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REVENUE ‘ACT, OF 1963. "

MONDAY, DECEMBER 8, 1963 : -
- : Lo T ST R I SR
MR E U.S-"SENATB," si
CoMMITTEE ON FINANCE, '
D Washiigtol, DO
The committee met, pursuant to recess and  subsequent. postpone:
ment, at 10 a.m.; iri room 2221, New Senate Offics Buildirig, Senatot
Harry F. Byrd (chairman) presiding. -~~~ "~ 7 .0 .,
Present : Senators Byrd and Douiglas. e h
Also present : Elizabeth B. Springer, chief clerk. -
The Cramstan, The committee will come to order. L
The Chair placés in the fecord a memorandum of comments on H.R.
8363 by the Association of the Bar of the City of New York, sub-
mitted by Mr. D. Nelson Adams, chairman of the committes on taxa-
tion, and the other 21 distinguished mémbers. = - o
(The document referred to follows:) T

THE COMMITTEE ON TAXATION OF THE ASSOCIATION OF THE BAR
, , . OF THE OITY. OF NEW YORK .. Yo
(Membérs of the committes: D. Nelsoti Adams, 'chagztﬁan,’ bett P. Adelmat, M.
Betnard Aldinoff, Joseph B. Bdchelder 1¥1; Renato Beg eéé\c#dyn;é Chapihan,
Wallace J. Clarfield, Walter Oliff, Richard R. Dalidy, Sec¢rétary, Hand J.
_ Frahk, Vietor H, Frank, Jr, Arthot A, Fedet, Withur H: Fritdisn, Jamés
A. Glascock, Jr., Afthar Kalish, Jatnés A. Levitat, Carter 1. Louthan, John
% lf'«;rkins,‘.]‘ame_s R, Bowen, David' Sachs, ‘David G. Sacks, H: Giimer
ellg) S : o

MEMORANDUM OF CoMMENTS oN H.R. 8363, THE REVEXUE BILL OF 1063, PREPARED
FOR THE USE OF. 'rm:.Couux,rrm‘ oX FINANCE . TR

Set fotth below are the commerts of thé Comniittée on Taxdtion of the
Assoclation of the Bar of the City of New York on varlous sectiohis éf H.R. 8863,
the rivenue bill of 1963. _ ~ ' o e

: " 2NERAL COMMENTS :

This committee has in tL.c past frequently called attention to-:the 'sver-
increasing complexities of the Internal Revenue Code, Not only i it impossible
for a layman to understand even its simplest provisions, but even’lawyers and
accountants specializing in the field are unable to understand many of the rhore
technical provislons of the code without the ald of lengthy committed reports
and explanatory statements which are often in themselves confusing and which
may or may not reflect the true intent of Congress. - : : e

It 18 recognized that the problem Is to some extent unavoldable.: Givent' the
nature of the subject and the pullcy of providing detailéd rules to cover a
multitude of exceptions, it is inevitable that the siatute will be 4 highly com-
plicated plece of legislativé machinéry. If the presént trend continues, However,
the ultimate result may be a eompletely unworkable statute, 8o difficult to
utiderstand and apply that taxpayers and their advisers will be forced to proceed
without proper legislative guldance. o ‘

For this reason it is important that qualifications and exceptlons to general
rules, and technical provisions of narrovr applcation, be avolded wherever
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possible. Some of the provisions of H.R. 8363 have been so narrowed in their
application that the initial obfective has been largely lost sight of and virtually
all that remains {s an unduly complicated set of provisions which will accom-
plish little except further to encumber the statute, Specifically, the committee
feels that this is particularly true in the case of section 220, relating to the
recapture of depreciation on real property, and in the case of section 223,
relating to the surtax exexr tloxq pfyoﬂtollygd,corgorqﬂqns. In other instarces,
notably section 204, reldting to 'the’tdxation-of felmbursed medical expenses,
section 209(a), relating to the additional 10-percent charitable limitation in the
case of organizations recelving a substantial part of their support from the
publie, section 218, relaung to interest on loans to carry insurance and annuity
contracts, and section 217, telating té- the aggrégation of oll and gas well
properties, H.R, 8363 has introduced exceptions to existing rules which fnvoive
very little revenue bat-vhich raise issues which will be difficult to administer.

The amendments, to. be made. to the capital galns tax by section 219 will
require thonsands of individual texpayers to understand the difference betsween
threé classes of capitdl gains and losses and the order in which gains and losses
in one'clags are to:matched against gains and losses In the other two classes,
It is believed that policy.decisions are .too often made without recogoition of
fhe lengthy and highly complicated rrovisions required to carry:out the policy;
The objective to be achleved from the ‘policy should be balanced against thé
increased confusion on the part of taxpayérs in attempting to comply with the
law and the difficulty of tax administrators {n enforcing it. -

It 18 recommended that .the.overall benefit to be derived from adding the
above-mentioned provisions to the code be reexamined in the light of these
considerations. . . L T . o
* -On the 'whole, the coraimittee believéa that:given the highly technlical nature
of-the subject, H.R. 863 has been well d-.fted.  In accordance with its usual
practice, the committee has avolded commenting upon matters of pure policy

and has limited its comments to technical maiters. .

S TEOHNICAL COMMENTS
Bection 181" ' L e
Section 121 of the bill amends sectiod 11 of the code to provide for new rates
of taxes on.corporate income., The new rates are effective for taxable years be-
Einningafter December 81, 1063, with a further rediiction to take place for tax-
able yedrs beginning atter Deceraber, 81, 1063.. Corporations using a fiscal year
will benefit from these provisions in thaf tax reductions will become effective
for siich corporations on December 31, 1603, and: Decémber 81, 1064, with respect
to. income, apportionéd to portfons of fiscal yéars extending beyond those dates.
Ini' this regard a cross reference to section 21 of the code, relating to fiscal year
taxpayers, would be helpful.
Section 128 . e e R R
Section 123 of the bill amends section 821 of the code to provide new rates of
-~ tax on the income of mutual insurance companies. .It also amends section 933
to ‘provide’ reduced percentages with respect. to the minimum  distribution .of
earnings and profits by a controlled foreign corporation which will be required
in order to avoid inclusion of the subpart F income of the controlled foreign
corporation in the gross income of its shareholders. The reduced minimum dis-
tribution percentages presumably reflect the reduction’in corporate income tax
rates provided by the bill. L C
_Section 951(a) (1) (A) of the code requires § U.8. ghareholder of a controlied
foreign torporation to include in gross income his pro. rata shate of the corpora-
tion's subpart ¥ income, and section 963 (both now and as amended by the. bill)
exempts from this rule the subpart F income of A’ controlled . foreign corporation
which makes specified minimum percentage distributions of its earnings and
profits. These percentages vary inversely with:'the efféctive foreign tax rate, as
defined in section 963(d).: The purpose of this exception is to.avold the fmpact
of subpart F in situations where, a8 8 result of rainimum distributions, the over-
all eftective tax rate (including the forelgn tax paid by the corporation and the
1.8, tax paid by the shareholders on the distribution) reaches a reasonable level. .
Since, under certain circumstances, subpart F income e¢an include U.8. source In-
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come subject: to U.S. taxes,? it seems. to.us that as much effect -shonld:be- glven

ta the U.8. taxes paid on such subpert ) ineome as to forelgn taxes pald on other
subpart Flncome et ) .y

Section 202 *' sie R o
‘ Sectidn 202 of the bul repéals the. reqqlrement that’ the ‘basls, of prope’ al-
gitle for the invegtment credit, be edyeed { percent s{s ua;fged ave £
né ent and providee for an upward adius{mep 1' qu in
rvice prior to the effective date of the pew. provlsion Secd ‘8180, repeqls
tho requirement, in’ the ¢ase Where a.lessor h ected to treat the; leasiee a8

having acquired the property for piirposes of he 'investment credit, that the
lessee reduce its rental dg;upt ons over, the term of the lease bt} k) percent of - the

quallﬂed Investment gnd pro des for an lncreese in rental ucﬂons oyer, the
remaihing term of the lease to compensgte for previom rents m&u fons.. . ,

With respect to property. placed in service after June 30,
provisions apply to all taxable years ending after that date, buf with respecb to
property placed in service before July 1, 1963, such provisions and the provisions
for compensating upward adjustments do not apply until the taxpa)'er 8 first tax-
able year beginning after June 30, 1963.

The aforementioned effective dates have the following consequences: - -

1. No taxpayer, regardless of the date upon which his taxable year beglns, need
reduce the basis ¢of property acquired or constructed by him, or the rental of
property leased by him, if such property was placed in gservice after Juna 80, 1063.

. 2. A taxpayer who has acquired or constructed property and has placed it in
service before July 1, 19063, must reduce the bas{s by 7 percent of the qualified
investment, He may not increase his basis by the 7 percent until the first day
of his first taxable year which begins after June 30, 1963 ; e.g., if he has a fiscal
year beginning June 1, he must depreciate the property on the reduced basis
until June 1, 1964. Commencing .with his first taxable year beginning after
June 30, 1983, he may depreciate the amount ot the investment credlt over the
remalnlng life of the asset. -

3. A lessce who has been entitled bo the inveetment credit upon property blaced
in service before July 1, 1063, must continue to reduce his: rental deductions
until his fizst taxable year beginnlng after June 80, 1963; e.g., if ho has a fiscal
year beginning June 1, he must reduce his rental deductlons until June 1; 1964.
Commencing with his first taxable year beginning after June 80, 1963, hé may
r:cfhupl the aggregate renml reductions to- that date over the. remalnlng terms
of the lease. . -

Thus, the actual et!ecuve date of the princlpal changes mude by secuon 202
with respect to property placed in service prior to*July 1, 1063, may -vary by as
much as 11 months, depending. solely on the fiscal .year of the taxpayer.. Al-
though minor diserimination might be justified on the ground of the administra-
tive simplicity in making the basis (or rent) adjustment as of the begloning
of a taxable year, so great a variation dependent sotely on. the fortuity of the
taxpayer’s fiscal year seems.éxcessively inequitable,.particulatly in a situation
in which the deductions accrue continuously over time. In fact, it is  quite
‘common for .the dedtictions which will be primarily affected-by section 202(a),
.depreciation and rent, to:be calculatéd .on a monthly rathér than an annual
‘basis.” : It {8 ‘suggested that this unfelrness bé eliminated by making the ad-
justment in basis (or rent): with respéct:to property p]aced in serviee before
July 1, 1063, effective on July 1, 1968, for all taxpayers. .

Section 202{e) expresses the fntent of Congress that t.he lnveatment credit
provide an incentive for moderniration and: growth of private industry which
is regulated, as well as private industry which is not regulated. - In addition,
section 202(e) expresses the intent of Congress that Federal regulatory agéncles
will not immediately “flow through” to the taxpayer’s customers the benefits
from the Investment credit. Presumably, most or all Federal regulatory agen-
cles will’ follow thig expréssion of lntent. Nevertheless, to make clear that
thig subséction’1s ngt merely precatory bit mandatory upon the Federal re
latory 'ageticles, it is suggested that the words ‘/Congress does not intend th t
any” be eliminated from the second sentence ot sect!on 202(6) and that ‘the
word '"no” be substituted therefor.

Ly e’ d rlved fore co bora 6n trom | . nreel wltbln the Uhlted Sutes 1s
exel&?h"t n -ubpn{ # tacord onl £ that corpotation s ngaged ia r business

‘fg tlb’ oo ednclon fr em a puﬂ l’ree&rn“2 l’)ent in f" examp! h would ﬁedubpar{ F
ln?enxng anmt the same time, gubject to U. s fncom ux
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-~ The language of- the clause follgwing paragraph (2) of séction 202(¢é), which
‘rehds “t6 reduce such.taxpayer's Fedetal ircomé taxes for the purpose of estab-
‘Hshing the cost of service of the taxpayer * * *”, i3 a somewhat inaccurate
way of defining what the ¥ederal regulatory agencies are not to do. Actually
the taxpag_erfs Federal income taxes will already have been.reduced by the
investment ‘credit, dnd it appears to be the pirpose of this provision to prevent
stich rcdiétion iii tax fioi being tHkén into accotnt b, ihg regulatory agencies
ih ratemaking. ' Fortheérniore, since 4 common method of ‘determining rates in
‘the case of- Yegulated' industries 18 to determjué d fair fate of returr upon
- invéstident, 1t would seém advisabié fo iticlude in the sahé clatise 4 proviston
_that n¢o Federal regulatory agency should allosy a lower tate df returtl on Invest-
ménw‘qﬁ‘ajiqln‘g fof thé ihvestnient eredit than oil dther investmén 9t fthe
taxpayer (Of. H.R. 7111, 88th Cong., 1st Béss.).” The clause In question iay
thys be revigdd in the toﬁb‘ivin‘g Hianner: “to’ take into acéount the reduction {n
‘stich taipayers Federal ircome taxes resulting from' the investment éredit, to
allow a lower rate of returi on such taxpayer’s plant investment with respect
to which the invesinienit credit wds allowed, ot to6 accomplish & simllar result
by any other method.” - : : : . .

Section 203

Section 203 of the bill alters the present tax freatment of premiums pald on

group life insurance by employers. Under the present regulations, group term
life insurance furnistied to an employee is not considered to be taxable inconie.
Under the bill, ds a general rate, the employee’s income will include so much of
the cost of such insurdnce furnished by the employer as excéeds the cost of
$30,000 of such insurance and the employee's contribution to such cost. To
this general fdle, however, there are exceptions. The first excliudés the cost
of gtoup-térm insurance provided by an employer after the individual hag termi-
‘nated his employment with such emiployer and efther “has Peschéd the retire-
‘ment age with respec¢t to such employer” or {3 disabled. The report of the Ways
and Means Committee, states (p. A31) that the determination of retirement age
is to be made in the same inanner as is applicable under section 105¢(d) of the
code with réspeet to' wage continuation plans, : - ! RS ]
... The term “tetirement” a8 used in section 105(d) is not entirely cledr. ‘In Rev.
Rul. 57-76; 1937-1 Cum. Bull. 66, as modifled by Rev. Rul. 61-6, 1061-1 Cum.
Bull. 15, the Commissloner took the posdition that retirement age meant the lowest
age at which an employee could retire without the employer’s conseht and at
the full rate set forth in the plan without reduction because of retirement prior
to the age at which retirement is compulsory. However, in Winter v. OCorimis-
s{oner, 303 F. (2d) 150 (8ad.Cir. 1962) the court afitmed a decision of the Tax
Court holding that an employee who conld have retired at 60 without his bene-
fits being computed. at any différent rate would not be considéred fetired for
wage’ continuation- purposes intil he reached tie compulsory retirément age of
65. .Rather than to inject the present uncertainty of section 105(d) into the
new provision of the bill, it Would seém preferable to set forth the desired rule
inthe'statute.- ~:: - - - v T '

The second exception excludes the cost of group-terni life insurance provided
by an employer where a charitable beneficlary described in section 170(c) of the
code 1s the sole beneflciary. The statuto contains nothing to limit thd right of
the employeo to claim a charitable deduction by reason of such a designation.
However, the general explanation of the bill (p. 41) states with respett to the
bill: “It is not intended, however, that he re¢eive any deductlon for 4. ¢harita-
ble contribution with respect to such assignment.,” If Congress desires to place
such a limitation tipon the right to claim 4 charitable contribution, the statute
should be amended to 8o provide. . c oL

Bection 204 . e T

Section 204 of the bill amends the code by requiring a texpayer to include
in income, amounts recelved under accident or health imsurance. polieles in
reimbursement of medical expenses, to the extent such relmbursement exceeds
the medical expenses Incurred. Medical expenses are as defined in section 213
(e) of the code, except that they do not include amounts paid for health or
accident insurance. ) -

The additional reyenue which will be secured from the amendmeént hardly
seems worth the addition of another section to thg code and the complicatiops
which will result in the preparation of returns. -In any event as now drafted
the statute seéms unféte, - - - v o S C »
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Accident or health 1:§w;ance premiumg gre-not: deducted. in computing the
amount tq be included .in gross inoome mider. the hill and . may. ba only: partialy
ly allowed ag medical expense dedpetjons nnder. section 218 besause of: the.
varifous limitations imposed by that eection,::Buch: part of. an sccldent .or.
health premium as is disallowed by the percentage limitations of section’
should be deductible in computing gross income under section 204 of thé bill,
The medical .expenses disallowed as deductions by such:percentagé Umitations
should be deemed health and accident insuranée premiums to the extent'thereof.
Section 207" o o o o o ‘

Section 207 of. the hill amendy the code to allow ag.deductible {axes.only
State, local, and forejgn real property taxes; State, local,;and fopelgn income)
war profits and excess profits taxes and State and local persona). property. and
general sales and use taxes. All other ftaxes which are:not specifically. disy
allowed by section 275 of the code will be deductible only to.the extent they.
constitute experiges of. carrying on a business or.of sn activity producing in- -
come. - R [ T PO P T S R SO R TR LS R £
. Real property taxes gre not deflned although pérsonal property. taxes are.. .In
order for a personal property tax to qualify it myst be an “ad valorem tax which.
is imposed on an annual basis.” The Ohlo personal property tax which, is iy
posed on & yleld basis rather than a falr market bagis may nof qualify, althongh
it clearly should be allowed ns a deduction. In some jurisdictions taxes are
imposed upon property owned on a date specified by the taxing authority. It
more or less than 12 months elapse between two such successive taxing days, the
tax may be nondeductible because it is not an annual tax., Any definition of real
and personal property taxes shonld include ad valorem taxes as well as any taxes
imposed in Jieu thereof. Annual should be changed to *periodic” or omitted. .

A sales tax is-deductible under the bill oniy if it is imposed at one rate in
respect of retail sales-of a broad range of classes of items.-.. Howerver, the bill
provides against disqualification merely because a lower rate is applied: to, or
an exemption {3 -granted. to, ‘food, clothing, medical supplies,: and motor ve-
hicles.”” Thus, it is not clear whether & 1eduction of rate or the allowance of
an exemption to any. other item will r=sult in disqualifying the tax as a deduc-
tion.. New. York .City exempts newspapers and periodicals-for policy reasons
and exempts cigarettes because they are subjected to a special levy. It seems
obvious that the New York City sales tax should not be disqualifiéd. -‘The same
problem could arise as to alcohol and gasoline which frequently are: subjected:
to special taxes. .The.statute should be amended to avoid disqualification under
such circumstances! .. . - N N O

Report of the.Ways .»2d Menns Committee-indicates:that the policy feason
for the disallowance.of taxes other .than those specified is the difficulty on
impossibility of n-«.ntalning adequgte records as to such taxes. Such reason
is not valid as aj:plied to real property transfer taxes imposed in New York
City, Philadelphia, and Pennsylvania or to mortgage recordation taxes. Such
taxes ysually are imposed Infrequently, but in substantial amounts, so there
would be little difficnlty in verifying them., The statute should be amended
to gllow deduction of taxes of this general character. . : .

Section 209 o S ) ‘ e i
Section -209(a) of the bill would add two, types of orgenizations to those
described in sectipon 170(b) (1) (A) of the code, expanding the types of organiza-
tions to which the gadditjonal 10-percent limitation i applicable: a governmental
upit (Mmifed to gifts made for exclusively public purposes) and a charitable
organization that “normally receives a substantial Yart of its support” from
either a governmental unjt or from the general public or from both. I
_The vague language of the proposed ‘‘substantial support” test would appear.
to be & source of future problems. TWhat does. the word “normally”’. mean}
What perfod of the organizations’ history should be used in making the deters
“duation? . Moreover, what constitutes “substantial”:support? ~The s.eni_ml
and technical explanations in the committee report seem to eqnate “substantigl'’ -
with “sypport ﬁprﬁm at least a. represeptative number of- persons witbin the
community concerned,” byt the technical explanation also uses a quantitative
test in requiring g comparison of the amounts, received from the public with the
amounts received "from all otherm}lg.cesv's'u (It should b,exJMed that the {den.
tlcal test. Appears in section 593(b) (3) of the code (relating to. exemption.o
certain’ orgdnfzations from prohibited transactions. sanctions) and has nevep
been defined by the Treasury,) - TR N L
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s/§incs itamay be expected that a Iarge riamber of trganiratjons that have béen
rirled ;tax ‘exempt Wwill seek & ‘determination that-contributiohs to them would
_ qualify foy:this &dditional 10-percent deduction, it 15 suggested that Congress
donsider' making the “substintial support” test inore definite.’, - =+ = - - -
Regtion®td, ;0 """ T T T
+ Bection 211 of the bill.would amend section 214 of the ¢ode to expand the cate-
gory: of .those entitled to deduct child care expenses and to increase, In certain
cases, the maximum amount which may be deducted from $600 per year to $900
peryear. ... : . o ‘
*7-Bubparagraph ' (6) (B)- ¢f subsectlon 214(d) seems inordinately restrictive.
While it 18 desigried té include within' the definition of 2 woman not consldered
48 martled one who has béen deserted by her spouse, it requires that she not
know the whereabouts of her husband at any time during the taxable year and
that she spply for a support order to a court of competent jurisdiction.’ It
" would seem that a:-woman should be considered as not married if she has applied
for a support order whether or not she knows of her husband’s whereabouts.
Similarly, it wonld geem that’ a'womgn should be copnsidered as not married if
she does not know her husband's whereabouts at any time during the taxable
yeair even if gshe hds not applied for 4 support order which, in such a case, might
well be a meaningless act. In short, it i3 suggested that the conditions to qualifi-
cation in the case of o woman deserted by her spouse be made disjunctive rather
than conjunctive, -

Section212

Sectfon 212 of the bill would add a new section 217 to the code to provide a new
deduction for moving expenses pald or incurred in connection with the com-
mencement of work by a taxpayer as an employee at & new principal place of
work. The allowance of a deduction for such expanses is designed to correct the
difference in tax treatment under present law of moving expenses reimbursed to
employees moving:to another place of business of thelr present employer and
those pald to employees accepting employment from a new employer. Under
the present position of the Internal Revenue Service, no deduction is allowed an
employee for expenses incurred [n moving to a new job location whether to work
for the same or a new employer, but a person already employed is entitled to
exclude fiom his income allowances or reimbursements for moving expenses re-
ceived from his present employer if the change of job location is made for the
convenience of such employer. (Rev. Rul. 54-420, 1054-2 Cum. Bull. 53.) Fur-
thermore, a recent decision by the Tax Court of the United States holds, with
several dissents, that a person already employed is entitled to deddet moving ex-
penses to the extent they exceed the employer’s reimbursement if the change of
job location is made for the convenience of his employer. Waller H. Mendel,
41 T.0. N6. 4 (docket No. 92537, Oct. 10, 1063).

- 8ection 217 does not eliminate the exclusion found in present law, but instead
attempts to put new employees on a parity with old employees by (a) allowing
the new employee an ‘‘above-the-line”” deduction for moving expenses and (b)
denying the deduction to old employees for allowances or relmbursements that
are not included in gross income. This approach, however, does not entirely
eliminate the difference in the tax treatment of moving expenses reimbursed to
old and new employees. 8ince the new statute does not attempt to change the
rules as to exclusion of moving expense relmbursed to old employees, it is stiil
possible that in some circumstances such employees will escape taxation where
new employees would not. Thus, an old employeée who qualifies undér the rules
et forth in Revenue Ruling 20, ‘supra, would be entitled to exclude re-
imbursed moving expense without regard to the limitation contained in new sec-
tion 217(¢e} (1) which allows a deductlon only }f the néw place of work 1§ at
Teast 20 miles farther from the taxpayer's former residence tian was hia former
place of work, - Furtheérmore, whereas “moving expenses” deductible under see-
tlon 217 are limited to the reasonable expenses of moving household goods and
personal effects from the old to the new residence (including meals and lodging
on the trip), the excludability of allowances and reimbursementa has been hel

to extend to extrgordinary living costs incurred by an old employee Vwhile his
hotselold effects are in transit. John B, Ocvanagh, 36 T.C. 800°(1961). In fts
report, the Ways dnd Means Committee indicates that the question of whettier
the exclusfon for old employeea extends to éxpenses fn connection yyith moving
'to # new Job other than those 'included in the defin{tioh of “moving expenses”
contained in section 217 is to be left to judicial dectsion. *The door s thus_ 1éft
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open to expanding tax benefits to old employees bt nt to new employeed.: While
the report indicates that no inference'shotld’be drawn from 'the -séction 217
definltion of “moving expehses” ih:'detérmining the extent of the exclusloii’ by
old employees, It may be that the courts will be reluctant to extend’the ex-
clusion in view of ‘tbe announced congressional poHéy 'agalnstjdlgt:rim(naﬂng‘
between old and new employees, ' - e AL
- '8ectlon 217(c) (1) provides that no deduqtion is to be allowed unless the tax-
payer’s new principal place of work is at least 20 miles farther from his forniéer
residence than was his former principal place of’ work, or if-he had no former
principal: place of work, is-at least 20 milés from his former residence. The
téchnlcal explanation of :this portion of the bill states that “for pi;.rggaeé"of
raedsuring distances under section’ 217(4) (1) all computations aye to: ',mgde
on the basis of a straight l1ihe measurement.”. ‘Althongh cases cafi be éavisfoned
in which such a rule might lead to unfair results, the rule seems eatirely appro-
priate as a matter of administrative convenlence, As the regulation under
this section will most likely iticlude a statement similar to that quoted above, it
is suggested that the Senate Finance Committee report ingléate that othier
methods may be utilized if ;he facts of a ‘particular case s6 Justify, . " -

Sectfon 217(ec) (2) contains the second condition to the allowance of. the de-
duction provided by section 217(a). Under this limitation, which does not apply.
it the employee is rembursed, no deduction is allowed unless the taxpayer 18 &
full-time employee In the general location of his new prineipal place of work
during at least 390 weeks of the 12-month perfod commencing on his arrival.
This limitation’ gives no recognition to the fact that the inability to comply may
not be voluntary; for example, as the result of death or disability. Therefore, it
is suggested that consideration be given to amending section 217(c) (2) &0 as to
provide that its limitation shall not apply in cases in which the taxpayer’s failure
to comply therewith was involuntary. ’ ‘ ;

Section 213

Section 213 of the bill would amend section 264(a) of the code to disallow an
interest deduction for indebtedness Incurred or continued to purchase or carry
life insurance, endowment or annuity contracts, (other than singlo premium
contracts as to which section 264 already denies & deduction) pursuant to a
plan of purchase which contemplates the systematic borrowing of the c¢ash value
of the contract. Under present law, tax savings are possible when a taxpayer
each year borrows against the annual increase in the cash value of an insarance
policy all or substantially all of the funds necessary to pay the premium on such
policy. B thig method of systematic borrowing, a taxpayer gets a deduction
for interest fncurred on such indebtedness without being required to’ include
in income any portion of the offsetting increase in thé cash value of the policy
resulting from interest earnings. S - L

In order to preserve the right to borrow on insurance policies for other than
tax-saving purposes without the loss of the interest deduction, section 213 would
add subparagraph (c) to section 264 to provide certain exceptions to the proposed
rule. The exception subparagraph (¢)(4) may, however, in certain instances
nullity the effectiveness of the section. That subparagraph provides that the
disallowance of the interest deduction will not apply if the indebtedness is
“Incurred in connectlon with {the taxpayer’s] trade or business.” The com-
mittee report states that while the disallowance will apply to all direct and
indirect borrowing to pay premiums, including loans on other property and on
a general line of credit, “the interest deduction is not to be denfed where the
indebtedness actually is to finance business obligations, rather than to carry
insurance.” Thus, it may be possible for a businessman to avoid the application
of thé new sectlon simply by paying his premiums with funds that otherwise
wonld' have been used to meet business needs, and then meeting these business
needs by money borrowed against his insuran¢e policy. The requirement that
the indebtedness be incurred “in connection with a trade or business' might
arguably be satisfied in this way whether the business invoived was conducted
as 4 sole proprietorship or through a partnership or corporation, At best, diffi-
cult questions concerning the source of specific expenditures will be presented.

A possible solution to this problem would be to delete subparagraph (c¢) (4)
and to broaden the exception In subparagraph (c) (8) to inelude Indebtedness
fncurred to meet new-or unusual. business:needs not theretofore:financed:out
of the taxpayer’s own capital, in additlon to indebtedneas incurred ‘because of
an unforeseen loss of income or an unforeseen lncrea_se in financial obligations.

f
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'uternauvo)‘.g b pageaph (6)(8) Lo e, present. fo mixlgd be suclent {9

400, Af the wougd i weres
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amount by which payments to which the section applies exceed the present value
of-such payments plus the present value of any interest payments provided 1or
under the contract.  In this regard subsection (d) of proposed new section 488
. of the code, applies to payments which are indefinite as to time, liability, or

amount, requiring a separate computation for each payment, including the deter-
mination of unstated interest attributable to it, as if it were the only payment
due under the contract. The unstated interest thus would be computéd from the
date of the sale to the date of pauyment. For example, assume that in negotiating
the salo of a business the parties 2re in substantial agreement as to the value
of the tangible assets, but are far apart on their respective estimates of future
earnings and the.value to be attributed to good will. The parties finally agree
that a substantial cash payment shall be made at the closing and that the re-
maining purchase price shall be computed solely by refereuncs to earnings; no
minimum puyments being involved. A varlation involves a payment of cash on
the closing for the fixed assets and the delivery in the future of stock in an
amount computed by reference to a formula based on earnings. In these cases
it is unreallstic to treat the deferred payments as involving interest since no fixed
amount ever was involved. Accordingly, the bill should be made ivapplicable to
cases where the )iability or amount thereof was uncertain and limited to cases
where the due date is uncertain.

The bill exempts sellers from the operation of this provision if the gain on
the sale or exchange results in ordinary income.  If a nonresident alien sells
goods in the United States under such circumstances that the gain would be
considered capital gain (i.e, he 18 not a dealer) any unstated interest would
constitute income subject to tax nnd withholding. It would appear doubtful
that tax should be imposed under such circumstances, If tax is to be imposed,
the buyer should not be required to withhold.

Section 216

Section 216 of the bill substantially alters the tax treatment of personal
holding companies to eliminate certain devices through which personal holding
company income has escaped the penalty surtax. It also contains reliet pro-
visions whereby corporetions covered for the first time by the new tax treat-
ment will be able to liquidate without oppressive penalties. Finally, it grants
certain relief to shareholders of foreign personal holding companies,

Under the basic change made by the bill, a corporation will constitute a pez-

sonal holding company if 60 percent of fts “adjusted ordinary gross income”
constiutes personal holding company income, as against present law, under
which a corporation is not a personal holding company unless 80 percent of
“gross fncome’ constitutes personal holding fncome. “Ordinary gross income"
is defined as gross income reduced by gains from the sale of capital assets
and gains frow: the sale of assets  described in section 1231(b) of the code.
Adjusted gross {ucome {s arrived at by reducing rents and mineral royaltles
included in “ordinsry gress income” by the deductions for depreciation, deple-
tlon, property and severance taxes, interest and rent allocable thereto.
. In general, while the approach taken to elinfinate abuses is somewhat complex
and introduces severa! new concepts such as “ordinary gross income” and
“adjusted ordinary groes income,” the proposed legislation appears to accom-
plish the indicated objectives. Moreover, in some areas the personal holding
company provislons have, happily, been combined and simplified. The com-
mittee has the following comments on these provisions: .

1. Section 216(k) (1) of the bill amends section 542(b) of the code (which, in
certain cases, permits the determination of personal holding company status to be
made on a consolidated basis) by substituting “adjusted ordinary gross income"
for “‘gross income” each place it appears. This amendment would bar an afiliated
group from determining its personal holding company status on a consolidated
basis {f any one member of such group derives 10 percent or more of its adjusted
ordinary gross income from sources outside the group and 80 percent.of sich
income from outside sources ccnsists of personal holding company income.
Because of the general tightening in the defirition of personal holding company
income, the possibility that afiliated groups will be accidentally denied the
right to make these computations on a consolidated basis will be consf{derably
Increased. For example, if all excess working capital of an aMliatéd group is
channeled to one member thereof who has ths responsibllity of investing such
capital in short-terin’ commercial paper, and if the interest income from such
investments constitutes 10 percent. of the investing covporation’s. adjusted
ordinary gross fncome, personal holding company status fér each member of
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the group must be determined on a scphrdte basis. ‘it td therefote recommended
that all determinations as-to personal -holding:compuny status in the cdse of
an afiilliated group filing 'a convolldated rettrn be made du a consolidatéd basls:
In this connection, it i noted that the réport of the Ways and Means Committee
{p. 116) again characterizes an afiliated group as .“a’‘single economic unit: for
taxpm’pom" . o - P R L DA . R S
"+ 2. Section 216(c) of the bill establishes certain ‘conditions which must be met
by a lending or finance company if it is to avold classification ‘a5 a personal
holding cowpany. Paragraph (8)(B) of section 542(c) would provide that
certain personal holding income “plus the interest deseribed ‘in ‘section ‘343
(b) (2) (C)" cannot exceed more than 20 percent of the ordinary gross incowe.
The interest so described is interest on Government bonds held for sale by a
dealer making a primary market for these obligations and interest on-con-
demnation awards, judgments, and tax refunds. The purpose of this provision
In paragraph 6(B) is not clear because section 543(b) (2) (O) eliminates such
interest from “adjusted ordinary gross income.” The .eport of the Ways and
Means Cornvmittee (p. 77) states that these types of interest are not -really
passive in nature and are therefore excluded from the base upon' which pérsofial
holding company income is computed. There seems no reason why the recelpt
of such interest should serve to subject a lending or finance company to the
personal holding company tax. - ) ] ‘
3. Section 216(c) of the bill would permit a “lending company” which is
actively engaged in the small-loan business (consumer finance business) under
applicable direct State regulation to exclude from its personal holding company
income (for purposes of qualification for exemption as a lending or finance
company under section 542(c) (8) ) dividends from an 80-percent-owned domeéstic
lending or finance subsidiary if such subsidiary also meets the requirements of
section $42(c) (8). It is not clear whether the use of “lending company” §s in-
tended to exclude a “finance company” which meets these conditions. Nor Is it
clear why this exclusion should be available only if the company operates under
a8 State statute providing for the direct regulation of its business, unless such
State statutes customarily require the creation of subsidiary companies. In this
connection it is suggested that consideration be given to tbe more basie question
of whether the exister.ce of governmental regulation is iu any way material to
the classification of a lending or finance comprny as 8 personal holding com-

pany. ,

4. Section 216(d) of the bill defines the circumstances under which rent will be
considered to be personal holding company Income. Subparagraph (B) of sec-
tlon 543(a) (2) of the code would be anended to require that the amount of
adjusted income from vents is to be included as persoral holding company in-
come unless adjusted gross income from rents conatitutes 50 vercent or more of
adjusted ordinary gross income; and the personal holding company income for
the taxable year, computed with certain modifications, is not more than 10 per-
cent of ordinary gross income. - o

Since dividends are perzonal holding company income, an operating real estate
company receiving a substantial dividend from an operating subsidiary may
readily and quite accidentsily find itself a personal holding company, if con-
solidated returns are not filed. - Corporatious actively engaged in the real estate
business frequently operate property through numerous subsididries to achieve
limitation of liabllity, or because this is required by lending institutions or by the
FHA, and in other cases because of local and State tax ‘¢onsiderations. It would
seem reasonable that dividends from such subsidiaries, if they also.meet the
requirements of subpavagraphs (A) and (B) of section 543(a) (2), should not
be taken into account in determining whether personal holding company income
for the taxable year is more than 10 percent of the ordinary gross income. Exist-
ing section B43(a) (9) (B) (i1) of the code (sec. 543(a) (4) (B) (i1) under the
bill) contains a similar exemption applicable to 50-percent owned subsidiaries
and a somewhat similar concept {3 embodied in section 542(4) (8) (as proposed
under the bill). The percentage of stock required to be owned should be deter-
mined in light of industry practice. The same comments would seem applicable
to section 543(a) (8), relating to inconie from mineral royalties. '

. .B.: Section-216(d) of the blll would ‘apparently include in rents,- which would

be taken into account in détermining whether thé 10-percént limit of sectton

543(a) (3) (B) has been met, Jdelay rentals pald to the owner of & mineral prop-

erty. Since delay-rentals are really a temporary-substitute for royalties from

leages of mineral, of!, or gas propertiés, and since the period during which they
/
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grg recelved.is.to a, real extent outside the landowner’s control, it would seem
that they. shonld be treated an mineral royalties and excluded in determining per-
sonal holding sompany. income for purpases of section 543(a) (8).(B). .
.-§..8eption 218(d) of the bill requires that in order for the exclusjon of mineral,
oll, andl gas royaities to be applicable, the sum of the deductions allowable under
section 162 of the code must equal or exceed 15 percent of. adjusted ordinary
gross. {ncome. It would exclude from such deductions any-compensation for
personal services rendered by any shareholder. The preovision appears to be
unduly restrictive, particularly in the case of a company in the mineral, oll, or
gas business in which there is public ownership of a minority stock Interest. Com-
pensation received by employees of the company would be tainted if they hap-
pened. 19 - inhgrit stock or purchase a few shares of the company on the open
market .or under a gtock-purchase plan. ‘This provision shonld be amended to
exclude only compensation for services rendered by an employee if, directly or by
attribution, he owns 5 percent of tha gtock of the corporation. -

- A similar change might be made in section 542(d) (2) (A) -in the case of a
lending or finance company, and in section 548(a) (4) (C) (1) -in the case of a
company deriving the bulk of its income from copyright royalties, .

. A comparable problem exists under section-543(a) (4) (A) where royalties
are tainted if recelved In respect of works created in whole.or in part by any
shareholder. Conslderation might be given to providing a comparable 5-percent
stockownership Jimitation there.

~ In determining whether a corporation meets the 15-percent tests of section
543(a) (8) (Q), only those deductions allowable under section 162 are taken Into
acecount. There would geem no reason why deductlons allowable under existing
scction. 404 should not be taken into account for thia purpose. They are in
actuglity deductions for compensation paid, and are taken into account for a
similar purpose under section 542(d) (2) (A). A similar comment applies to
section 543(a) (4) (0O).

1. Section 216(h) of the bill provides that most of the amendments made with
respect to personal holding companies shall noi apply in the case of certain
corporations: which liquidate. before: January 1, 1966. This exceptlon, how-
ever, ja.inapplicable if the liquidation qualifies under section 332 of the code,
unless the corporate distributee is liquidated in a complete liguidation to which
such section 332 does not apply within a specified time. As drafted, section
216(h) of the bill would be inapplicable if a subsubsidiary liquidated into a
subsidiary, which in tum liquidated into a parent which in turn liquidated
within the specified period. There would seem to be no reason why this pro-
vislon should not apply to the subsubsidiary in the case just described. Section
216(h) should be redrafted to apply to a corporation which liquidates in a
section 332 liquidation, provided that the corporate dlstributee, or distributee
of tha distributee (or conceivably a distributee of a distributee of a distributee)
is liquidated in a complete liquidation to which section 332 does not apply within
the specified time period.

. 8. Bacause many corporations will for the first time become personal holding
companies due to the changes made by the bill, a number of rellef provision sare
included. First, section 216(g) of the bill provides that certain corporations will
be permitted to liquidate under section 838 of the code prior to Januvary 1, 1966,
and their shareholders: (1) will be taxed as having received class B capitat gain
to thae extent of their accumulated earnings and profits prior to the date of
lHquidation; and (i1) will not realize gain to the extent that securities received
in such liquidation were acquired prior to January 1, 1963. In other cases,
certain corporations which had Incurred “qualified indehtedness” prior to
August 1, 1963, will be allowed a deduction, in computing tkeir undistributed
personal holding compapy inconie, for amounts paid .or set astde to pay such
debt. Furthermore their shareholders will be permlitted the fgvorable applica-
tion of sectlon 333 described above if the corporation is liguidated {n the year
{ts qualified indebtedness has been satisfled or, under tests provided by the bil},
the corporation is assumed to have funds sufficient to satisfy such indebtedness.

Neither the bill nor the report of the Ways and Means Committee makes {t
sufficlently clear whether ‘“qualified indebtedness” is limited to debts on which
the corporation has assumcd personal 1{abllity or whether the term also includes
debts to which property of the corporation is subject, altaough the provisions
of section 545(c) (6) indicate the former. Since “assumed” debt and “subject
to” «debt are generally treated as equivalentas throughout the tax law, they
should both be included in “qualified indebtedness” unless tLere 1s some strong
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countervailing policy consideration. One can easily imagine a situation where a
corporation’s property is only subject to a first mortgage but the corporation has
assumed personal lldbility on a -later subordinate:sccond mortgage. Under
thege circumflistances the first mortgage, even though not assunmied; i8 a senior
debt and should be included in “qualified indebtedness.” Whichever way this
question is resolved, it is niost important that the treatment intended In the case
of “subject to”’ debt bo clearly indlcated. . . = - R L
Paradoxically, it shonld be noted that shareholders in many cases will have
to risk substantially woise tax tredtment upon ligaidation of a corporatlon than
would otherwise be available in order to avail themselves of the relief granted by
section 833(g). This will occar becaust theré wounld seem no way of making
a sectlon 833 electlén conditioned uponh qualification under sgection 833 (g) (2) (B)
or (8). (8ee pars. 10 and 11, {rifra.) It the tléction 18 made and it ghould
prove, upon subsequent audif, that the corpotation was not a corporation de-
gerited in section 333(g) (2) (B) or (3), then the position of the Sefvice might
well be that the shareholdérs -would be bounrd by their electionn and required to
pay an ordinary income tax on the corporation’s accumulated earnings and
profits. Seé Raymond v. U.8.; 269 F, 2d 181 '(8th Cir. 1959). There would geem
no reason to deny ordinary liquidation treatmeént tinder existing section 831
where a corporation fails to qualify under gectlon 332(g) (2) (B) or (3). This
is particularly so since the failure to qualify iday cccur because of completély
Innocent error on the shdreholder’s part, su¢h AB a mistdke th determining
the amount of “qualified indebtedness” or the fear in which it could or should
be satisfied, the amount of ada item of incomie or the year of itg inclusion, or in
the interpretation of thé netvly eénacted personal holding conipny provisions.
Therefore, section 388 should be ameunded to permit taxpayers, if théy &o wish,
to make their election’ under existing section 333 cornditional upon qualification
under section 333(g) (2) (B) or (3). If this is not done, tke value of the relief
which Congress intended to provide under section 333(g) will be deverely limited.
9. The bill permits the shareliclders of certain corporations, which are as-
sumed to Yo made subject to the petsondl holding company tax by the bil), to
receive stock or securitles in a section 333 liquidation occutring prior to Jan-
uary 1, 19686, without reallzation of gain if the astock or securities were dcquired
prior to January 1, 1063, Theré would seem to be no reason why this reliet
should not be accorded with tespect'to stock of securitiés dcquired bifore the
fitst date on which Information wdd getierally availablé to the public with re-
spect to the incluslon of this relief ptovision in the proposed bill. The earliest
date on which such information vas generdlly dvaildable was approximately
May 27, 1903. ) . : B o
9%5. similar corhment applies with respect to liquidations after Deceniber 31,
10. The bill pernmlits certain corporatlons owning ‘qualifying indebiednéss on
August 1, 1063, to liguidate after Dedémber 81, 1965, and feceive favorable
treatment for their shareholders ‘under se¢tion 331'3 ‘upod the satisfection of
certain conditiond. Propesed section 333({g) (B) (i f Gt the ¢ude réquires that
the corporation must liquidate befote thé close of the taxible yeéar it which
it “censes to owe such’{italifitd indebtedtiess of (if eatliet) the taxable
year ® ¢ % in which tiie dorpordtioh’s adjusted post-1968 earnings and profits
exceed qualified jndebtédiess. The tine at which adfusted post-1063 earnings
agd( groﬂts exceed qualified- indebtedness 1§ detettnined uader sdection 333(g)
. * N . P - . .
( ’)I“ne)requlremeut that tiquidation occiirin the tdxable year in which the cor-
poration ceases to owe such qualified indebtedness or in twhichi its adfusted post-
earnings and jprofits exceéd qualified indebtedness seding unduly strict.
First, it s possible that under certain ciréumstances & corporation may cease to
owe such indebtedness very late in the yedr, without clear prior knowledge that
this event will occut, and without time to carry out the necessary corporate steps
to bring about a sectich 8338 liqunidation. Becond, it may be difficult to determine
when adjusted post-1908 earnings and profits exceed qualified indebtedness,
sincd & corporation wlll {n many cases hate to Liave avallable to its yearerd
closing sfigures in ordeér to determine the amount of its earnings and profits. It s,
theretore, recommended that proposed section 333(g) (2) (B) (i) of the code be
aménded to cover Itquidations occurring elther i the year In which the coudi-
tions of clause (J11) are satlefied or during some reasonable perlod in the sticceed-
ing taxable year.

~
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11. The risk of .accidental disqualification under proposcd section 333(g) (2)
(B) and (QO) of the code is also very high. This could oceur, for instance, if
subsequent adjustments of earnings and profits upon audit show that the con-
ditions of section 333(g) (2) (O) were satisfied in a year prior to that in which
the corporation had determined that these conditions. were met. Since it ig
unlikely that..either the corporation or -the individual shareholders involved
would have received any undue advantage {n such cases; it would seem that the
determination of the year in which adjusted post-1983 earnings and profits exceed
qualified indebtedness made by the corporation should be accepted for this pur-
pose in the absence of negligence or fraud.

12, Proposed section 545(c) (3) of the code defines “quauﬂed indebtedness”
with - ‘respect to the payment of which certain personal holding companies will
receive & deduction in computing undistributed personal holding company in-
come. The definition is now phrased in terms of indebtedness incurred before
August 1, 1963. Since public information was generally unavailable as_to content
of these extremely complicated provisions on August 1, 1063, it would be appro-
priate to make this date the ear)iest date when such information was so avail-
able. In this connection it is noted that Revenue Release No. 63-28, dated August
9, 1963, tentatively selected August 6, 1083, as the cutoff date, and that such rev-
enue release was no distributed by the major income tax publications for at least
1 week after the date of its issuance. .

13, Proposed section 545(c) (5) (A) of the code reduces the amount of the de-

duction allowed in computing undistributed personal holding company income
for amounts paid or set aside to pay qualified indebtedness by the amount of de-
ductions “allowed” in taxable years beginning after December 31, 1963, for ex-
haustion, wear and tear, obsolescence, or amortization. The rationale of such
reduction is based upon the fact that such deductions represent funds which
can be used to repay “qualified indebtedness”. See page 85 of the report of the
Ways and Means Committee. It would seem appropriate, therefore, to add the
word “depletion” to the above deseribed deductions. The same comment is
applicable to proposed section 333(g) (2) (C). See page 84 of the report of the
Ways and Means Committee. .
., 14. Proposed section 545(c) (8) (B) of the code pxovides that for pulposes
of determining qualified indebtedness there are to be disregarded any amounts
which were “at any time after July 31, 1963, and before the payment or set-
aslde” owed to a person who at the time owned more than 10 percent in value
of the taxpayer's outstanding stock. For this purpose the attribution rules
of section 318(a) of the code apply. In view of the consistent use of -the at-
tribution rules of section 544 of the code throughout the personal holding com-
pany area, it would seem more appropriate that they be used here.

15. Although the bill does not change the manner in which the shareholders
of forelgn personal holding companies are taxed, section 216(J) (4) and (7) of
the bill enacts temporary tax rules apparently lntended to apply to the sharehold-
ers of a special limited class of, and possibly a single, foreign personal hold-
fug company. Moreover, this special yelief is on a basis far more favorable
than has ever previously been granted shareholders of these companies.

Paragraph (4) would permit a foreign personal holding company to be treated
as a.domestie corporation in order to avail itself of the favorable 1-month liquida-
tion provisions of section 333 if the corporation is llquldated within 1 of the
first 4 calendar.months. ending.after the date of: enactment. of the bill.. How-
ever, such 8 corporation s not treated as a domestic corporation for pw
of section 367 of the code, which is made applicable for this purpose. Thug, in
order to enjoy these special benefits, a corpcration must obtain a section 367
ruling in time to complete its liquidation before the 4-calendar-month deadline.

