respect to any charitable
eunt.rilution, only if--

"(A) not. later than the close of the third year after the
organization's taxable year in which the conttibution is re-
ceived (or before such later time as the Secretary or his dele-
gate may allow upon good cause shown by such organizat ion),
such organization expends an amount equal to at least. i0
percent of such contribution for-

"(i) the active conduct of the activities constituting
tie purpose or function for which it is organized andoperated,

c ii) assets which are directly devoted to such active
olluct,

"(iii) contributions to organizations whic-h are
described in subsection (b)(1)(A) or in paragraph (2)
(B) of this subsection, or

"(iv) any combination of the foregoing; and
"1(1B) for the period beginning with thie taxable Tear in

wvhichi such contribution is received and ending with tlie
taxable year in which subparagraph (A) is satisfied with
respect to such contribution, such organization expends all
of its net income (determined without regard to capital
gains and losses) for the purposes described- in clauses (i),
Iii), (m), and iv) of subparagraph (A).

If the taxpayer so elects (at such time an in such manner as the
Secretary or his delegate by regulations prescribes) with respect
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o oiitrilmiims made by him to any organization, then, in
applying sill)paragraph (B) with respect to coitribuitions made
by him to such organization during his taxable year for which
such election is made and during all his subsequ(tnt taxable years,
amounts expended by the organization after the close of any of
its taxable years and on or before the 15th (ay of the third
month following the close of such taxable year shall be treated
as expended during such taxable year.

"(4) DISQUALIFYING TIANsArONS.--An organization shall b
an organization referred to in subparagraph, (B) or (C) of
paragraph (2) only if at no time during tlie period consisting of
the organization's taxable year in which the. contribution is
received, its 3 preceding taxable years, and its 3 succeeding tax-
able years, such organization-

"(A) lends any part of its income or corpuis to,
"(B) pays compensation (other than reasoitible com-

peiisation for personal services actually rendered) to,
"(C) makes any of its services available onmi prferenitial

Iasis to,
"(D) pilrchases more than a nimiiimal .mount of secmities

or other property from, or
"(E) sells more than a minimal amount of se,.m'ities or

other loperty to,
til donor of such contribution, aiy member of his family (as
defined iin section 267(c) (4)), any 'employee of the donlo, any 26 USC 267.
officer or employee of a corporation in which lie owns directlyv
0' iidireetly) 50 percent or more in value of the outstmnidiiig
slock, or any partner or employee of a partneiship in which lie
owns (directly or indirectly) 90 percent or more of the capital
interest or l)r,)lits interest. This paragra)h shall not aplply to
tiransactions occurring on or before the date of the enactment
of the Reveniue Act of 1064."

(c) 5-Y:AR CARR'oYza or ('m'r.INx (HARm[T.BE.1: (o.,rmmtTu'rIo.-s
MADE BIY 1IV)ALM.

(1) IN ( liNAL.-Section 170(b) (relating to limitations on 26 USC 170.
amount of deduction for charitable coltribiltiolls) is amended by
adding at, the end thereof the following new paragraph:

"(5) CARIIYOVER Of CERTAIN .xCF.SS CONMTiRUTIONS lIy
INDIVIDUALSo-

"(A) In the case of an individual, if the amotlit of chari-
taimle contrilait ions described iii paragraph (1) (A) paymtnent
of which is nmde within a taxable year (hereinafter in this
paragraph referred to as the 'contribution year') beginning
after December 31, 1963, exceeds 30 percent of the taxpayer s
adjusted gross inconie for such year (computed witiout
regard to any net operating loss carry ack to such year
uin1der section172), such exce,, shnll be treated as a chari- 26 USC 172.
table contribution described in paragraph (1) (A) paid in
each of the 6 succeeding taxable years in order of time, but,
with respect to any such succeeding taxable year, only to the
extent of the les-ser of the two following amounts:

(i) ,th aount by which 80 percent of the taxpayer q
ad justed rm income for Suich succveeding taxable yelar
(compute without regard to any iiet operatig loss
carryback to such succeeding taxable year miider sectioji
172) exceeds the sum of the charitable contributions
described in paragraph (1) (A) payment of which is
made by (lie taxpayer withiii su("h "succeeding taxable
year (deinmiedl withotlt regard to this slbpara-'iglraph)
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and the charitable contributions described in paragraph
(1) (A) payment of which was made in taxable years
(beginning after December 31, 1963) before the contri-
bution year which are treated under this subparagraph
as having been paid in such succeeding taxable year; or

"(ii) in the case of the first succeeding taxable year,
the amount of such excess, and in the case of the second,
third, fourth, or fifth succeeding taxable year, the portion
of such excess not treated dnder this subparagr ph as a
charitable contribution described in paragraph (1)(A)
paid in any taxable year intervening between the con-
tribution year and such succeeding taxable year.

"(B) In applying subparagraph (A), the excess deter-
mined under subparagraph (A) for the contribution year
shall be reduced to the extent that such excess reduces taxable
income (as computed for purposes of the second sentence of

26 uSc 172. section 17'2 (b) ('2)) and increases the net operating loss deduc-
tion for a t axalle year succeeding the contribution year."

26 USC 545. (2) E(1,1usCAL A NTDIMEXTS.-Sec tiols 545(b)(2) (relating
to deductions for charitable contributions by personal holding

26 Usc 556s companies) and 556(b) (2) (relating to deductions for charitable
contributions by foreign personal holding companies) are each
amended by striking out "section 170(h) (2)" and inserting in
lieu thereof "section 170(b) (2) and (5)".

(d) 5-YEAR CARRYOVER OF CERTAIN CIARTABLE CoNTRINVUtTIONS
MADE BY CoRoRATIoxs.-

26 USC 170. (1) IN OENERAL.-Section 170(b)(2) (relating to limitation
on amount of deduction for charitable contributions by corpora-
tions) is amended by striking out the sentence following subpara-
graph (D) and inserting in lieu thereof the following:
"Any contribution made by a corporation in a taxable year (here-
inafter in this sentence referred to as the 'contribution year') in
excess of the amount deductible for such 'ear under the preced-
ing sentence shall be deductible for each of the 5 succeeding
taxable years in order of time, but only to the extent of the lesser
of the two following amounts: (i) the excess of the maximum
amount deductible for such succeeding taxable year under the
preceding sentence over the sum of the contributions made in
such year plus the aggregate of the excess contributions which
were made in taxable years before the contribution year and
which are deductible under this sentence for such succeeding tax-
able year; or (i) in the case of the first succeeding taxable year,
the amount of such excess contribution, and in the case of the
second, third, fourth, or fifth succeeding taxable year, the por-
tion of such excess contribution not deductible under this sentence
for any taxable year intervening between the contribution year
and such succeeding taxable year. '

(2) CARRYOVER IN CERTAIN CORPORATE AcqusrrioNs.-Par-
26 USC 381. agraph (19) of section 381(c) (relating to items of distributor

or transferor corporation) is amended to read as follows:
"(19) CHARrrABLV, coNThrIoB-Ns IN EX(T85 OF PRIOR 'EARS'

LImrrATIONS.-Contriibutions made in the taxable year ending
on the date of distrilbution or transfer and the 4 prior taxable
years by the distributor or transferor corporation in excess
of the amount (eductible under section 170(b) (2) for such
taxable years shall be deductible by thle acquiring corporation
for its taxable years which begin after the date of distribution
or transfer, subject to the limitations imposed in section 170
(b) (2). In aippllying 1he pceding sentence, each Iaxable year
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of the distributor or transferor corporation beginning on or before
the date of distribution or transfer shall be treated as a prior
taxable year with reference to the acquiring corporation's tax-
able years beginning after such date."

(e) FUTURE INTERESTS nw TANBLu PERSONAL PRoPERTY.-SeC-
tion 170 (relating to charitable, etc., contributions and gifts) is 26 USC 170"
amended by redesignating subsections (f) and (g) as subsections (h)
and (i), respectively, and by inserting after subsection (e) the
following new subsection:

"(f) FUTURE INTERESTS IN TANOIBLE PERSONAL PROPFERTY.-For
purposes of this section, payment of a charitable contribution which
consists of a future interest in tangible personal property shall be
treated as made only when all intervening interests in, and rights to
the actual possession or enjoyment of, the property have expired or
are held by persons other than the taxpayer or those standing in a
relationship to the taxpayer described in section 267(b). For pur- 26 usc 267.
poses of the preceding sentence, a fixture which is intended to be
severed from the real property shall be treated as tangible personal
property."

(f)I EFrEcIWE DATs.-
(1) The amendments made by subsections (a), (b), and (c),

shall apply with respect to contributions which are paid in
taxable years beginning after December 31, 1963.

(2) The amendments made by subsection (d) shall apply
to taxable years beginning after December 31, 1963, with respect
to contributions which are paid (or treated as paid under section
170(a)(2) of the Internal Revenue Code of 1954) in taxable
years beginning after December 31, 1961.

(3) The amendments made by subsection (e) shall apply to
transfers of future interests made after December 31, 1963, in
taxable years ending after such date, except that such amend-
ments slall not apply to any transfer of a future interest made
before July 1, 1964, where--

(A) the sole intervening interest or right is a nontrans-
ferable life interest reserved by the donor, or

(B) in the case of a joint gift by husband and wife, the
sole intervening interest or right is a nontransferable life
interest reserved by the donors which expires not later than
the death of whichever of such donors dies later.

For purposes of the exception contained in the preceding sen-
tence, a right to make a transfer of the reserved life interest to
the donee of the future interest shall not be treated as making
a life interest transferable.

SEC. 210. LOSSES ARISING FROM EXPROPRIATION OF PROPERTY BY
GOVERNMENTS OF FOREIGN COUNTRIES.

(a) Nvr OPERATING LOSS CAiulovEn.-Sect-ion 172 (relating to 26 USC 172.
net operating loss deduction) is amended-

(1) by striking out "Except as provided in clause (ii)" in
subsection (b) (1)(A)(i) and inserting in lieu thereof "Except
as provide( in clause (ii) and in subparagraph (D)": ;

.2) by striking out "Except as provided in subparagraph
C in subsection (b) (1)(B) and inserting in lieu thereof
Except as provided in subparagraphs (C) and (D)";

(3) by adding at the end of subsection (b) (1) the following
new subparagraph:

"(D) In the case of a taxpayer which has a foreign expro-
priation loss (as defined in subsection (k)) for any taxalule a p. 48.
year ending after December 31, 1958, the portion of the net

operating loss for such year attributable to such foreign ex-

m m h a h



Pub. Law 88-272 -30- February 26, 1964
78 STAT. 40.

propriation loss shall not be a net operating loss carryback
to any taxable year preceding the taxable year of such loss
and shall be a net operating loss carryover to each of the 10
taxable years following the taxable year of such loss.";

(4) by adding at the end of subsection (b) (3) the following
new subparagraphs: 

I
"(i) paragraph (1) (D) shall apply only if-
"(i) the foreign expropriation oss (as defined in sub-

section (k)) for the taxable year equals or exceeds 50
percent of the net operating loss for the taxable year,

"(ii) in the case of a foreign expropriation loss for a
taxable year ending after December 31, 1963, the tax-
payer elects (at such time and in such manner as the
Secretary or his delegate by regulations prescribes) to
have paragraph (1) (D) apply, and

"(iii) in the case of a foreign expropriation loss for a
taxable year ending after December 31, 1958, and before
January 1, 1964, the taxpayer elects (in such manner as
the Secretary or his delegate by regulations prescribes)
on or before December 31, 1965, to have paragraph
(1) (D) apply.

(D) If a taxpayer makes an election under subparagraph
(C) (iii), then (notwithstanding any law or rule of law),
with respect to any taxable year ending before January 1,
1964, affected by the election--

"(i) the time for making or changing any choice or
26 Usc 901. election under subpart A of part III of subchapter N
905, (relating to foreign tax credit) shall not expire before

January 1, 1966
"(ii) any deficiency attributable to the election under

subparagraph (C) (iii) or to the application of clause
(i) of this subparagraph may be assessed at any time
before January 1, 1969, and

"(iii) refund or credit of any overpayment attrib-
utable to the election under subparagraph (C)(iii) or
to the application of clause (i) of this subparagTaph may
be made or allowed if claim therefor is filed before Janu-
ary 1, 1969.";

(5) by redesignating subsection (k) as (1), and by inserting
after subsection (j) the following new subsection:
(k) FORMION EXPROPRIATION Loss DFFiwsn.-For purposes of sub-

section (b)-
"(1) The term 'foreign expropriation loss' means, for any tax-

able year, the sum of the losses sustained by reason of the expro-
priation, intervention, seizure, or similar taking of property by
tie government of any foreign country, any political subdivision
thereof, or any agency or instrumentality of the foregoing. For
purposes of the preceding sentence, a debt which becomes worth-
less shall, to the extent of any deduction allowed under section
166 (a), be treated as a loss.

"(2) The portion of the net operating loss for any taxable.
year attributable to a foreign expropriation loss is the amount of
the foreign expropriation lossfor such year (but not in exces.
of the net operating loss for such year)."

26 UC 172. (b) TECHNICAL AMENDMNTs.-Section 172(b) (2) is amended-
(1) by striking out subparagraph (B) and inserting in lieu

thereof the following:
"(B) by determining the amount. of the net operating lo.-s

deduction-
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"(i) without regard to the net operating loss for the
loss year or for any taxable year thereafter, and

"(ii) without regard to that portion, if any, of a net
operating loss for a taxable year attributable to a foreign
expropriation loss, if such portion may not, under para-
graph (1) (D), be carried back to such prior taxable
year""; and

(2) by adng at the end thereof the following new sentence:
"For purpa ol: this paragraph, if a portion of the net operating
loss for the loss year is attributable to a foreign expropriation.
loss to which paragraph (1) (D) applies such portion shall be
considered to be a separate net operating loss for such year to be
applied after the other portion of such net operating loss."

(c) EFrEonvi DAT .- The amendments made by this section shall
apply in respect of foreign expropriation losses (as defined in section
172(k) of the Internal Revenue Code of 1954 as amended by sub- Ante po 48.
section (a) (5) of this section), sustained in taxable years ending after
December 31, 1958.
SEC. 211. ONE-PERCENT LIMITATION ON MEDICINE AND DRUGS.

(a) GENERAL Rimna--Subsection (b) of section 213 (relating to 26 USC 213.
niedical, dental, etc., expenses) is amended by adding at the end thereof
the following new sentence: "The preceding sentence shall not apply
to amounts paid for the care of-

"(1) the taxpayer and his spouse, if either of them has attained
the age of 65 before the close of the taxable year, or

( ) any dependent described in subsection (a) (1) (A)."
(N) EFFECTVE DAT.-The amendment made by subsection (a)

shall apply to taxable years beginning after December 31, 1963.
SEC. 212. CARE OF DEPENDENTS.

(a) CHILD CARE ALLowAxcE.-Section 214 (relating to expenses 26 USC 214.
for care of certain dependents) is amended to read as follows:
"SEC. 214. EXPENSES FOR CARE OF CERTAIN DEPENDENTS.

"(a) GENERAL RuLE.-There shall be allowed as a deduction
expenses paid during the taxable year by a taxpayer who is a woman
or widower or is a husband whose wife is incapacitated or is institu-
tionalized, for the care of one or more dependents (as defined in sub-
section (d) (1)) but only if such care is for the purpose of enabling
Iie taxpayer to be gainfully employed.

"(b) LIMrrATIONS.-
"(1) DoLrAR inmrr.-

"(A) Except as provided in subparagraph (B), the deduc-
tion under subsection (a) shall not exceed $600 for any tax-
able ytr.

"(B) The $600 limit of subparagraph (A) shall be
increased (to an amount not above $900) by the amount of
expenses incurred by the taxpayer for any period during
which the taxpayer had 2 or more dependents.

"(2) WOPJiN-o WIVES AND HUSBANDS WITH INCAPACITATED
wivE.-In the case of a woman who is married and in the case of
a husband whose wife is incapacitated, the deduction under sub-

sc A.")shall not be allowed unless the taxpayer and his

spouse file a joint return for the taxable year, and
"(B) shall be reduced by the amount (if any) by which

the adjusted gross income of the taxpayer and his spouse
exceeds $6,000.

Tis paragraph shall not apply, in the case of a woman who is
married, to expenses inc'rred while her husband is incapable of

February 26, 1964 . -31- Pub. Law 88-272
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self-support because mentally or physically defective, or, in the
case of a husband whose wife is incapacitated, to expenses in-
curred while his wife is institutionalized if such institutionaliza-
tion is for a period of at least 90 consecutive days (whether or not
within one taxable year) or a shorter period if terminated by her
death.

"(3) CERTAIN PAYMENTS NOT TAKEN INTO A0COUNT.--Subsec-
tion (a) shall not apply to any amount paid to an individual with
respect to whom the taxpayer is allowed for his taxable year

26 USC 151. a deduction under section 15i (relating to deductions for personal
exemptions).

"(C) SPECIAL RULE WHERE WIFE Is INCAP.CITATED OR INSTITU-
TIONALIZED.-In the case of a husband whose wife is incapacitated or
is institutionalized, the deduction under subsection (a) shall be
allowed only for expenses incurred while the wife was incapacitated
or institutionalized (as the case may be) for a period of at least 90
consecutive days (whether or not within one taxable year) or a shorter
period if terminated by her death.

"(d) DFFINITIONS.-For purposes of this section--
"(1) I)E ,ND'NT.-'1he term 'dependent' means a person with

respect to whom the taxpayer is entitled to an exemption under
section 151(e) (1)-

"(A) who has not attained the age of 13 years and who
26 USC 152. (within the meaning of section 152) is a son, stepson,

daughter, or stepdauiihter of the taxpayer; or
"(B) who is physically or mentally incapable of caring

for himself.
"(2) WIoDwER.--The term 'widower' includes an unmarried

individual who is legally separated from his spouse under a decree
of divorce or of separate maintenance.

"(3) INCAPACITATED WiFE.-A wife shall be considered inca-
paitated only (A) while she is incapable of caring for herself
because mentally or physically defective, or (B) while she is
institutionalized.

"(4) INSTITuTIoALIzED WIF.-A wife shall be considered
institutionalized only while she is, for the purpose of receiving
medical care or treatment, an inpatient, resident, or inmate of a
public or private hospital, sanitarium, or other similar institution.

"(5) DETERMINATION OF STATU.-A woman shall not be con-
sidered as married if-

"(A) she is legally separated from her spouse under
a decree of divorce or of separate maintenance at the
close of the taxable year, or

"(B) she has been deserted by her spouse, does not know
his whereabouts (and has not known his whereabouts at,
any time during the taxable year), and has applied to a
court of competent jurisdiction for appropriate process
to compel him to pay support or otherwise to comply with
the law or a judicial order, as determined under regula-
tions prescribed by the Secretary or his delegate."

(b) HFFECTivE DATE.- Th1 ,njndment made by subsection (a)
shall apply to taxable years 1eginuing after December 81, 1963.
SEC. 213. MOVING EXPENSES.

(a) DEDUCToI ALOWED FOR MOvINO ExPE.XsE.-
(1) Part VII of subehapter B of chapter 1 (relating to

additional itemized deductions for individuals) is amended by
redesignating section 217 as section 218 and by inserting after
section 216 t le following new section:

I
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"SEC. 217. MOVING EXPENSES.
"(a) DEDUCTIoN- ALLOwED.-There shall be allowed as a deduc.

tion moving expenses paid or incurred during the taxable year in
connection with the commencement of work by the taxpayer as an
emrioyee at a new principal place of work.

*"(b) DEFINITION OF MOVING EXPENSE.-
"(1) IN. GENERAL.-For purposes of this section, the term

'movingf exen ses' means only the reasonable expenses-
of moving household goods and personal effects

from the former residence to the new residence, and

"t(B of traveling (including meals and lodging) from
the former residence to the new place of residence.

"(2) INDIVIALS OTHER THAN TAxAYER.-Iin the case of any
individual other than the taxpayer, expenses referred to in para-

"rapli (1) shall be taken into account only if suh individual
as both the former residence and the new residence as his prin-

cipal place of abode and is a member of the taxpayer's household.
"(C) CONDITIONS FOR ALLOWANCE.-No deduction shall be allowed

inder this section unless-
"(1) 9thle taxpayer's new principal place of work-

"(A) is at, least 20 miles farther fromt his former residencee
than was his former principal place of work, or

"(B) if he had no former principal place of work, is at
least 20 miles from his former residence and

"(2) during the 12-month period innnediately following his
arrival in the general location of his new principal place of work,
the taxpayer is a full-time employee, in suc general location,
during at least 39 weeks.

*(d) RuI -FOR APPLICATION OF SUiisFCTION (c) (2).-
"(1) Subsection (c) (2) shall not apply to any item to the extent

that the taxpayer receives reimbursement or other expense allow-
ance from his employer for such item.

"(2) If a taxpayer Ires not satisfied the condition of subsection
(c) (2) before the time prescribed by law (including extensions
thereof) for filing the return for the taxable year during which
he paid or incurred moving expenses which would otherwise be
ded-ictible under this section, hut may still satisfy such condi-
tion, then such expenses may (at. the election of the taxpayer) be
deducted for such taxable year not withstanding subsection (c) (2).

"(3) If-
"(A) for any taxable year moving expenses have been

deductedd in accordance with the rule provided in paragraph
(2), and

"(13) the condition of subsection (c) (2) is not satisfied by
f he close of the subsequent taxable year,

then an amount equal to the expenses which were so deducted
shall be included in gross income for such subsequent taxable
year.
(e) DISALLOWANCE OF DEDucTION WIT RESPECT TO REIMiURSE-

IMMIN'rS NOT INCIUD)D 1 GRoss INcom.-No deduction shall be al-
lowed under this section for any item to the extent that the taxpayer
ieceives reimbursement or other expense allowance for such item
which is not included in his ross income.

"(f) RIFOILATIONS.-The Secretary or his dele-gate shall prescribe
such regulations as may be necessary to carry out ihe purposes of thissetion."

29-346 0 - 64 - 3
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(2) The table of sections for part VII of subchapter B of

chapter 1 is amended by striking out,-
"Sec. 217. Cross references."

and inserting in lieu thereof the following:
"See. 217. Moving expenses.
"Sec. 218. Cross reference"

26 usC 62. (b) ADJUST GRoss INcox.-Section 62 (defining adjusted gross
income) is amended by inserting after paragraph (7) the following
new paragraph:

"(8) MovINo ExPE.sE DEDUCTON.-The deduction allowed by
A p, 51. section 217."

(c) WrrHnoLDINo.-Section 8401(a) (relating to definition of
wages") is amended by adding after paragraph ( 14) (added by sec-

Ane, p. 36. tion 204(b) of this Act) the following new pagraph:
"(15) to or on behalf of an employee if k-and to the extent that)

at the time of the payment of such remuneration it is reasonable
to believe that a corresponding deduction is allowable under
section 217."

(d) Err cvTE DAmT.-The amendments made by subsections (a)
and (b) shall apply to expenses incurred after December 31, 1963, in
taxable years ending after such date. The amendment made by sub-
sectioa (c) shall apply with respect to remuneration paid after
the seventh day following the date of the enactment of this Act.
SEC. 214. 100 PERCENT DIVIDENDS RECEIVED DEDUCTION FOR MEM.

BERS OF ELECTING AFFILIATED GROUPS.
26 USC 243. (a) 100 PERCENT DIVIDENDm RECEIVED DFDucTIoN.-Section 243

(relating to dividends received by corporations) is amended to read
us follows:
"SEC. 243. DIVIDENDS RECEIVED BY CORPORATIONS.

"(a) G(3moui, RvizE.-In the case of a corporation, there shall be
allowed as a deduction an amount equal to the following percentages
of the amount received as dividends from a domestic corporation
which is subject to taxation under this chapter:

"(1) 85 percent, in the case of divi-dends other thln dividends
described in paragraph (2) or (3),

"(2) 100 pernnt, in the case of dividends received by a small
business investment company operating under the Small Business

72 state. 689. Investment Act of 1958; and
15 USC 661 note. "(3) 100 percent in the case of qualifying dividends (as defined

in subsection (b) (1)).
"(b) QUALIPTINo DviDNDS.-

"(1) D'INITION.-For purposes of subsection (a)(3), the
term 'qualifying dividends' means dividends received by % cor-
porat ion which, at. the close of the (Jay the dividends are received,
is a member of the saute affiliated group of corporations (as
defied in paragraph ()) as the. corporation distributing the
dividends, if-

"(A) sujih affiliated group has made an elect ion under
Paragraph (2) whieh is effective for the taxable years of its
members which inctlde such day, and

"(B) such dividends are distributed out of earnings and
profits of a taxable year of the distributing corporation end-
ing after l)ecemnber' :1, 1963-

" on each day of which the distribution corporation
and the corporation receiving the divi(lends were MnO-
hers of suwh affiliated group, and

Poe . . "(ii) for which an election uniler s-tion 156'2 (relat-1.g to elp'till of niultiple surtax exemptions) is not
effet ive.
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"(2) Ei.EurIox.-.An election under this paragraph shall be
made for an affiliated group by the common parent corporation,
and shall e made for ally taxable year of the common parent cor-
poration at such time and in such manner as the Secretary or his
delegate by regulations prescribes. Such election may not be
made for an affiliated group for any taxable year of the. common
parent corporation for which an election under section 1562 is
effective. Each corporation which is a member of such group at
any time during its taxable year which includes the last day of
such taxable year of the common parent corporation must consent
to such election at such time and in such manner as the Secretary
or his delegate by regulations prescribes. Al election under this
paragraph shall be effective-

"(A) for the taxable year of each member of such affli-
ated group which includes the last day of the taxable year
of the common parent corporation with respect to which the
election is made (except that in the case of a taxable year of
a member beginning in 1963 and ending in 1964, if the elec-
tion is effective for the taxable year of the common parent
corporation which includes the last day of such taxable year
of such member, such election shall be effective for such tax-
able year of such member if such member consents to such
election with respect to such taxable year), and

"(B) for the taxable year of each member of such affiliated
group which ends after the last day of such taxable year of
the common parent corporation but which does not include
such date, unless the election is terminated under para-
1agh (4).
(.) "FPEOT OF ELEcTIMO.-If an election by an affiliated group

is effective with respect to a taxable year of the common parent
corporation, then under regulations prescribed by the Secretary
or his delegate--

"(A) no member of such affiliated group may consent to
an election under section 1562 for such taxable year

"(B) the members of such affiliated group shal be treated
as one taxpayer for purposes of making the elections under
section 901 (a) (relating to allowance o foreign tax credit)
and section 904(b) (1). (relating to-election of overall limita-
tion) and
"(6) the members of such affiliated group shall be limited

to one-
"(i) $100,000 minimum accumulated earnings credit

under section 535(c) (2) or (3),
"_(ii) $100,000 limitation for exploration expenditures

under sectio nn 615 (a) and e b),
"(iii) $400,000 limitation for exploration expendi-

tres tinder section 615(c) (1),
"1(iv) $25,000 limitation on small business deduction

of life insurance companies under sections 804(a.) (4)
and 809 (d) (10),and

"(v) $100,000 exemption for purposes of estimated tax
filing requirements under section 6016 and the addition
to tax under section 6655 for failure to pay estimated tax.

"(4) T'I IXArI .- An election by an affiliated group under
paagraliph (2) shall terminate with respect to the taxable year of
the common parent. corporation and with respect to the taxable
years of the members of such affiliated group which include the
lamst day of squch taxable year of the comnmoni parent corporate ion
if-

PO2st p. 117.

26 USC 901,
26 IJSC 904.

26 USC 535.

26 USC 615.

26 USC 804,
26 USC 809.

26 USC 6016,
26 USC 6655.
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"(A) (Coxssx'r op iiiMoi.Is.-Such affiliated group files
a termination of such election (at, such the and in such
manner as the Secretary or his delegate by regulations pre-
scribes) with respect. to such taxabe year of the voininiOn
parent, corl)oration, an(i each corporation which is a member
of such affiliated group at any time during its taxable year
which includes the last. day of such taxable year of the corn-
monparent corporation consents to such termination, or

REFUSAL 13Y NEW MVMiI1ir TO CONSFNT.-)uring such
taxable year of the common parent corporation such affiliated
group includes a member which-

"(i) was not a member of such group during such
common parent corporation's immediately preceding
taxable year, and

t"(ii) such member files a statement that it does not
consent to the election at such time and in such manner
as the Secretary or his delegate by regulations prescribes.

(5) DEINrrIoN OF AFFILIATED OROP.- or purposes of this
subsection, the term 'affiliated group' has the meaning assigtned
to it by section 1504(a), except that for such purposes sections

26 USC 1504, 1504(b) (2) and 1504(e) shall not apply.
"(6) SPECIAL RULEs FOR INSURANCE COM3PANIS.-If an election

under this subsection is effective for the taxable year of an in-
26 USC 802. surance company subject to taxation under section 802 or 821-
Antes p. 29. "(A) part II of subchapter B of chapter 6 (relating to

certain controlled corporations) shall be applied without
Pos t, p. 120. regard to section 1563(a) (4) (relating to certain insurance

companies) and section 1563(b) (2) (1)) (relating to certain
excluded members) with respect. to such company and the
other corporations which are menibers of the controlled group
of corporations (as determined under section 1563 without
regard to subsections (a) (4) and (h) (2) (1))) of which such
company is a member, and

"(B) for purposes of paragraph (1), a distribution by
such company out of earnings an( profits of a taxable year
for which an election under this subsection was not effec-
tive, and for which such company was not a component
member of a controlled group of corporations within the
meaning of section 1563 solely by reason of section
1563(b) (2) (1)), shall iot be a qualifying dividend.

*4(c) SciEim Ruivs FOR QrTAIN 1 )ma'rTRiuioNs.-For purposes
of subsection (a)-

26 USC 591. "(1) Any amount allowed its a deduction under section 591
(relating to deduction for dividends paid by mutual savings
banks, etc.) shall not he treated ats it dividend.

"(2) A dividend received from a regulated investment coin-
Ante, p. 32; pany shall be subject to the limitations prescribed iin section 854.
MS p. 99. "(3) Any dividend received froni a real estate investment trust

which for the taxable year of the trust in which the divided
is paid, qualifies under part I of subichapter M (sectiont 856 and

26 USC 856e following) shall not be treated as a dividend.
858. "1(4) Any dividend received which is descrieied in section 244
26 USC 244, (relating to dividends received on preferred stock of a l)1blie

utility) shall not be treated as a divi(leiid.
"(d) CmRri DiviDmss FRor Fommo, CORPORATIONs.-For

26 USC 245. purposes of subsection (a) and for purposes of section 245, any divi-
dei,1 from a foreign corporation front earnings and profits acevmn-
lated by a domestic corporation during a period with respect to which
such d;miestic corporation was sul)ject to taxation uider this chapter
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(or corresponding provisions of prior law) shall be treated as a
dividend from a domestic corporation which is subject to taxation
under this chapter."

(b) TECHNICAL AVENDMENTW.-

(1) Section 244 (relating to dividends received on certain 26 USC 244.
preferred stock) is amended by inserting "(a) GENERAL RuLE.-"
before "In case of a corporation," and by adding at the end thereof
the following new subsection:

"(b) ExcwnvroN.-If the dividends described in subsection (a) (1)
are qualifying dividends (as defined in section 243(b) (1), but deter-
mined without regard to section 243(c) (4) )-

"(1) subsection (a) shall be applied separately to such quali- p

fying dividends, and
"(2) for purposes of subsection (a) (3), the percentage

applicable to such qualifying dividends shall be 100 percent in
lieu of 85 percent."

(2) Section 246(b) (relating to limitation on aggregate 26 USC 246,
amount of deductions for dividends received) is amended by
striking out "243(a), 244," each place it appears therein and
inserting in lieu thereof "243 (a) (1), 244 (a),".

(3) Section 804(a) (5) (relating to the application of section 26 USC 804.
246(b) to taxable investment income of life insurance com-
panies) is amended by striking out "243(a), 244," and inserting
in lieu thereof "243 (a)(1), 244 (a),".

(4) Section 809(d) (8) (B) (relating to the application of 26 USC 809.
section 246(b) to the life insurance company's share of certain
dividends) is amended by striking out "243(a), 244," each placeit appears therein and inserting in lieu thereof "243(a)(1),it4 an ea, .sro '23a )

(c) RFr Ec'rxv DATr.-The amendments made by subsections (a)
and (b) shall apply with -respect to dividends received in taxable
years ending afterDecember 31, 1963.
SEC. 215. INTEREST ON LOANS INCURRED TO PURCHASE CERTAIN

INSURANCE AND ANNUITY CONTRACTS.
(a) DISALLOWANCE OF INTEREST DEDUCTION.-Section 264 (a) 26 USC 264,

(relating to certain amounts paid in connection with insurance con-
tracts) is amended-

(1) by inserting after paragraph (2) the following newparagraph:"(3) Except as provided in subsection (c), any amount paid

or accrued on indebtedness incurred or continued to purchase
or carry a life insurance, endowment, or annuity contract (other
than a single )remium contract or a contract treated as a single
premium contract) pursuant to a plan of purchase which con-
templates the systematic direct or indirect borrowing of part
or all of the increases in the cash value of such contract (either
from the insurer or otherwise)."

(2) by adding at the end thereof the following new sentence:
"Pu agraphl (3) shall apply only in respect of contracts pur:
chased after August 6, 1963."

(b) ExciroNs.-Section 264 is amended by adding at the end
thereof the following new subsection:

"(c) ExcE-ro-Ns.- Subsection (a)(3) shall not apply to any
amount paid or accrued by a person during a taxable year on indebt-
edne.m incurred or continued as part of a plan referred to in sub-
section (a) (3)-

"(1)if no part of 4 of the annual premiums due during the
7-year period (beginning with the date the first premium on the
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contract to which such plan relates was paid) is paid under such
plan by means of indebtedness,

"(2) if the total of the amounts paid or accrued by such person
during such taxable year for which (without regard to this para-

Sraph) no deduction would be allowable by reason of subsection
a? (3) does not exceed $100,'(3) if such amount was paid or accrued on indebtedness

incurred because of an unforeseen substantial loss of income or
unforeseen substantial increase in his financial obligations, or

"(4) if such indebtedness was incurred in connection with his
trade or business.

For purposes of applying paragraph (1), if there is a substantial
increase in the premiums on a contract, a new 7-year period described
in such paragraph with respect to such contract shall commence on
the date the first such increased premium is paid."

(c) EFFEcTi DATr.--The amendments made by this section shall
apply with respect to amounts paid or accrued in taxable years begin-
ning after December 31, 1963.
SEC. 216. INTEREST ON INDEBTEDNESS INCURRED OR CONTINUED

TO PURCHASE OR CARRY TAX-EXEMPT BONDS.
(a) APPLICATION WITI RESPECT TO CERTAIN FINANCIAL INSTITU-

26 USC 265. iI ON.-Section 265 (relating to expenses and interest relating to tax-
exempt income) is amended by adding at. the end of paragraph (2)
lie following new sentence: "In applying the preceding sentence to

it financial institution (other than a bank) which is a face-amount cer-
tificate company registered uider the Investment Company Act of

54 Stat . 789e 1940 (15 U.S.C. 80a-1 and following) and which is subject to the
banking laws of the State in which stich institution is incorporated
interest on face-amount certificates (as defined in section 2(a) (15) of

15 usc 80a-2. such Act) issued by such institution, and interest on amounts received
for the purchase of such certificates to be issued by such institution,
shall not. be considered as interest on indebtedness incurred or con-
inued to purchase or carry obligations the interest on which is wholly

exempt from the taxes imposed by this subtitle, to the extent that the
nveritge amount of such obligations held by such institution during
the taxable year (as determined under regulations prescribed by, the
Secretary or his delegate) does not exceed 15 percent of the average
(if the total assets held by such institution during the taxable year
(as so determined)."

(b) EFFXrIVE 1),AT.-The amendment made by subsection (a)
shall apply with respect to taxable years ending after the date of the
emctinent of this Act.
SEC. 217. LIMITATION OF TRAVEL ALLOCATION REQUIREMENT TO

FOREIGN TRAVEL.
26 USC 274. (a) LIMITATION op APPLICATION OF SiE-xrioN 274(c).-Section 274

(e) (relating to traveling) is amended to read as follows:
"(c) CERTAIx FoREmnx TRAVL.-

"(1) Ix oFR.-In the case of any individual who travels
outside the United States away from home in pursuit of a trade or

26 uSC 212. business or in pursuit of an activity described in section 212, no
26 US0 162. deduct ion shall he allowed under sect ion 162 or section 212 for that

portion of the expenses of such travel otherwise allowable under
such section which, mider regulations prescribed by the Secretary
or his delegate, is not allocable to such trade or business or to such
activity.
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"(2) ExcETioN.-Paragraph (1) shall not apply to the
expenses of any travel outside the United States away from home
if-

"(A) such travel does not exceed one week, or
"(B) the portion of the time of travel outside the United

States away from home which is not attributable to the pur-
suit of the taxpayer's trade or business or an activity
described in section 212 is less than 25 percent of the total 26 USC 212.
time on such travel.

"(3) DoMESIc TRAvEL ExcLUED.-For purposes of this subsec-
tion, travel outside the United States does not include any travel
from one point in the United States to another point in the United
States."