It is difficult to conceive of many foreign personal holding companies availing
themselves of this favored treatment unless (i) the 4 months’ requirement is
lengthened, and (il) the requirement that all of the stock of-any such corpora-
tion so owned on August 15, 1963, by individuals and estates is elimlated. Fur-
thermore, it would seem reasonable to question why this is appropration oceca-
sion for providing this relief for .the shareholders of a small class of foreign
personal holding companies on a basis more favorable than that previously pro-
vided for other persons similarly situated.. Unless these provisions are amended
and made avallable to t.xpayers generally (by the deletion of subparagraphs
(B) and (C) of section 216(J) (4) of the bill) there is a substantlal question
whether they represent an appropriate addition to our tax lawa. If the policy
underlying these provisions {s sound, they should be added to the code and
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made effective during &’ period of several years 50 that they can be availed or by
taxpayers generally. B N A P T

In addition, the committce has the tollowing more techn!cal comments on
theseprbvfslons' L

+-1,”Clause (ii) of proposéd section 543(&) (8) ( c) of the code excludes as dedqu
tions 1In making the 15 pertent of adjustéd ordinary gross.income computation,
those -deductions:“which are specifically allowable under sections other.than
sectlon 162" A ¢omparable provision: {s included in.-section 543(a) (4) (O) (1i).
In- section '542(d) (2), this same exclusion is-effected by somewhat: different
phraseology. -To avold future questions: as to possible subtle .differences . .of
meahings in:these provlslons, unlform phraseology should be used to accomr
plish this exclusion:’ e

2, Paragraph’ (B)(ﬂ) of proposed Sectlon Ma(a) (4) o! the code ollminates
certain dividends ‘from consideration in determining whether more:than. 10 per-
cent of the ordinary gross income of & corporation recelving royalties 18 personal
holding company- income. The exclusion applies to dividends recelved froma
corporation in which the taxpayer owns “50 ‘percent of all:-c¢lasses of stock en-
titled Lo vote and at least B0 perceént of the total value of all classes of stock
* * ¢ This language differs somewhat from that used in & number of-other
code provisions where voting power tests are employed (e.g.; secs. 260(a); 368(c),
and 1504(a)) and also from the falr market value. test of. stock ownership em-
ployed in section 542(a) (2). - To parallel the language nsed in these other sec
tions, the reference should be to & corporation in which the taxpayer owns *'stock
heving at least 50 percent of the voting power of all classes of stock entitled to
vote and 50 percent in value of its outstsndlng stock * ¢ ¢” A gimilar com-
ment applies to section 542(2) (8). -

The last portion of paragraph: (C) of proposéd section 543(a) (4) of the code
might more accurately read “exceeds the sum of the royalties pald or accrued
and the amounts allowable as deductions under section 167 (relating to depreci-
atim;:)i w':th respect to. property. lncome from whlch constltutes copyrlght
royaltes.

3. The material in. parenthesis in proposed sectlon ﬁs(b) (1) (B) of the code
would' seem to add .nothing to the meaning ot this definition and should be
stricken as a source of possible confustion. -

4. Section 218(h) of the bill, which {s not made a part of the 1954 code. is of
sufficlent importance to merit fnclusion therein so that the many code provisions
which are expressly made lnappllcable to certaln corporations tor 2 years can be
appropriately cross-referenced. -

5. - The use of the phrase *with respect to a contract” in proposed section
545(0) {3) (0) of the code is confusing and appears superfiuous. -

. The second cross-reference contained in proposed section 1018 (a) (21) of the
code which is added to the codo by section 216(1) (2) of the bill, should refer to
“gectlon 216(3) (5)."-

Seotion 217 . '

Section- 217 (c) of the bill provldes rules for determlnlng basls ot oll and gas
properties which were aggregated under present law, but which must be treated
as separate under the proposed cbange. This provision does not amend the code,
and hence will not be apparent to a person rmding the code wlthout an approprl-
ate cross reference.

Section 220 - ’ -’ ) ’
Sectidn’ 220 of the biil would add section 1200 to'the code to tax as ordlnary
income gain attributable to accelerated depreciation in respect of real property,
other than real property covered by pection 1245(a)(3) of the code. Section
1250 as proposed differs from section 1245 in that it applies, if the property is
held for more than 1 year, solely to the amount of depreciatlon in excess of
that which would have been allowable under the straight lineé method, reduced
by 1 percent for each month that the property is held in excess of 20 months.
Sectlon 1250 is a section of broad application, establishing a general principle -
and is intended to override numerous other code sectlons of more narrow applica-
tion. FKor exsmple. section 1250 applies to certain liquidations under sections
331 (a) il). 334(a) (2), and 337, to partial liquidations under. sections
881(a) (2) and 346(&) (2), to redemptions under section 802, to dividend dis-
tributions to corporate and individual shareholders under sectlon 301 and- to
3ales or exchanges under section 337. .Yet no adequate warning 18 given to the
reader of some of these sectlons elther through gmendments or the insertion of
éross-references. ’ ’ '



2018 REVENUE “AUT OF 1963

The committeée has thé folléwing conments on this provision: o

1. Section 1256(c) defines "section 1250 property” to mean -any real property
(othér than sec. 1245 property) ‘“which is or-hds been property of & character
subject to an allowance for depreciation provided in section 167.”” This language
mlghtrbe‘ interpreted. to exclude cases {n which deductions are alldwed in lieu of
depréciation, such :as-amortization ‘deductions under section -162 where the
tiseful: life of: dépreclable property constructed by. a lessée is-longer than-the
refiiafniing term' 6f Lis.lease of the amortization deduction allowed a taxpayer
utider Hectioni 162:for Costa iiicurred i:acquiring a lease of land or other real
property, dlthougi: it ii'clear from the ieport of the Ways aind Means Com-
mitteé that Congress. intended to cdver:such amortization deductions. It is
suggested that section 1250(c) be amended by adding after the last word the
phirase ‘‘or the allowance for aimortisatioh.provided in séction 162" -

" THe report of the Ways and Means Committee states that property may lose
its character as section 1250 property and become section 1245 property although
property that is section 1245 property in the hands of a taxpayer can never
become scction 1250 property in the hands of such taxpayer. Section 1250 and
sectiont 1245, Lowever, are silent on the subject of the treatment of gain on the
disposition -of section 1245 property that was formerly section 1250 préperty.
Is the depreciation of such property attributable to periods:in which it was
section 1250 property subject to recapture uhder section 1250 or section 12457
It section 1250 does apply in this situation, does the holding period of the prop-
erty include periods during wbich theé property was section 1245 property? :
2, Seetion 1250(b) (1) defines “additional depreciation” to mean the adjust-
ments to basis in excess of “the depreciation adjustments which would have
resulted if such adjustments had been determined for each taxable year under
the straight line method of adjustment.” If a useful life or salvage value is
used for the purposé of calculating the depreciation taken by a taxpayer, this
useful life or salvage value will be used in-determining the amount of depre-
clation that would have been taken pursuant to the straight lire method. How-
ever, section 1250(b) (1) provides no guidelines for determining -i1geful life or
salvage value where the method of depreciation employed by the taxpayer is
not based on useful life or salvage value.: To determine, at the time of dis-
position, the useful life or salvage value that would have been assigned that
property on the date acquired presents obvious.practicsl problems. . .

“The report of the Ways and Means Committee cites amortization of a lease-
hoéld improvement as an example of a. méthod of depreciation in-which “sal-
vage value” is not vsed, but where a salvage value must be assigned in computing
the depreciation that would have been. teken iunder the stralght line method.
It is unclear whether this reference was meant to apply solely to the lessor and,
if not, how it would ever be applicable to the lessee. ‘In view of the ambiguity
occasioned by references to.depreciation as including hmortization and by sec-
tlon 1250(b) (2), discussed below, specific statutory provisions governing amor-
tization by lessors and lessees should be enacted.

Section 1250(b) (2) is apparently limited in application to lessees amortiz-
ing over the period of the leasé, their capital ihvestments in leasehold improve-
ments or thelr cost of dequiring the lésse. - In 'such cases, rehewd] peridds are
included in deétermining the portion of the amortization déductioiis subject to
récapture. The applieation of this subsection to & case where a léssee is de-
preciating his leasehold improvement does not, of course, make sense, - "Acecord-
ingly, this subsection should be expressly limited to lessees who amortize their
leasehold improvements or their cost of acquiring a lease under section 162,

The reference in section 1250(b) (3) to depteciation allosyed or allofvable “to
any otbér person” is apparently almed at a case where the taxpayer acquired
the property with a transferor's basfs. However, the literal ldnguage 'of section
1250(b) (3) would require thdt prior depreclation reflectéd in-the basis of the
property be takén into account by the transferee even tholigh the transferee
acquired such property in a taxable transaction. The reference to deductibéns in
respect of “other property” is apparently aimed at a case where the basis of the
property disposed of was determined with referetice to the basls of other property.
The reference “to other property” creates confusion since its only application
would be to transactlons covered by section 1034, as special provisions are pro-
vided for tlie computation of additlonal depreciation at the time of exchanges
described in sections 1031 and 1033 (sec. 1250{a) (4)). o B

The report of the Ways and Meang Committee states that “‘additional dépte-
ciation” for periods after Décember 31, 1983, 1s reduced by the excess (it any)
of the sum of theé depreciation a&djustments which would have resulted un er
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the straight line method atiribufable. umﬁng before January 1, 1964, over
the sum of the actugl epreclgt,!?h adjustments aftributable to_periods before
such date. There fs nothing in the bill to support thisstatement, . .. . . °
* 8. Section 3%0 d) provides exceptions fo.tha general ruje.of recognitfon of
gain in sectlon 1250¢a) (1) on disposition of section 1250 rqpirtv_n Ny Th e
Secton 1280(d) (3) provides an ,e,xcept‘lom the application of fhe recaplure
provisions for certaln tax-free trangactlons, including. section - 351 transfers
(except to the extent that-“boot” 13 involyed), ~However, this provision does not
on its face apply to contrip t!qns,bl'y sharehiolders to At%e‘capitﬁ! of corporations,
In view of the general language of section 1250(a) (1), 1t may he desirable Lo
have section 1250(d) (3) made expressly.applicable to such contributions by ref:
erence to section 862, o e IO N .
Sectlion 1250(b) (4) applies to transactions describéd {0 sections 1031 and 1083,
Under section 1245 (b) (4), if a taxpayer recelves property which is ret section
1245 property in an exchange in which 1o gain Is recognizeéd under section 1031
{or 1033), there is a recapture of depreciation to the extént of the falr market
value of the nonsecticn 1245 property. On the other hang, nnder section 1250
(d) (4) there is no recapture of depreciation in such situation if the fair market
value of the section 1250 property recetved in the exchange equals or exceeds the
additional depreciation which would otherwise be subject to tax. There s np
apﬁl;ent reason for this difference {n treatment. y ) e
" Furthermore, there is no reasop for treating. stock purchased (in addition
ta section 1250 property) in a section 1033 transaction differently from the
case where nonsection 1250 property other than stock is purchased. As the bill
now reads, there would be a recapture oﬁ depreciation where stock s pur-
chaged while there may be no recapture wher¢ nonsectioi 1250 property qgér
than stock is piirchased. - L . . o ‘ .
" Section 1250(s1) (4) (D) incorporates the last sentence of section .1031_2‘{%;

with enumerated adjustments, to determine the basls 6f property. acqu!
replace section 1250 pro({:eriy in a? trapsaction described in setcyt,!on 1033(a)
(8) (A). ‘Séction’ 1250(d)(4) further proyldes that for. other .transactlons
described fn sections 1031 or 1033, rules consistent with the above method of
determining basis are to be applied. Section 1250(d) (4) (D) -1 designed pri-
marily to cover trausactions in which nonsection 1250 property.is acquired in
addition to section 1250 property, A good deal of the drafting complexity and
the difficulty in application could be eliminated by adopting express basis pro-
vislons for transactions described in sections 1033 (and s;e?lo,ns 1031, 1071 and
1081).” The following is a suggested new section 1250(d) (4) (D) :. -

“(D) BasIs OF PROPERTY AGQUIRED.—If section 1250 property is acquired in
a transaction described in section 1033(a) (3) (A), the basis of such property
shall be the cost of such property decreased by the amouynt 6f galn pot recog-
nized. If property that is not section 1250 property 1s scquired in addition to
section 1250 property in a transaction described in section 1033(a) (3) (A) the
basis of the properties acquired shall be determined by reducing the cost of such
properties in the following manner:

“(1) The cost of the section 1250 property shall be reduced by the

amoynt of gain not taken jnto account ynder subsection (a)(1) by rea-
son ¢f this paragraph, and

“(i1) The basis of the section 1250 property computed under (i) and
the cost of the property that is not section 1250 property shall be reduced
b{v the remaining unrecognized gain allocable to the properties in propor-
tion to:the basls of the secti n 3250 property computed under- (1) and the
cost of the remaining property. In the case of properties acquired in any
other transaction to which this paragraph applies, in computing the basis
of such. p'rope,x-,ties, the words ‘fair market value' shall be substituted for

the w cogt’, | . ,

Section 1250(d) (4) (E) provides that in sectlons 1031 and 1033 transactlons,
the additlonal depreciation pot taken into account at the time of the exchange
shall be considered to be additionai depreclation with respect to the property
acquired in the exchange. There i3 no carryover holding period with respect to
the additional depreciation as copputed at the time of the exchange nor is there
any carryover holding period with respect to depreciation taken thereafter on
the property acquired. Thus a taxpayer gequiring property in a section 1031 or
1033 exchange s In a substantially worge position than 4 person acquiring prop-
erty 1n a trapsaction described in section 1250(d) (8). Cousideration should be
given to the elimination of this digerimination.

!
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. - . . - St R P - .

- 4. Section 1250(f) ‘provides speclal rules for détermining the amount of re-
capture on the disposition of, property that hds been {mproved. .. Bection 1230
(£) (4)(Q) defines “Improvement”- to mean ‘“any ' addition tg, capital account
for such property-after the initial acguisition or completion: of the property.”
The report of the Ways and Means Committee indicates that transactlons in-
volying adjustments to basis of property, such as a partlial recogoition of gain
in a-transaction 'deseribed ix‘x‘secgion "1250(d) (8), which are not ordinarily
thought to’ ingolggbimpfq ements, dte nevcrtheless deemed ta bé improvements
within section 1250, A 1 b?_ definite reference to this concept 6f improvement
thould-be made in section’ 259(2 (‘;1) (0). Moreover, a literal reading of the
term “initial acquisition” would make this section apply to improvements made
by .other taxpayers with. respect to this property, ‘regardless of whether the
taxpayer acquired the propertg {h a taxable or nontaxable transaction.. It is
suggested that the definition o “improvement” be amended to delete the words
“after the initial acquisition or after completion of the property” and to substi-
tute therefor the words “after the beginning of the holding period determined
ubder paragraph (e) (1).” . : o

“An improvement is deemed to be a separate improvement if the requirements
of sectlon 1250(f) (4) (A) and (B) are satisfled. If the improvements within
2 taxable year are larger than the minimum requirements of section 1250(f)
(4) (B), such.improvements are taken into account in determining whéther the
improvements for a g6-month perlod satisfy the requirements of section 1250(f)
(4) (A). If the minimun). requirements of these provisions are met, each jm-
provement that satisfies the minimurm requirements of section 1250(f)(4) (B)
will be deemed to have been acquiréd ¢n the date. it was placed in. gervice. If
an improvement under these clréumstances’ is less than the minimum require-
ments of section 1250(£) (4) (B), it will b%,deemed to have been placed in service
on the first day of & calendar month which is closest ¢ the middle of the taxable
zear. " After the date of acquisition i3 determined for each element, the amount
bf recapture on a disposition of the propeérty is determined according to section
1350(f) (2) which provides that the additlonal depreciation and its applicable
percentage shall be computed separately for each element. o '

_Sectlon 1250(f) requires. not only that a taxpayer retain records for each
item of -real property and recompute ‘the depreciation that would have been
taken if the straight line method had been used, but also that the taxpayer be
able to recompute the depreciation for improvements of the real property as if
the improvements were separate items of property. The necessity -for these
provisions is questionable in view of the technical dificulties involved.
- B. It should be provided that on the casual gale of section 1250 property on
the installment method, the section 1250 income 1s -realized proportionately
with each installment payment rather than out of the earliest installment pay-
ments which cover the amount of section 1230 income. .

h

Section 221

. Section 221 of the bill would provide new rules for income averaging. At the
present time, sections 1801 through 1307 of the code permit the spreading of
gross income over more than 1 taxable year ‘i¢ a sudbstantial part thereof,
arising from activities or events extending over periods in excess of 1 year.
was received or accrued In a single taxable year. The existing rules apply only
in a number of selected cases pertaining to compensation from long-term em-
ployment, income from inventions and artistic work, back pay and damages
for patent infringement, breach of contract and injuries under the antitrust
laws. The gross income 1s spread as nearly ag possible over the years fn which
it was produced. L o .
- Section 221 of the bill proposes to substitute for the existing rules a new rule of
general applicability which would reduce substantially the effect of annual varia-
tlons in taxable income (as distingulshed from gross {ricome)’ by averaging tax-
able income over a span of 5 years. According to the report of the Committee
on Ways and-Means, the reasons for the proposed change are (a) principles of
“tax equality” which call for equal taxation without regard to wide annual varl-
ntlons of income over years or to the type of income received; end (d) the “com-
plexity” of present averaging provisions -which require the recomputation of
taxable income and of taxes of prior years as well as of the taxable year. )
Under proposed section 221 income averaging is accomplished by allowing
an “eligiblé individunl” to have taxed at lowet brackets the amount (“average-
able amount”) by which the “adjusted” taxable income for the current year
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("computation year”") -exdeeds 18814 percent of the’average’ taxable”intome
(ag adjusted) bf the 4 preceding years: (“average base perlod-income™). ! The
tax on averagéable income {8 'diterminéd ‘by adding one-fifth:'of -'ayeraeggbli
income to 114 times the average base period iricomé, ¢omputing a tehtative ta
on the one-fifth and then miullipiying the tentative tax-by & to-determine!the
final tax on the dverageable income. 'Averaging:'{s avallable only: wher¢ the
averageable incomeexceeds $8,000. ~ - i 1T ettt no ST
The proy3al differs from existing law' in two major’ respects; ‘Hamély, (a)
the'absence of any reguiremeént that a glven percentage of ircome be recelved
lu the computation year, and (b) the absence of a requirénient that the iricome be
earned over a minimum stipulated period of months: o oot T e
The new rule proposed by section 221 is” exceéedingly complex and’in mgny
areas difficuit of application because of the limitations introduced fox' the
purpose of excluding from averaging certain types of income and reducing
variations in income due to c¢hange in status of the taXpayer, As & résult of
these Hmitations, it 1s possible that the computation year may hgze as mufiy
as seven distinct “tlers” of fncome upon which-sepiirate tax must bé eomputed.
- Proposed section 1802 of thé code deals with thé computation’ of ,g‘vera;gggble
income which is défined as the amount by which the adjusted taxablé incéme
of the computation year exceeds 13314 percent of average basé period income;: It
provides that averageable income must bé reduced by the excess, if any, of the
average base perlod capital gain net income ovér the capital gain pet income 4t
the computation year. Since, with this exception, capital gains ate excluded
by other provisions of the bill from consideration ifi base period net income
and from' taxable income of the computation year, no reason i3 seen for the
adjustment required by section 1802(a) (2).' Thé committee récommends that
this adjustment be eliminated and that capital gains be excluded from any con-
sideration in the determination of average basé perlod net incomé or average
taxable income of the computation year, s e T
Proposed section 1302(b) (2) of the code provides that the taxable income of
the computation year must be teduced by the amount of inconié derived from
gifts, devises, or inheritances where such gifts, etc,, hive been received eithér
in the computation year or in any of the 4 base period years. It income attrib:
utable to such property is not in excess of $3,000, the exclusion does not apply,
Furthermore, the bill provides in this regard that unless thé taxpayer otherwise
establishes to the satisfaction of the Commissioner the actual amount of the
uet income from such property the amount thereof shall be presumed to be 6
?ercent of the fair market value of such property determiped without regard
o any increasc or decrease in such fair market value since the time of receipt
of such property. The bill also provides that income attributable to an interest
in &-operty received as a gift, bequest, ete., shall be excluded in the determination
ot base perlod net income, ' c L
" It'1s by no means clear that the adjustment for Income received from donated
or inherited property should be retained. Its inclusion may result in exceedingly
difficult identification probleins buch &s were encountered a' number of years
afo in connection with th previously taxed property provisfong of the Federal
éstate tax, Moreover, {néquities result inasmuch a8 the effect of the proposed
provision is to require no adjustment in the case of income recelved from a
0,000 bequest but to require adjustment where the bequest is in excess of that
amount. Additional inequities are found in the use ¢f the arbitrary 6-percent-in-
come determination and in the fact that no adjustnient is permitted to compen-
sate for a reduction in the fair market value of the inherited property between
the time of its' recelpt by the taxpayer and the computation year. Seétion
1302(b) (2), as proposed, alsd places & substantial burden of proof upon the
taxpayer to establish that the actual amount of income recelved from inherited
property is less than 8 percent of the original fair market value thereof.
Proposed section 1302(c) (2) (A) (1) of the code provides that these shall be
added back to the taxable income for each base period year the amount excluded
from gross income under sé¢tions 911 and 931 of the code relating to earned in-
come from foreign sources and from .U.8, possessions. Correspondlingly, pro-
posed section 1304(b) (3) has.the effect of including such foreign income in the
taxable Income of the computition year irrespective of the provisions of sgcﬂon
011 or 931. It would be more equitable to provide that averageable income in
the computation year should be reducéd by the.amount by which the average
asg perlod net iicome which was Included under sectlon 911 or 931 exceeded

thé amount of such income recelved in the compitation yeak.
/
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Proposed section 1303 of the code deseribes those individuals who are eligible
to choose the benefits of income averpging and excindes from {he catcgory. of
“gligible individuals,”. nonresident alien indliyi ualg snd ao individual who dnr-
ing any, bage period geg; furnishes (together with his spouse) less then one-half
of -his.gnpport. Subparagraph (A) of .proposed section 1303(c)(2) includes,
howeyer, in the category of euzibée i:;ldividuals. one who has attalned the age of 25
before the computation year and who during gt least four of his taxable years
beginning after he attained the age of 21 was not a ful)-time student. The ex-
clusions from eligibllity contained fn section 1303 will be difficult of application
and give rise to many inequities, and no peason s apparent for denying eligibllity
to a taxpayer solely because he failed to furnish one-half of his support. More-
over, under the statutory provisions as proposed, a full-time gtudent who is not
self-supporting would be ineligible if single but:would be eligible if married to
a wife having a substantia] income. It is believed that the intent of section 1303
i to.avold averaging in the case of the new worker or new taxpayer who has
had po income during the base period years. Accordingly, it is recommended
that section 1303 be amended so as to provide that all taxpayers, other than non-
resiidnt, alien {ndividuals, will be eligible for income averaging and that the aver-
age base period net income of taxpayer who did not file returns in each of the
4 base Ferlod years should be the actual average of the taxgble income of the
vears of the base period in which returns were filed or $3,000, whichever is the
greater amount. In the alternative, jt is recommended that section 1303(c) be
elimipated since it actual effect is do mipimus. . .

The rules of proposed section 1304 of the code on computation of income of
married taxpayers lead to sumeéwhat confusing and arbityary results. If a
married taxpayer files & separate return in the computation year, he must com-
pute his base period income for averaging purposes at the larger of his separate
fncome or 50 percent of his and his spoyse’s combined income during each base
period year, even if (1) taxpayer filed separate returns in all of the 5 years;
(i1) he was not married to such spouse in one or morg of the base period years;
and furtbermore, (iif) if taxpayer was marrled tp another spouse in g base perlod
year with .ncome larger than the person who is his spouse in the computation
year, taxpayer’s minimum income of the base period.year jn question equals at
least 50 percent of his and his ex-spous?’'s combjned income. Presumably, if a
joint return is filed in the computatfon year the same rules apply, notwithstand-
ing the exception. in subsection 1304 (c) (1) -which seems to be without any
particular glgnificance.. It 18 recommended that section 1804(c) be changed to
provide that~— .

1. No inclusion of income of a spouse is required where taxpayer filed
separate returny in the base period and in the computation year.

2. It husband gnd wife file a Joint return in the computation year, their
taxable income in such year must be compared with their combined taxable
income in the base period years. However, cqontrary to section 1304(c),
§f husband or wife or both were married to another spouse in one or more
base period years, his or her minimum income in any such base perlod
{ear shall be computed by reference to the jncome of such ex-spouse only,
f reported in a joint tax return by husband or wife and such ex-spouse for
such year. . -

3. 1f' a taxpayer files a separate return for the computation year, his
minimum taxable income for a base period year for which taxpayer filed
a joint return with a (present or former) spouse shail not be less than 50
percent of the taxable jncome which was reported in such joint return.
Contrary to section 1304 (c) no comparison neeri be mads between the income
so yeported in such joint return and the combined income that would have
been reported had taxpayer been married to the other spouse or one of the
othoer spouses that he was married to during the 4 years under comparison.

Section 223 ,

Sectjon 223(a) of the bill would add a new part II to chapter 6B of the code
(secs. 1561-63), the apparent purpose of which is to reduce the value of the
surtax exemption to medinm and large business enterprises conducted in mul-
tiple corporate form, while prescrving the benefit of the lower corporate tax
rate on the first $25,000 of taxable income to “‘small business.” However, it
would appear that although proposed seciions 1561 through 1563 of the code
will reduce the benefit of muitiple surtax exemptiong to “big business” from the
present $5,600 per corporation ($6,500 per corporation under the bill after 1064)
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to $3,000 it the election presciibéd 4 section 1562 is avalled of, &mall:busiress
groups operating through mu'tiple éoypbrations will be Yequired 'to ‘make an
efection (which may eéventuedtiy -béddmé binding for a:5-year period) - betwéer
being limited to one‘auriax‘ exemption of elss paylig an additional 6-percetit
. tax on the firat $25,000°0f taxdble ihcoms of each imember 6f'a controlled:group
of corporations, Assuming a 22-percent normal tax rate of the firdt $25,000 on
© corporate taxkble income and a 48-percént ta¥ rate thereaftér, each dontrolled
gtoup whose aggregate dunual taxable!{heome s In éxcéss of $32,500 will pay
a smalt tax by complyitig with thd étection procedure contained in section 1562
(dhd paying a 28-percent tax on'the firat of the $25,000 of taxablé' fncoms of
edch member of such group) in Meéu of being subject to provisiond of section
1661 pursuant to whick such group would be }mited to one surtax exeémption.
Thus any controlled group whost' ae%gr'egate taxable inddnie fluctuates above
and below $32,500 (usually considered & small business) may be ‘penalized by
the provisions of section 1561-83, whereas' mediam and large concerns opeérat-
ing {n multiple corporate form with an aggtegate ahnual taxable inconie corisis-
tently in excess of $32,500 will always avhil themselves of the election contained
in section 1562, notwithstanding the fact that thé first $25,000 of taxahle in comé
of ¢ach member of suchi group will bé taked at 28 percent after 1864. ~ f.
In view of the divergence between the stated putpose of sections 1561 through
1563 in the report of the Ways and Means Commit ee and the actual results
under such provisions as now drafted, it is recommended that section 1562.be
almetx!:ded to delete, the ‘provisions relating to thé binding character of the
e w on. . . . . - e N i et N .
Proposed section 1561(b) of the code provides, with respect to a corpdration
having a short taxable year not including a Decembeér 31 (and which is a
component member of a controlled group), that the surtax éxemption is to be
computed in accordance with the provislons' of section 1581(a)(1), ie., the
surtax exemption will be equal to the quetient obtained by dividing the number
of members of such group into $25,000. " With respect to corpdrations having
such short taxable yeéars, there doed not appear to be any reaséon why they
should not be entitled to the benefit of the election proyided by séction 1561(a)
(2), Le, being able to allocate the surtax exemptlon among members of the
controlled group other than by equally dividing such exemptfon among the
members of such group. o . i C .
Proposed section 1562(b) (1) of the code absolves a controlled group from
the additional 6-percent tax on the first $25,000 of taxable income if only one
member of such group has taxable income. If section 1562 is not amended as
heretofore suggested, 1t would uppear more appropriate to base the exclusfon
from tax upon the condition that the aggregate taxable income of such group
be not in excess of $25,000. o ; - o
The definition of “excluded member” contatned in proposed section 1563(b) (2)
of the code should include (i) a corporation to which existing s¢ction 931 ‘of
the code applies if such corporation has no income from sources withih the
United States and (il) a corporation subject to the provisions of existing sec-
tions 1871 et seq. of the code (subch. §), all of whose income 18 taxed to share-
holders. - Since nefther of such corporations is sjibjéct to tax they, should not
be included for purposes of determining the allocation og theé surtax exemption
undér section 1561, | ‘ L e
_For purposes of determining the existence of & parent-gubsidiafy controiled
group, proposed gection 1563(c) (2).(A) (1) ‘of the code éxcludés from the conipu-
tation (and thereby facllitates the fi ding of the existence of such group) subsid-
fary stock “held by & tiust which s paft of a plan of deferred compensation
for the benefit of the employeds of the, parent c¢orporation or thé subsidiary
corporations.”. To detdrmine th_e‘exlg é‘}‘;';‘e of ‘a brother-sister group of con-
trolled corporations, section 1863(c) (2) (B) (1) excludes stock of a corporation
“held by an employees’ trust described in section 401(a) which is exempt from
tax under section 501(a), if such trust.is for the bencfit of the employees of
iauch corporation,” There does not appear to be any reason for the difference in
anguage. - co, o . T
Proposed section 1553 (¢) (2) (A) (i) of the code excludes, for purposes of
determining the existence of a parent-subsidiary contrulled group, stock owned
by an employee of a subs{diary if such atock 1s subject to restrictions (i) which
run in favor of the parent or subsidiatry.corporation, and (il) which substan-
tially restrict or 1imit the employeo's Tight to dispose of such stock. In section
1563 (c) (2) (B) (i1), for purposes of determining the existence of a brother-

/
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sigter. controlled group, such an employee's. stock is not excluded. if similar
restrictions: are jmposed-uppn stock owned by. the common .owner. , There foes
nqt appear tQ be any reason for not simllarly iﬁcludlng such employee’s stock in
the compu.ation regarding the exlstence of a parent-subsidiary controlled group
it similar restrictions are impom upon stock held by .a person described in
section 1563 (¢) (2) (A) (1),

. Proposed section, 1663 (e) (5) (B) of the code conullns an exceptlon w!th re-
spect, 1o the spouse. aurlbutlon rule which exceptlon is applicable if, among other

things, one spouse. (1) does not directly own stock in a- corporatlon controlled . ..

by the other spouse, (i1):is not a director or employee of such corporation, and
{iil) does not participate in the management of such corporation at any time
during the taxable year. This last condition-would appear difficult to prove or
disprove in view of the normal discugsions between husband and.wife, both of
whom .are engaged. in business, and should be omitted, However, even if one
spouse is not an émployee or director. of a corporation whose stock is controlled
by the other spouse, attribution should apply if the former has performed man-
agement services as an independent contraetor apd recelved valuable considera-
tion therefor from such corporation.. .-

The table of contents with respect {o existing sections 1551 and 1552 should
be .amended by designating such sectlons as part I ot dmpter 6B. . .

Section 801 - - et

This section amends sectlon 8 relatlng to the optlonal tax for pergons whose
adjusted gross Incomeé' i5 less than $5,000. - Separate tables are now provlded as
follows: .

1, Single perzon, not head of household. - ‘
"2, Head of hoisehold.

3. Married persons filing joint returns.
. 4. Married persons filing separate returns, 10-percent standard deduction.
5. Marrled persons flling separate returns, minimum standard.

In the case of marrled persons flling separate returns, the method of comput-
Ing the standard’deduction must be consistent for both taxpayers. (Ordinarily,
in the case of any one taxpayer, the table which resuits’ih the lower tax is the
proper one to use.) Because of the maultiple tables provide: by thLe sectlon, it
will probably be necessdry to provide a place on the tax return where the tax-
payer can indicate which table he is using for the computation of his tax.

ection 6014 is amended to provide that married persons filing separate re-
turns shall not get the benefit of the minimum standard deduction if they file
4 form of return whereunder the tax is computed by the Commissioner (ie,
form 1040 A).

Since the persons who are most likely to benefit by thé new prbvlsions relating
to the minimum standard deduction are those in the lower-in¢ome brackets, it
seems that the return flling process 1s being made unduly complicated for such
individuals if by chance they happen to be married and desire to file separate
returns.

It is recommended that the Secretary be given authority’ administratlvel_y to
permit the use of the minimom standard deduction for married taxpayers who
file separate returns provided the necessary information concerning the other
spouse Is submitted to the Internal Revenue Service. This could be accom-
plished, for example, by providing for a form on which the necessary informa-
tion for each spouse could bo inserted, thereby enabling the Internal Revenue
Service to review both returng at the same time and compute the lowest possible
tax. This would not, of course, solve the problem of the married taxpayer who
elther does not want his spouse to see the information relating to his income or
is not living with his spouse. The committee bellevés that the latter cases would
represent a small minority of married taxpayers who do not wish to file jolnt
returns.

The CuatrmaN. Also, I am placing in the record a copﬁ of a Ietter
by Mr. G. Keith Funston, addressed to Senator Paul Douglss,
transmitting a technical memorandum developed by the New lork
Stock Exchange staff, reconciling the estimates of 1959 capital gains
realized on stock discussed during Mr. Funston’s appearance on Octo-
ber 25,1963 (pt 2, p. 911 of printed hearmgs on HR. 836'3) )

‘

'
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(The letter and memorandum referred tofollow:). ... ¢ o

¢

ot . e i  NEwW. YORK. Srocx Excquuz, gt
’ New Y ork, N Y November 27, 1963. .,
Hon. PAuL H. DOUGLAS, - . , . Ty
U.8. Senaté, S
Waskington, D.C. = . ' - i

DEaAR S8ENATOR: During my testlmony betore the Senate Finance Gommlttee,
you expressed concern about what seemed to be a difference between Treasury
and Louis Harrls estimates for capital gains on corporate stock realized in 1059,
To resolve this apparent difference, members of our research department met
wlth members of the Treasury's tax analysis staff,

: While exact figures were not ‘developed, the attached technlcal memorandum
developed by the exchange staff, along linéh discussed with'thé Treasury, shows
that a satisfactory reconciliation is possible. . ‘Thus, we see no strong’ grounds
tor questioning techniques and reasonableness of Harrls findings or projections
of unlocking and. revenue contained .(n my ‘statement before the Fmance
Committee. . .

s;ncerely yonra, ’ . R '»;~ ’
K SRS o G Knnn Foxsrov.

Rmoxcmuuos oF Tamemzy AND Loms Haxms Esrmuss or 1959 CArn'A;‘,
'GAINS Ruuztn oN 8t

“The ’l‘reasury ﬂgure of $5.1 billlon 15 taken from the speclal capital gaina
study of the Internat Revenue Service.! While this figure is {dentified as “Cor-
poration stocks, including rights,” it is not all inclusive and does not include
all the corporate stock realizations which make up ‘the 3107 bmlon Harris
figure.?

To measure total corporate stock reallzations, lt is necessary to add to the
IRS figure:* Distributions from regulated investment companies, some percent
of share of gain or loss from partnerships and fiduciaries, 4nd.some percent of
other assets! The first of these is entirely corporate stock, while the other
two include some unknown but probably substantial amount ot corporate stock.
The IRS special stydy excludes figures available from other “Statistics.of
Income” publications, while the Harris study includes them: for example, short-
term gains, and personal holding company long- and short-term gains. Con-
servative adjustments of the varions IRS figures acconnt for nearly £3 bluion
from these sources glone.

Moreover, an interview study such as the Harrls report naturally differs some-
what in coverage from {nformation reflected on tax returns. The more basic
dissimilarities include those of definitiop, concéptual differences, and {tems
not subject to accurate quantification, such as sampling errors, nonreporting, etc,

Other adjustments to thé IRS figure include short- and long-berm ‘gains re!
tained and taxed to estates and trusts, short- and long-term gains that are legiti-
mately nonreported and some that are misreported, etc. Taking these factors,
plus’ adjustments to T'reasury figures into account, reduces the apparent “gap”
substantially. The actual difference may well be Tess than $1 billion if Treas-
ury and Harris figures are off by as little as 43 percent—a figure well within accept-
able estimating errors.

& the cdHAIRMAN The ﬁrst wrtness is Mr. Karl R. Price, of Alvord
vord.

The Chair would like to make this statement to the witnesses: When
hearings were scheduled for today it was not known that the Senate
would be in recess. I want to express my apologies for the f‘l(‘f that
so many Senators are out of town.

Mr. Pmoe, please go ahead.

mle;'ﬂg,!efggis Capital Aueto Beported on Individual Income Tax Returas,"” Statlmcs of
2 4A Btudy of the Revenue Effects of Potalble Modification of Present Capltal Gunn

uls H 8, Tne,
All adjuetmenu refer to“otcaglte p. 10 of the IRS re|

rt.
0The {nclusion of corporate stock under vnloua hef(‘flngl is reported under “Typea ot
capital assets” on pp. 8 and 8 of the IRS report.

/
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Senator Dovatas: Let ‘me'say the chairnian has been devoted to his
duty and has shown great energy and public spirit in coming to every
session. : e

The Cuamrman. Thank you very much. The Senator frém ilinois
has certainly been very faithful at the hearings.  He has been hete
every day. R o L :

~ STATEMENT OF KARL R. PRICE, ATTORNEY AT LAW

.Mr, Price. Mr, Chairmari, my nanie'is Karl R. Price. . I am a
meniber of the law firm of Alvord &.Alvord, of this city. This
statement which I amn about to make perfains solely to the effective date
of section 215 of the bill which relatés to interest on certain deferred
paym:nts. Under present law as it has existed for the past 50 years,
if the buyer and seller of a capital asset agree on a price to be paid in
installments over a period of time, without interest, the terms of their
agfvreement will be followed in determining the income tax consequencss
of the transaction. That is, thie entire amount of the agre rice
will be used to compute the seller’s gain and the buyer’s cost; and the
seller will not be required, and the btiyer will not be permitted, to
treat any part of the price as interest. =~ . . ‘
_Section 215 of the bill would change that rule. It would provide
that a certain part—computed at a prescribed discount rate—of what
the parties to a sale have agreed on as the sales price shall be treated
for income tax purposes as interest. The new rule would increase the
tax liability of the seller by treating part of the sales price as interest
income rather than as capital gain, and concurrently would reduce the
tax liability of the buiyer by tieating the sime amount as an interest
deduction rather than as an investment in a capital asset. Thus, in the
ordinary case the new rule would have no substantial net effect on
Government revenues, but would alter the terms of the sale as between
the parties themselves, L oy
_ In such a situation the Government has no substantial interest in a
retroactive or even in an immedate application of the new rule, but
the public has a very substantial interest in béing afforded adequate
notice of it. o - Co I _

‘What does adequate notice require under these civcumstances?. First,
it requires that the new rule as eventually and finally formulated
should be applied only to transactiofis enteted into after the date of
enactment, since until then the public cannot know wlhethet the bill
will be passed, or whether the pertinent section will be eliminated from
the bill or modified. o L
- -Sécond, it requires that there be a period after enactment sufficient
for the public generally to becoms informed as td the terms of the new
provision, and sufficient to permit transactions ‘which are in an ad-
vanced stage of negotiation to be reconstructed in thelight of the new
provision. S

Under these principles, section 215(d) of the bill, which in its pres-
ent form woul agply the riew rule to sales made after June 30, 1963,
should be amended so that it will apply only to sales pursuant to agree-
ments made more than 30 days after the date of ensctment. S
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1 sincerely hope the committee will %ive_consideration to. the sug-
gestion. That is all I have to offer at this time. I thank you for the
op'gortumtytoappear. L ‘ . R

The CuamyaN. Thank you, Mr. Price. o

Senator Douglas? ‘ ‘ I

Senator Dovoras. Mr, Price, your testimony has been directed to
section 2159 B o T .

Mr. Price. Yes, sir. . S o

Senator Doucras. Do qyou have any interest in section-216 on per-
sonal holding companies¥ =~~~ .. . ..

My, Price. I do not. _ o L

Senator Doucras. Po you know anything about foreign personal
holding companies? E o ' . '

Mr. Price. I do know something about foreign personal holding
companies;_yes, sir. . o ‘ L P
_. Senator Doperas. Are you opposed to the provisions in the bill as
it comes to us dealing with foreign personal holding ¢ompanies?

Mr. Price. I have not actually given any study to those provisions.
I am not quite clear on what provisions it is that the Senator refers to,

“Senator Douaras. Well, section 1014(b) ({SLJs the present provision.
; 1Illzwe you read the anafysxs prepared by the staff on this section as
ollows: : P :

o X

The bill amends the Intecnal Revexiue Code to‘prbvide thét‘when stock In a-

corporation which was a foreign personal holding company, for its last taxable
year before enactment of the Lill, is transferred at death— " o

I wonder if we ¢ould get a copy of this report for Mr. Price so that he
can follow it? Thisis page 83. : , ‘

Mr, Price.' I havea copy of the staff description.

Senator Douoras, That is right. -

Mr. Price. Yes,sir.

Senator DouaLas. Page 83, .

Mr. Price. Page 821 S

Senator Douoras. Page 83. I will start again, I will go back to
the beginring: - : ' ‘

Under existing 1aw when a decedent leaves stock in a personal holding com-

pany, the basis of such stock to his estate (or to the person inheriting it) is the
decedent’s basis or the fair market valye at the time of death, whichever 1s less.

Then there is a reference to this provision in the Internal Revenue
Code which T quoted. The staff report goes on to say: _

The bill amends the Internal Revenue Code to provide that when stock in &
corporation which was a foreign personal holding company, for its last taxable
year before enactment ‘of the bill, s transferred at death and the decedent’s basis
for such stock 18 less than its fair market value the basis of the stock shall be
increased by the amount of Federal estate tax attributable to the net apprecia-
tion in value. This may be Illustrated by assuming that a decedent leaves atock
of & foreign personal holding company which had a cost basia to him of $100,000
but bad a fair market value at death of $1,100,000. Under the amendments
made by the bill the basls of this stock to the estate will be $100,000 plus the
amount of Federal estate tax attributable to the $1 million appreciation in the.
stock. . )

T wondered if you agree with this as a description and whether you

b

favor the provisions of the bill on this point,

L3

Mr. Price. T cannot say whether I agree with it as'a description.

Not having read the provision of the bill, I weuld assume that it is
24-532—63—pt. 6—3 !
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an accurate description. I know that my senior partner has an interest
in this provision, and I have not made & study of it myself. I would
say that I was in favor of it. o

Senator Douaras. Do you feed there has been an abuse in the matter
of foreign personal holding companies? -

Mr ce.  Whether there have béen abuses in foreign personal

holding companies in some cases I really am not prepared to say. Of
course, the ordinary rule today that applies to foreign personalyhol
m%lpognpt}n}es is that the stockholder is required to pay income taxes
at his individual rates on the full amount of an undistributed income,
so that he actually gets no tax benefit out of maintaining a foreign pex-
sonal holding company in existence.
_ Tha only reason why foreign personal holding companies are main-
tained in existence todsy is because the stockho%der oes not want to
face the heavy burden of capital gain taxes that would ensue on the
liquidation of the company. But currently, year by year, he is re-
quired under existing law to pay Federa. income taxes at the regular
surtax rates. ’ :

Senator Doueras. Does the treatment of foreign personal holding
compa.xglies differ from the treatment of domestic personal holding coin-
panies

Mr. Price. Yes,sir;it does. Domestic——

Senator Doucras. In what resgect?

Mr. Price. Domestic personal holding companies are taxed on their
undistributed income as separate corporations at a specified penalty
rate. :

Senator Dougras. They are taxed at 52 percent in the case of receiv-
ing dividends, if they are outside the scope of personal holding com-
panies, but if they are real personal holding companies but disguised as
not being personal holding companies, then they will be taxed on the
dividends received, they will be taxed at 52 percent of 15 or 7.8 per-
cent; isn’t that true? .

Mr. Price. That is correct; yes.

Senator Doucras. That is, if they have less than 80 percent of their
in¢oms, a8 that may be defined, from dividends.

Mr. Price. Yes.

Senator Doucras. How does the treatraent of foreign personal hold-
ini companies differ from this?

fr. Price. The foreign ﬁpersonal holding company treatment is
handled under entirely different provisions, and the treatment, in
substance, is that the income of the foreign personal holding company
is taxed to the stockholder. It is not taxed in the hands of the corpo-
ration. v

Senator Douaras. Itisnottaxed to the corporation.

Mr. Price. It is not taxed to the corporation. ~Tho corporation,
being a foreign corporation, I assume is not taxed on the ground that
it is not subject to I}xﬁ)‘a tax jurisdiction, except on whatever part of its -
income may be from U.S. sources. That, of course, is taxed as income
from eIgl.S. sources in the same manner as any income from U.S. sources
is taxed. .‘

Senator Doucras. Suppose a company is set up in Nassau, in the
Bahamas, and suppose it has an income of $1 million a year from divi-
dends, and an income of $300,000 from other sources. This would mean

s
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that it would not be a personal holdi_ng company--if it were a domestic
company, isn’t that true—$300,000 is more than 20 percent of $1,300,-
000 :

Mr. Price. If the $300,000 is not personal holding company income
1 think that istight. Idonot recall——

Senator Doveras. Would it be & personal holdin% company if its
lecation, what is the legal phrase, its situs, is in Nassau A

Mr. Price. It would be a foreign personal holding company if it
were incorporated in Nassau.

Senator Doucras. Would the taxation be more severe than if it
were a domestic company {

Mr. Price. If it werea foreign personal holding company.

Senator DoucLas. That is what I mean, it would not be a personal
golldin g company under the present law. It would be under the House

il

What T am trying to get at is what is the difference in treatment of
a foreign personal oldm% company now as compared to a domestic
personal holding com ar(\]y

Mr. Price. Well, the difference is that the income of a foreign per-
sonal holding company is taxed it the hands of the stockholder.

Senator Doucras. Is the definition the same in both cases; namely,
that you must have 80 percent of the income from dividends?

Mr. Price. I do not recall whether the percentage requirements are
the same or not. ,

Senator Dovucras. I would like to ask a member of the staff to make
astatement. Plesseidentify yourself and make a statement.

Mr. Tomasuro. In the case of a foreign personal holding company
the gross income test is 60 percent in the first year and 50 percent in
other years. .

Senator Dovanas. Ts this the present law?

Mr, Todrasuro. Present law; yes, sii.

Senator Dovaras. So it is more severe in the definition of a démestic
personal holding company.

Mr. Torxasuro. Yes,sir;itis.

Sex;ator Dovuaras. Is there any change in the bill as it comes over
to us?

Mr. Tomasuro. The foreign personal holding company is not
changed. :

Senator Doucras. What alteration is there in the present bill as
{ega?rds foreign personal holding companies as compared to present

aw

Mr. Toyasuro, Well, foreign personal holding company income
and the foreign personai holding company tests are not changed at all
on the bill.

Senator Doveras. T understand the test. But what about the other
features? )

Mr. Toxasuro. Well, the other feature is the one you have already
brought out, of course, that the basis of the stock is increased at death,
and in addition, provision is made for liquidation of foreign personal
holding companies in certain cases. ‘

Senator Dovcrnas. T notice theve is a statement here that there is a
1-month liquidation of foreign holding company provision. What is

that?
/
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Mr. Toxasuro. That is described at the pamphlet beginning “One-
month liquidations,” et cetera, immediately after what you read.