(b) EFFEcTIVE DATE.-The amendment made by subsection (a)
shall apply with respect to taxable years ending after December 31,
1962, but only in respect of periods after such date.
SEC. 218. ACQUISITION OF STOCK IN EXCHANGE FOR STOCK OF COR-

PORATION WHICH IS IN CONTROL OF ACQUIRING CORPO-
RATION.

(a) DEFINITION OF REOROANIZATION.-Section 368(a) (1) (relat-g6 usC 368.
ing to definition of reorganization) is amended by inserting after
"voting stock" in subparagraph (B) "(or in exchange solely for all
or a part of the voting stock of a corporation which is in control of
the acquiring corporation)".

(b) TECHNICAL AmENDmENTs.
(1) Section 368(a) (2) (C) (relating to special rules) is

amended to read as follows:
"(C) TRANSFERS OF ASSETS OR STOCK TO SUBSIDIARIES IN

CERTAIN PARAGRAPH (1)(A), (1)(B), AND (1)(C) cAsEs.--A
transaction otherwise qualifying under paragraph (1)(A),
(1) (B), or (1) (C) shall not be disqualified by reason of the
fact that part or. all of the assets or stock which were ac-
quired in the transaction are transferred to a corporation
controlled by the corporation acquiring such I sets or stock."

(2) Section 368(b) (relating to definition of party to a reorga-
nization) is amended by striking out the last two sentences and
inserting in lieu thereof the following: "In the case of a reorgani-
zation qualifying under, paragraph (1) (B) or (1) (C) of sub-
section (a), if the stock exchanged for the stock or properties is
stock of a corporation which is in control of the acquiring corpo-
ration, the term 'a party to a reorganization' includes the corpora-
tion so controlling the acquiring Corporation. In the case of a
reorganization qualifying under paragraph (1) (A), (1) (B), or
(1) 'C) of subsection (a) by reason of paragraph (2) (C) of
subsection (a), the term 'a party to a reorganization' includes the
corporation controlling the corporation to which the acquired
assets or stock are transferred."

(c) EFFFCrIVE DAT.-The amendments made by this section shall
apply with respect to transactions after December 31, 1963, in taxable
years ending after such date.
SEC. 219. RETROACTIVE QUALIFICATION OF CERTAIN UNION-NEGO.

TIATED MULTIEMPLOYER PENSION PLANS.
(a) BwGINNING OF PERIOD AS QUALIFIED TRUST.--Section 401 (re- 26 USC 401.

rating to qualified pension, profit-sharing, and stock bonus plans) is
amended by redesignating subsection (i) as subsection (j), and by in-
serting after subsection (h) the following new subsection:

"(i) CERTAIN ITON-NEGOTATED MULTIEMPLOYER PENSION
PLANS.-In the case of a trust forming part of a pension plan which
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has been determined by the Secretary or his delegate to constitute a
qualified trust under subsection (a) and to be exempt from taxation

26 USC 501. under section 501 (a) for a period beginning after contributions were
first made to or for such trust, if it is shown to the satisfaction of the
Secretary or his delegate that-

"(1) such trust was created pursuant to a collective bargaining
agreement between employee representatives and two or more
employers who are not related (determined under regulations
prescribed by the Secretary or his delegate),

" (2) any disbursements of contributions, made to or for such
trust before the time as of which the Secretary or his delegate
determined that the trust constituted a qualified trust, substan-
tially complied with the terms of the trust, and the plan of which
the trust is a part, as subsequently qualified, and

"(3) before the time as of which the Secretary or his delegate
determined that the trust constitutes a qualified trust, the con-
tributions to or for such trust were not used in a manner which
would jeopardize the interests of its beneficiaries,

then such trust shall be considered as having constituted a qualified
trust under subsection (a) and as having been exempt from taxation
mider section 501(a) for the period beginning on the date on which
contributions, were first made to or for such trust and ending on the
date such trust first constituted (without regard to this subsection) a
qualified trust under subsection (a)."

(b) ErFarEiv DATE.-The amendments made by subsection (a)
shall apply with respect to taxable years beginning after December
31, 1953, and ending after August 16, 1954, but only with respect to
contributions made after December 31, 1954.
SEC. 220. QUALIFIED PENSION. ETC. PLAN COVERAGE FOR EMPLOY.

EES OF CERTAIN SUBSIDIARY EMPLOYERS.
(a) Em,-LoYEs oF FonRoN SUBSIDIARIEs Covrauw BY SooIAL Scu-

26 USC 401- RITY AOREE:HENTS.-Part I of subchapter D of chapter 1 (relating to
405. pension, profit-sharing, stock bonus plans, etc.) is amended by add-

ing at the end thereof the following new section:
"SEC. 406. CERTAIN EMPLOYEES OF FOREIGN SUBSIDIARIES.

"(a) TREATMENT As EMPLOYEES OF DO FATIc CORPORATION.-
For purposes of applying this part with respect to a pension, profit-

26 USC 401. sharing, or stock bonus pan described in section 401 (a), an annu-
26 USC 403. ity plan described in section 403(a), or a bond purchase plan
26 USC 405. described in section 405 (a), of a domestic corporation, an individual

who is a citizen of the United States and who is an employee of
26 USC 3121. a foreign subsidiary (as defined in section 3121(l) (8)) of7 such

domestic corporation shall be treated as an employee of such domestic
corporation, if-

"(1) such domestic corporation has entered into an agree-
ment. inder section 3121 (1) which applies to the foreign
subsidiary of which such individual is an employee;

"(2) the plan of such domestic corporation expressly provides
for contributions or benefits for individuals who are citizens of
the UTnited States and who are employees of its foreign sub-
sidiaries to which an agreement entered into by such domestic cor-
poration under section 3121(1) applies; and

"(3) contributions under a funded plan of deferred compen-
sation (whether or not a plan described in section 401 (a), 403 (a),
or 405(a)) are not provided by any other Person with respect to
the remuneration paid to -such individual by the foreign
subsidiary.
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(h) SIV:I.. R;I.Es F(il kJ.I.I'I1oX OF Serx 40)l (a).
"(1)? N)NrsInRIx.vr')N I-:lQU r:M sIsNT.-F'or lp I)ml))ses of

ap)lylig paragniplhs (3) (B) anti (4) of sect ion. 401 (a) with 26 U0 401.
respect. to an individual who is treated as all employee of a
domestic corporation under subsection (a)-

"(A) if such individual is an officer, sharelhohler, or per-
"0I whose principal duties consist in supervising ie work of
other employees of a foreign subsidiary of such domestic
corporation, he shall be treated as having such capacity with
respect to such domestic corporation; and

"(B) the determination of whether such individual is
a highly compensated employee shall be made by treating
such individual's total compensation (determined with the
application of paragraph (2) of this subsection) as com-
pensation paid by such domestic corporation and by deter-
mining such individual's status with regard to such domestic
corporation.

"(2) DETEIRIMINATION OF CO.MPNSTION.-For purposes of
apl)ying paragraph (0) of section 401(a) with respect to an
individual who is treated as an employee of a domestic corpora-
tion under subsection (a)-

"(A) the total com sensation of such individual shall Wo
tile remuneration paid to such individual by the foreign
subsidiary which would constitute his total compensation if
his services had been performed for stich doniestic corpora-
tion, and the basic or regular rate of coin jensattion of such
individual shall be determined un(er regulations presribed
by the Secretary qr' his delegate; and

"(I1) such iaividual shall be treated as having paid the
amount paid by such ilomestic corporation which Is equiv-
alent to tile tax imposed by section 3101. 26 03c 3101.

"(v) 'l'-CMINI.vrloN or S'rrT's .s 1)E M, E.NPL.oY, NOT To BF
'I'llFATE) A SFI rAu\rAION FroM.r Svlt'E, Fot lurti-o5Ess OF CPri-Ar, CAIrN"
!lt vm'is.'.-For l)ulrl)oses of applying section 402(a) (2) and section 26 03C 402.
.|:1 (a) (2) with Iespect to an hdli vr'lual who is t reated as an employee 26 USC 403.
(if a (Ioniesti(e corporation un(ler subsection (a), such individual shall
not he considered as sei)arated from the service of sull dllomestic corpo-
it ion solely )y reason of the fact that-

"(1), the agreement entered into by such domestic Corporation
in(ler section 3121(1) Which covels tile elni)loynIlent of sullh 26 LSC 3121.
im(lividuial is terninlate(i nluder the provisions of such sect ion,

"(2) such in(livi(lual becomes an employee of a foreign sub-
siliary with respect to which such agreenient does not apply,

"(3) such individual ceases to ie an employee of the foreign
subsidiary by reaon of which he is treated ats an employee of
such domestic corporation, if lie becomes an employee of another
cor)oration control led by such (|)luest ic cor)orat ion, or

"(4) the provision of the plan described in subsection (a) (2)
is terminated.

'(d) D.ecr'mnrrry oF Co.NTrnir.s.-For purposes of apply-
ing sections 404 and 405(c) with respect to contributions made to or 26 USC 404,
Under a1 leision, l)rofit-sharing, sloc bonus, amnity, or bond pur- 405.
chn'ase plan by a domestic corporation, or by another corl)oration
which is entitled to deduct its contributions under setion 404(a)
(3) (B), on behalf of an individual who is treated as an employee
of such domestic corporation under sul)set ion (a)-

"(1) except as provided in paragraph (2), no deduction shall
be allowed to such domestic corporation or to any other corpora-
tion which is entitled to deduct, its contributions under such
sections,
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"1(9) there shall be allowed as a deduction to the foreign sub-

sidiary of which 8uth individual is an employee an amount

26 U 404, 40. equal to the amount. which (but for paragraph (1)) would be
deductible under section 404 (or section 40(c)) by the domestic
corxorntion if he were an employee of the domestic corporation,

"andi

"(8) tiny reference to compensation shiall be considered to be
a reference to the total compensation of such individual (deter.
mined with the application of subsect-ion (b) (2)).

Any amount deductible by a foreign subsidiary under this subsection
shall be deductible for its taxable year with or within which the
taxable year of such domestic corporation ends.

"(e) TREATMENT AS EMII.OYzE UNDEIR REi,,ATi) IRiVISIoNs.-Ait
individual who is treated as an employee of a doinestic corporttiol
under subsection (a) shall also be treated as an employee of such
domestic corporation, with respect to the plan described in subject ion
t(a)(2), for purposes of applying the following provisions of this

26 USC 72. "(1) Section 72(d) (relating to employees' aumities).
"(2) Section 72(f) (relating to special rules for computing

employees' contributions).
26 USC 101. "(3) Section 101(b) (relating to employees' death benefits).

2 (4) Section 2039 (relating to aunpities).26 USW 2039 "() Section 2517 (relating to certain a11nuities tmoder qualified26 USC 2517* is

(4b A). ILYEFS OF I )tJM ES'IVt tli8t1lIX1E,$- RNGAUlFIM IN l'sINE8s

26 U 401- OUTSrD THE UNITED STATEs.-Part I of sulwhapter I) of chapter 1
2640 (relating to pension, profit-sharing, stock boits plains, etc.) is
Ante. . 58mended by adding after section 406 (its added by subsection (at))

I he following new section:
"SEC. 407. CERTAIN EMPLOYEES OF DOMESTIC SUBSIDIARIES EN.

GAGED IN BUSINESS OUTSIDE THE UNITED STATES.
"(i) 'rREvrMTHNT .AS leMI'I.oy or I) M wric PAIINT COI)R n.\-

(1) IN 41F.rit...-For pIu r poises of applying this lirt with
respect. to it peoIt~l, pirofit-sharimg or stock Imus plan described
in section 401 (a), an annuity plan described in section 403it(a), or a
Itond purchase plan described in sect ion 405(a), of a domestic
Larent corporation, an individual who is a citizen of the United
States and who is an employee of a domestic subsidiary (within
the meaning of paragnph (2)) of such domestic parent corport-
tilon shall be treated its in employee of south domestic parent
corporation, if-

"(A) tht plan of stch doinestic parent. corporation
expressly provides for contributions or benefits for individuals
who are citizens of the United States ind who are employees
of its donestie subsidiaries; and

"(B) contributions under a funded plan of deferred com-
pensmtioi (whether or not a plan describ!l in section 401(a),
403(a), or 405(a)) ire not, provided by atiy other person
with espeCt. to the itittiterat iou IMid to such indiidtial by
the domeatie subsidiary.

"(2) INV)u iu1 1 -4s.-For li rl) 'of this setion-
"(A) I)ui.%tvwrC st-iti.ul't.-A corporation siill be

treated as (it doiestic subsidiary for any taxable yetr only
if-

"(i) such corporation is a domestic corporation 80
percent or more of the outstanding voting stock of which
is owned by another domestic corporation;
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"(ii) 95 percent or more of its gross income for the
three-year period immediately preceding the close of its
taxable year which ends on or before the close of the
taxable year of such other domestic corporation (or for
such part of such period during which the corporation
was in existence) was derived from sources without the
United States; and

"(iii) 90 percent or more of its gross income for such
period (or such part) was derived from the active conduct
of a trade or business.

If for the period (or part thereof) referred to in clauses (ii)
and (iii) such corporation has no gross income, the provisions
of clauses (ii) and (iii) shall be treated as satisfied if it is
reasonable to anticipate that, with respect to the first taxable
year thereafter for which such corporation has gross income,
the provisions of such clauses will be satisfied.

"(B) DOMESTIC PARENT CORPORATION.-The domestic par-
ent corporation of any domestic subsidiary is the domestic
corporation which owns 80 percent or more of the outstanding
voting stock of such domestic subsidiary.

"(b) SPECIAL RULEs roR APPLICATION Or SE-ri-O 401(a).- 26 USC 401.
'(1) NONDISCRIMINATION REQUIRnmvNT.-For purposes of

al )lylng paragraphs (3) (B) and (4) of section 401 (a) with
respect to an individual who is treated as an employee of a domes-
t ic parent, corporation under subsection (a)--

"(A) if such individual is an officer shareholder, or
person whose principal duties consist, in supervising the
work of other employees of a domestic subsidiary, he shall
be treated as having such capacity with respect to such
domest ic parent corporation ; and

"(B) tlie determination of whether such individual is
a highly compensated employee shall be made by treating
such individual's total compensation (determined with the
application of parlgrph (2) of this subsection) as com-
pensation paid by such domestic parent corporation and
by determining such individual's status with regard to such
domestic parent corporation.

"(2) I)ETERMINATION. OF CoMPENSATION-For purposes of
a1p)lying paragraph (5) of section 401(a) with respect to an
ind ividual who is treated as an employee of a domestic parent.
corporation under subsection (a), the total compensation of
such individual shall be the remuneration paid to such indi-
vidual by the domestic subsidiary which would constitute his
total compensation if his services had been performed for such
domestic parent corporation, and the basic or regular rate of
compensation of such individual shall be determined under
regulations prescribed by the Secretary or his delegate.

"(c) TER.IINATION OF STAIT ,As Drmmi EMPI.oyim NOT To B.
{")\IT AS SEPARATION FRom SERvICE FOR 1PtRP5Es OF CAPITAL

(AIN PRovisoxs.-For purposes of applying section 402(a) (2) and 26 usc 402,
section 403(a) (2) with respect to an individual who is treated Rs 403.
an employee of a domestic parent corporation under subsection (a),
such individual shall not be considered as separated from the service
of such domestic parent corporation solely by reason of the fact
that'-

"(1) the corporation of which such individual is an employee
ceases, for any taxable year, to be a domestic subsidiary within
the meaning of subsection (a) (2) (A),

February 26, 1964 -43- Pub. Law 88-272.
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"(2) such individual ceases to be an employee of a domestic
subsidiary of such domestic parent corporation if he becomes an
employee of another corporation controlled by such domestic
parent corporation, or

"(3) the provision of the plan described in subsection (a) (1)
(A) is terminated.

"(d) DEDUCTIBILITY OF CONTnIUTIONs.-For purposes of apply-
26 USC 404 ing sections 404 and 405 (c) with respect to contributions made to or
405. under a pension, profit-sharing, stock bonus, annuity, or bond pur-

chase plan by a domestic parent corporation, or by another corpora-
tion which is entitled to deduct its contributions under section 404
(a) (3)(B), on behalf of an individual who is treated as an employee
of such domestic corporation under subsection (a) -

"(1) except as provided in paragraph (2), no deduction shall
be allowed to such domestic parent corporation or to any other
corporation which is entitled to deduct its contributions under
such sections,

"(2) there shall be allowed as a deduction to the domi-stic
subsidiary of which such individual is an employee an amount
equal to the amount which (but for paragraph (1)) would be
deductible under section 404 (or section 405(c)) by the domestic
parent corporation if lie were an employee of the domestic parent
corporation, and

"(3) tiny reference to compensation shall be considered to be a
reference to the total comlpensation of such individual (deter-
mined with the application of subsection (b) (2)).

Any amount deductible by a domestic subsidiary under this subsection
shall be deductible for its taxable year with or within which the tax-
able year of such domestic parent corporation ends.

"(e) TREATMENT' \ EAS PiOYEE UNi)ER RELATED PnovISIONs.-An
inlivildual who is treated as an employee of a domestic parent corpo-
rationi under subsection (a) shall also be treated as an employee of
41101 domestic parent corporation, with respect to the plan described
in subsection (a) (1) (A), for purposes of applying the following
provisions of this title:

"(1) Section 72(d) (relating to employees' annuities).
"(2) Section 72(f) (relating to special rules for computing

ep)loy ees ' contributions).
26 USC 101. "-(3) Section 101(b) (relating to employees' death benefits).
26 USC 2039. "(4) Section 2039 (relating to annuities).
26 USC 2517. "(5) Section 2517 (relating to certain annuities under quali-

fie . plans) ."
(c) 'rECIINICAL AME.NDMENTS.-

(1) The table of sections for part I of subchapter D of chapter
I is amended by adding at the end thereof the following:

"See. 406. Certain employees of foreign subsidiaries.
"See. 407. Certain employees of domestic subsidiaries engaged in

business outside the United States."

26 USC 3121. (2) Section 3121(a) (5) (relating to definition of wages) is
s mended by striking out "or" at the end of subparagraph (A)
and by striking out subparagraph (B) and inserting in lieu
t hereof the following new subparagraphs:

"(B) under or to an annuity plan which, at the time of
suchpayment, is a plan described in section 403(a), or26 SC ,403s "c) under or to a bond purchase plait which, at the time
of such payment, is d qualified bond purchase plan described
in section 405 (a) ;".
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(3) Section 209(e) of the Social Security Act (relating to the 64 Stat. 4Q2
definition of wages) is amended to read as follows: 42 usC 409.

"(e) Any payment made to, or on behalf of, an employee or his
beneficiary (1) from or to t% trust exempt from tax under section
165(a) of the Internal Revenue Code of 1939 at the time of such pay- 53 stat. 67.
meant or, in the case of a payment after 1954, under sections 401 and
501(a) of the Internal Revenue Code of 1954, unless such payment is 26 UBo 401,
made to an employee of the trust as remuneration for services 50l.
rendered as such employee and not as a beneficiary of the trust, or (2)
under or to an annuity plan which, at the time of such payment, meets
the requirements of section 165(a) (3), (4), (5), and (6, of the Inter-
nal Revenue Code of 1939 or, in the case of a payment ,,fter 1954 and
prior to 1963, the requirements of section 401(a) (3), (1), (5), and
(6) of the Internal Revenue Code of 1954, or (3) uider or to an
annuity plan which, at the time of any such payment alter 1962 is a
plan described in section 403(a) of the Internal Revei~ue Code of
1954, or (4) under or to a bond purchase plan which, at the time of 26 iSC 403.
any such payment after 1962, is a qualified bond purchase plan
described in section 405(a) of the Internal Revenue (ode of 1954;"' 26 USC 405.

(d) EFFmcTiw DATE.-The amendments made by subsections (a),
(b), and (c) (1) shall apply to taxable years ending after December
31, 1963. The amendments made by subsections (c) ('2) and (3) shall
apply to remuneration paid after December 31, 1962.
SEC. 221. EMPLOYEE STOCK OPTIONS AND PURCHASE PLANS.

(a) IN GENERAL.-Palt II of subchapter D of chapter 1 is
amended to read as follows:

"PART I1-CERTAIN STOCK OPTIONS

"See. 421. General rules.
"See. 422. Qualified stock options.
"See. 423. Employee stock purchase plans.
"See. 424. Restricted stock options.
"See. 425. Definitions and special rules.

"SEC. 421. GENERAL RULES.

"(a) EFFECT OF QUALIFYING TRANSFER.-If a share of stock is
transferred to an individual in a transfer in respect of which the
requirements of section 422 (4) 423 (a), or 424 (a) are met- Post. pp 64,

"(1) except as provided in section 422 (c) (1), no income shall 679 69.
result at the time of the transfer of such share to the individual
upon his exercise of the option with respect to such share;

"(2) no deduction under section 162 (relating to trade or 26 U 162.
business expenses) shall be allowable at any time to the employer
corporation, a parent or subsidiary corporation of such corpora-
tion, or a corporation issuing or assuming a stock option in a
transaction to which section 425(a) applies, with respect to the post. p. 71.
share so transferred; and

"(3) no amount other than the price paid 'under the option
shall be considered as received by any of such corporations for
the share so transferred.

"(b) Er k-(r or DISQUALIFYING DIsrSIToN.-If the transfer of
a share of stock to an individual pursuant to his exercise of an option
would otherwise meet the requirements of section 422(a), 423(a), or
424(a) except. that there is failure to meet any of the holding period
requirements of section 422(a) (1), 423(a) (1), or 424(a)(1), teian any
increase in the income of such individual or deduction from the in-
come of his employer corporation for the taxable year in which such
exercise occurred attributable to such disposition, shall be treated as
an increase in income or a deduction from income in the taxable year
of such individual or of such employer corporation in which such dis-
position occurred.
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"(c) EXERCISE By ESTATE.-
"(1) IN GENERAL.-If an option to which this part applies is

exercised after the death of the employee by the estate of the
decedent, or by a person who acquired the right to exercise such
option by bequest or inheritance or by reason of the death of the
decedent, the provisions of subsection (a) shall apply to the same
extent as if the option had been exercised by the decedent, except
that,-

"(A) the holding period and employment requirements of
sections 422(a), 423(a), and 424(a) shall not apply, and

"(B) any transfer by the estate of stock acquired shall be
considered a disposition of such stock for purposes of sec-

pp. ,67, tions 423 (c) and 424(c) (1).
90 "(2) DEDUCTION FOR ESTATE TAX.-If an amount is required

to be included under section 422(c) (1), 423(c), or 424(c) (1) in
gross income of the estate of the deceased employee or of a person
described in paragraph (1), there shall be allowed to the estate
or such person a deduction with respect to the estate tax attrib-
utable to the inclusion in the taxable estate of the deceased
employee of the net value for estate tax purposes of the option.
For this purpose, the deduction shall be determined under section

26 USU 691. 691(c) as if the option acquired from the deceased employee
were an item of gross income in respect of the decedent under
section 691 and as if the amount includible in gross income under
section 422 (c) (1), 423 (c), or 424 (c) (1) were an amount included
in gross income under section 691 in respect of such item of gross
income.

"1(8) BAsIs OF SHARES AcQUIE.-In the case of a share of stock
acquired by the exercise of an option to which paragraph (1)
applies-

"(A) the basis of such share shall include so much of
the basis of the option as is attributable to such share; except
that the basis of such share shall be reduced by the excess (if
any) of (i) the amount which would have been includible in
gross income under section 422 (c) (1), 423 (c), or 424 (c) (1)
if the employee had exercised the option on the date of his
death and had held the share acquired pursuant to such
exercise at the time of his death, over (ii) the amount which
is includible in gross income under such section; and

"(B) the last sentence of sections 422(c) (1), 423(c), and
424 (c) (1) shall apply only to the extent that the amount
includible in gross income under such sections exceeds so
much of the basis of the option as is attributable to such
share.

-SEC. 42L QUALIFIED STOCK OPTIONS.
"(a) IN GENERAL.--Subject to the provisions of subsection (c) (1)

Ane 3. .section 421(a) shall apply with respect. to the transfer of a share oi
stock to an individual pursuant to his exercise of a qualified stock
option if-

"(1) no disposition of such share is made by such individual
within the 3-year period beginning on the day after the day of
the transfer of such share, and

"(2) at all times during the period beginning with the date
of the granting of the option and ending on the day 3 months
before the date of such exercise, such individual vas an employee
of either the corporation granting such option, a parent or sub-
sidiary corporation of such corporation, or a corporation or a
parent or subsidiary corporation of such corporation issuing or
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assuming a stock option in a transaction to which section 425(a) Post, p. 71.
applies.

'i(b) QuAiarnm SrocK O'rioN.-For purposes of this part, the
term 'qualified stock option' means an option granted to an individual
after December 31, 1963 (other than a restricted stock option granted
pursuant to a contract described in section 424(c) (3) (A))j for any post p. 69.
reason connected with his employment by a corporation, Y granted
by the employer corporation or its parent or subsidiary corporation,
to purchase stock of any of such corporations, but only if-

"(1) the option is granted pursuant to a plan which includes
the aggregate number of shares which maybe issued under op-
tions, and the employees (or class of employees) eligible to re-
ceive options, and which is approved by the stockholders of the
granting corporation within 12 months before or after the date
such plan is adopted;

" (2) such option is granted within 10 years from the date such
plan is adopted, or the date such plan is approved by the stock-
holders, whichever is earlier;

"(3) such option by its terms is not exercisable after the ex-
piration of 5 years from the date such option is granted;

"(4) except as provided in subsection (e) (1), the option
price is not less than the fair market value of the stock at the
time such option is granted;

"(5) such option its terms is not exercisable while there is
outstanding (within the meaning of subsection (c) (2)) any
qualified stock option (or restricted stock option) which was
granted, before the granting of such option, to such individual
to purchase stock in his employer corporation or in a corporation
which (at the time of the granting of such option) is a parent
or subsidiary corporation of the employer corporation, or in a
predecessor corporation of any of such corporations;

"(6) such option by its terms is not transferable by such in-
dividual otherwise than by will or the laws of descent and distri-bution, and is exercisable, during his lifetime, only by him; and

"(7) such individual, immediately after such option is granted,
does not own stock possessing more than 5 percent of the total
combined voting power or value of all classes of stock of the
employer co.poration or of its parent or subsidiary corporation;
except that if. the equity capital of such corporation or corpora-
tions (determined at the time the option is granted) is less than
$2,000,000, then, for purposes of applying the limitation of this
paragraph, there shall be added to such 5 percent the percentage
(not higher than 5 percent) which bears the sme ratio to 5 per-
cent as the difference between such equity capital and $2,000,000
bears to $1,000,000.

"(C) S.PIAL, RULF.-
"(1) EXERCISE OF OVTION WIEN PRICE IS LESS THAN VALUE OF

ocxK.-If a share of stock is transferred pursuant to the e~ier-
cise by an individual of an option which fails to qualify as a
qu alified stock option under subsection (b) because there was a
failure in an attempt, umade in good faith, to meet the require-
nient of subsection (b) (4), the requirement of subsection (b) (4)
shall be considered to have been met, but there shall be included
as compensation (and not as glain. ulOn the sale or exchange of a
capital asset) in his gross incolhe for the taxable year in which
such option is exercised, an amount equal to the lesser of-

"(A) 150 percent of the difference between the option price
andi the fair market value of the share at. the time the option
was granted, or

Pub. Law 88-272
78 STAT. 65.-
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"(B) the difference betweeii the option price alld the fail'
mrkelt vahle of (lie sliare at the tine of such exercise.

Thei lasis f lthe sltre acquired shall be iiicreased by aui a iiiouuit
Nluial to the amomit included ili his gross i lCl(- umitler ibis
mragraph in the taxable year in wlich the exercise occurred.

-(2) C r.rAI,- Ol 'rs T rWD .S o'iT..mn-(.--For piirposes
of subsection (b) (5)-

"(A) any restricted stock option which is not Iermimiuted
before January 1, 1965, and

"(B) any qualified stock option granted after Decemlier 31,
1963,

shall be treated as outstanding until such option is exercised in
full or expires by reason of tie li pse of time. For piurposes of
tle preceding sentence, a restricted stock option graiited before
January 1, 1964, shall not be treated as outstanding for any
period before the first day on which (under the teris of such
option) it may be exercised.

"(3) elfOIrNs MIANTEr TO CERTAIN 8 I s ARI tOLDERs.-For pur-
poses of subsection (b) (7)-

"(A) the term 'equity capital' means-
"(i) in tie case of one corporation, the sutm of its

money and other l)roperty (in an amount eoitial to the
adjusted basis of such property for determining gain),
less the amount of its indebtedness (other thm inidebted-
ness to shareholders), and

"(ii) in tile case of a group of corporations consist ing
of a parent and its subsidiary corporations, the sum of
the equity capital of each of such corporations adjiisted,
under regulations prescribed by tie. Secretary or his
delegate, to elhiimiite, the effect of intercorporate owner-
shi) and transactions alniotg sulch corporations:

ps ~. 71. i"(B) the rules of section 425(d) shall apply in determin-
ig the stock ownership of the individuals ; and

"(() stock which the individual may purchase mller out-
standi g options shall be treated as "stock owned by such
individual.

If an individual is granted an option which permits him to
Iurclase stock in excess of the limitation of subsection (b)(7)
(determined by appling the rules of this paragraph), such
option shall be treate(t as meeting the requirement of subsection
(1) (7) to the extent that such individual could, if the option were
fully exercised at the time of grant, purchase stock under such
option without exceeding such limitation. The portion of such
option which is treated as meeting the requireent of subsection
(b) (7) shall be deemed to be tlit portion of the option which is
first exercised.

"(4) CERTAIN I)ISQUALIFYINO DISPOSITI[ONS WillRE AMOUNT
REALIZED IS LESS TtANr VALE .\T EXMICIE.-If-

"(A) an individual who has acquired it share of stock by
the exercise of a qualified stock ol)tion makes a disposition of
such share within the 3-year period described in subsection
(a) (1), and

(B) such disposition is a sale or exchange with respect
to which a loss (if sustained) would be recognized to such
individual,

then the amount which is includible in the gross income of such
individual, and the amount which is deductible from the income
of his employer corporation, as compensation attributable to the
exercise of such option shall not exceed the excess (if any) of the
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amount realized on such sale or exchange over the adjusted basis
of such share.

"(5) CERTAIN TRANSFERS BY INSOLVENT INDIVIDUALS.-If an in-
solvent individual holds a share of stock acuired pursuant to his
exercise of a qualified stock option, and if such share is trans-
ferred to a trustee, receiver, or other similar fiduciary, in any
proceeding under tile Bankruptcy Act. or any other similar insol- 30 Stat. 544;
vency proceeding, neither such transfer, nor any other transfer 52 Stat. 840.
of such share for the benefit of his creditors in such proceeding, 11 usc 1 note
shall constitute a 'disposition of such share' for purposes of sub-
section (a) (1).

", (6) APPLICATION OF SUBSECTION (b) (5) WHERE OPTIONS ARE
FOR STOCK OF SAME CLASS IN' SAMM CORPORATION.-Tlle requirement
of subsection (b) (5) shall be considered to have been met in the
case of any option (referred to in this paragraph as 'new option')
granted to an individual if-

"(A) the new option and all outstanding options referred
to in subsection (b) (5) are to purchase stock of the same
class in the same corporation, and

"(B) the new option by its ternis is not exercisable while
there is outstanding (within the meaning of paragraph (2))
any qualified stock option (or restricted stock opt-ion) which
was granted, before the granting of the new option, to such
individual to purchase stock in such corporation at a price
(determined as of the date of grant of the new option) higher
than the option price of the new option.

"SEC. 423. EMPLOYEE STOCK PURCHASE PLANS.
"(a) GENERAL Rui..Section 421 (f) shall apply with respect to Ane, p. 63.

the transfer of a share of stock to an individual purstuat. to his exer-
cise of an option granted after December 31, 1963 (other than a
restricted stock opt i on granted pursuant. to a plan described in section
424(c) (3)(B)), under an employee stock purchase plan (as defined post. p. 69.
in subsection (b) ) if-

"(1) no disposition of such share is nade by him within 2 years
after the (late of the granting of the option nor within 6 months
after the transfer of such share to him; and

"(2) at all times during the period beginning with the date of
the granting of the option aiid ending on the day 3 months before
the date of such exercise, lie is an employee of the corporation
granting such option, a parent or subsidiary corporation of such
corporation, or a corporation or a parent or subsidiary corpora-
tion of such corporationn issuing or assuming at stock option in a
transaction to which section 425 (a) applies.

"(b) EM3PIOYEE STOCK PURCHASE PLAN.-For purposes of this part,
the term 'employee stock purchase plan' means a plan which nieets the
following requirements:

"(1) the plan provides that options are to be granted only to
employees of the employer corporation or of its parent or sub-
sidiary corporation to purchase stock in aly such corporation;

"(2) such plan is approved hy the stockholders of the granting
corporation within 12 months before or after the date such plan
is adopted;

"(3) under the terms of the plan, no employee can be granted
an option if such employee, immediately after the option is
granted, owns stock possessing 5 percent or more of the total
combined voting power or value of all classes of stock of the
employer corporation or of its parent or subsidiary coloration.
For purposes of this paragraph; the rules of section 425 d) shall
apply in determining the stock ownership of an individual, and

29-346 0 - 64 - 4
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stock which the employee may purchase under outstanding options
shall be treated as stock ownd by the employee;

"(4) under the terms of the plan, options are to be granted
to all employees of any corporation whose employees are granted
any of such options by reason of their employment by suph corpo-
ration, except that there may be excluded-

"( A) employees who have been employed less than 2 years,
employees whose customary employment is 20 hours

or less per week,
"(C) employees whose customary employment is for not

more than 5 months in any calendar year, and
"(D) officers, persons whose principal duties consist of

supervising the work of other employees, or highly compen-
sated employees;

"(5) under the terms of the plan, all employees granted such
options shall have the same rights and privileges, except that
the amount of stock which may be purchased by any employee
under such option may bear a uniform relationship to the total
compensation, or the basic or regular rate of compensation, of
employees, and the plan may provide that no employee may pur-
chase more than a maximum amount of stock fixed under the
plan;

"(6) under the terms of the plan, the option price is not less
than the lesser of-

"(A) an amount equal to 85 percent of the fair m rket
value of the stock at tiemtime such option is granted, or

"(B) an amount which tinder the terms of the option may
not be less than 85 percent of the fair market val ue of the
stock at the time such option is exercised;

under the terms of the plan, such option cannot be exer-
ed after the expiration of-

"(A) 5 years from the date such. option is granted if,
under the terns of such plan, the option price is to be not
less than 85 percent of the fair market value of such stock
at the time of the exercise of the option or

"(B) 27 months from the date such option is granted, if
the option price is not determinable in the mainer described
in subparagraph (A) ;

"(8) under the terms of the plan, no employee may be granted
an option which permits his rights to purchase stock under all
such plans of his employer corporation and its parent and sub-
sidiary corporations to accrue at a rate which exceeds $25,000 of
fair market value of such stock (determined at the time such
option is *I anted) for each calendar year in which such option
is outstaiidmng at"any time. For purposes of this paragraph-

"(A) the right to purchase stock under an option accrues
when the option (or any portion thereof) first becomes exer-
cisable during the calendar year;

"(B) the right to purchase stock under an option accrues
at the rtte provided in the option, but in no case may such
rate exceed $25,000 of fair market value of such stock (deter-
mined at the time such option is granted) for any one cal-
endar year; and

"(C) a right to purchase stock which has accrued tnder
one option granted pursuant to the plan may not be carried
over to any other option; and
Sunder the terms of the plan, such option is not trans-

ferable by such individual otherwise than by will or the laws of
descent and distribtioui, amid is exercisable, during his lifetime,
only by him.

Pub. Law 88-272 -50- February 26, 1964
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For purposes of paragraphs (3) to (9), inclusive, where additional
terms are contained in an offering made under a plan, such additional
terms shall, with respect to options exercised under such offering, be
treated as t, part of the terms of such plan.

"(C) SPECIAL RULE WHERE OPTION PRICE Is BETwEEN 85 PERCENT
AND 100 PERCENT OF VALUE OF STOCK.-If the option price of a share
of stock acquired by an individual pursuant to a transfer to which
subsection (a) applies was less than 100 percent of the fair market
value of such share at the time such option was granted, then, in the
event of any disposition of such share by him which meets the holding
period requirements of subsection (a),or in the event of his death
(whenever occurring) while owning such share, there shall be included
as compensation (and not as gain upon the sale or exchange of a capital
asset) in his gross income, for the taxable year in which falls the date
of such disposition or for the taxable year closing with his death,
whichever applies, an amount equal to the lesser of-

" (1) the excess of the fair market value of the share at the time
of such disposition or death over the amount paid for the share
under the option, or

"(2) the excess of the fair market value of the share at the
time the option was granted over the option price.

If the option price is not fixed or determinable at the time the option
is granted, then for purposes of this subsection, the option price shall
be determined as if the option were exercised at such time. In the case
of the disposition of such share by the individual, the basis of the share
in his hands at the time of such disposition shall be increased by an
amount equal to the amount so includible in his gross income.
"SEC. 424. RESTRICTED STOCK OPTIONS.

"(a) IN GENmEA.U-Section 421(a) shall apply with respect to the AAe p. 63.
transfer of a share of stock to an individual pursuant to his exercise
after 1949 of a restricted stock option, if-

"(1) no disposition of such share is made by him within 2 years
from the date of the granting of the option nior within 6 months
after the transfer of such share to him, and

"(2) at the time he exercises such option-
"(A) he is an employee of either the corporation granting

such option, a parent or subsidiary corporation of such corpo-
ration, or a corporation or a parent or subsidiary corpora-
tion of such corporation issuing or assuming a stock option in
a transaction to which section 425 (a) applies, or

"(B) he ceased to be an employee of such corporations
within the 3-month period preceding the time of exercise.

"(b) RtsmcTE STOCK OPlToN.-For purposes of this part, the
ternt 'restricted stock option' means an option granted after February
26, 1945, and before January 1, 1964 (or, if it meets the requirements
of subection (c) (3), an option granted after December 31, 1963), to
an individual, for any reason connected with his employment by a
corporation, if granted by the employer corporation or its parent or
subsidiary corporation, to purchase stock of any of such corporations,
but only if-

"(1) alt tie time such option is granted-
"(A) the option price is at least 85) percent of the fair

market value at such time of the stock subject to tie option , or
"(B) in the ease of a variable price Olption, the option price

(computed is if the option had been exercised when granted)
is at least 85 percent of the fair market value of the stock at
the time such option is granted;

"(2) suth option by its sterns is not transferable by such indi-
vidual otherwise tha. by will or the laws of descent and distribu-
tion, and is exercisable, during his lifetime, only by him; .
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"(3) such individual, at the time the option is granted, does not
own stock possessing more than 10 percent of the total combined
voting power of all classes of stock of the employer corporation or
of its parent or subsidiary corporation. This paragraph shall not
apply if at the time such option is granted the option price is at
least 110 percent of the fair market value of the stock subject to
the option, and such option either by its terms is not exercisable
after tile expiration of years from the date such option is granted
or is exercised within one year after August 16, 1954. For pur-

Post . 71. poses of this paragraph, the provisions of section 425(d) shall
apply in determining the stock ownership of an individual; and

"(4) such option by its terms is not exercisable after the expira-
tion of 10 years from the date such option is granted, if such
option has been granted on or after June 22, 1954.

()SPECIAL RuxEs.-
"( 1) OPrIONs UNDER WHICH OPTION PRICE 18 BETWEEN 85 PER-

CENT AND 95 PERCENT OF VALUE OF sTOOK.-If no disposition of
a share of stock acquired by an individual on his exercise after
1949 of a restricted stock option is made by him within 2 years
from the date of the granting of the o ption nor within 6 months
after the transfer of suchshare to him, but, at the time the
restricted stock option was granted, the option price (computed
under subsection (b) (1)) was less than 95 percent of the fair
market value at such time of such share, then, in the event of aiy
disposition of such share by him, or in the event of his death
(whenever occurring) while owning such share, there shall be
included as compensation (and not as gain upon the sale or
exchange of a capital asset) in his gross income, for the taxable
year in which falls the date of such disposition or for the taxable
year closing with his death whichever applies-

"(A) in the case of a share of stock acquired under an
option qualifying under subsection (b)(1) (A), an amount
equal to the amount (if any) by which the option price is
exceeded by the lesser of-

"(i) the fair market value of the share at the time
of such disposition or death or

"(ii) the fair market vaiue of the share at the time
the option was granted; or

"(B) in the case of stock acquired under an option
qualifying under subsection (b)(1)(B), an amount equal
to the lesser of-

"(i) the excess of the fair market value of the
share at the time of such disposition or death over
the price paid under the option, or

"(ii) the excess of the fair market value of the
share at the time the option was granted over the
option price (computed as if the option had been
exercise at such time).

In the case of a disposition of such share by the individual the
basis of the share in his hands at the time of such disposition
shall be increased by an amount equal to the amount so
ineludible in his gross income.

"(2) VARIABLE PRICE oPTIoN.-For purposes of subsection (b)
(1), the term 'variable price option means an option under
which the purchase price.of the stock is fixed or determinable
under a formula in which the only variable is the fair market
value of the stock at any time during a period of 6 months which
includes the time the option is exercised; except that in the case
of options granted after September 30, 1958, such term does not
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include any such option in which such formula provides for
determining such price by reference to the fair market value of
the stock at any time before the option is exercised if such value
may be greater than the average fair market value of the stock
during the calendar month in which the option is exercised.

"(3) CERTAIN OPTIONS GRANTED AFTER DECEMBER 31, 1963.-
For purposes of subsection (b), an option granted after Decem-
ber 31, 1963, meets the requirements of this paragraph if granted
pursuant to-

"(A) a binding written contract entered into before
January 1, 1964, or

"(B) a written plan adopted and approved before Jan-
uary 1, 1964, which (as of January 1, 1964, and as of the
date of the granting of the option)-

"(i) met the requirements of paragraphs (4) and
of section 423(b) or A e p. 67.
(ii) was being administered in a way which did not P 7

di~criminate in favor of officers, persons whose principal
duties consist pL.supe siug the work of other
employees,,prRikhly compensated Iloyees.

"SEC. 425. DEFINITI9NK AND SPECIAL RULES.
"(a) CORPORA I'REORGANIZATIONS, LIQUIDATIONS, ET -For pur-

poses of this p t., the term 'Issuing 91 as.5ming a stock option in atransaction tp which section 42a) applies Ineins a substituon of a
new optionfor the old option, r an\assumptiO of the old option,
by an employer corpoyeion, or parent or sulfidiary of such c 0ro-
ration, by reason ofI corporate mergeiconslidatio, acquisitio of
property or stock, se rAtim 4,oigan ion, or li u nation, if--\

I 1) the excess of the a fair arke tau of the sIa es
su oct to the option inim tely after tli sukstituti n or assum-
ti over t.proi ce of uh share is not mote
th n the excess o0,t4e gag _ fair ma kut value f all shares
su ject to t lieoptioi mn~&liat 1 b9 o e sifeh-substitution r
a.mption oer t ae.a r toltop ce of such shares, andi

'(2) the n optiopfr the aso mtii n f the old option dobs
not give the employ additional. en w it4hhe did not ]ro e
und r the old o hion.

For pur ses of this subsketioi,-th parent -subsidiar) relation lip
shall bo determined at the.timW of a iy suc t.rahsaeiflon unde this
subsection. Il/

41(b) AvQ BITioN OF ]EW-SWOCK.* For p rpsbses of thishart, ifstock is receivb4 by an individual In- distribution to whidsection
5,, relatesto 26 USC 305,

.9ectoon 1036) a iand such distribution was maqp4~'ith respect to 3541 355,
stock transferred to hi n his exercise of ~ p suchstock 356. 1036,shallbegbeenaferedl him on his exercise of 1031.

such o tion. Similar rule shall be applied in the case of a series
of suc? distributions.

"(c) lisposrriow.-
S"(1) IN OENERA.-Except as provided in paragraph (2), for

purposes of this part, the termn 'disposition' includes a sale,
exchal F0 gift or a transfer of legal title, but does not include-

' (A) a transfer from a decedent to an estate or a transfer
by bequest or inheritance;

(B) an exchange to which section 354, 855, 856, or 1036
(or so much of section 1031 as relates to section 1036)
applies; or11(C) a more pledge or hypothecation.
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"(2) JOINT TEAN.'c.-The acquisition of a share of stock in
the name of the employee anm another jointly with the ri ght of
survivorship or a subsequent transfer of a share of stock into
such joint ownership shall not be deemed a disposition, but a
termination of such joint tenancy (except to the extent such
employee acquires ownership of such stock) shall be treated as
a disposition by him occurring at the time such joint tenancy is
terminated.

"(d) ATFRmuTioN oF STocK OwNERsHi.-For purposes of this
plarti n applying the percentage limitations of sections 422(b) (7),

Ante pp4 64, 423(b)(3),and 424(b) (3)-
6q9 "(1) the individual with respect to whom such limitation is

being determined shall be considered as owning the stock owned,
directly or indirectly, by or for his brothers and sisters (whether
by the whole or hall blood), spouse, ancestors, and lineal
descendants; and

"(2) stock owned, directly or indirectly, by or for a corpora-
tion, partnership, estate, or trust, shall be considered as being
owned pmportionately by or for its shareholders, partners, or
beneficiaries.

"(e) PARENT CORPORATIO.-For pup'Joses of this part, the term
'parent corporation' means any corporation (other than the employer
corporation) in an unbroken chain of corporations ending with tie
employer corporation if, at the time of the granting of the option,
each of the corporations other than the employer corporation owns
stock possessing 50 percent or more of the total conibined voting
power of all classes of stock in one of the other corporations in suti
chain.

"()SUBSIDIARY CORPIOIATO.N.-For pu~rpo)ses of this part, the
term 'subsidiary corporation' mneanis any corporation (other than the
employer corporation) in anl unbroken chain of corporations begin-
ning with the employer corporation if, at the tiim of the granting
of the option each of the corporations other than the last corporation
in the unbroken chain owns stock possesig " i) percent or more of
the total combined voting lower of all class es of stock in one of the
other corporations in such chain.

"(g) SPECIAL Ruix FoR AppLYInO SUil sWrIONS (e) AND (f).-In
appying subsections ()e) and (f) for purposes of sc.tioI 422(a) (2),

423 (a) (2), and 424(a) (2), there sha be substituted for the terin
'employer corporation' wherever it appear in subsections to) and (f)
the telmit 'grantor corporatoli', or the terlit corporationsn issuing or

ntep. 71. assuming a stock option in a transaction to which sectionn 425(a)
51pplies', as the case may be.

'(1h) MODIFICATION, ExrENsION. on R or:W. OrTION
"(1) IN o iExRAr,--For purpmses of this part, if tie terns of

any opt ion to purchase stock are mloditied, extended, or rellewel.
suth nodification, extension, or rellewal shal be considered its
tie granting of a new option.

tt(2) SI'EcrTAI, itUJ. F5)R ssrmxIINs 42:4t) D t4 ariox'lsN,

"(,) In the case of the .transfer of stock purstiit ito the
exercise of an option to which sect ion 423 or 424 applies mid
which has beel so lodifled, extiendel, or reviewed, then, ex-
eept is provided in subpiaragraphi (11), the fair market vulnit
of such stock at the time of the granuiing of siieh option shall
be considered as whichever of the following is the highest:

"(i) the fair market value of sielmi stock oil the date
of the oriial granting of the option,

"(ii) thie fair, market value of such stwk o,, tie date of
the inakilg of such lliiifhicat i, e.Nteii,i. or remlwill,
or

-54-
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"(iii) the fair market value of such stock at the
time of the making of any intervening modification,
extension, or renewal.

"(B) Subparagraph (A) shall not apply with respect
to a modification, extension, or renewal of a restricted
stock option before January 1, 1964 (or after December 81,
1963, if made pursuant to a binding written contract
entered into before January 1, 1964), if the aggregate of the
monthly average fair market values of the stock subject
to the option for the 12 consecutive calendar months before
the date of the modification, extension, or renewal, divided
by 12, is an amount less than 80 percent of the fair
market value of such stock on the date of the original
granting of th6 option or the date of the making of any
intervening modification, extension, or renewal, whichever
is the highest.

"(3) DRFINrITorr OF MODIFICATIO.-The term 'modification'
means any change in the terms of the option which gives the
employee additional benefits under the option, but such term
shall not include a change in the terms of the option-

"(A) attributable to the issuance or assumption of an
option under subsection (a) ;

"(B) to permit the option to qualify under sect ions 422(b)
(6?, 423(b) (9), and 424(b) (2) ;or

"(C) in the case of an option not immediately exercisable
in fill], to accelerate the time at which the option may be
exercised.

If a restricted stock option is exercisable after the expiration of
10 years from the date such option is granted, subparagraph (B)
shall not apply unless the terms of the option are also changed to
make it not exercisable after the expiration of such period.

"(i) STOCKHOWER APPROVAL.-For purposes of this part, if the
grant of an option is subject to approval by stockholders, the date of
grant of the option shall be determined as if the option had not been
subject to such approval.

"(j) Cuoss REFRFnENCES.--
"For provisions requiring the reporting of certain acts with

respect to a qualified stock option, options granted under employer
stock purchase plans, or a restricted stock option, see section 6039."

(b) ADmINISTRATIVE PRovIsIoNs.-
(1) REPORTING REQUIREMENT FOR CERTAIN olmioNs.--Subpart

A of part III of subchapter A of chapter 61 (relating to informa-
tion returns) is amended by renumbering section 6039 as 6040,
and by inserting after section 6038 the following new section:

Ante pp. 64V
677 69,

26 USG 6031.
6039.
26 USC 6038#

"SEC. 6039. INFORMATION REQUIRED IN CONNECTION WITH CERTAIN OU,*
OPTIONS.

"(a) REQUIREMENT or RlirowrN.-Every corporation-
"(1) which in any calendar year transfers a share'of stock to

any person pursuant to such person's exercise of a qualified stock
option or a restricted stock option, or

"(2) which in any calendar year records (or has by its agent
recorded) a transfer of the legal title of a share of stock-

"(A) acquired by the-transferor pursuant to his exercise
of an option described in section 423(c) (relating to special
rule where option price is between 85 percent and 100 percent
of value of stock), or

Pub. Law 88-272
78 STAT. 73o
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"(B) acquired by the transferor pursuant to his exercise
Ante: p. 69. of a restricted stock option described in section 424(c) (1)

(relating to options under which option price is between 85
percent and 95 percent of value of stock),

shall, for such calendar year, make a return at such time and in such
manner, and setting forth such information, as the Secretary or his
delegate may by regulations prescribe. For purposes of the preceding
sentence, any option which a corporation treats as a qualified stock
option, a restricted stock option, or an option granted under an
employee stock purchase plan, shall be deemed to be such an ol)tion.
A return is required by reason of a transfer described in paragraph
(2) of it share only with respect to the first transfer of suchsl re by
the person who exercised the option.

"(b) STATEMENTs To B, FunNISIED TO PERSONS WITH REsE,'rT O
WHoM INFORMATION Is FuuNIS .-Every corporation making a
return under subsection (a) shall furnish to each person whose name is
set forth in such return a written statement setting forth such infor-
mation as the Secretary or his delegate may by regulations prescribe.
'rhe Wvritten statement required under the preceding sentence shall be
furnished to the person on or before January 31 of the year following
the calendar year for which the return under subsection (a) was made.

"(c) II)ENTiFI r I'rON OF STOCK.-Any corporat ion which transfers
any share of stock pursuant to the exercise of an ol)tion described in
subsection (it) (2) shall identify such stock in a manner adequate to
carry out the l)urposes of this section.

"(d) Cizoss REFEfRENCES.-

"For definition of-
"(1) The term 'qualified stock option', see section 422(b).
"(2) The term 'employee stock purchase plan, see section

423(b).
"(3) The term 'restricted stock option', see section 424(b)."

(2) PENAurES FOR FAILURI TO FILE INFORMATION RTURNS.-
26 USC 6652. Section 6652(a) (relating to failure to file certain information

returns) is amended to read as follows:
"(a) RTURNNs RELATING TO PATMENTs OF IVI)ENDS, ErC., .ND CER-

rAIN IRANSFERS OF STOCK.---In the case of each failure--
"(1) to file a statement of the aggregate amount of payments

26 USC 6042. to another person required by section 6042(a) (1) (relating to
payments of dividends aggregating $10 or more), section 6044
(a)(1) (relating to payments of patronage dividends aggregat-

26 USc 6049* ing $10 or more), or section 6049(a) (1) (relating to payments of
interest aggregating $10 or more),

"(2) to make a return required by section 6039(a) (relating
to reporting information in connection with certain options) withI
respect, to a transfer of stock or a transfer of legal title to stock,
or

Antep p 3"1. "(3) to make a return required by section 6052(a) (relating
to reporting payment of wages in the form of group-terln life
insurance) with respect to group-term life insurance on the life of
an employee,

on the (late prescribed therefor (determined with regard to any exten-
sion of time for filing), unless it is shown that such failure is due to
reasonable cause and not to willful neglect, there shall be paid (upon
notice and demand by the Secretary or his delegate and in the same
mannerr as tax), by the person failing to file a statement referred to in
paragra ph (1) or failing to piake a return referred to in paragraph
(2) or (3), $10 for each such failure, but the total amount imposed
on the (e inquent person for all such failures during any calendar
year shall not exceed $25,000."
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(3) P10NALTIES oll FAILURE TO FURNISH STAT[ENTS TO PERSONs
WITH RESPECTTO WHIOMI RETURNS ARE FILED.-Section 6678 (relating 26 USC 6678.
to failure to furnish certain statements) is amended-

(A) by striking out "section 6042(c)," and inserting in 26 usc 6042.
lieu thereof "section 6039 (b), 6042 (c),'; and Ante, p. 73.

(B) by striking out "section 6042(a) (1)." and inserting in-
lieu thereof "section 6039 (a), 6042 (a) (1),".

(c) TECHNICAl. AmE.NDMNT.-
(1) Section 402(a) (3) (11) (relating to taxability of benefi- 26 usC 402.

ciary of employees' trust) is amended by striking out "section
421(d) (2) and (3)" and inserting in lieu thereof "subsections
(e) and (f) of section 425". t p. 71.

(2) The last, sentence of subparagraiph (B) of section 691(c)
(2) (relating to allowance of deduction for estate tax in case of
items constituting income in respect of a decedent) is amended to
read as follows: "Such net value shall be determined with respect
to the provisions of section 421(c) (2), relating to the deduction A p. 63.
for estate tax with respect to stock options to which pait II of

subchapter D applies."
(d) CLERICAL AMENDMENTS,

(1) The table of parts for subchapter I) of chapter 1 is
amended by striking out

"Part II. Miscellaneous provisions."

and inserting in lieu thereof the following:
"Part II. Certain stock options."

(2) The table of sections for subpart A. of part. IllI of sub-
chapter A of chapter 61 is amended by striking out

"See. 6039. Cross references."
and inserting in lieu thereof:

"See. 6039. Information required In connection with certain options.
"Sec. 6040. Cross references."

(e) EFF :cTIvE DATES AND TRANSITION RUiLFS.-
(1) Except as provided in paragraphs (2) and (3), the amend-

ments made by this section sball apply to taxable years ending
after I)ecember 31, 1963.

(2) The amendments made by paragraphs (1) and (3) of
subsection (b), and paragraph (2) of section 6652(a) of the In-
ternal Revenue Code of 1954 (as amended by paragraph (2) of 26 usc 6652.
subsection (b)) shall apply to stock transferred pursuant to
options exercised on or after January 1, 1964.

(3) In the case of an option granted after December 31, 1963,
and before January 1, 1965-

(A) paragraphs (1) and (2) of section 422(b) of the
Interml Revenue Code of 1954 (as added by subsection (a)) Ante, p. 64.
shall not apply, and

(]3) paragraph (1) of section 425(h) of. such Code (as
added by subsection (a)) shall not apply to any change in
the terms of such option made before January 1, 1965, to
permit such option to qualify under paragraphs (3), (4),
and (5) of such section 422(b).

SEC. 222. SALES AT RETAIL UNDER REVOLVING CREDIT PLANS.
(it) TREATY IENT ITNDER INSTALMENT MFITHOD.-Section 453 P p. 105.

(relating to installment method of accounting) is amended by adding

-it the end thereof the following new subsection:
"(e) REVOLVING OREDIT Tvpp PLANs.-For Irposes of subsection

(a), the term 'installment. plan' includes a revolving credit type plan
which provides that. the purchaser of personal property at retail may
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pay for such property in a series of periodic pIaIVIlIIs of ill agreed
portion of the amounts due the seller mnder tile pam, except that suchm
termn does not include any such plan with respect to a purchaser who
uses his accouit. 1)rinuirily as all ordinary charge account."

(b) E mc'-nivp 1).-.The amendment made by sulsection (a)
shall apply in respect of sales made during taxable years beginning
after )ecember 31,1963.
SEC. 223. TIMING OF DEDUCTIONS IN CERTAIN CASES WHERE

ASSERTED LIABILITIES ARE CONTESTED.
(a) 'r. wxinma Ypmt op D ucrmN.-

26 US0 461. (1) Section 461 (relating to general rule for taxable year of
deduction) is amended by adding at tie cnd thereof the following
11ew subsection:

"(f) CONTETED Tl. hIIIArT1S.-I f--"(1) the taxpayer contests anl assrted liability y,
"(2) the taxpayer transfers money or other plmerty to provide

for the satisfaction of the asserted liability,
"(3) the contest with respect. to the a seited lialhilitv exists after

the time of the transfer, and
"(4) but for tile fact that the asserted liability is coutested, a

deduction would ie allowed for the taxable year of the transfer
(or for an earlier taxable year),

then the deduction shall be allowed for the taxable year of the I tralsfer.
This subsection shall not apply in respect of the dedlie ion for ilwonme,
war i-trlits, and excess profits taxes nA )osed byv the ant hority of any
foreign count ry or pos ession of the I united Atates."

53 St,at. 24. (2) Section 43 of the Internal lRevenue Code of 193) (relating
to period for which deductions and credits taken) is anie';ded by
adding at ti end thereof tile following new sentences. "lf-

"(I) the taxpayer contests an asserted liability,
S(2) tile taxpayer tranisfer. money or other property to l)'o-

v'ide for the satisfaction of the a serted liamlity
'°(3) the contest with res ect to the aLsered lilit lity exists after

lie time of tlme transfer, and
"(4) hut for the fact that the asmsrted liability is conteste a

deduction would be allowed for tile taxable yeal" of tile tmimsfer
(or for tilt earlier taxable year),

theIr t he deduct ion shall be allowed for tle taxile year of tle transfer.
Tieh pIreeding sentence shall not apply iil respect of the dedttut ion for
imOnIme war profits, and excess prohts taxes imposed by the authority
of any foreign country or possession of the IUnitred States."

(b) Er'r'Ivs F).ms.-xcept as provided it{ subsections (c) a11d
(1)-

(I) the iumendnielit llde )3y sul)section (i) (1) shill apply
to tiaxalhe yeais legining after l)eceniher 31, 1953, and ending
after August 101, 1954, id

(2) the amendment made by subsection (a) (2) shall apply to
Inxalllle yeArs to wlicI the Internal Revenue (ode of 1939 applies.

(0) EFraIoN AS Th TR.NSFERS IN MPInxiu Y:ARS BEGINNING
Il"FOrmt .JANUA Y 1, 1964.-

(I) 'rte amnidients made by subsection (a) sill iot, apply
to ally trilisfer of miolley or other property described in Su isc,-
tion (it) made ili i taxable year 1egining before ,hiiiily 1964,
if the taxpayer elects ill tile liner l provided by regilatiions pre-
scrilel by tie Seciretary of the Treaslry or his delegate, to lave
this pargraph apply.,' Stil an election-

(A) must be made within one Year after the date of tile
enetnleit of this Act,
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(R) may not e evoked after the expiration of such one-
ye period and

(C) shall apply to all transfers described in the first. sen-
tence of this paragraph (other thai transfers described ill
paragraph (2)).

In the case of any transfer to which this paragraph applies, tile
deduction shall be allowed only for the taxable year in which the
contest, with respect to such transfer is settled.

(2) Paragraph (1) shall not apply to ant trnnsfer if the
assessment of any deficiency which would resutit from the appli-
cation of tile election in respect of such transfer is, oil tile date
of the election under paragraph (1), prevented by the operation
of any law or rule of laws.

(3) If the taxpayer makes an election under paragraph (1),
and if, on the date of such election, the assessment of an1 defti-
ciency which results from the application of the election in
respect of any transfer is not prevented Iy the operation of any
law or rule of law, the period within winch assessment of such
deficiency may be made shall not expire earlier than 2 years after
the date of the enactment of this Act.

(d) CFRT.%IN (h'PLIR TRAN8FERS IN TIAXAIii.v YIAitS BIYXiINNINOi
BEFomE JAI4.ARY 1, 1964.--The amendments made by suibsection (a)
shall not apply to any transfer of money or other prop erty described
in subsection ?n) nmacle ill mm taxable yeal" hegimmig before .J1nuary I.
1964, if-

(1) no deduction has been allowed ill respect of such transfer
for any taxable year before the taxable year ill which the colitest
with respect to slich transfer is settled, and

(2) refund or credit of any overpayment which would result
from the application of such amendments to such t transfer is p re-
vented by the operation of any law or rule of law.

In-the case o? any transfer to which this stbsection allies, the deduc-
tion shall be allowed for the taxable year in which t-ie contest with
respect to such transfer is settled.
SEC. 224. INTEREST ON CERTAIN DEFERRED PAYMENTS.

(a) IN GENFRL.-Il-Part III of subchaplter E of elumter 1 (relating 26 Uc 481,
to accounting periods and methods of accounting) is amended by 482.
adding at the end thereof tive following new sect ion:
"SEC. 483. INTEREST ON CERTAIN DEFERRED PAYMENTS.

"(a) AMOUNT COxNST'mirxNO INTriRIT.-For ptirposes of this title,
in the case of an's' contract for the stle or exchange of property there
shall be treated as interest that part. of a payment to whieh this section
applies which bears the same ratio to the amount of such payment as
the total unstated interest muier such contract bears to the total of
the payinents to which this section applies which are (lime uder such
contract.

"(b) 1OT.%m, ITxsTATr IN-rit.T.-For purposes of this section, the
termim 'total unshtted interest' leals, with respect to a contract for the
sale or exchange of property, an amount equal to the excess of--

"(I) the slm of the payments to which this section applies
which are due under the contract, over

"(2) the suim of the present values of such payments and the
present values of any interest payments due tinder tile contract.

For purposes of pamgraph (2) the premnt value of a payment shall
be determined, as of time date of the sale or exelunge, by Zliscoumiting
such payment, at the rate, and in the manner, l)rovided in regulationsi
lreseribed by the Secretary or lnis'delegate. Such regulations shall
provide for discouinting on the basis of 0-nomnth brackets ald shallProvide that the present value of ally interest payment due not more
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than mouths after flile date of tihe sale or exchange is an amount
e'(lital to 100 percent of such pa nloleit,"(e) 1 .\vMsl,'rs ' Wiim SECTiON Arm ms.-

"(1) IN (UEN! tlA.-EXCel)t [IS provided in suhselCion (f), this
action shall apply to any paymenlt on account of tile sale or
exchalge of property which constitutes part or all of the sales
price and which is lue more than 6 nionths after the date of
such salt or exchange mider a contract-

"(A) under which some or all of the payments, are due
more than one year after the (late of such stile or exchange,
and

"(I) under which, using a rate provided by regulationls
prescribed by the Secretary or his delegate for purlposes of
this subpn ragraplh, there is total mnstated interest.

Any rate preserlbed for determining whether there is total
unstated interest for purposes of subparagraph (11) shll be at
least one percentage point, lower than the rate prescribed for
IIposes of subsection- (b) (2).

"(2) TREATMENT OF EVIDENCE OF lNDEIITEDNpS.-For purposes
of this section, an evidence of indebtedness of the lpirchaser iven
in consideration for the sale or exchange of property sha I not
I)e considered a payment, and any payment due mindor such
evidence of indebtedness shall he tiated as due under the con-
tract for the sale or exchange.

"(d) PAYMENTS TlIA' ARF INI)FINVI'T AS TO 'IME, LIAIL'rry, OR
A.MOITNT.-In the case of a contract for tle sale or exchange of rop-
em-tv under which tie liability for, or the amnoinmt or (die date of, anyv
Ipotion of a paymment. Cannot. be determined at, tie time of the sale
or exchange, this setion shall e separately applied to such portion
as if it (and any amount. of interest attriultalile to such porion)
were the only piayments (lie mnder the contract ; and such determina-
tions of liabilitV, amount, and due( dale shall be made at the tim
imlymnent of suei port ion is made.

"(P) CIIANUK I-N TERMS O CoNri?.r.-lf the liability for, or the
amount or due date of, any payment. (including interest.) under a con-
tract for the sale or exchange of property is changed the 'total
nistated interest' irider the contract shall Ibe recomptuted and allocated
(with adjustment. for prior interest. includingg unstated intervgt) pay-
ments) under regulations prescribed by the Secretary or his deleglte.

"(f) EXCFMONS AND LIItt-rvrio-.-
".1) SAM~S PRwE oF $3,000 Olt iss.-This section shall not

apply to any payment. on account of tile sale or exchange of prop-
erty if it can bdeeterminedl at. the time of such sale or exchange
that the sales price cannot exceed $3,000.

"(2) CARRYING (CAOImOS.-Ill the case oftle lImehnaser, tile tax
treatment of amounts paid on account. of the sale or exchange of
property shall be made without, regard to this section if any such

26 IEC 163. anomitsi are treated lmder section 163(b) as if they included
interest.

"(3) TrATMENT OF sETJ..R.-Iil the case of the seller, the tax
treiatent of any amounts received on account of the sale or
exchange of property shall be made without. regard to this setion
if no part. of any gain oi such sale or exchange would be con-
sidere(t as gain troni tile sale or exchange of a capital asset, or

26 UeO 1231. property described in section 1231.
"(4) SALES OR EXCIIA*0F5 OF PATo.NT.-T is section shall not

apply to any payments made pursuant to a transfer described in
26 USO 1235. section 1235(a) (relating to sile or exchange of patents).
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"(5) ANNurrwF..-'1hls section shall not apply to ally
amount the liability for which depends in whoe or in part
on the life expectancy of one or more individuals and which
colnstitutes all am1Out.1114 received as till annuity to which section 72 26 usc 72.
applies." ,

(b) CEMuaM, AMEND M N.-Tho table of sections for such part
is amended by adding at. the end thereof the following now item:

"See. 483. Interest on certain deferred payments."

(C) CE"RTAIN CARRYING CHAIME.--SeCtion 103(b) (1) (relating to 26 usc 163.
installment. purchases whero interest charge is not. separately stated)
is amended-

(1) by striking out. "personal property is purchased" and
inserting in lieu thereof "personal property or educational
services are iurclased"; and

(2) by adding at the end thereof the following new sentence:
"For purposes of this paragraph, the term 'e(heational serv-
ices' ieans any service (including lodging) which is piuclhased
from an educational institution (as defined in section 151(e) (4)) 26 usc 151.
and which is provided for a student of such institution."

(d) EVr',criv DA.-The amendments made by silbsections (a)
and(b) shall apply to payinents made after December 31, 1963, on
account of sales or exchanges of lol)erty occurring after ,Jhne 30,
1963, other than any sale or exchange made puuisant to a binding
written contract includingg an irrevocable written option) entered
into before July 1, 1963. h'le amendments made by subsection (c)
shall apply to paymienits made (hiring taxable years beginning after
)ecember 31, 1963.

SEC. 225. PERSONAL HOLDING COMPANIES.
(a) P.nSON, HOLDiNO COM ,ANY TAx RA'r.-SeCt ion 54I (relating 26 Ils 541.

to iml)osit ion of personal holding company tax) is amended 1)3' striking
out "tax equal to" and all that follows and inserting in lieu thereof:
"tax equal to 70 percent of the undistributed personal holding conit-
1)alny incomlle."

(b) DEN O'IxNrm oF PERsoN. HOimNo (oim'AN.-Parugrnh (1)
of section 542(a) (relating to the gross income re(luiirement for per- 26 USc 542.
sonal holding company purposes) is amended to read as follows:

"( 1 D) Ai usrm ORiDINARY (OSS INCOME RQtAU itm' RN 'ir.-A t, least.
(10 percent of its adjuIsted ordinary gross income (as defined in
section 543(b) (2)) for the taxal e1 year is personal ulhiling 26 uSc 543.
company income (as defined in sect ion 513(a)), and".

(c) Excrtumr) COPORATIONS.-
(1) 1)o 11s'rc 1iUrINO .AND LOAN AssoL'roN.-Paragra|lh

S2) of section 542(o) (relating to c orlomt ions excepted from t. he
efinition of personal holding company) is amended to read as

follows:
"(2) it bank ats defined in section 581, or it domestic building

mand loan association within the memining of section 7 701 (it) (1 9) 26 uISC 7e1*
without. regard to stibparalgraphis (D)) and (H) thereof;-".

(2) I..jMINO AND, FINANCE (VOM'ANIVB..--Section 542(c) is
amended by striking out paragraphs (6), (M), (8), and (9), by
rennmbering paragraphs (10) and (11) as paragraphs (7) and
(8), and by inserting after, paragraph (5) the following new
paragraph:

"(6) a lending or finance company if-
"(A) 60 lereent or more of its ordinary gos income (as

defined in section 543(b)(1)) is derived directly from the
active and regular conduct of a lending or finance business;

"(B) the personal holding company income for the tax-
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able year (computed without regard to ilc()iiie described ill
subsection (d)-(3) and income derived directly from the
active and regular conduct of a lending or finance business,
and computed by including as personal holding company
income the entire amount of the gross income from rents
royalties, prodluced film rents, and compensation for use of
corporate property by shareholders) is not. more than 20
percent of the ordinary gross income;

"JC) the sum of the deductions which are directly allocable
to tae active nd regular conduct of its le oring' finance
business equals or exceeds the sum of-

"(i) 15 percent of so mueh of the ordinary gro~s
income derived therefrom as does not exceed $500,000,
plus
S"(ii) 5 percent of so mmh of the ordinary gross
income derived therefrom as exceeds $500,000 hut not
$1,000,000; and

"(D) the loans to a person who is a shareholder in such
company during the taxable year by or for whom 10 percent
or more in value of its outstanding stock is owned directly
or indirectly (including, in the case of an individual, stoch
owned by members of his family as defined in section 544

Post pe 93, (a) (2)), outstanding at any time during such year do not
exceed $5,000 in principal amount; ".

26 USC 542. (3) SPFCJ,%F, RULES FAM SECTIN .4-21c) (i.-Setiou 542 is
attended by adding at the end thereof the following new sub-
section :

(d) SECIm,L RuLEs F-oR APPL~yINo SUt'sECrioN (e) (6).-
"1(1) LENDING OR FINANCE BUSINESS DEFINED.-

"(A) IN OENERAi.-Except as provided iin sulparagraph
(B), for purposes of subsection (c) (6), the term 'lending
or finance business' means a business of-

"(i) making loans,
"(ii) purchasing or discounting accounts receivable,

notes, or installment obligations,

"(iii) rendering services or making facilities avail-
able in connection with activities described in clauses (i)
and (ii) carried on by the corporation rendering serv-
ices or making facilities available, or

"(iv) rendering services or making facilities avail-
able to another corporation which is engaged in the lend-
ing or finance business (within the meaning of this para-
graph), if such services or facilities are related to the
Ending or finance business (within such meaning) of
such other corporation and such other corporation and
the corporation rendering services or making facilities
available are members of the same affiliated group (as

26 USC 1504. defined in section 1504).
"(B) ExcEM'roxs.-For purposes of sublparagraph (A).

file tern 'lending or finance bIsiness'. does not il ude the
liisiiiess of-

"(i) making loans, or purchasing or discounting oe-
counts receivable, notes, or installment obligations, if
(at the time of the loan, purchase, or discount) the re-
maining maturity exceeds 60 months, unless the loans.
notes, or installment obligations are evidenced or secured
b contracts of conditional sale, chattel mortgages, or
chattel lease agreements arising out of the sale ofgoods
or services in the course of the borrowers or trans-
feror's trade or business, or
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"(ii) making loans evidenced by, or purchasing, cer-
tificates of indebtedness issued iv a series under a trust
indenture, and in registered form or with interest cou-
pons attached.

For purposes of clause (i), the remaining maturity shall be
treated as including any period for which there may be a
renewal or extension under the terms of an option exercisable
by the borrower.

"(2) BusiNEss DxDuoTINs.-For purposes of subsection (c)
(6)(C), the deductions which may be taken into account shallinclude onlyi d(A .Tdeductions which are allowable only by reason of sec-

tion 162 or section 404, except there shall not be included any
such deduction in respect of compensation for personal serv-
ices rendered by shareholders (including members of the
shareholder's family as described in section 544(a) (2)), and post p. 9,

"(B) deductions allowable under section 167, and deduc- 26 USC 167
tions allowable under section 164 for real property taxes, but Ante p. 41
in either case only to the extent that the property with respect
to which such deductions are allowable is used directly in the
active and regular conduct. of the lending or finance business.

"(3) INCOME RECEIVED FROM CERTAIN AFFILIATED CORPORA-
TIONs.-For purposes of subsection (c) (6) (B), in the case of a
lending or finance company which meets the requirements of sub-
.sct ion (c) (6) (A), there shall not be treated as personal holding
company income the lawful income received from a corporation
which meets the requirements of subsection (c) (6) and which is t
member of the same affiliated group (as defined in section 1504) 26 USC 1504,
of which such company is a member."