Senator Doucras. Would you read it and then explain it?

Mzr. Torasuro (reading) :

Section 333 of the Internal Revenue Ccde provides for certain speclal elective
treatment for distributions received in a 1-month liquidation of a domestic
corporation. Under that section, if the individual shareholders have properly
elected, they are taxed—paragraph (1) on dividend income to the extent of
their allocable share of the accumulated earnings and profits, and paragraph
(2) on the capital gain realized to the extent of the amount by which the
earnings and profits are exceeded by the sum of the cash in the corporation and
the fair market vaiue of stocks and securities acquired by the corporation after
December 31, 1953. Ixcept .to.the extent mentioned the shareholders are not
taxed because of property in kind recelved, but such property has a basis in
their hands equal to their basjs for the stock surrendered, adjusted for gain
recognized on the liquidation,

Howsver, under existing law section 333 does not apply to foreign corporations.

Now, this bill provides under certain conditions that a foreign per-
sonal holding company can get section 333 benefits for a short time,

Senator Doucras. What is that special benefit given by 3337 1t is
very hard to follow these abstract statements, you know.

Mr. Toxasuro. The special benefit given by 333 is that no capital
gain is recognized to the shareholder as to appreciation.

Senator Douar.as. It is not taxable.

Mr. Toxasuro. It is not capital under capital gains, but the ordi-
nary income is taxed on the ordinary income just as if the corporation
had distributed all its earnings and profits immediately before the
liquidation. :

Senator Douaras. Well, now, then, to what degree can a' foreign
personal holding company under this bill obtain the protection of
section 333% _

Mr. Tomasuro. They have to elect o liquidate and liquidate within
4 calendar months, within 1 of the first 4 calendar months, ending
after enactment, and in addition they must obtain the ruling of the
Commissioner that there is not under section 367 of the Internal Reve-
nuo Code——

Senator Douaras. I would like to ask Mr. Price if he or his firm are
interested in the retention of this provision given the protective section
333.

Mr. Price. My seunior partner, Ellsworth Alvord, is interested in
that; yes, sir.

Could I point out to the Senator that these two amendinents to
which you have referred, applicable to foreign personal holding com-
panies, only apply to corporations which are not only foreign personal
holding companies, as the Senator has suggested in point of fact,
hut are also foreign personnel holding companies under the definition
in the Internal Revenue Code and, conse%uentl , have been subject to
what might be called the tax penalty which applies to foreign personal
holding companies.

Senator Douaras. May I ask, is the definition of a foreign personal
holding company that it is incorporated in a foreign country or that
it derives its revenue from a foreign country ?

Mr. Price. Incorporated.

Senator Doveras. Even though it draws its revenue from within
the United States.
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Mr. Price. Regardless of the source of revenue; yes, sir.

Senator Douaras. Regardless of the source,

Mr. Price. It has to be owned, of course, it is a foreign corporation
owned by US. citizens or residents.

Senator Doucras. This is a very complicated subject, one of the
most complicated in the whole bill, and I certainly do not pretend
to be an expert on it. I may have misunderstood the statement of our
very able staff member on the subject.

s he interpreted these last paragraphs, it sounded to me as though
there was a short period during which a foreign lilersonal holdiw
companﬂlas continuously defined, could escape from the tax on capita
gains which is laid down as a general principle in the first paragraph
onpage84. AmImistakenon that?

Mr. Tomasuro. No, sir; you are correct, by being treated exactly
asa domestic company bﬁw that liquiiation.

Senator Doucras. That raises, of course, the whole question of
liquidation provisions for domestic companies which I hope we can

ursue.

P Mr. Price. Yes.

Well, I would like to make perfectly explicit the point that since
the Senator has referred to the case in which Mr. Alvord is interested
or has invited my reference to it, that case involves a company which
is a foreign personal holding company as defined in the law on which
consequently all of the income of thet corporation has been taxed to
the stockholder at his individual income tax rate.

Senator Doucras. Is this case before the court or before the In-
ternal Revenue Service?

Mr. Price. No, sir; it is neither Lefore the courts nor before the
Internal Revenue Service because there is no existing problem with
respect to it.

The stockholder has paid the tax on all the income of that cor-
poration at his individual surtax rates. The only problem is, or the
problem that the bill deals with is, that the corporation does hold a
substantial amount of securities which are today worth more than
they were when acquired by the corporation. They have a{)preciated.
All of the dividends and interest on those securities have always been
taxed at individual surtax rates.

Senator Doucras. The people at interest have a perfect right to
obtain attorneys, and the attorneys have the right to represent them
to the best of their ability. I am not questioning this in the slightest.
I am neerely trying to get the issue clear in my own mind.

Then, do I understand that this corgoration, if it could take ad-
vantage of section 333, which seems to be given by later paragraphs,
would be able to avoid the tax on capital gains which otherwise
would be levied under the main provisions of the bill as it comes to us#

Mr. Price. Well, it would be able—ihe stockholder would be able
to liquidate that corporation——

Senator Douaras. Yes.

Mr. Price. And take direct personal ownership of the securities
which are now held by the corporation.

Senator DouaLas. %Vithout having to pay—

Mr. Price. Without having to Pa}y\y capital gains tax at that time.
Of course, if he later disposed of the securities he would then pay
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the tax on that appreciation. In other words, that appreciation would
not be tax exempt but tax deferred.

Senator Doucras. I understand. That helps to clarify a very puz-
zling situation. Thank you very much,

Mr. Price. Thank you, sir.

The CHAIRMAN. Tfmnk you, Mr. Price. . .

The next witness is Mr. Richard L. Goldman of the Association of
Mutual Fund Plan Sponsors. ‘ : ~

Mr. Goldman, take & seat, sir, and proceed.

STATEMENT OF RICHARD L. GOLDMAN, ON BEHALF OF ASSOCIA-
TION OF MUTUAL FUND PLAN SPONSORS, INC.

Mr. Gorbman. Mr, Chairman, my name is Richard L. Goldman.
- I am an attorney, of the law firm of Ehrich, Stock, Valicenti, Leighton
& Holland, in New York, and I appear today on behalf of the Associa-
tion of Mutual Fund Plan Sponsors. The association is made up of
S})OHSOI‘ underwriters, of the plans by which an investor accumulates
shares of a mutual fund over a stated number of years by a program
og periodic investments—for example by paying $10 a month for
10 years. ‘

The code is already being amended in section 2186 of the bill, because
of new restrictions which are to apply to personal holding companies,
to assure that the tax law will stay the same as to periodic investment
plans and the mutual funds themselves. However, another technical
amendment is needed to avoid what would, in effect, change the law
as to the periodic investment plans by the overturning of an admin-
istrative tax practice of more than 23 years’ standing.
~ The threat is, in brief, that one investor’s gain from his periodic
investment in a mutual fund would not onl e, as at present, fully
taxed to himself, but would be taxed to the other investors under
the plan as well. ‘

I will elaborate in a moment.

Let me report first that well over 1 million periodical investment
plan programs are in effect today; there are probably over a million
and a quarter accounts. The planholders are small investors of lim-
ited means, generally small business, professignal, and skilled and
semiskilled people. In the case of a representative plan, most of the
people invest $25 or less a month and receive less than $50 a year in
income from their investment programs. The average paid in, under
a periodic investment program, approaches $2,000.

Over $2 billion is invested in mutual funds through periodic invest-
ment programs, and over $5,300 million is scheduled to be invested
when the now outstanding programs are completed. Over $1 in every
$5 invested in those funds which have Flans is invested through a
periodic investment plan. Hundreds of thousands of families are
nterested.

Our problem arises in this way. Suppose that 10,000 investors buy
10,000 units—1 each—in a trusteed periodic investment plan. The
trustee uses the money, after authorized deductions, to buy shares in
the mutual fund designated under the plan trust instrument. The
fund shares rise in value, and one planholder liquidates his unit of
nterest in the plan at a gain.

R e T I
1
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The tax threat is that, by a novel technical construction of the law,
99.99 percent of his gain would be effectively taxed to the other 9,999
investors, even though the individual actually enjoying the gain pays
a full tax on 100 percent of his gain himself, -

This seems unfair, :

In effect, it would undo to a large extent the so-called passthrough
tax concept, which Congress provided nearly 30 years ago for the
small investors. Congress permitted them by means of this pass-
through concept to invest collectively through regulated investment
companies, in order to obtain professional management and diversi-
fication of risk—and contem ating that the mutual fund investor
would have the right t~ withdraw his interest at any time by redemp-
tion—without having to pay extra taxes at the corporate level. The
threatened treatment would deny this opportunity to pool small
resources free of corporate tax, as to hundre(i)s of thousands of people.

The machinery of the threatened treatment can be explained Ei‘ieﬁy,
by using a simple diagram and by reminding ourselves that the plan-
holders who invest under a periodic investment plan are regarded as
associating for profit in a quasi-corporate arrangement which, as a
“regulated investment company,” is taxed only on undistributed in-
come, if any. ‘ : '

i utual fund |

J e :t _l’lin:iiug Re__Z
f
Person holdin A Jenes ith Brown

shares direct- ’
1y in the fund

Let us suppose that four ‘l))eople-——Messers, A, Jones, Smith, and
Brown—cause $100 each to be invested in a mutual fund, through
the trustee custodian of their plan. The value of each investment
rises- to $140, and Mr. A orders the trustee to liquidate his account
by selling fund shares, equal to the number of shares in his account,
back to the fund. The trustee has to return the shares to the fund
for redemption, and distribute the proceeds to A. .
Now, under tax law a gain will be technically realized in the amount
of $40 ’by the plan trust, which is technically & “regulated investment
company.” But since the trustee is not taxable on income which is
paid out, and since the trustee distributes the entire cash proceeds
to Mr. A, it has always been regarded as not having any undistributed
income left to be taxed ; Mr. A of course has always been fully taxable.
The suggestion now, however, is that a subsection of the code (sec.
562(c)) provides that a ‘;})referential dividend” is not to be treated
as distributed, so as to be free of corporate tax—this finds application
today chiefly as to personal holding companies—and that because
each of the four planholders does not receive a fourth of Mr. A’s
gain on a pro rata basis—somet.hing which is impossible under the
plan, of course—MTr. A is getting & ‘“‘preferentinl dividend”; only $10
of Mr. A’s gain, a one-fourth part, would be regarded as distributed

1
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income and the rest would be treated as still undistributed and subject
to corporate tax. Thus if you were Mr. Smith, Jones, or Brown, you
would bear a tax through the trustee on A’s gain and would find that
a part of your investment had disappeared in taxes.

If, as i1s common, there are 10,000 people under the plan, all but
one-ten thousandths of Mr. A’s gain—9,999/10,000 of it—would be
regarded as taxable in effect to the 9,099 investors with no interest in
the ﬁam, even though it was fully paid out and taxed to Mr. A.

The longer the planholders retained their investments, the worse
off they would be—the more times they would have to bear tax on
someone else’s gains,

It is in these circumstances that we appear before you today.

The planholder investors and their families, most of whom pay in
$25 a month or less, are unlikely to bear any understanding for such
& bizarre and unfair result.

Since a mere technical distinction in the tax law would be the cause
of the planholder bearin% more taxes than the direct fund share-
holder, planholders would lose faith in the plan program and liquidate,
even at a loss, to their damage.

It may be presumed that there would be damage to the industry,

to the related funds, and perhaps—by causing less money to flow into
the stock market—to the market in general,
. It has not been suggested that Congress ever intended to raise reve-
nue out of these circumstances, and indeed the people who typically
invest $10 or $25 a month are more likely to need to invest collec-
tively than someone who can invest directly, with a lump sum.

The administrative lE)ractice has been to regard the situation as not
giving rise to tax at the plan level, and this has been the case during
the entire life—over 23 years—of the periodic investment program
as it is known today. Accordingly, many thousands of people of lim-
ited means have committed their savings, without warning that they
would suffer a tax as if they were in a business corporation.

Tt is avident that no tax was intended, or regarded by the taxing
officials as intended, by Congress because of the way in which the new
glans have avoided the problem. The irustee under the newer plans

istributes the fund shares in kind to the liquidating planholder—
technically avoiding a sale, or therefore a gain, by the plan. But the
trustee does this by having the shares, until then held in the trustee’s
name for the planholder, rere istered in the planholder’s name and
then having the fund redeem the shares from the trustee as the plan-
holder’s agent.

This contrivance is immaterial to the fund, which is in any case
required to accept the shares for redemption when offered. Such a
series of paper transactions involving a i)rearranged sale would never
be honored at face value by the Internal Revenue Service, in view of
the substance and net effect of the steps regarded as a wi\ole, if the
Service did not accept that Congress had no intention of raising reve-
nue in these circumstances. The very regulations of the Treasury
on partial liquidations (sec. 1.8346-8) alert the agents to this kind of

thing.

V\g have suggested as much to the Treasury, and have stressed that
to regard one man’s gain as taxable in effect to othors here is to impute
to Congress a very misdirected way of taxing income; and that, even
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technically, the law does not call for treating a distributed gain as
undistributed, or as distributed preferentially, when the trustese is re-
quired by the governing documents to give the liquidating planholder
his exact prorata share of the total value held for all the planholders
collectively. : :

It is only in the direst emergency, therefore, that we come here.
We know the burdens weighing upon this committee. We would ordi-
narily look to our court remedy, and be confident of obtaining it.

However, there is no court remedy here. This is an unusual case
in this respect, too. A. great pressure 13 being exerted by the Securities
and Exchange Commission, which has raised the question of a tax lia-
bility—presumably due to contact with Internal Revenue—and could,
for example, require that money be set aside by the plan trustee as a
reserve for taxes, This would immediately reduce the net asset value
pa%able to a planholder upon redemption, C

hus Le would receive only his prorata share of a reduced figu
and this would be the same to him as if he had taken the money an
mailed it to the Internal Revenue Service, for most practical purposes.

The SEC has told us to find a solution by the winter’s end, when cer-
tain plan prospectuses come up for renewal, or they may not be declared
gﬁeci,li've or the following period. There is no effective court remedy

or this, ‘

It is, therefore, only by reason of being driven to the wall in this
way, by the threat of a long-standing administrative practive being
overturned at the instance of a nontax agency, that we are forced to
come to this committee with our petition for fair handling.

The matter can easily be clarified in the bill, which already seeks
to guard the regulated investment company against a change in the law.
It does not touch any major policy issue, would not create public con-
troversy, and does not threaten any revenue loss. No money would
leave the Treasury by way of tax refunds, because in over 23 years
none has been collected in these circumstances; it is rather to prevent
achange in tax treatment that we are here. )

Finally I have not heard, and I do not know any reason from the
Treasury’s side which would fairly be urged in opposition, so that I
hope the Treasury will support our proposal, which is appended, and
which I have already submitted to their extremely able and courteous
Tax Legislative Counsel, Mr. Donald C. Lubick, and to the Con,
through the staff of the Joint Committee on Internal Revenue Tax-
ation.

(Proposed addition to section 562(c) of the Internal Revenue Code
follows:)

This subsection shall not apply to a unit investment trust registered under the

estment Company Act of 1940, issuing periodic payment plan certificates as
¢ ined {n that act and qualifying to be treated as a “regulated investment com-
pany” under sectlons 851 through 855, with respect to taxable years ending after
December 31, 1959.

. Mr. Gorouan. We feel that if the problem can be given considera-
tion, the committee will find a fair result for the hundreds of thou-
sands of families involved. I thank this committes for permitting
me to appear before it today.

Of course, I will be happy to answer questions, if there are any.

The Crramryan. Thank you very much, Mr. Gloldman. ~
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Senator Tsouglas? ‘ ,

Senator Doucras. As I remarked, these are very subtle questions,
and it is sometimes hard to determine precisely what the actual issues
are. ~

Would it be unfair for me to in(luire whether what you are funda-
mentally objecting to is the capital gains provision on securities sold
f?‘tlllclidtl;en proceeds distributed to the members of mutual investment

S .

er. GorpmaNn. Yes, sir; that is precisely the matter to which we
object. . )

Senator Dougras. Well, I raise this question: If an individual has
to pay a capital gains tax why is it proper to shield the individual
from the capital gains tax because of the fact of there having previ-
ously been a corporate shield ¢ :

r. GoLpMaN. Well, sir, I am not sure that I follow the questior
but let me say that the individual who has the gain, who has made
the investment and now liguidated it, does pay a full 100 percent tav
on the gain, always has and, I suppose, always will.

The question here is whether notwithstanding the passthrough
concept that there should ordinarily be no second tax for the various
small investors at the corporate level, that this gain being taxed to
the man who liquidates is nevertheless to be taxed again to all the
other people who have no interest in that gain. '

It is, therefore, a tax to people who are uninterested in the money
that we are raising an objection to. But we certainly have no objec-
tion to a man who makes an investment and liquidates at a profit
paying a tax on it. That would hardly be other than very correct.

enator Douaras. Why would you object to a mutual investment
fund payingatax? :

Mr. G)(')LDMAN. No, sir.  'What we have here are two echelons. One
is the mutual fund, and then there is an entirely distinct trust entit
through which people make periodic investments in the mutual fund,
so that one man may be buying shares in a mutual fund directly and,
of course, whatever gain he has he will pay a tax on, and any distribu-
tion received will be taxable; and another man will invest in the same
mutual fund by a series of periodic investments, such as $10 a month,
and also anything received from the mutual fund will be taxable to
him just as to the direct fund shareholder,

The distinction which is threatened is that when the direct fund
shareholder liquidates, he, of course, has a tax, and that is the end of
it. But when the fund shareholder, through the periodic investment
plan which is considered, as I say, a sort of quasi-corporate arrange-
ment, when he liquidates, he will not only pay his own tax but that gain
will also be taxed to the other people who have no interest and have
been paying $10 a month. s

We would like, therefore, in this respect that the plan investor be
put on the same plane as the direct fund shareholder, and that no sec-
ond tax be introduced by reason of the trustee custodian who stands
between the fund and himself,

Senator Dougras. I have many questions, but I find it difficult to
ex‘)ress them. I am baffled by all the complexities of this personal
holding company——

R R R R L I R R R R
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Mr. Goroaman. I'should introduce at this point, Senator, that I an:
not here on behalf of the personal holding companies or of any one of
them. It is only that theré is a pravision which affects not only the
personal holding ¢ompanies but also, in section 562 as it stands, the
~ regulated investment companies, that brings me here, and it is, as I

say, not by reason of any concern to speak on behalf-of, or against, the
personal holding companies that brings me here, but rather that those
people who are investing through an entirely nonpersonal-holding
company in a mutual fund through a plan custodian are thréatened by
something which it is clear the Congress never intended in the- past,
and, indeed—— o T R o

Senator Douaras. Would you make clear just what is this ‘double
taxation which you say would exist under the bill as it is now drawn
and as it came over to us from the House; just where is this double
taxation? oo e B

Mr. GoLomaN. PerhapsIhave not explained as clearly as—— . -

‘Senator Doteras. I am pirobably a very stupid mian on this, and if
}',01} will forgive my slowness I would appreciate it if you would make
1t clear.” Co : o -

Mr. GoLbman. The situation is that now under present law,; as we
understand it and as the Treasury has always understood it, somebody
who invests in a mutual fund by reason of a periodic.investment plan
should not pay any tax on a gain generated by anybody else, and dis*
tributed to him in cash, because there would be—tlis should not be con-
sidered as undistributed income, it being paid out. :

Senator Doucras. How can you say it is generated by somebody
s;lsed%r by proportionate investment by the man under the mutual

un

_ Mr. GorpyaN. Well, the arrangement under the periodic investment
plan, unlike the mutual fund as such, is that a man remits, let us say,
8100 which goes net to a trustee, and the trustee is required under the
instrument to invest his money in the particutar mutual fund for which
that plan exists and that, of course, is why he is investing it. - There is
no diversification by a plan trustee. The trustee is an entity which
exists so that & person may invest by way of periodic investment, and
shares are registered for his account in that mutual fund.

The trustee holds those shares, and at any time under the Invest-
ment Company Act of 1940, and other regulations, the individual who
lias, let us say, 10 shares in the fund held for his account can say, “I
want my investment liquidated. XKindly sell my shares and distribute
the proceeds to me.” : .

By “séll my shares” of course I mean the trustee is to surrender
them to the fund for redemption. That is in line with the open end
feature which a direct investor in a mutual fund would have.

Senator Dougras. Are you saying that under the proposed law that’
the mutual fund would é)ay the tax and then the individual, either him-
self or the trustee, would pay an added tax?

Myr. GoromAN. The trustee would pay an additional tax over and
above everything that a mutual fund would gay

Senator Douaras. Would the mutual fund pay a tax on capital gains
under the proposed law {

Mr. Gorpaan. The mutual fund is in a somewhat different position.
Tt isunderlying-— '

i
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Senator Douoras. I wonder if you would be willing to answer the
question. Under the proposed law would the mutual fund pay a cap-
ital gains tax on the securities which it sold ¢

Mr. GoLomaN. Yes, sir. A mutual fund would pay tax on capital
gains. .

Senator Douaras. It would; and then it would be taxed again?

Mr. GoLoman. Sir?

Senator Douoras. And then it would be taxed again to the trustee
or theindividual?

Mr, GoromaN, Well, if it distributed the proceeds to the investors
then there would be no undistributed income—am I not audible, sir{
If it distributed the proceeds of capital gains a mutual fund itself
would not be taxable. That is the passthrough idea.

Senator Doucras. That is what I was speaking of, when it did dis-
tribute it. Sothe mutual fund would not be taxed.

Would the trustee or the individual be taxed ¢

Mr. GoromaN. The individual recipient certainly would be taxed.

Senator Dougras. Where is that double taxationf It would be
double taxation if hoth were taxed, but you are now saying that it
is only the individual or the trustes who pays the tax. I fail to see
double taxation there.

Mr. Gorpaan., Well, sir, it is the threat that the plan trustee who
is considered an interposed entity equivalent to a corporation, that
the plan trustee would have to pay a second tax.

' Senator Doucras. Would the trustee pay the tax and then the indi-
vidual pay thetax?

Mr. GoLoxan. Yes,sir.

Senator Douaras. Both of them?

Mr. GoLoMAN. Yes, sir. The individual would }i‘ay a full tax and
would leave his proceeds and report a full tax. The trustee would
remain, of course, holding fund shares for all of the other investors
by periodic investment, but would be subject to a tax, and that would
be borne by these other people.

Senator Dovaras. And thetax isidentical?

Mr. Goroyman. Yes,sir;at ca]gital gain rates at present.

Senator Douar.as. 25 percent

Mr. GoLpaAN. Yes,sir,

Senator Doucras. The maximum.

Mr. Gorpyan. Yes, sir; and it would come to a disparate treatment,
of course, as against the direct fund shareholders.

Senator Doucras. I would like to ask the staff if thisis true.

Mr. Tomasuro. Yes; that is correct. That is the proposed position
of the Service. ' : , :

Senator Dougras. Thank you. :

The CuamraN. Anything further? Thank you very much, Mr.
Goldman. .

Mr. GorparaN. Thank yon.

The CrarrmaN. The next witness is Mr. James S. Mentzer of the
American Finance Conference, Inc.

Mr. Mentzer, take a seat, sir, and proceed.
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STATEMENT OF JAMES 8. MENTZEE, TREASURER, AMERICAN
FINANCE CONFERENCE, INC.

Mr. MenTzER, Mr. Chairman and Senator Douglas, I am James S.
Mentzer. I am connected with an independent finance company and
also treasurer of the American Finance Conference, a trade associa-
tion of independent time sales finance corapanies with some 225 mem-
ber companies, principally in the United States. A company engaged
in the lending or finance Kusiness must be an active business and must
maintain local offices in the territories in which it operates. These
offices are staffed with full-time employees to acquire new -business
and to collect the receivables of the company.

Some of the members of the association are large publicly held
companies, however, about 85 of our smaller member companies who
have in excess of 350 offices and in excess of 2,500 employees are closely
held and are therefore concerned with the personal holding company
tax provisions. ‘

Historically it has been recognized that companies of this sort should
never be subject to the personal holding company tax.

The four exemptions for finance companies in the present law are
of a very technical nature and some confusion has existed with
respect to their interpretation even among accountants and lawyers.
Woe believe that the amendments contained in the bill represent a sub- -
stantial step toward simplifying the exemption of lending and finance
companies. The bill provides a single exemption and recognizes
problems which arise over the fact that separate corporations are fre-
quently required to comply with State regulatory laws for finance and
loan companies,

The proposed amendment does, however, contain some limitations
which undoubtedly were not foreseen at the time it was drafted. H.R.
8363 as adopted by the House contains two principal requirements
which a lending or finance company must meet before it can qualify
for exem{)tion from the personal holding:company tax. For con-
venience I will refer to these as the “60-percent test” and the “20-per-
cent test”’—

1. The 60-percent test: The bill as drafted by the House would ex-
clude, subject to certain other limitations, a lending or finance com-
pany if 80 percent or more of the ordinary gross income of the com-
pany is derived directly from the active and regular conduct of & lend-
ing or finance business. The regulatory laws under which finance and
loan companies operate frequently require separate corporations.
Economy of operation, however, necessitates that many functions be
consolidated in a singfe corporation. For example, one corporation
frequently hires the necessary personnel, acquires the appropriate
facilities, and in accordance with requirements of the banks and in-
surance companies borrows all money for the group. Arrangements
are then made to make these various facilities avaiﬂzble to the group
with appropriate charges therefor. Most major companies in tho
business  make insurance coverage available to their customers. In
order to be competitive smaller companies muit follow this same
practice. .
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The bill requires that 60 percent of the company’s income be derived
from the lending or finance business in order to qualify for exemption,
but it is not clear that income from sources such as those mentioned
above would be included in making the 60-percent test. I would like
to give a hypothetical illustration of a company to illustrate this prob-
lem, First, let us take a situation in which we have interest from
lending or finance business constituting 59 percent of the total incomo
of the company ; secondly, service to affiliated finance company 30 per-
cent, and insurance income from lending or finance business 7 percent,
and rental income of 4 percent, making up a total of 100 percent in-
come of the compan{l.
Tt will be noted that the interest and rental income combined equal
63 percent of total income and, therefore, 60 percent of the company’s
income is personal holding income. The company must, therefore, rely
on the exemption section., If interest is the only part of the com-
pany’s income which would be considered as being derived from the
active conduct of a lending or finance business, the company would
not meet the 60-percent test and would not qualify for the exemption
We suggest that proposed code section 542(d) (1) (A) be amended
as follows—I night simply state that we propose to add two items of
income which would make it appear that all income from business,
from the finance business, including income from other companies in
the group would be included in making the 60-percent test:

{New language fs {n ftallic, language which would be eliminated {s enclosed in black
brackets)

(A) IN czNERAL—Except as provided in subparagraph (B), for purposes of
subsection (¢) (8), the term “lending or finance business” means a business of—

(i) making loans, or

(if) purchasing or discounting accounts receivable, notes, or installment
obligations,

(ii1) rendering scrvices or making facilities available to another member
of the same affiilated group (as defined in sec. 1504) that ig also in the lend-
fng or finance business, or

(iv) earning {ncome from activiiies related to those descrided in clauses
(1), (44), or (i4).

" The second point with which we are concerned is the so-called 20-
percent test. Under the bill, a company would not qualify for exemp-
tion if 20 percent or more of its income was of a personal holding com-
pany nature and was not derived from the lending or finance business.
This seems inequitable since it limits financé companies to 20 percent
unrelated income, whereas manufacturing, retail, and other similar
businesses can have 59 percent unrelated income. Therefore, we be-
lieve the 20-percent test should be dropped. A

In the event that this position is not adopted by your committee,
however, the kinds of income which are to be excluded in making the
20-percent test must be carefully defined. Otherwise, a perfectly
legitimate, actively operated lending or finance company could be
subject to personal holding company tax.

The bill as it presently stands is, we believe, unduly restrictive and
creates a result which was not intended. It would permit & company
engaged in the small loan business, in making the 20-percent test, to
exclude income which it receives from subsidiaries in the lending or
finance business.




REVENUE ACT OF 1963 ) 2101

In many cases, however, the gare.nt comipanies are engaged only in
the retail finance business, the business of making commertial lodns,
factoring, or similar activities. We believe that any lending or finance
compsny in making the 20-percent test should be able to exclude in-
come from all affiliates which are also engaged in the lending or finance
business. ) , )

- In response to an inquiry to the 85 interested com anies of our
roup, 16 indicated that their parent was not en ge(i) in the small
oan business. These companies could not meet the requirements of

code section 542(c) (6) as contained in the bill without reorganization

of their affairs, . o

A second problem in connection with the 20-percent test is that under
proposed code section 542(d) (3) the subsidiaries must be “themselves
excepted under subsection (c) (8).” This creates an ambiguity since
certain subsidiaries are currently excepted under the doctrine in the

case of Elk Discount Corporation (4 TC 196 (1945), acq. 1944 CB 9)

and it is therefore not clear whether they would be excepted under

section 542(c) (6{)01' under section 542(a) (1). o

Both of the above problems can be solved by changing proposed
code section 542(d) (8) as follows—the effect of the change is to make
clear that the income from other companies in the group is not to be
included in making, is not & part of the 20 percent in making, the test
to see whether the company can qualify for the exemption:

{New language is in ftalle, language which would be eliminated is enclosed in black
brackets]

(3) IncoME RECEIVED FrROM CERTAIN DOMESTIC [SUBSIDIARIES] CORPORATIONB.—
For purposes of subsection (¢) (6) (B), in the case of a lending or finance com-
pany [which is authorized to engage in and s actively and regularly engaged in
the small loan business (consumer finance business) under one or more State
statutes providing for the direct regulation of such business, and)] which meets
the requirements of subsection (¢) (6) (A), there shall not be treated as personal
holding company jncome the lawful income received from domestic [subsidiary]
corporations J(of which stock possessing at least §0 percent of the voting power
of all classes of stock and of which at least 80 percent of each class of non-
voting stock is owned directly by such lending company)] 1whichk are members
of the same affiliated group (as defined {n zection 1504) which [are} themselves
Lexcepted under} meet the requirements of subsection (c)(8).

The lending or finance companies which are affected by the personal
holding comFany law are smaller companies competing with large
chains and if these companies are to continue operating in this field
they must have effective relief which will enable them to operate their
businesses in much the same manner as their large competitors.

The personal holding company tax law exemption for finance com-
panies as contained in the bill modified as suggested herein would, if
the Treasurg' continues to acquiesce in £k Discount Corporation, give
adequate safeguards for the revenue and would still allow smaller com-
panies to effectively compete in this industry. We urge that these
amendments be adopted.

. Thank you, Mr, Chairman and Senator Douglas, for this opportu-
nity to present this statement to you. I would be glad to attempt to
answer any questions you may have,

The Crawraran. Thank you, Mr, Mentzer.

Senator Douglas, any questions?

Senator Dougras, N);) questions,
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The Cuairman. Thank you very much, sir. . o

The next witness is Mr. Thomas Meek of the National Association
of Investors’ Brokers.

Take a seat, Mr, Meok, and proceed.

STATEMENT OF THOMAS B. MEEK, CHATRMAN OF THE NATIONAL
: ASSOCIATION OF INVESTORS’ BROKEXS

" "My, Meex. Mr. Chairman and Senator Douglas, [ appreciate the
opportunity of testifying on sections of the proposed tax legislation
relating to capital gains and losses and their effects cn the actions of
investors,

My name is Thomas B. Meek. I am chairman of the National Asso-
ciation of Investors’ Brokers which has affiliate associations in New
York, Chicago, and Washington. I am a branch manager for Harris,
Upham & Co. in New York and have been in the securities business
since 1922. With me are Mr. Ralph M. Newman, president of the
Washington Association of Customers’ Brokers and Mr. Charles Re-
dick, chairman of its committee on legislation. Both of these gentle-
men are associated with Jones, Kreeger & Co. in Washington.

The associations I regresent are oomgosed of registered representa-
tives, or customers’ brokers, employed by member firms of registered
stock exchanges, members who become partners are continued as
associate members,

Our associations are voluntary and self-supporting, with profes-
sional ideals and goals. The first one was started in New York in
1939 with the primary objective: “To preserve and inculcate the high-
est standards of business conduct in our profession and to sponsor
measures deemed in the interest of the investing public.”

‘We have urged higher standards of education and competence for
those advising and serving the publie directly in securities transactions,
We wrote the first code of ethics in Wall Street and have inaugurated
and conducted educational forums.

The views of our associations may or may not a with the views
of tho brokerage houses and stock exchanges. Since we registered
representatives are in day-to-day contact with customers, any nequity
or dissatisfaction comes to our attention promptly. Qur viewpoint
therefore, reflects what our clients are saying and doing and this state-
ment tob ou is i a large measure a report on the reactions of the invest-
ing public.

% will not present detailed tables on this subject, because the Treas-
ury, the staff of the joint committee, and the New York Stock Exchange
have done an excellent job in this respect. Our findings are based on
surveys of our members and meetings and conversations with registered
representatives in every principal city of our country.

n our discussions the capital gains and loss provisions of our tax
laws have dominated the floor on many occasions. A survey revealed
the opinion that 75 percent of our customers’ investment decisions to
sell were influenced and inhibited by tax considerations rather than
analysis of values. The influence on buying decisions was obviously

R (LI DL Y R R S |
|
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less. X would like to quote two paragraphs from a leaflet prepared by
our association in 1054 : o

The capital gains tax and holding perfod act as roadblocks—

1. To people who could supply new capital through the purchase of securities,
but do not do so. Either the 6 months’ period looms as too long a period to
forecast the future, or the rate of tax is a deterrent. These people prefer to keep
their funds in relatively static holdings, such as tax-exempt bonds or cash.
As a resuit, the Federal and State Governments lose potential tax revenues
and new tools and new job opportunities are lost to the Nation.

2. To people who own securities, but are restrained in the exercise of sound
Judgment’about the sale of overvalued shares, either for the purposes of later
reinvestment in the same issue or for substituting a more advauntageous invest-
ment. Ironically, the greater the increase in the value of a security, tte
greater the reluctance to dispose of it. It is here the investor calculates how
much a new Investment would have to gain in dividenus and in price to com-
pensate for the amount that the tax subtracts from his capital * * *, Again,
the Government loses potential tax revenues,

It is & peculiar quirk about human nature in money matters, that
if you ask a man if he were to make $10,000 on a sechrity‘hel’d for
6 months and a dag., would he be willing to pay the Govérnment $2,500
in taxes, he immediately says “Yes.” Butif he has a profit of $10,000
on a security he has held for more than & year, he then feels he is
worth $10,000 more, not $7,600 and is usually reluctant to cell hecause
of the tax involved. ‘ ,

Because we believed the existing taxes on capital gains, handicap
intelligent investment decisions, freéze and restrict much-needed
capital formation, and reduce potential Government revenues, a group
of our members came to Washm%ton in the early 1950’s to present our
views individually to members of your committee and the House Ways
and Means Committee. We recommended at that time and still do,
a reduction in the rate of 1215 percent, and shortening of the holding
period to 3 months. By a survey we arrived at an estimate that $250 -
million for tax revenues had been lost in 1950 and $200 million in
1963. A more scientific survey of investor intentions for the year 1960
has been conducted by Louis Harris & Associates for the N%w York
Stock Exchangs. I repeat their two conclusions because they con-
firmed our estimates and opinions. The Harris survey indicated
taxes from capital gains in 1960 would have more than doubled, or a
gain of $1.5 billion and five times as much capital, or $26 billion
additional, wruld have been unlocked for investment.

Our memb.rs and our clients were considerably encouraged this
year by a sta.ement in the late President Kennedy’s tax message.
I would like to insert it again in your record because it expresses
so well our thinking over many years. [Reads:]

The tax on capital gains directly affects investment decisions, the mobllity and
flow of risk capital from static to more dunamic situations, the epse or diffi-
¢ulty experienced by new ventures in obtaining capital, and thereby the strength
and potential for the growth of the economy,

A big forward step has been taken in the reductions in captial
gains taxyes in H.R. 8363 and we endorse it thoroughly. I wish to
point out that the gains in revenues and stimulus to the economy may
not be as great as they might have been. As you are aware, the per-
centage reductions in the taxable income brackets up to $26,000 aver-
age about 30 percent and then drop abruptly to 16 percent for brackets
$26,000 and upward. We favor encouraging the smaller investor, but

24-532—63—pt. 5——4 ’
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analysis of Treasury reports of tax returns would indicate the great-
est amount of capital formation and the greaest amount of locked-in
and unproductive capital may be expected to exist in the higher
brackets. '

Two additional observations about the effects of capital gains
taxes: First, by discouraging investors from taking profits the supply
of many stocks is diminished, resulting frequently in unusually sharp
fluctuations, and overvaluations. Second, the longer the holding
period, the less tendency there is to be involved in investment risks.
A questionnaire sent to our members this year indicated investment
transactions would be reduced 30 percent if the holding period were
extended to 1 year.

We also wish to repeat that our country is the only major country
that imposes capital gain taxes, This comes as a shock to investors
who believe ours is the leading country in encouraging the flow of
capital. As you and T know this has not been true in our more
recent history. .

We are pleased that the House has taken an initial step in correct-
ing some of the inequities in the carryover of losses; and Mr. Ralph
Newman will speak to you briefly about that in just a moment.

It is commendable, we helieve, that the House did not include the
administration’s proposal to tax capital gains at death in its final
bill. Aside from the legality and equity of such a measurs, it would
not accomplish as much benefit to the economy as would lower rates
for capital gains. These would release capital for more productive
uses and start earlier and continue over a period of years,

In addition to the capital gains sections of H.R. 8363 we are
v tally concerned about the dividend exclusion and credit features of
the bill. The proposed elimination of the dividend tax credit would
make stock ownership less attractive and hardly seems consistent
with the avowed purpose of the tax message to promote economic
growth through more flexible and dynamic investment. , The entire
])rineiple of double taxation of dividends seems inequitable particu-

arly since most major free enterprise nations grant greater relief
from dividend tax imposition than the United States.

It has beenstated that the dividend credit favors the wealthy., How-
ever, our members report the (igreatest number of complaints against
the change in the dividend credit has come from the smaller investors.
They are favored according to the percentages of the tables, but
dividend earnings no matter how small, usually mean additional pur-
chasing power for these people. The larger investor frequently puts
his dividend income into other investment. If this net return becomes
unattractive, he can put his money into tax exempts. The detriment
to the economy seems apparent. i .

The phenomenal increase in number of stockholders in our country
from 6.5 million in 1952 to 17 million in 1962 has been due in part
to the more favorable treatment of dividend income which was enacted
in 195¢. The greater the number of stockholders the broader is the
foundation for capital formation. We believe that reduction or
elimination of the dividend credit will reverse a favorable trend.

To summarize: .
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We commend the more liberal treatment of capital gains in H.R.
8363. We suggest your consideration of a reduction in the capital
gains tax rate to 1215 percent and the holding period to 3 months.

We endorse the elimination of any time limit on loss carryover as
provided in H.R. 8363 but suggest increasing the $1,000 permissible
annual deduction which Mr. Newman will discuss. L

We favor the restoration of the 4-percent tax credit on dividen
exclusion in H.R. 8363. For the longer view we favor a 10-percent
dividend tax credit, believing it would further encourage ownership
of equities. I wish to add there we also favor the inclusion of the
$100 dividend credit. L

In conclusion, may I praise your committee for its thoro‘ugh con-
sideration of this tax legislation in the light of our country’s fiscal
msr}‘)onsibilities. S

he administration and the Congress will, in our opinion, be pro-
viding a long-needed stimulus to our country’s growth if a revenue
measuve that results in adequate net tax reduction can be written and
rassed. _
: In the forward step you are taking, we urge your consideration of
an equally forward-looking stéep to'give capital gains and losses more
favorable treatment. Ye would not suggest this if we did not sin-
cerely believe reductions of capital gains could result in greater stimu-
lus to the economy and immediately higher tax revenues. And we
say this without regard to the interests of our own profession, except
that we hope to serve our clients better. I might add we are some-
wwhat in the position of the medical profession, which it might be if
there was a heavy tax on operations. We quite often would want to
operate to save a patient’s or a client’s financial life, but e are unable
to do so because of financial costs.

Thank you, Mr. Chairman.

The Cramyan. Thank you, Mr, Meek. " '

(At the request of Senator iSIcCarthy the following is made a part
of the record:) S
: : THE SECRETARY OF THE TREASURY,

Washington, November 18, 1963.

Hon. EugeENE J. McCARTHY,
U.S. Senate, Washington, D.C.

DeAR GERE: This is in response to your request of November 1 for a clarifica-
tion of the possible effect of the proposed changes in the personal holding com-
pany provisions of the Internal Revenue Code under section 218 of H.R. 8363 on
the interpretation of the term “interest” as it is used in paragraph (1) of sec-
uon 543(a) of existing law. Specifically, you have asked whether the Treasury
will consider “interest” to include income arising from the purchase or discount
of obligations and whether the Treasury still intends to follow the precedent
of the Elk Discount Corp. case. : : B

The report of the House Waye and Means Committee states that section 216
of H.R. 83683 “contains no substantive change from paragraph (1) of the existing
section 643(a).” (H. Rept. 749, p. A93.) Thusy, the Treasury would take the
position that the term “interest’” fn this context has the same meaning which {8
ascribed to it under existing law. For many years Treasury regulations under
this paragraph of sectlon §43(a) have defined interest as “any amounts, iu-
cludable in gross income, for the use of money loaned.” No changes in this
llx_;t%rpggggtive definition will be required by the epactment of section 216 of

Several years ago, the Internal Revenue Service raised the issue whether in-
come arising from the purchase or discount of accounts receivable, noteg, or
installment obligations should be regarded as interest. The leading cases on this
point are ElF: Discount Corp. (4 ’1‘.0./ 196 (1944)), and Southeastern Finance Co.
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Mr. MEex. Yes., , '

Senator Dougras. I wanted to get that as'an agreed basis because
_in ‘times past, I remembered Senator Humphreéy saying that since
low-iricome people owned American cor(forations they would receive
the ma'ior share of the benefits of the dividend credit.

Mr. Meex. Well, except for people who, wealthg people who, are
living entirely on dividends, we do not get much complaint from
other—— :

_ Senator Doucras. You deal with recipients of dividends.

Mr. Meex. Now, the peérson living entirely on dividends, like a
widow, will be hurt by this change in the credit. But a business-
man has other offsets, so it has not had as much effect on him.

Senator Doucras” Well, I will remark that widows and orphans
are frequently brought in to justify provisions.

Mr. Meex. That is right. . A

Senat;)r Doucras. You want to reduce the capital gains tax to 1214

reent, '

" Mr, Meex. Yes, sir.

Senator Douaras. And the holding period to 3 months.

Mr. Meex. Yes, sir. ‘

- Senator Dovaras. Would this mean {ou would have a capital gains
tax and not an income tax on chickens? I do not know whether eggs
would come under thisornot. ,

Mr. Merx. Is it possible that we can confine certain sections of the
capital gains provisions to securities and other sections to other com-
'mogities and businesses? I think there should be a differentiation
made. :

Senator Douaras. In other words, you go in and out of the stock
market for brief periods of time, make large amounts that you realize
would not bhe taxed as income but only as capital gains, only one-
cighth, the maximum is one-eighth, even though you might be sub-
ject to a 50-percent tax so far as income is concerned ? :

Mr. Meeg, That isright.

Senator Douoras. Does it not put a premium on the stock specu-
lator or the steck operators? It would lead, of course, to great ac-
tivity in the stock market, and I hope you will forgive me if I say in
increased commissions for brokers. But do youn think this income
should be really shielded from taxation?

Mr. Meex. Well, I think the studies of the stock.exchange show
that most of the so-called in-and-out traders complete their transac-
tions within a 30;day period. - '

Now, when & man—then, to take the next step up, consider what
we call the speculator for valué who takes a position’in a security be-
cause he feels that it 1s worth more, and sometimes$ that realization
or, quite frequently, in fact, comes about sooner than he expected. I
have seeri ¢ases where securities doubled in value in less than 8 months,
and then would lose the entire gain béfore the 6-month period was up.
That even happened to such a staid security as Standard Oil of New
Jersey. I think it was in 1952 that that hapﬁ)en,ed, ‘and a great many
people who were long-term investors, who had bought it as a long-
term investment, would have properly sold it because it was definitely
overvalued, within a.6-month period. : :
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Of course, the Treasury would gain mote revenues by this accel-
erated turnover, and the brokers would gain more commissions, I
grant that. But the reason, I will say as I'said in all sincerity—that
1s not, our primary consideration bécause I think most of us who have
been in the business any length of time have learned that if you pre-
serve the client’s capital, the commissions take care of themselves, and
if he makes money the commissions over a long period of time will
multiply. So it is not the profit that is to be mad% by the broker.

Senator Douaras. Of course, one of the problems is the way in
which the law disguises income as a capital gain, and the capital gain
is subject to one-half the rate of taxation of income and also subject
to a maximum rate of 25 percent. o

Now, if you lower this to 1214 percent and shorten the period to
3 months, I think you are going to enable a lot of what is really income
to be taxed at a very much lower rate.

Mr. Meek. That is correct.

Senator Dougras. Thank you.

Mr. Meex. I would add that in our discussions the reduction of the
rate to 1215 percent has priority over the shortening of the holding
period. But we have seen many injustices come about because a man
could not realize his profit until after 6 months had transpired. I am
not talking about the short-term trader; I am talking about the legiti-
mate speculator for value. ‘ ‘_
R 'fl}'lek CnamMan, Thank you, Mr. Meek, Mr. Newman, and Mr.

edick. :

The next witness is Mr. J. T. Schlenger of the Broseco Corp.

Take a seat, sir, and proceed. o

STATEMENT OF JACQUES T. SCHLENGER, REPRESENTING BROSECO
: CORP.

Mr. ScHLENGER.. Mr. Chairman, my name is Jacques T. Schlenger,
a lawyer from Baltimore, of the firm of Venable, Baetjer & Howard.
-T reluctantly, perhaps, an going to plunge into the morass, as I
think Senator Douglas did or meant to describe it before, of the per-
sonal holding company.

I appear here today on behalf of Broseco Corp., a Maryland corpo-
ration with its principal office in Baltimore, Md. ,

As you know, the revenue bill of 1963 abandons gross income and
substitutes adjusted ordinary gross income as the base against which
personal holding company income is measured to determine whether
there is enough personal holding. company income tax. The {n'o-
posed change in percentage which has been previously alluded to,
from 80 to 60 percent, is not opposed directly or indirectly in this
statement. : ) . ) .

However, in defining this new base, ordinary adjusted gross income
section 216(d) of the revenue bill of 1963 would amend the Intema
Revenue Code so that “from the gross income from working interests
in an oil or gas well, subtract the amount allowable as deductions for
(i) exhaustion, wear and. tear, obsolescence, amortization, and deple-
tion, (i1) property and severance taxes, (iii) interest, and (iv) rent,”
and then, paraphrasing the prot}\)osed‘bil], all in accordance with regu-
lations to be promulgated by the Secretary of the Treasury.

/



2110 REVENUE ACT OF 19063

The effect of such subtractions from the gross income from working
interests, and I emphasize this, in an oil or gas well is to reduce the
corporation’s adjusted ordinary gross income and, therefore, the base
against which gersonal holding company income is measured to de-
termine personal holding company status. .

Technically, gross income from such working interests is not classi-
fied as passive or personal holding company income and, therefore,
the numerator of our fraction in determining whether the 60-percent
test is met, is unchanged. Again, I emphasize technically because the
impact on the corporation of a downward adjustment in the adjusted
ordinary gross income which reduces the denominator in such frac-
tion is, however, equally adverse in determining the applicability of
the personal holding company tax.

The late President’s message to Congress sPoke of royalties, not
working interest gross income, as, and I quote, *“a shield for dividend
income.”

The Treasury Department has made the proposals dealing with
working interests in oil and gas wells. Judging by the example sub-
mitted both to this committes and to the Committee on Ways and
Means, the Secretary of the Treasury had an entirely different situ-
ation in mind in proffering this Farticular proposal because he was
concerned where a producing well can be purchased at a price based
upon, and I am quoting, “the highly predictable oil yield in the well.”

e continues: :

As the oll is produced, cost depletion is taken and although the net income
i1s small, the gross iucome is very large. S8ince the oll income is treated as
operating income, each dollar of ol gross income can, under existing law, shelter
almost $4 of gross personal holding company income.

The Secretary went on to say that under the new bill if he just
dropped the 80 to 60 percent, almost $1.50 would be sheltered. We
agree these are abuses when you purchase interests this way, and it
iz a matter of common knowledge, I think, in the oil and gas industry
that, particularly here in the East, wealthy individuals have been
asked to do just what, and what they do is that they buy a package of
already existing prociucing oil and gas interests, and place them in
a controlled corporation, along with dividend-producing stocks, and
they shelter income.

e trouble in our opinion, is that the language of the revenue bill
of 1963 is so broad, or loose, that it not only curbs this admitted abuse
but also embraces situations falling outside of the express intent.
One such situation is that of Broseco Corp.

I understand that since I have submitted this statement that there
may be a few other corpcrations in the United States which will be
adversely affected by this bill, although I think there are some factual
distinctions. But I wanted to make that clear. ' :

Now, Broseco was organized in 1936, with one individual contrib-
uting to its initial capital a substantial amount of stock in publicly
held corporations, rough 1953, because almost all of its income
was from dividends, Broseco admitted that it was, and was taxed as,
a personal holding company. . ‘ S :
- In the late 1940’s Broseco decided to go into the oil and gag busi-
ness, and began doing so in a deliberate, prudent, businesslike way.
Broseco has become so active in the search for, and development of,
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oil and gas that it has not been a personal holdin% company since 1954.
Broseco has spent approximately in excess of $10 million of its own
money in capital outlays in exploring for, and developing workin
interests in, oil and gas, so that at the present time its total estimate
value of its oil properties is in excess of $15 million,

During the year 1962, Broseco drilled 29.9 net wells which, we
%ather, puts it within the top 60 oil companies in the whole United
States.

Senator Doucras. How many wells was this?

Mr. SCHLENGER. 29.7,sir; these are net wells.

They participated in drilling about 75 gross wells. You net the
fractional interest in the well, and you come up with 29.7 net.

Senator Douaras. Isthisannually?

Mr. ScHLENGER. Yes, sir;in 1962,

Now, this would put Broseco in the top 60 oil companies. From
1961 to date 85 percent of the wells drilled by Broseco have been wild-
cat wells, as distinguished from development wells, ¥rom its organ-
ization to date, Broseco has retained substantially its initial contrib-
uted securities and has not made substantial additions.

This factual description reveals a corporation consistently and pru-
dently increasing its exploratory activities for oil and gas until in
1962 its oil and gas sales exceeded $1,600,000. Broseco does not pur-
chase working interests in oil and gas wells, as in the above cases
which are of concern to the Treasury Department. It develops its
own oil and gas interests. It risks its own funds in wildcatting, and
it has its own funds to develop its own oil and gas properties.

On this very factual basis, it is submitted that the proposed language
of the revenue bill of 1963 is too broad because it would make Broseco
and, perhaps, if there are any other corporations like it, a personal
holtimg company for tax purgoses. To the best of our knowledge—I
had this in my statement and I will reiterate it—no other corporation
in this country so deeply committed to such a great extent in the active
exploration for oil and gas as Broseco would be covered by the proposed
change in the personal holding company provisions.

It is difficult to conceive of policy justifications for treating an
active, operating oil company such as Broseco, differently from an-
other company solely on the basis of the number of stockholders.
Should there be concern about the retention of security-type income,
this can be covered under the unreasonable accumulation provisions
of section 531. Parenthetically I would like to note that Broseco has
paid very substantial dividends recently to its stockholders who are
in the high brackets.

We do not expect special treatment. It is quite the reverse. We do
not want to be singled out. I have submitted some language in the
statement which would carry through the intention, the gist of which
would take care of Broseco, by excluding from the bill other than ac-
quired producing working interests. This would mean that if a cor-
poration like Broseco develops, through wildeatting its own oil and
sas interests, this gross income would not be reduced by depletion,

egreclation and other things; it would be treated exactly like any
publicl helti oil company.

* On'the other hand, if there aré corporations, such as we hear about,
which bity packaged producing oil and gas interests without explor-
/
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g for them and bearing the risk of this, they would be covered by the
bill, and the Treasury should then be satisfied, and so should we.

However, if the committee, in its wisdom, decides not to do this,
we would at least request a deferral until January 1, 1966, so that this
would give us time to comply with the new bill. This would not per-
manently curb the Treasury proposal, and would be consistent with 0/2
yvear deferrals in the bill now because, as the Senator mentioned a little
bit ago, there is a 2-year availability for this 30-day liquidation, and
we ask the same sort of deferral.

I want to thank you for this opg:rtunity to present our views and,
if there are any questions, I would hap{)y to answer them.

{Mr. Schlenger’s prepared statement follows:)

STATEMENT OF JACQUES T'. SCHLENGER OF BROSECO CoRP. oX SECTION 216(d) oF
THE REVENUE BiLL or 1963 DeAviNe WirH THE DEFINITION OF OIL AND Gas
\WorKING INTEREST GROSS INCOME ¥oR PERsoNAL Horpixg CoMPANY Tax
PURPOSES -

The revenue bill of 1963 abandons gross income, and substitutes adjusted
ordinary gross income, as the base against which personal holding company
Income is measured to determine whether there is enough personal holding
company income—60 percent—to subject a corporation to the personal holding
company tax. The proposed change in percentage-—from 80 to 60 percent—is not
opposed.

" In defining this new base—ordinary adjusted gross income, section 216(d)
of the revenue bill of 1963, would amend section 543(b) of the Internal Revenue
Code so that “from the gross income from working interests in an oll or gas
well, subtract the amount allowable as deductions for—
“(1) exhauastion, wear and tear, obsolescence, amortization, and deple-
tion,
“(il) property and severance taxes,
“(tif) 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 oll or gas wells. The amount subtracted under this
subparagraph with respect to royalties shall not exceed the gross income
from such royalties, and the amount subtracted under this subparagraph
with respect to working interests shall not exceed the gross income from
such working interest.”

The effect of such subtractions from the gross income from working interests
in an oil or gas well is to reduce the corporation’s adjusted ordinary gross in-
come and, therefore, the base against which personal holding company income is
measured to determine personal holding company status. Technically, gross in-
come from such working interests {s not classified as passive or personal holding
company income and, therefore, the numerator of the fraction in determining
whether the 60-percent test is met is unchanged. The impact on the corporation
of a downward adjustment in the adjusted ordinary gross income which reduces
the denominator in such fraction is, however, equally adverse in determining
the applicability of the personal holding company tax.

The President’s message to Congress of January 24, 1983, spoke of royalties,
not working interest gross income, as “a shield for dividend income.” . The
Treasury Department has made the proposals dealing with working interests
in oil and gas wells. Judging by the example submitted to this committee (hear-
ings before the Committee on Finance, U.S. Senate, 88th Cong., 1st sess., on
H.R. 8363, pt. 1, p. 191) and the statement submitted to the Committee on Ways
and Means of the House of Representatives on February 6, 1062, the Secretary
of the Treasury. in proffering this particular proposal, was concerned about
situations where “a producing well can be purchased at a price based upon the
highly predictable oil yield in the well. As the oll Is produced, cost depletion
is taken and although the net income is small, the gross income i8 very large.
Since the ol income is treated as operating income, each dollar of oll gross
incomie can, under existing law, shelter almost four dollars of gross personal



\

REVENUE ACT OF 1962 2113

holding company income. Even if the So-percent test of section 542(a) (1) is
reduced to 60 percent, each dollar of oll income would shelter almost $1%% of
personal holding income.”

The Treasury has proper cause for concern about such abuses. It is a matter
of common knowledge that some wealthy individuals have been advised to pur-
chase, through a controlled corporation, & package of producing ofl and gas
interests, with highly predictable yields, in order to save substantial income taxes
on dividend producing stocks held by such corporation.

The trouble is that the language of the revenue bill of 1963 is so broad, or
loose, that it not only curbs this admitted abuse but also embraces sltuatinns
talling outside of the expressed intent. One such situation {s that of Broseco
Corp., which, as the facts will show, does not-involve any such tax abuse.

Broseco was organized in 1938, with one individual contributing to its initial
capital a substantial amount of stock in publicly held corporations. Through
1954, Broseco was taxed as a personal holding company.

In the late 1940’s, Broseco decided to go into the oil and gas business, and
began doing so'in a deliberate, prudent manner. Broseco has become go active
in the search for, and development of, ofl and gas, that it has not been a personal
holding company since 1934. Broseco has expended approximately 310 mllllon
in exploring for, and developing, working interests in oit and gas.

At the present time, Broseco has developed its own oll and gas propertle% with
a total estimated value of $15 million. During the year 1962, Broseco drilled
29.7 net wells, which, on the basis of available statlstlcs, puts it within the top
60 oil companies in the industry. Since January 1, 1961, approximately 85 per-
cent of the wells drilled by Broseco have been wildcats, as distinguished from
development wells. From its organization to date, Broseco has retained sudb-
stantially its initial contributed securities and has not made substantial
additions.

This factual description reveals a corporation consiatentlv, and prudently,
increasing its exploratory activities for oil and gas, until in 1962 its oil and gas
sales exceeded $1,600,000. Broseco does not purchase working interests in oll
and gas wells, as in the above cases which are of concern to the Treasnry Depart-
ment. It develops its own oil and gas interests. It risks its own funds in wild-
catting, and it bas its own funds to develop its oil and gas properties.

On this very factual basis, it is submitted that the proposed language of the
revenue bill of 1963 I3 too broad because it would make Broseco a personal hold-
ing company for tax purposes. To the best of its knowledge, Broseco knows of
110 other company so heavily engaged in the active exploration for oil and gas
which wilt be simlilarly treated.

1t 1s difficult to concelve of policy justlﬂcations for treating an active,-operat-
ing ofl company such as Broseco differently than another operating companry,
solely on the basls of number of stockholders. Should there be concern about the
retention of security type income in excess of reasonable business needs, this
can be best dealt with on a factual rather than auntomatic basis under the pro-
visions of section 531 et seq. of the Internal Revenue Code. - Parentbetically,
the fact of Broseco’s having paid substantial recent dlvidends to its fndividual
stockholders should be noted.

Broseco i{s not seeking special tax treatment The situation is quite the
reverse, for, under the revenue bill of 1963, it alone, among large operating oil
and gas companies, would be singled out for special, ainid indeserved, tax treat-
ment. Should Congress, in {ts wisdom and judement, decide to modify or elimi-
nate certain tax provisions for all who are engaged in the oil and gas industry,
such as percentage depletion, this would have the merit, in termsa of good tax
policy and administration, of being uniform in appllcation and burden.

It 1s respectfully suggested that the language of the revenue bill of 1963 can
be revized so as to eliminate the abuses of concern to the Treasury Department
without alsc treating unequally Broseco. Suggested revisions are attached
hereto as appendix I, - The glat of the suggested revisions is to distingulsh
between the abusive purchage of working intérests and the inoffensive develop-
ment of one's own working interests. If it were desired to limit. further the
developed working interests so excepted from personal holdlng company treat-
ment to those attributable to wildcatting as defined’ in'the statate, this-could
be done.. A precedent for this very.type of distinction in drafting is contained
in the revenue bill of 1963, where,. for personal-holding company purposes,
“produced film rentals” are specially deﬁped and treated.

/
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In the event .nat this committee does not accept the previously submitied
drafting revisions, it is respectfully requested that the provisions of the revenue
bill of 1963 dealing with working interests in oil and gas wells, at least to the
extent not purchased, not apply to any such interests developed before January
1, 1966, This would both immediately curb the pinpointed abuse situations and
give Broseco a reasonable opportunity, in accordance with its expanding oil
and gas program, to comply with the new personal holding company provisions.
A limited deferral of this kind would be consistent with the provision in the
revenue bill of 1963, dealing with personal holding companies, allowing the
same period of time for 80-day lquidations under section 333 of the Internal
Revenue Code. The 30-day (or “would nave been") liquldation “rellef” pro-
vision I8 not a satisfactory solution for Broseco because it does not want to
liguidate but desires to continue its accelerating oil and gas operating program.

APPENDIX I
AMENDMENTS TO S8ECTION 216(d) (SEC. 548(b) (2) (B), I.B.0.)

Alternative (1)

(B) * * * gequired producing working interets * * ¢

For the purposes of this section, the term “acquired producing working inter-
ests” means producing working interests acquired by the corporation after the
substantial completion of the exploration for, and development of, such rroducing
working interests.

Alternative (2)

(B) * * * purchased producing working interests * * *

For the purposes of this section, the term “purchased producing working in-
terests” means producing working interests acquired by the corporation after
the substantial completion of the exploration for, and development of, such
producing working interests.

The CuarryaN. Thank you.

Senator Douglas?

Senator Doucras. Mr. Schlenger, do you have a copy of your
statement ?

Mr. ScureNcer. Yes. I submitted about 20 of them the other day,
Senator, but I donot have them.

Senator Doucras. I like to get behind the abstractions.

Mr. ScrrENGER. Yes, sir. gI‘his is murky, as I said.

Senator Doucras. To get into reality.

Would it be proper for me to ask you how many stockholders there
arein Broseco?

Mr. ScuLeNcer. There essentially are———

Senator Douvaras. Who these people are.

Mr. ScuLeNoer. Donaldson Brown,

Senator Doveras. Donaldson Brown.

Mr. Scrrencer. Owns substantially all of the common stock, and
the preferred stockholders happen to be his children.

Senator DoucrLas. Preferreg stockholders do not votef

Mr, ScaLeNGer. No,they do not. ,

Senator DoueLas. Now, what is the fair market value of the assets
of Broseco? ! o

Mr, S¢aiexaer. $65 million approximately, of which

Senator Douanas. How is this distributed between securities and
oil properties? '

Mr. Scurencer. As I mentioned here, the estimated value of the oil
properties, Senator, is $156 million, and the balance is represented by
securities, and by securities I mean publicly held corporations. -

Senator Dovuar.as. About $50 million? . :
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Mr, SCHLENGER, Yes.

Now, I would like to point out here, as I pointed out in the statement,
essentially all of the securities were contributed at much less value
in 1936 and, fortunately, the market has gone up. There have not been
substantial changes.’

Senator DouaLas. Would you be willing to state what the capital
gains have been on the securities ¢ )

Mr. ScuLexGer. We have not had any substantial capital gains, to
my knowledge.

Senator Douaras. That is, no realized capital gains?

Mr. SCHLENGER. Since 1954, sir. From the period of 1936 through
1954, I think the total realized capital gains were about $5 million.

Senator Douarass. 1 understang. 1 was not speaking of realized
capital gains. Perhaps I should say increase in the value of the assets.

Mr. Scurexcer. I think, sir, that we are talking someplace in the
neighborhood of $40 million. L

enator DoucrLas. That the original cost of these properties
amounted to approximately $10 million, and the present market value
is $50 million, an increase in market value of $40 million. I have &
memory of a Mr. Brown who was once vice president of General
Motors.

Mr. ScHLENGER. Yes, he was.

Senator Dovuaeras. And this has been Du Pont-controlled, so I assume
that the holdings are in the various companies in which the Du Ponts
had connections, such as Christiana, Du Pont, General Motors.

Mr. ScuLeENGER. Not exclusively.

Senator Doucras. Not exclusively ? )

Mr. Scurencger. Their largest ﬂoldin represent about a third,
which is in a corporation which, as far as T know, the Du Ponts are not
controlling. That is Gulf Qil Co.

Senator Douoras. I cee. But I mean the major portion is in the
Du Pont complex. :

Mr. ScnLeNGer. No, I would not say tl.et; no, sir. They have sub-
stantial General Motors stock, as all of thse gentlemen did, and some
Christiana. But this is not sui)stantially all or the majority. ,

Senator Dougras. Let me ask you this: ™n the lest year what was the
value of the dividends received ¢

Mr. ScHLENGER. Last year their total income was slightly in excess
of $4 million, of which o

Senator Doucras. Iam speaking of dividends.

Mr. ScureENGER. X wanted to break it down for you.

Senator Doucras. Ibeg your pardon.

Mr. ScuLNEGER. $2,400,000, approximately, sir, and the balance was
attributable to their oil and gas income.

Senator Dovaras. Did the company pay any taxeslast year?

Mr. ScureNGER. It did not pay taxes, but it paid dividends approach-
ing $900,000. It paid almost $900,000.

nator Douvaras. I understand. '

Mr. Scnreveer. It did not pay any corporate taxes because of the
dividends received credit.

Senator Dovaras. When was the last year the corporation paid
corporate taxes? '

Mr. ScureNcer. After 1954; for 2 or 3 years it did.
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Senator Dovaras. Sosince 1954, it has not paid any corporate taxes?

Mr. Sciuexeer. Oh,no.  In three of those years,{ point out that it
has had taxable income since 1954. I thinkitia3 years.

Senator Doueras, Then since 1957, you say——-

Mr. ScaHLENGER. I think it is about since 1958 or 1959, it has not paid
because of the dividends received credit.

Senator Doucras. Now, despite the fact that it has large dividend
incox;le it has not paid taxes, is that true, for most of this period of
time

Mr. ScarLExGgER., Not at the corporate level, but their top rate—-

Senator Doucras. I understand. That is what we are speaking of.

Mr. SonLeNger. Yes. '

Senator Doucras. How has this been done? What credits have
you used, tax credits have you used, to offset dividends so that you
do not get corporate taxable income ¢

Mr. Scurexcer. Well, the provisions are quite simple. I am not
bra gin%l about them. First of all, there is the dividend received
credit, the 85 percent intercorporate dividend credit; and the second
thing is that bf’ expensing a great deal of our oil and gas expenditure,
your intangibles and your depletion, you wind up with a loss at this
stage,
ow, I wanted to point out, though, as I told you before, even though
we are engaged actively in the o1l business, during the pericd after
1954, in three of those years we did pay corporate Fevel income taxes,
and we have paid out last year, as I said, it was close to $900,000 the
year before about $600,000, which was 91 percent income.

Senator Douaras. I8 it true that prior to the acquisition of the oil
and gas properties that Broseco was classified as a personal holding

comipang? : . )
Mr. ScuiLEnGer. It did not acquire them, sir. It was a personal
holding company when it was formed in 1936, and it never made any
pretentions to be anything else. ’

Senator Doueras. And paid taxes as a personal holding company ¢

Mr, SoHLENGER. It pa.idp two types of taxes. It paid the personal
holding company tax at the corporate level or it made distribution to
its shareholders who were in the top brackets and who paid individual
taxes.

Senator Douaras. But when it acquired sufficient gross income from
its oil interests it was able to avoid the personal holding company
classification.

Mr, Scurexger. I think this is a conclusion some people might
make, I would not with all due deference, because this is not a case,
again using the word “acquired,” where they went out and bought a
package of oil properties that was a sure thing.

Senator Douar.as., What is “working oil interests” as——

Mr. ScurenNcer, As I use it here—we have a great expert from the
stafl right here—it is the lessee’s interest who is doing *he work, who
is doing the operating. He will go out and he will risk his money.

This is distinguished, Senator, from the case about which the Treas-
ury is worried. There was & case in the tax court on it, and that is
where an investment firm would offer several million dollars -for
existing, producing working interests, and you can calculate your cost
depletion and, therefore, you can caleulate your income tax shelter.
We never had any such assurance. We have been wildeatting.

7
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Senator DoucrLas. Let ussee if wecan get at the facts.

Mr. ScHLENGER. Yes, sir.

Senator Doucras. You say that the company received approxi-
mately $214 million in dividends.

Mr. ScurLeNeEr. A little less; yes.

Senator Doueras. What were the other items of gross income which
it received, and what did they amount to, using these in the economic
and tax phrase terminology ¢

Mr. ScuLeNGer. Almost all of it was from the sale of oil and gas.

Senator Doucras. From the sale?

Mr. ScHLENGER. Yes, sir.

Senator Dovaras. What was the total?

Mr, SciiLeNger. Approximately $1,600,000. So you would see that
even if you called this a shelter, there is no four-to-one shelter here
such as the packaged arrangement.

Senator Doucras. What were the deductions which you made so
that you did not pay a tax on the dividends received ¢

Mr. Scireneer. The deductions were, as I stated, sir. They were
the normal expenses of operating the oil and gas business, wages,
salaries, and so forth.

Senator Doucras. Yes.

_Mr. Schnrencer. Drilling expenses, depletion, and that provi-
sion——

Senator Douoras. What about drilling and developmental costs?

Mr, SciLeNger. Yes, sir,

Senator Doucras. Those were deducted ?

Mr. ScHLENGER. Yes, to the extent permissible.

Senator Douctas. Were they deducted from the gross income of the
oil properties or from the total amount of passive income or dividends
which you received ?

Mr. ScuLenger. Without having the {)recise figures in my head, I
think you could say that all or almost all of such deductions could be
allocated to the oil and gas sales income. There was some spillover.

Senator Doucras. This is very important. Did that $1.6 million
become--did that have already deducted from it depletion—pardon
me, drilling and developmental costs?

Mr. ScHLENGER. No.

Senator Douoras. Would you answer-—

Mr. Scurencer. This was my gross, $1.6 million, and then the de-
ductions were made from it, sir. .

Senator Doucras. And this served as a sufficient tax credit so that
you did not have to pay taxes on $2.5 million received in dividends.

Mr. Scurenger. For three reasons, if I could mention themn, three
items:

First, there was the 85-percent provision which applied specifically
ngainst the dividend income, leaving us only 15 percent; and the bul
of the eating up of this remaining 15 percent; and the bulk of the
eating up of this remaining 15 percent was attributable, per my
recollection, to the deductions for depreciation of substantia eqmg-
ment which we had on hand, because I think we have about a &2
million investment in equipment, plus depletion.

Senator Doucras. Isn't, in practicé under our tax law, the drilling
and developmental costs—aren’t they treated as an operating expense?
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Mr. ScureNGer. Yes.

Senator Doucras. What$

Mpr. ScimLeNger. Yes, But I think, perhaps——

Senator Doyeras. Well, therefore, shoul dyou not have computed
the income as your net income from dividends, plus your net income
{rom oil ¢

Mr. ScureNGer, I am not certain for what purpose, sir.

Senator Douaras. Well, to get at taxable income.

Mr. Scurencer. To get at taxable income here we take and aggre-
gate all of our income which is oil and security income, and then take
all the deductions to which we are entitled. A

'There is one modification under present law, per a ruling of the In-
ternal Revenue Service, in determining gross income from the oil and
gas interests. We subtract from that the lifting costs, the costs of
bringing the oil up. This must be deducted, and in our case this
was a reduction, per my memory, from $1.6 million down to $1,150,000.

Senator Dovaras. I think the issue is where the deduction should
take place. Should it take place after gross income from oil plus
dividends are lumped together, and then permit the deduction used
as an offset against the 7.8 percent intercorporate tax? Or should
the deduction be first taken dgainst the $1.6 million gross income
{from oi}, and then any net income left added to the $2.5 million in
dividends, under which condition the $2.5 million in dividends would
be subject to taxation?

Mr. ScnrLencer. Could I say something on that, sir?

Senator Doucras, Certainly. A

Mr. ScureNaer. If this line of reasoning had some plausibility, and
perhags it does, I think our position may have been misconstrued, and
1t is that any change in oil and gas policy, whether it is a change in,
say, dropping percentage depletion, we feel should be made clear
across the board in the oil and gas industry, whether it is a company
like Broseco which is actively engaﬁed in increasing its ‘production,
and closely held, or whether it is a publicly held company.

We find ourselves in this dilemma, sir, that if we followed your
approach we would be substracting from our income, our oil incom
these various items which you enumerate. Other companies woulz
not be faced with this same problem, and we feel that we would be
treated unequally here.

Senator Doueras. This is again a very technical subject, but I have
never thought that the writing off of drilling and developmental costs,
which is very liberal in the case of oil, up to 75 or 80 percent in the
first year, that this was taken from profits. I thought it was treated
as an expense item just as the depreciation of machinery is treated.

Mr. ScHLENGER. We treat it as an expense, sir.

Senator Dovaeras. But only after you have included the corporate
income and the dividends from other corporations. ’Ie‘hat is the point.
And with the small amount of the tax, only 7.8 percent of dividends
from other corporations, this serves as an offset.

Mr. SCHLENGER. Yes. .

I am not certain yet—perhaps I am being obtuse—that I full
understand your point, Senator. I think maybe we tangled each
other here. ’
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Senator Doucras. May I ask a question? How much were your
drilling, were the drilling and developmental costs in 1962 that you
vsed as a writeoff ¢ : L R

Mr. ScurENGer. I am trying to remember, but I think somewhere
in the neighborhood of about $1 million, $800,000. : :

Senator Doucras. Assuming it is $1 million, wasn’t your net income
from your oil properties or activities, whichever one you want to use,
not $1.6 million but $1.6 million minus $1 million, or only $600,000,
and should you, therefore, have credited %rour $1'million as an offset
against a 7.8 percent tax upon $2.5 million S

Mr. ScureNcER, This raises a policy question, sir. I am- not sure
that it is an automatic——- A

Senator Doucras. You sre quite right, It raisés a policy question.

Mr. ScuLeNGeR: And that is the very reason. we aro,hei‘g.’ slinane

Senator Doucras.. 'Yeés; T:know. . That ig the:very reason.I am ques-:
tioning this. C » - S e

Mr. Scurenger. We think we would be put-out of the oil and gas
business if this provision were to pass without at least a 2-year
deferral. R o Co

What we are really saying here is even if there.are differences in
your judgment as to the merits of the suggested statutory language
change, that a 2-year provision would give us the chance to demon-
strate that we really are expanding into oil and gas business and ‘go -
and make a full commitment that would meet all of Congress stand-
ards, changed as they would be. , ‘ :

Senator Doucras. I do not want to use any question-begging term,
but are you saying that “possibly we have done something wrong in
the past but give us 2 years in which to correct” ¢ '

‘Mr, Scurexger. No, I do not think we have done anything wrong
in the past unless we can say that Con did something wrong in
granting us the privilege, sir, and I would not daresay that,

Senator Doveras, There are many loopholes in our tax laws which
we are trying to correct. You may charge us with ignorance, but
please do not charge us with guilt.

Mr. ScureNger. These provisions have been there a long time, and
I think the parallel, sir, would be in the produced film rental situation
about which—— : ,

Senator Douaras. You see, with the accumulation of knowledge we
are trying to correct some of these things. Don’t close the gate upon
our improved knowledge. Don’t say we cannot improve. S

Mr. ScrLeNaeeR. I second that heartily, sir. But I think when you
change a longstanding policy, whatever its cause, that sometimes you
have provisions—there are a number in there already, one to take
care of qualified indebtedness in the real estate field, where we had
the real estate shelter, if you want to call it that. The other would be
the 2-year liquidation provision which would allow you to pull out that
way.

We do not actually want to liquidate, but we want to develop as an
operating company and develop more, and all we ask is the saine 2-
year period.

Senator Dougras. Now you mention about your expansion into the
oil industry, and I take it that by getting more than 20 percent and
so arranging your income account that more than.20 percent was ob-

'
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tained from oil, you were able to escape classification as a personal
holding company. :

Mr, ScHLENGER. Yes, sir. But our percentage, sir, was closer to
40. It was about 35 percent; that we are pushing at now, under the—
wait & minute, no, I am wrong. It was about 40 percent, I think, when
you take $1.8 million over apﬁroximately $414 million; on a gross
Income test, something over a third of our gross income.

Senator DouaLas, %hat is if you include all of the $1.6 million.

Mr. ScuLENcER. That isright.

Senator Doueras., But if you write the $1.6 million done by the
drillinﬁ and developmental costs, if they are written off and, inciden-
tally, they are written off for tax purposes——

Mr. ScHLENGER. Yes, sir.

Senator Doucras. Say in the ordinary business, you do not pay taxes
on gross income. You pay taxes on adjusted net income.

Mr. ScuLENGeR. We attempted to comply with the regulations and
the statutes as they are.

Senator Doucras. Let us go back to this question on the oil and gas
properties. Did you float securities to go into the oil and gas business?

My, ScuLeENGER. Absolutely not.

Senator Doveras. How did you finance it? You have spoken of
putting in large amounts of money.

Mr. Scureneer. We had two ways of financing, sir: One, from
the income yield from the securities.

Sgnator Dovacras. How much of this income has gone into oil and
gas

Mr. ScHLENGER. It would vary from year to year. We try to take
every commitment——

Senator Dovaras. Do you have a total in your mind?

fr. SoHLENGER. So far they have put in something over $10 mil-
lion in capital outlays.

Senator Doucras. Is this tax-free income? Has this income pre-
viously been taxed, because a corporation is enabled to get writeoffs?

Mr. ScHLENGER. Some of it has been taxed in the 8 years I men-
%ié)ned. I must admit it was small in comparison, but some of it has

en.

Senator Doueras. But the major portion, the major portion of this
investment, is tax-free income.

Mr. ScnLeNeer. Up to this point. I would like to mention recently
the corporation bought a ranch, a large one, in Texas for exploration
for oil; also for cattle, but primarily for oil. It had to pay many
millions of dollars. It had to borrow this and it had to liquidate
gecurities. .

Senator Doveras. I was excluding any real estate.

; Ml:.lSanENoER. This is for oil; we are going to, use it for looking
or oil, :

Senator Doucras. But, in the main, the expansion has taken place
from tax-free income.

Mr. Scurenaer. Only because we have not hit a big field yet.

Senator Dovoras. T understand.  Of course, ordinary corporations
tw111 {)ay a tax on net earnings prior to reinvested profits, isn’t that

rue o

Mr. SciLexcer. Yes.
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Senator Douvar.as. But you have not. ]

Mr. ScirLexcer. Only because Congress, as a matter of policy, has,
as I understand it, allowed corporate profits on which one tax has
been paid, to be shifted. : i )

Senator Doveras. Look, I am not charging you with doing any-
thing illegal at all.

Mr. ScureNceR. No, sir. I do not think we have.

Senator Dotcras. Please dismiss that from your mind. I am not
charging you with doing anything illegal. )

The question is whether we should so adjust our tax laws in the
future as to plug a possible truck hole.

Mr. ScnLexeer. Well, my answer to that, I did not want to be
evasive, is that the Treasury has collected one tax at the corporate level
from the corporation which is paying the dividends, and there is a
legitimate policy question, it seems to me, whether you want to
impose——

enator Dotaras. Then you question this whole matter of intercor-
porate dividends,

My, Sciencer. Yes.

Senator DoveLas. You think that should be repealed ?

Mr. ScHLENGER. No; I did not raise that. I said there is a ques-
tion at what point a second tax should be imposed. At the present
time the policy, as I understand it, is you do not impose it. '

Senator Dovaras. If yow will forgive me, did you propose that this
tax of 52 perecent upon 15 percent corporate dividends be repealed?

Mr. ScnLENGER. No, sir; I am not saying that.

Senator Doveras. All right. Then you admit that is correct as a
general policy?

Mr. ScuLENGER. Inmy personal opinion, it is correct.

Senator Doucras. GOO(F.

Well then, you found sufficient offsets with this income so that i was
tax free, and you used this to go into the oil and gas business which
still further increased the tax offsets which you could use.

Mr. ScaLencer. Up to a point, until the day of reckoning comes,
and it has to some extent. The day of reckoning, for one, was when
we had to sell securities to buy this ranch; secondly

Senator Doveras. Look, in a $65 million corporation, the purchase
of a ranch could hardly be a catastrophic occurrence unless it is some-
thing similar to the King Ranch in Texas.

Mr. Scurencer. Isaid, sir, this wasin the millions, .

Senator Doveras. Well, you have got a $65 million property here.
You can handly be weighteg down as Atlas was, in Greek mythology,
by the weight of the world, by the purchase of this ranch. '

Mr. Scurenaer. I think a lot would depend on who is sketching
tht(ax})icture, but our geoloizlst friends tell us if we had some fairly
good luck in wildeatting, that even our substantial resources could be
pretty quickly used up, that we would have to sell, pay a tax and then
reinvest. to develop oil and gas wells which we have found. We ho
{)hat we would be placed in the wonderful position. We have not yet

een,

Senator Dover.As, Just what is it you are proposing

Mr. ScLeneer. What I am proposing, sir, 1s this: I agree with the
Treasury’s proposal that we should Brohl it the purchase of oil and gas
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interests from outsiders so that you can predict what your cost of
depletion is going to be, put your dividends in and shelter them in a
predetermined mix. ) .

Senator Doucras. You think the Treasury is on the right track
then? :

Mr. SoHLENGER. On that point, on that particular point, no question
about it in my mind, . .

Secondly, we would say that the reductions which the Treasury pro-
poses from gross income, from working interests, should be limited
to those situations where we are talking about acquired producing
working interests, which means acquired from a third party as dis-
tinguished from substantial development by yourself, as we do.

enator Douaras, I wonder if you would help me——

My. SonLENGER. Yes, sir,

Senator Doucras (continuing). By telling me how you define a
working interest as distinguished from an ownershiﬁ. .

Mr. Scurencer. All right. As I am using the expression you,
Senator, own a piece of land, and you give me o lease upon it. You
retain the royalty interest.

Senator Dougras. Generally one-eighth;isn’t that true? .

Mr. ScCHLENGER. Yes; and { am Broseco there. I am going in and
I am 'going té wildeat on your land, I am going to spend my money.
I may get a tax deduction for it, but' I may not have anything to
offsetit. ‘This is problematical, this is risky. ,

Senator Douoras. You do the drillin%?

Mr. ScriLenger. I dothe drilling and I take the risk,and I make——

Senator Dougras. In practice on how many of these properties do
you do the drilling and how many, in turn, do you subcontract out to.
other drillers? - ‘ _

Mr. SonLeNger. What we do is what many people in the industrY do,
we get a drilling company and pay them to do the physical drilling.

Senator Douaras. Yes. i _

" Mr. ScuLENGER. Not for tax purposes. :

Senator Douaras. Who takes the risk under those conditions?

Mr. ScaLENGER. We do; we take all the risk.

Senator Doucras. You do.

Mr. ScuLENGER. We ﬁ)ay all the money.

Senator Doucras. They take no risk

Mr. ScnLeNaer. Not if we are just entering into a regular arrange-
ment where we pay them a straight fee; no.

Senator Doucras. You pay them a straight fee?

Mr. SoHLENGER. Yes, in most of the cases, to the best of my knowl-

©. .

enator DouaLas. What was that?

_ Mr. ScurenGer. To the best of my knowledge in nost of our cases
they do, sir. I am not sure that this is always true in the industry.
ow, if I could pursue that example. One further distinction about
which the Treasury is talking and with which we agree, I now hold a
working interest, I have developed it. I now sell it to Joe Brown in
New York, and Joe Brown has acquired a working interest which is
already producing. I have developed it. He acquires it. He knows
%etty well from geological reports how much oil he can expect.

ehavereached that degree of perfectionin theart.
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He then forms a new Delaware corporation, they transfer these in-
terests to them. ' - -

He also takes and dumps in, say, $10 million of securities. That is
the vice which the . Treasury is most concerned about or at least it
stated so in its report, and that we would have covered by the sug-
gested language T have prepared. o

Senator Doucras. You say you do some of thisdrilling yourself?

Mr., ScureNeer. We contract for it all. 'We are in charge of it. In
other words, we have a drilling company core in and they bring their
ri%, for the most part. ' o

enator Dovcras. How many men work for you? K

Mr. Scureneer. Through the whole thing when you take into ac-
count the employees of the driller and all, I was informed somewhere
between 150 and 200 people. o

Senator Doucras. How many of these are employed diréctly by
you and on your payroll,and how many of these are employed—— .

Mr. ScHLENGER. I think sbout 20 on our payroll.

Senator Doveras. How many ? '

Mr. ScuLeNcer. Twenty, sir. ’ ,

Senator Douaras. Twenty are on your pzyrollf

Mr. ScHLENGER, Yes. , '

Senator Doveras. And the remaining 130 are on the payrolls——-

Mr. Scurenger, Of the drilling companies. .

Senator Douaeras. Of the drilling companies.

Mr. SCHLENGER. Yeshsn'. On our payroll are primarily geologists

i

people who go out searching for oil, make a test here, get the maps, an
then they would arrange for the driiling.’ B , ‘ '
Senator DoueLas. at expenses of the drilling company do you

write off against taxes? , ,

Mr. ScureNeer. We write off most of it as we goalong. :

Senator Doueras. This is against taxes, not against gross income but
against taxes. ‘

Mr. ScureNger. Oh, no, sir, We have to write them off against in-
come before we get to taxable income—— ,

Senator Doveras. T understand.

Mr. ScHLENGER. Or you never get there. o

Senator Douaras. Perhaps I will put it this way : you say you get a
gross income of $1.6 million from your oil operations. Is this the total
incomse which you get from thesale of 0il?

Mr. SouLENGER, Yes, sir.

Senator Dougras. Itis. .

Then you lump this with the $2.5 million that you get from divi-
dends, and you write off then the operating costs involved in the oil
properties and the drilling and developmental costs, is that true

Mr. ScaLENGER. For the most part. , ‘

Senator Douaras. And you deduct that and use it as credit against
the 7.8 percent tax to which you would otherwise be liable.

Mr. ScurLenGer, Only to the extent that all of those deductions
combined exceed the $1.6 million, and they do to soms extent.

Senator Doueras. What you are saying is that you operate your
oil propertiesat a loss. . o '

r. SCHLENGER. At a paper lossat the present time.

/
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Senator Dovuoras. And you use that paper loss then to avoid the

payment of taxes upon the $2.5 million of dividends which you receive.
{r. ScLENGER, Well, we do not or T do not think—-

Senator Dougras. You are representing not Mr. Brown

Mr. ScuLexaer. Broseco Corp. »

Senator Dovgras. Broseco. I am not saying—I am simply saying
you are Broseco’s lawyer, so when I say you I mean Broseco.

Mr., Scnrenger. T understand the sense in which you used the word,
but I also understand the sense in which you used avoidance. We
do not say that it is avoidance to take advantage of the legislative
setup so far enacted by Congress.

Senator DouaLas. ilow, you see, I am not charging you with doing
anything illegal.

Ir. ScuLENGER. Yes,sir.

Senator Dovcras. I want to make that clear. But I am saying
whoever devised this was a very sharp man to avoid paying taxes.

Mr. ScuLeNaer. But don’t you think, Senator——

Senator DoucLas. Iam notsaying evade; I say avoid.

Mr. ScnLENGER. Senator, I could ask you one question ?

Senator Doucras. Yes, indeed, providing it is not too personal.
[Laughter.] ‘

Mr, Scurencer. T useit in the representative sense, sir.

Senator Douaras. All right.

Mr. ScureNeer. Wouldn’t you think this is an extremely risky way
of tax avoidance, as tax shelters go, by entering into the oil and gas
business? This is what I think makes it different, makes it unique.
We do not have any sure thing here. We are not buying interests
that already exist. We are gambling. So far we actually have not
been really that lucky. Once we thought we had a real big one. We
have not yet made a big hit on this thing, and we are pouring a lot
of money in here, and I think it is a rather expensive way to avoid
taxes. !

Senator Douvcras. I would say you can turn losses in the oil indus-
try into economies in taxation for other properties, taxation of income
from other properties, and to that degree therefore, your entrance into
the industry is subsidized. -

Mr. Scurexcger. Perhaps so, but perhaps the whole industry is to
some extent subsidized.

Senator Douvaras. As, perhaps, you may know, I have tilted against
many features of taxation on oil properties on just this ground, not
wholly on this ground, but an added reason is I think that it leads to
an uneconomic use of resources; that where people go into an industry
for tax advantage rather than for operating for profit you get an un-
economic application of labor and capital. i

Mr. ScurLENcer. I would subscribe to that, but I 1;9ally do not think
that was the intent here.

They started going in here into the oil business, as my statement
shows, in the late 1940’s. They went into it slowly, they got stung
sometimes and they expanded, and one of the reasons they went into
the oil business was not the tax gimmick, but because Mr. Brown at
the time was on the board of directors of the Gulf Oil Corp. He was
for a number of years. He learned something about the oil business.
One of his sons is now vice president. . So this was a long cherished
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family hope to develop a large operating oil company. I do not say
they were blind to taxes, obvicusly not, but I do not think that was
the primary motivation. S 4 :

Senator Douaras. Well, years ago I read Oliver Wendell Holmes’
book on the common law which you, as an eminent lawyer, probably
also read, in which he pointed out that the development of the common
law was away from the question of the proof of ntent to an examina-
tion of the consequences which reasonably a reasonable man could
expect from his acts.

Now, I had not realized this question was as complicated when I
started to question you, but it opens up great vistas, and I think it
raises some very real questions of accounting.

I had always thought that depreciation—mind you, I am not speak-
ing of the depletion for a moment, that is something else—but I had
always thought of depreciation as being a cost which should be
deducted prior to the definition of profits and, therefore, prior to the
pa{ment of taxes.

Now, when I suddenly find it popging up as an item which is used
agninst taxes, this seems to me an aberration or a great error in the
present tax laws which it would be desirable to cure.

What you are saying is: “It has been legal in the past; it is not our
fault.” Of course, it is not your fault, but poor Uncle Sam has made
so many errors that sharp people can take advantage of that one really.
feels tempted to come to the ai!’l of the old gentleman.

Mr. Scaienaer. If I could speak to that just one last time——

Senator Dovucras. Yes, indeed.

My, ScureNger. I think there may be, in your view, some extenuat-
ing circumstances, because it may not be as much of an aberration as
you suspect, because we do not see wealthy people flocking into this,
and the reason is just what I said before, it 1s too Harned expensive even
forl'taxes. You still have to lay out your money, as i mentioned
earlier, .

I have been told there are one or two others in' this country that
might be affected by this, but they have other types of income, real
estate plus this. I do not think you will find anyone else like this,

The second t-hing here, it seems to me, is that this can be dealt with
if there are possible abusss here, and they can be dealt with under the
unreasonable accumulation of earnings test which is already in the
law and is a factual test.

What we are talking about in the personal holding company, what
makes it so difficult for some taxpayers, rare ones, is that its provi-
sions are automatic. You make a policy decision when you write the
statute. There are no exceptions, and it 1s to that point that we address
ourselves here. We do not think this should be an automatic punitive
provision. If they have to have punitive provisions, let them be ap-
plied on the factual basis under section 531 of the code.

_ Senator Douaras. Mr. Chairmsn, we could probe this matter for a
long time, but T have pursued it long enough. :

The Cramaan. I would like to ask the witness a question.

My, ScHLENGER. Yes, sir. )

The Cuarrman. I understood you to say you took paper losses.
Would you explain what paper losses are. ' '

7
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Mr. SonLENGER. Yes, sir; in the sense in which we were carrying
along the dialog at the time, that many of the expenses which we
deducted would be for drilling and that sort of thing which repre-
sented a cash outlay in that particular year. By paper losses I re-
ferred to depletion which would be percentage depletion, which would
not be doliars going out of our pocket at that time, but, of course, you
go back then to the theory of depletion; and the same with deprecia-
tion, and it isonly in that sense that I meant a paper loss.

The CHARMAN. You mean depreciation as a paper loss?

Mr. ScHLENGER. It is not a current cash item, PYou spend on deple-
tion or depreciation, you spend your cash many years in advance, and
you are trying to recover in subsequent years. This, as I understand
1t, is the theory, sir.

The Cuamyan., Would you present to the committes a statement
of the paper losses that you have taken off your income taxes; how
long has this company, the Broseco Co., been n existence?

r. SCHLENGER. Since 1936.

The CHatryMAN, 19361

Mr. SoHLENGER. Yes, sir.

. The Cuamman. Did I understand you to say you have not paid any
income taxes since 1956 ; wag it} - :

Mr. SonLenger. I think it is 1956 or 1957, sir, because of the divi-
dend credit.

The Craman, Will you furnish this committes with a statement
of your income and your expenses and from what sources they
come——

Mr. SoHLENGER. Yes, )

The CaAlrMAN (continuing). Since the organization of the com-

P -
r. SCHLENGER. Y es. :
" The Cmamman. Please supply also a full explanation of what you
term to be paper losses. : L
. Mr, Sonrencer, We will mark those, We have submitted this in-

formation already to the Treasury. ,

The Cramman, I do not exactly understand how you take paper
losises off your income tax., :

Mr.  ScarENGER. Perhaps noncash would be a better word, non-
current cash,

The Crxammaman, You will furnish that?

Mr. SOHLENGER. Yes.
- Senator Doueras. Might I also ask the witness to furnish a state-
ment of the taxes paid from 1954——

The CuarMAN, What was that

Senator Douaras. I request the witness furnish a statement of the
taxes paid in 1954,

The Cuamsan. I want a complete breakdown of the receipts and
the taxes paid since the beginning of the company.

The ScELENGER. The figures are readily available since 1950.

It will take some digging prior to that, '

The Cuaryan, Just send them to the clerk of the committes so
that we can embody it in the record, with a full explanation of .the
paper losses, ~ : o
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Mr. ScuHLENGER. Yes, sir; thank you very much.
The Cuamryan. Thank you.
(The following was later received for the record:)

VENABLE, BAETJER & HOWARD,

. Bailtimore, Md., December 4, 1963.
Re Broseco Corp.

Hon. Harry FL0oOD BYRp,

Chairman, Senate Finance Committee,

U.S8. Senate, Senate Office Building,

Washington, D.C.

DEeAR SENATOR BYRD: Pursuant to your request made during my testimony on
December 2, 1983, before the committee, I am enclosing herewith a compllation,
for the perfod 1936 through 1962, of accounting data relating to Broseco Corp.

Pursuant to your request, the attached compilation sets forth the constituent
items of Broseco’s gross income for each of such years and its deductions for
each of such years. In this connection, I should like to point out that, in
the compilation, expenses have been broken down into two basic categories:

(1) Current cash deductions which represent items for which cash was cur-
rently expended and which are currently expensed; and

{2) Noncurrent cash deductions which represent items which are currently
expenses but for which cash expenditures were made by 3roseco in prior years.
It 18 this latter category of deductions which was described as paper deductions
in the testimony. The meaning of this description is simply that these ex-
penses represent prior years’ cash expenditures. You will note, for example,
that the deductions for depreciation represent current charges with respect to
prior cash capital expenditures. The same is true with respect to cost depletion
for royalties and working interests in oll and gas. The same is true for deduc-
tions taken for abandonments with respect to oil and gas interests. There is
also separately stated the statutory depletion allowed with respect to working
interests in oil and gas.

As for the dividends received credit, this represents that credit allowed to a
corporation receiving dividends from another corporation, the apparent theory
of the credit belng that the first corporation, which paid the dividends, had
already paid Federal income taxes on the income out of which the dividends
were pald. Thus, the dividends pald credit has the intention and effect of pre-
venting double income taxation at the corporate level.

You will also note, at the very bottom of the compilation sheets, the capital
additions (other than securities) made by Broseco from 1950 to date, which
represent cash investments in oil and gas properties and assets.

The submitted compllation shows that Broseco has expended, in cash, ap-
proximately $10,850,000 for capital assets and property in its oll and gas busi.
ness. This compllation also shows that Broseco Corp. has expended, in cash,
approximately $14,950,000 for curreatly deductible ofl and gas business expense
items. Thus, Broseco has expended, in cash, in excess of $25 million in its oil
and gas business. To date, Broscco's receipts from oil and gas sales have
amounted to approximately $10,170,000. During the course of its oil and gas
operations, Broseco has taken depreclation of approximately $1,630,000 and
depletion of approximately $3,740,000 with respect to all of the previously de-
scribed cash investments made by it in the oil and gas business. :

I do hope that the foregoing satisfactorily clarifies the points raised during
my testimony and I would like to take this opportunity to thank the committee
for its courtesies extended both to me and to Broseco Corp.