(d) PERSONAL HoWING CoMPANY INcoM.-Subsections (a) and
(b) of section 543 (relating to personal holding company income) are 26 USc 543.
mended to read as follows:

"(a) GENERAL RULE.-For purposes of this subtitle, the term 'per-
sonal holding company income means the portion of the adjusted ordi-
nry gross income which consists of:

" (1) DivWDENDs, ET.-Dividends, interest, royalties (other
than mineral, oil, or gas royalties or copyright royalties), and
nnuities. This paragraph shall not apply to--

",A) interest cohstituting rent (as defined in subsection

'(B1) interest on amounts set aside in a reserve fund under
section 511 or 607 of the Merchant Marine Act, 1936, and 54 Stat. 110i

"(C) a dividend distribution of divested stock (as defined 46 USC 1161.
in subsection (e) of section 1111), but only if the stock with 49 State. 2o0
respect to which the distribution is made was owned by the 46 Use 1177.
distributee on September 6, 1961, or was owned by the dis-
tributee for at least 2 years before the date on which the
antitrust order (as defined in subsection (d) of section 1111) 26 USC 1111.
was entered.

"(2) RENIs.-The adjusted income from rents; except that such
Iiljnsted income shall not be included if-

"(A) such adjusted income constitutes 50 percent or more
of the adjusted ordinary gross income, and

"(B) the sun of-
"(i) the dividends paid during the taxable year (deter-

mined under section 562), 26 USC 562.
"(i) the dividends considered as paid on the last (lay

of the taxable year under section 563(c) (as limited by 26 USC 563.
the second sentence of section 563(b)), and
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"(iii) the consent dividends for the taxable year (de-
26 USC 565v terinined under section 565)

equals or exceeds the amount, if an 'I, by which the personal hold-
ing company income for the taxable year (computed without re-
gard to this paragraph and paragraph (6), and computed by in-
cluding as personal holding company income copyright royalties
and the adjusted income from mineral, oil, and gas royalties) ex-
ceeds 10 percent of the ordinary gross income.

"(3) MINERAL, OIL, AND GAS ROYAL'rFs.-The adjusted income
from mineral, oil, and gas royalties; except that such adjusted in-
come shall not be included if-

"(A) such adjusted income constitutes 50 percent or more
of the adjusted ordinary gross income,

"(B) the personal holding company income for the taxable
year (computed without regard to this paragraph, and com-
puted by including as personal holding company income copy-
right royalties and the adjusted income from rents) is not
more than 10 percent of the ordinary gross income, and

"(C) the sun of the deductions which are allowable under
section 162 (relating to trade or business expenses) other
than-

"(i) deductions for compensation for personal services
rendered by the shareholders, and

"(ii) deductions which are specifically allowable under
26 USc 162o sections other than section 162,

equals or exceeds 15 percent. of the adjusted ordinary gross
income.

"(4) COPYRIGHT RoYALTrS.-Copyright royalties; except that
copyright royalties shall not be included if-

" (A) such royalties (exclusive of royalties received for the
use of, or right to use, copyrights or interests in copyrights on
works created in whole, or in part, by any shareholder) con-
stitute 50 percent or more of the ordinary gross income,

"(B) the personal holding company income for the taxable
year computed-

"(i) without regard to copyright royalties, other than
royalties received for the use of, or right to use, copy-

rights or interests in copyrights in works created in whole,
or in part, by any shareholder owning more than 10 per-
cent of the total outstanding capital stock of the
corporation

"(ii) without regard to dividends from any corpora-
tion in which the taxpayer owns at least 50 percent of all
classes of stock entitled to vote and at least 50 percent of
the total value of all classes of stock and which corpora-
tion meets the requirements of this subparagraph and
subparagraphs (A) and (C), and

"(iii)-by including as personal holding company in-
come the adjusted income from rents and the adjusted
income from mineral, oil, and gas royalties,

is not more than 10 percent of the ordinary gross income, and
"(C) the sum of the deductions which are properly

allocable to such royalties and which are allowable tinder
section 162, other than-

"(i) deductions for compensation for personal serv-
ices rendered by the shareholders,

"(ii) deductions for royalties paid or accrued, and
"(iii) deductions which are specifically allowable

under sections other than section 162,
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equals or exceeds 25 percent of the amount by which tile
ordinary gross income exceeds the sun of the royalties paid
or accrued and the amounts allowable as deductions under
section 167 (relating to depreciation) with respect to copy- 26 USO 167.
right royalties.

For purposes of this subsection, the term 'copyright royalties'
means compensation, however designated, for the use of, or the
right to use, copyrights in works protected by co yri lt issued
under title 17 of the United States Code (other than by reason
of section 2 or 6 thereof) and to which copyright protection is
also extended by the laws of any country other than the United
States of America by virtue of any international treaty, con-
vention, or agreement, or interests in any such copyrighted
works, and includes payments from any person for per forming
rights in any such copyrighted work and payments (other than
produced film rents as defined in paragraph (5) (B)) received
for the use of, or right to use, films. For purposes of this para-
graph, the term 'shareholder' shall include any person who owns
stock within the meaning of section 544. Poet, p. 93.

"(5) PRODUCED FILM RENTS.-
"(A) Produced filn rents: except that smh rents shall

not.be included if such rents constitute 50 percent or more of
the ordinary gross income.

"(B) For purposes of this section, the term producedd film
rents' means payments received with respect to an interest
in a film for the use of, or right to use, such film, but only
to the extent that such interest was acqu||ired before sub-
stantial completion of production of such film.

"(6) TSE OF CORPOR.TION I'HOI'ER'Y BY 8H.%tEHOI,I)ER.-AiOits
received as compensation (however designated and from whom-
soever received) for the use of, or right to use, property of the
corporation in any case where, at any time during tile taxable
year, 25 percent or more in value of the outstanding stock of
the corporation is owned, directly or indirectly, by or for an
individual entitled to the use of the property; whether such right
is obtained directly from the corporation or by means of a sub-
lease or other arrangement. This paragraph shall apply only to
a corporation which has personal holding company income for
the taxable year (coin puted without regard to tlis painigraph
and paragraph (2), andcomputed by including as personal hold-
ing company income copyright royalties and the adjusted income
from mineral, oil, and gas royalties) in excess of 10 percent of
its ordinary gross income.

"(7) PERSONAL SERVICE CONTRACS.-
"(A) Amounts received under a contract tinder which the

corporation is to furnish personal services; if some person
other than the corporation has the right to designate (by
name or by description) the individual who is to perform the
services, or if the individual who is to perform the services
is designated (by name or by description) in the contract;
and

"(B) amounts received from the sale or other disposition
of such a contract.

This paragraph shall apply with respect to amounts received for
services under a particular contract only if at some time during
the taxable year 25 percent or more in ialue of the outstanding
stock of the corporation is owned, directly or indirectly, by or for
the individual who has performed, is to perform, or may be

29-346 0 - 04 - 5
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designated (by namne or by description) as the one to perform,
such services.

"(8) ESTATES AND TRUSTS.-Amounts includible in computing
the taxable income of the corporation. under part I of sub-

26 USC 641 chapter J (sec. 641 and following, relating to estates, trusts, and
et se. beneficiaries).

(b) DErNinoxs.-For purposes of this part-
"(1) ORDINARY GROSS IComE.-The term 'ordinary gross

income' means the gross income determined by excluding-
"(A) all gains from the sale or other disposition of capital

assets, and
"(B) all gains (other than those referred to in subpara-

graph (A)) front tie sale or other disposition of proj)erty
26 USC 1231. described in section 1231(b).

"(2) ADJUSTED ORDINARY GROSS INCOME.-The term 'adjusted
ordinary gross inconie means the ordinary gross income adjusted
as follows:

"(A) RENTs..-From the gross income from rents (as de-
fined in the second sentence of paragraph (3) of this sub-
section) subtract the amount allowable its deductions for-

"(i) exhaustion, wear and tear, obsolescence, and
amortization of property other than tangible personal
prol)erty which is not customarily retained by any one
lessee for more than three years,

"(ii) property taxes,
"(iii) interest, and
"(iv) rent,

to the extent allocable, under regulations prescribed by the
Secretary or his delegate, to such gross income from rents.
rhe amount subtracted under this subparagraph shall not

exceed such gross income from rents.
"(B) MINERAL ROYALTIES, F-rc.-From the gross income

from mineral, oil, and gas royalties described in paragraph
(4), and f rom the gross income from working interests in an
oil or gas well, subtract the amount allowable its deductions
for-

"(i) exhaustion, wear and tear, obsolescence, amortiza-
tion, and depletion,

"(ii) property and severance taxes,
"(iii) interest, and
"(iv) rent,

to the extent allocable, under regulations prescribed by the
Secretary or his delegate, to such gross income from royalties
or such gross income from working interests in oil or gas
wells. The amounlt subtracted under this subparagraph with
respect. to royalties shall not exceed the gross income front
such royalties, and the amount subtracted under this subpara-
graph with respect to working interests shall not exceed the
gross income from such working interests.

"(C) IT nmsT.-There shall be excluded-
"(i) interest received on a direct obligation of the

United States held for sale to customers in tle ordinary
course of trade or business by a regular dealer who is
making a primary market iln such obligations, and

4(9i) interest on a condemnation award, a, judgment,
and a tax refund.

(3) AiJUSTD INCOME 1 RO31 REINT.-Th term 'adjusted
inkm9me from rents' neans the gros-s imwomue from rents, reduced by
h e amount subtracted umder l)aragraph (2) (A) of this subsection.
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For purposes of the preceding sentence, the term 'rents' means
compensation, however designated, for the use of, or right to use,
property, and the interest on debts owed to the corporation, to the
extent such debts represent the price for which real property held
primarily for sale to customers n tie ordinary course of its trade
or business was sold or exchanged by the corporation; but does not
include amounts constituting personal holding company income
under subsection (a) (6), nor copyright royalties (as defined in
subsection (a )(4)), nor produced film rents (as defined in sub-
section (a) (5) (B)).

"1(4) ADJUSTED INCOME FROM MINERAL, OIL, AND GAS ROYAL-
TIES.-The term 'adjusted income from mineral, oil, and gas
royalties' means the gross income from mineral, oil, and gas royal-
ties (including production payments and overriding royalties),
reduced by the amount subtracted under paragraph (2) (B) of
this subsection in respect of such royalties."

(e) FOREIGN PERSONAL HOLDING COMPANY INCOME AND STOCK
OwNmtSimP.-Section 553 (relating to foreign personal holding com-
lpany income) and section 554 (relating to stock ownership) ore Post p. 86.
amended to read as follows:
"SEC. 553. FOREIGN PERSONAL HOLDING COMPANY INCOME.

"(a) FoREoNI PERSONAL HOLDING (C3PANY INcoM.-For )ui)oses
of this subtitle, the term 'foreign personal holding company income'
means that portion of the gross income, determined for purposes of
section 552, which consists of: 26 USC 552.

"(1) DIvIDENDS, KTc.-Dividends, interest, royalties, and annui-
ties. This paragraph shall not apply to a dividend distribution
of divested stock (as defined in subsection (e) of section 1111) 26 usc 1111.
but only if the stock with respect to which the distribution is
made was owned by the distributee on September 6, 1961, or was
owned by the distributee for at least 2 years before the date on
which the antitrust order (as defined in subsection (d) of section
1111) wats entered.

"(2) STOCK AND SE('URITIES TRANSACTIONS.-Except in the case
of regular dealers in stock or securities, gains from the sale or
exchange of stock or securities.

"(3) COMMODITIFS TRANSACTrONS.-Gains from futures trails-
actions in any commodity on or subject to the rules of a board of
trade or comnodit exchange. This paragraph shall not apply
to gains by a producer, processor, merchant, or handler of the
commodity which arise out of bona fide hedging transactions
reasonably necessary to the conduct of its business ii the manner
in which such business is customarily and usually conducted by
others.

"1(4) ESTATES AND TRUSTS.-AMOunts includible in computing
the taxable income of the corporation under part I of subchapter
J (sec. 641 and following, relating to estates, tusts, and bene-
ficiaries) ; and gains from the sale or other disposition of any
interest in an estate or trust.

"(5) PERSONAL SERVICE CONTRACTS.-
"(A) Amounts received under a contract under which the

corporation is to furmish personal services; if some person
other than the corporation has the right to designate (by
name or )y description) the individual who is to perform the
sei'vices, or if the individual who is to perform the services
is designated (by name or )y description) in the contract:
and

"(B) mimounts received from the sale or other disposition
of such a contract.
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This paragraph shall apply with respect. to amounts received for
services under a particular contract only if at some time during
the taxable year 25 percent or more in value of the outstanding
stock of the corporation is owned, directly or indirectly, by or for
the individual who has performed, is to perform, or may be
designated (by name or by description) as the one to perform,
such services.

"(6) USE OP CORPORATION PROPERTY BY SI[AREHODER.-Anmounts
received as compensation (however designated and from whom-
soever received) for the use of, or right to use, property of the
corporation in any case where, at any time during the taxable
year, 25 percent or more in value of the outstanding stock of the
corporation is owned, directly or indirectly, by or for an indi-
vidual entitled to the use of the property; whether such right is
obtained directly from the corporation or by means of a sublease
or other arrangement. This paragraph shall apply only to a
corporation which has foreign personal holding company income
for the taxable year, computed without regard to this paragraph
and paragraph (7), in excess of 10 percent of its gross income.

"(7) RENTS.-Rents, unless constituting 50 percent or more of
the gross income. For purposes of this paragraph, the term'rents' means compensation, however designated, for the use of,
or right to use, property; but does not include amounts'con-
stituting foreign personal holding company income underparagraph (6)."(g) LIMITATION ON GROSS INCOME IN CERTAIN" TAitmNSACTIONS.-

For purposes of this part-
"(1) gross income and foreign personal holding company

income determined with respect to transactions described in sub-
section (a) (2) (relating to gains from stock and security trais-
actions) shall include only the excess of gains over losses from
such transactions, and

"(2) gross income and foreign personal holding company
income determined with respect. to transactions described in sub-
section (a)(3) (relating to gains from commodity transactions)
shall include only the excess of gains over losses from. such
transactions.

"SEC. 554. STOCK OWNERSHIP.
"(a) CoNSTRUcTIvE OwNERsmip.-For purposes of determining

whether a, corporation is a foreign personal holding company, insofar
as such determination is based on stock ownership under section

26 usC 552, 552(a) (2),section 553(a) (5),or section 553(a) (6)-
Ante, p. 85e "(1) STOCK NOT OWNED BY INDIVIDUAL.-Stock owned, directly

or indirectly, by or for a corporation, partnership, estate, or trust
shall be considered as being owned proportionately by its share-
holders, partners, or beneficiaries. j

"(2) FAMILY AND PARTNERSHIP OwNEIIsi.-An individtial
shall be considered as owning the stock owned, directly or
indirectly, by or for his family or by or for his partner. For
purposes of this paragraph, the family of an individual includes
only his brothers and sisters (whether by time whole or half
blood), spot 'e, ancestors, and lineal descendants.

"(3) O N ws.-If any person has an option to acquire stock,
such stock shall le considered as owned by such person. For pur-
poses of this paragraph, an option to acquire such an option, andeach one of a series of such options, shall be considered as an
option to acquire such stock.
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"(4) AiP-PIIC.VriN OF FA-NT1,Y-I'ARTNIRSJIIP AND O(Ji'1ON RULS.-
Paragraphs (2) and (3) shall be applied-

"(A) for purposes of the stock ownership requirement
provided in section 552(a) (2), if, but only if, the effect is to 26 USC 552.
make the corporation a foreign personal holding company;

"(B) for purposes of section 553(a) (5) (relating to per- Ante, p. 85.
sonal service contracts) or of section 553(a) (6) (relating to
the use of property by shareholders), if, but only if, the effect
is to make the amounts therein referred to includible under
such paragraph as foreign personal holding company income.

"(5) dNsTRIurivE OWNERSHIP AS ACTUAL OWNRSHIP.-Stock
constructively owned by a person by reason of the application of
paragraph (1) or (3) siall, for purposes of applying paragraph
(1) or (2), be treated as actually owned by such person; but stock
constructively owned by an individual by reason of the applica-
tion of paragraph (2) shall not be treated as owned by him for
purposes of again applying such paragraph in order to make
another the constructive owner of such stock.

" (6) OPTION RULE IN LIEU OF FAMILY AND PARTNERSHIP RULE.-
If stock may be considered as owned by an individual under
either paragraph (2) or (3) it shall be considered as owned by
him under paragraph (3).

"(b) CONVERTIBLE Sncturriis.-Outstanding securities convertible
into stock (whether or not convertible during the taxable year) shall
he considered as outstanding stock-

"(1) for purposes of-the stock ownership requirement provided
in section 552(a) (2), but only if the effect of the inclusion of all
such securities is to make the corporation a foreign personal hold-
ing com any;

"(2) for purposes of section 553(a) (5) (relating to personal
service contracts), but only if the effect of the inclusion of all such
secm'ities is to make the amounts therein referred to ineludible
under such paragraph as foreign personal holding company in-
come; and

"(3) for purposes of section 553(a) (6) (relating to the use of
lpropelty by shareholders), but only if the effect of the inclusion
of all such securities is to make the amounts therein referred to
includible under such paragraph as foreign personal holding
company income.

The requirement in paragraphs (1), (2), and (3) that all convertible
securities must be included if amiy are to be included shall be subject
to the exception that, where sonie of the outstanding securities are con-
vertible only after a later date than in the case of others, the class
having the earlier conversion date may be included although the others
are not included, but no convertible securities shall be included unless
all outstanding securities having a prior' conversion date are also
included."

(f) DIVIDENDS-P.%ID DDUCTION.-
(1) Paragraph (2) of section 316(b) (relating to special rules 26 USC 316.

for dividend defined) is amended to read as follows:
"(2) DISTRIBUTIONS RY iZRSONAI, HOLDING COMPAIES.-

"(A) In the case of P. corporation which-
"(i) under the law applicable to the taxable year in

which the distribution is made, is a personal holding
company (as defined in section 542), or 26 USC 542.

"(ii) for the taxable year in respect of which the
distribution is made under section 563(b) (relating to 26 use 563.
dividends paid after the close of the taxable year), or
section 547 (relating to deficiency dividends), or the cor-
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respon~ling provisions of prior law, is a per-onal holding
company under the law applieable to sucil taxable year,

the term 'dividend' also means any distribution of property
(whether or noti a dividend as defined in subsecion (a))
made by the corporation to its shareholders, to the extent of
its lndistriblted personal holding company income (deter-

26 USC 545, mined under sect ion 545 without regard to 'distributions un-
ier this paragraph) for such year.

"(B) For purposes of subparagnqh (A), the term 'dis-
tribution of property' includes a distribution in complete
liquidation occurring within 24 months after the adoption
of a plan of liquidation, but-

"(i) only to the extent, of the amounts dist ributed to
diqtriutees other than corporate shareholders, and

"(ii) only to the extent that the Corporation desig-
nates such amounts as a dividend distribution and dily
notifies such distributees of such designation, under
regulations prescribed by the Secretary or his delegnite,
but

"(iii) not, in excess of the slim of such distrilutees'
allocate share of the undistributed l).oilonal holding
company income for such year, competed without regard

26 USC 562. to this sub)aragraph or section 562(b)."
26 USC 331., (2) Section 331(h) (relating to nonapplication of section

.01) is ilitdem i)v isertilg l. .I .ri ally dslr4uloll of p)pop"
erty" the hlrase "(other than it (istrilmtion referred to ill ll--
graph (2) (B) of section 3160 )".

.(3) Section 562 (b) (relating to distribution il liquidation)
is aillenlded to read ms follows:
1)(b) I)issi'rnvWrIONs IN 1IQuiDrim.--

"(1) Except in the case of a l)lsonal holding cOmally
26 USC 542. dlescribed in section 542 or a foreign l)er.aonlil holding c(Olpally
26 t.C 552. described ini section 552-

"(A) ill the case of amounts (list riliuted ill liquidation,
the part. of such distribution which is properly chargeable
to earnings and profits accumulated after Fi'ebruary 28, 1913,
shall be treated as a dividend for l)iUrl)o5eS of comiputinig the
dividends paid deduct ion, and

"(B) in the case of a complete liquidation occurrilg
within 24 months after the adoption of a plan of liquidation,
any distrilmtion within such period liursliant to such plan
silall, to the extent. of the earnings and profits (computed
witlhoult regard to capital losses) of tie corporation for tile
taxal)le year in whic h such distribution is made, be treated
Its it dividend for iirposes of comluting tle dividends paid
deduction.

"(2) In the case of a complete liquidation of a personal holding
('Ollul)any, oceirring within 24 months after the adol)tion of a
plaui of 'liquidation, tie 111m1olun1t of ally (listrilutiol within Stich
period )urs iunt to such plan shall b" treated as a dividend for
mrlposes of comin t ig tile di vidends paid deductions, to tie extent

that such amoit is distribtited to eorl)orate (list rilhutees and
represents suich Corporate (listrihutees" allocate shil of tile 1111-

(Iistrilmt'd pe1)llsomal holding company income for tile taxalile year
of such (list riluilt ion conmputted without regard to this lparagrluph

26 USC 316. an1(1 without, regnir( to su)l)angrail)h (B) of section 316(b) (2)."
26 USC 551 . (4) Section 551 (b) (relating toiamount included ill gross

illCOne) is amended by striking out receivedi as a dividend" and
inserting in lieu thereof "received as a dividend (determined as if
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allv (list riIbuition ill liqplidaioll actilally made il .. lich taxilhle year
hal( not been made)".

(g) ONE'-MoNTi LQuir)ATIONS.-SeCtiOll 383 (relating to election 2f USC 333.
as to recognit ion of gain ill certain liquidations) is amended by adding
at. th. end thereof the following new subsection:

"(g) SOCIAL RULE.-
"(1) LIQUII)ATION8 IIEFORE JANUARY i, 100.-Ill the ea,.e of 11

liuIdation occurring before Jamary 1, 1967, of a corlralion
preferred to ill paragraph (8)-it(A) tile (late december 31, 1953' referred to in sii1bse-

tions (e) (2) and (f) (1) shall bc treated as if such date were
'December 31, 1962', and

"(B) in the case of stock in such corporation held for more
than 6 months, the term 'a dividend' as used ill subsection
(e) (1) shall be treated as if such term weir 'long-terml capital
gaul'.

Subparagraph (B) shall not apply to any beings and profits to
which the corporation succeeds after I)ecember 31, 196,13 pirsu-
ant, to any corporate reorganization or pul'anlt to any liquidation
to which section 332 applies, except earllings 1111(i pr(oiits whicl on 26 tEC 332.
I )eccmber 31, 1963, constituted earnings and profits of a corpora-
I ilo referred to ill paragralh (3), and except. earnillgs anl profits
which were earned after such (late by 11 corporation referred to ill
laragraph (3).

" (2) JIQUIDA-rIOm, .\FTE Iv)E.%EmItI It, ImIio.-

"(A) IN (ENFAT..-Ill the ease of a liquidation oCeClrring
after )ecember 31, 1961, of a corporation to which this silb-
!am ragraph applies-"(i) l-e (late ')ecelber :11, 1953, referred to ill sub-

sections (e) (2) and (f) (1) shall be treated as if suich
date were 'l)ecember 31, 1962', and

"(ii) so imuch of tile gain recognized uider Stibsection
(0) (1) as is attribtable to the earnings and profits
accumlated after Iebruary 28, 1)13, and before Jamnary
1, 1967, shall, in the ca.e 'of stock in such corporation
field for more than 6 months, be treated as long-term
capital gail, and only the remaimder of sucl gain shall
be treated as a dividend.

('louso (ii) shall not apply to anlly earnings and profits to
which the corporation succeeds after )ecember 31, 1963, pur-
s.niltn to'any corporate reorganiza tion or plirsiant to .1iny
hluhidation to which section 332 ajpplie$, except. earning,;

Ildt Profits which Oil )eceiber 31, 1963, constituted earlingis
1ad profits of 1 corporation referred to ill paragraph (3), an(d

except. ellrniigs and profits which were earned after such
(lite by i corporation referred to in paragraph (3).

"(f) CoRol vRTIONS TO WIIl('I .llPPiC,%1LE.-- Sli)jMIaIllgril)h
(%) shall apply only with respect to ai corporation which is
referred to ill paragraph (3) and which-.

oil) on Jaiuary 1, 1964, owes qllalified indeltednme.ssN
(as defined in section 545(c)), 26 tUC 545.

"(i) before Jalua11r 1, 1968, notifies tie Secretry or
his delegate that it. miay wish to iilve sllibparagllpll (A)
apply to it and su lllniis such ilforltion as may be it-

ired lby regilltiolis prescribed by the Secretary or his
( elekate, 1111d

"(ili) liquidates before the close of the taxable year
ill which sliil corporations ceases to owe such qualified
ilidebtediless or (if earlier) the axible y-ear referred to
in sillpa llngi-)llih (C).



Pub. Law 88-272 -/2- February 26, 1964
79 STAT, 90.

"(C) ADJUS'ED POST-1063 FARN NGS AND PROFITS EXCEED
QUAIFIEI) IND'EBTEDNES8.-Ill the case of any corporation, the
taxable year referred to in this subiaragraph is the first taxa-
ble year at the close of which its adjusted post-1963 earnings
and profits equal or exceed the amount of such corporations
qalified indebtedness on January 1, 1964. For purposes of
the preceding sentence, the term 'adjusted post-1963 earnings
and profits' means the sum of-

"(i) the earnings and profits of such corporation foil
taxable years beginning after )ecember 31, 1963, with-
out dininution by reason of any distributions made out
of such earnings and profits, andl

"(ii) tile deductions allowed for taxable years begin-
ning after December 31, 1963, for exhaust ion, wear and
tear-, obsolescence, amortization, or depletion.

"(3) CORPORATIONS REFERRED To.-For purposes of paragraphs
(1) and (2), a corporation referred to in this paragraph is a cor-
porationi which for at least one of the two most. recent, taxable
years ending before the date of the enactment of this subsec-

26 USC 542. tien was not a personal holding company under section 542, but
would have been a personall holding company under section 542
for such taxable year if tie law applicable tor the first taxable
year beginning after December 31, 1963, had been apl)licale to
such taxable ye ar.

"(4) MISTAKE AS TO APPLIVCAnILITY OF sUISECTION.-An elec-
tion made under this section by a qualified electing shareholder
of a corporation in which such shareholder states that suich elec-
tion is made oil the assumption that such corporation is a cor-
poration referred to in paragraph (3) shall have no force or
effect if it is determined that the corporation is not a voriloration
referred to in paragraph (3)."

(h) ExcErM-N FOR CERTAIN CORPORATON.-
(1) GENFRAI RtJ.V.--Except s provided in paragra)h (2), in

26 USC 333. the case of a corporation referred to in section 333(g)(3) of
the Internal Revenue Code of 1954 (as added by subsection (g)
of this section), the amendments made by this section (other than
subsections (f) and (g)) shall not aply if there is a complete
liquidation of such corporation and if the distribution of all the
property under such liquidation occms )eforle ,Jamary 1, 1966.

(2) PxcmTioN.-Paragraph (1) sliall not, apply to any liquida-
26 UO 332. tiOll to Which section 332 of the Internal Reveme Code of 1954

applies unless-
(A) the corporate distrilbitee (leferted to in subsection

(b) (1) of such section 332) in sich liquidation is liquii(ated
in a complete liquidation to which sach section 332 does not
apply, and

(fl) the distribution of all the property under such liqui-
dation occurs before the 91st (lay after the last distribution
referred to in paragraph (1) and before January 1, 1966.

(i) DEDUCTION FOR AMORTIZATION OF INIEF.IITDNE.SS.--
26 USC 545. (1) Section 545(a) (relating to definition of undistributed

mrsolal holding company income) is amended by striking out
"subsection (b)" and inserting in lieu thereof "suibsections (b)
and (c)".

(2) Section 545 is amended by adding at the end thereof the
following new sulbsection:

"() Sm'eim, AnjUSruNT 'rO T.\xIm,p. INCOM.-
"(1) IN oE0NRA.-Except as otherwise provided in this sub-

seetilon, for purposes of subsection (a) there shall be allowed as
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a deduction amounts used, or amounts irrevocably set aside (to
the extent reasonablo with reference to the size and terms of tile
indebtedness), to jiay or retire qualified indebtedness.0(2) CORPORATIONS TO WHIOi[ APPMCABLE.-This subsection
shallap py only with respect to a corporation-

IC (A) which for at least one of the two most recent taxable
years ending before the date of the enactment of this subsec-
tion was not a personal holding company under section 542, 26 USC 542.
but would have been a personal holding company under see-
tion 542 for such taxable year if the law applicable for the
first taxable year beInning after December 31, 1963, had
been applicable to such taxable year, or

"(B) to the extent that it succeeds to the deduction referred
to in paragraph (1) by reason of section 381(c) (15). 26 usc 381.

"(3) QUALIFIED INDEBTEDNES.-
"(A) IN OENERAL.-Except as otherwise provided in this

paragraph, for purposes of this subsection the term 'qualified
indebtedness' means-

"(i) the outstanding indebtedness incurred by the
taxpayer after December 31, 1933, and before January
1, 1964, and

"(ii) the outstanding indebtedness incurred after
December 31, 1963, for the purpose of making a payment
or set-aside referred to in paragraph (1) in the same
taxable year, but, in the case of such a payment or set-
aside which is made on or after the first day of the first
taxable year beginning after December 31, 1963, only to
the extent the deduction otherwise allowed in paragraph
(1) with respect to such payment or set-aside is treated
as nondeductible by reason of the election provided in
Ypa a graplh (4)."(3) ExcmrN.-For purposes of subparagraph (A),

qualified indebtedness does not include any amounts which
were, at any time after )ecember 31, 1963 anid before the
payment or set-aside owed to a person who at. such time
owned (or was considered as owning within the meaning of
sectiofi 318(a)) more than 10 percent in value of the tax-
payer's outstanding stock.

"(C) II)UCTION FOl AMOUNTS IInEVOCAIIY s8T ASI)E.-
For purposes of subparagraph (A), the qualified indebted-
ness with respect to a contract shall be reduced by amounts
irrevocably set, aside before the taxable year to pay or retire
such indebtedness; and no deduction shall be allowed under
paragraph (1) for payments out of amounts so set aside.

'(4) 1ELECTION NOT 'iX) iEDUC'V.-A taxpayer nmay elect, under
regulations prescribed by the Secretary or his delegate, to treat
is nondeductible an amount, otherwise deductible umder para-
fraph (1) ; lit only if the taxpayer files such election on or

fore fir 15th day of the third month following the close of the
taxable year with respect to which such election applies, desig-
nating therein the amounts which are to be treated as nonde-
ductible and specifying the indebtedness (referred to in para-
graph (3) (A) (ii)) incurred for the purpose of making tie pay-
ment or set-aside.

"(5) LIMTATIos.-The deduction otherwise allowed by
this subsection for the taxable year shall be reduced by the.
sum of-
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"(A) the amount, if ally, by which--
"(i) the deductions allowed for the taxable year

and all preceding taxable years beginning after
December 31, 1963, for exhaustion, wear and tear,
obsolescence, amortization, or depletion (other than
such. deductions which are disallowed in computing
undistributed personal holding company income under
subsection (b) (8)), exceed

"(ii) any reduction, by reason of this subparagraph,
of the deductions otherwise allowed by this subsection
for such preceding taxable years, and

(B) the amount, it any, b which -
"(i) the deductions allowed under subsection (b) (5)

in computing undistributed personal holding company
income for the taxable year and all preceding taxable
years beginning after December 31, 1963, exceed

"(ii) any reduction, by reason of this subparagraph,
of the deductions otherwise allowed by this subsection
for such preceding taxable years.

"(6) PRO-RATA REDUCTION IN CERTAIN (-ASEs.-For purposes of
paragraph (3) (A), if property (of a character which is subject
to an allowance for exhaustion, wear and tear, obsolescence,
amortization, or depletion) is disposed of after l)ecember 31,
1963, ti total amounts of qualified indeltedness of the taxpayer
shall be reduced pro-rata in the taxable year of such disposition
by the amount, if any, by which-

"(A) the adjusted basis of such property at the time of
such disposition, exceeds

"(B) the amount of qualified indebtedness which ceased
to be qualified indebtedness, with respect to the taxpayer by
reason of the assumption of the indebtedness by tie trans-
feree."

26 USC 381. (3) Paragraph (15) of section 381(c) (relating to carryovers
in certain corporate acquisitions) is amended to read as follows:

"(15) INDEBTEDN ERS OF CERTAIN l'ERS(IN.AL I IOLDIN(G COMPANIES.-
The acquiring corporation slall be considered to be the distributor
or transferor corporation for the lrpose of determining the

26 USC 545. a)p)licability of subsections (b) (7) and (c) of section 545, relat-
ing to deduction with respect to payment of certain indebtedness."

(j) INCREASE IN BASIS WITH RESPECT 'ro CERTAIN FoRmuON PER-
SONAL HOLDING COMPANY STOCK OR SECURITIES.-

(1) IN (IENEnJ.-Part II of subchapter 0 of chapter 1 (relat-
ing to basis rules of general application) is amended by redesig-

26 USC 1021- nating section 1022 as section 1023 and by inserting after section
1023o 1021 the following new section:

"SEC. 1022. INCREASE IN BASIS WITH RESPECT TO CERTAIN FOREIGN
PERSONAL HOLDING COMPANY STOCK OR SECURITIES.

"(a) GENERAL RULE.-Tio basis (determined under section 1014 (b)
26 USC 1014. (5), relating to basis of stock or securities in a foreign personal hohl-

ing company) of a share of stock or a security, acquired from a
decedent (lying after December 31, 1963, of a corporation which was
a foreign personal holding company for its most recent taxable year
ending before the date of the dece(lent's death shall be increased by
its proportioiate share of any Federal estate tax attributable to the
net appreciation in value of all of such shares and securities deter-

iinied as provided in this section.
"(b) I)RoPORTION.\Tr SHnAR..-For purposes of subsection (a), the

proportionate share of a share of stock or of a security is that amount
which bears the same ratio to the aggregate increase determined under
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subsection (c) (2) as the appreciation in value of such share or security
bears to the aggregate appreciation in value of all such shares an;i
securities having appreciation in value.

"(C) SPECIAL RULES AND DEFIxrIToNS.-For purposes of this
section--

"(1) FEERAL ESTATE TAx.-The term 'Federal estate tax* means
only the tax imposed by section 2001 or 2101. reduced by any 26 USC 2001,
credit allowable with respect to a tax on prior transfers by section 2101.
2013 or 2102. 26 USC 2013,

"(2) FEDERAL ESTATE TAX ATTRIBUTE LE TO NET APPRECIATION 2102.
IN VALUE.-The Federal estate tax attributable to the net appre-
ciation in value of all shares of stock and securities to which
subsection (a) applies is that amount which bears the same ratio
to the Federal estate tax as the net apl)reciation in value of all of
such shares and securities bears to the value of the gross estate as
determined under chapter 11 (including section 2032, relating to 26 USC 2032.
alternate valuation).

"(3) NET APPRECIATION.-The net appreciation in value of all
shares and securities to which subsection (a) applies is the amount
by which the fair market value of all such shares and securities
exceeds the adjusted basis of such property in tie hands of the
decedent.

"(4) FAro NmAIKE'r vrLuE.-For purposes of this section, the
,erm 'fair market value' means fair market value determinedd
under chapter 11 (including section 2032, relating to alterlte 26 LUSC 2001-
valuation). 2209,

(d) LimiTATON.-lIis section shall not apply to any foreign
pv''sonal holding company referred to in section 34(a) (2)." 26 USC 342.

(2) AMENDMENT OF SECTION lOI1i(a).-Section 1016(a) (re- Ante, p. 34.
lating to adjustments to basis) is amended by striking out the
period at the end thereof and by inserting in lieu thereof a semi-
colon and by adding at the end thereof the following new
paragraph:

"(21) to the extent provided in section 1022, relating to increase Ante, p. 92.
in basis for certain foreign personal holding company stock or
securities."

(3) CLERICAL %-.1END.M EN.-Tlie table of sections forl part. 1I
of sublchapter 0 of chapter 1 is amended l)y striking out

"See. 1022. Cross references."

and inserting in lieu thereof the following:
"See. 1022. Increase in basis with respect to certain foreign lK'rsonal

holding company stock or securities.
"Sec. 1023. Cross references."

(k) TEcIicAm, AMENDMENTS.-
(1) Section 542(b) (relating to coi-porations filing consoli- 26 USC 542.

dated returns) is amended by striking out "gross income!! each
place it appears and inserting in lieu thereof "adjusted ordinary
gross income".

(2) Section 543 (relating to personall holding C0rl)anY 26 USC 543.
income) is amended by striking out subsection (d) (relating to
sl)ecial adjustment on lisposition of antitrust stock received as a
divi(,end).

(3) Section 544 (relating to rules for determining stock own- Post, p. 93.
ership) is amended-

(A) hy striking out "section 543(a)(5)" each place it
appears and inserting in lieu thereof "section 543(a) (7)",
and
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26 LUC 5439 (B) by striking out "section 543(a)(9)" each place it
appears and insertnig in lieu thereof "section 543 (a) (4) .

(4) REAL ESTATE INVESTMENT ThuSTs.-Paragraph (6) of sec-
26 WC 856. tion 856(a) (relating to definition of real estate investment trust)

is amended by striking out "gross income" and inserting in lieu
thereof "adjusted or inary gross income (as defined in section543(b) (2))".

(5) UNINCORPORATED BUSINESS ENTERPRISES ELECTING TO BE

26 USe 1361. TAXED AS DOMESTIC COIIPORATION.-Section 1361(i) (relating to
personal holding company income) is amended to read as follows:

"(1) PERSONAL HOLDING COMPANY INWOMEP,,-
"(1) EXCLUDED FROM INCOME OP ENTERPRIE.-There shall be

excluded from the gross income of the enterprise as to which an
election has been made under subsection (a) any item of gross
income (computed without regard to the adjustments provided in
section 543(b) (3) or (4)) if, but for this paragraph, such item
(adjusted, where applicable, as provided in section 543(b) (3) or
4)) would constitute personal holding company income (as
efined in section 543 (a)) of such enterprise.
"(2) INCOME AND DEDUCTIONS Or owNER.-Items excluded

from the gross income of the enterprise under paragraph (1), and
the expenses attributable thereto, shall be treated as the income
and deductions of the proprietor or partners (in accordance
with their distributive Shares of partnership income) of suchenterprise."I(3) DISTRI'r)Dxs.-If-

"(A) the amount excluded from gross income under lara-
graph (2) exceeds the expenses attributable thereto, and

"(11) any portioi of such excess is distributed to the pro-
prietor or partner during the year earned,

such portion shall not be taxed as a corporate distribution. The
portion of such excess not distributed during such year shall
e considered as paid-in surplus or as a contributions to'capital as

of the close of such year."
(6) AtsESSMENT AND COLETION OF PERSONAL HOLDING COM-

26 LSO 6501. IANY TAX.-Section 6501(f) (relating to personal holding com-
pany tax) is ameled by striking out "gross income, described in
section 543(a)," and inserting in lieu thereof "gross income and
a(lJ s jted orlini ary g ross iiicone, described in section 543,".

(1) EFkFC'rivE DATrES.-
(1) The amendments made'by this section (other than by sub-

sections (c) (1), (f), (g), and (j)) shall apply to taxable- years
beginning after December 31, 1963.

(2) rhe ameiidmeni made by subsection (c) (1) shall apply
to taxable years beginning after October 16, 1962.

(3) lhe amenments made by subsections (f) and h) shall
ap)lv to distribul ions made in any taxable year of the. dstribut-
ilg corporat ion begiming after l)ecember 31, 1963.

(4) The ainepadinents made by subsection (j) shall apply in
resi)ect of decedents dying after December 31, 1963.

(5) Subsection (Ii) ,hall apply to taxable years begining after
1)ecember 31, 1963.

SEC. 226. TREATMENT OF PROPERTY IN CASE OF OIL AND GAS WELLS.

26 USC 614, (a) IN G.HNFAL.-Section 614(b) (relating to special rule as to
operate ing mineral interests) is amended to read as follows:

"(b) SPECIAL, RUFIS AiS TO OPERATING MINERAL INTERESTS IN O1,
AND 0-%s XV ELL.-In the case of oil and gas wells-
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(1) IN OENERAL.-ExCept as otherwise provided in this
subsection-

"(A) all of the taxpayer's operating mineral interests in a
separate tract or parcel of land shall be combined and treated
as one property, and

"(B) tle taxpayer may not combine an operating mineral
interest in one tract or parcel of land with an operating mii-
eral interest in another tract or parcel of land.

"(2) ELECTION TO TREAT OPERATING' MINERAL INTERESTS AS IEPA-
ItAr PnoPFRirS.-If the taxpayer has more than one operating
mineral interest in a single tract or parcel of land, he may 1eolt to
treat one or more of such operating mineral interests as separate
properties. The taxpayer may not have more than one combina-
tion of operating mineral interests in a single tract or parcel of
land. If the taxpayer makes the election provided in this para-
graph with respect to any interest in a tract or parcel of land, each
operating mineral interest which is discovered or acquired by the
taxpayer in such tract or parcel of land after the taxable year for
whIch the election is made shall be treated-

"(A) if there is no combination of interests in such tract
or parcel, as a separate property unless the taxpayer elects
to combine it with another interest, or

"(B) if there is a combination of interests in suci tract or
parcel, as part of such combination unless the taxpayer elects
to treat it as a separate property.

"(3) CERTAIN UNITIZATION OR POOLING ARRANEMENTS.-
"(A) IN oENEUAL.-Under regulations prescribed by the

Secretary or his delegate, if one or more of the taxpayer's
operating mineral interests participate, under a voluntary or
compulsory unitization or pooling agreement, in a single
cooperative or unit plan of operation, then for the period of
such participation-

"1(i) they shall be treated for all purposes of this
subtitle as one property, and

"(ii) the application of paragraphs (1), (2), al (4)
in respect of such interests shallbe suspended.

"(B) LimITATIO-.-Subparagraph (A) shall apply to a
voluntary agreement only if all the operating mineral inter-
ests covered by such agreement-

"(i) are in the same deposit, or are in 2 or more
deposits the joint development or production of which is
logical from the standpoint of geology, convenience,
economy, or conservation, and

"(ii) are in tracts or parcels of land which are
contiguous or in close proximity.

"(C) SPECIAL RULE IN TIE CASE OF ARRANGlEMENIS ENTERED
INTO IN TAXABiLE YEARS BEGINNING BEFORE JANU.RY 1, 1 964.-
If-

"(i) two or more of the taxpayer's operating mineral.
interests participate under a voluntary or compulsory
unitization or pooling agreement entered into in any
taxable year beginning before January 1, 1964, in a
single cooperative or unit plan of operation,

'(ii) the taxpayer, for the last taxable year begin-
ning before January 1, 1964, treated such interests as
two or more separate properties, and

"(iii) it is determined that such treatment was proper
under the law applicable to such taxable year,

such taxpayer may continue to treat such interests in a con-
sistent manner for the period of such participation.
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"(4) MANNER, TIME) .N!) SCOPE OF ELECTION.-
"(A) MANNER AND TIME.-Any election provided in

paragraph (2) shall be made for each operating mineral
interest, in the manner prescribed by the Secretary or his
delegate by regulations, not later than the time prescribed
by law for filing the return (including extensions thereof)
for whichever of the following taxable years is the later:
The first taxable year beginning after December 31, 1963,
or the first taxable year in which any expenditure for
development or operation in respect of such operating
mineral interest is made by the taxpayer after the acq,.
sition of such interest..

"(B) ScorE.-Any election under paragraph (2) shall be
for till l)ur'poses of this subtitle and shall be binding on the
tax Iayer for all subsequent taxable years.

"(5) TREATMENT OF CERTAIN PIOPERTIE.-If, On the (lay pre-
ceding the first day of the first taxable year beginning after
1)eceml)er 31, 1963, the taxpayer has an" operating mineral
interests which he treats under subsection (d) of this section (as
in effet before the amendments made by tiRe Revenue Act of
1964) such treatment shall be continued and shall be deemed to
have been adopted pursuant to paragraphs (1) and (2) of this
subsection (as amended by such Act)?'

(b) TEc iNNICI, AMENDMENTS.--
26 USC 614. (1) The heading of section 6 14(c) is amended to read as fol-

lows:"(c) SPE.:CI.AL RULES As TO O'mt.vriN; MINERAL! INTI'RS'rS IN
MIVE.--"

Repeal. (2) Paragraph (5) of section 614(c) is hereby rel)eale(l.
(3) Sect ion 614 (d) is amended to read as follows:

"(d) O)PER \TlN' M. IN EIR L. INTERESTS )EFINFD.-For purposes of
this section, the term 'operating mineral interest.' includes only an
interest in respect of which the costs of production of the mineral are
required to l)e taken into account. by the taxpayer for purposes of

26 tEc 613. scouting the 50 percent limitation provided for in section 613, or
would be so required if the mine, well, or other natural deposit were
in the pro(luction stage."

(4) Section 614(e) (2) is amended by striking out "within
the meaning of subsection (b) (3)".

(c) ALLOCATION OF B.%sis IN CiurrAN CASE.-For purposes of
tlie Internal Revenue Code of 1954-

(1) FAIR ztAnKer VALUE RUL,.-Except as provided in para-
graph (2), if a taxpayer has a section 614(b) aggregation, then
the adjusted basis (as of the first day of the first taxable year
beginning after December 31, 193) of each property included
in such aggregation shall be determined by multiplying the
adjusted basis of the aggregation by a fraction-I

(A) the numerator of which is the fair market Value of
such property, and

(B) the denominator of which is the fair market value
of such aggregation.

For purposes of this paragraph, the adjusted basis and the
fair market. value, of the aggregation, and the fair market value
of each pllperty included tierein, shall be determined as of the
day )receding the firt (lay of the first. taxable year which begins
after I)ecenmber 31, 1963.

(2) ALIOC.TION Or ADJUMsIENTS, rc.-If the taxpayer makes
an election under this paragraph with respect to "any section 614
(b) aggregation, then tihe adjusted basis (as of the first day of the
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first taxable year beginning after December 31, 1963) of each
property included in such aggregation shall be the adjusted basis
of such property at the time it wiivs first included in the aggrega-
tion by the taxpayer, adjusted for that portion of those adjust-
ments to the basis of the aggregation which are reasonably attrib-
utable to such property. If, under the precedinlg sentence, the
total of the adjusted bases of the interests included in the aggre-
gation exceeds the adjusted basis of the aggregation (as of the
day preceding the first day of the first taxable year which begins
after December 31, 1963), the adjusted bases of the properties
which inchide such interests shall be adjusted, under re _1u nations
prescribed by the Secretary of the Treasury or his delegate, so
that the total of the adjusted bases of such interests eqjuals the
adjusted basis of the aggregation. An election under this para-
graph shall be made at such time and in such manner as the
Secretary of the Treasury or his delegate shall by regulations
prescribe.

(3) DEFINiWioNs.-For purposes of this subsection-
(A) SECTION 614(b) AooP0aEATIN.-The term "section 26 tSC 614.

614(b) aggre ation" means any aggregation to which section
614(b) (1) (A) of the Internal Revenue Code of 1954 (as in
effect before the amendments made by subsection (a) of this
section) applied for the day precedig the first day of the
first taxable year beginning after December 31, 1963.

(B) PRoPIr~rY.-Tlo term "property" has the same mean-
ing as is applicable, under section 614 of the Internal Rev-
enue Code of 1954, to the taxpayer for the first taxable year
beginning after December 31 1963.

(d) EFFECCTIVE F)ATE.-Tho amenidnents made by subsections (a)
andT (b) shall apply to taxable years begining after December 31,
1963.
SEC. 227. TREATMENT OF CERTAIN IRON ORE ROYALTIES.

(a) IN GENlAL.-
(1) AMENDMENT OF SEU1rION (131 (c).-Section 631(c) (relating 26 USC 631,

to disposal of coal with a retained economic interest) is
amended-

(A) by striking out the heading and insetting in lieu
thereof the followiig:

"(c) DISPOSAL OF COAL OR DOMESTIC IRON ORE WITI A RLirAINED
EcoNoMIc INrEREST.-" ;

(B) by inserting "or iron ore mined in the United States,"
after "coal (including lignite),";

(C) by inserting or iron ore" after "coal" each other
place it appears in section 631(c) and

(D) by adding at the end thereof the following new
sentence:

"This subsection shall not apply to any disposal of iron ore--
"(1) to a person whose relationship to the person disposing

of such iron ore would result in the disallowance of losses under
section 267 or 707 (b), or . 26 USC 267,

"(2) to a person owned or count rolled directly or indirectly by 707,
the same interests which own or control the person disposing of
such iron ore."

(2) AMENDMENT OF SFA 'ION 1':i (l)).-Section 1231(b) (2) 26 tsC 1231.
(defining property used in the trade or business) is amended to
read as follows:

"(2) TIMBEr, CO.L, OR DOMESTIC IRON onr.-Such term includes
timber, coal, and iron ore with respect to which section 631
applies."
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" .,it.-'he text of section 272

26 WSO 272. relatingg to disposal of coal) is aniewded by inserting "or iron
7ore" after "coal , eaIhi place it. appears.

(b) CLEMI. (AL, AMtEN )M ENTS.-
Auto p. 97. (1) ths heading of section 631 is amended to read as follows:

"SEC. 631. GAIN OR LOSS IN THE CASE OF TIMBER, COAL, OR DOMES-
TIC IRON ORE."

(2). The table of sections for part III of subchapter I of chap-
ter I is amended l)y striking out

"See. 031. Gain or loss In the case of timber or coal."

and inserting in lieu thereof the following:
"See. 631. Gain or loss i the case of timber, coal, or domestic Iron

ore."
(3) The heading of section 272 is amended to read as follows:

"SEC. 272. DISPOSAL OF COAL OR DOMESTIC IRON ORE."
(4) The table of sections for part IX of subchapter B of

chapter 1 is amended by striking out
"Sec. 272. Disposal of coal."

and inserting in lieu thereof the following:
"Sec. 272. Disposal of coal or domestic Iron ore."

26 U.e 1016, (5) Section 1016(a) (15) is amended by inserting "or domestic
irO or0110 after "coal".

26 USC 1402, (6) Sect ion 1.t02(11) (3) (B) is alienided to read as follows:
"(B) from the cutting of timber, or the disposal of

timber, coal, or iron ore, if section 631 applies to such gain
or loss, or"

so Stat. 1055. (7) Section 211 (a) (3) of the Social Security Act is amended
42 cSC 411. by striking out clause (B) and inserting in lieu thereof "(B)

front tie cutting of timber, or the disposal of timber, coal, or
iron ore, if section 631 of the Internal Revenue Code of 1954
applies to such gain Or loss,".

(e) ErFFC'rvz DA mT.-The amendments made by this section shall
apl)ly with respect to amounts received or accrued in taxable years
beginning after December 31, 1963, attributable to iron ore mined in
such taxable years.
SEC. 228. INSURANCE COMPANIES.

(a) CERTAIN MUrUALIzATION )ISTRIBUTIONS MADE IN 1962.-
(1) DEDUCTION FOR CERTAIN MUTUALIZATION DISTRIBUTIONS.-

26 U50 809, Section 809 (d)(11) (relating to deductions i1 Computing gain
from operations in the case of certain mutualization distribu-
tions) is amended by striking out "and 1901" and inserting in
lieu thereof "1961, and 1962".

(2) APIiCATION OP BEe'OIN 81.--Sectiol 809(g) (3) (relating
to application of section 815 to certain inutualization distribu-
tions) is amended by striking out "or 1961" and inserting in lieu
thereof "1901, or 1962"..

(b) ACCRUAL OF BOND DISCOUNT.-
(1) LIFTE INSURANCE COMPANIES.-Section 818(b) (relating to26 SC" 818,. amortization of premium and accrual of discount) is amended by

adding at, the end thereof the following new paragraph:
"(3y ExcELrjoN.--For taxable years beginning after Decem-

ber 31, 1962, no accrual of discount shall be required under para-
26 USC 171. graph (1) on any bond (as defined in section 1(71(d)), except in

the case of discomt which is--
" A) interest to which section 103 applied or
itB) original issue discount (as defined in section

26 USC 1232. 1232(b)).
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For purposes of section 805(b) (3)( A), the current earnings rate
for atny taxable year beginning before January 1, 1963, slall be
determined as if the preceding sentence applied to such taxable
year."

(2) MtlrUAT, INS3URANCE CoMetNIEB.-Section 822(d) (2) (relat- 26 USC 822.
ing to amortization of premium and accrual of discount) is
amitended by adding at the end thereof the following new sentence:
"For taxable years beginning after December 31, 1962, no accrual
of discount. slall be required under this paragraph on any bond
(as defined in section 171(d))."

(c) CONTRIITIONS TO QUALIFIRD, wro., PANR.-Section 832(0) (10) 26 USC 832.
(relating to deductions allowed in com ping taxable income of cer-
tain ilsuralice companies) is ameifded " ifismting before the seni-
colon ait the end thereof "and in part I of sblte sc

41 a d foltwi.) relating pension, p)rofitshiaring,-'Btock bonus

(d) Ev -mmrlvTr1 .-- The anieittIhent,-wade by subsection (a)
shall apply to taxable years beginning after D- , niber 31, 1961.\ The
anieidment. ade by subsedioh (0)\shall apply to taxable years
beginning al er Decemb9r 31, 19 3, andendijgafter ugust 16, 19A4.
SEC. 229. R GULATEP INVESTMENT OMPANfES.

following provisions (relatfing 6,fotices to slu'eholders by regulated
investment t companies) are a11,1 led by striking dut ":10 d ys' , whet,-
ever ap ring flierein, and in -ptig ip i ieu their of '"45Wda"' :

( Section ?52(h)('3 IC-- '(22 Section R52(b ( D ( 26/USC 852-

,3 Section r03 (c, '\ Ante, P. 32-
'4 Section 85 (b (2),, d J /- p

Section 85 (c). / , I-"' / \ )
(b) CER IN REDE )'14. S ,,Y UxIl 1NVF.TM1' T TaRUs.--Section

852 relatingi to taxation'Of regulated iiii tnient oinpa nes and their
shareholders) is amended by adding at th end ti little follo.fngnow subsectio~;("z -

"(d) DisImuiv,'uoN s IN RED4MI'rioF IN-m[lhTFRs IN UNTI VEr-
MsENT 1'rrs.-In' the cam of a unit investment. trust- /

"(I) which i .registered under the Investment (>p fipany Act
of 1940 and issuesI)epiodie paynteit plan certificates (as defined 54 Stat. 78C
in such Act), and .- .. 15 USC 80a-

"(2) substantially all of tie a*etsuf Whlich consist of security ieM
issued by a management company (as defined in such Act),

section 562(c) (relating to pferential dividends) shall not apply to
a distribution by such Frust to a holder of an interest in such trust in
redemption of part or all of such interest, with respect to the net
capital gain of such trust attribulable to sueh redelupt ion.

(c) EFFECr'IvE DAM.-The amendineits made by subsection (a)
shall apply to taxable years of regulated investment companies ending
on or after the (late of the enat ment of this Act. The amendment
made by subsection (b) shall apply to taxable years of rvgulated in-
vestment companies ending afler )ecember 31, 1963.
SEC. 230. CAPITAL LOSS CARRYOVERS FOR TAXPAYERS OTHER THAN

CORPORATIONS.
(a) ]v (3zxNs.vu,.---Section 1212 (rlatimig 1o capital loss carryover) 26 USC 1212.

is anended-
(1) by striking out "I f for ainy laXal)le year the taxpayer" and

inserting in lieu thereof:
"(a) ('ORPORATIONS.-lf for any taxable year a corporation": and

(2) by adding at the emd t hereof the following new subsection:
"(b) OrHv.lu T.%xP.tRR:.-

29-346 0 - 64 - S
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"(1) IN onFNERL.1.-If at tax~ayeI other than at corporation has
a net capital loss for any taxable year beginning after December
31, 1963-

"(A) the excess of tile. iet. short-terin capital loss over fle
net Jlg-term capital gain for such year shall be a short,-teri
capital loss in the succeeding taxable year, and

"(B) the excess of the net long-term capital loss over the
net short-term capital gain for such year shall he a long-terim
capital los in the succeeding taxable year.

For purposes of this paragraph, in determining such excesses an
amount equal to the excess of tie sum allowed for the taxable year
under section 1211(b) over the gains from sales or exchanges of
capital assets (determined without regard to this sentence) shall
be treated as a short-term capital gai inl Sich year.

"(2) TRANSITIONAL HULE.-Ill the case of a taxpayer other than
a corporation, there shall be treated as a short-term capital loss in
the first taxable year beginning after December 31, 1963, any
amount which is treated as a short-term capital loss in such year
under this subchapter as in effect immediately before the enact-
ment of tie Revem Act of 1964."

(b) TECHNICAL AMENDMENS.-
26 USC 1222. (1) Section 1222(9) (relating to net capital gain) is amended

to read as follows:
"(9) NET CArnTA O AIN.-Iln the case of a corporation, the term

'net capital gain' means the excess of the gains from sales or
exchanges of capital assets over tile loses front sucll sals or
exchanges."

.(2) The second sentence of section 12'22(10) (relating to net
capital loss) is amended by striking out "For the propose" aid
inserting in lieu thereof "Ill the case of a corporation, for tIhe
pur~pose.

(c) E'Fmc'rv DA'I-.--The amendments made by this section sliall
apply to taxable years beginning after December 31, 1963.
SEC. 231. GAIN FROM DISPOSITIONS OF CERTAIN DEPRECIABLE

REALTY.
(a) G.miN FiOm DIsPOSITIONS OF CERTAINN )sI'll EC(IAII I AEtlrY.-

26 USC 1231-Part IV of subehapter P of chapter 1 (relating to special rules for
1249. determining cal)ital gains and losses) is amended by adding at tle end

thereof the following new section:
"SEC. 1250. GAIN FROM ISPOSITIONS OF CERTAIN DEPRECIABLE

REALTY.
"(a) GENERAL RULE.--

"(1) ORDINARY INCO3ME.-ExceI)t as otherwise provided in this
section, if section 1250 property is dis)osed of after December 31,
19(3, the al)l)licable percentage of the lower of-

"(A) the addition 11el)reciation (as defined in subsection
(b) (1)) in respect of the prolxiy, or

"(B) the excess of-
"(i) the amount realized (in the case of a sale,

exchange, or involuinitary conversion), or the fair market
value of suchl' property (in the case of any other dis-
position) over

"(ii) tie adjusted basis of such l)r,)perty,
shall be treated its gain from tie sale or exchange of property
which is neither a capital asset nor property described in section
1231. Such gain slall be recognized notwithstanding any other
provision of this suibtitle.

"(2) A ' i ,nPBEI'ICeRNTAO.-Fo' n1rposes *of pa ragralph
), tile terml 'appicable, percentage' mans 100 percent minuils
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one percentage point for each full niolithi the property was held
after tile (late on which the property was held 20 full mnonthis.

"(b) ADITIONA, )EPrECIATION )mv-n'i.-For purposes of this
54'(t iol-

"(1) IN (miNmNrI.-Tlie term 'additional depreciation' means,
in thi0 case of fiily property, tile dereciniition adjustments in
respect, of such property ; except t ht, in the case of property liehi
more than 0oe year, it. means smhi adjust ments only to the extent

ihat, they exceed the fnouint of the depreciation adjustments
which woull have resulted if such adjustments had ben deter-
mined for each taxable year wider the straight line method of
adjustiuieiit. For purposes of the preceding sentence, if a useful
life (or salvage value) wits use in determining tho amount
allowed as i a deduction for any taxable year, such life (or Value)
shall be used in determining the depreclation adjustments which
would have resulted for such year tnder the straight line method.

"(2) PoPnRv lll,)Ia ,ElsI.-In the case of a lessee, in deter-
mining the depreciation adjustments whicli woild have resulted
in respect of any building erected (or other improvement made)
on the leased property, or in respect of any cost. of acquiring tielease, the lease period shall be treated as'including all renewal

periods. For purposes of the preceding sentence--
"(A) the termn 'renewal period' means any period for which

the lease imay be renewed, extended or continued pursuant
to an option exercisable by the lessee, tut,

"(B) the inclusion of renewal periods shiall not extend the
period taken into account by more tliaii 2 of tile period on
the basis of which the depreciation adjustments were allowed.

"(3) 1)mnEc'rmON ADJUSTMENTS.-The term 'depreciation
adjustments' means, in respect of any property, all adjustments
attributable to periods after J)eckmber 31, 1963, reflected in the
adjusted basis of such property on account of deductions (whet her
in respect. of the same or other property) allowed or allowable to
the taxpayer or to any other person for exmustion, wear and tear,
obsolescence, or amortization (other than amortization tnder see-
tion 168). For plurposesof the preceding sentence, if the taxpayer 26 USC 168.
cau establisli by adequate records or other sufficient evidence that
the aiotint, allowed as a deduction for any period was less than
the amount auowable, 'the amount taken into account for such
period shall be the amount allowed.

"(c) Sa-rioN 1250 PitorpETr.-For l)urposes of this section, the term
'section 1250 1)roperty' means any real property (other than section
1245 property, as defined in section 1245(a) (3) ) which is or has been
property of a character subject to the allowance for depreciation pro-
vided in section 167. 26 USC 167,

"(d) EXCEPTVIONS AN) LiMITATIONS.-
"(1) GiFrs.-Subsection (a) shall iot apply to a disposition by

gift.
"(2) TrN\srrUs AT DEATH.-Except as provided in section 691

(relating to income in respect of a decedent), subsection (a) shall
not apply to a transfer at death.

11 (3) CERTAIN TAX-FREB. TRNSAtCIONS.-If the basis of property
in the bands of a transferee is determined by reference to its-basis
in the hands of the transferor by reason of the application of
section 332 351,361, 371(a), 374(a), 721, or 781, then the amount 26 USC 332,
of gain taken into account by the transferor under subsection 361, 371, 37,
Sa) (1) shall not exceed the amount of gain recognized to the trans- 721p 731.
eror on the transfer of such property (determined without regard

to this section). This paragraph shall not apply to a disposition
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to an organization (other than a cooperative described in section
26 USC 521. 521) which is exempt from the tax imposed by this chapter.

"(4) TauK KINI) EXCIIANOES INVOLUNTAIY CON VEIIliONS 1  1E(-
"(A) RIECUINITION LIMiT.-If I),',,)Cl'ty 'is Usposed of

and gain (determined without regard to this section) is not
26 USC 1031, recognized in whole or in part under section 1031 or 103:1,
1033. then the amount of gain taken into account 1)3y the trans-

feror under subsection (a) (1) shall not exceed the greater
of the following:

"(i) the amount of gain recognized on the disposition
(determined without regard to this section), increased
as provided in subpara graph (11), or
"1 (ii) the amount (teterniined ,ider Hihprragraphl

"()C)NUFARM FOR UPI(A € STOCK.-With respect to any"
transaction, the increase provided 1by this subparagraph i.
the amount equal to the fair market, value of any stock
purchased in a corporation which (but for this paragraph)
would result in nonrecognition of gaini under section 1033

(a AwU"TSMENT WIIERE INSUFFICIENT S1OTION 12(10

PROPERTY 18 ACQUItIEI).-With respect to any transaction, the
amount determined under this sutbparagraph shall be the
excess of-

"(i) the amount of gain which would (but for this
paragraph) be taken into account under subsection (a)
(1), over

"(ii) the fair market valuo (or cost ill the case of a
transaction (lesrihed iin sect ion 103:3 (a) (3) ) of t hIe see-
tion 1250 lrOl)erty acquired in the transaction.

"(1)) Iss o PiEiIr'irY AC(QU Iu u.-Ii tile ('Ise of prop-
orty piurehasel by the taxl)ayer in it t I'anls4ct ion dewrihed In
section 1033(a) (,i), in applying the last sAutenve of section
1033(c, tsuch sentence shll B a)1)lied-

(i) first, solely to section lo250 properties anud to the
amount, of gain not take into account under subsect ion
(a1) (1 by reason of this paragraphl, aid

"(ii) thon to all piiIhased ro)Crties to which s110
sentence applies and to thle training gain not recog-
nized on the transaction as if tile cost. of tile smtion 1251)
prol)ertie.s were the basis of such properties (omimted
under clause (i).

In the case of property acquired ini any other transaction to
which this paragraph applies, rules consistent with the pre-
ceding sentence shall be applied un(er regulations )resri )ed
by the Secretary or his delegate.

'(E) ADDITIONAL I)EI RECIATION wIrTi IIEusPC1 'TO PRIOtI'l'rY
DISPOSED oP.-In the case of any transaction described in
setion 1031 or 1033, the additional depreciation in respect,

Ante.p. 101. of the section 1250 property acquired which is attributable
to the section 1250 property disposed of idiall be an amount.
equal to the amount of tho gain which was not taken into
account under subsection (a) (1) by reason of the application
of this paragraph.

26 USC 1071p "(5) SECTION 1071 AND 1081 TlN8A(,'roNs.-LTnder regulations
1081. prescribed by the Secretary or his delegate, rules consistent with

paragraphs (3) and (4) of this subsection and with subsections
( e) and (f) shall apply in tile case of transactions described in
section 1071 (relating to gain from sale or exchange to effectuate

A h A h
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policies of F( (') or section 1081 (relating to exchanges ill 26 USC 1081.
ob(ience to SEC orders).

"1(0) PIIOEIITrY I)ISrFIlII|UTED I A AIITNEIISIIII' TO A ImRI'NEI.-
"(A) IN' OmN.AL.- or pul'pose of this section, the basis

of section 1250 property distributed by a partnership to a
partner shall he dee ed to I)e determined by reference to tie
adji(isted basis of'such property to the partnershi).

"(B) ADDITIONArL I) EI, RCIATION.-I1n respect of any prop-
erty described in suibparigraph (A), the additional deprecia-
tion attribltable to periods before the distribution by the
partnership shall be--

"(i) the amount of the gain to which subsection (a)
won 1d have applied if such property had been sol by
the partnership immediately before the distrilmtion at its
fair market value at such time and the applicable per.
centage for the property had been 100 percent, reduced
by

"(ii) if section 751(b) applied to any part of suc gain, USC 751.
the amount of such gain to which section 751(b) would
have applied if the applicable percentage for the prop.
erty had been 100 percent.

"(7) Dxsosrriow oFr PRiql,,iiL RESiI)FNcE.-Stubsection (a) shall
not apply to a disposition of-

"(A) property to the extent (sed by the taxpayer as his
principal residence (within the meaning of section 1034, re- 26 usc 1034.
lting-to sale or exchange of residence), and

"(B) property in respect of which the taxpayer meets
the age and ownership requirements of section 121 (relating A9 p. 38.
to gains from sale or exchange of residence of individual who
11a1s attained the age of 65) biut only to the extent that he
meets the use requirements of such section in respect of such
Property.

"(e) IOILDINO PEroD.-For puI'ol)OSs of deterMining the applicable
percentage under this section, the provisions of section 1223 shall not 26 usc 1223.
apl)l, and the holding period of section 1250 properly shall be deter-
mine~d under the followmg rules:

1(1) BmoxNNiNo OF IOTi)INO ruioD.-'The holding period of
section 1250 property shall he deemed to begin-

"(X) in tle case of property acquired by tile taxpayer,
on the day after the (late of acquisition, or

"'B) in the ease of property constructed, reconstructed,
or reactedd by tile taxpayer, on tile first day of tile month
duringg which the property is placed in service.

"(2) Pnorxrar wvrr THANSIIMPI) nAIR.-If tile basis of prop-
erty acquired in a transaction described in paragraph (1), (2),
(3), or (5) of subsection (d) is determined by reference to its
basis in the hands of tile transferor, then the holding period of
the property in the i hands of the transferee shall incluuie tile 1hol-
ig period of the prol)pely in the hands of the transferor.

"(3) PnINCIPAL nEBIDENC.-If the basis of property acquired
in a transaction described in paragraph (7) of subsection (d) is
determined by reference to the basis in the hands of the taxpayer
of other property, then the holding period of tile property ac-
quired shatill include the holding period of such other property .

"(f) ScIA, RULr:s FOR PROI'.iTY WICH[ Is Suns'r.NTALY
11IIOVEI.-

"t(l) .AMOUNT TREATED AS ORDINARY INC'03T.-If, ill tile case
of a disposition of section 1250 property, the property is treated
as consisting of more than one element by reason of paragral)h
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(3), thenl til Itll ilt lakell illt ( accollll. 1Iu1der sllbsectioll (it) (1)
ill respect of sulh section 1250 i)roperty as gni i front the sah t or
exchalilgo of property which is neither ai (-a)itail isset, not prop-

26 WSC 1231. orty described( in section 12:11 shall I (1 sitin of the lulollilts
determined mnder paragraph (2).

"(2) ORDINARY INCOME. .'rllill'rALi.E TO AN EIEMVNT.-FoI'
purposes of palragraph (1), the auuomit taken iito atccolmit for
a1y oelieiit 1hi/b1TI' the am11oulilt det ermiined Iby iiiltiplying--

"(A) the amoiit which bears tile same ratio to te lower
of the amoiits specified ill stib)lragralhl (A) or (11) of
stibsection (a) (1) for the section 125() property i1s tie addi-
tional de)reciation for suich element, bears to the stim of the
additional depreciation for all eleeuits, by

"(B) th oalplicablo lrceit age for s8tch element.
For purposes of this paragra)h, determiniations with respect
to ialy element Shall be 1 1113(o as if it, were it Separate o)rOl)eprty.

(3) PIivOIIRTY CONSISTINO or MOI11' TIAN ONi EIEMNI.-LI

Ante, p. 101. applying this slibsectioni ill tie (aso of ally section 125( )roi)erty,
t her1shall be treated asa separate element-

"(A) each elarate i m ro'eut m ts
( ) if, before corn pletion of section 1250 property, lilitsthereof (as (list ingish"ed from imprto\'emeits ) wo'rt) placed

ill service each such iuit of section 1250 property, and
"(C) tie reailinlig )rOplerty which is hot taketi inito

accolniit iiiider slb)laragral)hs (A) and (B).
(1) 1311oi-mrry w ci is st'IISTAN'rlAY IV, M E).-For p111'-

Poses of this s1ibsection-
"(A) I OENEl L.-'rho term 'separate iilprovenent

11ea11s each imil)roveiolt. added (1iurilig tie 36-111011th period
ending on the last day of any taxable year to the capital
accoluiit for the property, but only if the smiii of the ailmolults
added to suelh accoit (Wring such period exceeds thea'
greatest of-

"(i) 25 percent of the adjlisted basis of the i)ro)ert ,

"(i) 10 percent of the adjusted basis of tile l)roperty,
determinled witholit regard to tile adj list Ilieilts provided

26 WSC 1016. inllpragral)hs (2) and (3) of section 1016(a), or
"(iii) $51'00.

For pril)oses of clauses (i) id (ii), tile adjsted basis of
tile l)plerty shall be determiiied as of tile beginning of the
first day of such 36-month period, or of tile hiloldiig period
of the property (within the neanilig of subsection (e)),
whichever is tie later.

"(B) lExc~l-rioN.-Improvenets in a13 taxable year
shall be taken into account for purposes of sulh)iaragra1l)h
(A) only if tile sunm of the amotints addld to tie capital
accoit for the property for such taxable year exceeds the
greater of-

"(¢i) $2,000, or
"(it) one percent of the adjusted basis referred to ill

sllbparagraph (A) (ii), determined, however, as of the
beginning of such taxable year.

For purposes of this section, if the aniount added to the
capital accouit for any separate improvement does not exceed
the greater of clause (i) or (ii), such improvement shall be
treated as placed in service on the first day, of a calendar
month which is closest to the middle of the taxable year.

"t(C;IMPiOVEEESNT.-The terin 'l)rovemeit' roins, Il
the case of any section 1250 property, any addition to capital
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account, for such )ropery t after t lie init ial acquisition or after
complete ion of tile l1'Oplety.

"(g) AWIJuTwIT NTS TO lASis.-rhe Secretary or his delegaie ihall
prescribe such regulations as he may deem necessary to provide for
a1ljstments to tie basis of )roperty to reflect gain recognized under
slui)ection (a).

"(hi) APPLmC'IoN or SEC'r1N.-lhis section shal apply notwith-
st andiing any other )rovisioll of this slibtitle.

(b) 'VECiIN ICMA A LENDI)NI're.-
(1) SPECIAL IULE FoR CHARITABLE CONTRIIUTIONS.-

(A) The heading of section 170(c) (relating to special ruli 26 usc 170.
for charitable contribute ions of section 124.5 p)rojerty) is
amended by striking out "SErIoN 12,45 PitoiFHTY

" 
anid ill-

S0rt-ing in lieu thereof C(,rrVN Pm)Pr.try".
(11) The text of such section 170(e) is amended by strik-

ing out ", ct ion 1215 (a) and inserting in lieu thereof "sec-
tion 12415(a) or 1250(a)'.

(2) ('<orotAr ms'rntrrioNs or rtiorEirr.-Subsections (b)
aind (l) of section 301 (rhatlig to amount distrilAted) are each 26 usC 301.
amended by striking out "under section 1215(a)" and inserting
in lieu thereof "umder section 12.15(a) or 1250(a)".

(3) EFF'cT ON EARNINGS AND PROFITs.-Paragral)h (3) of sec-
tion 312(c) (relating to adjustments of earnings and profits) is 26 WO 312.
amended by striking out "or under section 12,15 (a)" and inserting
in lieu thereof "or under section 1245 (a) or 1250(a)".

(4) CorAIRaIBLu coIroitATIoNs.-J-lragraph (12) of section
.41 (e) (relating to collapsible corporations) is amended by strik- 26 USC 341.
ing out "section 12,15(a)" and inserting in lieu thereof "sections
1215 (a) and 1250(a)".

(5) INs'rAJLLtENT oBLIGrAIONS IN CERInAIN LIQUIDATION.-SuIl)-
paragraphs (A) and (11) of section 453(d) (4) (relating to dis- 26 usc 453,
tribution of installment obligations in certain corporate-li quida-
tions) are each amended by striking out "section 1245(a) ' and
inserting in lieu thereof "section 1245 a) or 1250 (a)".

(6) SIECIA, RULE FOR PARTNFSHIps.-Section 751 (c) (relat- 26 USC 751.
ing to definition of "unrealized receivables" for purposes of sub-
chnpter K) is amended by striking out "(as defined in section
1245 (a) (3))" and inserting in lieu thereof "(as defined in section
1245 (a) (3)) and section 1250 property (as defined in section
1250(c))" and by striking out "to which section 1245(a)" and
inserting in lieu thereof 'to which section 1245(a) or 1250(a)".