Sincerely yours,
. JACQUES T, SORLENGER,



Broseco Corp., 195062, income and ezpenses

{In dollars; cents omitted]
1950 1951 1952 1953 1954 1955 1056 1957 1958 1959 1960 1961 1962
[¢V) (63} @) )] %) (6) O] (8) )] (10) an @12 (13)
GROSS INCOME
Dlvlduld income. 1,208,310 | 913,383 | 880,528 | 904,381 |1,107, 733 1,393,419 |1,408 834 11,431,879 |1, 421, 097 {1,610, 803 |1, 634, G50 |1, 908,004 | 2,451,212
t income 51,672 46,612 | 106,125 79,168 42, 34, 791 56, 246 43, 80, 629 T, 85, 970 83, 247 83, 881
O1l-gas royalty Incomo. ..ovcomueevvmmemnan 223,672 | 233,421 | 207,891 132 | 182,053 | 10R)288 | 185,549 | 173,876 | 142660 | 142401 | 127,880 | 116,922 75, 898
Oil-gas worklng interests INCOMe. . cvevuucfocacececen|avancan- 151,820 | 360,766 | 613,813 [ 20,980 |1,050,901 | ©93,345 |1,131,893 |1,491,475 |1, 739, 506 | 1,810,277
Ranch income . JUOR) P 2
Capital galus——Seuumes. 71, 461 3, 904 . 11 7 41,000 | oooooeeen
Capital gains-—Oill-gas 2,412 . JIUUN SSOR 6,371 ) 3 P, 11,076,144
Capital galns—other - PN PRI IR PO . Y USRS ORI SR )
Other. ... 10, 067 197 20 375 [cemeaecann 1,803 1,362 |ocunn 14, 977
Total, gross NEOMO. .o -oeocuaanrnan 1, 493, 722 |1, 285,074 |1, 200, 880 (1,341,876 {1,703, 344 |2, 242, 114 |2, 472, 980 |2, 706, 775 |2, 647, 355 {3,003, 314 |4, 431, 097
DEDUCTIONS
Current cash deductions:
Oil-gas expenus ...................... 119, 775 630 665,774 | 887,561 1,270,299 |1,402, 447 11,797, 700 |1, 851,879 |2,361,931 |2,180, 862 | 1,258, 504
Other eXpenses ? ... owoocecmeeoccaane 129,455 77,660 | 066,457 | 100,980 | 112,906 | 84,200 | 124,835 | 105473 | 167.776 | 215,268
Noncurrent mh deductlons’
Depreciatlon.....oceemamanicamacacaas 262 265 43,681 85,772 | 143,287 | 163,349 | 150,604 | 205,758 | 254,617 | 259,586 204,458
Cost depletion—royalty. 90,282 | 100,807 87,237 890 | 168,126 | 143,207 | 139,284 | 118,917 89,302 78, 957 80, 056
Cost depletion—working interests..._| 13,771 5,159 111,451 | 131,053 | 129,592 | 107,360 | 101,379 3 77,071 | 107,687 61,199
St.ututory depletion—working inter-
ostsd .. 3,301 | 46,780 | 93,115 | 161,882 | 168,026 | 187,205 | 214,303 | 351,721 | 315,626
Abandonments. . ... 17,472 6,047 | 104, 15,421 | 130,242 | 28,362 | 71,406 | 59,523 71,452
Dividend received 4592,160 | 4 670,349 | 4393,481 |4 510,173 (1,200,196 [1, 368,818 1,383,812 (1,613,711 | 2,069, 774
Net taxable income, 4104500 | 1118296 | 469,487 | 490,030 |(1,137,010)| (979,414)| (138,457)) '(949,690)| (874.798)
Federal tax paid:
' (I;o (r:aw ............. Nemeemenannnae 448,765 | 455,976 | 430,607 | 438,681 0 0 0 0 0
H. Co... ) SRS P AP .- JUON PN I, P
Sec. 531 - RO, SO RIS S 5225,410 | oo aifiimcin[emaaeeaaan
Dividend distribution:
. Preferrcd, 175,000 | 175,000 | 175,000 | 175,000 | 175,000 | 175,000 | 175,000 | 175,000 175,000
C 0 63,500 |- ool 69, 460,375 698, 500
Capital additions (other than securities).. 522,388 | 715,279 | 489.767 | 254,881 | 379,827 | 811,627 | 644,808 | 349, 3954, 356

1 Sale of nonproducing leaseholds.

1 Includes contributions and ad valorem taxes and Interest.

3 Allowable depreclation’in excess of cost depletion.

+ As reported, later adjusted by LR.S, to operating loss and tax refunded,

3 531 tax applies to years 1955, 1954, and 1957.
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Broseco Corp., 1936—49 inclusive

1936 1937 1938 1939 1940 1041 1042
m 2) ) @) % ®) (Y]
GROSS INCOME
Dividend IDCOMe. ..t $875, 285. 93 $879,912.88 $502, 154.03
Interest income. ... 1,654.83 7,645,52 26, 694. 40
Oil-gas royalty income
Oll-gas working Interests, income. ... covoioomoooou o e oo e e
Capital gains, sccurities.___ (12, 587.82) (7,995.00) |« ememenccoaannn
Other {ncome..... PO 15,203. 14 5,077.58 |_.___.... emmannn
Total, gross INCOMO. ... - ..o vaaans 879, 556.08 884, 640.98 528,848.43
DEDUCTIONS
_Current cash deductions:
Ofi and gas ox TN F IR RO ST SU [N P AU
Other mmeemeemccsceamcacmeamrmm—— 8,043, 82 35,355.97 15, 140.99 13, 286. 51 13,312.98 14,711.18 11,193.97
Noncurrent cash deductions:
Depreciation - .-
Cost depietion, royalty. .
Cost depletion, working interests. (R IOl AU ORI
Dividends roceived eredit. ... 251,152, 58 716.022.08 300. 668. 76 652,434.15 713,433. 84 717,621.78 407 705. 93
Total .- 260, 096. 40 751.378.05 315,809.75 665, 770. 66 726, 746.82 732,332.93 418,899, 90
“ Net taxable fncome_.____ . .. 44,452, 54 159, 778.22 81,278. 69 239,675. 51 142, 809.26 152, 308. 05 100, 948. 53
Federal tax pald.
rate. . - . 5,703.69 21,916.13 12,427.94 38,414. 39 35,429.23 43,935.49 40, 604. 41
GO - . [ SR FUUIII S 2,653.80 2,780, 13 |ecomcmcmannn -
Divldond dlstﬂbnuon.
...... 175, 000. 00 175, 000. 00 175, 000, 00 175, 000. 00 175,000. 60 175, 000. 00 175, 000. 00
........... 112, 300. 00 692, 600. 00 178, 500. 00 697, 700, 00 648, 100. 00 654, 000. 00 322,000, 00
. Cnpital additions other than securitfes.._ ... ... [ . -
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Broseco Corp., 1236-49 inclusive—Conticued

1943 1944 145 1946 1047 M8 1949
® 9 10) an Q2) 13) {14)
GROSS INCOME
Dividend noomo. $518, 160, 13 $697, 501. 56 $689, 709. 62 $628, £504.33 $629,280. 72 $756,310.83 $854,205, 45
11,732.84 7,791.11 10,870.99 2,330.63 460.24 69, 804. 568 ¥, 538.21
Oli-gas royalty inoomo. 51,672.29 1,327,512.20
Oll-gas working Interests INCOMO0..ccamarceacmmremacesenmmenma]amecmastasmvemmn|mcmsnnmemmsmsnns | eeerssamvcamme] menmammcecmmaass ]| meaa 10, 833,88
Capital gains, securi 163, 280. 35 153, 132.48 322,010, 11 3,033,229.32 1,182,041.83 500, 823,17 064. 52
income. 2,010.00
Total, gross {ncome. 633,244.32 858, 425. 15 1,022,680.72 3,664,073.728 1,811, 782.79 1,408, 010.88 2,329,134.35
DEDUCTIONS
Current cash deductions:
Oll and gas e 310,378.78
Other expenses, 15,822.87 19,817.90 22,004.38 109, 193.30 32,332.62 75,758.21 68, 8. 08
Noncarrent cash deductions:
G9.30 6,981.47 8,450, 85
- - S ENU N, i, 100 953. 64
Cost deplouon worg:& [ i O 3, 902.08
Dividends recef L 408, 344. 38 583, 863. 83 579, 572.18 529, 41.17 529, 012. 65! 631, 382. 49 703, 402. 1
Total 424,167.23 605, 681. 73 601, 576. 56 638, 534.47 501,464. 57 714,122.17 2,205,024, 56
Net taxable income. 269,077.09 252,743. 42 421,104.16 3,023, 538. 81 1,250,318.22 753,888.61 124,120.79
Federal tax paid:
Corporate. Ny 82,048.35 76, R90. 00 118, 947.65 1757,444.83 325, 708. 39 207, 644. 18 33,206.13
P.W. Co 194.19 437.80
Dividend distribution: ™.
Preferted 178, 000. 00 175, 000. 00 175, 000. 00 175, 000. 00 175, 000. 00 175, 000. 00 175, 000. 00
Coupoun... 272, 000. 00 430, 500. 00 425, 000. 00 226, 840. 51 200, 000. 20
Capital additions other than socurities E 68, 201.00 1,889, 783,00

1 Additional capital gairs tax cn exchango of General Motors common stock for Gulf Ofl Corp. comimon, $55,915.24 pald in 1949.
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The Cramman. The next witness is Mr. John H. Davis of Mar-
ketime Diugs, Inc., and Rufus H., Smith Co.
Mr Davis, take a seat, sir. '

STATEMENT OF JOXN H. DAVIS, PRESIDENY, MARKETIME DRUGS,
INC,

Mr, Davis. My name is Johm H. Davis. I sm president of Mar-
ketime Drugs, Inc., & large retail drug chain in Seattle. I am also
president of Rufus H. Smith Estate, Inc., a family investicent corpo-
ration engaged in developing real estate. This latter corporation iy
not now 3 personal holding company but would be under section 216
of H.R. 8363.

First, T want to thank the committee for granting me the privilo%o
of appearing before you this morning. I am opposed to the tax bill
for several reasons. I will limit most of my remarks to section 216
and later comment briefly on other aspects of the bill on which tims
does not permit a detailed discussion.

The present Internal Revenue Code does not treat lessors and de-
velopers of property as personal holding companies if §0 percent or
more of gross incomse is from rents. But section 216 of the new bill
makes such a corporation n personal holding company if its passive
income from dividends and interest is only 10 percent or more of its
gross income. Qur corporation and certainly many others like it,
would be hit with the personal holding company onus.

I grant that the House gave some recognition to the corapany which
the proposed law would make a personal holding company for the
first time. Reliof provisions are provided for liquidation and for the

aying off of debt, but the relief provisions do not solve all the prob-
ems. Relief is provided for the discharge of preexisting debt, but
what about new debt to expand a building or funds retained-from
earnings for new construction? These are out. YWhat would the
inevitable result be? Certainly in our case there would have to be
no new construction. Multiply this absence of new construction mani-
fold and you would see the falling off of funds going into construction.
"These circumstances lead to reduced employment in the construction
industry at the very time when the Congress is properly seriousl
concerned about unemployment. Certainly the result of the tax bill
in this area should not be something to discourage our economy rather
than stimulate it. The loss of new construction could far outweigh
the estimated 15 million annual revenue saving by this measure.

The liquidation relief provisions nro likewise of) limited help. In
our case, for example, as in many others, the stockholders include
older women and minor children. Undivided interests in real estate
and securities for a group such as this would certainly be highly im-
practical to say the least. Accordingly, I urge that the committee, if
1t-should pass the tax bill, amend this portion of section 216 to }({rovido,
as is now provided, that a company with rental income would not be
a personal holding company if more than 50 percent of its gross income
is from rents.

Now I should like to say a word or two about somse overall aspects
of the bill. I am opposed to the idea of tax reduction at the time
of a large national deficit. The spending of more than you are taking
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in simp}ly goes against my old-fashioned sense of economics. We
have had enough inflation in this country already. Generally, I am
in accord with the views already expressed to this committes {y Dan
Troop Smith in this area. Secondly, I am concerned about the
philosophy of some who believe the businessman is getting a good
trade to exchange the so-called reforms for a reduction in rates. I
believe it is imperative that the technical changes should be looked
at independently on their merits without any reference whatsoever
to the income tax rates. Business can easily be lulled into this trade
and a year or two later find that rates are up again, but the adverse
technical changes are still with us. In fact it would be difficult to
see how the rates can stay down if we are to have responsible fiscal
management. :
While some of the 1eak es have merit, the business climate
would be hurt jitl present rates reeStablished compounded with such
additlo:}l)m" ens as the acceleration o 4\tastimated corporate tax

payment.

Accordingly, gentlemen, I urge that the bill\pot be passed, and I
agai‘??thank you for-the privilege df\being alloWe,gé to appear before
yo Y

committee this morning
will be glad'to answer an;\glestjo 18, Mr. Chairmtﬁ\

/The Cuargaran. Any guestigns? N
/ Senator DoUGLAB:~NO,.- ( \
1k ou verk mugh, i

/ The CHAIRMAN. !
ecess until Y0,0’clock 'tomorrow imorning.

{ The committee w
[ (By digection of {thg clffiifman, th following is madd a part of the

record : = !
\ ) EX \". /7 Lj) CovINGTON &{BURLING,

| ; ashington D.C., Novdmber 19, 1963.
zge proposed.\amen()m'ent (Qiect 21 ;
hairman, Finance Oommm;té.ﬂ ;-’ / :

U\S. Senate, Washington, D.U. ™ - £

® SENATOR Byro? I should Hke tolsubmitZor consideration by the Senate
Fimﬁrc\e Committee the attached statemeht which urges an dmendment of section
21¢ oMH.R. 8363, the séction syhigh makes‘extensive ch figes in the taxation of
personal.holding companies.

The prongsed amendment would facilitate the lig
companles. "If is consistent with prior legislatiy;
and appropriatesy order to prevent hardshi
the substantial cha n the taxutlo
by section 216 of H.R. 8363. “;

This statement 1s submitted on behalf of the obséin Corp., 500 Union
Street, Seattle, Wash., a personal holding company that desires to liguidate and
distribute its assets to its individual shareholders. .

Very truly yours,

4t (.1 8363.
on. HARRY'F. B¥rp, h

ation of personal holding
nactments and is necessary
at would otherwise result from
rsonal l;o ng companies proposed

B "DaNIet. M, GRIBBON.

STATEMENT IN SUPPORT OF AMENDMENT T0 SECTION 216-0F HL.R. 83063 To
FACILITATE L1QUIDATION OF PERsonAL HoLpiNe CoMPANIES

I

If enacted in the form passed by the House of Representatives, section 216 of
II.R. 8363 would effect the most comprehensive changes in the taxation of per-
sonal holding companies since they were first subjected to additional tax in
1934. The section 18 one of the longest and most complex provisions in the bill,
covering 44 pages and reqviring an additional 46 pages for explanation in the
House report. . :
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It would substantially reshape the governing rules’ undér. which' pefsinal °
holding companies have been taxed over the last 30 years.” For ngmlbl'ej,,,tjqdejj
present law a company becomes subject to penalties as a pérsonal holding com-
pany, only if 80 percent of its “gross income" 18 of an investment or passive
. character, Section 218 would lower the operative percentige (o 00 percent
and would substitute for gross income a new and more restrictive concept deéfined
ae “adjusted ordinary gross income.” Other changes would include as petsonal
holding company income a much greater amount of income from solirces siich a8
rents, mineral royalties, copyrights, and produced filmrents. . ' - .

Because of these extensive changes, the House has included in its bill rellef
provislons which would give companies that would not have been. personal-
holding companies, but for the proposed changes, an opportubity to liquidate
under section 333 of the Internal Revenue Code. ) e

The general effect of sectlon 333 is to enable shareholders of liquidating corpo-
rations to postpone recognition of gain on the appreciation of distributed assets.
Any gain on distributed assets which does not represent accumulated earnings
and profits or securities acquired by the corporation after December 81, 1958,
is not recognized until the stockholder disposes of the distributed property. .

The House bill would make certain changes in existing section 333 as applied
to companies that would become personal holding companies for the first time
as the result of the application of the provisions of section 216, 'With respect
to such companies, the cutoff date for nonrecognition of gain on securities would
be moved forward from 1053 to December 31, 1962. In additlon, distributions
of accumulated earnings and profits would be taxed as caplital gains rather
than as dividends as Is the case under present Iaw. } o

Our objection is not to the form of relief extended to newly defined personal
holding companies, but rather to the failure of the House bill to take into account
the burden imposed by the changes upon existing personal holding companies.
In the past, individuals-and thelr advisers have been in a position to evaluate
with reasonable certainty the advantages and disadvantages attached to per-
sonal holding company status. . Under rules that have been in effect for three
decades, it has been possible to anticipate and plan for the changes that wou'd
have to be made to abandon that status when it-no longer suited any business
purpose. However, the legislation now proposed would change the factors upon
which such planning has been made,. It would tie these companies to personal
holding company status without providing an opportunity to withdraw. The
Wisconsin Corp., for example, has had under consideration abandonwent of
personal holding company status by generating additional income from active
sources. But as a practical matter, this course would no longer be open for
YWisconsin and others similarly situated.upon enactment of the new rules.
Under these rules, personal holding company incomé of such companles would be
greatly increased by the changes proposed for treatment of rental, royalty, and
other similar income; yet at least twice as much-income would have to be
generated from “active” sources if they hope to alter thelr status. ‘“Passive”
interests could not be disposed of without subjecting shareholders to substan-
tially increased taxes as any gains would be taxed as dividends upon
distribution. )

Nor would liguidation be a practical alternative. Ten years have passed since
the cutoff date in section 333 respecting postponement of sain nn securities has
been brought up to date. Throughout this period existing personal holding com-
panies have been, by normal turnover of investments, regularly acquiring
securities. Kven where such companies have been distributing earnings and
profits annually, their shareholaers cannot afford to liquidate. ILiquidation
under these circumstances would compel them to resell the distributed securities
in order to ralse the amount necessary to pay the tax, : o S

Accordingly, the Senate F!nance Committee is urged to advance to December
31, 1062, the cutoff date in secilon 333 g0 as to provide existing personal holding
companies an alternative to continuing in that status under the new rules.
There 18 ample precedent for such actlon by the Finance Committee. The .
predecessor of section 833, sectlon 112(b) (7) of the 19390 code, was first intro-
duced by this committee in 1938 for the express purpose of facilitating liquida-
tion of personal holding companies that had recently been subjected to unex-
pectedly heavy tax burdens. ) )

Indeed, a number of provislons in the tax laws have been enacted specifically
to permit companies to change status without penalty because of changes in the
law affecting that status. - For example, ’sectlon 20(e) of the Technical Aménd-
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ments Act of 1958 was enacted to provide companies an election to return to
their original methods of accounting after changes in the law governing
accounting methods made previous accounting adjustments disadvantageous.
Ancther example is contained in the regulations governing consolidated re-
tarns, Personal holding company status under the tax laws is also analagous
to that of companies filling consolidated returns as members of an affiliated
group; both are subject to certain penalties because of their status. For many
yeéars, however, the consolidated return regulations have clearly provided that
an election to be part of a consolidated group may be revoked whenever there
is a change in the law ‘‘of a character which makes substantially less advan-
tageous to affiliated groups as a class the continued filing of consolidated re-
turns” (Treas. Reg., sec. 1.1502-11(a) (2) ). Fairness requires that these prece-
dents be followed and that existing personal holding companfes be accorded the
election to terminate thelr status whenever the law is amended so as to alter
significantly the tax consequences of such status.

There is still another reason way the action taken by the House should be
broadened. By equalizing the maximum rate of tax on individuals and personal
holding companies, the House has taken the final step toward disregarding cor-
porate entity and imposing the tax on corporate income as if received directly by
the shareholder. The House action would put the Revenue Service in the posi-
tion of disregarding the corporate form for purposes of obtalning revenue, but
asserting its importance to prevent the individual from retrieving the corporate
assets to himself,

Quite probably the narrow relief decided upon by the House is attributable to
the fact that under the House provisions extending rellef to newly defined per:
sonal holding compantes, distributions of accumulated earnings and profits tc
individual shareholders would be treated as capital gain rather than ordinary
fncome as is the case with such shareholders under existing section 333. Pre-
sumably, the Ways and Means Committee believed that in order to protect the
revenue it would be ill advised to extend this favorable treatment to share-
holders of existing personal holding companies. However, no request is made
here to have capital gain treatment applied to accumulated earnings and profits.
The amendment proposed here would do no more than reenact the ordinary
income provisions of section 333.

In this connection, it should be pointed out that the Sexate Finance Committee
has noted when recommending similar enactments in the past that revenue loss
to be expected from updating the section is “negligible” (8. Rept. 781, 82d Cong.,
18t sess, 61 (1951)). No windfall results from advancing the cutoff date re-
specting existing personal holding companies, Nonrecognition upon distribution
does not mean that gain on securities acquired prior to 1963 wili escape tax.
Recognition of gain is merely postponed until such time as the shareholder dis-
poses- of the distributed securities. Here, as elsewhere, the code exacts the
usual price for nonrecognition—the basis of assets receilved is the same as that
of the stock surrendered, adjusted for gain recognized on liquidation.

I T

Quite apart from the Impact of the new personal holding company provisions,
there is ample reason, as & matter of tax principle, for updating the provisions of
section 333. When the sectlion was first enacted it provided that securities
acquired by a corporation after the date of enactment, April 9, 1938, would be
taxed to shareholders to the same extent as cash. The purpose of thig cutoff
date was to prevent the investment of cash in securities immediately prior to
liguidation in order to avold the tax that would be imposed upon the distribution
of cash. Thereafter, in order to cont!nue to encourage and facilitate liguidation
of personal holding companies, the Senate Finance Committee from time to time
updated the provislons of section 112(b) (7), advancing the.cutoff date in 1943,
in 1950, and again in 1953, '

The 10 years that have elapsed since the section was last amended represent
the longest period it has been allowed to become outdated. As noted, the longer
the section remainsg unchanged, the less sulted it becomes for the purposes for
which it was enacted. .

Recognizing that the President’s proposals relating to personal holding com-
panfes presented a timely occasion for again advancing the cutoff date, the Sec-
tion of Taxation of the American Bar Assoclation recommended in July of this
vear that the cutoff date in section 833 be moved forward on a continuing basis.
There was also testimony in favor of updating the gection before the Ways and
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Means Committee during its public hearings on H.R. 8363. And at least one
bill, H.R. 5469, was introduced in the House calling for a new date of December
31, 1962, L .

'Existlng section 333, of course, 18 not applicable solely to personal holding com-
panies, but also applies to any corporation entering into & 1-month liquidation.
Quite apart from the need to facilitate ligquldation of personal holding com-
panies, the section should be made current since there Is no reason to digcourage
shareholders of any corporation from liquidating where corporate form no
longer serves any useful business purpose.

Two alternative amendments are proposed in the appendix to this statement,
The first would advance the cutoff date in section 833 solely with respect to
personal holding companies. The second would make the new date applicable
to all corporations. Both are drawn in such a way that either one may be added
to the bill without changing any of the wording already adopted by the House.

APPENDIX

Alternative 1 (personal holding companies)

Section 216(g) of H.R. 8363 is amended by inserting immediaiely after sub-
section 216(g) (8) the following additional subsecti~n: -

*(4) CERTAIN OTHER LiIQUipATIONS.—In the case of a liquidation occurring
before January 1, 1966, of a corporation which for both of the two most recent
taxable years ending before the date of the.enactment of this subsection was &
personal holding company under section 542, the date ‘December 31, 1933’ referred
to in subsection (e)(2) and (f)(1) shall be treated as if such date were
‘December 31, 1962°.” :

Alternative 2 (all corporations)

Section 218(g) of H.R. 8363 1s amended by inserting immediately after sub-
section 216(g) (3) the following additional subsection :

“(4) Cerraix Orner LiQuipaTioNs.—In the case of a liquidation of any corpo-
ration occurring before January 1, 1966, the date ‘December 31, 1933’ referred
to in subsection (e)(2) and (f)(1) shall be treated as if such date were
‘December 31, 1962’,” .

WiLrtaM T. McOarao,
Pompano Beach, Fla., November 16, 1968. ~
Hon. HARRY F. ByRp,
Chairman, Senate Finance Commitiee,
Benate Office Building, Washington, D.C.

DEAR Sig: For those of us who are past 65 and living on a retirement Income
the proposed tax program imposes greater taxation rather than reduced taxation,
Through the years I have accumulated a number of coniion stocks, the dividends
from which helped to offset inflationary costs of living and in fact these dividends
‘constitute my major source of income. I have always felt that double taxation
on dividends was unjust and especially as applied to retirees who had & limited
income from this source. The dividend-received credit was allowed to offer
some relief from this double taxatlon. This $50 and 4-percent credit is to be
discontinued as of 1965 and all dividends are to be taxed at standard rates
depending upon total income, I also understand that certain deductlons for
State taxes (gasoline and cigarette included) will be discontinued in the new
tax bill.  All of this will increase ihe amount of Federal taxes which I will have
to pay. Florida State taxes have doubled this year as opposed to previous
years and added to increased Federal taxes means a reduced standard of living
for me. How does this add up to Increased spending for me to contribute to
national prosperity?

Is it possible to make some exceptions for those of us past 65 years of age who
are living on a limited income and unable to earn income through employment?

. Hospital bills, insurance rates, services because of our inability to do thingse
ourselves all add up to mere existence in the future under this administration’s
spendthrift ways. There will core a day of reckoning for the Indiscriminate
wasteful spending,

May these comments be added to testimony which you are now taking in
connection with the new tax bill?

Very sincerely yours,

-

W. F. McCArgco.
24-532—63—pt, 5-—8 ’
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STATEMENT ONX HLR. 8363 BY RoY BLOUGH, PROFESSOR OF INTERNATIONAL BUsI-
NEBS, GRADUATE SCcHOOL oF BUSINESS, CoLUMBIA UNIVERSITY, NEW YORK CITY

The revenue biil. before you, H.R. 8363, deals with a considerable number of
toples, but I shall limnit my remarks to only a few.

IMPORTANCE OF PASSING TAX REDUCTION

1. X urge the prompt passage of the tax reduction provisions of H.R. 8363, in
the interests of reducing unemployment, promoting economic growth, and im-
proving the long-term fiscal position of the Federal Goverument. At the House
hearings on the bill I spelled out my reasons for this position, and will not take
your committee’s time to repeat them here.

2. I support the general pattern of the tax reduction of H.R. 8363 in that it
provides rellef that will help stimulate consumer demand and relief that will
improve the incentives for Investment and production. A combination of the
two is better than either alone for the promotion of economic growth.

My support of tax reduction is not based on concern that we are now entering
or are on the verge of a recession period. The economy is strong and rising.
If this were an antirecession measure, greater emphasis on reduction for lower
income groups would be appropriate. My support of the bill relates to its longer
run importance for the country. To place emphasis on growth gives no grounds
for complacency about the importance of speed in passing the bill. We have lost
billions of dollars of production and suffered much unnecessary unemployment
because of {he slow course that this bill has taken.

H.R, 83763 NOT A TAX REFORM BILL

3. Despite the structural changes proposed in the House bill, it can in no sense
be considered the “reform measure”’ that was visualized in the early stages of
the legistation. The history of tax legislation suggests that shifts in tax burden
are most readily accomplished when the overall {ax load is being increased or
decreased than when no change in total revenue is contemplated. This fact may
have suggested the desirability of combining the two. The combination was ap-
propriate, especially because substantial rate reductions in the higher brackets
call for elimination of special provisions favoring such incomes. A major argu-
ment for introducing those favorable provisions in the first place was the high
marginal individual income tax rates.

Substantial revision of the tax system is called for, but it {s not realized in this
bill, Some of the structural changes appear to eliminate special favors, while
others add to them; but for the most part they deal with minor matters,

CAPITAL GAINS AND LOSSES

4. The proposed change in the treatment of capital gains by reducing the per-
centage inclusion from 50 to 40 percent for gains on assets held 2 years or more is
not minor. The present system of dealing with capital gains was placed in the
law by .the Revenue Act of 1942, certain aspects of which I was in position to
observe at close hand. It is a compromise that should not be lightly upset.

I favor a thoroughgoing reexamination of the taxation of capital galns and of
types of income that are not in any real sense capital gains but are given the
favorable rate treatment which was originated for capital gains proper. The
addition to this category of more and more kinds of income constitutes an un-
desirable erosion of the strength of the tax system and accenfuates the inequities
of the system. :

Moreover, the treatment of caplital gains proper {s a compromise among a numn-
ber of viewpoints. Clearly from the viewpoint of equity, taxing capital gains at
lower rates than other income in an economy with stable prices is a violation of
principles of equity. I shall speak later of the inflation proolem.

The difficulty with finding a good way to tax capital gains arises from at
least two kinds of complications. One is the realization concept. To tax capital
gaing as they acerue would for the most part be equitable, but there would always
be financial hardships on some persons to consider, also the problems of minority
stockholders, and the difficulties of making the system strictly symmetrical be-
tween galns and losses, The acceptance of the realization concept, on the other
hand, and it has been in our tax system from the beginning, gives the owner of
the property more control over the timing of the realization of income than is
true of reciplents of other types of income. ;

p
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Our law has gone to the uitimate extreme of allowing the gain to go without
any income taxation at all for assets held until the death of the owner—and
the old argument that the estate tax takes care of the matter simply is not true
as regards equity. I recognize the possible hardships of taxing gains at death,
but tax laws have worked out ways of dealing with hardships in other areas and
it could in this one. -

In this connection it must be said that to call for lowering the capital gains
rate on the grounds that it would make capital more mobile—a type of mobility
not without its public disadvantages as well as advantages—and to ignore the
most basic reason for immobility, which is the avoldance of taxation at death,
is, to say the least, remarkable. .

The other major factor that makes difficult the determination of a good method
of taxing capltal gains is that such gains may be the result of various different
kinds of changes, some of which may be open to stimulation by those who would
use taxation for purposes other than to ralse revenue equitably. .

For instance, capital gains often are derived from the holding of land while
the growth of pupulation, the actions of other persons or corporations, and gov-
ernmental profects increase its value and income-producing poteutial. The only
contribution the owner of the land makes to the public welfare is to pay taxes,
which of course {s an important service that must be taken into account. Aside
from taxes, the land would get along very well without ownership. Yet we
rewatll'd this nonfunctional ownership of property with especially low rates of
taxation.

Then there are the capital gains that derive from the reinvestment of cor-
porate carnings. The lower rate of capital gains encourages such reinvestment
as against the payment of dividends. The economic desirability of encouraging
withholding of earnlngs from stockholders is open to debate. I observe with
interest that some witnesses want both lower tax rates on capital gains and
lower tax rates on dividends, two developments which in this respect would
work in opposite directions. In any event, it is difficult to make a sufficlently
strong case for encouraging the withholding of earnings from dividend payment
to justify reducing the rate on capital gains to half or less than the rate on
dividends.

This does not exhaust the sources of increases in the prices of securitlics and
other assets. There may be cases in which a case can be made on the grounds
of incentive for lower rates than are applied to income generally, But it is
dificult to see that they justify the low rate on capital gains of the types that
I have mentioned.

Special reference should be made to capital gains that reflect general price
Inflation. There has been little of that for a decade, but of course a great deal
between 1938 and 1951. Economically, gains from this source are not a source
of taxable capacity. -

It must be noted, however, that capital gains are by no means unique in bein
affected by general inflation; the real values of money and debt obligations, for
example, also are adversely affected, but nothing has been done for them in
the tax laws.

Indeed, the only adjustment for inflatian that I recall 1s in connection with
LIKO inventorles, and that provision was first put into the law in a period of
deflation to meet price fluctuation, not inflation. A thoroughgoing study of the
capital gains tax Issue would consider what might be done to adjust capital
gains for price inflation. It would also be the application of averaging, which
would be eminently highly important for equitable taxation. And it would
consider very carefully that major loophole, the fallure to tax galns on assets
held until death.

I have no expectation that you will undertake a study of capital gains along
this line in connectlon with H.R. 8383. Indeed, I would discourage it, for the
passage of the tax reductions must not be delayed. However, I strongly urge
the committee not to permtt this H.R. 8363 to tamper with the 1942 formula for
the inclusion of capital galns. I strongly recomend deletion of the provision’
that gains on assets held 2 years or over be included at 40 percent and that the
niaximum total rate on such capital gains be 21 percent. This is no time te
tamper with a long-established compronise.

A thorough study of capital gains is long overdue and if and when {t is made
consideration should be given to many aspects including the points I have made
above. If and when changes in the capital gains tax rates are made, it is my hope
that they will move toward closer integmtion with geheral tax rates, and not
farther away from them. .
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Moreover, it must always be borne in mind that whenever a concession is given
to one, it tends to spread. The 40-percent provision does not apply to some in-
come that recelves the capital gains rate, but there is no real logle to the exclu-
sion of such income. It can be confidently forecast that any lowering of rates
will give rise to the strongest pressures in later years to extend them to other
forms of income now granted capital gains rates and that the pressure to extend
capltal gains tax privileges to more and more income will continue in the future
even more powerfully than in the past.

Youna, KarLAN & EDELSTEIN,
New York, N.Y., November 21, 1968.
Re revenue bill of 1963.
COMMITTEE ON FINANCE,
U.8. Senate, Washington, D.C.

DEeAR Sirs: I respectfully submit the following comments regarding the revenue
bill of 1963:

POLICY COMMENT REGARDING S8ECTION 250 OF THE BILL—FPROPOSED BECTION 1250

In his 1963 tax message, President Kennedy stated that the primary purposes
of the tax bill were—

(1) To promote full employment and economlic growth by increasing con-
sumer spending and business capital expenditures; and

(2) To eliminate preferential tax treatment now accorded to particular
taxpayers.

The increase in capital expenditures was to be accomplished by reducing the
corporate tax rate from 52 to 47 percent and thereby increasing the effective
rate of return on capital expenditures. (Hearings before the House Ways and
Means Committee, pp. 7-8, 15.)

Proposed sectlon 1250 thwarts the objective of encouraging capital investment
insofar as it reduces the net rate of return after taxes to be expected by a builder
considering the construction of an apartment house or office building, rapid de-
preciation of said building for 3 years, and then sale of the building.

Moreover, it cannot be sald that proposed section 1250 completely fulfills the
second purpose of eliminating preferential treatment of real estate investors.
Under section 1245, a business which sells depreciable personal property must
recognize all past depreclation (not in excess of the gain realized) as ordinary
income. Under proposed section 1250, a business selling real property will recog-
nize past depreciation as ordinary income only to the extent in excess of straight
line depreciation.

I submit that both of the President’s aforesaid objectives would be furthered

(1) Real property was subjected to the complete recoupment of deprecia-
tion rule now applicable to personal property under section 1245, and

{2) The Investment credit was extended to bullders. -

In this manner preferential treatment granted to investors in real estate
would be completely removed. On the other band, construction would be in-
duced by the tax device which the administration has proclaimed as the most
effective and selective means of encouraging capital expenditures. (S. Rept.
goss%, 986’“11 Cong., 24 sess., U.8, Code and Administration News 3529, pp. 3529-

1962) ). e

COMMENTS8 ON BECTION 220 OF THE BILL PROPOSED BECTION 1250 OF THE CODE

1. Secretary Dillon has asserted that a substantial downwdrd adjustment of
the useful lives of real property was not made in Rev. Proc, 62-21, 1962, 1 OB
because of the lack of a provision for recapture of excess depreciation upon the
sale of real estate. (Remarks before Business Council, May 11, 1962, 627 CCH
Tax Service (sec. 6408). The Senate report should now commit the Treasury to
a statement that it will adjust real estate useful lives if section 1250 is
enacted. .

2. The House committee’s general explanation discusses the situatlon .in
which a building erected by a lessee has a shorter life than the remaining term
of the lease. Inasmuch asg the lesseo Is permitted in such case to depreciate
the cost of the building over its estimated life (rather than the longer term

’

-
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of the lease), the report indicates that the general rule of section 1250(a) (1),
rather than the special leaschold rule of section 1250(b) (2), will be applied
to gain realized upon & sale of the leasehold insofar as applicable to the bulld-
ing. The Senate Finance Committee should be asked to note in its report that
the aforesaid principle also applies to the cost of acquiring a leasehold inso-
far as allocable to « bullding already on the property which has an estimated
life which is shorter than the remaining term of the lease (see e.g., 1220 Realty
Co., 63-2 USTC sec, 9703 (6th Cir, 1983) ; Rev. Rul. 61-271, 1961-2 OB 49).

8. Section 1250(b) (3) permits the taxpayer to show that the amount of
the depreciation allowed was less than the amount of depreclation allowable.
It does not, however, permit the taxpayer to show that the amount of deprecia-
tion allowed, was more than the amount that was property allowable.

It is submitted that the taxpayer should be permitted to show that it took
depreciation in excess of that allowabls for purposes of reducing the amount
of gain which is to be treated as ordinary income under section 1230, This would
make section 1250 consistent with the basic rationale of sections 1311 through
1315 of the code, which is that (a) the tax for the current year should be
computed on the basis of the correct tax interpretation of past events and
(b) when, in the current year, the taxpayer takes a position as to past tax con-
sequences inconsistent with that which it took in the prior year, the Commis-
sioner should be allowed to open up the prior year.

4. The House committee report gives only a single elementary example of the
applicability of section 1250 to a 351 exchange (technical explanation p. A154).
The taxpayer transfers 1250 property with additional depreciation of $2,000 to a
corporation in exchange for stock and is required to recognize section 1250
ordinary income to the extent of the $1,000 in boot recelved. The same prinel-
ple is applied uader section 1245. The House report does not indicate how
sections 1245 svnd [250 are to be Integrated in the usual case in which a tax-.
payer transfer: bth section 1245 and section 1250 property to a corporation
in exchange for stock and boot. Is the boot to be,

(a) Allocated first to the 1245 property ;
(b) Allocated first to the 1250 property ;
(o) Allocated among the 1245 and 1250 properties in proportion to the
market values of the properties; - .
(@) Allocated among the 1245 and 1230 properties in proportion to the
taxpayer’s basis for the properties, or
(e) Allocated among the 1245 and 1250 properties in proportion to the
additional depreciate attributable to each.
The Senate committee report should clarify this point. It would seem that the
logical result is to apportion the boot in proportion to the market values of the
1245 and 1250 properties.

6. The House committee’s technlcal explanation states (p. A149) that the
taxpayer may elect to report on the installment method, the gasi: on a disposition
to which section 1250 applies. The committee report should make it clear that
the section 1230 and capital galn elements of the overall gain should each be
prorated against each installment payment.

6. The-Senate Finance Committee should be requested to note that the House
committee report contains a statement in regard to depreciation in the year of
sale, which purports to set forth established law but which in fact sets forth only
the Service's position. The House committee’s general explanation of the bill
states:

“Since in the year real property is sold the actual value of the property is
known, it has been held that deprecliation 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.”

This is obviously intended to be a statement of the holding in OUokn v, Untted
States (250 F. 2d 871 (6th Cir. 1958)). The report does not indicate that the
well reasoned opinion in Motorlease Qorp. v. United States (215 F. Supp. 358 (D. .
Com. 1963)) limits the Oohkn principle to cases in which the taxpayer did not
initlally make a reasonable estimate of salvage value.

7. Under section 1250(c)(1)(B), the section 1250 holding period of con-
structed property begins on the first day of the month during which the property
is placed in service. .

When the taxpayer constructs a building for business use, it may be able to
claim deprecliation in the period between the completion of construction of the
bullding and the date when it actually begins to use the property (cf. Carter
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Colton Cigar Co., 9 TC 219 (1947) acqg. 1947-2 CB 1, Rev. Rul. 58-133, 1958-1
CB 277). Such a time gap between completion and use may arise when it is
necessary to move equipment and employees to the new bulldlng

Thus, ‘the “placed in service” rule may result in the section 1250 period be-
ginning months after the taxpayer has begun to take depreclation. The Senate
report might resolve this problem by stating that a building constructed for
eventlualduse fn the taxpayer’s business 1s deemed placed in service when it is
completed.

COMMENTS KEGARDING S8ECTION 215 OF THE BILL—NEW BSECTION 483 OF THE CODE—
INTEREST ON CERTAIN DEFERRED PAYMENTS

1. The applicability of the section hinges upon the existence of a ‘“contract”
for the sale or exchange of property. In this regard

(a) The word “contract” is not present in the basic sale or exchange provision
(sec. 1001({a)). This may lead to some question as to whether section 483
applies when there {s not a formal written contract or when there is uot the
usual bilateral contract to sell, e.g,, when there is merely the delivery of a deed
against a bond and mortgage. The Ways and Means Committee report fails to
clarify this issue,

(b) The word “‘contract” was probably used to render the section inapplicable
to a sale or exchange which is deemed to take place upon the liquidation of a
corporation (sec. 331) and, in some instances, upon the liquidation of a partner-
ship (sec, 731(a)). It would seem that an explicit provision should be added
to the section exempting these ‘‘constructive” sales or exchanges. If this is not
done, the contention may be made that interest should be Iimputed under section
483 when a corporation makes distributions in liguidation over a period in
;)xcess of a year. The Ways and Means Committee report fails to clarify this

ssue.

2. The Ways and Means Committee report indicates that the self-interest of
the seller would lead him to demand interest were it not for the tax saving that
results if no interest is provided for. Because of this inference, it is deemed
reasonable to impute interest. (See “General Explanation,’”” p. 72). This
reasoning does not necessarily apply in the case of a sale for payments which
are contingent as to liability or amount which are governed by proposed section
483(d). In the latter case, it is likely that: (a) there were business reasons
rather than tax reasons why the seller determined that he would realize more in
the long run from payments contingent upon income, for example, rather than
from fixed payments and interest; or () the buyer was unwilling to commit him-
self to fixed payments and interest as opposed to payments contingent upon the
amounts he realizes from the property sold. Thus, the basis for setting aside
the agreement of the parties and imputing interest is extreme]v weak in regard
to a sale for contingent payments.

Under subsection (c) of proposed section 483, Interest is imputed only
\\lth regard to payments due more than 6 months after “the date of such sale
or exchange” and only when payments under the contract are due more than
1 year after “the date of such sale or exchange.”

The “date of sale” langusge is similar to the “year of sale” language in section
433(b) (2) (A) which provides that tbe installment method shaill not apply to a
sale of real property if the payments in the “year of sale” are more than 30 per-
cent of the selling price.

There has been considerable uncertainty under section 433 as to whether “the
year of sale” is—

(a) the year in which the buyer receives titie- or the burdens and
privileges of ownership which is the general test of when a sale takes place
under section 1001 (Rev. Rul. 54-607, 1954-2 CB 177). or

(b) the earlier year which a binding contract to sell“was entered into.
In Commissioner v. Stuart, 300 F. 24 872 (3d Cir. 1862) and “Your Federal
Income Tax,” page 93, it ls stated that the sale does not take place when
-the buyer acquires a mere option to purchase the property. However, both
these authorities leave unclear whether a sale takes place upon the execution
of a contract to sell, which is binding upon the buyer. In fact. the Strari
case may be construed as inferring that for purposes of section 453, a sale
takes place upon the execution of a binding contract to sell,

It may be ndvisable to amend proposed sectlon 483 to explicitly provide that a
sale does not take place upoa the execution of a contract to sell. The timing
{s exceedingly important because the “6 months” and “1 year” tests hinge on
the date of sale. ‘
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COMMENTS REGARDING SECTION 216(D) OF THE BILL, AMENDING BECTION 548 (A)
OF THE CODE—PERSONAL HOLDING COMPANY INCOME

1. The Treasury urged that gross rents should no longer be’ considered the
relevant figure for purposes of the gross income test on the ground that real
property can be bought with a relatively lower equity investment than would
be required in the acquisition of other prpoerty. (Hearings before House
Ways and Means Committee, p. 352.) Thus, without making & substantial
commitment, a potential personal holding company could generate a great deal
of nonpersonal holding company income, This reasoning clearly supports the
proposed amendment insofar as it requires the deduction of interest from gross
rents. However, the Treasury’s argument does not support the proposal to
require the deduction of depreclation insofar as it is based on the corporation’s
equity in the property. It s submitted that in arriving at ““adjusted income from
rents” only depreciation based on that part of the cost currently represented
by mortgages should be deducted.

2. The proposed rule that depreciation is to be deducted in computing the
relevant rental income may create unintended problems in regard to the 60-
percent test when declining balance depreclation is used. For example, a cor-
poration which constructs and later operates an apartment house, may have
zero ‘“‘adjusted income from rents” in its early years, when its declining balance
depreciation deductions and its interest payments are at their peak. In such a
case, nominal interest earned on tenants’ security deposits or minor investments
in Government bonds, may result in the corporation being classed as a personal
holding company. This i8 clearly contrary to the intent of the committee, since
the corporation is engaged solely in the active operation of an apartment
house. This problem would be resolved, in part, if the corporation were re-
quired to deduct only straight-line deprecmtion in computing its “adjusted
income from rent"” for purposes of section 543.

8. Section 216(J) (4) of the bill permits, under certain conditions, the liquid-
ation of a foreign personal holding company under section 333. One of these
conditions is that all the stock of the corporation be owned at August 135, 1963,
and at the time of liquidation by individuals and estates. These is apparently
no reason why a corporation should be disqualified because part of its stock is
owned by a U.S. partnership. Any gain or dividend on liquidation realized by
the partnership would, In any event, be passed through to the partners.

Yery truly yours,
STEPHEN §. ZIEGLER,

STATEMENT SUBMITTED BY JOHN W. WINDHORST, OoF DORSEY, OWEN, MAR-
QUART, WINDHORST & WEST, MINNEAPOLIS, MINN,

PROPOSED AMENDMENTS AND COMMENTS WITH RESPECT TO THE PERSONAL HOLDING
COMPANY PROVISIONS OF H.R. 8363 AS PASSED BY THE HOUSE OF REPRESENTA-
TIVES ON BEPTEMBER 25, 1963

General discussgion

The revenue bill of 1963 (H.R. 8363), as passed by the House of Repre-
sentatives on September 25, 1963, proposes a number of radical changes in the
revenue laws defining and governing the tax treatment of personal holding
companles.

The announced purposes of the changes are to correct “weaknesses” in the law
which allegedly have permitted certain personal holding companies to avoid
the confiscatory taxes imposed upon such companies. In fact, if the bhill is
enacted fn its present form, innumerable small, closely held businesses with a
varlety of sources of income, which in the past have been in no danger of classifi-
cation as personal holding companies, will suddenly find themselves so classified.

The bill in its present form embodies basic errors of legislative policy, as
well as numerous errors in draftsmanship which counld result in unwarranted -
and capricious damage to taxpayers entirely outside the reasons for the personal
holding company provisions. )

The bill i{s primarily aimed at companies with rental income. The drafters
of the bill apparently envision a world of “high bracket taxpayers” hiding behind
a ‘‘corporate facade” collecting “risk-free” rental income and “sheltering large
amounts” of unrelated dividend and interest income in the corporation. This

-1 exists almerst wholly in the lmnglm}tlve pages of certaln tax journals and
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finds little counterpart in reality. However, it has Infected the present bill in
its fundamental approach to policy.

The most basic error of legislative judgment in the biil as it now stands is the
unfounded assumption that all closely held real estate holding corporations were
concelved in sin for the purpose of tax avoidance. In fact, it is frequently ad-
vigable, and sometimes necessary, for reasons wholly apart from taxes, that
the ownership of property be in other than the user’s hands. Among the most
common reasons for this are credit, mortgaging, and working capital considera-
tions which bear most heavily upon the closely held corporation. Moreover, in
Just such cases, the real estate is often an Integral part of what 18 undeniably a
going, non-real-estate business venture, such as housing the plant of a small
manufacturing concern.

Moreover, even where the business is solely that of a rental real estate venture
with an unrelated landlord and tenant, it is simply not the fact that such rental
income s risk free and passive investment income. The business pages of the
newspaper in any major city of the country flatly contradict the proposition that
there is little risk involved in the ownership of rental real estate today. In point
of fact, there is, and has been, a distress market for some time with respect to
existing projects in many metropolifan areas. It has been increasingly difficult
to secure financing for new proposed rental real estate projects during the past
2 years, and there is no indication that this difficulty in finding risk capital for
such ventures i3 in any way easing.

‘Finally, the faulty draftmanship of the bill, even if the basie pollcy assump-
tions behind the bill were correct, would result in punitive taxes falling with an
equally heavy hand upon the 99 legitimate business-motivated real estate holding
companies for every 1 tax-motivated “gimmick’ company.

The bill contains errors of a technlcal nature in varlous provisions which
disregard entirely the 29 years of experience which the Congress has had with
this type of legislation. These errors would almost certainly result in & need
for prompt remedial amendments which would follow hard upon the heels of
the bill itself, as has so often been the case in the past.

Moreover, the bill is so constructed that, at & time when a legitimate company
is experiencing severe financial or operational difficulties, it may unexpectedly
and unwarrantedly become a personal holding company because of such dif-
flcultles.

In the technical discussion which follows in this memorandum, there are
spelled out the specific flaws in the present bill, botii of judgment and execu-
tion, together with a number of specific proposed remedial amendments to the
bill. However, it should be stated frankly that perhaps the most sensible ap-
proach would be to discard the personal holding company provisions of the bill
altogether and start rewriting with a clean slate,

TECHNICAL DISCUSSION AND PROPOSED AMENDMENTS

Amendment No. 1
Delete section 545(c) (38) (B) as added by bill section 216(1) (2). Renumber
section 545 (c) (8) (O) as section 545(c) (3) (B). .

Effect of amendment No. 1

Section 218(1) (2) of the blil as passed by the House allows a deduction in
computing undistributed personal holding company income for amounts paid
to retire qualified indebtedness. Section 545(c¢) (3) (A) defines such indebtedness,
80 far as relevant here, as that incurred before August 1, 1083. Section 545
(e) (8) (B) excepts from the definition of qualified indebtedness any amounts
which at any time after July 31, 1883, were owed to a person considered to
own more than 10 percent In value of the taxpayer’s stock. Amendment No. 1
would delete this exception, #

Purpose of amendment No. 1

‘When the personal holding company tax was first enacted in 1934, there was
allowed as 8 deduction in computing the income upon which the tax was im«
posed “Amounts used or set aslde to retire indebtedness incurred prior to
January 1, 1034, if such amounts are reasonable with reference to the size and
terms of such indebtedness * ¢ +” Section 351, Revenue Act of 1934. This
provision was added by the Senate for the express purpose of avolding the “con-
siderable hardship” which would otherwise have resulted from the act as applied
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to companlies which had incurred substantial indebtedness prior to the effective
date of the act. As the report of the Senate Finance Committee stated:

“This will substantially and properly relieve personally owned corporations
which have outstanding bonds or other indebtedness that must be met from
current earnings before distributions can be made.” (8. Rept. 558, 784 Cong.,
24 sess., p. 15 (1934).) o

The Treasury sought to have this proviston eliminated in the revenue bill of
1937, but was rebuffed for the sound reasons stated by the report of the House
Committee on Ways and Means: ' :

“¢ % ¢ the denial of this deduction would cause hardshlp in numerous cases
where, due to the particular circumstances of the corporation, a dividénd dis-
tribution cannot be made because of a necessity for legal reasons of using the
earnings and profits to discharge the debts. Moreover, any loss of revenue
caused by the contlnued allowance of the deduction cannot increase, since
indebtedness incurred after 1933 cannot be used as a basis for the deductlon.
No corporation can be formed for the purpose of taking advantage of this
deduction. ¥urthermore, it is inevitable that the revenue loss must decrease
%295’;&%934 debts are retired.” (H. Rept. 1546, 75th Cong., 1st sess, p. 11

). .

The deduction provided by section 216(k) of H.R. 8363 was written into the
bill for the same reasons as the like provision of the Revenue Act of 1934.
The House Ways and Means Committee report states:

“In 1934, when the personal holding company provision was firat adopted,
Congress provided that indebtedness incurred before 1934 by a company which
subsequently became a personal holding company would receive a speclal debt
amortization deductlon in computing its personal holding company tax. It was
provided that to the extent that this debt was pald off, or amounts were set
aside to pay off this debt, the tax base for purposes of the personal holding
company tax was to be reduced by the amount of the amortization payments.
Thus, these amortization payments were treated for purposes of the personal
holding company tax as deductions in the same manner as dividend distributions
to shareholders. ‘ C

“Your committee’s bill adds a similar provision for indebtedness incurred
after December 381, 1933, and before August 1, 1963, in the case of corporations
which were not personal holding companies in 1 of the 2 taxable years before the
enactment of this provision but would have been had the new personal holding
company provision been in effect at that time.” (H. Rept. 749, 88th Cong., 1st
sess., pp. 84-85 (1963).) . . .

However, the provisions of section 545(c) (3) (B), uniike its forerunners, for
no apparent reason and without explanation, make an exception with respect
to payments on indebtedness owed to 10 percent shareholders. This exception
is unsound and unjust. The same reasons which support the deduction with
respect to any indebtedness outstanding prior to the change in the law apply
with equal force whether the indebtedness is owed to a third party creditor or a
ghareholder-creditor. No corporation can be formed for the purpose of taking
advantage of the deduction. Further, any revenue loss resulting from the deduc-
tion must inevitably decrease. If indebtedness to a shareholder is lacking in
bona fides, no express exception is needed to bar a deductlon with respect to
such sham indebtedness. This Is a problem which has been successfully dealt
with by the Treasury and the courts countless times in this and other contexts.
However, if the indebtedness i{s bona fide, there 1s no justification for foreing
the shareholder creditor to abandon his position as creditor, thereby altering
his economic position in relation to other noncreditor shareholders, or subject
his corporation to confiscatory tax rates on amounts paid to retire indebtedness
to him incurred prior to adoption of the present bill. The proposed amendment
would conform the present bill to prior revenue acts and afford companies
paying a bona fide shareholder-creditor indebtedness equal treatment in this
respect with companies which had incurred nonshareholder indebtedness.

Amendment No. 2 -
Delete section 545(c) (5) (A) as added by biil section 2168(1) (2). Remember
bill section 545(c) (5) (B) as section 545(c) (5). .
‘Bffect of amendment No. 2 )
Section 545(c) (5) (A) as added by bill section 216(1) (2) provides that the

deductlon for repaid debt allowed in computing undistributed personal holding
company income is to be reduced by the total deduction for deprecliation and
!
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amortization allowed In years beginning after 1963. Amendment No. 2 would
delete this provision.

Purpose of amendment No. 2

Section 545(c) (5) (A) is a novel provision which finds no counterpart in any
personal holding company provisions of prior revenue acts. Nor does there
appear to be any analogous provision in prior revenue acts generally. The
provision is evidently aimed at precluding replacement of depreciable real
property by the means of forcing the corporation to use deprecistion reserve
funds normally accumulated for the replacement of property for the purpose
of paylug off debt. These deductions are disallowed apparently on the theory
that they represent no current cash outlay. However, this totally ignores the
basie facts that such deductions are necessary both to charge to a current
period capital outlays which have previously been expended and to generate
a source from which replacement capital may be expended. This provision
appears to be aimed at simply driving out of business the companles affected,
since it is obvious that no company operating depreciable real estate can con-
tinue in business without making some provision for depreciation. This is a
;)vholly unwarranted subsecton. Amendment No. 2 would remove {t from the
il

Amendment No. 8

‘Add a new subsection 543(a) (2) (C) reading as follows:

“(0) In applying paragraph (a) (2), neither adjusted ordinary gross income
nor personal holding company income shall include dividends or interests received
by a corporation from another corporation if—

“(1) the receiving corporation and its shareholders own, directly or indi-
rectly, more than 50 percent of the outstanding voting stock of such other
corporation, and

“(i1) such other enrporation is not a personal holdiug company for the
taxable year in which such dividends or interest are paid.”

Effect of amendment No. 8

Subsection 216{d), as passed by the House, amends sectlon 543(a)(2) to
provide that rental income is characterized as personal holding ¢company income
even where it represents 50 percent or more of the adjusted ordinary gross
income if more than 10 percent of the ordinary gross income of the taxpayer is
personal holding company income. The stated purpose of this provision is to
prevent income from rents from being used as a “shelter” for large amounts of
other personal holding company {ncome. Solely with respect to this provision,
and not with respect to the definiticn of personal holding company income
generally, this amendment would exclude from adjusted ordinary gross income
and from personal holding company income dividends and interest recelved
from a controlled operating company. '

Purpose of amendment No. 3

This amendment is analogous to several similar provisions in prior revenue
acts, some of which provisions were adopted with the announced approval o
the Treasury. :

Under the personal holding company provisions prior to the Internal Revenue
Code of 1954, closely held parent industrial, mercantile, and real estate corpora-
tions which received dividend and interest income from operating subsidiaries
were in continual danger of being held personal holding companies, even
though such parent companies were wholly outside the-intent of the personal
holding company provisions. The problem was a chroni¢ one for any corpora-
tion operating to any extent through subsidiaries, and resulted in numerous
instances in which corporations unexpectedly became personal holding com-
panies through circumstances entirely outside their control. Consolidated per-
sona) holding company returns were not an answer to the problem of the parent
corpovation. because such returns could not be filed by corporations other than
rallroad corporations.

To alleviate this fnequity, as passed by the House of Representatives, section
512(b) of H.R. 8300 would have extended this treatment to other corporations
provided (1) the parent received 80 percent of its gross income from other
members of the group for the 3 years immediately prior to the taxable year, (2)
no member of the group was a personal holding company if income from other
members were excluded from personal holding company income, and (3) no mem-
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ber of the group was a corporation cxcluded from the definition of a personal
lholding company (H. Rept. 1337, 83d Cong., 2d sess. (1934)).

The Senate modified this provision so ae to eliminate the first requirement.
In addition, as stated by the Senate Finance Committee:

“With respect to the .second requirement, the attention of your commmittee has
been called to the fact that where a corporation receives almost all of its income
from subsldiaries, other income, although incidental, may be of the investment
type and, therefore, this requirement of the House bill may deny it the right
to file a consolidated return for purpozes of applying the gross income require-
ment. ‘Therefore, your committee has provided that income from outside the
consolidated group is to be tested under this second House requirement only
if it constitutes 10 percent or more of tha company’s gross income.

“In addition, your committee has provided that dividends recelved by the
comiuon parent corporation from a corporation in which it owns more than 50
percent of its stock shall not be taken into account in applying the 10-percent
test.”

S. Rept. 1622, 83d Cong., 2d sess. (1954) ). The bill as enacted took the Senate
form (sec. 542(b), I.R.C. 1954).

A similar provision is found in section 543(a) (9) (B) (i) of the 1954 code,
added by Public Law 86435, April 22, 1860 (74 Stat. 77). That section was
ndded to the definition of personal holding compauy income to provide that
such income was not to include income from copyright royalties under certain
conditions, namely: (1) Such royalties constituted 50 percent or more of gross
income, (2) other personal holding company Income was not in excess of 10
percent of gross Income, and (3) business expense deductions were equal to at
least 50 percent of gross income. In applying the 10-percent test, however, the
section, as enacted, specifically excuded dividend income from corporatiens in
which the taxpayer had a 50-percent or more stock interest which themselv s
met the three conditions. The section was not objected to by the Treasury,
which stated in a response to a request for its views on the bill as enacted :

“The Treasury Department would not object to the enactment of H.R. 7588.
We have been Informed that the primary purpose of this bill 13 to provide relief
from the personal holding company tax for certain operating cowmpanies in the
music publishing business. In our opinion H.R. 7588 will accomplish this limited
objective without permitting certain tax benefits which do not seem desirable
but which would have been permitted under certain bills introduced during
the &35th Congress.

“The Bureau of the Budget has advised that there is no objection to the pres-
eniation of this report” (letter to Hon. Harry F. Byrd, chairman, Committee
on Finance, U.S. Senate, from Jay W. Glassman, assistant to the Secretary,
dated October 22, 1959, printed as appendix to S. Rept. 1041 (Jan. 25, 1960)
[to accoumpany H.R, 75688]).

The Treasury commented favorably with respect to the 10-percent test in gen-
eral and expressed no opposition to the exclusion of dividends received from a
controlled operating company in connection wtih the test.

Section 543(a) (4) (11) as amended by section 216(d) of the 1963 bill as passed
blyi theillnuse is in conformity with the present provisions of the 1954 code on
this point.

In each of the instances cited, the Congress has recognized, in the limited
spheres Indicated, the distinctfon between holding shares of a corporation for
the purpose of collecting the income from such shares and holding the shares
of a corporation for the separate and district purpose of obtaining and asserting
continuous control over the actlvities of such corporation. The distinction is
one recogunized throughout the business and finanelal communities and also has
been accepted many times by the courts in other contexts. Amendment No. 3
to section 543(a)(2), as amended by section 216(d) of the bill, rests upon the
same basic distinctlon as has been made under prior revenue acts; by the courts,
and as Is made In other provisions of the same bill. If amendment No. 3 is
enacted, there would be no avoldance of taxes as a result thereof, The use of
dividend income from an affilliated operating company to invest in assets which
normally qualify as operating assets In no way decreases the tax revenue
which would be derived if the first operating company merely accumulated the
funds used to pay dividends and itself invested In the operating assets.
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Amendment No. 4 :

Delete section 543(b) (2) (A) as added by bill section 216(d).

Delete section 543(b) (3) as added by bill seetion 216(4d).

Renumnber section 543(b) (2) (B) as section 543(b) (2) (A) and sectlon 543
(b) (2) (C) as sectlon 543(b) (2)(B).

Renumber section 543(b) (4) as section 543(b) (3).
. 1Revise section 543(a) (2) (A) as amended by bill section 216(d) to read as
ollows :

“(2) RenTs.—Rents, except that rents shall not be included if—

“(A) such rents constitute 50 percent or more of the adjusted ordinary gross
income, and * * *

Effect of amendment No. 4

Under section 643(a) (7) of the 1954 code, rents are personal holding company
income unless the rents constitute 50 percent or more of the gross income of the
taxpayer. While the bill as passed by the House retains gross income with
certaln modifications not immediately relevant as the measuring rod for most
purposes under the personal holding company provisions, in the case of rental
and mineral royalty income, the bill proposes to use a net income figure in con-
nection with the 50-percent test. Amendment No. 4 would restore gross income
(as otherwise modified by the bill) as the measuring rod for the purpose of de-
t(eArx)nining whether rents meet the 50-percent requirement of section 543(a) (2)
Purposes of amendment No. 4

There probably has been no problem under the personal holding company pro-
vislons which has caused so much difiiculty and confusion, resulted in so many
unintended hardships, and required so much belated mitigating legislation as
the treatment of rental income,

As initlally passed by the House of Representatives, the original personal
holding company provisions included rents as personal holding company income.
This was changed by the Senate Finance Committee and the act of 1834 ex-
cluded rents from personal holding company income for the reason that:

“A great part of real estate business is done by small family corporations.
These partake more in the nature of operating companies than .aere holding com-
panies. Your committee {s of the opinion that it is unwise to include such
companies within the categories of personal holding companies.” (S, Rept.
558, 73a Cong., 2d sess., p. 15. (1934).)

However, in 1937, the personal holding company provisiors were amended to
provide that rents were to be treated as personal holdirg company income
unless such rents constituted 560 percent or more of gross income. By these
provisions, the Congress prevented certain holding companies which were not
bona fide operating companies from abusing the exemption from the persoanal
holding company provisions of rents. However, the Congress expressly recog-
nized that, in the words of one eminent commentator: “# ¢ * there are thou-
sands of corporations formed to hold and operate improved real estate, that
such corporations are formed for legitimate business reasons and are in general
actively engaged in business, and that it would be unfair to treat such bona
fide real estate corporations as personal holding companies.” (Clearly, Per-
sonal Holding Company Pltfalls, 9th Annual N,X.U. Instit. Fed. Tax. 467, 471—
72 (1952).) The Ways and Means Committee report on the revénue bill of 1037
stated :

“Under existing law, rents are excluded from the 80-percent classification.
This was done principally so as not to Interfere with bona flde and legitimate
operating coimpanies, whose business consisted of the ownership and operation
of office bulldings, apartment houses, ete. However, your committee believes
that the entire exemption of rents from this classification has permitted certain
personal holding companies which are not bona fide operating companies, to
escape their just share of the tax burden. To prevent certain holding com-
panies which are not bona fide operating companles from taking advartage ot
this exception and to protect legitimate operating companies, the proposed bill
provides that rents be included fn the definition of personal holding company
income unless they constitute 50 percent or more of the gross income of the cor-
poration. This will prevent a corporation from getting out ot title I A by in-
vesting just enough i{n rents to constitute the gross income therefrom, 21 per-
cent of the total, and still deriving the remainder of its imcome tvom dividends,
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interest, ete. On the other hand, it 1oill protect the bona fide estate corporation
and other corporations renting property and deriving 50 percent or more of their
gross tncome from rents, ‘Rents’ as here used-is defined in its broadest sense
and includes such items as charter fees, etc., and is not limited to rent of real
szi%g%ty)” [emphasis supplied]. (H. Rept. 1546, 76th Cong., 1st sess, p. 6

To strike at other “tax- gimmick” companies, the Congress also provided in
the 1937 act that personal holding company income would include all rents
received by a company from a 23-percent or greater shareholder. This provision
quite properly eliminated from the tax scene the spectacle of the so-called in-
corporated yacht, However, at the same time, it struck indiscriminately at the
cases where ordinary business property was leased by a shareholder and operated
on a commercial basis.

This resulted in such unintended- hardships that the Revenue Act of 1950
provided relief retroactively for the years 1946 through 1949 in the case of rents
received for the use of the property of the taxpayer by the lessee in the operation
of a bona flde commercial, industrial, or mining enberprlse As the Senate
Finance Committee report stated :

“Included in personal holding company - income are amounts recelved for the
use of the corporation’s property where 25 percent or more of the stock in the
corporation is held by the individual renting the corporate property. The atten-
tion of your committee has been called to examples where, through a set of
fortultous circumstances, corporations have become closely held and also have
rented most of their assets for use in the operation of businesses to the indi-
viduals holding the stock of the companies. Thus, unwittingly, the corporations
have become personal holding companies and subject to the penalty tax.

“\While your committee recognizes that such arrangements could result in tax
avoldance, and, therefore, does not permit such practices in the future, it belleves.
that relief for past years should be given where such arrangements have been
unwittingly entered into with no thought of tax avoldance. Thus, your com-
mittee’s bill in sectlon 226 limits the application of sectlon 502(f) of the code
(defining personal holding company income) to eliminate, for taxable years
ending after 1945 and before 1950, rents for the use of a corporation’s property
by persons holding 25 percent or more of the stock of the company where the
property is used by such persons ‘* * *’in the operation of a bona fide com-
mercial, industrial, or mining enterprise * * *’

“It is anticipated that the revenue loss from this proposal will be nominal.”
(S. Rept. 2375, 82d Cong., 24 sess. (1950).)

The 1954 code continued the 50 percent rent test, so as to exclude realestate
operating corporations from personal holding company treatment. In addition,
the 1954 code provided, as a relief measure, that rents from shareholders would
not constitute personal holding company income unless the corporation had
other personal holding company income in excess of 10 percent of its gross
income, with rents from mnonshareholders not being included for this purpose.
The Senate report stated:

“Under present law cases of hardship frequently arise whcn a corporation
rents property to its principal stockholders. Such rental income Is treated as
personal holding company income and the corporation may be subject to the
penalty tax., This provision was originally inserted in the law with respect
to incorporated yachts and residences but has been applied in the case of many
legitimate business enterprises. The House and your committee have provided
that such rental incone is not to be treated as personal holding company income
unless the corporation has other personal holding company income amounting
to 10 percent or more of its total gross income. In the absence of appreciable
amounts of other investment fncome, rental income received from shareholders
does not constitute a tax avoidance problem,”

This is, of course, the 10-percent test which now emerges in a completely
subverted formn as a restrictive provision in connection with the 50-percent test
as applied to rents under the present bill as passed by the House. .

As a result of the 1950 and 1934 actions with respect to rental income received
from sharecholders, through legislative inadvertence, in the words of the House
Committee on Ways and Means—

“¢ = ¢ an anomalous situation is presented whereby the rental of property by

a company to its principal stockholders is permitted in certain cases with respect
to the years 1046 through 1949 and for 1934 and subsequent years, but is clas-
sified as personal holding company incpgme for the years 1950 through 1033.”
(H. Rept. 1353, 84th Cong., 1st sess. (1055).)
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Therefore, in 1953, it was necessary to once again enact a curative amendment
to section 502(f) of the 1039 code to remove this anomaly.

This tortuous history makes plain the need for extreme care in tampering with
the rental provisions of the present code, The one baslc test governing such
income which has remained the same since it was introduced in 1937, despite all
of the other vagaries and blunders concerning these provisions, is that rent Is
not personal holding company income if it exceeds 50 percent of gross income.
It is possible that there may be a sounder method of separating the legitimate
operating real estate company from the gimmick company, but the present bill
does not provide such a method. A net rental test provides no more of a yard-
stick by which to measure the actual operating activity of a real estate company
than a gross rental test. In point of fact, in perlods of operating difficulty the
exact opposite would be true. If the Treasury is concerned about such problems
as the corporate dividends recelved credit, high leverage financing, and acceler-
ated depreclation, the place to deal with such problems is emphatically not
through an indiscriminate application of the confiscatory personal holding com-
pany rates. Amendment No. 4 would restore to the bill the one aspect of the
treatment of rental income as personal holding company income which was
worked without benefit of palliative legislation for better than 23 years.

Amendment No. 5 . .
p Revise bill section 216(d) as it amends section 543(a)(2) (B) to read as
ollows : :

“(B) the personal holding company income for the taxable year (computed
without regard to this paragraph and paragraph (6), and computed by includ-
ing as personat holding company income copyright royalties and the adjusted
income from mineral, oil, and gas royalties) is not more than 25 percent of the
ordinary gross income.”

Effect of amendment No. 5

Section 543(a) (2) (B), as amended by the House, as noted above in connec-
tion with the discussion of Amendment No. 3 provides that rent income is per-
sonal holding company income if the taxpayer derives more than 10 percent of
its ordinary gross income for the taxable year from other sources such as div-
{dends and Interest. Amendment No. 5 would raise this 10-percent .to
23 percent.

Purposes of amendment No.5

The stated purpose of the amendment of section 543(a) (2), as proposed by
the bill, is to avold the “sheltering” of “large amounts” of personal holding com-
pany income. Statement by Hon. Douglas Dillon, Secretary of the Treasury,
before the Committee on Ways and Means of the House of Representatives, dated
February 6, 1963. It would seem that this purpose is effectively accomplished
by lowering the 80 percent personal holding company income requiremeut to 60
percent and testing the aggregate amount of all types of personal holding com-
pany income by that standard, without additional reference and coupling of one
type of Ircome with another. However, even if the approach taken by the sec-
tion as it now stands were accepted, the 10-percent test now in the bill is un-
reasonably restrictive and could easily and inadvertantly be exceeded in the
course of normal operations by any operating rental company which, from time
to time has surplus cash in significant amounts placed in short-term inves‘ments.
Among the likely unintended victims of the 10-percent test would be companies
engaged in the leasing of equipment which is used orn a seasonal basis or leasing
companies which derive a emall amount of interest income as & result of credit
sales of used equipment. Moreover, In almost any business engaged extensively
in the rental business, there can and Jdo occur circumstances which would, through
sheer business misfortune, entangle such companies within’ the net of the 10-
percent test. For example, the destruction by fire of an insured major rental
property could easily result in the company being subjected to punitive personal
holding company taxes during an interfm period before reinvestment of the in-
surance proceeds in replacement rental property. If the “coupling” approach
of the subsection as it i3 now in the bill is to be retained, the percentage test
should be ralsed to at least 25 percent to provide some minimal safety value
against this harsh result. Amendment No. § would afford this limlited relief.

‘
¢
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FOREST INDUSTRIES COMMITTEE ON TIMBER VALUATION AND TAXATION,
Washington, D.O., December §, 1968,
Hon, Harry F. BYRD, .
Chairman, Senate Finance Commiitee,
Senate Office Building, Washington, D.C.

DEeArR SENATOR BYRD: On behalf of our committee, I would like to express to
you our appreciation for the opportunity to present to you and to the members of
your committee our views on H.R. 8363 as they affect Federal taxation of timber
income,

We note with approval that the provisions of the bill do not increase the capital
gain rate on timber proceeds for corporations or for individuals as originally
proposed by the Treasury Department,

While in the main, the principle of such capital gain and loss treatment as it
applies to the timber gains and losses of individuals is retained, there is one
aspect of those provisions in relation to the balance of the bill which we do not
belfeve is in accord with good tax policy.

We respectfully invite your attention to this situation,

Under the bil], if an individual owner holds timber over 2 years and cuts it or
sells it under a cutting contract, such timber would be considered to be a class B
asset and the gain therefrom would be subject to the inclusion rate of 50 percent
and the maximum alternate rate of 25 percent, whereas the capital gain from
the disposal of other capital assets, hel@d more than 2 years, such as stocks and
bonds, and even timber sold outright would be subject to an inclusion rate of
40 percent and a maximum alternative rate or 21 percent.

This discrimination would have the following effects:

1. It would inevitably introduce new and unnecessary complexities into the
Revenue Code,

2. It would discourage the holding and conservation of timber over long
periods of time. '

3. It would reverse a salutary concept embodied i{n the code by the Congress
20 years ago which justifiably equated the cutting of timber or disposing of it
under a cutting contract with an outright sale. This reversal would break faith
with timber owners everywhere who have invested in reliance upon existing
provisions of that code, and

4. It would promote a shift of capital investment from individual timber
holdings into other types of assets that receive favored treatment. This would
interfere with the free flow of capital and is particularly poorly advised at a time
such as the present. All forecasts of timber availability have indicated the
importance of stimulating and encouraging timber growth by adequate capital
investmeat. This discriminatory provision would impose a relatfve tax
penalty against long-time timber husbandry and in favor of other types of capital
investment.

The most recent study of natural resources published (May 1963) entitled,
“Resources in America’s Future,” reaffirms the timber findings of the Presi-
dent’s Materials Policy Commission, as well as the most recent conclusions com-
ing from the Department of Agriculture. That study points out that: “Supply
limitations are more likely to be a barrler to meeting projected demands for
forest products and services than for any other major category of resource
materials.”

When your committee considers the capital gain and loss provisions of the
bill, we would appreciate your taking the foregoing comments into account.

Sincerely yours,
WiLLtay K. CONDRELL, Secretary.

RyAN, AsKREN, CARLSON, BusHit & SWANBON,
Seatile, Wash., November 26, 1963.
Re personal holding company legislation.
SENATE FINANCE COMMITTEE,
Senate Office Bulilding,
Wazshington, D.O.

GENTLEMEN: We are directing this communication to you because of the con-
cern of several of our corporate cllients over pending legislation with respect to
personal holding companies. They feel, as do we, that this legislation, if passed
as presently drafted, would be catastr/ophlc ag far as they are concerned.
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Using approximate figures and by way of {llustration, one of our clients (not
now a personal holding company) was incorporated in the early 1900’s, It has
presently 185 stockholders, who are the recipients of an annual dividend of 40
to 50 percent of net earnings. Through the years, by purchase and inheritance,
approximately 55 percent of the company’s stock has become concentrated in the
hands of five stockholders. The company’s real properties return a gross annual
income of $175,000. Its stockholdings return an annual dividend income of $25,-
000. The company has a long-term debt outstanding consisting of bonds in the
amount of $250,000 in the hands of some 63 bondholders and a contract of pur-
chase of $75,000. If it is to expand, or even exist, it must have capital avallable
to service its long-term debt, to make capital repairs, and to acquire additional
capital assets. It employs some 20 to 30 people. . - :

The effect of the proposed legislation on the foregoing situation is obvlous. Its
forced liquidation would be a said blow to its stockholders and employees, and
to the community. -

Thank you for your consideration.

Yours very truly,
: JorN E. Ryan, Jr.

'F1scaL REFORM AND KlcoNoMio GROWTH

* (Richard 8. Weckstein,"Department of Economics, Brandels University,
Waltham, Mass.) :

We have not fully adjusted ourselves to the fact of economic growth in the
drafting of Income tax legislation. At the time of the passage of a new tax
law, anticipated revenue—given rates, exemptions, and deductions—Is calculated
to be appropriate to the economie conditions prevalling at the moment. If there
is full employment the revenue required is approximately equal to the Govern.
ment’s expenditure commitients and anticipations. If there is less than full
employment smaller sums of revenue would be appropriate, although we have
not .entirely adjusted to this fiscal principle either. Nevertheless, even if we
wrote our tax laws in this way there would remaln a serious inadequacy in them
which has now been recognized to produce undesirable results. The trouble is,
that with progressive rates and large exemptlons, the rate of growth of revenue
from the income tax exceeds, by a considerable margin, the rate of growth of
GNP If the proportion of GNP taxed away {s correct at the time of passage
of the tax law, it is not likely to be correct after a few years have passed.
In general, there is a deflationary bias bulilt into the progressive income tax,
and under modern conditions the sirength of this effect is great enough to slow
the growth rate appreciably and to make business-cycle recoverles less vigorous
than they would be otherwlise.? .

This undesirable characteristic of our fiscal system is of course a consequence
of the progressive features in the personal income tax, and if we were willing to
sacrifice progressivity, it would be easy to remove this fiscal barrier to growth.
It i8 unlikely that we would be willing to do this, and indeed it should not be
necessary. Moreover, it 13 the very same progressive feature of the ircome tax
which beneflcially stabilizes the economy over the course of the business cycle.
The problem we must solve, therefore, 18 to remove the fiscal barrier to growth
without at the same time glving up the contribution the income tax makes to both
greater income equality and to cyclical stability.

There are a number of pror conventional “solutions” to this problem. If the
Government’s expenditures are raised at the same rate that the income tax
revenue rises then instead of the tax system inhibiting growth it will finance
the rapld increase in the relative size of the Federal Government. To those who
belleve the Government’s expenditures now occupy too small‘a place in the U.S,
economy this may be an attractive solution. However, as this evolution con-
tinues we would soon satisfy, and then more than satisfy, most of those who hold
thls1 gl%w. It is unlikely that this scheme would produce an optimum-sized Fed-
eral budget.

1 Between 1955 and 1062, revenue from the personal income tax rose from $28.7 to $46.6
billion, an annual rate of growth of 6.8 percent. In the same perlod GNP rose from
$307.5 to $5563.6 billlon, an annual rate of growth of 4.8 percent,

3The problem has been emphasized by Walter Heller, sce An Annual Report of the
Council of Economic Advisers, January 1962, p. 80, ! . ; ;
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The other conventional solution is to cut the tax rates and ralse exemptions
periodieally as it {s discovered that the existirg tax rates ¢reate a drag on'the
economy. Although the proposal to cut revenue in this way is usaally put for-
- ward, as it i3 this year,.on the ground that theé cut is required by the economy’s
- eyclical condition, it 18 by no means a reliable or handy solution. - Nelther Con-
gress nor the administration can be expected to act on such needs on time or in
corréct amount. Moreover tax cuts become hostage to tax reforms. Perhaps in
fact one reason for the dificulty in persuading people that tax cuts‘are needed is
that the measure is not precisely appropriate to the situation. Tax cuts are per-
haps acceptable as a means to deal with depression or recession, but it 1s constd-
ered novel and even un-Keynsian to cut taxes at a time of high and rising levels
of business activity. By no means all the opposition to tax cats come from fiseal
conservatives who belfeve in balanced budgets under all conditions. Many fear
inflation if taxes are cut; some are concerned with the constralnt of thé balance
of payments, and some simply do not recognize the présent conditions (November
1963) as those in which a tax cut seems right, If the problem is a secular
squeeze, a tax cut is a clumsy weapon to deal with it, and {t would be gracious
to recognize the merit in the position of some of the recaleitrants, |

The modification I propose to this growth-restrictive pronerty of the income
tax is an automatic downward adjustment of individual tax labilities which have
been computed In accordance with a given code. The adjustment should be a
specified percentage of computed liability and the percentage should increase an-
nually at & predetermined rate of growth., This rate, however, presumes the
answer to a prior question. What §s the desired size of the Federal Government's
expenditures, relative to the whole economy, under conditions of high employ-
ment? ‘ T )

Another way of asking this question is: What {s the desired income elasticity .
of demand by soclety, expressed politically, for Government goods, services, and
transfers? If the desired elasticity is less than 1, for example, then full-employ-
ment, income tax revenue should be permitted to grow slower than the growth
of GNP. An estimate of the future growth rate of GNP and a declsion about
the desired Income elasticity of demand for the Government’s expenditures would
together determine the proper rate at which income tax revenue should be per-
mitted to grow. A simple way in which this decision may, as a practical matter,
be made, at least tentatively, is to assume the desired income elasticity is equal
to 1. In this case the revenue growth rate should equal the GNP growth rate.
For the present I shall make this assumption.

In accordance with this assumption, the adjustment in tax llability in the first
year after an initial year in which there has been a rate schedule-deductions-
exemption combination established, is a subtraction of a percent of computed
first-year-after-tax liability equal to the percentage difference between the growth
rate of revenue and the growth rate of GNP which may be expected to persist
for an extended period into the future.

Accordingly, once a tax structure (rates, exemptions, deductions) has been
set, tax liabllity in the initial year is paid in full; in the first subsequent year
something less than 100 percent is paid; in subsequent years final tax liability
‘is adjusted by a series of percentage reductions which depends on the difference
between the growth rate of revenue from the tax at full employment and the
full-employment growth rate of GNP. .

In general, the tax llabllity in any year 7'*—=T;(1—r)¥, where T* is final tax
liability; 7 is tax liability computed In accordance with a given structure of
rates, exemptions, and deductions; { is the “ith" year, counting from an Initial
year indexed with 0; and r==r\—r,, where r is the prospective long-term rate
lclf bgl{lowtg of GNP and r. Js the associated rate of growth of the fncome tax

abllity 7" o

If this modification had been appended to the 1954 tax leglslation, revenue
from the individval income tax in 1962 would have been $43 billion instead of
the $45.6 billlon which was actually collected. An automatic tax reduction

$If the relation between the two growth rates given in footnote 1 is stable and if the
relation is linear over the relevant range of growth rate variation, then we may estimate
the rate of growth of income tax revanue for the expected rate of growth of GNP in the
future. Thus, if we suppose, somewhat optimistically, that the future growth of GNP ir
the United States will be 4 percent, then tax revenue may be expected to grow at a rate
of approximately 5.6 percent. The difference betvevgen these tm rates, 1.6 percent, is the
:enégugt by which computed tax Habdility must ?e reduced to obtaln final tax liabiiity in the

nd year, !

24-532—63—pt. b—-T
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of $2.0 billion is not a powerful antidepression measure, but it would be well
suited to relleve the kind of gradual restrictiveness built into the present tax
structure. The size of this reduction should not be judged against the needs
of a recession. ‘

Under such g scheme for the computation of tax liability, revenue from the
individual income tax would rise at the planued or anticipated rate of growth
of GNP, rather than at a rate which is an incidental and often unwanted con-
sequence of a tax law written in order to achieve equity in the distribution of
income and possibly greater stability over the course of the business cycle. But
how does this change affect the resulting income distribution and cyclical
stability? ) .

The saving to taxpayers which is to result from this adjustment is proportional
to tax liability. It does not make the effect of the income tax more progressive,
and in failing to do so it will not gain some potential supporters. This objec-
tion does, however, cut both ways and there is certainly no less opportunity for
revision of the tax structure to meet the effective demands for either more or
less progressivity. The most troublesome objection on equity grounds {s that
the structure of the indlvidual income tax is established—in a complex legis-
lative-bargaining process—at a particular level of anticipated revenue, and
when the level i{s changed the structure may no longer represent an equilibrium
relative to the political forces responsible for the original law. The special
‘treatment accorded to long-term capital gains, for example, may be acceptable
under conditions of very high marginal tax rates, but when these rates are
reduced by the proposed revision it might no longer be acceptable to allow the
same easy treatment of capital gains. There are, no doubt, a good many such
examples involving the point that what is equitable at one absolute level of taxes
may not be so at lower levels. But although this point is correct in principle,
there are two practical things to be said to Justify the neglect of it. It is likely,
in the first place, that injustices of this sort do not all work in one direction,
and thence the rough balance of burden is not likely to be wholly changed by
small percentage changes in Ifabilities. In the second place, too much im-
pprtance is not to be attributed to the outcome of the legislative-bargaining
ptocess from the point of view of equity, whatever nay be thought of it as an
edpression of the balance of political forces. In view of these limitations to
the principle, the practical advantages of a simple rule by which annual adjust-
ments can be made should be given much welght.

The effect of this proposal on the cyclical-stabilizing property of the income
tax is possibly the more important of the two sided effects. The personal income
tax is the mainstay in the arsenal of automaticity in the fiscal system. Al.
though it has not been easy to increase the stabilizing properties by reforms such
as formula flexibility, few would wish to accept any weakening of the income
tax's present capacity to stabilize. Fortunately it is not necessary to do so in
order to remove the impediment to growth which it now contains. The present
proposal dees not do so.

Although in some circumstances there may be some perversity in this auto-
matlie annual reduction, this is preferable to the conslstent deflationary bias of
the present unchanging law. A deflationary bias, after all, does not work
graduslly and imperceptibly. On the contrary, it permits a too easy decline in
the recession phase of the business eycle. The automatic ease the progressive tax
permits is measured relative to some initial period when it should have been
designed to produce a balanced budget at full employment. But as time passes
and the Income consistent with full employment rises, the ease relative to full-
employment income grows less and less. Consequentiy the ability of the tax
to protect the economy against depressions diminishes. Although at the same
time the strength of the anti-inflation guard is being increased, it is not a rise
concefved to tighten the spring just the right amount. “If {here is a correct
tension it might have been sought in the original law for a given level of full-
employment income. As the economy grows the tension increases undesirably.
This seems to have happened by the end of the 1950’s and early 1960’s when
the tax law had been essentially unchanged since 1954. Too strong an anti-
inflation guard has meant too much resistence to a rise to full employment.

The particnlar way in which I have suggested the tax ciut be scheduled, it
ceems to me, is consistent with equity and simplicity, insofar as the basic tax
law to which this revision is to be applied is equitable and simple. - Yet it 1s
possible to wish to arrange for an automatic reduction imr scheduled tax revenue
but to prefer other schedules for accomplishing it. There are three pivots at
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which variation can usefully be considered. One is the rate of growth of GNP
"which should be assumed for purposes of scheduling a tax reductlon. The
best assumption may not be the most realistic forecast of GNP growth. Those
who wish to hurry the growth of the economy, even at some increased risk of
inflation, might prefer to assume a higher rate of growth in culculating the per-
centage by which the initial calculation of tax liability is to be cut. There may
be a kind of self-fulfilling prohpecy here. Giving aggregate demand an upward
push may induce a rise in capacity growth. On the other hand if price stability
is valued more highly, the assumed growth rate of GNP should be set sc'newhat
lower to moderate the increase in tax ease. In either case it Is better to have
this policy debate center on a number in this way than to allow differences in
the ways people estimate dangers of inflation and prospects for growth to take
the much more crude form of favoring or opposing a particular stepdown in the
tax rates.

The second pivot over which policy differences can usefully be expressed is
over what to cut to reduce revenue. Although a single percentage figure has
the merit of simplicity it should not be out of the question to consider produeing
other results on the distribution of income with slight increases of complexity.
More refined changes can be arranged by a simple combination of changing the
level of exemptions upward in specified dollar amounts coupled with given fixed
percentage tax cuts. As exemptions were moved up the percentage by which
taxes are cut would have to be reduced for a given effect and consequently the
benefits would be more concentrated at the lower income levels. Cther arrange-
ments might require a schedule of percentage cuts which deperd on the size
of initlally calculated tax liability.

The Issue ratsed by these possibilities is not alone, how to retain equity in the
tax structure as rates are lowered? The more interesting question Is how should
we arrange for the redistribution of income through the income tax as we grow
richer? Do we believe, for exaniple, that a rich country can better afford to
equalize Incomes perhaps because the incentive effects of doing so may more
safely be borne? Or do we believe that a rich soclety, in which low-income people
have a higher absclute income than earlier, can afford the luxury of greatet
inequality? These are not questions on which all men of good will must obviously
agree. They are questions worthy of discussion {n order to find a concensus and
as well to discover in ourselves, individually, how we feel. It is not thé kind
of question, however, which we discuss in the context of growth. And the reason
is, it seems to me, that our practice of revising taxes in big steps forces our
attention on the structural issues proper to the time. This tends to harden the
positions taken by proponents of particular points of view. If change in the
structure could be scheduled to vary over time I would expect positions might
soften and better compromises could be made.

The third pivot on which differing preferences might be expressed is the rate
at which the Federal Government should grow over the long run. There is no
question here of fixing that rate in advance, of course, for expenditures can
change with or without revenue changes and new tax legislation may also alter
the revenue as desired. However, new tax legislation is not easy to write and
in fact basic taxes often remain unchanged for long periods. It is wise to adjust
to the scheduled growth of revenue to the desired growth of Government expendi-
tures. I do not wish to suggest that tlie question of Government size suffers from
neglect, however the need to set a rate of expected growth of revenue dees give
the question of Governinent growth a realistic context in which it is clear that
we can control this rate of growth in accordance with our desires and that we
reed not merely accept results which are an inadvertent consequence of the
way we run other pressing business. Many, if not most of the components of
the budget can be categorized 'vith respect to the way we anticipate the needs
they satlsfy to grow as Incomes rise. Although specific expectations are nover
likely to prove to be exact forecasts, it nevertheless seems most reasonable that
we should form expectations of this kind. The fallure to make these expectations
and desires explicit leaves us with an implicit expectation for Government to
grow as revenue grows. And then if we later fall to justify this Implicit expecta-
tion we pay in the coin of deflationary pressure.

At this point of decision, as in the others, increasing the ratifonality of the
fiscal system brings with it the opportunity more clearly to express our soclal
preferences. ¥quity, economlc growth, and growth of the Government’s relative
size all demand decision which can be institutionalized in greater degree than at
present in our fiscal system. . ~

!
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Bnmuanr mr A.mm Hmnmﬁo, CEBTII'IED ‘PuBLIO Aooovu'uur' IN NEWARK,
. . .7 N.J., 10 SENATE FINANCE COMMITTEE

OAPITAL GAIN PEOPOSALB AND THEIR ECONOMIO BAOKGBDUND

The capital gain provisions of the ‘Internal Revenue Code add to an unususal
degreé to the complicatlons of our tax structure. There are so many side effects
of these provisions, & wido range of arithmetical compntations, a host of uncer-
talnues and pitfalls that it is safe to say: The more complications we write into

the tax laws, the less of an’ effect these provisions will have on decisions the
bax yer hag to make and on the promotion of growth in our economy.

' {on 219 of the proposed bill adds to the complications of the capital gain
’atruéture ‘It will add & full new page to every tax return. It will add new
computations and recordkeeping. It will add to the uncertainties and question
marks in the Interpretation of the law. It will thus add to the cost of doing
business—for the taxpayer and for the Government. Most of all, it is highly
X 2 5 paed provisions will have the desired economfe
hs they are known bday tend to contradict the intentions and
3 section 219 was adopted by thénH
port of the House Ways and Means Ugmmittee states that the inclusion

8 been repeated]y made the subject of
commjftees. It igYnteresting to note that
ncil of nomic Adv{sers, Prof. Walter W,
Report in 1955 clearly

d new developments
pf $1.6 billion worth

balance, stock sales
; This means that

gtcentage of investments
gt anticipate a 20-percent
¢ transaction. YWhether we
ot make myeh' of a difference. Secondly,
g'not in & class that ordinarily

As long as w«: hgve
will be locked
D roﬂt in his n

hé ¢ big board. These funds
-surely have no tax Divblermrr o ve to pay any capital gain
_taxes on their transactibns. A study conducted éfey}Amonths ago by the Univer-
sity of Pennsylvania found out that 18.2 percent of all shares are owned by
“retired people who are not the type to take risks or to be concerned with unlock-
‘ing their investments. Another 18.8 percent is owned by-professionals and 84.6
percent by managers and proprietors. How far they will be gulded by tax con-
siderations might be viewed in the light of another survey conducted by the
"New York 8tock Exchange. This survey found out that 70 p&}‘cent of all lnveators
are not decisively influenced by tax questions. )

 But why is it important to unlock inveatments?’ )

" It 1s sald that our economy has to have more risk capital n ordex‘ to grow.
'I'hls argument ia not borne out by the facts.

In the first place, there is plenty of capita]l available. Every new issue of
_capital stocks' or bonds, brought out by industry or Government, 18 oversub-
scrlbed. We kriow that before the market declined in 1062, enough risk capital
‘was brought lnto the market to absorb the’ most specnlative, not outfight

1 Author of “Saving Taxes Through Cnpltal Galos” (Prentice-Hali, 1057).
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valueless issues put out by corporations going public. In 1961, the highest amount

. of corporate securitles was offered to the;pugﬁ : ’In;ge%xétal., rporations gen-: -
erate enough capital internally, by increased depreciation rates of other fus

to take care of their long-term needs. If we take a look at the mounting savings
in this country, we wondér why that much money has not béen invested in otherx;
ways. Savings-type assets in the form of time deposits in banks, sayings bonds,
short-term securities, savings and loan shares, and postal savings have increased
20 percent since 1060 and 41 percent since 1957, In 1960 savings of $260.8 billlon’
constituted 52 percent of the gross national product (GNP).  In 1961 sayings
amounted to $282 billon or 54 percent of an Increaséd GNP. Savings in 1062
Jumped by $31.8 billlon to 57 percent of GNP. Savings thus increased within 8
yeara by $53 billion, the GNP by only $50.9 billion. Savings have clearly out-
paced the overall expansion of our economy,

It is interesting to note that the bulk of savings are in consumer’s hands,
Fach year between 1957 and 1062 congumers put from 6 to 8 rercent of their
after-tax income into savings. In 1962 the additions amounted to a recerd figure
of $26.2 billion or nearly 7 percent of after-tax income, . .. = . . e

- Money would not have been saved at such a rate if proper risks would have.
been existing or if the economic and political climate in this country would
have been more conducive to investment. -

-And there is another coneclusion we. have to draw from this avalanche of
savings. The theory.that we have to put more money in the hands of the con-
sumer by way of a tix cut it not borne out by the facts. . : . o .

SEOTION 210 AND TS BEPRRCUSSIONS

An analysis of the progosed section 219 shows two overriding fdcts: ..