(7) The table of sections for part IV of subchapter P of chap-
ter 1 is amended by adding at the end thereof tle following:

"See. 1250. Gain frot dispositions of certain depreciable realty."

(c) EFFECTIVE Dr.-The amendments made by this section shall
a )ply to dispositions after December 31, 1963, in taxable years ending
I ter such date.

SEC. 232. AVERAGING.
(a) GEIXnAr4 RtL.-Part I of subchapter Q of chapter 1 is

amended to read as follows:

"PART I-INCOME AVERAGING
"See. 1801. Limitation on tax."See. 1302. Definition of averagable Income; related defiulitions.
"See. 1803. Eligible individuals.
"See. 1804. Special rules.
"See. 1805. Regulations.
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".SEC. 1301. LIMITATION ON TAX.
"I l ,i eligible individual lhits avcragalel income for tli COmutta-

liou year, and if th amomut, of such income exceeds $3,000, t hen tle
tax imposed by section 1 for lie coiilaltition year which is attriblt-
able to averagiblo inconie shall be 5 times the increase in tax under
such section which would result from adding 20 percent of such
illvOlli to the su1n1 of-

"(1) 1331/., percent of average base period income, and
"(2) the amount (if any) of the average base period capital

gain net income.
"SEC. 1302. DEFINITION OF AVERAGAIILE INCOME; IIELATED) DEFI-

NITIONS.
"(a) AVERAABLN INWA(X.-For plulrposs of this part-

"(1) IN (iENmiAY,.-Tl terin 'averagal)le income' means the
amount (if any) by which adjusted taxable income exceeds 1331/J
percent of average base period income.

"(2) AnJus'rwNT IN CERTAIN CAHES FOiR CArrAI OLAINS.--If-
"(A.) tie average base period cal)ital gain net, income,

exceeds
"(B) the capital gain net income for the comlputation

year,
then the term 'averagable income' means the amount. deterinined
nuder paragraph (1), re duced by an" amount equal to such excess.

"(b) ADtUSTE) 'TAXAi.E INCOMA!.-ior purposes of this part, tie
ter'uii 'adjusted taxable imncomne' means the taxable income for tile com-
plitation year, decreased by time sum of the following amounts:

"(1) CAPIrTL (lAIN NET INCOME FOR TlE COMPuTA'rTrION YEAR.-
ie amount. (if any) of the capital gain niet income for the coi-

plt at ion year.
1(2) INCOME . .IIiUU'I.BE TiO Iiii'i5f BEQUJESTs, Erc.-

"(A) IN opmNtAr.-The amount of net income attributable
to an interest in property where such interest was received by
the taxpayer as a gift, bequest,, devise, or inheritance during
the computation year or any base period year. This para-
graph shall not apply to gifts, bequests, devises, or inherit-
ances between husband and wife if they make a joint return,
or if one of them makes a return as a surviving spouse (as

26 USc 2. dtlefined in section 2(b) ), for the computation year.
"(B) AMOUNT OF NET iNCOMF-.-UnlQ&e the taxpayer other-

wise establishes to tie satisfaction of the Secretary or his
delegate, the amount of net income for any taxable year
attributable to an interest described in subparagraph (A)
shall be deemed to be 6 percent of the fair market value of
such interest (as determined in accordance with tle provi-

26 USC 20019 sions of chapter 11 or chapter 12, as the case may be).
2501. "(C) LTM'IrTIo.-This paragraph shall apply only if the

sui11 of tie net, incomes attrbiutal)le to interests described ill
subparagraph (A) exceeds $3,000."(D) NTr --coE.-For purposes of this paragraphs, the
term 'net income' means, with respect to any interest, the
excess of-

*"(i) items of gross income attributable to such inter-
est over

41(ii) the deductions properly allocable to or charge-
able against such items.

For purposes of computing such net income, capital gains and
losses shall not be taken into account.

"(3) W,01asUNOm INCoMr.-Th amouiit (if any) by which
tile gains from wagering transactions for the computat'ion year
exceed the losses from such transact ions.
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"(4) CERTAIN AMOUNT iECEI VEl BY O vNER-EMPIoYEF.R.-
The aniount (if any)' to which section 72(mn) (5) (relating to 26 tso 72.
penalties applicable to certain amounts received by owner-
employees) ap plies.

'(c) AvER.AOF BAsM PEIioD INcoMt.-For purposes of this part-
"(1) IN O(1NRAI,.-Tel terni 'average base period income'

means one-fourth of the suni of tie base period incomes for tie
base period.

"(2) BAsE, wioi) INCOM.--I'he base period income for any
taxable year is the taxable income for such year first, increased
and then decreased (but not below zero) in the following order:

"(A) Taxable income shall be increased by an amount
equal to the excess of-

"(i) the amount excluded front gross income under
section 911 (relating to earned income from sources 26 usc 911.
without the United States) and subpart 1) of part III
of subchapter N (see. 931 and following relating to 26 usC 931.
income from sources within possessions of the United
States), over"(iH) the deductions which would have been properly
allocable to or chargeable against such amount but
for the exclusion of such amount. from gross.income.

"(B) Taxable income slll be decreased by the capital
gin net income.

"(C) If tie decrease provided by paragraph (2) of sub-
section (b) applies to the computation year, t taxable
income shall be decreased under the rules of such para-
graph (2) (other than the limitation contained in subpara-
graph (C) thereof).

(d) CAPITAL GAIN N TNero., Fjr.-For purposes of this part-
(1) CAPITAL (JAIN NET INCOMF.-The term 'capital gain net

income' means the amount equal to 60 percent of the excess. of thw
net long-term capital gain over the net short-term capital loss.

"(2) AvI.,o. BASE i81.10O) CI'T,\I, (IN NET INCOM,.-'Ie ter'Itavei,,blige b)18 period capital gain net income' itieais one-fourth
of the sum of tie capital gain net incomes for tie base period.
For lurposes of the preceding sentence, the capital gain net
income for any ba1 period year shall not exceed ti il base period
imconie for such year computed without. regard to subsection
(c) (2) (B).

t() OTl1'R RELATEI) DrINIrrioNs.-For purpo, of this lprt-
(1) (705MITT'rTmON vF.t.-The term 'computation year' means

the taxable year for which the taxpayer chooses the benefits of
this part.

"(2) II.%s: vi:mron.i-'he term 'ba., period' means the 4 taxable
years immediately Ireceding the coniputation year."(3) BASE PERIOD YEAR.--Thie terin 'base period year' memns
any of the 4 taxable years imnniediately preceding the computa-
ti, year.

"(4) .JmNT itrtUR.-The terin 'joint return' means the return
of a husband and wife made under setion 6013. 26 USC 6013.

"SEC. 1303. ELIGIBLE INDIVIDUALS.
"(a) GENEL, Ru~r~,.-Except as otherwise l)rovided in this sec-

tion, for purposes of this part. the term 'eligible individual' means any
individual who is a citizen or resident of the United States throughout
the computation year.

" () NONRESIDNT AIEN" INDIVID.TA.-For purposes of this part,
an individual shall not be an eligible individual for the computation
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,ear if, it [ily time dilirilig stich year o1 the base period, such in.
iividual was it nonresident alien.

"(C) INDIVIDI TA8 RECEJY I NO SUI'i'o'I T litom O' irmm-
"1) IN OFRM.-For ltirlosesq of this part, an indivwdial

sHIM not. be il eligible individual for the competition year if, forfify base period year, suich indi\'idmal (and his spoilso) flinlished

I.s than one-hall of his support.
"(2) 1,XV 'IuONS.-Y) PIIrigiIl)h (1) sha not al)py to any coin-

Iliiltioli year if-
"(A) such year ends after the individual attained age 25

aind, during at. least 4 of I& taxable years beginning after he
attained age 21 and ending with his computation year, lie was
not a full-time student,

"(i1) more tha one-half of the individual's aljiisted tax-
able income for the comiputation year is attributable to work
performed by him in suibstantial part during 2 or more of
the base period years, or

"(C) tile individual makes a joint, return for the computa-
tion year and not moro than 25 perctit of lite aggregate
adjusted gross income of such individual id1111 his spolus
for tlho compiit at ion year is attributable to such iildiv ilial.

In applying subparagraph (C), amomts which eonstitulo earned
income (within tile meaning of section 911 (b)) and aire com-
imunity income inder community property iws a)plicable to
such income shall be taken into account as" if such amounts did
not constitute community income.

"(d) STUDENT DmINFmC.- ,or purposes of this section, the term
'stu ient' means, with respect to a taxable year, an individual who
during each of 5 calendar months during such taxable.. yeal-

"(1) was a full-time student at an educational institution (as
defined in section 151(e) (4)) ; or

"(2) was pursuing a full-time course of institutional on-farm
training under the supervision of an accredited agent. of an edl-
ctational institution (as defined in section 151 (6)(4)) or of a
State or political subdivision of a State.

"SEC. 1304. SPECIAL RULES.
"(a) TAXPAYER MUST Cioosyl BENFrrs.-This part shall apply

to the taxable year only if the taxpayer chooses to have the benefits
of this part for such taxable year. Such choice may be made or
changed at any time before the expiration of the period prescribed
for making a claim for credit or refund of the tax imposed by this
chapter for the taxable year.

"(b) CERTAIN PROV18IONs INAPPLICiiLE-If the taxpayer chooses
the benefits of this part for the taxable year, the following provisions
shall not apply to lum for such year:

"(1) section 3 (relating to optional tax if adjusted gross
income is less than $5,000),

"(2) section 72(n)(2) (relating to limitation of tax in case
of certain distribuitions with respect to contribute ions by self-
employed individuals),

"(3) section 911 (relating to earned income from sources
without the United States), and

"(4) subpart 1) of part III of subehapter N (see. 931 and
following, relating to income from sources within possessions of
tile United States).

"(c) FAILURE OF CERTAIN MARRIED INDIVIDUAL To MAKE JoINT
RETURN, Ei-o.-

"(1) APPLIAIxoN oF SUiSECTION.-Paragraphs (2), (3)t and
(4) of this subsection shall apply in the case of any idividual

26 USC 911,

26 USC 1.

postp. 129.

26 SC 72.

26 USC 931#
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Who wias married for ally base period year or tie collputationl
yel r; except, t hat-

"(A) such lartigraplis shall not flpply inl respect, of a
base period year if-

"(i) such individual auud his spouse make a joint
retuirni, or such individual nakes a return as a surviving
spouse (as detained in section 2(b)), for tile computation 26 O 2.
year, and

"(ii) such individuil was not married to any other
spouse for such I)a0so period year and

"(I) paragraph (4) sh11ull not apply in respect of the com-
lntattion year if tile individiial al(1 his spouse make a joint
return for such year.

(2) MINIUM1 HAs I-rIOi) iNcom.-For purposes of this part,
the base period inoe of an individual for any base period year
shall not, be less than 50 percent of the base ppe'iod income which
would result from combining his income and deductions for such

"(A) with the income and( deductions for such year of the

individuals who is his spouse for the computation year, or
"(B) if greater, wit tile income and deductions for such

year of tile individual who was his spouse for such base
period year.

"(3) MINIM1'" HASE PERIO) .I'ITAL GlAIN NET INCoM.-For
pIrlposes of this part, the capital gin net income of any indi-
vidual for any base period year shaill not be less than 50 percent
of the capital gain net income which would result from combining
I ii-9 capital gain net income for such year (determined without
reat his paragraph) with tile capital grain nlet, income, for
such year (similarly dletermninedl) of time individual with whomt
lie is reqiiiredl by paragra ph (2) to combine his income anmd dedluiv-
tionls for. such year.

"(4) CorMUN'rvN o INCOME A'rmunUBABI 'r 0 SmICS.-In tile
ease of amollts which roust itute earned income (within the mean.
ing of section 911(b)) and are community income under con- 26 USO 911.
munlty property laws applicable to such income-

"(A) tile amount. taken into account. for any base period
year for purposes of determining base period income shall not.
be less than the amomit which would be taken into account
if such amounts did not constitute community income and

"(B) the amount takeit into account for lrlpoSes of deter-
mmng adjusted taxable incomn6 for tile comptutation year
shall not. exceed the amount which would l)e taken into account
if such amounts did not constitute community income.

"(5) M .RITA, STATI's.-Forp lntir)O5s of this subsection, section
143 shall apply in determining whether' an individual is married
for any talxalble year.

"(d) ID)4Ltkr IIMrATIO N ('.s : OF ,JOINT RvIrrs.-It the case
of a joint return, the $3,000 figure contained in setion 1.301 shall be n~ten. p. 106.
applied to the aggregate avera.lable income, and the $3,000 figure con-

ltained in section 1I02(b) (2) (C) shall be applied to the aggregate net
inconmes.

"(e) SOCIAL, RuirVs WmE Timr. ARE, CAPrr.T, GAINS.-
"(1) TREATIMEN'T OP ('ArIT, m, (lAINS IN ('OMPUTAION YEAR.-Ili

the ease of any taxpayer who hits capital gain net income for the
Coiml)putatioll year, the tax imposed by sect ion 1 for the computa-
tion year which is attributable to the amount of smlt net income
shall be colnp)ited-
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26 USc 1201.

Ante p. 106.

26 USO 72.

Repeal,
26 USC 72,
AnteP. 2.

"(A) by adding so Inullh of the iimount thereof as does not
exceed average base period capital gain net income above
1331/f percent of average base period income, imaid

"(B) by adding the remainder (if any) of such net income
above the 20 percent of the averagable income as taken into
account for purposes of computing the tax imposed by set ion
1 (and above tile amounts (if any) referred to in subsection

, (f) 8)).
(2) COMPUTATION OF ALTERNATIvE TAX.-In the case of any

taxpayer who has capital gain net income for the comlutation
year, section 1201 (b) shall be treated as imposing a tax equal to
the tax imposed by section 1, reduced by tile amount. (if any) by
which-

"(A.) the tax imposed by section 1 and attributable to tie
capital gain net income for the computation year (determined
under paragraph (1)), exceeds

"(B) anamnount equal to 25 percent of the excess of the net
ong-term capital gain over tile net short-term capital loss.

"(f) 'l.V7 TIMENT Or CsA'rAIN OTIrMs ITEMS.-
"(1) Gwr oR WAAonmRNo I-comt.-Tlhe tax iml)osed by section 1

for the computation year 'which is attributable to the amounts
subtracted from taxable income under l)aragraphs (2) and (3) of
section 1302(b) shall equal the increase in tax under section 1
which results from adding such amounts above the 20 percent
of the averagable income as taken into account. for purposes of
com)utinmg the tax imposed thereon by sect ion 1.

"(2) SpxmroN 72(m) (5).-Section 72(m) (5) (relating to peln-
alties applicable to certain amounts received by owner-eniployces)
shall be applied as if this;part. had not been enacted.

"(3) O'rsmit rirElts.-Excepti as otherwise provided in this part,
the order and manner in which items of income shall be taken
into account ill Computing the tax imposed by this chapter on the
income of any eligibl h individual to whom section 1301 al))lies
for any computation year shall be determined under regulations
prescribed hy tile Secretary or his delegate.

"(g) Siorr 'I.x.mr., YFms.-In the case of any coilnpintatiom year
or base period year which is a short taxable year, this part. shall bo
applied in the nanmrIi provided in regulations prescribed by the Secre-
tary or his delegate.
*SEC. 1805. REGULATIONS.
"The Secretary or his delegate shall prescribe such regulations as

may 1)e necessary to carry out the purposes of this part.."
(b) REPEAL or S.'rIoN 72(e) (3).-Section 72(e) (3) (relating to

limit on tax attributable to receipt of lurep sum) is hereby repeald.
(c) A.zsNIm.,NT Or SFcrToN 144.-Section 144 (relating to elec-

tioii of stanhu'ld deduction) is amended by addoling after subsection (c)
(as added by 112(c) (2) of this Act) the following new subsection:

"(d) Ixouvan-AS EtrmtINo INcoMm AvERAOIN.-In the case of
it taxpayer who chooses to have the benefits of part. I of subchapter
Q (relatin6 to income averaging) for the taxable yer-

"(1) subsection (a) shall not apply for such taxable year, and
"(2) the standard deduction shall be allowed if the taxpayer

so elects in his return for such taxable year.
,ho Secretary or ills delegate shall by regulations prescribe tile nman-
ier of signifying such election in the return. If the taxpayer ol
making his return fails to signify, in the manner so prescribed, his
election to take the standarddeduction, such failure shall be con-
sidered his election not to take the standard deduction."

]Pub. Law 88-272_78 STATy 110, . .
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(d) S'r.v 't-.' or 6511'i r(di:,.-StOti ( 1) (2) (B) (relating 26 Usc 6511.
to special period of limitation with respect to net operating loss (lcarry-
Iaicks) is amended to read as follows:

"(B) APPLICAILE RULES.-

" (i) If the allowance of a eldit or reftud of fil over-
paynient of tax attributable to a net ol)erat ing loss carry-
)ack is otherwise prevented by the operation of any law

or rule of law other than section 7122, relating to corn- 26 USC 7122.
promises, such credit or refund imay e allowed or iiade,
if claim therefor is filed within the period provided in
subparagraph (A) of this paragraph. If the allowance
of an al)l1fication, credit, or re find of a decrease in tax
determined under seetioU 6411 (b) is otherwise prevented 26 USc 6411.
by tile operation of ,ny law or ru1le of law other than
section 7122, such application, credit, or refund imay be
allowed or n:',le if application for a tentative carryback
adjustment is made within tie period provided in section
6411(a). In the case of any such claim for credit or
refnd or any such application for a tentative carr)back
adjustment, the determination by any court including
the Tax Court, in any proceeding in which the decision
of the court has become final, shall be conclusive except
with respect to the net operating loss deduction, and the
effect of such deduction, to the extent that such deduction
is affected by a carryback which was not in issue in such
proceeding.

"(ii) A claim for credit or refund for a computation
year (is defined in section 1302(e) (1)) shall be deter- Ante., p. 107
mined to relate to an overpayment attributable to a net
operating loss carrybick when suchl carryback relates to
ay b~ase period year (as (lefine(l in section 1302(e)(3)).")

(e) TEciliN c.%T ANFNUM ENTS.-The following provisions are
anlended by striking out "except that section 72(e) (3) s1ll not
apl)ly":

(1) The first sentence of section 402(a) (1) (relating to gen- 26 Usc 402.
eral rule for taxability of beneficiary of exempt. trust).

(2) The second sentence of section 402(b) (relating to tax-
ability of beneficiary of non-exenipt trust).

(3) The second sentence of section 402(d) (relating to certain
employees' annuities).

(4) Section 403(a) (1) (relating to the general rule for tax- 26 USC 403.
ability of a beneficiary un(er a qualified annuity plan).

(5) The second sentence of section 403(b) (1) (relating to gen-
eral rule for taxability of beneficiary, etc.).

(6) The second sentence of section 403(c) (relating to tax.
ability of beneficiary under a nonquailitied annuity).

(f) CILEnICAI, AMENDM INTS.-
(1) Subsection (f) of section 4 (relating to cross references to 26 USC 4.

rules for optional tax) is amended by adding at the end thereof
the following new paragraph:

"(S) For rule that optional tax Is not to apply if individual chooses
the benefits of Income averaging, see section 1304(b)."

(2) Subsection (b) of section 5 (relating to cross references to 26 usc 5.
special limitations on tax) is amended to read as follows:
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"(1)) SIPE'IAL. LIMILTATIONS ON 'rAX.--

"(1) For limitation on surtax attributable to sales of oil or gas
properties, see section 632.

"(2) For limitation on tax in case of income of members of Armed
Forces on death, see section 692.

"(3) For limitation on tax where an individual chooses the bene-
fits of income averaging, see section 1301.

"(4) For computation of tax where taxpayer restores substan-
tial amount held under claim of right, see section 1341.

"(5) For limitation on surtax attributable to claims against the
United States involving acquisitions of property, see section 1347."

(3) The table of parts for subchapter Q of chapter 1 is amended
by striking out

"Part I. Income attributable to several taxable years."

and inserting in lieu thereof
"Part I. Income averaging."

(g) EFFECTIVE DATE.-
(1) GENERAL nuLE.--Except as provided in paragraph (2), the.

amendments made by this section shall apply with respect to
taxable years beginning after December 31, 1963.

(2) INCOME FROM AN EMPLOYENT.-If, in a taxable year
beginning after December 31, 1963, an individual or partnership
receives or accrues compensation from an employment (as define(
by section 1301(b) of the Internal Revenue Code of 1954: as in
effect immediately before the enactment of this Act) and the
employment began before February 6, 1963, the tax attributable
to such compensation may, at the election of the taxpayer, be
computed under the provisions of sections 1301 and 1307 of
such Code as in effect immediately before the enactment of this
Act. If a taxpayer so elects (at such time and in such manner
its the Secretary of the Treasury or his delegate by regulations
l)rescribes), he may not choose for such taxable year the benefits
provided by part I of subchapter Q of chapter 1 of such Code
(relating to income averaging) as amended by this Act and
if he elects to have subsection (e) of such section 1307 apply)

actionn 170(b) (5) of such Code as amended by this Act shall
not apply to charitable contributions paid in such taxable year.

SEC. 233. SMALL BUSINESS CORPORATIONS.
26 USC 1371. (a) OWNERSIInP OF CERTAIN STOCK DISnnARDm.-Section 1371

(relating to definition of smal" business corporation) is amended by
adding at the end thereof the following new subsection:

"(d) OWNERSHIP OF CERTAIN STOCK.-For purposes of subsection
(a), a corporation shall not be considered a member of an affiliated
group at any time during any taxable year by reason of the ownership
of stock in another corporation if such other corporation-

"(1) has not begun business at, any time on or after the date
of its incorporation and before the close of such taxable year,
and

"(2) does not have taxable income for the period included
within such taxable year."

(b) CERTAIN DISTRIBUTIONS or MONEY ArER CLosE OF TAXABLE
26 USC 1375. YI,\R.-Section 1375 (relating to special rules applicable to distribu-

tions of electing small business corporations) is amended by adding
at the end thereof the following new subsection:

"(e) CERTAIN DIsT'RnIUroNs AFrR CosE OF TAX.ABLi YEAR.-
"(1) IN oENZAL.-For purposes of this chapter, if--

"(A) a corporation makes a distribution of money to its
shareholders on or before the 15th day of the third month
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following the lose of a taxable year with respect to which
it was an electing small business corporation, and

"(B) such distribution is made pursuant to a resolution
of the board of directors of the corporation, adopted before
the close of such taxable year, to distribute to its shareholders
all or a part of the proceeds of one or more sales of capital
assets, or of property described in section 1231(b), made 26 USC 1231.
during such taxable year,

such distribution shall, at. the election of the corporation, be
treated as a distribution of money made on the last (lay of such
taxable year.

"(2) SIIAREIIOLDERS.-An election under paragraph (1) with re-
spect to any distribution may be made by a corporation only if
each person who is a shareholder on the day the distribution is
received-

"(A) owns the same proportion of the stock of the corpora-
tion on such day as lie owned on the last day of the taxable
year of the corporation preceding the distribution, and

"(B) consents to such election at such time and in such
manner as the Secretary or his delegate shall prescribe by
regulations.

"(3) MANNFR 4 N,) ai'M OF ELEc"rio.-An election under para-
graph (1) shall be made in such manner as the Secretary or his
delegate shall prescribe by regulations. Such election shall be
made not later than the time prescribed by law for filing the
return for the taxable year during which the sale was made (in-
cluding extensions thereof) except that, with respect to any tax-
able year ending on or before the date of the enactment of the
Revenue Act of 1964, such election shall be made within 120
days after such (late."

(c) EFFECTIVu, DArEs.-The amendment made by subsection (a)
shall apply with respect to taxable years of corporations beginning
after 1)ecenber 31, 1962. The amendment made by subsection (b)
shall apply with respect to taxable years of corporations beginning
after December 31, 1957.
SEC. 234. REPEAL OF ADDITIONAL 2-PERCENT TAX FOR CORPORA-

TIONS FILING CONSOLIDATED RETURNS.
(a) REPEAT, oF TAx.-Subgection (a) of section 1503 (relating to 26 USC 1503.

computation and paynient of tax in case of consolidated returns) is
amended to read as follows:

"(a) GNERAL RUuE.-In any case in which a consolidated return is
made or is required to be made, the tax shall be determined, computed,
assessed, collected, and adjusted in accordance with the regulations
under section 1502 p-rescribed before the last day prescribed by law 26 USc 1502.
for the filing of such return."
(b) 'rECHICAL AND CONFORMINo AMENDMENT.-

(1) Section 1503 is amended by striking out subsections (b) and
(c) and by relettering subsection (d) as subsection (b).

(2). Paragraph (3) of section 1503(b) (as relettered by para-
graph (1)) is amended to read as follows:

"(3) SPECrAL RULES.-
"(A) For purposes of paragraph (2), a corporation is a

regulated public utility only if it is a regulated public utility
within the meaning of subparagraph (A) (other than clauses
(ii) and (iii) thereof) or (D) of section 7701(a) (33). For Post p. 114.
purposes of the preceding sentence, the limitation contaied
in the last two sentences' of section 7701(a)(33) shall be
applied as if subparagraph.s (A) through (F), inclusive, of
section 7701(a) (33) were limited to subparagraphs (A) (i)
and (D) thereof.
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"(B) For purposes of paragraph (2), the foreign couu-
tries referred to in this subparagraph include only any coun-
try from which any public utility referred to in the first sen-
tence of paragraph (2) derives the principal part of its
income.

"(0) For purposes of this subsection, the term 'consoli-
dated taxable income' means the consolidated taxable income
computed 'without regard to the deduction provided by sec-

Anta, p. 30. tion 242 for partially tax-exempt interest."
26 USO 7701, (3) Section 7701(a) (relating to definitions) is amended by

adding at the end thereof the following new paragraph:
"(33) REGULATE' 1i.i-niC UTILI'Tr.-T' he term 'reguhted public

utility' means-
"(A) A corporation engaged in the furnishing or sale

of-
"(i) electric energy, gas, water, or sewerage disposal

services, or
"(ii) transportation (not. included in subparagraph

(C)) on an intrastate, suburban, municipal, or inter-
urban electric railroad on an intrastate, municipal, or
suburban trackless trolley system, or on a municipal or
suburbati bus system, or
"(iii) transportation (not included in clause (ii)) by

motor vehicle-
if the rates for such furnishing or sale, as the. case mnay be,
have been established or approved by a State or political
subdivision thereof, by an agency or instrumentality of
the United States, by a public service or public utility comi-
mission or other similar body of the District of Columbia
or of any State or political subdivision thereof, or by a for-
eign country or an agency or instrumentality or political
subdivision thereof.

"(B) A corporation engaged as a common carrier in the
furnishing or sale of transportation of gas by pipe line, if
subject to the jurisdiction of the Federal Power Commis-
sion.

"(C() A corporation engaged as a common carrier (i) in the
furnishing or sale of transportation by railroad, if subject,
to the jurisdiction of the Interstate Commerce Commission,
or (ii) in the furnishing or sale of transportation of oil or
other petroleum prlucts (including shale oil) by pipe line,
if subject to the jurisdiction of the Interstate Commerce
Commission or if the rates for such furnishing or sale are
subjmt to the jurisdiction of a public service or public utility
commission or other similar body of the District of Columbia
or of any State.

"(D) A corporation engaged in tie furnishing or sale of
telephone or telegraph service, if the rates for such furnish-
ing or sale meet the requirements of subparagraph (A).

1(E) A corporation engaged in the furnishing or sale of
transportation as a common carrier by air, subject to the
jurisdiction of the Civil Aeronautics Board.

"(F) A corporation engaged in the furnishing or sale of
transportation ly common carrier by water, subject to the
jurisdiction of the Interstate Commerce Commission under
part III of the Interstate Commerce Act, or subject to the
jurisdiction of the Federal Maritime Board under the Inter-
coastal Shipping Act, 1933.

"(G) A railroad corporation subject to part I of the Inter-
state Commerce Act,. if (i) substantially all of its railroad

54 Stato 929.
49 USC 9019
47 Stat. 142g.
46 USC 848.
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properties have been leased to another such railroad corpora.
tioli or corapolti)ins by an agreement or agreements entered
into before January 1, 1054, (ii) each leaise is for i term of
more thn11 20 yeaid, and (iiI) at least 8) percent or more of
its gross income (computed without regard to dividends and
capital gains and losses) for the taxable year is derived from
such leases and from sources described in subparagraphs
(A) through (F),minclusive. For purlmses of the preeding
sentence, an agreement for lease of railroad properties entered
into before January 1, 1054, shall be considered to be a leate
including such term as the total number of years of such
agreement may, ule sooner terminated, be renewed or con-
t nued under the terms of the agreement, and any such
renewal or continuance under such agreement shall be con-
sidered part of the lease entered into before January 1, 1954.

"(H) A common parent corporation which is a common
carrier by railroad subject to part I of the Intersate Coin-
merce Act if at least 80 percent of its gross income (computed 24 Stat. 379.
without regard to capital gains or losses) is derived directly 49 USO I a'z
or indirectly from sources described in subparagraphs (A) "-

through (F), inclusive. For purpose of the preceding sen-
tence, dividends and interest, and income from leases
described In subparagraph (0), received from a regulated
&ublic utility shall be considered as derived from sources
described in subpanigraphs (A) through (F), inclusive, if
the regulated public utility is a member of an affiliated
group as defined in sect ion i5O4) which includes the common
parent corporation.

The term 'regulated public utility' does not (except as provided
in subparagriiphs (0) and (H))iclude a corporation described
in subparagraphs (A) through (F), Inclusive, unless 80 percent
or more of its gross income (computed without regard to
dividends and capital pins and losses) for the taxable year is
derived from sources dei. .ibed in subparagraphs (A) through
(F) inclusive. If the taxpayer establishes to the satisfaction
of he Secretary or his delegate that (i) its revenue from
regulated rates described in subparagraph (A) or ()) and its
revenue derived from unigulated rates are derived from the
operation of a. single interconnected and coordinated system or
from the operation of more than one such system, and (ii) the
unregulated rates have been and are sulbtautially as favorable
to users and consumers its are the regulated rates, then such
revenue from such unregulated rates shall be considered, for
purpose of thepreceding sentence. as income derived from sources
described in subparagraph (A) or (1))."

(4) Section 12 28) (relating to cross reference to additional tax Repeal@
for co operations ilng consolidated returns) is hereby repealed. 26 USO 12.
(5) Paragraphs (1) and (2) of section 172(j) (relating to 26 UsO 172.

carryover of net operating loss for certain regulated transporta-
t ionvcorporations) are amended to read as follows:

"(1) D).IFirioN.-For purposes of subIection (b) (1) (C), the
term 'regulated transportation coporaton' ineaus a corporate ion-

i fA 8 percent or more of the gross income of which
(corm ted without regard to dividends and capital gains and
losses) for the taxable year is derived from the furnishing or
sale of transportation described in subparagrajph (A), (C)
(i), (E) or (F) of section 7T01fa) (83) and taken into Ants p. 114.
account for purposes of the limitation contained in the last
two sentences of section 7701(a) (M3),

29-34S 0 - 64 - 7
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26 WO 904.

26 USC 1341.

26 USO 1552.

"B) which is described in subplargral)h (0) or (11) of
section 7701 (a) (88), or

"(C) which is a member of a regulated tniumiportitio.

"( .touLATrw TNwaoirATor; srsmM.i-For purposes of
this subsection, a oorration shall be treated as a memnber of i
regulated transportation system for a taxable year if-

"(A) it isa membe of an affliated group of corporation
making a consolidated return for such taxable year, and

"(B- 80 percent or more of the aggregate gross income of
the members of such affiliated group (computed without
regard to dividends and capital gains and losses) for such
txable year Is derived from sources described in paragraph
(1) (A).

For purposes of subparagraph (B) income derived by a corpo
ration described in subpararaph (4) or (H) of section 7701(a)
(8) from leases described in subparagraph (0) thereof shall be
considered as derived from sources described in paragraph (1)
(A)."

(6) Section 90 4 (g) (2) matingg to cross references for pur.
poses of the limitation on the foreign tax credit) is amended by
striking out "section 1503(d)" and nisert ing in lieu the"eof "sec.
tion 1503(b)".

(7) Section 1841(b)(2) (relating to special rules for the comn.
putation of tax where taxpayer restores substantial amount held
under claim of right) is amended by striking out "(as defined in
section 1503(c) Wthout regard to paragraplh (2) thereof)" and
Inserting in lieu thereof "(as define in section 7701 (a) (33) with.
out regard to the limitation contained in the last two sentences
thereof)".

(8) Section 1552(a) (8) (relating to the allocation of tax Hit-
bility among members of an affiliated group of corporations filing
consolidated returns) is amended by striking out "(determined
without re gard to the 2 percent increase provided by section
150(a))".

(c) Err zvE DA&z.-The amendments made by subsections (a)
and (b) shall apply with respect to taxable years beginning after
December 81, 1963.
SEC. 35. REDUCTION OF SURTAX EXEMPTION IN CASE OF CERTAIN

CONTROLLED CORPORATIONS ETC.
(a) IN GzxnAr.-Subchapter B of chapter 6 (related rules for

consolidated returns) is amended by adding at the end thereof the
following new part:

"PART I1-CERTAIN CONTROLLED CORPORATIONS
"See. 1561. Hurtax exewptlons In vase of certain controlled eor-

porationa.
"fet. 1662. Privilege of groups to eleet multiple surtax exemitious.
"Be. 1563. Definitions and special rules.

"SEC. IN1. SURTAX EXEMPTIONS IN CASE OF CERTAIN CONTROLLED
CORPORATIONS.

"(a) Grx.rui,. RuLi.-If a corporation is a component member
of a controlled group of corporations on a December 31, then for
purposes of this subtitle the surtax exemption of such corporation for
the taxable year which includes such December 81 shall be an amountequal to-"(1) $25,000 divided by the number of corporations which

are component members of such group on such December 31, or
"(2) if all such component members consent (at such tine and
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in such manner as the Secretary or his delegate hiall by ivgida-
tions prescribe) to an apportionment plan, such portion of $25,000
as is apportioned to such member in accordance with Mch pan.

The sum of the amounts apportioned under paragraph (9) among
the component members of any controlled group shall not exceed
$25,000.

(b) CvrrAix Snorr TAxAB.E YLU.--If a corporation-
") has a short taxable year which does not include it Decem-bar 81, and

"(2) is a component member of a controlled group of corpo-
rations with respect tosuchl taxable year,

then for purposes of thi subtitle the surtax exemption of such corp -
ration for such taxable year shall be an amount equal to W,000
divided by the number of corporations which are comlponent members
of such group on the last day of such taxable year. For purposes of
the preying sentence, section 1568(b) shall be applied as if such last,
day were substituted for December 31.
"SEC, 156L PRMLEGE OF GROUPS TO ELECT MULTIPLE SURTAX

EXEMPTION&
"(a) ELXMON OF MULTI m SUrTAx ExKMirrn*o.-

"(1) IN os8 t.L.--A controlled group of corporations shall
(subject to the provisions of this section) have the privilege of
electing to have each of its component members make its returns
without regard to section 1561. Such election shall be made with
respect to a specified December 31 and shall be valid only if-

"(A) each corporation which is a component member of
suchgroup on such December 31, and

"(B) each other corporation which is a comment mem-
berof such ruplon any succeeding December 31 before the
day on which the elect ion is filed,

consents to such election.
"(2) Y as FOR WICH zero'ry.--An election by a con.

trolled group of corporations under paragraph (1) shall be
effective wit respect to the taxable year of each component
member of such group which includes the specified December 31,
and each taxable year of each corporation which is a component
member of such group (or a successor group) on a succeeding
December 31 included within such taxable year, unless the
election is terminated Wider subsection (c).

"(8) Enry= or ELy'rnoN.-If an election by a controlled
group of corporations under paragraph (1) is effective with
respect to any taxable year of a corporation-

"(A) section 1661 shall not apply to such corporation for
such taxable year, but

"(B) the additional tax imposed by subsection (b) shall
apply to such corporation for such taxable year.

N(b) ADMDONAL TAX IMPOSED.- ,
"(1) GaNasAL RM-If an election under subsection (a) (1)

by a controlled group of corlorations is effective with respect to
the taxable year of a corporation, there is hereby imposed for such
taxable year on the taxable income of such corporation a tax
equal to 6 percent of so much of such corporation's taxable income
for such taxable year as does not exceed $25,000. This paragraph
shall not apply to the taxable year of a corporation if--

"(A) such corporation is the only component member of
such controlled group on the December 8F included in such
corporation's taxable year which has taxable income for n
taxable year including such December 81, or

Poo* p. 120,

Ant p. 116,
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"(B) such corporation's surtax exemption is disallowed
for such taxable year under'any provision of this subtitle.

Ant p. 25. "(2) TAX TREATED AS 13MPOSED BY SECTION 11, ETc.-If for the
taxable year of a corporation a tax is imposed by section 11 on the
taxable income of such corporation, the additional tax imposed by
this subsection shall be treated for purposes of this title as a tax
imposed by section 11. If for the taxable year of a corporation
a tax is imposed on the taxable income of such corporation which
is computed under any other section by reference to section 11,
the additional tax imposed by this subsection shall be treated for
1iurposes of this title as imposed by such other section.

" (3) TAXABLE INCOME DEFINED.-For purposes of this subsec-
tion, the term 'taxable income' means-

""(A) in the case of a corporation subject to tax under sec-
26 UsC 511 tion 511, its unrelated business taxable income (within the
512. meaning of section 512) ;

"(B) in the case of a life insurance company, its life insur-
ance company taxable income (within the meaning of section

26 USC 802. 802(b))i
(C) in the case of a regulated investment company, its

investment company taxable income (within the meaning of
26 usC 852, section 852(b) (2)) ; and
857,. "(D) in the case of a real estate investment trust, its real

estate investment trust taxable income (within the meaning
of section 857(b) (2)).

"(4) SPECIAL RULE .- If for the taxable year an additional tax
is imposed on the taxable income of a corporation by this sub-

26 USC 244# section, then sections 244 (relating to dividends received on cer-
247. tain preferred stock), 247 (relating to dividends paid on certain
26 USC 804, preferred stock of public utilities), 804(a) (3) (relating to deduc-
922. tion for partially tax-exempt interest in the case of a life insur-

ance com pany), and 922 (relating to special deduction for
Western Hemisphere trade corporations) shall be applied with-
out regard to the additional tax imposed by this subsection.

"(c) TERMINATION OF EixoETIOx.-An election by a controlled
group of corporations under subsection (a) shall terminate with
respect to such group--

"(1) CONSENT OF TilE ME M ERS.-If such group files a termi-
nation of such election with respect to a specified December 31,
and-

"(A) each corporation which is a component member
of such group on such December 31, and

"(B) each other corporation which is a component mem-
ber of such group on any succeeding l)ecemlier 31 Ibefore the
(lay on which the termination is filed,

consents to such termination.
"(2) REFUSAL BY N EW MEMIENR TO CONSNT-If on Decem-

ber 31 of any year such group includes a component member
which-.

"(A) on the immediately preceding January 1 was not
a member of such group, and

"(B) within the time and in the manner provided by
regulations prescribed by the Secretary or his delegate,
files a statement tiat it does not consent to the election.

"(3) CONSOLIDATED URTUniNS.-If--
(A) a corporation is a component member (determined

Po pp. :120, without regard to section 1563(b)(3)) of such group on a
WoT December 31 included within a taxable year el Iing on or

after January 1, 1904, and
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"(B) such corporation is a member of all affiliated group
of corporations which makes a consolidated return under this
chapter (see. 1501 and following) for such taxable year; 26 USC 1501.

"(4) CONTROLLED GROUP NO LONGER IN EXISTENCE.-If such
group is considered as no longer in existence with respect to any.December 31.

Such termination shall be effective with respect to the December 31
referred to in paragraph (I) (A), (2), (3), or (4), as the case may be.

"1(d) ELEC.TION AnrERTEIiMINATION.-If anl election by at controlled
group) of corporations is terminated under subsection (c), such group
(an an y successor group) shall not be eligible to make an election
under subsection (a) wvith respect, to any December 31 before the sixthl
December 31 after the December 31 with respect to which such terini-
nation was effective.

"(e) MANNER AND TImp Or GIVING CONSENT AND MAKING ELECTION,
E Tc.-An election under subsection (a) (1) or a termination under
subsection (c) (1) (and the consent of each member of a controlled
group of corporations which is required with respect to such election
or termination) shall be meade in such maituer as the Secretary or his
delegate shall by regulations prescribe, and shall be made at any
t imebefore the expiration of 3 years after-

"(1) in the case of such an election, the date when the income
tax return for the taxable year of the component member of the
controlled group which has the taxable year ending first on or
after the specified December 31 is required to be fired (without
regard to any extensions of time), and

'1(2) in the case of such a termination, the specified December
31 with respect to which such termination was made.

Any consent to such an election or termination, and a failure by a
component member to file a statement that it does not consent to an
election under this section, shall be deemed to be a consent to the
application of subsection (g)(1) (relating to tolling of statute of
limitations on assessment of eficiencies).

"(f) SPECIAL RULES.-For purposes of this Section-
"(1) CONTINUING AND SUCCESSOR CONTROLLED Ooitups.-The

dletermnination of whether at controlled group of corporations-
"I(A) is considered as no longer in existence with respect

to any December 31, or
"(B,) is a successor to another controlled group of corpo-

rations (and the effect of such determination with respect
to any election or termination),

shall be made under regulations prescribed by the Secretary or
his delegate. For purposes of bSparagraph (B), such regula-
tions shall be based on the continuation (or termination) of pre-
dominant equitable ownership.

"(2) CFRTAIN SHORT TAXABLE YEAMS.-1f one or more corpo-
rations have short taxable years which do not include a Decem-
ler 31 and are component members of a controlled group of
corporations with respect to such taxable years (determined by
applying section 1563(b) as if the last day of each such taxable P pp.
year were substituted for December 31) then an election by such 12 PP
group under this section shall apply w ith respect to such corpora-
tions with respect to such taxable years if-

"(A) such eleftionl is in effect with respect to both the
December 31 iniuiediately preceding such taxable years and
the December 31 immediately succeeding such taxable years,
or

"(13) such election is in effect with respect to the Decenm-
ber 31 immediately preceding or succeeding such taxable
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years and each such corporation files a consent to the appli-
cation of such election to its short taxable year at such time
and in such manner as the Secretary or his delegate shall
prescribe by regulations.

"(g) ToiLINO OF STATUTE Or LIMiITATIONS.-In any case in which
a controlled group of corporations makes an election or termination
under this section, the statutory period-

"(1) for assessment of any deficine.y against. a corporation
which is a component member of sucl group for any taxable
year, to the extent such deficiency is attributable to the applica-
tion of this part, shall not expire before the expiration of one
year after the date such election or termination is made; and

"(2) for allowing or making credit or refund of any overpay-
ment of tax by a corporation which is a component member of
such group for any taxable year to the extent such credit or
refund is attributable to the application of this part, shall not
expire before the expiration of one year after the date such elec-
tion or termination is made.

"SEC. 1563. DEFINITIONS AND SPECIAL RULES.
"(a) CONTROLLED GROUP or CORIORATION.-For purposes of this

part, the term 'controlled group of corporations' means any group
of-

"(1) PARENT-SUBSIDIARY CONTROLLED (uIou'.-One or more
chains of corporations connected through stock ownership with
a common parent corporation if-

" (A) stock possessing at least 80 percent of the total comn-
bined voting power of all classes of stock entitled to vote or
at least 80 percent of the total value of shares of all classes
of stock of each of the corporations, except the common
parent corporation, is owned (within the meaning of sub-
section (d) (1)) by one or more of the other corporations; and

"(B) the common parent corporation owns (within the
meaning of subsection (d) (1)) stock posessing at least 8()
percent of the total combined voting power of all classes of
stock entitled to vote or at least 80 percent of the total value
of shares of all classes of stock of at least one of the other
corporations, excluding, in computing such voting power or
value, stock owned directly by such other corporations.

"(2) BRtYrIIER-SISTER CONTROLLED OROUP.-TWo or more cor-
porations if stock possessing at least 80 percent of the total com-
bined voting power of all classes of stock entitled to vote or at
least 80 percent of the total value of shares of all classes of stock
of each of the corporations is owned (within the meaning of sub-
section (d) (2)) by one person who is an individual, estate, or
trust.

"(3) COMBINED ooup.-Three or more corporations each of
which is a member of a group of corporations described in para-
graph (1) or (2), and one of which-

"(A) is a common parent corporation included in a group
of corporations described in paragraph (1), and also

"(B) is included in a group of corporations described in
paragraph (2).

(4) CERTAIN INSURANCE coMPANIES.-Two or more insurance
26 USC 802. companies subject to taxation under section 802 which are mem-

bers of a controlled group of corporations described in paragraph
(1), (2), or (3). Such insurance companies shall be treated as
a controlled group of corporations separate from any other cor-
porations which are members of the controlled group of corpora-
tions described in paragraph (1), (2), or (3).
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"(b) COMPONENT MEMBER.-
" "(1) GENEMiL RULE.-For purposes of this part, a corporation
is a component member of a controlled group of corporations

on a December 31 of any taxableyear (and with respect to the
taxable year which in eludes such December 31) if such corpora-tion-- "(A) is a member of such controlled group of corporations

on the December 31 included in such year and is not treated
as an excluded member under paragraph (2), or '

"(B) is not a member of such-i controled group of corpora-
tions on the December 31 included in such year but is treated
as an additional member under paragraph (3).

"(2) EXCLUDED iEMBES.-A corporation which is a member
of a controlled group of corporations on December 31 of any tax-
able year shallbe treated as an excluded member of such group
for the taxable year including such December 31 if such corpor-
ation-

"(A) is a member of such group for less than one-half the
number of days in such taxable year which, precede such
December 31,

"(B) is exempt from taxation under section 501 (a) (except 26 usC 501,
a corporation which is subject to tax on its unrelated business 511.
taxable income under section 511) for such taxable year,

1"(C) is a foreign corporation subject to tax under section
881 for such taxable year,

"(D) is an insurance company subject to taxation under
section 802 or section 821 (other than an insurance company 26 usC 802,
which is a member of a controlled group described in sub- 821,
section (a) (4)), or

"(E) is a franchised corporaiion, as defined in subsection,,(f) (4).
3) ADDITIONAL E tBhr.s.-A corporation which-

(A) was a member of a controlled group of corporations
at any time during a calendar year,

"(B) is not a member of such group on December 31 of
such calendar year, and

"(C) is not described, with respect to such group, in sub-
paragraph (B), (.C), (D) or (E) of paragraph (2),

shall be treated as an additional member of such group on Decem-
ber 31 for its taxable year including such December 31 if it was
a member of such group for one-half (or more) of the number of
days in such taxable year which precede such December 31.

"(4) OVERLAPPING ORtOUPS.-If a corporation is a component
member of more than one controlled group of corporations with
respect to any taxable year, such corporation shall be treated as a
component member of only one controlled group. The determina-
tion as to the group of which such corporation is a component
member shall be made under regulations prescribed by the Secre-
tary or his delegate which are consistent with the purposes of this
part.

"(C) CERTAIN STOCK EXCLUDED.-
"(1) GENERAL RUL.-For purposes of this part, the term

'stock does not include--
"( A) nonvoting stock which is limited and preferred as

to dividends,
"(B) treasury stock, and
"(C) stqck which is treated as 'excluded stock' under para-

graph (2).
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"(2) STOCK TREATED AS 'EXCLUDED STOCK'.-
"(A) PARENT-SUBSIDIARY CONTROLLEI) (IROUpI-For pur-

poses of subsetioIL (a) (1), if a corporation (referred to in
this paragraph as 'parent corporation') owns (within the
meaning of subsections (d) (1) and (e) (4)), 50 percent or
more of the total combined voting power of all classes of
stock entitled to vote or 50 percent or more of the total value
of shares of all classes of stock, in another corporation
.(referred to in this paragraph as 'subsidiary corporation'),
the following stock of the subsidiary corporation shall be
treated as excluded stock-

"(i) stock in the subsidiary corporation held by a trust
which is part of a plan of deferred compensation for the
benefit of the employees of the parent corporation or
the subsidiary corporation,

"(ii) stock in the subsidiary corporation owned by an
individual (within the meaning of subsection (d) (2))
who is a principal stockholder or officer of the parent
corporation. For purposes of this clause, the term 'prin-cipal stockholder' of a corporation means an individual
who owns (within the meaning of subsection (d) (2)) 5
percent or more of the total combined voting power of
all classes of stock entitled to vote or 5 percent or more
of the total value of shares of all classes of stock in such
corporation, or

"(iii) stock in the subsidiary corporation owned
(within the meaning of subsection (d)(2)) by an
employee of the subsidiary corporation if such stock is
subject to conditions which run in favor of such parent
(or subsidiary) corporation and which substantially
restrict or limit the employee's right (or if the employee
constructively owns such stock, the direct owner's rigit)
to dispose of such stock.

' (B) BROTIIER-SISTER CONTROLLED (ROUi'.-For purposes of
subsection (a) (2), if a person who is an individual, estate,
or trust (referred to in this paragraph as 'common owner')
owns (within the meaning of subsection (d) (2)) 50 percent
or more of the total combined voting power of all classes
of stock entitled to vote or 50 percent or more of the total
value of shares of all classes of stock in a corporation, the
following stock of such corporation shall be treated as
excluded stock-

"(i) stock in such corporation held by an employees'
26 USC 401, trust described in section 401(a) which is exempt. from
501. tax under section 501(a), if such trust is for the benefit

of the employees of such corporation, or
"(ii) stock in such corporation owned (within the

meaning of subsection (d) (2)).by an employee of the
corporation if such stock is subject to conditions whicl
run in favor of such common owner (or such corpora-
tion) and which substantially restrict or limit the
employee's right (or if the employee constructively owns
such stock, the direct owner's right) to dispose of such
stock. If a condition which limits or restricts the
employee's right (or the direct owner's right) to dispose
of such stock also applies to the stock held by the com-
mon owner pursuant to a bona fide reciprocal stock pur-
chase arrangement, such condition shall not be treated
as one which restricts or limits the employee's right to
dispose of such-stock.
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"'(d) RuLEs Fon DErEit3tiINO STOCK OWNFI8Su.-
"(1) PARENT-SUIDmARY CONTiROLL)D GnouP.-For l)Ipl)Oses of

determining whether a corporation is a member of a parent-sub-
sidiary controlled group of corporations (within the meaning of
-subsection (a) (1)), stock owned by a corporation means-

A stock owned directly by such corporation, and
"(B stock owned with the application of subsection

(e) (1).
"(2) BIoTIEII-sIsmiT CONTROLLED GIHOUP.-For purposes of de-

termining whether a corporation is a member of a brother-sister
controlled group of corporations (within the meaning of subsec-
tion. (a) (2) ), stock owned by a person who is an individual, estate,
or trust means-

( (A) stock owned directly by such person, and

c) "C(B) stock owned with the application of subsection (e).'(e) CONSTRUCT IVE OWNERSIP.-

"(1) OrTos.-If any person has an option to acquire stock,
such stock shall be considered as owned by such person. For.
purposes of this paragraph, an option to acquire such an option,
and each one of a series of such options, shal be considered as an
option to acquire such stock.

"(2) ATrn'UTION FROM PAIRTNFRSIIHi's.-Stock owned, directly
or indirectly, by or for a partnership shall be considered as owned
by any partner having an interest of 5 percent or more in either
the capital or profits of the partnership in proportion to his in-
terest in capital or profits, whichever such proportion is the
greater.

"(3) ATrRIBUTIO'N FROM STATES OR TIUSTS.-
"(A) Stock owned, directly or indirectly, by or for an

estate or trust shall be considered as owned by any beneficiary
who has an actuarial interest of 5 percent. or more in such
stock, to the extent. of such actuarial interest. For pur-
poses of this Sulparagraph, the actuarial interest of each
beneficiary shall be determined by assuming the maximum
exercise of discretion by the fiduciary in favor of such bene-
ficiary and the maximum use of such stock to satisfy hisrights its a beneficiary."(B) Stock ownedY directly or indirectly, by or for any

Portion of a trust of.which a person is considered the owner
under subpart E of part I of subchapter J (relating to g-ant- 26 USC 671.-
ors and others treated as substantial owners) shall be con- 678.
sidered as owned by such person.

"(C) This paragraph shall not apply to stock owned by
any employees' trust described in section 401(a) which is
exempt from tax under section 501(a).

"(4) ATrIBUTION raoINI CORPOaUTIos.-Stock owned, directly
or indirectly, by or for a corporation shall be considered as owned
by any person who owns (within the meaning of subsection (d))
5 percent or more in value of its stock in that proportion which
the value of the stock which such person so owns bears to the value
of all the stock in such corporation.

"(5) S'ous,.-An individual shall be considered as owning
stock in a corporation owned, directly or indirectly, by or for his
spouse (other than a spouse who is legally separated from the
individual under a decree of divorce whether interlocutory or
final, or a decree of separate maintenance), except in the case of
a corporation with respect to which each of the following condi-
tions is satisfied for its taxable year--

I V
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"(A) The individual does not, at. any time during siilh
taxable year, own directly any stock in such corporation;

"(B) The individual is not a director or employee and
does not, participate in the nwnagement of such corporation
at any time during such taxable year;

"(C) Not more than 50 percent of such corporations gross
income for such taxable year was derived from royalties,
rents, dividends, interest, and annuities; and

"(D) Such stock in such corporation is not, at apy time
during such taxable year, subject to conditions which sub-
stantially restrict or limit the spouse's right. to dispose of
such stock and which run in favor of the individual or his
children who have not attained the age of 21 years.

"(6) CHILDREN, GRANDCHILDREN, PARENTS, AND GRANDPARENTS.-
"(A) MINOR CHILDREN.-An individual shall be consid-

ered as owning stock owned, directly or indirectly, by or for
his children wiho have not attained the age of 21 years, and,
if the individual has not attained the age of 21 years, the
stock owned, directly or indirectly, by or for his parents.

"(B) AnuLT CHILDREN AND ORANDCHILDREN.-An individ-
ual who owns (within the meaning of subsection (d) (2),
but without regard to this subparagraph) more than 50
percent of the total combined voting power of all classes of
stock entitled to vote or more than 50 percent of the total
value of shares of all classes of stock in a corporation shall
be considered as owningthe stock in such corporation owned,
directly or indirectly, by or for his parents, grandparents.
grandchildren, and children who have attained the age of
21 years.les(C) ADOPTrED cHILD.-For purposes of this wsctioii, a

gally adopted child of an individual shall be treated as it
child of such individual by blood.

"(f) ()TJIER 1)EFINITIoNH ANi 1(ULEs.-
"(1) EMPLOYEE DEFINED.-For purposes of this section the

term 'employee' has the same meaning such tern is given in sec-
26 USC 3306. lion 3306(i).

"(2) O1EHA'mNIo RULES.-
"(A) IN oENFiRA.-Except as provided in subl)aragrapli

(13), stock constructively owned by a person b)y reason of
Ile application of paragraph (1), (2), (3), (4), (5), or (6)
of subsection (e) shall, for purposes of applying such para-
graphs, e treated as actually owned by such person.

"(B) MEBE RS OF FAImLY.-Stock constructively owned by
an individual by reason of the application of paragraph (5)
or (6) of subsection (e) shall not be treated as owned by h1
for purposes of again applying such paragraphs in orler to
make another the constructive owner of such stock.

"(3) SPEc I.\my. ur.-For purposes of this section-
"(A) If stock may lie considered as owned by a person

under subsetiop (e) (1) and under any other paragraph of
subsection e), it shall be considered as owned )y himi under
subsection 1).

"(B) If stock is owned (within the meaning of subsection
(d)) by two or more persons, such stock shall be considered
as owned by the person whose ownership of such stock results
in the corporation being a component member of a controlled
group. If by reason of the preceding sentence, a corporation
would (but for this sentence) become a coinl)onent member of
two controlled groups it shall be treated as8 a eonmponeiit
member of one controlled group. 'The (letermiMtioi as to
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the group of which such corporation is a component member
shall be made under regulations prescribed by the Secretary
or his delegate which are consistent with the purposes of
this part.

"(C) If stock is owned by a person within the meaning of
subsection (d) and such ownership results in the corporation
being a component member of a controlled group, such stock
shalnot be treated as excluded stock under subsection (c) (2),
if by reason of treating such stock as excluded stock the result
is that such corporation is not a component member of a
controlled group of corporations.

"(4) FRAnciIIISED CORPOIIATION.-If-
" (A) a parent corporation (as defined in subsection (c)

2) (A ) , or a common owner (as defined in subsection (c)
(2 (B), of a corporation which is a member of a controlled
group of corporations is under a duty (arising out of a written
agreement) to sell stock of such corporation (referred to in
this paragraph as 'franchised corporation') which is fran-
chised to sell the products of another member, or the common
owner, of such controlled group;

"(B) such stock is to be sold to an employee (or em-
ployees) of such franchised corporation l)ursuant to a bona
fide plan designed to eliminate the stock ownership of the
parent corporation or of the common owner in the franchised
corl)orat ion;

"(C) such planl-
"(i) provides a reasonable selling price for such

stock, and
"(ii) requires that a portion of the employee's share

of the profits of such corporation (whether received as
compensation or as a dividend) be applied to the pur-
chase of such stock (or the )urclase of notes bonds,
debentures or otlier similar evidence of indebtedness of
such franchised corporation held by such parent. corpo-
ration or common owner) ;

"(I)) such employee (or employees) owns directly more
than 20 percent. of the. total value of shares of all classes of
stock in such franchised corporation;

_(E) more than 50 )ercent of the inventory of such fran-
chised corporaition is acquired from members of the con-
trolld group, the common owner, or both ; and

" (F) all of the conditions contained in suhparagraphs
A), (B), (C), (D), and (E) have been met for one-half

(or more) of the number of days preceding the December 31
included within the taxal)le year (or if the taxable year does
not include )ecember 31, the last day' of such year) of the
franchised corporation,

then such franchised corporation shall be treated as an excluded
mneimber of such groul), under subsection (b) (2), for such tax-
able year."

(b) DISAmiOW,\NCE OF SuTRTAx EXEMrI.: 7ON AND ACCUIIULATED
EAmRiNxIs CHmEmT.-Section 1551 (relating to disallowance of surtax 26 use 1551.
exemption and accumulated earnings credit) is amended to read as
follows:
"SEC. 1551. DISAIi.OW)XNCE OF SURTAX EXEMPTION AND ACCUMU-

LATED EARNINGS CREDIT.
"(a) IN GENE iL.-If-

"(1) any corporation transfers, on or after January 1, 1951,
and on or before June 12 1963, all or part of its property (other
than money) to a transferee corporation,
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"(2) any corporation transfers, directly or indirectly, after
Juno 12, 1963, all or lar of its p)roperty (of her than money) to a
tranisferee corporationn Or

"(3) five or fewer individuals whoi are in control of a corpora-
tion transfer, directly or indirectly, after Juie 12, 1963, property
(other than ney) to a transferee corporation,

and (lie t ransferee coi'orat ion was created for tile purpose of acquiring
stich property or was not actively eilgaged in business at. the time of
such acquisif ion, and if after such transfer the transferor or transferors
tile ill contrifol of suchl1 transferce corporation (luring tiny part of the
taxable year of such trainsferee corporation, then for such taxable year
of such triansferee cot oration the Secretary or his delegate may
(except is may be otherwise determined under subsection (d)) dis-
allow the suirtax exemption (as defined in section 11(d)), or the
$100,000 accmullated earnings credit provided in p)aragraph (2) or

'6 USc 535. (3) of section 535(c), unless suich transferee corporation shall estab-
lish by the clear l)rel)onderance of the evidence that the securing of
such exeml)tion or credit was not a major purpose of such transfer.

"(b) CoN'rnOL.-For purposes of subsection (a), the terin 'control'
Il ieallS1--

La' pp. 120,
123.

26 USC 269.

26 USC 802.

"(1) With respect to a transferee corl)oration described in sub-
section (a) (1) or (2), the ownership by the transferor corpo-
ration, its shareholders, or both, of stock possessing at least 80
percent of the total combined voting power of all classes of stock
entitled to vote or at least, 80 percent of the total value of shares
of all classes of the stock; or

"(2) With respect to each corporation described in subsection
(a) (3), the ownership by the five or fewer individuals described
in such subsect ion of stock possessing-

"(A) at least 80 percent of the total eollbied voting
power of all classes of stock entitled to vote or at least 80
percent of the total value of shares of all classes of the stock
of each corporation, and

"(B) more than 50 percent of the total combined voting
power of all classes of stock entitled to vote or more than 50
percent of the total value of shares of all classes of stock of
each corporation taking into accouit. the stock ownership of
each such individual only to the extent such stock oviership
is identical with respect to each such corporation.

For purp)oses of this subsection, section 1563(e) shall apply in deter.
minig tie ownership) of stock.

"(c) AuTjIRInTY OF TlE SECInFrTArY ITXI)Ea ril SEc.iox.-The
provisions of section 269(b), and the auttlority of the Secret ary uder
such section, shall, to the extent not inconsistent with the. lrovisiolls of
this section, be applicable to this section."

(c) TFcnNIc(, A-mENi-DMINTS.-
(1) A"INIMENT OF s5(rlON" 8w2,.--IThe second seieme of

section 802(a) (1) (relating to tax oil life hininiel companies)
is amended to read as follows: "Such ltax shall consist of a normal
tax and surtax computed is provided iM sect iol It 11 s though the
life insurance company taxable income were tihe taxable income
referred to in section 11."

(2) AMENDME-N'T OF 2E(tIOn :20.-Sec'tioll 269(a) (relating to
acqusitions, made to evade or avoid income (ax) is amended 1)y
striking out "then such deductniol, credit, or other allowalnce shall
not be allowed" at the end of the first sentence and inserting in
lieu thereof "then the Secretary or his delegate may disallow Stich
deduction, credit, or other allowance".
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(3) SPECIAL IULE FoR :,2-.03-WEFK YEA..--SeCt ion 441(f) (2) 26 use 441.
(A) (relating to effective date with respect to special rules for
52-53-week year) is Imended by striking out. "liti any case in
vhich the effective date or the applicability of any provision of

this title is expressed in terms of taxable years beginning or end-
ing with reference to a specified date" and inserting in lieu
thereof "In any case iii which the effective date or the applica-
bility of any provision of this title is expressed in terms of tax-
able years beginning, including, or ending with reference to a
specified date".

(4) Subclhapter B of chapter 6 is amended by inserting after
the heading and before the table of sections the following:

"Part I. In general.
"Part I1. Certain controlled corporations.

"PART I-IN GENERAL"
(d) EFFEcrIVE D^Arn.-The amendlnents made by subsections (a)

and (c) shall ap)ly with respect to taxable years ending after )ecen-
ber 31, 1963. lhe aimendnient made by subsection (b) shall apply
with respect to transfers made after June 12, 1963.
SEC. 236. VALIDITY OF TAX LIENS AGAINST PURCHASERS OF MOTOR

VEHICLES.
(a1) PURCUIISEl WrIrIiouT ACruA, NOTICE OR KNoWLj)OE OF

I~i'.-Section 6323 (relating to validity of liens for Federal taxes) 26 USC 6323.
is amended by redesignating subsection (d) as subsection (e) and by
inserting after subsection (c) the folilowg new subsection:

"(dI) lCEii'ION" IN CASE OF MOTOR VEi'iLF .-
"(1) ExcE-rm..-Even though notice of a lien provided in

section 6321 has been filed in the manner l)rescribed in subsection
(t) of this section, the lie shall not be valid with respect to a
notor vehicle, as defined in paragraph (2) of this subsection, as
against any )urehaser of such motor vehicle for an adequate and
full consideration in money or money's worth if-

"(A) lt the time of the purchase the purchaser is without
not ice or knowledge of the existence of such lien, and

"(11) before the purchaser obtains such notice or knowl-
edge, he has acquired possession of such motor vehicle and
has not thereafter relinquished possession of such motor
vehicle to the seller or his agent.

"(2) Dri;rriov o mYolr v-Imc:,F.-As used in this subsec-
t ion, the t ernu 'motor vehicle: neans a self-propelled vehicle which
is registered for highway use under the laws of any State or for-
eign country-,'

(b) LIENS FOR Es'rArE AxN GInr TAXF.-Section 6324 (relating 26 UsC 6324.
to special lien for estate and gift taxes) is amended by adding at the
end thereof the following new subsection :"

"(d) ExC'rrIO IN ,"Ast or MOTOR VFIW:,Lrs.--'rhe lien imposed
by subsection (a) or (b) shall not be valid with respect to a motor
vehicle, as defined ill section (323(d) (2), as against, any purchaser of
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such motor vehicle for an adequate and full cousideratio, in money
or money's worth if-

"(1) at the time of the purchase tie purchaser is without notice
or knowledge of the existence of such lien, and

"(2) before the purchaser obtains such notice or knowledge, he
has acquired possession of such motor vehicle and has not fiere-
after relinquished possession of such motor vehicle to the seller or
his agent."

(c) CLERICAL AMENDMENTS.-
26 usC 6323. (1) Section 6323(a) is amended by striking out "subsection

(c)" and inserting in lieu thereof "subsections Cc) and (d))".
26 USC 6324. (2) Section 6324 is amended by inserting after "subsection (c)

(relating to transfers of securities)" in subsections (a) and (b)
the following: "and subsection (d) (relating to purchases of
motor vehicles) ".

(d) EFFECTivi DATEs.-The amendments made by this section shall
apply only with respect to purchases made after the date of the enact-
nient of this Act.
SEC. 237. EXCLUSION OF EARNED INCOME OF CERTAIN UNITED

STATES CITIZENS WHO ARE RESIDENTS OF FOREIGN
COUNTRIES.

(a) REDU O N OF LxmTATIoN.-Subparagraph (B) of section
'6 USC 911. 911(c) (1) (relating to limitations on amount of exclusion) is amended

by striking out "$35,000" and inserting in lieu thereof "$25,000".
(b) EFFECTIvE DATE. --The amendment made by subsection (a)

shall apply to taxable years beginning after December 31, 1964.
SEC. 238. LOSSES ARISING FROM CONFISCATION OF PROPERTY BY

CUBA.
26 USC 165, Section 165 (relating to losses) is amended by redesignat iing subsec-

tion (i) as subsection (j) and by inserting a after subsection (Ih) the
following new subsection:

(i) CERTAIN PROPERTY CONFISCATED BY CuA.-For l)ir)oses of
this chapter, any loss of tangible property, if such loss arises from
exprol)riation, intervention, seizure, or similar taking by the govern-
ment of Cuba, any political subdivision thereof, or aniy agency or
iustrummintalityof the foregoing, shall be treated as a loss from a
casualty within the meaning of subsection (c) (3)."
SEC. 239. CREDIT OR REFUND OF SELF-EMPLOYMENT TAX.

nte p. 111. Section 6511 (relating to limitations on credit or refund) is amended
by adding at the end of subsection (d) the following new paragraph:

"(5) SPECIAL PERIOD OF LIMITATION WIT! RESPECTP TO SELF-
EMPLOYMENT TAX IN CERTAIN CA8sFS.-If the claim for credit or
refund relates to an overpayment of the tax imposed by chapter 2
(relating to the tax on self-employment income) attributable to
an agreement, or modification of an agreement, made pursuant to
section 218 of the Social Security Act, (relating to coverage of
State and local employees), and *if the allowance of a credit or
refund of such overpayment is otherwise prevented by the oper-
ation of any law or rule of law other than section 7122 (relating
to compromises), such credit or refund may be allowed or made
if claim therefor is filed on or before the later of the following
dates: (A) the last day of the second year after the calendar
year in which such agreement (or modification) is agreed to by
the State and the Secretary of Health, E'ation
or (B) December 31, 1965.O E c iin Welfare,
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SEC. 240. EXTENSION OF TIME FOR PAYMENT OF ESTATE TAX ON
VALUE OF REVERSIONARY OR REMAINDER INTEREST IN
PROPERTY.

(a) EXTENSION UNDER 1954 CoD.-Section 6163(b) (relating to 26 Usc 6163.
extension of time for paying estate tax on value of reversionary or
remainder interest in property to prevent undue hardship) is amended
by striking out "not in excess of 2" and inserting in lieu thereof "or
periods not in excess of 3".

(b) EXTENSION UNDER 1939 CoDE.-Section 925 of the Internal
Revenue Code of 1939 (relating to periods of extension of time for 53 Stat. 140
paying estate tax attributable to future interests) is amended by
striking out "not in excess of 2" and inserting in lieu thereof "or
periods not in excess of 3".

(c) EFForivn DATE.-
(1) The amendment made by subsection (a) shall apply inI

the case of any reversionary or remainder interest only if the time
for payment of the tax under chapter 11 of the Internal Revenue
Code of 1954 attributable to such interest, including any exten-
sions thereof, has not expired on the date of the enactment of
this Act.

(2) The amendment made by subsection (b) shall apply in
the ease of any reversionary or remainder interest only i7the
time for payment of the tax under chapter 3 of the Internal
Revenue Code of 1939 attributable to such interest including
any extensions thereof, has not expired on the date of the enact-
ment of this Act.

Title III-Optional Tax On Individuals; Collec-
tion Of Income Tax At Source On Wages

SEC. 301. OPTIONAL TAX IF ADJUSTED GROSS INCOME IS LESS THAN
$5,000.

(a) OIrONAL T,%x.-Section 3 (relating to optional tax if adjusted 26 Usc 3.
gross income is less than $5,000) is amended to read as follows:
"SEC. 3. OPTIONAL TAX IF ADJUSTED GROSS INCOME IS LESS THAN

$5,000.
"(a) TAXABLE YEARS BEGINNING IN 1964.-1I lieu of the tax

imposed by section 1, there. is hereby imposed for each taxable year
beginning on or after January 1, 1964, and before January 1, 1965,
on the taxable income of every individual whose adjusted gross income
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for such year is le,,s tliin $5,000 and who ]I1Is elected for such year to
lay thO tax iMPOSed l)y this SeCtiOl', a1 tax HS follows:

"Table I-Single Person-NOT Head of Household

'Taxable Years Beginning in 1964

If adjusted poue And the number of If adjusted grown And the number ofezemptions I*-
income I1-- exemptions s- Income Is-

AI
least

$0
900

950
925

1,025
1,050
1,075
1,100
1,1251,150
1,178
1,200
1,225
1,250
1,275
1,300
1,325
1.350
1,378
1,400
1,425
1,450
1,475
1,500
1,525
1,550
1,875
1,600
1,625

1,678
1 ,700
1,725
1, 750
1,775
1,800
1,825
1,850
1.875
1,900
1, 9251,950
1,975
2,000
%025
2,050
2,078
2,100
2,125
2,150
2,175
Z.202, H,,)
2,225
2,250
2,278
2,300
2,328
2,350
2,378
2.400
2,428

Bu I less
than

$900
925
o9o
975

1,025

1,078
1,1001,125
1,150
1,175
1,200
1,225
1,260
1,275
1,300
1,325
1,350
1,375
1,400
1,425
1,450
1,475
1,500
1,5251,550
1,575
1,600
1,625
1,650
1,675
1.700
1,725
1,750
1,7751,800
1,825
1,850
1,878
1,001,.925
1,950
1,976
2,000
2,025
2,050
2,075
2,100
2,125
2,150
2,175
2,200
2,225
2,250
2,278
2.300
2,325
2,350
2,375
2,400
2.426
2,450

1i 2 3 4 or~
more

The tax In-

At I
least

$2,450
2,478
2,800
2,525

2,575
2,60
2,625
2,650
2,675
2,700
2,725
2,750
2,775
2, 800
2,825
2.850
2,875
2,900
2,92
2,950
2,975
8,000
3,050
3,100
3,150
3,200
3,250
3,300
3,350
3,400
3,450
3. 60
3,550
3, &50
3,600
31, 650
3.700
3,750
3.800
3, 850
3,900
3,950
4,000
4,050
4, 100
4,150
4,200
4,250
4,300
4,350
4,400
4,450
4, 50
45504, 600

4,650
4,700
4,750
4,800
4,850
4.900
4.9M

1121 45

Thi

lut lea
than

$2, 475
2,500
2, 25
2,850
2, 875
2,600
2,625
2,650
2,675
2 ,700
2 ,725
2,750
2,778
2,800
2,825
2,850
2,875
2,900
2,925
2,950
2,975
3,000
Z.050
3,100
3,150
3,200
3,250
3,300
3,350
3,400
3,450
3,600
8, 550
3,600
3, 6,0
3,700
3,750
3,800
3,850
8,900
3,950
4,000
4,050
4,100
4,150
4.200
4.250
4,300
4,3M
4,400
4,4 0
4,600
4.550
4,600
4,650
4, 700
4,750
4,800
4,850
4,900
4,950
5,000

%21 $140 $26
144 30

270 148 34
278 152 38
279 150 42
284 150 48
288 155 50
293 169 54
297 173 58
302 178 62
306 182 60
311 187 70
315 191 74
320 195 78
324 200 82
329 204 86
333 208 0
338 213 94
343 217 99
348 222 103
353 226 107
358 230 111
3M5 237 117
374 246 125
393 255 134
392 264 142
401 273 150
410 282 158
419 291 167
428 300 176
437 309 184
446 318 193
455 327 202
464 336 211
473 345 219
482 355 228
491 365 237
500 378 246
509 38 255
518 395 264
827 405 273
53 415 282
5.45 425 291
&M 434 300
563 443 309
872 452 318

581 481 327
590 470 336

99 479 345
608 488 455
617 497 8
626 506 378
655618 385
644 524 395
6 5 33 408
662 842 418
671 551 425
680 560 435
689 809 448
626 578 455
707 587 465
716 590 478

etax Is-

$0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 00 0
0 00 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
6 0
0 0
4 0

12 0
50 0
28 0
36 0
44 0
82 0
60 0
68 0
76 0
84 092 0

101 0
109 0
117 4
125 12
134 20
142 28
150 36
158 44
167 52
178 60
184 65
193 76
202 84
211 92
219 101
228 109
237 117
246 125
255 134
204 142
273 150
252 158
291 167
300 176
30W 184
318 193
327 202
336 211

so
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
00
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0

0
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"Table II-Head of Household

"Taxable Years Beginning in 1964

If adjusted gross And the number of IfadJusted gross And the number of exemptions Is--
Income Is- exemptions i- Income Is-

11 2 13 14or I 1121314 5 6 1o
At But less more As Iu'.eG8 mor

least than I leut than I

The tax I&- The tax Is-

00

, M
925950
975

1,075
,100

1,125
1,150
1,1751,500
1,225
1,2501, 275
1,300
1.325
1,350
I, 375
1,400
1, 425
1,450
1,475
1,500
, 52S1,50

1,5751,600

1,025

1 6751,700

1. ':60
1, 775
1,100
1,825
1. 8w
1,875
1, 00

2,000
1025
1 050

2,076
2100
2128
2,180
2 ,175

22,200
2,228
2,260
2,278
2,800
2.828

2.400
2,425

$900925
910
975

1,000
1,025
1,050
1,075
1,110
1,1251,110O
1, 1751,200
1,225
1,20
1,2751.300
1,325
1,350
1,375
1,400
1,425
1,450
1,475
1,500
1,525
1,8.50
1,575

1,675
1,700
1,725
1,710
1,775
1,800
1,826
1,810
1, 875
, O00

1,025
1,950
1,975

2025
2,050
2,075

2,125

2.140

2.17
S20

2,225

2,800
2,325
2,5S0
2,875

2,421
%,4M

$2,450
2,4752,5 00
2,6252,510
2,575
2,00
2,625
2,650
2,675
2,700
2.725
2,750
2,7752,800
2,8252,850
2,875
2,900
2,92, 9W2.90
2975
3000

3,.100
': 150
5,200
3,250
3.w0
3,400
8,460
3,00

3.600
8,660
8' 700
8.780
0.800
3.850

4,000
4,010
4,100
4,150

4, 2Xw4,800

4,310
4.4004. 48 0

4800
4,810

4,700

4,610
4,700

4, 7W4,810
4,900

$,475
2,100
2,525
2,510
2,575
2.600
2,625
2,6.50
2,675
2,700
2,725
2,750
2,775
2,800
2,822,850
2,875
2,900
2.= ,
2,925
2.975
3.000'.050
8.10

3,2503,1008,110

8,4008,410
3,500
8,5M0
8,60

8,610D

11.700

4,100
4,30

4,30
4.00
4,180
4,280
4, 5M

4.600

4700

4,800
4,810

000

29-346 0 - 64 - 8
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"Table III-Married Persons Filing JOINT Returns
'-raxable Years Beginning in 1964

adjusted gross And the number of If adjusted gros And the number of exemptions Is-
Income Is- exemptions Is-- Income I--

2 1 a I 4cr zi S al 5
Alleast Buttess more Atteast Butless m

than _ _ _ _than I. ... .