1. An almost identical breakdown according to holdings perlods was on the
lawbooks fn 1934. It was revoked fn 1937 because it did not work under an
even less complicated Internal Revenue Code, N , :

2. Suppose there would be a lock-in problem and suppose there would not be
enough risk capital available, the proposed cut in capltal gain taxes would not
accomplish anything in helping to solve these two alleged problems, L

In1 a sliding scale of percentage inclusions was enacted. There were five,
holding periods and various percentages of gain were included in ordinary
Income, The effect was and the effect will be under the proposed bill that the
investor will wait (if he walts that long) until he gets the best tax deal and
capital mobility s further impaired. A multiple holding period in the form it
is proposed becomes a locking rather than an unlocking device. Authority
for this fs a Treasury Department study from the year 1051 which clearly
states ‘““The 1084-87 plan operated to postpone selling appreciated investinénts
because of the tax advantage of the longer holding period.”  Moreover, the tax
collected in those years does not show that a sliding scale was in any way
& revenue producing factor. In the light of this experience it {s therefore highly
doubtful that the bill will raise $240 milllon taxes by introducing class A ahd
class B capital gains, s o Ll

* There i3, in my mind, only one way to stimulate capital :obility. It can be
done by using the “rollover” approach. The term ‘“rollover” means that transfers
of capital assets can be made without incurring a capital gain liabllity as long
as the proceeds from the sale or transfer of the asset are reinvested in property
of like kind, ' It should be within the discretion of a taxpayer to defér the tax
on capital gains (X would say up.to $15,000) if he reinvests this gain in the same
taxabdle period. This gain would be simply deducted from the cost of the rein-
vested property. The $15,000 rollover could be recaptured in case of death by
simply reporting this gain in the taxpayer’s last return provided the taxpayer
took advauntage of this rollover 3 years prior to his death.

I do not think that the proposed indefinite deduction of $1,000 against income
will prove to be of any help in administering the income tax laws, It will
make it necessary to preserve records indefinitely. We can visuallzé cases wliére
the records of transactions resulting in deductible loss would have to be kept f6+
a lifetime. "For this reason, I would recommend to double the present deductions
of 21112)’00 against ordinary income foe 5 years and thus have things pretty much

The capital gain problem has been studied by many congressional committees
in the past. Many proposals have been advanced and it seems that nono of
them comes close to an ideal solution. I think that section 219 if enacted will
prove to be a declsive llabllity in any respect.. It will be better.to postpone any
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legislative action on capital gains at this time than to enact provisions which
_ have failed to be of any value in the past.

I do not think that this section would be more digestible if it would be backed
up, as the Treasury recommended, by a tax on capital gains at tlme of transfer
by gift or death, This proposal contradicts the principle of realization swhich is
the basis of our present capital gain taxation and which places the taxable event
plainly within the discretion of the taxpayer. A tax at time of death or gift
would force the taxpayer to take an action he does not want to take and never
wanted to take. It would force his heir to partly liquidate an estate in order
to pay taxes, It would be a new form of confiscation.

SEGTION 220

New and formidable complications would be added to the code by the proposed
section 220 of the House bill. A recapture of depreclation on real estate trans-
actions wants to prevent, the conversion of ordinary income into capital gain by
taxing so-called excess depreciation. This excess depreciation represents the
difference of depreciation taken under the straight-line and the double declin-
ing method of depreclation. Both methods are permissible under the code, but
they result in deductions which are larger under the double declining method in
the first years of ownership. If the property is sold in those first few years,
there is a larger capital gain for the taxpayer as if he would have used the
simple straight-line method.

If it 18 felt that the use of the declining method results in an undue advantage
for the taxpayer, it would be technically much simpler to decree that buildings
could only be depreciated by the straight-line method.

Any recapture provision is to be taken with a grain of salt, especially if the
final results for the Treasury are simply negligible. Section 220 would add a
mere $15 million according to estimates provided by the House Ways and Means
report. The question is why give the taxpayer an advantage in the first place
it it is taken away from him at a later date?

All recapture provisions complicate the law beyond any reasonable limits.
Section 220 will be a nightmare to a practitioner. It can add as mwveh as a
dozen computations to the numerous computations of a present-day tax return.

In view of these compllcations and In view of a changing real estate market,
it is recommended not to enact section 220 of the proposed bill.

CHANGES IN THE ADMINISTBATION OF THE COLE

Taxes can be mmade bearable only if the interpretation of the laws is uniform,
if donbts about this interpretation are removed swiftiy and eficiently, and if
t)xetdlvislon of legislative, executive, and judical power is observed is our tax
system. . ¢

Improvements that could be made in this respect are outlined in the following
article which appeared in March 1963. It includes a recommendation to estab-
lish an independent body for promulgation of regulations and rulings. Bill S
1872 fulfills these requirements by introducing the concept of a Federal Tax
Cominission. The adoption of thig bill and other proposals made in this article
18 strongly recommended.

[Reprinted from the March 1063 issue of Taxes—The Tax Magazine]
BLUEPRINT OF A FAIR TAX ADMINISTRATION
(By Arno Herzberg)? ’

The talk about tex reform has been loud and challengin}g, but almost every-
body, from the President down, has a different concept what’such a reform might
entail. Most of the Interested spokesmen have conceutrated on rate; many
have come out against the complexities of the law, but nobody has said any-
thing about the fact that any stimulant of economic forces that might come from
a revised law has to be based on a fair administration and execution of the
tax laws., This administration has to take into consideration the overwhelming
truth that the burden of taxes on the economy can be made bearable only ‘f
the interpretation of the law is uniform, {f doubts about this interpretation
are removed swiftly and efficiently, if the most fundamental principle of our

— {

17he author 1s a CPA with offices in Newark, N.J. ‘ :
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constitutional system—the division of legislative, executive, and judlcial power—-
is observed within our tax system.

Several concepts have crept into the admlnistratlon of our tax laws whlch
are completely alien to our democratic form of government. These concepts
have, in turn, led to misconceptions and the complexity of our tax laws is pro-
foundly matched by the complexities of their admlnistratlon

MISCONCEPTION KO. 1

The Cominissioner and the Treasury Department have the right and the duty
to protect the revenue. This is undoubtedly true. But this concept has been
expended to such a degrce that in practice every doubt is resolved by the Com-~
missioner in favor of the Commissioner, More than that, the Commissioner
is permitted to take completely contradictory positions in the same case and he
is absolved of any such acrobatics by the principle that he has to protect
the revenue.

Recently, an appeal court found this exercise somewhat embarrassing. The
words, the fifth circult court used * to describe the position of the Government are
most revealing ‘“We cannot help but comment in passing * * * that the same
Government which now asserts that Jones should pay tax on the assigned
funds * * * had vigorously opposed Jones for nearly 10 years in another
forum, where the Government contended that Jones was not-entitled to the
amount received. Opposed to Jones every step of the way was the strong arm
of the U.S. Government * * *’’ The same decision refers to the alleged principle
that the Commissioner has to protect the revenue which, in turn, leads to the
temptation to adopt that course which produces the greater revenue. But the
court asserts “That purpose is certainly not the philosophy which Congress re-
flects generally in the income tax law.”* The principle that the Commissioner
has to protect the revenue has thus to be interpreted in a restrictive manner,
Congress should establish by law that the Commissioner cannot take contra-
dictory positions in the same case. Protection of the revenue cannot eradicate
the basic principle that the Commissioner has to interpret the laws as Congress
wants them to be applied and that he cannot claim a favorite position in court.
This means, too, that the Commissioner should not be permitted to raise any
new issue in court proceedings that he had not explicitly raised in a brief
before the court.

A more objective application of the tax laws would result if regulations would
not be written and promulgated by the Secretary of the Treasury (Commis-
sioner), but would be passed after proper presentation by an administrative body
which would include representatives of taxpayers and practitioners in addition
to those of Congress.

MISCONCEPTION NO. 3

The Commissioner has the right to say that he will or will not follow a decision
of the Tax Court or any other appeal court. He is permitted to make a per-
tinent announcement any time after such a decision has been rendered regardless
of the fact that countless practitioners have taken such a decision as a basis for
their tax planning. The result is that decisions made by management are either
wrong or are not made at all, a fact which surely does not contribute to the well-
being of our economy. At best, the taxpayer is confronted with the choice
either to pay additional taxes or to have to go to court to hear again what the
same court sald in a previous case. Unnecessary costs and congestion of the
courts are the result of a situation which, actually, places the Commissioner
above any court in the land. It is hardly possible to reconcile this with our
democratic and republican form of government. The Commissioner is judge and
prosecutor at the same time, something which is completely alien to our
Constitution,

In fact, the public does not need to know that the Commissioner takes an
adverse position as far as any court decision is concerned. This can be done
by administrative flat. In a recent tax case in which this writer cited a decision -
of the Tax Court favorable to hls position, he was presented with an order of

2 Jones v. Commissfoncr, 62-2 USTC, par. 9629, 308 F. 2d 292 (CA'r-ﬁ, 19062).
3 Patchen v. Oommissioner, 58-2 USTC, par. 9743, 268 v, 2d 544
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the Commissioner advising agents to ignore this Tax Court decision, although
the Commissioner had abandoned his stand and settled thf{s case in the
¢ircuit court. o

- The Commissioper has not only the right to acquiesce or not to acquiesce to
any. court decision, but he has the right to change his mind, to replace ac-
quiescence with nonacquiescence or nonacquiescence with acquiescence. The
result is somewhat grotesque. Recently* the Commissioner withdrew nonac-
qulescerce to a declsion and reversed a position he held since 1932. It took 30
years to admit that the Board of Tax Appeals was right in establishing a
principle which the Commissioner fought for a whole generation.

During the year 1962 the Commissioner withdrew his acquiescence to nine
Tax Court decisions and substituted nonzequlescence although he had adhered
to cro decision since 1948. In four cases noacquiescence was replaced by acqui-
escen ¢ although the Commissioner had ignored one decision since 1041, The
score in 1961 is just as interesting: three nonacqulescences withdrawn, one of
which stood since 1936 ; acquiescence was revoked in one case changing the Com-
missioner’s position he had held since 1949. How many cases might have been
cloged during all those years where the taxpayer submitted to these nonacqui-
escences.

The complications a practitioner bas to face are still better illustrated by the
case of Wilkin v. Commissfoner (62-1 USTO par. 9159, 298 F. 2d 893). This
decision was rendered by the ninth circuit court on December 26, 1961. Almost 1
year later, on November 14, 1062, a press release Indlcated that the Commissioner
would not abide by this decislon. This was made official in IRB 62-53 issued
December 31, 1942, in Revenue Ruling 62-214. The closing words of this ruling
are most revealing. “Although there was no basis for requesting certiorari of
the Supreme Court of the United States and certiorari was not applled for, the
decision will not be followed by the Service as a precedent in the disposition of
similar cases pending further judicial test of the Treasury regulations.” It took
1 year to announce this ruling, but nothing is sald about what will happen
to all those faxpayers who followed the decislon of the ninth circult court.

Actually, there is no need for a procedure which the Commissioner has tried
to justify with the fact that, sometimes, even the courts can be made to change
thelr attitudes. The question is simply this: What is more important—the sure
knowledge that the taxpayer has a precedent in a court decision and can, there-
fore, act in accordance with it or the chance that a court might follow the Gov-
ernment’s point of view if pressed hard enough over the next decade. We do
not need courts in tax cases if Government and taxpayer are not principally on
the same footing subject to the same rights and duties. “The strong arm of the
Ph.s. Government” should not be applied in a manner that makes a mockery of

e courts.

The problem can be solved in a simple manner. If the Commissioner is not
satisfled with a Tax Court decision, he has to appeal it. If he does not appeal,
he _has to follow it in all cases. I he is not satisfied with an appeal court’s
;!eflsion, he has to bring it before the Supreme Court or he is bound by it in the

uture.

Naturally, the old question migat be ralsed whether the present court setup
for tax cases is not antiquated.® In other countries tax cases have been taken
out of the ordinary courts and separate courts have been established which
can act more speedily and with more intimate knowledge of economic facts. Thio
does not mean that we condemn everything our ordinary courts have done. On
the contrary, many admirable decislons have been rendered, especially by our
appeal courts and the reader of these decisions is always impressed by the pains-
taking research that went into these decisions. But at the same time, we should
be aware that a jury can hardly have the knowledge to answer whether a trans-
action, for example, involves a. capital asset or not, and we should be aware that
declsions of any court are today rendered by men for whom the tax laws are
nothing but one item in a variety of laws. Ye should be aware of the fact that
tax lawa cannot always be interpreted in the manner as other laws. It is sig-
nifiennt that many courts are baffled by transactions that defy the ordinary
rules of contracts and that were not in the law books 10 or 20 years ago. Even
the Supreme Court had extraordinary difficulty in comprehending that some of
these “new” transactions cannot be put in the straitjacket of traditlional law terms.

4 See Rev. Rul. 62~160 (IR} 1062-40, 18):; Announcement IRB 196240 at p. 6.
8 Arno Herzberg, “S8aving Taxes Through Capital Gains,” Englewood Cliffs, 1957, p, 418,
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CONCLUSBION

The public would be served better if all tax.cases would be handled by two
kinds of courts only—by a Tax Court and by a Court of Tax Appeals. Both
courts should be independent and not quasi-administrative bodies, The courts
ghould have enough judges to handle cases speedily and efficiently. The present
number of judges for the Tax Court should be doubled. The Court of Tax
Appeals should be divided in sections that sit in different parts of the country.
If one judge of these two courts wants to deviate from a principle established
by a previous decision, the entire court should render a verdict. This would
acknowledge the indispensable necessity that & uniform interpretation of the tax
laws is more important than the Commissioner’s insistence that he has to protect
the revenue. If tax laws are supposed to be & drag on the economy, everything
should be done to offset the compounding effects of procedures that hamper a fair
administration of our tax laws, reduce planning to guesswork or a lottery, and
stand in the way of many actlons which could contribute to the prosperity of
our country.

Lroxp Corp., LTD.,
Beverly Hills, Calif., December 5, 1968.

Re Section 216 of H.R. 8363, taxation of personal holding companies, Revenue
Act of 1983. .

Hon. Harery F. ByRp,
Chairsan, Committee on Finance,
U.8. Senate, Washington, D.0O.

My Dear SeEvaTOR BYRD: The purpose of this letter is to call to the attention
of your committee the drastic efféct of H.R. 8363 in conmection with our busi-
ness operations. Previously we had endeavored to secure permission from the
clerk of the committee to appear and testify in person but were advised that
the requests for permission *» testify before your committee were so numerous
that we could not be aecon:naxdated. In this letter, I propose to set out the
sallent facts concerning our company and illustrate what we hope is the unin-
tended effect of H.R. 8363 on a closely held operating business.

For many years, Lloyd Corp., Ltd., has been engaged in extensive oll opera-
tions consisting of the actuat drilling and production of oll on acreage owned
by it for a number of years. §n 1962, this oil production which produced operat-
ing Income of approximately § 1% milllon amounted to 985,000 barrels. Inclden-
tal to its drilling operations, the rompany has oil royalty income of a subsjantial
amount. Aside from home ofiice employees, there are 38 persons employed in
connection with its oll operations. Of some 680 independent producers in the State
of Californla, it ranks 18th jn vciume. Daring the past 5 years, it has engaged
In the development, construction, and operatlon of large shopping center on land,
the bulk of which it had owned for more than 30 years, borrowing approximately
§25 million for this purpose, upon which indebtedness it is obligated to make
}ur:nclpal payments in the area of $1 miilion per year for many years in the

uture,

The rental income from this real estate is anything but passive. The payrol
for services rendered in conection with sald shopping center—for office, public
relations, maintenance, police staff, property maintenance and boller room,
gardeners, outdoor sweepers and repairmen, janitors, and lce rink employees—
total approximately $450,000 per year, aud other operating expenses in this con-
nection (exclusive of depreclation, property taxes, and interst) approximate
an additional $200,000 per year. Our dividend and interest income are insignifi-
cant, and obviously, therefore, neither our rental income nor our mineral royalty
income {s sheltering any significant dividend or interest income., In fact, our
interest income results principally from loans made to tenants in the shopping
center. The company has regularly paid substantial taxable cash dividends to
its shareholders.

Under existing law, Lioyd Corp., Ltd., is not a personal holding company because
rents from the shopping center constitute more than 50 percent of its gross income.
Under existing law, its income from dividends, interest and oil royalties is ap-
proximately 16 percent of gross income. KEven without regard to the classifica-
tion of rent as nonpersonal holding income, the company’s gross income from ol
and gas operations exceeds 20 percent of its gross income, However, under the
provisions of H.R. 8363, our rental income from the shopping center would be
reduced to a point where it would amoéunt to only approximately 26 percent

.
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of the adjusted gross income and Lloyd Corp. Ltd.,, would be classified as a
personal holding compary and subject to a heavy tax burden.

It is submitted that the new mechanical 50-percent test for determining per-
sonal holding company income from rents as set forth in section 216(d) of
H.R. 8363 does not reflect the difference between active rental fncome
and passive rental income. This is particularly true in the case of Lloyd Corp.,
Ltd., because it has a substantial amount of other operating business income.

As stated earller, Lloyd Corp., Lta,, is engaged in at least two active busi-
nessess. It presently employs 212 people and has an annual payroll in exeess
of $1 million. The shopping center alone employs 117 persons. While the rental
income shown on the attached exhibit is principally from the shopping center,
Lloyd Corp., Ltd., has other real estate investments and this department has
36 employees with a payroll of $160,000. It is submitted that any business or
businesses which have a payroll of the dollar volume of Lloyd Corp., Ltd., is
not the passive investor-type operation or shelter-type operation which the
Treasury Department must have had in mind when recommending changes
in this area.

The loophole contemplated by the Treasury Department appears to be that it
is possible under existing law for passive investment income such as dividends
and interest to be sheltered by operating income of a relatively small amount,
We believe the objectives of the Treasury Department could be accomplished by
drawing a distinction between active rental income and passive rental income
s0 that corporations owning and renting out real estate and serving merely as
a collection agency would be placed in a different category than corporations
which have a substantial business operation as {llustrated by a substantial num-
ber of employees and which are engaged in a real business activity. Rental
income which is produced as the result of an active business operation should
not be treated as personal holding income for any purpose. This has precedent
in existing law in the regulations fssued pursuant to section 355.

Another suggested change would give operating businesses an escape hatch
from the harsh personal holding provisions of H.R. 8363. The adjustments to
the gross income from working interests in ofl and gas wells at outlined in
proposed section 543(b) (2) (R) should be restricted to purchased working in-
terests and not those which are developed and operated by the taxpayer. Ac-
cording to Secretary Dillon, one of the abuses in this area is the purchase of a
working interest to shelter passive investment income with the cost depletion
offsetting most of the income from the ofl or gas interest. There i3 no more
reason to single out the active developer of an oil or gas operation for these agd-
justments to gross income than there would be to apply it to a ‘manufacturer.
Certainly, corporations engaged in developing and producing oil and gas wells
on their own property fall into a different category than the incorporated pocket-
book, which buys the working interest in an ofl and gas property after develop-
ment to shelter substantial amounts of investment income.

If the committee is dispused to adopt the rigid mechanical formula contained
in the House bill without attempting to determine the true nature of the business
activity which produces the income, the following solution might be of help.
This could be accomplished by consolidating adjusted income from rents and
adjusted income from royaltles in applylng the 50-percent and 10-percent tests
contained in proposed secticns 543 (a) (2) and (8) or by consolidating adjusted
income from royalties with adjusted income from oil operations in applying
the 50-percent test and at the same time exclude active rental income from the
10-percent test. The adoption of this proposal would eliminate any question of
Lloyd Corp., Ltd, from being a personal holding company since its passive in-
vestment income of dividends and interest is slightly more than § percent of
adjusted gross income as defined in section 216 of H.R

The adoption of this modification of the mechanlcal tests dontained in sectlon
216 of H.R. 8383 would prevent the personal holding company classification of
many corporations which derive substantially all their income from the active
conduct of more than one business. This type of corporation is not a closely held
investment company which derives most if not all of its income from -passive
investments and which has an office forece of one or two persons. As indicated
previously, under existing law, Lloyd Corp., Itd., had approximately 16 percent
of its gross income classified as personal ho!ding company income. Under the
rigid mechanical formala of H.R. 8363 the percentage of personal holding com-
pany income increases to 65 percent. It is submitted that the sweeping approach
suggested in the House bill should be reexamined by this committee so that



REVENUE ACT OF 1963 2161

legitimate operating business conducted in the corporate form by a relatively
small number of shareholders will not be taxed as an investment company.

The rellef provisions allowing liquidation in H.R. 8363 are inadequate. They
are proper for passive investment companies which are looking for an oppor-
tunity to liquidate without too heavy a tax. However, they are no solution to

. a company such as Lloyd Corp., Ltd., which is actively engaged in two businesses
and 13 constantly looking for new business ventures. Furthermore, because of
pending litigation involving the determination of substantial oil income of Yloyd
Corp., Ltd., that is, whether it i{s operating income or royalty income, Lloyd
Corp., Ltd., may not qualify for any relief whatsoever. Because of the large
indebtedness owed on the shopping center, a reorganization of the business under
section 355 is not practical.

Inasmuch as the revenue impact of the proposal is relatively- minor in con-
sidering the overall aspect of the bill, perhapa the best solution would be to have
the entire section of the bill dealing with the personal holding companies re-
ferred to the staff of the Joint Committee on Internal Revenue Taxation for fur-
ther study. It is inconcelvable that the Treasury staff and the staff of the Joint
Committee on Internal Revenue Taxation could not come up with a solution to
the evils described by Secretary Dillon and yet one which would not interfere
with the normal operating business routine.

Respectfully submitted.

Davip W, YULE,
Treasurer, Lloyd Corp., Lid.
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Nonpersonal holding Personal holding compeny income
company fnoomeo
Total
Ofl receipts | Joo rink Rents | Oll royaities | Dividen4s | Interest
roceipts
Unil%ml:nz roquired by proposed law, depreciation, depletion, taxes, 1 $1, 040,830 s, 819 54,516,248 31,185,822 393,663 81,002 oo
and interest. 21,469,390 34,021,073 2350,053
_ Not income. 471,440 211,819 0 835,760 93,643 |. 81,662 { 81,604,233
Percentage, 2.8 12.5 9.3 552 488 |
%mﬁ;ﬂ mquimd by propom lnw, depmcmuon, de»lmon, ' ”'m'm m’m S‘. 525,000 sx,mm m’m $55.000 R
taxes, »ad interost_ 31,079,000 34,000,000 3 280,000
" Net income 421,000 220,000 525,000 765,000 45,000 55,000 | $2,031,000
P 20.73 10.83 25.85 37.67 2.22 2.70 |ovecamammmanen
Under oresent law:
1963 estimated income. 1 81, 500,000 $220,000 | $4,525,000 |  $1,045,000 $45,000 $55,000 $7, 390,000
Percentago. 20.30 2.98 6L23 14.14 0.61 [ 37 S

<
1 After deducting costs of produrtion,
2 Per 1062 return.
8 Per 1963 proposed roturn, figures estimated.
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House of Representatives on September 25, 1963. Each of the several divisions
of this report was the work of one of the committees of the section as identified
at the beginning of the division. The entire report represents the views of the
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The committees of the tax section have reviewed all sections of H.R. 8363,
The provisions of the bill which have been commented on in this report present
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report on other sections of H.R. 8363 is not Intended to indicate either approval
or disapproval of those provisions of the bill.
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Phillip O. Broughton Charles V, O’Neiil
William M, Chanson Ira J. Palestin
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Section 122, Current tacpayments ty corporations

The provisions of section 122 will place corporate taxpayments on a fully
current basls over a period of years. It is recommended that the fourth
payment date be shifted from the 15th day of the 12th month of the taxable
year to the 15th day of the 1st month succeeding the taxable year, This would
permit corporations to estimate fourth quarter income and yearend adjust-
ments on & much sounder basis. The rule would then be {n accord with the
rule for individuals (sec. 6073, code). It would mean the shift of the fourth
pbayment date from December 15 to January 15, for calendar year corporations.

Section 214, E'mpfoyee stock options and purchase plans

(1) Section 214 of H,R. 8363 creates three categories of stock optlons:
r?etricted stock options, qualified stock options, and employee stock purchase
plans. . :

As under section 421(f) of the present law, proposed sectlon 421(b) pro-
vides that any increase in the optionee’s income, and corresponding deduction
by the grantor corporation, arising out of a fallure to meet the holding periods
specified by the pertinent substantive section, {s treated as occurring in the
year of disposition.

In the case of qualified stock options, a “relief” provision has been included
(sec. 422(c¢)(4)) under which the ordinary income taxed to the optionee is
limited to the amount of actual gain realized. This rellef provision is not made
available in the case of disqualifying dispositions of stock acquired pursuant
to restricted stock options or to employee stock purchase plans; in such cases,
if the gain actually realized upon disposition failed to equal the amount
of ordinary income reportable as a result of the disqualifying disposition, a
capital loss would be allowed. (See H. Rept., p. 69.) No policy reason is
discernible for this distinction. It {s recommended the distinction be eliminated.

(2) Sections 422(a) (2), 423(a)(2), and 424(a)(2) utilize the definitions
of “parent’ and “subsidiary” contained in section 425 (e) and (). A question
has been encountered under present law, i.e., whether an option granted by a
subsidiary to its employee to purchase stock of the parent corporation continues
to qualify for favorable treatment if the subsidiary-parent relatlonship ceases to
exist and the employee exercises his option more than 8 months after he has
transferred from the grantor corporation to its former parent. Section 425 (e)
and _(f{ provides that the determination as to the existence of a parent-subsid-
iary relationship s to be made at the time of the granting of the option, as do the
provisions of section 421(d) (2) and (3) of present law. While this principle is
stated in Reg. Sec. 1.421-3(c) (1), considerable confusion and uncertainty has
been created by the statement in Reg. Sec. 1.421-3(b) (1) that “Section 421
is applicable to the exercise of a restricted stock option only if at the time the
fndividual exercises the option he is a bona fide employee of the corporation
granting the option, or of a corporation which is at the time the option 12 exer-
cised a parent or subsidlary of such corporation” {emphasis added], unless the
limited provision in section 421(g) for certain corporate transactions is satis-
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fled. Some provision should be made to preclude the utilization of H.R. 8363 by
the Commissioner to support the valldity of the ‘position taken In Reg. Sec:
1.421-3(b) (1) under the ‘“reenactment doctrlne Y (Bee O’ammarano v. Umted
Btates (358 U.8, 498, 510-511 (1859)). -
. (3) Section 423(b) (8) would limit to a rate ot 525000 per year the amount
of stock that an individual employee might purehase under a qualifying em-
ployee stock purchase plan. YWhile there appear to be no technical objections
to this provision, question- is raised that the $25,000 limitation §8 unnecessary
and would be productive of arbitrary results. Section 423(b) in overall terms
precludes discrimination in favor of the more highly compensated employee.
Itis recommended that the dollar limitation be removed.

(4) By far the most important of the stock option changes lneorpomted lnto
the bill appear in proposed section 422(b). In view of the evolution of these
provisions (the Ways and Mears Committee was making changes in its “tenta-
tive decisions” right up to the introduction of the bill—and additional amend-
ments may well be effected before enactment), we believe that the effective date
should not be set prior to the solidification of the legislative intent. It is our
recommendation that any effective date in section 422 should be set “upon the
date this act becomes law.” Alternatively, it is recommended that section
425(h) (3) be expanded to permit modification, within a stated period (say, at
least 1 year) after the enactment of the act or January 1, 1965, whichever is later,
of options that had been granted from June 12, 1963 and prlor to enactment to
conform such options to the requirements of the act,

Many exlsting plans which were approved by stockholders within 12 months
after adoption expressly provide that the plan may be amended (with specifled
exceptions) by the directors alone. If section 214 of the bill is enacted into law,
most if not all of such plans will have to be amended so as to conform the options
issued thereunder to the new rules. We do not believe that the Congress intends
to require stockholders approval for amendments designed solely to conform to,
the new requirements—particularly where such amendments by director action
only are expressly authorized in the plap {tself. With a vlew toward avoiding
litigation on the point and insuring against an unintended hardship, it is recom-
mended that the point be clarified in the Senate—at least via a statement in
the Senate Finance Committee report—to the effect that an amendment of & plan
by the directors of a corporation, made within the “makeup period” referred to
above, in pursuance of authority expressly granted by the stockholders to such
directors, designed solely to qualify the options granted thereunder for the
treatment prescribed in section 421 as amended by the act shall not be regarded
as the adoption of a new plan for the purposes of sections 422 or 423.

(8) Section 422(b) (5) is really intended to prevent a second option from being
exerclsed at a time when an option, previously granted at a higher price, 1s out-
standing and capable of being exercised. The abuse sought to be corrected is
the resetting of the price of such previously granted optlon, by the device of
granting the second option at a lower price and thereby avolding the “modifica-
ifon'* rules of present section 421(e) (H. Rep., p. 68). Since the provision (as
now written) would apply even where ontstanding options were previously
granted at a lower price, a limiting amendment would seem anpropirate to bring
it in line with the underlying intent.

Furthermore, it is belleved that the proper technique to accomplish the desired
result would be to move this requirement out of the “option content’” provisions
of section 422(b) into the operative conditions of section 422(a) by creating a
?e‘lv subsection entitled section 422(a) (3) which would read substantially as

ollows:

'“(3) at the time the option is exercised there is not outstanding (within the
meaning of subsection (c¢)(2)) any qualified stock option (or restricted stock
option) which was granted at a higher price and at a time prior to the granting
of such option, to such individual to purchase stock in his employeér 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, orin a predecessor
corporation of any of such corporation;”

(6) An additional problem is raised by the definitlon of “outstanding” con-
tained in section 422(c) (2). Consider the situatlion where a previously granted
qualified stock option has unmatured installments outstanding at a time when a
second qualified option, granted at a later date, is exercisable. If the present
language of section 422(c) (2) is applied, qualified stock option tréatment syould
be denied to the second option. The effect of the definition of “‘outstanding’’
in 422(c) (2) is to treat as “exercisable” an option which under lts terms may
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not be exerc{sable at the time for determination of “outstanding” options. The
unfairness of this treatment was recognized by the committee and relief was
extended by means of the last sentence of section 422(c) (2). However, such
- rellef is limited to restricted stock options granted hefore June 12, 1963. There
appears to be no policy supporting discrimination against qualified stock options.
For this reason, we recommend that the last sentence of section 422(¢) (2) be
changed to read: .

“For.purposes of the preceding sentence, an option shall not be treated as
outstanding for any period before the first day on which (under the terms of
such option) it may be exercised.”

(7) Section 422(a) provides that, in order to secure the benefits of the favor-
able treatment accorded to qualified stock optiong, no disposition of the optioned
shares may be made within 3 years of the date the shares were acquired.

The timing of events in the development of section 422(a) leads us to question
whether the 3-year perlod is not due to inadvertence on the part of the Ways and
Means Committee. The 3-year rule was first announced, in tentative form, on
May 29, 1963, 1.day after the committee had tentatively decided to extend from
6 months to 8 years the minimum holding period on long-term capital gains
generally. On August 9, 1063, the committee announced a modification of its
earlier views on the capital gains holding period, reducing from 8 years to 2
years the minimum holding period for class A long-term capital gain treat-
ment. If (as we suspect) the 3-year holding period in section 422(a) was due
to inadvertence, we recommend that it be changed to 2 years.

Section 216. Pergsonal holding companies

(1) Section 218(31) (2) would amend section 1016(a) of the code (relating to
basis adjustments) 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 holdings, or in section 216(3) (4) of the
Revenue Act of 1963.” .

The reference to “section 216(J) (4)” appears to be a typographical error, and
was intended to be to section 218(§) (8) (H. Rep., p. A 119). In fact, it would
be preferable it the provisions of sectlon 216(J) (5) were made part of the code
by adding them at the end of section 1014.

. {(2) Section 216(i) allows personal holding companies which become personal
holding companies solely by reason of the amendments in this bill to deduct in
computing their undistributed personal holding company income amounts used
or irrevocably set aside to pay or retire “qualified indebtedness' but only to the
extent the aggregate amounts so used or set aside in taxable years beginning after
1962 exceed the aggregate of deductions for exhaustion, wear and tear, obso-
lescence or amortization and deductions for long-term capital gains (less taxes
attributable thereto) allowed for such taxable years. The reason given for this
limitation is that such deductions represent accumulated funds which can or
should be used by the corporation to pay off its indebtedness in the same manner
as its earnings and profits; and, since a deduction is already allowed therefor,
no further deduction is warranted for the actual use or setting aside of such
funds for that purpose. However, from the wording of the limitation as proposed
In section 218(1), it does not appear to be applicable with respect to funds
accumulated by the corporation as a result of “depletion” deductlons allowed
under sectiong 611 and 613 of the code. Since one of the principal purposes of
section 218 of the bill is to close the loophole arising out of the use of mineral
interests by personal holding companies, it would secem appropriate that this
lim{tation be equally applicable with respect to such deductions.

REPORT ON THE FOLLOWING BEOTIONS OF THE REVENUE BILL OF 1968, H.R. 8863

Section 203, Group-term life insurance purchased for employges.
Section 213. Interest on loans incurred to purchase certaid insurance and an-
nuity contracts.

COMMITTEE ON INSURANCE AND ANNUITIES
Martin M. Lore, chairman

Lawrence A. Blatte Alvin B. Moscowitz
Arthur Norman Field Donald J. Reap
Edwin M. Jones " Laurence Sovik
C. Emory Lochner - Joseph Trachtman

Stuart McCartby Bernard Eiber
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Neotion 208. Group-term life insurance purohased for employees . ) .

Section 203 would amend the Internal Revenue Code by adding a new section
79. Under this section there would be included in the gross income of an em-
ployee an amount equal to the cost of group-term life insurance on the employee’s
life under a policy or policies carried by bis employer or employers, to the extent
that such cost exceeds the sum of— ) .

- (1) the cost of $30,000 of such insurance protection; anad .
(2) the amount, if any, paid by the employee. ‘

The cost of such Insurance protection i1s to be determined on the basis of
uniform premiums (computed on the basis of 5-year age brackets), prescribed
by regulations to be issued by the secretary or his delegate. If, however, the
employer elects and certain other conditions are met, such cost can be determined
on the bhasls of the average cost under the policy, using the 5-year age bracket
approach.

Section 203 of the proposed act would also amend the law by requiring the
withholding of a Federal inccme tax based upon the amount includible in the
gross income of the insured employee by reason of group-term life jnsurance
coverage. In the event the amount paid by the employee for such group-term
life insurance coverage is in excess of the amount includible in his gross income
under section 79, the employee is permitted to deduct, under the provisions of
section 218, such excess in determining his Federal income tax liability.

The general explanation report of the committee on ways and means (p.
40) states that the exclusion with respect to the first $30,000 of insurance pro-
tection was provided “* * * because it [the committee] belleves, from the stand-
point of the economy a8 a whole, it {s desirable to encourage employers to pro-
vide 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.”

(1) Thirty-thousand-dollar limit should be raised to $40,000—It is believed
that a more proper limitation upon the face amount of group-term life insurance
coverage provided by employer contributions, without resulting taxable income
to the covered employees, would be $40,000. Such a limitation would conform
to the overall maximum limit recommended by the National Assoclation of
Insurance Commissioners. The laws of 24 States have, in substance, incorpo-
rated the limitations on individual coverage recommended by the NAIC and
provide an overall $40,000 maximum for group life insurance coverage on any
one life. North Carolina provides a flat $40,000 limitation. It would seem that
the Federal 1aw should adopt the figure that has been accepted in so many States
as belng desirable from a public policy viewpoint. *

(2) Elimination of alternative polioy cost method and promulgation of realisiio
national average cost, adjusted by a factor for age.—It 1s believed that the alter-
native “policy cost” method of computing the amount to be taxed to an em-
ployee, by quinquennial age brackets, is apt to lead to substantial differences
between companies and hence taxpayers by reason of facts peculiar to each indi-
vidual group case. It Is suggested that the alternative ‘“policy cost” calculs-
tion by quinquennial ages be eliminated.

In addition, it Is suggested that the uniform premium to be prescribed by
regulation be an average premium cost for $1,000 of group-term insurance pro-
tection adjusted upward or downward by a factor to reflect the age of the in-
sured, and that such average premium cost be based upon current figures sup-
plied by insurance companies to the Government.

(8) Olarification of taw consequences where coverage {8 provided for only part
of the tarabdble year~—Under the present provisions of proposed section 203, there
i3 no specific indication that fnsurance protection for only a part of a taxable
year will result in only a proportionate part of the appropriate full-year ‘“cost”
being includible {n the {nsured employece’s gross income, except if the employee
terminates his employment and has either reached retirement age, or is disabled,
within the meaning of section 2183(g). To the contrary, unless the limited retire-
ment or disability exception applies, it would seem that the full cost, under the
uniform premium table method (unless the employer elects the alternative policy
cost method), would be includible in the gross income of the employee, even
though he may have coverage for only a few weeks during the taxable year.
This could result upon his being employed in the last few days of a taxable
year, or having his insurance coverage terminated in the beginning of the taxable
year, other than by reason of retirement or disability.

/
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In order to rectify this apparent inequity, it is suggested that an additional
subsection be added to the proposed law to provide specifically that in the event
that coverage is only provided for a part of a taxable year, the amount includ-
ible in the gross income of the employee shall be equal to that part of the full
year’s cost as the period he is covered by such insurance bears to the entire
taxable year, : :

(4) Olarification of meaning of “retirement age”.—Under the proposed law,
once an employee terminates his employment and has either reached “retirement
age” or {s disabled, the cost of group term life insurance protection is no longer
includible in his gross income. Unfortunately, the proposed law does not define
‘“retirement age” for this purpose. The Technlical Explanation Report of the
Committee on Ways and Means (p. A 31) indicates that the determination of
“retirement age’ 18 to be made in the same manner as is now applicable under
sec, 105(d) of the code with respect to wage continuation plans.

The meaning of the term “retirement age’” for purposes of section 105(d) is far
from clear at this time. In addition to the issuance of detalled regulations in
this area, the Service has issued two specific rulings to help resolve the prob-
lems introduced by using the term “retirement age,” without a statutory defi-
pition of the term. The first ruling, Revenue Ruling §7-76, 1957-1 C.B. 66,
was modifled by the Service itself, by the issuauce of Revenue Ruling 61-6,
1961-1 G.B. 15. Moreover, even with these regulations and rulings outstanding,
the matter is still the subject of litigation. (See Comm'r. v. Winter et al., 303 F.
'2d 160 (34 Cir. 1962) affirming 36 T.C. 14, to which the Internal Revenue Service
nonacquiesced at 1962-2 O.B. 14.)

Rather than subject the taxation of group term insurance premiums to the un-
certainties which now exist under section 105(d), it is suggested that section
203 of the proposed act incorporate a specific definition of “retirement age.”

Section 213. Interest on loans incurred to purchase certain insurance and
annulity confracts

Section 213 of the revenue bill of 1963 would amend section 264 of the Internal
Revenue Code by disallowing as an interest deduction interest paid or accrued on
a loan incurred pursuant to a plan of purchase which contemplates the syste-
matic borrowing of the increase in the cash value of the contract, except under
certain circumstances.

(1) Elimination of possible ambiguity regarding beginning date of 7-year
period—The first exception provides that the disallowance of the interest dedue-
tlon will not result “if no part of four of the annual premiums due during the
7-year period (beginning with the date the first premium on the contract to which
such plan relates was paid) is pald under such plan by means éf indebtedness.”
The conmnittee reports indicate that the period of 7 years is to run from the “date
of purchase” of the contract, It is noted that “purchase” (which is a term that
is also used in the proposed new paragraph 3 to be added to section 264(a))
might be Interpreted to relate to a purchase from any party, and not only from
the issuing insurance company. Accordingly, there may exist an unintended
ambiguity regarding the time when the 7-year period begins to run. For example,
the “first premium” might be considered as meaning the first premium after pur-
chase from a third party, and not from issuance of the contract. Any such
ambiguity seems obviously unintended. Accordingly, it is suggested that the
lapgzuar- be clarified to make it entirely clear that the 7-year perlod begins to
rur Z.om the date of issuance of the contract in question.

(:2) Elimination of “annual’.—It is noted that the first exceptlon refers to
“annual premiums.” Policles fyequently contain no reference to an annual
premium. It is suggested that the word “annual” be deleted in order to avold
any possible ambiguity as to the application of the exception to a monthly,
quarterly or semiannual premium paying policy. .

(3) Elimination of “unforeseen”.—Another exception refates to indebtedness
incurred because of “unforeseen substantial loss of income” by the taxpayer or
the “unforeseen substantial increase” in his financial obligations. Apparently,
two tests must be met by the taxpayer. He must be able to show “unforeseen
loss of fncome” or “unforescen” increases in financial ohligations as well as
“substantial” loss of income or increased obligations,

The interpretation of “substantial” in taxing statutes has always been trouble-
some. The interpretation of “unforeseen” will be even more troublesome. It
introduees a subjective test with respect to which proof may be practjcally 1m-
possible. Each “plan” will have to be examined on its own particular facts or
allegations. The taxpayer who intends to manipulate the interest deductym will
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be careful to aveld creation of any record that might evidence foreseeabili It
is suggested that conslderation be given to ellmination of the “unforeseen” test
and, since relief during the first 7 years is all that I8 needeéd, to having this
exception refer only to a substantial loas of income or increase in obllgat!ons dur-
;ng t!lle inltdlal 7-year period after Issuance of the policy with respect to which the
oan is made.

REPORT ON THE NLIDWING‘SEMIONS OF THE REVENUE BILL OF 19488, H.B, 8363

Section. 206. Bxclusion from gross jncome of gain on sale or exchange of resl-
dence of individual who has attained age 65.

Section 207. Denial of deductions for certsin State, local, and forelgn taxes.

Section 212, Moving expenses.

Section 215. Interest on certain deferred payments,

Section 221, Income averaging.

COMMITTEE ON PERSONAL INCOME TAX
John W, Fager, Chairman

Robert A, Behren Herbert M. Matties
Renato Beghe Herbert C. Miller

M. Francis Bravman Jobn E. Morrissey, Jr.
Torrance Brooks Joseph B, Moukad

A. B, Chapman, Jr. Bernard K. Panfel
Donald 8. Day Bernard K., Rothenberg
Maurice . Greenbaum Sanford Robert Shapiro
B. James Hickey Robert O. Swados
Harold M. Hoffman Harry J. Winick

Bection 208. Ezclusion from gross incoms of gain on sale or exchange of residence
of individual 1oho has altained age 65

Sectfon 208 of the bill provides for a new section 121 of the code, which con-
tains a complete exclusion from tax of the profit from the sale of a residence for
$20,000 or less in the case of a taxpayer 65 years or older and & proportionate ex-
clusion from tax where such sales price is over $20,000,

The tax section feels this new exclusion represents one more complication in
a tax law which is crying for simplification. Once exclusion was allowed in
the case of the sale and repurchase of another residence within 1 year (sec.
1034), it can be argued that no gain should be recognized, in certain cases, even
though no reinvestment occurs. But does this follow? Section 1034 really is
based on a form of involuntary conversion; i.e., an employee 13 required to move
frcm one part of the country to another.

If the new section 121 is a logical outgrowth from section 1034, then there is
no logic to limiting it to persons 65 or older. If a person under 65 has to sell
his residence and move into rented quarters because of ill health, business re-
verses or any other reason, why should he be treated differently? The ultimate
logic may be to exempt gaius on the sale of a personal residence up to a prescribed
maximum just as, under present law, no loss on the sale of a personal residence
is recognized.

Accordingly, we recommend that the present section 1034 and the proposed new
section 121 be rolled into a simple section exempting from tax gains (up to a
prescribed maximum) on the sale of a personal resldence, with appropriate
safeguards to prevent tax avoldance in case df builders, dealers, etc. The latter
would simplify rather than complicate the tax law and achieve equity, rather
than creating one more exclusion favoring a small group of taxpayers.

Section 207. Dental of deduction for certain State, local, and foreign tazes

Section 207 of H.R. 8363 amends section 164 of the code to allow as deductions
state, local and foreign real property, income, war profits and excess profits taxes
and state and local personal property and general sales and use taxes. Other
taxes are deductible only if they constitute expenses of carrylng on business or of
collecting income,.

A personal property tax must be an “ad valorem tax which is imposed
on an annual basis.” Theé Ohio personal property tax is imposed on a yleld rather
than a market value basis, which raises the question of whether it is an ad
valorem tax. Some jurisdictions lmpose a personal property tax as of a date
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fixed by the taxing authority. If more than 12 months elapses between two such
dates, the tax may not be imposed on an annual basis. The statute does not
deflne a real property tax, although it would seem desirable to do so. The defi-
nition of both real and personal property taxes shculd include not only ad
valorem taxes, but.taxes imposed in lieu thereof and annual either should be
vinitted or changed to periodic.

For a sales tax to be deductible it must be imposed at one rate in respect of the
sale at retall of a broad range of classes of items. Section 164(b) (2) provides,
however, that the application of lower rates to, or the grant of an exemption to,
‘‘food, clothing, medical supplies, and motor vehicles” will not prevent deducti-
bility. This provision raises the inference that the application of a lower rate to,
or the grant of exemption to, any other item will render sales tax nondeductible.
The New York Oity sales tax exempts papers and periodicals and cigarettes, the
latter because a speclal tax is imposed. Simllar problems may arise as to iquor
or gasoline which often are subjected to speclal taxes. What is essentially a
general sales tax should not be disallowed because it grants an exemption to,
or taxes at a lower rate, 4 few items not listed in section 162(b) (2) (B). The
bill should be amended to avold such a result.

Section 212. Moving saxpenses

Section 212 of the bill amends the code to provide a new section 217, covering
a deduction for certain moving expenses of an employee.

‘We agree with the objective underlying this amendment.

The tax section feels, however, that the amendment adds another complication
to the code in that it creates one tax rule for new employees and a different rule
for current employees, since it continues the present rule that reimbursement of
the moving expenses of & current employee is excludible from gross income (with
no deduction of course allowed). Seesectlon217(e¢).

We recommend that all moving expenses of employees of the nature involved
here be treated alike for tax purposes, in the interest of simplicity of administra-
tion. Taxpayera and persons preparing tax returns should not be confused as
between a deduction and an exclusion. The tex section recommends that all
such moving expenses be treated as deductlons with the corollary rule that all
reimbursement of such expenses be deemed to be income to the employee.

Section 215. Intcrest on certain deferred payments

Section 215 of the bill adds a new section 483 to the code, providing for the
taxation as interest of portlons of deferred payments in the case of sale or ex-
change of property. ,

The tax section recommends that section 483 be amended to clarify its appli-
catlon to the installment sales provisions of the code (sec. 453).

Payments indefinite as to time, liability or amouunt, are covered. A separate
determination is made as to such portion as of the payment date as if it were
the only payment. We do not think section 483 should be applied to payments
indefinite as to liability or amount, since in many or most of such cases the
parties do not contemplate an interest factor, .

The tax sectlon also recommends that a seller be given the opportunity to
prove that the selling price did not exceed the fair market valus of the prop-
erty, iu which case there would be no constructive interest under section 483.

The new provisions apply to payments made after December 31, 19063, under
sales occurring after June 30, 1063. Should there be a June 80 cutoff date?
The measure was described by Secretary Dillon in his February statement
vroposing A February 6 cutoff. The bill was reported to the House in Septem-
ber. The tax section urges that this new section not be applied to sales entered
into prior to the enactment of the new tax law, in view of the fact tuat parties
have contracted while passage of the bill was in doubt, and the House report
states that the effect of this section on the revenue vrlil be néligible. .

Section 211. Income averaging

This i3 one of the most important and most complicated of the provislons
of H.R, 8363. It prospectively repeals sections 1801-1307 of the code and re-
places them with one new method of averaglng, applicable to all taxpayers.

The tax sectlon approves in principle this approach as an improvement over
the existing sectfons, which afford limfited and varying relief to limited groups
of taxpayers. Many methods of general income averaging have heen advocdted
over tt;m years, most of them too complicated to he uanderstood by taxpayers or tax
agenta, X : ; .
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We feel the proposal contained in section 221 {s, in principle, workable, but
that the Senate should attempt to simplify it by eliminating some of the special
rules applicable to but few taxpayers.