The tax Is- The taxIs-

I, ow
I0
1,65
1,7001.825
1,725
1,760
1,775
1,800

1,825
1,880
1,875
1,900
1,9028
11980
1,975
2.000
2.025
2.080
2,075
2.100
2,125
2,180
2,175
2,200
2,225
2.250
2276
2,300
2,325
2,180
2,375
2,400
2,425

2-50

2,4752,60
2,825
2,650
2,675
2,700
2,725
2,780
2.775

$1,600
1,8516501

1,875
1,700
1,725
1,750
1,7751,800
1.82a
1,8801.875
1,900
1,9258
1,950
1,975
2,000
2,025
2,080
2.076
2,100
2,125
2,180
2.175
2,200
2,225
2,250
2.275
2.300
2,328
2,50
2,375
2,400
2,425
2,450
2,475
2,800
2,5252,560

2,68012,575
2,800
2,825
2,650
2,675
2.7002,7252. 7n5
2,780
2.775
2,00

$2,800
2,825
2,850
2,875
2.9002,925
2.,50
2,075

3.080
3,100
8.1200
3.2 0
8,2800
3.300
3,380
31400
3,480
3,8003,50
3, No

3,780
3,7800

3. 8003,8003,900
3,950
4,000
4,050
4,100
41100
4.200
4.250
4,300

4,380
4,400
4,480
4,800

4.6,504.700
4,50

4,8N0

4.&50

4.980

$2,8252.850
2, 875
2,9002.925
2,98
2.9753000
3,080
3,100
3.180

3.8003,280

3,400
3,450

3.f50

3. 660
3,700

3, 780
8,800

3,8503,700
3,700

4,000
4,050
4,100

4,150
4,200
4.280
4,300
4,880
4,400
4,480
4.500
4. 50
4.600
4,6.50
4,700
4,70
4,800

4,900

5,000

$0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0 0
0
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"Table IV-Married Persons Filing SEPARATE Returns
"10 PERCENT STANDARD DEDUCTION

"Taxable Years Beginning In 1964

IXdjusted And the number of If Adjusted And the number ofexemptions to-

rs Income 66- exemptions fa- gross Income i-

At Blut t 2 a34cor A' eut 1 a 4 B 5 6 7 1 8or

least left moe l~ low more

The tas W- The lax Is-

$0
676

780
776

850
876
00

P26
950

1,050
9, 75

1.100
1,03

1,151,176
1,200
1,225
1,250
1,275
1,300
1,25

1,35
1,376
I,400
1,425
1,450
1.475

1,600
1,626

1,6501,00

1,76
1,70
1,750

1,772

1,80

1,876
1,900
1,92
1,90

1,976

1,076

2,12

1,76

2,800

2,21
2,276

$676
700

750
776

00875
76

9,00

925
950
976

1,000
1,025

1,076
1,100
1,126
1.150
1,176
1,200
1,226
1,250
1,276
1, 30
1,326
1,360
1,376
1,400
1,425
1,450
1,476

1,60

1,626
1,660
1,6765

1,6

,76
1,776
1,800

1850

2,000O
2,026

2,076
2,100

2176
2200

2260

2,00
M,2

$2,326

2,3756

2,426
2,476

2,626

2,6W0

2,676
2,70D
2,726
2,750
2,776
2,800

2,826,

2,900

2,950
2,975

3,050
3,100
6,150
3.200
8,260
6,300
3,350
3.400
3,450
3,600

3,600
3,66
3,700
3,760

3,950
4.000
4,050
4100

4,200

4,300
4,450
460

,6w0
4700
4760

4,800
4,650
4,900D
4,950

,376

2,450
2,476
2,600
2,626

2,676
2,600
2,626
2,660
2,676
2,700
2, 726

2,776
2,800
2,826

2,876

2,926
2,950
2,976
8.000
3,050
3,100
3,150
3,200
3,250
3,100

3,400
3450

3,600
3,65
3,700
3,750

3,850
3.900

4,000
4,060
4.100

4200

4 , 36
4,400

4,460
4,600
4,6W0

4,700
4,760
4.800
4,3850
4,900
495
6,0N0
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"Table V-Married Persons Filing SEPARATE Returns
"MINIMUM STANDARD DEDUCTION

"Taxable Years Beginning in 1964

If adjusted And the number of Ifadjusted And the number of exemptions Is-
groas Inoome Is- Iexemptlous I*- 1grom Income

at825
sm860
875
900
925
9o
975

1,000
1,0251,08)
1,0751,100
1,125
1, 160
1,175
1,200
1,225
1, 260
1,275
is a0
1,3251,580
1375
1,400
1,425
1,801,475

1,525

1,5751
1,000

1,675
1,700
1,725I,760
, 775

1,800

1,880
,875

1,900

1,950
1,978
2,000
2,025
2,08
2.078
%.100
2,125
2,180
%,176
2.200

2, 260

2.360
2,878

The tax Is--

$W0
826

878

2S5

978
1.000

1,078
1,100

1,178

1,225
1,260
1,278
1,300

1,400
1,428
1,480
1.475
1,800

1,8251
1880

1,000
1,725

1,800

1,860
1,878
1,900
1.92
1,980
1,9782. O00
2,025
2,060
2078
2100
2125
2160

2,175
2.200
2,225
2,260
2,278
2.300
2. 525
2,50
2.875
2,400

At
toat

1 31 1 4dor
More

The tax ta-

At But
least Ites

than

$2,400
2,428

2,475
2,600
2,625
2. 75
2,678

2,60
2, 825
2,880
2,875

2,72O

2,725
2780
2778I

2, ,0

2,878
2, 86
2,878
2,206
2, 9W
2,978
8.000

8,100
3,160
3,200
8,20
3,380
8,400

,L 7410

15800
8600
3,00
,700

5,780
5800

8, 80

4000
4060
4100

4,180
4.200
4,260

4,560
4.400
4,480
4,600
4,860
4,600
4,880
4.700
4.780
4,800
4.8W0
4.900
4. 9W

$2,425
2,450
2,478
2,600
2,828
2,880
2, 675
2. 80

2,628
2, 6O
2,675
2.700
2, 728
2,780
2,778
2,800
2,825
2,86o
2,875
2, 0
2,925

2, 980

2,978
8,000

&050

,100

4150

3, 100
3,26

8,800

a,8 00

8360
8,400

5,00

4,600
4050

3, IN)
8,760
8,800

4.300

4,00
4,40
4.100

4,180
4,700
4,260
4,800
4.580
4,460
4,8000

- 1 11 - ......

s1o so
0 o
o o
o 0
o 0
o 0
o 0
o 0
o 0
o 0
o 0
o 0
o o
o o
o 0
o 0
o 0
o 0
o 0
o 0
o o
o 0
o o
o o
o 0
o 0
o o
o 0
0 o
0 o
0 0
0 o
0 0
0 0
0 o
o 0
o o
o 0
o o
o 0
0 o
o 0
0 0
o 0o o
o o
o o
o o
0 0
o o
o 0
o o
o 0
o 0
o 0o o
0 0
o 0o: o
4 0

12 0
20 0
28 0
18 0

44 0
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',(b) YI.%ma, YEA.RK BE:G l,,'i. No Avri.it)C31 I 1 1964.-111

lieu of tei tax inl)osed by section 1, there is hereby imposed for each
taxable year beginning after I)ecenber 31 1964, on the taxabh
income of every individal wlose adjusted gross income for such
year is less lni $5,000 and who has elected for swht year to pay the
tax imposed by this section a tax as follows:

"Table I-Single Person-NOT Head of Household
"Taxable Years Beginning After December 31, 1964

1 adJusted gross And the numb" of If adjusted gross And the number of exemptions te-
Income Is- exemptions Is- Income tr-

or T a 3 4 1 a 7or
At Butles 1o2 3 A Dutiless morele~t than Ilearn tha

The ta to- The ta It.-

$0$0 $0o$ $0 $2,480 $247 S $12 423to60 to $0
2 0 0 0 2,475 2. 00240128 0 0 0 0

925 930 8 0 0 0 2,800 2.82 2 2 30 0 0 0 0
W3( 978 9 0 0 0 2,82 2,880 248 138 83 0 0 0 0
978 1,000 12 0 0 0 2,830 2,8753 8 87 0 0 0 0

1,000 1,02 16 0 0 0 2.875 2,00 714 40 0 0 0 0
1,02 0 1,00 9 0 0 0 2,000 2,2S 2 147 44 0 0 0 0
1.00 1,075 23 0 0 0 2,625 260 026 18147 0 0 0 0
1,078 1,100 26 0 0 0 2,680 2678 20 18 1 0 0 0 0
1,100 1,128 80 0 0 0 2,875 2,700 2748984 0 0 0 0
1,28 1,150 83 0 0 0 2,700 2,725 278 68 0 0 0 0
1,150 1,178 37 0 0 0 2,72 2,750 282 67 1 0 0 0 0
1,178 1,200 40 0 0 0 2,780 2,778 287 171 65 0 0 0 0
1,200 1225 44 0 0 0 2,775 2,800 2 117 8 0 0 0 0
1,226 1,047 0 0 0 2,800 2,832 M 17 72 0 0 0 0
1,230 1:278 81 0 0 0 2,82 ,80 299 183 76 0 0 0 0
1,275 1,800 84 0 0 0 2,80 2,875 I 18 79 0 0 0 0
1,300 1,32883 0 0 0 2,878 2,900 l 1 83 0 0 0 0
1,328 1,30 61 0 0 0 2,900 2,928 12 9 87 0 0 0 0
I,8n0 1,375 6 0 0 0 0 2,25 2,950 317 199 1 0 0 0 0
1,878 1,400 88 0 0 0 2,90 .2.975 22 203 94 0 0 0 0
1,400 1,425 72 0 0 0 2,978 8,000 27 207 98 0 0 0 0
1,425 1,40 76 0 0 0 8,000 8,050 33 218 104 4 0 0 0
1,450 1,47 79 0 0 0 3,050 ,100 42 22 111 11 0 0 0
1,475 1,00 83 0 0 0 8,100 8,10 0229 119 18 0 0 0
1,800 1,28 87 0 0 0 8,860 8,200 3 238 126 o 0 0
1,256 1,880 91 0 0 0 3,200 3,20 8 24 134 32 0 0 0
1,880 1,875 94 0 0 0 3,20 8,30087 258141 39 0 0 0
1,878 ,0 98 0 0 0 3.800 8,330 3 2 149 46 0 0 0
1,800 1,625 102 2 0 0 3,80 8, 400 893 272 187 3 0 0 0
1,628 1,0 108 8 0 0 3,400 8450 402 28 18 0 0 0 0
1,680 1,675 109 9 0 0 8.40 8,00 410 28 173 67 0 0 0
1,8678 1,700 113 12 0 0 8.80 8,W419297181 74 0 0 0
1,700 1,728 1 1 0 0 3 O 8,000 42790 189 81 0 0 0
1,725 1,70 121 19 0 0 ,o0 3,M30 31 197 89 0 0 0
1,730 1,77 124 23 0 0 3,030 370 "44 20 96 0 0 0
1,775 1,B8128 2 0 0 8,700 370 43 133421 104 4 0 0
1 ,8I0 182 132 30 0 0 8,730 3 800 4 234221 11 0 0
1,82 I8 1308 83 0 0 8,800 880470 8 229 11918 0 0
1,830 1875130 37 0 0 3,80 8, 900 47982238 126 25 0 0
1,873 1000143 40 0 0 ,900 8,9048772246 184 82 0 0
1,900 1,5147 44 0 0 3,910 4,000 49381 255141 89 0 0
1,928 ,9 181 47 0 0 4,000 4050 090 263 149 48 0 0
1,90 1,975 15 61 0 0 4.010 4,1001 99 272 157 83 0 0
1,978 2.000 189 64 0 0 4.100 4,150 821407280 80 0 0
2,000 2,028 8 68 0 0 4,180 4.2008 41 289 173 67 0 0
2,05 20360 167 61 0 0 4,200 4,280 U 424297 181 74 0 0
2,010 2.078 171 8 0 0 4,260 4,300 8474 330189 81 0 0
2,078 2,100 178 68 0 0 4.300 4,30 8442318 197 89 0 0
2,100 2,12 179 72 0 0 4.,3O 4.400 8 480 324 205 906 0 0
2,128 2,150 183 76 0 0 400 4,430 878 439 834 218 104 4 0
2,180 2,175 187 79 0 0 4,430 4,800 381 407 848 221 111 11 0
2,178 2,200 191 83 0 0 4,800 4,80890478 3 2 91 18 0
2,200 2,223 195 87 0 0 4,80 4,800 4432238 126 28 0
2,228 2,20 199 91 0 0 400 4.650 07493 72246 184 82 0
2.250 2,275 203 94 0 0 4,0 4,700 1 80181 5 141 89 0
2,278 2,00 207 98 0 0 4,700 4. ?O 024 81091 8 149 4 0
2,300 2,32 211 102 2 0 4,730 4,800 88381400 72 17 83 0
2,323 2,8350 218 106 5 0 4,800 4,80 041 27410 20 1880
2,80 2,75 219 109 9 0 4,860 4o0060U6 419 289 173 7 0
9,878 2,400 223 113 12 0 4,000 4.90 88 4429 297 18174 0
2,400 2.423 227 117 18 0 4,930 8,0 807 M3 438 800 1 1 0
2,425 2,430 281 121 19 0
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-118-

"'ruble 1I-lenid of Household
"Taxable Years Ileginnitig After December 31, 1964

If adjusted tosintemc Ia- And the number otexesuptions I&-

112 ii MotoAt
least

February 26, 1964

926
900
gi5

1,000
1,028
i,080
1,075
1,100
1,126
I. 175
1,176
1.200
1.223
1,260
1,275

1,326
1,380
1,376
1,400
1,425
1,450
1, 4?8
1,500
1,625I'm0
1,575
1,600
1,620
1,0I.671%
1,700
1,725
1.750
1,775
1. FM1,825

1,875
LW
1,923
1,950

2."2
2.020
&i075
2. 100
2,12

2,110

2,176
1, X8n
2, 22l5

2, 4212.82

2,310
t,376

2. 42.5

Iut lev
than

976
1.000
1, OWi.1,050
1,078
1.100
1,126
1,120
1.176
1,200
1,226
1,250
1.276
1,300
1,326
1,380
1,375
1.400
1,425
1.501,476
1,00
1, A26

1,576

1,625

1,725

1,776
1.8001: SM:

1,8

1.926I. 9Wl.
1,976
2.000
2.025

2, 075
2.100I

2.125
2.11,20
2,120
X,176
&.30

2.260
2.976
2.300

1.876
&.400
2,426
2.4 0

-. i. - - --
The tax I*-

And t. number or Itadiustod Con
exomptlons Is- Ineme I*-

more At HUI leta
Ieaa I than

Tbe tax le-

$0 $0 So $0 $2,450 $2,478
2 0 0 0 V,476 2,500
a 0 0 0 2,500 2,525
9 0 0 A 2,25 2,5MO
12 0 0 0 2,0 2,575
16 0 0 0 2, 7, 2,800
t1 0 0 0 2,000 2,823
23 0 0 0 2,025 2,850
26 0 0 0 2,850 2,675
30 0 0 0 2,7 2,700
83 0 0 0 2.700 2.723
37 0 0 0 2.7 73 -, 50
40 0 0 0 2,750 2,775
44 0 0 0 2,775 2,800
47 0 0 0 2,800 2,826
At 0 0 0 2,825 2,850
84 0 0 0 2,850 2,876
8 0 0 0 2,876 2,900
8l 0 0 0 2. 900 292

0 0 0 2,923 2. 9W
68 0 0 0 2,90 2, 975
72 0 0 0 2 976 3,000
75 0 0 (1 3,000 3,W1
79 0 0 0 3, 00 3,100
82 0 0,' 0 3.100 3,150
88 0 0 0 3,150 3,200
89 0 0 0 3,200 3,250
93 0 0 0 3,250 3.300
98 0 0 0 3, I0O0 3,30
100 2 0 , 3,3,0 3,400
103 5 0 0 3,400 3,450
107 9 0 0 3,450 3,800
110 I1 0 0 3,500 3 ,01
114 16 0 0 3,5,0 , 0O
117 1 0 0 3,00 3,850
121 23 0 0 3, M 3,700
124 26 0 0 S.,00 3,75,0
126 30 0 0 3,750 3,900
181 33 0 0 3,800 3,8 0
135 37 0 0 3.,0 3,000
136 40 0 0 3,00 3,950
142 44 0 0 3,950 4.000
146 47 0 0 4,000 4.00
150 51 0 0 4,050 4,100
154 M 0 0 4,100 4,150
168 M5 0 1) 4,150 4,200
1,2 ,1 0 0 4,200 4,250
188 85 0 0 4,,= 4,300
170 8 0 0 4,300 4,30
174 72 0 0 4. 3 .04400
178 76 0 0 4,400 .,450
182 79 0 0 4,4,0 41600
188 82 0 0 4,500 4,650
190 88 0 0 4,580 4,800
104 8 o 0 0 4,8M 0 4
198 93 0 0 4.8&0 4. 00
202 o 0 0 4,700 4 , 750
30 100 2 0 4,750 4.800
10 1031 a 0 4,NO 4,10
214 107 I9 0 4,M0 4,900
218 110 1 2 0 4.900 4,980
222 114 18 0 ,90 5.000
8 III 19 o

$0
0
0
0
0
0t)
0

0
0
0
0
0
0
0
0
0
0
0
0
0
0
o
0
o
0
o
o
0
0
0
0
0
0
0
0
0
o
0
o

00

0
0

0
o
0
0
0
0
0
0
o
0

0

0
0
0

o
0
0
0

0
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"Table III-Married Persons Filing JOINT Returns

taxablee Years Beginning After December 31, 1964

If adjusted grse And the number of If adJusted gre And the number of exemptlons Is-
Income 1.- ezemptlon I-- nome le-

At least tull.n. more At leaat But lem
than t-an

The u-. The tuth--

$0
1:6281,825
1, 6,W1,670

187501,700
1,728

1,700

1,778

1.8281,330
1, 878

lom
2,:0001, 973

2.02
2,00
21,078
2,100
2,128
2,17h

2, 0
2,25

2,278
2,300
23

,378
2400
2428

2,480
2,478

I'm

2,800
2,330

2,600

2,70
Im72

$1,800
1,628
1,8801,1115
1,700
1, 7641,780

1,778
1,600
1,8281,880
1,378
1920
1,928
1,90
1,976
2,000
2,028
2,080
2,075
2,100
2,180
2,178
2,200
'2232,.280
2,278
2,300
23U

, 328

2,380
2,378
2,400
2,423
2,480
2,478

2,00
2,6286

2,673
2,700
2,723
2,780
2,778
&W.0

$2,823

2,875
2,000
2,923
2,900
2,978
3,000
8,080I V
3,150

3.200

3,400

8, 4.q

3,80
3,703,880

3,980
4,1900
4,180
4,880
4,800
4:400
4,450

4,8
.90o

4,700
4,7804k8W

4, U*4.900
4,900

2,878
2,go0

2,978

8,1000
3,10

3,200
3,28a'800

8,400

3,800

8,700

3, 7
3.880
1,W

4,080
4,100

4 , 15
4,400
4,45

400
4:850
4,880

4700

4, am
4,880
4,2950
4,980O

$172
178
179
183
18?
191
194
198
204
211
219
226
234
241
249
26
24
271
279286

310
S38
326
334
342
3U0
8

872
879
3$5
3W4
401
408
415
422
430
437
444
481
49

467
474
49
49

78
79
82
86
89

98
102
109
110
123

IO137
144
II
159

174
1|1

189
108
204
211
219

2,"934
241
249

2M
271
279
W11

A02
310
318
328
&14
842
ASO

308
374
352

so
0
0
0
0
0
0
0
4

18
18
25
32
39
46
83
?

85

96
102
109
lie
123
130
137
144
181
159
108
174
181
189
196
204
211
2109"
234
241
249

"4
271
279

$0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
0
4

18
28
32
39
48
83
60
0%7
74
81
83
98

102
109

to
123
130
137
144
11

Ho

2o
174
l8i

km , .... ....
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"Table IV-Married Persons Filing SEPARATE Returns

' 10 PERCENT STANDARD DEDUCTION

"Taxable Years Beginning After December b1, 1964

If adjusted And the number of If adjusted And the number of exemptions Is-
gros Income Is- exemptions is- gross Income Is-

.2 3 4 .or 2 1218 4 I I 6 7I I8or
At But more At But more

least les least tes
than than!

The tax In- The tax I-

$0
676
700
726
750
77A
80o
826
875
goo

925
950
97.

1,000
1.0251,050
1,076
1,100
1,126

3,175
1,200
1.2253.20
1.275
1,300
1.325
1.350
1,375
1.400
1,425

1.4751. No
1.525

1.8783.600
1.625
3,650
1,675
1,700
1,728
1,750
1.774
1,800
1,825
1,850
1,8751,800
1,925
1,950
1.975
2,000
2,028
2,0601
2,078
2.oo
2,125
2,10
2,175

2,50
2275
2.80

$876
700
725
7
775
800
825

875
900
925950
975

1,000
1:.02f6
1.050
1,075
1.125

I,1252,150
1,176
1,200
1,2251,2.50
3. 275
1,300
1,325
1, 376
1.400
1.425
1.450
1.475
1, WI
1,825
1.675
1. M 0
3,625
1,850
1,67
1.7001, 728
1,750
1,778
1,800
1.82

1,878
1,925
1,950
1,975
2.0002,028
2.0502.078
2,100
2123
2,10
2.175
2.20O2.225
2.260
2, 275
2,2002. 328

$2,326
2,850
2.375
2,400
2,425
2.450
2.475
2. 00
2.525
2,615
2.575
2.600
2.625
2.850
2,675
2,700
2.725
2,750
2,775
2.800
2,825
2,850
2, R75
2.900
2.9,282,95
2,975
3.000
3.60
3.100
3,160
3,200
3.250
8,300

3,350

3,400
3.450
3.5W0
3,650
81000
3,80
8.700

3.7 50

8,850

3,9003
8.950
4,O0W
4,060

4,100
4,2D0
4,250
4,800

4.350
4,400

4,450

4,400
4,450

4.800
4,850
4.700
4,750
4.8R01
4,850
4,00
4,950

$2. 350
2,37b
2,400
2,425
2.450
2.475
2.800
2,625
2. &50
2.5752, 800!
2,825
2.650 I
2,675
2.700
2.725
2.750
2.775
2,8002.625
2.80
2.875
2. k0
2.925
2,950
2.975
3.000
3,050
3.100
3,150
3.200
8.250
3,.003.350
3,400
8,450
3,.0

3,00

3,700
3.700
3,8W03,900

3,950
4.000
4,050
4,500
4,150
4.200
4.250
4,3004,80
4,4004. 80
4,600
4,8.504,50

4,600
4. 700
4.7504,800
4,.8504. SW
4.950
4,00
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"Table V-Married Persons Filing SEPARATE Returns

"MINIMUM STANDARD DEDUCTION

"Taxable Years Beginning After December 31, 1984

Ifadjusted And thenumber of If adusted And Um number oftusuatlons l-
rg. Income Is- exemptions t.- gross Income Is-

At na o re At But ml~ ~ o r e
l a t l wleat less I 1 1 1

Soon .....

The u Is-- - The t"a 10-
. ... ~ $ . 0 ,

SO8$0

825
85O
878
900
928
9W0
978

1,000
1,028
1,050
1,078
1,100
1,125
1150

1, 175
1,200
1 2281,2,50
1, 278
1.300
1, 3261,850
1, 376
1,400
1,425
1,450
1, 478
1,800
1,828
1,8501,8b76
1,800
1,628
1, o0
1,676
1,7001,728

1,778
1,800
1,828
1.880
1,878
1,9001,928

1,978
2.000
2,028
2:,00
2, 078
2,100
2,126
2,180
2,178
2,200
2,228
2,280
2,2752,300
2,328

2.878

$900
828
88
878
900
928
980
978

1,000
1,028

1078
1,100

1,80
1,178
1,200
1,223
1,280
1278

1378
1,400
1,428
1,48
1,476
1,800
1,828

1,680
1678

1,700

1,7781,800

1,878
1,900
1,928

1,978
2,000
2,028
2,080
2,078
2,100
2,.128
2,180
2,178
2,200
2,228
2,280
2,278
2,300

2,380
2,378
2,400

$0 0
2 0
a 0
9 0

12 0
18 0
19 0
23 0

26 0
00

33 0
37 0

40 0
44 0
47 0
81 0
84 0
88 0
61 0
68 0

72 0
76 0
79 0

83 0
87 0
91 0
94 0
98 0

102 2

118 12
117 16
121 19
124 23
128 26
132 30
136 33
13 37
143 40
147 44
181 47
188 61
289 84
183 8
167 61
171 68
178 8
179 72
188 76
187 79
191 83
196867
199 91
203 94
207 98
211 102
218 108
219 109
223 113
227 117
231 121
238 124
240 128

$2,400
2,428
2,450
2,478
2,800
2,828
2,80
2,87
2,800
2,828
2,680
2,678
2, 700
2,728
2,750
2,778
2,60
2,82
2,88
2,878
2,900
2,928
2,950
2,978
3,000
3, 0
3,100
3,180
3, 200
3,280
8300So
3,350
3, 400
3,480
8,800
3,880
3,8O0
3,680

3700
3,780

3, 00
3880

3,9O0
8,98

4,000
4,080
4,100
4,180
4,200
4,280
4,0
4,380

4,400
4,480
4,800
4.0
4,800
4,880
4,700
4,780
4,800
4,880
4,900
4,980

$%,425
2,450
2,478
2,800

2,878
2,600
2,628
2,65
2,678
2,700
2,728

2,778

2,825
2,850
2,878
2,900
2,928
2,950
2,978
3,000
3,050
3,100
3,150
3,200

3350
3,400
3,450
3,800

3,800
3,680
3.,700
8,780
3,800

4,000
4,080
4,100
4,110
1,.200
4,280
4,800
4.380
4400
440
4,80

4,680
4,80

4,880
4700

4,780
4,800
4,860
4, OW
4,980
8,000

$0 so $O
0 0 0
0 0 0
0 0 0
0 0 0o o 0

0 0 0
0 0 0
0 0 0
0 0 0
0 0 0o 0 0
0 0 0
0 0 0

0 0 0
0 0 0
0 0 0
0 0 0
0 0 0
2 0 0
6 0 0
9 0 012 0 0

18 0 0
28 0 0
32 0 0
39 0 0
48 0 0
83 0 060 0 0

67 0 074 0 0
81 0 0
8o 4 0

98 1 1 0
104 18 0
111 28 0119 32 0
128 39 0
134 48 0
141 3 0
149 80 0
187 67 0
188 74 0
173 81 0
181 89 4
189 6 11
197 104 18
208 111 25
213 119 3 2
221 126 8 9
229 134 4
238 141 83
246 149 60
5 167 67

288 168 74
272 173 8 1
280 181 89
289 189 96
297 197 104
806 208 111
315 213 119
324 221 128

0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
[o
0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
0 0
4 0

11 0
18 0
28 0
32 0
$9 'J"



Pub. Law 88-272 -122- February 26, 1964
78 STAT. 140.

(b) RuIX8 FR OvrIoNA., TA x.-
(1) IUsB ND oR WIFE FILING SEi'ARATE R1'TUrNS.-Subsection

26 USC 4. (c) of section 4 (relating to rules for optional tax) is amended
to read as follows:

"(c) HUSBAND OR WIFE FILING SEPIARArE RETURN.-
"(1) A husband or wife may not elect, to pay the o)tional tax

Ate, p. 129 imposed by section 3 if tile. tax of the other spoUse is determined
under section 1 oH the basis of taxable income corna)uteri without
regard tothe standard deduction.

'(2) Except as otherwise provided in this subsection, in the
case of at husband or wife filing a separate return the tax imposed
by section 3 shall be--

"(A) for taxable years beginning in 1964, the lesser of the
tax shown in Table IV or Table V of section 3(a), and

"(B) for taxable years beginning after December 31, 196-,
the lesser of the tax shown in Table IV or Table V of section
8(b)..

"(3) Neither Table V of section 3(a) nor Table V of section
3 (b) shall apply in the case of a husband or wife filing a separate
return if the tax of the other spouse is determined with regard to
the 10-percent standard deduction; except that an individual

Ante, p., 23, described in section 141(d) (2) may elect (under regulations pre-
scribed by the Secretary or his delegate)-

"(X) to pay the tax shown in Table V of section 3(a) in
lieu of the tax shown in Table IV of section 3(a), and

"(B) to pay the tax shown in Table V of section 3(b) in
lieu of the tax shown in Table IV of section :3 (b).

For )urposes of this title, an election under the preceding sentence
shall be t related as an election made under sect ion 141 (d) (2).

"(4) For purposes of this subsection, determination of marital
26 USC 143. status shall be made under section 143."
26 USC 6014. (2) AMENDMENT OF SECTION 4014.-Section 6014(a) (relating

to inconie tax return-tax not computed by taxpayer) is amended
by adding at the end thereof the following new sentence: "In the
Case of a married individual filing a separate return and electing
the benefits of this subsection neither 1 able V in section 3 (a) nor
Table V in section 3(b) shall apl)ly."

(3) TECIINICAL .AMEINDMENT.-
(A) Subsection (a) of section 4 (relating to rules for

optional t'x) is amended by striking out "table" and insert-
ing in liest thereof "tables".

-i!) S'xction 4(f) relating to cross references) is amended
by ,,,ding at the en( thereof the following new paragraph:

f'(4) For nonapplicability of Table V in section 8(a) and Table
V In section 3(b) in case where tax is not computed by taxpayer,
see section 6014(a)."

26 USC 21. (P) IFFcWTIVE l)AT.-Except for purposes of section 21 of the
Internal Revenue Code of 1954 (relating to effect of changes in rates
duinig a taxable yetir), the amendments made by this section shall
apply to taxable years beginning after )ecember :31, 1963.
SEC. 302. INCOME TAX COLLECTED AT SOURCE.

(at) I'EI ,'N'.AGE METIOI) or WrrmI.OLmNo.-SubsectiOn (a) of see-
26 USC 3402. tion :1402 (relating to requirement of withholding) is amended by

striking out "18 percent" and inserting in lieu thereof "14 percent'.
(b) WVvM, BRACKET' ITar IIoiNo-Paragraph (1) of section

3.102(c) (relating to wage bracket withholding) s anmenided to read
as follows:

"(I) At the election of the employer with respect to any em-
ployee, the employer shll l deduct, and withhold upoi tie wages
paid to such employee a tax determined in accordance with the
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following tibles., whie i slltl I) ill liel of the lax I required to I)(deduiied and withhlel 11). Slit nn et ll (11) :

"If the payroll period with respect to ar employee is weekly-

And the wages are- And the number of withholding exempions claimed I*-

At least- But less J .. MOMe

than-
The amount of Ineome tax to be withheld shall be-

$0......

$22 .......
$23 .......
$24 ........
$25 .......

817 ......

$17 ........
$28 ........
$29 ........

$21 ........

$31 ........

$23 ........

$33 ........

$28 ........

$40 ........

$27 ......
$28 ......

M)........
$31 ........

33 ........

$48 .....oooo

$34 ........

W.... ....
$49 ........
$60 ........
Ut.... ....

840o. o

S2 ........

43.
44 ........

o.... o..

$2.

'o144......
$7 ........

l.oo~o

$51..

108 .:::

Ito ........

120....
125..

ISO ........

13.......

Ito .... ...

160 .......
170 .......

1'0 ......
16 .......

W0 and over .........

$13 .......

$14 .......
815 ......$10. ......
$17 .......$18s .......

19 ......
$20 .......
821 ...
822 ...
$23 ..
24 .......251. .....

$28 .......$27 .......

$30.......
8.31 .......
$32 ...
$33 .......
34 .......

$0.!o.....

.....

$44 ...
3.

45 .......

72 .......
874 ..

00. ......

178 ......

120 ......
890....
136.o...

1140 ......

13 ......

30 ......
140..

8143..

IO .....
L11019oo.

14%of $0
wages
$1.00 .10

2.00 .20
2.20 .40
2.30 .80
2.80 .70
2.80 .0
2.70 .0
2.00 1.10
3.00 1.20
3.20 1.40
3.80 1.80
3.40 1.60
3.80 1.80
8.70 1.90
3.0 2.10
4.00 2.20
4.10 2.30
4.30 2.80
4.40 2.60
4.80 2.80
4.70 2.0
4.80 3.00
8.00 3.20
8.10 3.30
8.30 3.80
8.40 3.80
8.0 3.70
8.70 8.90
5.80 4.00
8.00 4.20
.10 4.30

6.20 4.40
8.40 4.60
6.0 4.70
8.70 4.0
&.80 8.00
8.00 8.10
7.10 6.30
7.20 8.40
7.40 6.60
7.80 8.70
7.80 .3o
7.80 8.0
7.00 8.10
S 10 830
8.20 8 40
0.30 &.80"
.80 8.70
S.10 7.00
9.10 7.30
9.40 7.80
9.70 7.90
9.90 8.10

10.20 &40
10.60 8,70
10.80 9.00

11.30
11.60 9.80
11.0 10.10
12.20 10.40
12.80 10.70
12.70 10.0
1500 11.20
1.80 11.80
1&0 11.80
1. 90 12.10
14.40 12.80
1.10 153 0
1.80 14.00
18.80 14.70
17.20 15.40
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"If the payroll period with respect to an employee is biweekly-
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"If the payroll period with respect to an employee is semimonthly-

And the wages are- And the number of withholding exceptions claimed I@-
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"If the payroll period with respect to an employee Is monthly-
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78 STAL. 149.

"If the payroll period with respect to an employee Is a daily payroll period or a
miscellaneous payroll period-

And the wage. And the number of withholding ezxeeptl s claimed I&-
divided by the num-
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Pub. Law 88-272
78 STAT. 146,.

February 26, 1964

(C) Wn'BuuoUNGi oF TAx oN CER'rAIN NORISII NT AuE.'s.-Sub-
26 USC 1441. sections (a) and (b) of section 1441 (relating to withholding of tax

on nonresident aliens) are amended by striking out "18 percent" and
inserting in lieu thereof "14jercent".

Erfe native date. (d) EFPZriv v DATES.-he amendments made by subsections (a)
and (b) of this section shall apply with respect to remuneration paid
after the seventh day following the date of the enactment of this Act.
The amendment made by subsection (c) of this section shall apply with
respect to payments made after the seventh day following the date
of the enactment of this Act.

Approved February 26, 1964.
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