Specifically we feel many of the complicated rules with respect to capital
galns in the 4 base period years and in the current tax years are difficult to
- understand or apply and will be of only marginal application in any event.
None of the existing sections (1301-1307) contain any specific rules for the
separate treatment of capital gains and losses.

Specifically we recommend that section 1302(a) (2) be deleted. This requires
the reduction of “averagable” income in the computation year where average
base perlod capital galn net income exceeds the capital gain net income for the
computation year. While in theory there is some foundation for such a reduc-
tion, it 1s considered unlikely to be of any application in 99 out of 100 cases,
and, in any event not worth the complications it entalls,

We also recommend that section 1302 be amended to make it ctear how a loss
year in the base period is to be handled. We suggest it be averaged in as a
loss (not as zero).

Unless section 221 can be simplified, we are afraid that administration of
the new averaging provisions will be extremely difficult, both from the point
of view of the tax payer and the Internal Revenue Service.

Finally, we recommend that the option to choose between the existing code
provisions and the new averaging provisions, in the case of section 1301 cases,
be extended to include section 1302. The House provided that, in the case of an
employment which began before February 6, 1033, the taxpayer could elect to use
the provisions of the present section 1201 instead of the new provisions, Authors
and others eligible to use the present section 1302 should be given this election
to use it in the case of work commenced before February 0, 1963.

(Whereupon, at 12:50 p.m., the committee recessed to reconvens -
at 10 a.m., Tuesday, December 3, 1963.)
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TUESDAY, DECEMBER 3, 1963

U.S. SENATE,
CodMamFE oN FINANCE,
Washington, D.C.

The committee met, pursuant to recess, at 10 a.m., in room 2221, New
Senate Office Building, Senator Harry ¥, Byrd (chairmau) presiding.

Present: Senator Byrd (presiding), Douglas, Gore, Ribicoff, Wil-
liams, and Dirksen.

Also present: Elizabeth B. Springer, chief clerk.

The CHamrMAN. The committes will come to order.

The first witness is Mr. William F. Hellinuth, dean of Oberlin
College.

Take a seat. Very glad to see you here, sir.

STATEMENT OF WILLIAM F. HELLMUTH, DEAN, COLLEGE OF ARTS
AND SCIENCES, AND PROFESSOR OF FCONOMICS, OBERLIN
COLLEGE

Mr. Heveytore, Mr. Chairman, members of the committee, thank
you for the opportunity to appear before the Committee on Finance
to testify on FHL.R. 8363. -

This bill, with a record amount of tax reduction and other important
features, will be one of the landmark acts in the 50-year histery of the
Federal income tax.

Let me summarize my major points briefly at the start.

1. I support the Revenue Act of 1963 in general, and recommend
- that it be enacted. '

The American economy needs the stimulus of a strongly expansion-
ist cconomie policy by the Federal Government. Fiscal policy is prob-
ably the most effective way to promote greater economic activity and
thereby reduce the excessively high and 1[I)ersistent, unemployment level
and to raise the la%)ging growth rate. The sizable tax reguction in this
bill of about $11 billion annually will be a major and much needed
stimulant to the lagging economg.

2. A requirement that the Federal spending be cut to accompany
the tax cut would be unfortunate in that it would dilute the stimulus of
the tax reduction.

A reduction in Federal spending would offset-or cancel the expan-
sionist effect of the tax reduction, the extent depending on the relative
amounts. A reduction in Government spending reduces aggregate
demand, while tax reduction by increasing after tax incomes of indi-
viduals and corporations will tend to increase aggregate demand.

! 2173
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Of course, the Federal Government should always be prudent and
thrifty in its spending. It does face large and growing responsibili-
ties. It should always perform its functions as efficiently and as eco-
nomically as possible. If it does become possible and desirable to
reduce ¥ederal spending while meeting all of its responsibilities, I
would applaud the reduction. With economic expansion the present
goal, however, any reduction in Government spending should be
pairéd with an increase in the size of the tax cut to achieve the same
net stimulant to the economy. The economy may also need some
increase in certain Federal programs as part of a comprehensive and
effective attack to reduce unemployment and promote economic growth.
A commitment to reduce or freeze Federal spending might make such
programs impossible.

3. I recommend that certain key provisions in H.R. 8363 be revised
to include more tax reform and to adhere more closely to a progressive
tax system. '

The revisions I will suggest will do much to make the revised income
tax equitable, to permit ever greater reductions in tax rates, to improve
the allocation of resources, to minimize tax considerations in private
economic decisions, and to strengthen the incentives and the means to
create more jobs and achieve a higher rate of economic growth,

There is a fear of a shift in the bill from emphasis on income taxes
based on ability to pay to emphasis on other taxes which are regressive.
Or I might highlight these last two points, that the concern which
some have is the possibility that the expansionist effect may be lost
or heavily diluted by cuts in spending, that needed programs will not
be adequately supported, and that the only major progressive taxes
in our national tax system will be deemphasized.

Tet me try to develop each of these thres points briefly.

First, the need for tax reduction to promote economic expansion.
The economy is presently setting new levels by many different eco-
nomic measures.

Senator Gore. Mr. Chairman, I have looked over this paper. I
think it is one of the most important that T have seen come before the
committee,

Senator Doueras. I think I would like to suggest the witness be
given full time to develop his points.

The CuatryaAN. Proceed, sir.  'Whatever time is necessary.

Senator Gore. You were generous in suggesting the limitation but I
have examined your paper and I think it is worthy of full consid-
eration.

Mr. HeLr,morh. Thank you. A

Senator Gore. I wouldn’t suggest I think more of it than you do.

The? CuamrvMan. Do you want to start at the beginning of your
paper

Mr. HeLLyurs. Let me proceed.

1. Tax reduction needed to promote cconomic expansion: The
American economy currently is setting new records in total employ-
ment, personal income, gross national product, corporate profits, stock
market prices, and automobile output. The wholesale price index is
no higher than it was b years ago and the Consumer Price Index has
increased only about 114 percent a year over the same period. The
economy generally is more prosperous than it has ever been.
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Senator Gore. Mr. Chairman, could I break in there just a mo-
ment——

The CuAmryMAN. Senator Gore. .

Senator Gore (continuing). To add further emphasis to the para-
graph which you have just read. I just listened to Dr. Heller on a
television program and he said that proposed capital outlays of busi-
ness for next year were at an alltime high and that we were on the
verge—I think he added that perhaps we just might already be there—
of a $600 billion economy, . _

I do not want to overstate his position, but it was a most eloquent
testimonial to the level of prosperity and capital outlay in existence
now. :

I just add that for emphasis to this paragraph. , e e

Senator WirrL1azs. May I ask a question in connection with this,
too? Do I understand that it is your feeling that in the light of the
conditions that you have just described, it would be disastrous to sug-
gest that we balance the budget at this time?

Mr. HeLarora. ' What were your last few words, Senator?

Senator WrLrra»s. Do you think it would be disastrous for us to
try to live within our income in the prosperous conditions under which
we are now operating?

Mr, HeLeamora, I think we are at a record level of prosperity but
we are also in mgr judgment not measuring up to our potential by
something like $40 billion a year which I would plan to develop in my
next paragraph or two.

Senator WirLrrass. Well, all right.

Mr. Hevryrora. Despite these record performances, however, the
economy might be characterized as in a state of high level stagnation.
The unemployment rate every month since 1957 has been above 5 per-
cent, tho rate of unemployment now shows no improvement over a
Year ago, the utilization of productive capacity is unsatisfactory, esti-
mated earher at 83 percent of capacity, against a favored rate of 92
percent of capacity. An increase in GNP of at least $40 billion at an
annual rate is needed immediately to reduce unemployment from 5.5
to 4 percent of the labor force. In other words, a GNP of
about $625 billion in 1963 would have reduced unemployment to a
tolerable level of 4 percent, in comparison with an actual GNP of
approz;lmate]y §582 billion and an average unemployment rate of 5.7
percent.

This increase of at least $40 billion in GNP is needed now in the
short run to permit a full recovery from recent recessions and achieve-
ment of a fuﬁ measure of prosperity.

The rate of economic growth in the United States has been inade-
quate compared to our goals, compared to our historical performance,
and compared to the performance of other industrial countries of the
world. Our actual rate of economic growth has been about 2.7 percent
a year over the last 8 years, against a goal of 4 percent,

I would add here an annual real growth of 4 percent or about $25
billion a year at the present gross national product level is needed in
the long run te absorb the growing labor force and the increase in
productivity.

The Federal budget by any of the three usual measures has shown a
deficit in 5 out of the last 6 fiscal years, and the current year and the

/
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1965 fiscal year are also expected to be deficit years. These chronic
Federal deficits largely reflect the unsatisfactory performance of the
economy compared with a full employment economy.

The present tax system would generate a surplus if in fiscal 1964 the
gross national product were at least $605 billion or higher in the cur-
rent year, instead of a figure about $25 billion less. Balance in the
Federal budget depends on achievement of a balance in the national
economy at & full employment level without inflation.

_Current prospects for 1964 indicate no elements in the economy
which generate a major move ahead to wipe out the shortfall of total
demand. That is, not allowing for the possible tax reduction.

Consumption spending and spending by State and local govern-
ments are expected to increase at the usual normal rates of recent years.
The recent McGraw-Hill survey of business investment plans projects
expenditures of $40.7 billion for 1964, slightly below the present rate
of $41.1 billion.

Passage of this act is the major hope of the administration and the
economy to achieve full employment in the short run and a satisfactory
rate of economic growth in the long run,

An active fiscal policy to promote economic expansion involves
greater spending, lower taxes, or both. The Federal budget in recent
years has shown significant annual increases averaging $4.1 billion
& year over the last 7 years, for example. This increase in spend-
ing has had an expansionist effect, but not in sufficient strength to
bring the economy to a full employment level.

Further annual increases of this approximate magnitude would con-
tinue to be helpful, but inadequate, to bring the move ahead that the
economy needs. Some observers would prefer that further large in-
creages in Government spending be the route followed to achieve full
employment through an expansionist fiscal policy. A persuasive caso
can be made for sizable additional amounts of spending for education,
health, and hospitals, recreation, natural resources, slum clearance and
urban renewal, and aid to depressed areas. The choice between empha-
sis on greater Federal spending or lower taxes is debatable.

The administration about a year ago made the decision in favor of
a major tax reduction, and against large increases in Government
spending. The economics of the case for tax reduction as a means to
achieve a sizable increase in gross national product is convincing.
Personal incomes after taxes would rise by $8.9 billion, at an annual
rate, and a large part of this, perhaps 92 to 94 percent based on recent
experience, woult? be respent on consumer goods and services, directly
providing more jobs, putting idle productive capacity to woik, and
creating incentives for more investment in plant and equipment.

The $2.2 billion of corporate tax reduction would encourage pri-
vate investment in two ways. It would increase by about 10 to 12
percent the expected rate of return on new investments, and would
also provide that amount of additional funds to finance investment
and increass dividends.

An economic analysis of budget and fiscal policy of recent years
indicates that the Federal budget comes into balance at a level of
GNP below a level adequate to achieve an acceptable floor under eco-
nomic growth and an acceptable ceiling on unemployment. The eco-
nomic recovery in 1959-60 for example faded before the economy had
gotten into & high plateau of prosperity.

-




REVENUE ACT OF 1063 2177

The Federal bud%et on a national income account basis shifted
from deficit to surplus in the first_quarter of 1960 well before full
recovery had been attained and while unemployment had dropped
only to 5.1 percent. At the peak of the previous boom (July 1956-
‘June 1957) the comparable unemployment rate was 4.1 percent. This
suggests that Federal fiscal policy with the present tax structure tends
to sﬁift. from an expansionist to a restrictive effect before the recovery
has been fully achieved, and long before a restrictive, anti-inflation-
ary policy is needed. _ L

"l"hus scal policy, with the present Federal tax system, applies
the brakes too soon and too hard. The 1963 Federal budget would
have been in balance if 1962 GNP had been about $575 billion, against
the actual $555 billion. A GNP of about $600 billion, however, would
have been necessary to achieve a high enough level of output, income,
and employment to reduce unemployment to a 4-percent rate. And 1
question whether the 4 percent unemployment rate is not too high to
be an acceptable long-run goal, and suggest that a really acceptable
ceiling wonld be a maximum of 3 to 314 percent unbmpéggment.

Not only does the present tax system provide a balanced b d%a
when the national economy is still unbalanced on the low side; the
present tax system also_takes too large a fraction out of an increase
In income as income rises. As GNP rises, the increase in Federal
taxes is about one-third of the increase in GNP. The large and sweep-
ing reductions in Federal rates on personal and corporate income un-
der the Revenue Act of 1963 woulgereduoe the marginai tax take of
GNP to about 27 percent. In addition, the Federal Government budg-
et would be balanced at a GNP about $35 to $40 billion higher than
the present level at which balance would be achieved.

2. Relation of Federal spending to tax reduction: The American
economy needs now an increase in GNP of at least $10 billion to re-
duce unemployment and measure up to a reasonable potential in the
short run. This increase is needed over and above the rise in GHP
resulting from gradual annual increases in private demand for con-
sumption and investment and public demand by Federal, State and
local governments. .

The economic boost from this bill is more likely to be insufficient,
rather than excessive, to generate an expansion of at least $40 bil-
lion in GNP. Any diminution in the magnitude of the expansion-
ist effect through a smaller tax reduction would reduce the chances
that the desired economic effects from tax réduction would be real-
ized. The tax cut is expected to cause, directly and indirectly, an
inciease in GNP of approximabelly $25 to é30 billion.

The average increase in the Federal budget, from fiscal year 1957
through recent estimates for fiscal year 1964, has been about $4 billion
amually. If Federal spending declines, or rises at a lower rate than
in recent years, this will tend to offset in part the expansionist effect
of the tax reduction. To achieve the same net expansionist effect
from the Federal sector of the economy, a tax cut larger than the -
$11 billion now proposed would be needed.

The amount and composition of Federal spending should be based
on the merits and benefits of the various Federal programs. These
merits and benefits are not changed by tax reduction. Tax reduction,
on the other hand, by strengthenin,g the private sector of the econ-
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omy—creating; more income and more jobs—will tend to reduce cer-
tain Government expenditures and reduce the pressure for others.

It would be unfortunately, untimely, and perhaps wasteful to freeze
the amount to be spent on existing programs or to prohibit any new
programs. The economy and the world in which we live are dynamic
and changing rapidly. Qur population is growing and the labor
force faces a record growth beginning in 1965, reflecting the bumper
cmﬁ of postwar babies from 1947 on, who are currently juniors in
high school. :

ertainly relatively new programs meet clearly identified needs, such
as job retrainin% accelerated public works, area redevelopment, grants
and loans to co ieges and universities and their students, and aid to
the retarded. These programs reflect efforts to reduce structursl un-
employment and chronic unemdployment, in certain geograghic pockets,
on the one hand, and to provide education and training of better qual-
ity to more peo ie, on the other.

As requested by President Johnson, Government agencies should
perform their fucntions frugally and economically. There should be
continual pressure from Congress and the President for cost reduction
in existing programs and a reexamination of all programs to identify
an'!cut back or eliminate those which are no longer needed.

Un the other hand, it would be unwise, wasteful, and short sighted
to rule out all new programs or increases in present }ﬁ)ograms. Con-

ess and the executive branch should continually be alert to shift

unds and to increase or reduce spending to adjust to changing priori-
ties and new situations.

If a comment is a ll))ro riate on the Federal deficit and on the Fed-
eral debt, as affected by the proposed tax reduction, I would associate
myself with the statement signed by 413 economists and presented by
Prof. Lester V. Chandler, of Princeton Univercity, at these hearings
on October 24. In summary, this statement took the position that,
under the circumstances, the increase in the deficit is not too large and
that the moderate increase in the debt expected from the tax reduction
is nothing to fear.

3. The opportunity and the need for tax reform: The actions of
the Committes on Finance and the Senate itself provide an unmatched
opportunity for a renewal of efforts for tax reform. Rate reduction
is one major component of reform of individual and corporate income
taxes. Structural changes to improve the equity of the tax system and
to make the tax sf)lrstem more neutral between different types of eco-
nomic activity is the other major component.

The Congress in the Life Insurance Income Tax Act of 1959 and in
many provisions of the Revenue Act of 1962 hdas made significant
progress toward greater equity and neutrality. Those two acts are
examples of thesteps in recent yearsin this direction,.

H%( 8363 presently includes a number of features'which will further
the cause of structural reforms, but some of the major proposals of
the administration are missing entirely or have been greatly diluted.
In two cases, new preferential features have been introduced with-
out any offsetting gains to tax neutrality. )

Neutrality of a tax system between different typés of economic
activity is a genuinely conservative goal. Members of Congress, busi-
nessmen, investors, and economists among others believe that decisions




REVENUE ACT OF 1068 2179

made in free, competitive markets should generally determine price,
roduction, investment, and employment. For more than 20 years,
owever, tax considerations have E}étged a major and probably in-
creasing role, and the forces of the market a reduced role. - Adop-
tion of the program of tax reform together with tax reduction would
be o major step toward minimizing tax factors in the decisions of
consumers and businessmen. President Kennedy’s tax message of
-January 24 pointed out that— : o
s + * theso preferences and speclal provisions also restrict our rate of growth
and distort the flow of investment. * * * (these preferences) artificially distort
the use of resources, inhibit the mobility and formation of capital, add com-
plexities and inequities which undermine the morale of the taxpayer, and make

tax avoldance rather than market factors a prime consideration in too many
economic decisions.

¢ * ¢ the excesslve high tax rates and the various tax concessions have in
the past been associated with each other, and they should be eliminated to-
gether * * *, - .

Some people have given up hope for tax reform. An article en-
titled “The Slow, Quiet Murder of Tax Reform,” by Philip M. Stern
in the current (December 1963) issue of Harper’s concludes that re-
form, although not entirely futile, is a losing battle as

* ¢ * over the years, the exceptions and preferences in the tax laws have

grown rather than diminished in number ¢ * *,
Like several members of this committee, although sometimes discour-
aged, I remain an optimist, and believe that tax reform is important
and that efforts to achieve reforms have achieved someé noticeable
imBrovement. o :

The income tax is a precious national asset. It must not be allowed
to waste away, Its stre,n%th depends in part on the confidence of
the mass of the people in the justice of the tax laws and their admin-
istration. If the feeling continues to spread that the tax system favors
certain groups and industries, either by preferential legislative pro-
visions or through uneven or capricious enforcement, the people will
lose confidence in the tax system, and this loss of confidence may be
irreversible.

Several additional structural reforms would raise a substantial
amount of revenue, and this additional revenue yield would make
gossible a larger rate reduction than is now included in the bill. The

eterrent effect of income taxes is primarily in the higher rates.

A larger reduction in rates accompanied by the removal of more
preferential features would reduce the disincentive effects of income
taxes, while simultaneously making the taxes more equitable. The
rate reductions proposed are so large relative to most preferential
provisions removed or modified that the result for most individuals
and corporations will be a net reduction in income taxes. Any addi-
tional revenue gained by removing more preferential features should
be put into further rate reduction over the whole income range.

he most favorable action on tax reform which the Committce

on Finance might take would be to include certain provisions recom-

}mIended by the administration, but not in H.R. 8363 as passed by the
ouse. :

(1) I recommend highest priority be given to restoring a ?rovision
that unrealized capital gains be subject to taxation dt times of transfer
. by death or gift, or, as an alternative, that basis of the decedent or
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donor be carried over to the recipient. The latter version was ap-
proved in principle by the Committee on Ways and Means but agree-
ment was not reached on statutory language to carry out this intent.

I recommend that the Committes on Finance, in view of the expecta-
tion that consideration of the bill will be carried over into 1964, include
this feature in the bill, The inclusion of this provision would do
more to increase the mobility of capital and improve the allocation
%f resources than any other single action the committee might take.

he “lock-in” effect of the capital gains tax would be substantially
diminighed by removing the opportunity for these unrealized gains—
unrealized at least at the time of death or gift—to escape income
taxation, not only at the time of transfer but forever. _

The Treasury’s proposal provided adequately for exemptions of
transfers of personal property and household goods, transfers to the
surviving spouse, charitable contributions, and complete exemption
below a generous minimum, The Treasury recommendation also pro-
vided for convenient installment payments and for deduction of
income taxes in computing the amount subject to estate taxes.

Senator WiLriams. May I ask a question at that point? Do you
endorse the Treasury’s recommendation in that event or the President’s
recommendationf? You see, the President did not carry any exemp-
tions in his recommendation,

Mr. Hevoyora. I would be happy to see the Treasury’s recom-
mendations adopted.

Senator Gore. Did you say the Pre.ident did not——

Senator Wiriams. I don’t think the President included any exemp-
tions at all. It was a straight tax and would eliminate the exemptions.
The Secretary of the Treasury, as I understand it, before the com-
mittee later did recommend that the exemption be carried as you
suﬁfested in your paper. )

r. HeLuayrura, Your memory, Senator, I am sure is better than
mine but I have a vague recollection that the President made a general
roposal and suggested that the details would be presented by the
ecretary of the sury and that there may not be a contradiction
or a sharp difference hetween these two.

Senator Wirrranms. Perhaps not. ,

Senator Gore. Mr. Chairman, since the witness has been inter-
rupted, I would like to make just one brief interruption myself.

octor, in your statement yousay:

The lock-in effect of the capital gains tax would be substantially diminished
by removing the opportunity for the unrealized gains to escape income taxation,
not only at the time of transfer but forever. .

As a matter of fact, the unrealized gains, though very real, under
lpres.ent law can escape taxation of any sort forever so far as Federal

evies are concerned. , ‘ :

Mr. HeLarurH. You say they cannot escape?

Senator Gore. They can. S% in the case of restricted stock option
vast fortunes can be accumulated and passed from father to son and

randson and %reat-grandson, under present law, without any Federal
levy being applied to these gains and fortunes at any time, anywhere,
in any manner. A , o
. Mr. ﬁﬁ,nmmm. This is one example, sir, of-the thing that I had
in mind. ' : .
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Senator WirLiasms. Would the Senator yield ¢
Senator Gore. Would you first let him answer? Is that a correct
_statement of the present law ¢ : '

Mr. HeLuyora., That is my understanding of it ; yes, sir.

Senator WiLLians. Well, now, are not they under present law sub-
ject to inheritance tax at the full market value at the date of death
and therefore they would be—the unrealized gains are subject to some
tax under our existing structure, are they not

Mr. HELLMUTH. W%hat I said is escape income taxation forever.

Senator Wirriass. But the question which was asked you is whether
or not they escape tax forever, They are taxed at the inheritance tax
rate:} as all unrealized gains even under existing procedure, are they
a0t

Mr. Hevryora. Yes, sir.

Senator Wirriams. And that runs as high at 70 percent, does it not?

Mr. HevumoTn, Yes, it does,

Senator Wirriams, So in effect some of these unrealized gains are
already taxed as'high as 70 percent under existing law. Is that not
correct ¥

Mvr. HeLumorH. That is correct.

Senator Gore. I would like a statement from Mr. Stam on that,
whether or not the——

Senator WiLLiams. At the time of death.

Mr. Stanm. At the time of death the estate tax adopts the value at
the date of death or I think 1 year from the date of death. We have
an alternative in there. 'We do get whatever property is left at death
if it is subject to the estate tax, we tax it st the value at that time.
So that the appreciation up to that time would be reflected in the value
at the date of death.

Senator WiLriams. In other words, if it is stock which was bought

" for $25 a share and was selling at $200 at the date of death, or. that
1-year option thereafter, the tax is paid on the full $200 with no rela-
tionship to the original cost. Isthat not correct?

Mr, éTAM. Yes.

Senator WiLLiams. So this tax—I am not saying that we shouldn’t
consider whether it is a capital gains tax or not, but to the extent
that the capital gains tax was levied as recommended by the admin-
istration and by you, it would reduce the amount, the total value of
the estate, and thereby there would be less tax on the estate tax, the
final estate tax, or inheritance tax, is that not correct ? :

Mr. Herusrorir. That would be true under the Treasury proposal,
yes.

Senator Wirrrasms. What you are proposing is a double tax at the
time of death, is that not so? Tirst a capital gains tax on the un-
realized income and then you are recommending the estate tax on the
remainder of the estate after the capital gains tax is paid.

Mr. Hecnyurir, This would be correct. It would be, I think,
parallel to the situation where some other person with the same hold-
ings had sold those before his death and had converted to some other
assets, where then the realized gain would have been subject to
the c_ap]ital gains tax and the estate tax would then apply to the
remainder.

!
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Senator WrLLiams. But the point I am trying to establish here
is that wo are not inaking & decision between a tax or no tax at the
time of death but we are making a decision whether it would be one
tax or two taxes at the time of death. '

Mr. HeLiarors. That is correct. It weuld seem to me another way
of stating it is whether or not the income tax would ever apply to
these, given the fact that the estate tax with its different level of
exemptions and different rate structure clearly does apply.

An estate tax will be levied on assets which are transferred by death,
but no income tax applies on gains on capital assets in the estate. An
example of two different situations mi%ht illustrate the point. In the
first case, Mr. A dies, leaving a taxable estats of $100,000 for which
Mr. A paid $100,000 of his after-tax income. ' In the second case, Mr.
B dies, leaving a taxable estate of $100,000 for which Mr. B paid
$5,000 of his after-tax income. Other things being equal, Mr. A and
" Mr. B would each pay thé same estate tax. Mr. B and his heirs, under
present law, would never pay any income tax on the $95000 gain
in his estate. Mr. B’s tax basis of $5,000 would disappear, and his
heirs would acquire a basis of $100,000.

Senator Gore. Well, if T may just complete this, I accept the cor-
rection by Senator Williams and Mr. Stam,

What is avoided or escaped under present law is the application of
either an income tax or a capital gains tax at any time.

Mr. Hevearurs. That is correct; yes. That is what I had under-
stood you to say before, apparently incorrectly, and agreed with you.
T agree with you now. ,

enator Gore. Then in the cass of the restricted stock option, under

resent law, whatever gains there may be and however easily real-

1zable through the market, they can pass through forever without
the application of either ordinary income or capital gains tax.

Mr. Hreuuaorn, That isright.  Yes, sir. !

Senator Doucras. Mr, Chairman, since we have launched upon this
scene of discussion, les me say that the ﬁnaI-Fmpoml of the Treasury
to Ways and Means on this matter was as follows, that there be a lib-
eral exemption of $60,000 in inheritance fres from capital gains taxa-
tion, that the capital gains tax only be levied when realized, not levied
on the unrealized gains, and third, that the amount of the inheritance
tax paid should be deducted from the amount of capital gainsg tax due
and that only the residual then be levied as an extra tax,

I think—1I have asked the Treasury to produce statistics as to what
the annual yield would be with these modifications and I think it is
my present intention to offer that as an amendment to the bill,

1 wonder if you have any comments on that revised Froposal.

Mr., Hevtatora. I would think that would be gn excellent way to
get at it. It would get the mu{or equity effect and would take proper
consideration of an exemption level and of other—also not having the
two taxes paid at the time if there was not realization of the gains.

Sonator Gore. Well, Doctor, I notice from time to time people ex-
cuse themselves, or otherwise tend to minimize benefits, by referring
to their gains as paper profits, You can sell the stuff, can’t you?

Mr. Heutaurh, Surely. s o

Senator Gore. So a paper profit—the phrase “paper profit” has

comse to be a cliche. If in our economic currency of today, a person
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had realized $100,000 in paper profits in & marketable security, he has
in fact very real profits which he has realized. Would you say——

Mr. Herumora, I would agree with that, yes, He-clearly has this
‘much additional purchasing power compared to other people in the

" economy and compared to his previous situation.

Senator Gore. Or in any analysis of his worth, any financial state-
ment, his assets would be increase by $100,000. ‘ '

Mr, Hrurayora, True. P -

- Senator Gogre. Yet this is dismissed by somie as being mere paper
prof?its. As a matter of fact, many of our profits are paper, are they"
not “ )

Mr. HeLLmuTH. Yes; they are. : L

Senator Gore. Asis tilemoney in your billfold. - C

Senator Douaras. Well, now, since we have launched into this dis-’
cussion of economic tax etymology, may I say my good friend from
Tennessee is, I think, the best authority on the dictionary that we
have in the Senate. I would like to say that the definition of paper
profits is only exceeded in casuistry by the term “paper loss.” Wehad
an explanation yesterday of the term “paper loss,”? a loss which does
not occur in realty but which, because of the tax law or tax laws, can be
used as an offset against proﬁts to diminish the taxes paid to the Fed-"
eral Government.- When my good friend .from Tennessee creates a
“Gore Dictionary of Financial Terms” I suggest he define paper losses
in satirical language just as he does paper profits..

Senator Gore. I shall accommodate you.

Senator Wirtriams. Since we are in here, ﬁ)aper losses or paper

rofits cannot be counted exactly the same as the cash in your pocket.

ou can use your cash in your pocket at any time and paper profits
can only be used when you sell, and would it not be a physical
impossibility for everybody to cash in on their paper profits in the
stock market? Who would buyit? .

Mr. HernyurH, Certainly it would. There would have to be buyers.

Senator WiLLIAMS. Sure; and if everybody decided to cash in their
paper protits, there couldn’t be enough buyers and the question that
comes to my mind in considering this, paper profits do have ways of
vanishing as evidenced by the precipitous break in the stock market
about a year ago following the discussion on the steel prices. -

Now, under our existing law and under the Treasury’s recommenda-
tion, they would still take into consideration the value, the market
value of an estate on the day the man dies. An estate—if a man
passes away when the stock market is vi- y high, you get this precipi-
tous break in the mearntime or after this year’s lapse where he could
change his valuations, the estate would then still be under the adminis-
tration proposal subject to a capital gains tax on a paper profit which
existed at tﬁg time of death but which had vanished completely at the
time of payment, would it not? T mean that situation would readily
develop under this }i)roposal, wouldn’t it, where a man would be payin
a sizable capital gains tax on a large potential pag‘er profit which di
exist at the time of death or 1 year thereafter but which had completely
vanished into tiin air as a result of the break in the stock market.

Mr. Hevnora, Might T appeal to Senator Douglas for assistance
om the instance he cited%

!
24-582--83—pt. &—90
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Senator WirLiams. Senator Douglas’ instance would corrvect that,
his recommendation as he made to the Treasury Department would cor-
rect that somewhat. But the——

Senator Dovaras. Correct it completely. :

Senator WirLLiays. That is right. But the proposal which you are
recommending here, that capital gain at the time of death—that would
nobcorrect it.

Mr. Herumore, Tamafraid I should have done my homework more
carefully. I didn't go through every one of the seven volumes of the
Committee on Ways and Means and am not well acquainted with the
last version of the Treasury’s proposal. I think that would be an
improvement and I would certainly accept that as—— -

enator DoueLas. I am not certain that it even appears in the print-
ed record. I havenot gone through all the seven volumes.

Senator Witrrams. I'think it isin the committee.

Senator Dougras. But there was an offer made which may have been
made in executive session, but I have checked with the 'Treasury and
theg confirm the fact that this modification was offered.

enator WiLLrams. You are correct. The modification was offered.
If 1 am not mistaken, they did include it in our record here before the.
committee as a supplement, I think,

Senator Dougras. Inresponse to a question which I asked.

Senator Wirriams. Yes, I think so.

Senator Gore. Off the record.

(Discussion off the record.)

Mr. Hecnyura, Senator Williams, my main point was not to ad-
vocate vigorously a single version of the proposal but to suggest that
it seemed to me most inequitable that there be a situation in which
gains could be carried through perhaps from generation to generation
and never become subject to either the ordinary income tax or the
capital gains tax, and I had suggested that possibly the Ways and
Means version, which was that the basis of the donor or the decedent
be carried forward, would be another way that would keep subject
to tax the gain with the tax to become a liability at the time the gain
is realized. ‘

Senator Gore. Mr. Chairman, I suggest that my distinguished col-
leagues from Illinois and Nelaware take o look at an amendment which
I have already introduced in this regard, which may be very close
to their point of view, and it just may be that the Treasury ought to
be asked to comment upon it.

Senator Douaras. I‘t)ois identical with the suggestion which I have
made. It is an indication of the way in which great and noble minds
tend to complete agreement. I doubt that the Senator from Delaware
will accept it now.

Senator WirLrams. T want to look at it before Iaccept it, but what
I was trying to get clear in the record was that they are not escaping
taxes altogether as was indicated in your first understanding. The
are presently being taxed at the ful? market value at date of deat
or as an_election, tl-ey can select the market value 1 year from.that
date under existing 'aw. But in any event, the full market value
on all unrealized i1 e, stock options or otherwise, are taxed.vnder
existing law tosome  -ntnow, A - ‘
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Mr. Hecuyorin. Are taxed under the estate tax. I indicated “to
escape income taxation” and I am afraid did not answer one of the
questions correctly. . .
-~ To resume, the Treasury recommendation would greatly improve
the equity of the tax system, by making subject to tax unrealized gains
of large magnitude which now avoid completely any Federal income
tax. Mr. Harvey Brazer, then head of the Treasury’s Office of Tax
Analysis, estimated the unrealized capital gains now exempt from
incom(laltax by transfer through gift or death at about $12 to $13 billion
annually. .

Undei'y the Treasury’s proposals, as I understand them, not all that
$12 or $13 billion would get into the base. Some of this would cer-
tainly be taken out by the exemptions that are suggested.

Secretary Dillion, earlier in these hearings (at p. 308), said of this
feature: , ‘

I think if we had had that capital gaing tax at death or carryover hazls it
would have been one of the great advances that has been made.

The inclusion of only 40 percent of gains on capital nssets held more
than 2 years, now included in the l:oiﬁ(,l should be stricken, as recom-
mended by Secretary Dillon, in the absence of other and new provisions
to tighten the tax treatment on these gains. However, if income taxa-
tion of unrealized gains at death, or carryover of basis is added to
the bill, T would recommend that the 40 percent rate on capital gains -
narrowly defined held for more than 2 years be continued. ‘

I think this latter position, keeping the lower inclusion and making
the other change, would be much preferred in terms of both equity
and economic effects,

(2) Second priority would go to further tightening of the tax
treatment of natural resources. The administration recommended
four changes with a net revenue gain of $185 million a year (a revised
estimate included in Secretary Dillion’s testimony), but the House
adopted only one of these reforms with a revenue gain of $40 million.

Inclusion of the other three recommendations of the administration,
covering carryover of excess deductions in computing net income, capi-
tal gains from the sale of mineral properties, and separation of deduc-
tions on foreign operations, would be a modest step in reducing
greferent,ial treatment of the gas, oil, and other natural resources in-

ustries, compared to other taxpayers. The net gain of $185 million—
that is an additional $145 million—would be a very small percentage
of the total of approximately $5.6 billion now available through per-
centage depletion and the intangible drilling and developments costs.
Of course, a renewal ¢f the bipartisan effort of courageous Senators
to reduce the percentage depletion allowances would be a more
straightforward and effective method to achieve the result of tax neu-
trality and equity.

Senator Doueras. T ask that the Senator from Delaware be per-
mitted, Mr. Chairman, to take a bow. There are others here who
would take a bow, too if requested.

Mr. HELLMUTH. l\fy only observation here might be that most of the
people entitled to take & bow are now in this room. It is too bad that
the number isn’t much latger.

Senator Wirttams. It may be larger than you think when we get
through voting. Cos

!
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Mr. Heruyors, ‘We hopeso. Some of us will ho&)e S0, .

My third priority recommendation is that the definition of the in-
come subject to capital gains treatment be tightened to exclude gains
from stock options, the sale of timber, and livestock, and lump-sum
distributions. Also, the addition of capital gains treatment to iron
ore royalties, made for the first time in H.R. 8363, should be stricken.
‘With significantly lower rates on ordinary income, the possible earlier
justification for capital gains treatment for these kinds of income is
removed.

I should also add that the averaging provision makes the desirabil-
ity of capital gains treatment much less necessary. _

The administration, the Ways and Means Committee, and the House
of Representatives are to be commended for numerous actions includ-
ing those on minimum standard deductions, income averaging, the
limitation on deductions for certain State and local taxes, the allow-
ance of deductions for casualty losses only above $100, the restriction
on the exclusion of sick pay, and the exclusion of deductions for premi-

- urns on certain group term insurance, They are also to be commended
for the removaf; of the dividend credit and for the tightening of the
treatment on personal holding companies. The Ways and Means Com-
mittee ig also to be commended for its initiative on bank-loan insur-
ance, whereby deduction for interest charges is denied when it is
associated with a systematic plan to borrow to pay premiums on life
insurance policies,

The tightening of tax treatment on stock options is also to be com-
mended, as a significant step in the right direction: this not only liinits
a tax inequity but eliminates tax features which made the tax treat-
ment of stock options inconsistent with the basic rationale of these
options, namely, to identify the interests of management with those of
stockholders, = = o »

Senator Gore. Mr. Chairman, I hope you begin to see why I
thought it was important for this witness to give his statement.

The Crairyan, . Yes, sir. - I agree with you.

- Mr. HELuyoTH. Stronger incentives and more purchasing power to
promgte both private consumption and private investment are needed
to achieve a large and sustainable economic expansion, Tax reduction
to promote only investment is not enough. This approach seenis to
have dominated tax changes at the Federal lavel for the last decade.

The Revenue Act of 1954, for example. emphasized strengthening
the incentives and the financial capacity to invest by such provisions
as more liberal deductions for depreciation and the dividend-received
credit. The Revenue Act of 1962 emphasized the investment credit
to stimulate new plant and equipment expenditures. Administrative
action in 1962 on depreciation guidelines followed the same path.
All of these actions concentrated on encouraging investment as the
meanshto reduce unemployment and increase the rvate of economic

rowth, : :
& The only general tax rates to be changed over this period have been
increased rates on ﬁasoline and on social security taxes, both regressive
taxes, only partially offset by reductions in certain excises on travel.
Tn other words, major statutory changes have resulted in higher rates
on certain regressive taxes—and lower effective rates on corporate and
other business income. » :
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It is not possible to be certain what the effects of the actual tax
changes have been, or what would have been' the situation in their.
absence. It is clear, however, that the recent emphasis on tax incen-
tives for investment hias not been successful in reducing unemploy-
ment even to § percent—much less to 4 percent—or in raising the
growth rate to 4 percent. It is also clear that corporate business in
general does not now lack funds to finance its investments.

hSenator Gore. Mr, Chairman, I cannot resist asking a question
there, '

The Crramraran. Goahead, Mr. Senator.

Senator Gore. Upon what basis, then, can anyone confidently con-
clude and predict that a further increase in tax incentive for invest-
ment will accomplish that which it has failed to accomplish, to which
you have just testified ?

Mr. Henryura. I think the hope would be that the increased rates
of return that would come along as a result of the lower rates would
be a spur to further investment.

Taken alone, it would be a spur to further investment mainly in
cost-reducing types of investment because in many industries we have
idle capacity that has to he put to work first before we are likely to get
much net expansion or investment that will lead to expansion in
out‘puh

Senator Gore. Well, your answer is, then, that there are hopes.
These same hopes were advanced before this committee heretofore in-
support of tax mncentives for investment. As you have said, the hopes
were not realized and you also just said:

1t i3 also clear that corporate business in general does not lack funds to finance
jts investments.

As a matter of fact, as I cited earlier, Dr. Heller stated on television
this morning that the planned capital outlays were at an all-time high
and you cannot cite only the liquidity of corporations, cash reserves
retained earnings, level of profits, but also a very high level of personai
savings. There are also ample funds in insurance companies, banks,
savings and loan institutions. So if there is no need, as you say, for
more Investment capital and if the incentives for investment hereto-
fore have failed to bring about a realization of these hopes, how can
we with any confidence proceed upon the notion that, despite the
failures of the past, we must procead nevertheless with hope that these
measures will accomplish that which they have failed to accomplish?

Mr. HeLuayurs, T think the difference here might be that the bill
does more than expand incentives which had been the major emphasis
of other recent bills. It also provides a substantial spur to increase
consumption, to make the additional increase of investment worth
while, to make investment for expansion worth while.

The concern I have is whether the balance between these two is
proper, whether perhaps there might not be a stronger inducement to,
and more provision of the purchasing power to provide this consump-
tion that will take off the market the things that the businessmen have
to sell and which they would have to sell in more abundance and
perhaps at lower cost if they undertake more investment.

‘Senator Gore. Well, if I may interpret your statement and your
two replies to my question, it seems to me that incentives for investment
- have not accomplished the desired hope heretofore, that there is no



2188 REVENUE ACT OF 1063

particular shortage of investment capital now, and therefore no par-
ticular need for further tax incentives, the emphasis having been for
the past 10 years upon the creation of just such tax incentives, and
therefore the real need for stimulus in the economy is in consumer
demand.

Would that be a fair interpretion of your answers and statements?

Mr. Hernymura, This wou{)d certainly be the emphasis of my state-
ment. If I were writing an economic analysis and did not have
})olitical problems to be concerned with, I would certainly put very
reavy emphasis on support for consumption, given the other types of
changes that have occurred in recent years to make investment more
attractive.

Senator Gore., Mr. Chairman, since I have interrupted, and I
apologize to the committee for doing so, I would like at this point, if
Imay, toread from a transeript of Dr. Heller’s statement this morning.

The Craryax. Without objection.

Senator Gore. This was given to me by a stenographic service that
transcribed the program called Today, a program on which Dr. Hel-
ler was interviewed by the distinguished commentator and reporter,
Martin Agronsky.

“Well, in looking ahead”—before quoting, as I recall it, Mr. Agron-
sky had asked Dr. Heller about his conference with President Johnson
vesterday as to the state of the ec~nomy. And here was his reply:

Well, in looking ahead, we examined some of the prospects of ‘the economy
we looked at the very good prospects as far as automobliles, housing; as far as
capital spending by business. Plant and equipment appropriations are at a new
high. I think what we were looking at were essentially the sources of strength
in the economy and we found them reassuring. We found a solid basis for what
had hanppened in the stoek market the other day—a solid basis for the confldence
that has been expressed in the economy. Indeed, I think we can look forward
very confidently within the next month or two to topping that magic $600
billion mark in the Nation’s rate of output. :

Mr. AcaoxsKY. How far are we from it now? )

Mr. Hruier., Well, we must be—we don’t measure it from week to week ¢ * *
within striking distance right now ¢ * %,

He proceeded to say that the real purpose of the proposed tax cut
was to give insurance against a recession in 1964, Well, 1964 is an
hmportant year, but se is 1965 and 1974,

Now, Doctor, with respect to this solid basis for the stock market
rise the other day, I note you refer in your statement to the prospect
of increased dividends. Do you realize that corporations are now dis-
tributing an average of about 6625 percent of profits in dividends
whereas the traditional, shall I say, ru*e of thumb, for want of a better
phrase, has been the distribution of about 50 percent in dividends and
the financing of capital outlays and expansion with the other 50 per-
cent, plus capital consumption allowances and new, outside money.

Now, this greater percentage distribution of dividends has been
brought about largely by the tax concessions which the Congress has
enacted and which the administration, by regulation, made possible
through changes in depreciation. This is an artificially high level
and an artificially induced high level of dividend distribution or dis-
tribution of profits through dividends., This is an artificial stimula-
tion of the economy, of the stock market, and it is proposed further
to artificially stimulate it for 1964, :




REVENUE ACT OF 1063 2189

But what happens in 1965 and 1966 and 1967¢ Do we artificially
stimulate again in 1966 and again in 19687 Where does this lead us?

Will you comment ¢ .

Mr, HeLarori. Well, T would hope that we would have a base that
is firmly rooted and not one that depends on artificial stimulation
every 2 years or——

Senator Gore. That is a fine hope. e had this hope or at least
this hope was expressed, in the 1954 action. This hope has been ad-
vanced in support of the tax incentives to which you have already
alluded, but the fact is that after the expansion in eapital plant in
1956 and 1957, the consumer demand did not follow through and
again we found unused productive capacity. We found idle plant.
We found a high rate of unemployment. Yet it is the same tempo-
rary, artificial panacea that is advocated by the pending bill.

You say you hope this bill is enacted. But I find no basis for a
reasonable hope that it would succeed in these regards.

Mr. HerraorH, Well, I have tried to do two things here, I think,
that are pertinent to your question and your comments.

One, to suggest that the bill in general is good and that it should
be enacted, and secondly, that there should be some changes made in
it while it is still in the legislative process to make it a better bill.

I am hoping that the changes that I am suggesting would move,
I believe, in 516 direction of making this less possibly an artificial
stimulus and more a solidly based stimulus to redistribute in part the
tax reductions so that somewhat more of it goes into the consumption
area and that also some of the preferential features that would still
be in the bill as it has reached this committee would be removed and
that there might be further rate redutcions on a broadly based range
to increase the purchasing power of consumers and also sharpen the
incentives I think for businessmen and investors.

Senator Gore. Well, I would like to conclude and say that it seems
to me that you and Dr. Heller together have today lessened the case for
massive tax reduction.

Thank you. Mr. Chairman. I apologize for the further inter-
ruption,

Mr. HeruyoTH. It is also clear that corporate business in general
does not lack funds to finance its investments.

Funds generated internally in 1962 and 1963 equaled or exceeded
the amounts spent by corporations for new plant and equipment.
There is also much unused plant capacity in the economy. Increased
incentives to invest are holfow if there is not a large and rising level
of consumer demand to buy the expanding output made possible by the
increased investment in plant and equipment.

Combining the 1962 changes and the proposed Revenue Act of 1963,
corporations will receive about $4.5 billion of tax reductions. To the
extent this tax reduction benefits stockholders, the greatest benefits
will go to the 8.7 percent of taxpayers with incomes above $10,000, who
in 1960 based on statistics of income received 72.7 percent of all
dividends reported on tax returns.

The reduction in tax on individuals will increase after tax income
by $8.9 billion of which $3.8 billion goes to taxpayers with incomes
above $10,000 a year and $5.3 billion to taxpayers with income below
$10,000. Most of this will be spent to increase consumption, probably
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at least $8 billion. This large, direct increese in consumption spend-
ing is the most certain and most stable result expected from the tax
reduction.

The larger the reduction going to individuals, and the larger the
percentage going to lower income individuals, the larger the increase
In consumption spending from & tax cut of a given size. More con-
sumption would mean more jobs for the unemployed and work for the
idle machines. Fuller utilization of plant and equipment would
§rovide incentives for more investment to add to productive capacity.

unds are generally available now ; incentives for expansion are lack-
ing in part due to idle capacity.

.R. 8363 together with the Revenue Act of 1962 makes a “bal-
anced” reduction in income taxes, with the relative amounts on per-
sona} and. corporate income taxes approximately in proportion to the
yields of these two taxes in fiscal 1962.

I have used fiscal 1962 because this would be before the effects of
either of these two changes became apparent. And I have here a
table that shows about two-thirds of the income taxes come from the
individual taxes and about two-thirds of the reductions would go to
individuals under the income tax. The remaining one-third roughly
going to corporations.

(The table referred to in the preceding paragraph follows:)

Tocome tax Revenue, fiscal year Reductions, full
1962 year effect

Billions Percent Billims Percent
INAIVIAUAL. ¢ et ceeeceeeee e eae e e e e eenane $45.6 63.9 8.8 66.2
COTPOIBLE e m e oo ceeeeemmemm e nemeesmneemnan e mmnnn 2.6 31 4.5 13.8
b X7 DU eremeeeceeema—aeean 8.1 T 100.0 13.3 100.0

Another approach is to consider the relative role of income taxes in
Federal receipts, before and after the changes proposed in H.R. 8363.
The following table presents a rough comparison of the present tax law
and the effects of H!l)% 8363 as passed by the House of Representatives
and the Revenue Act of 1962, based on fiscal year 1962.

(The table referred to follows:)

) Fiscal year 1062, sssumin
Federal receipts from the public Fiscal year 1962, actual Revenue Act of 1962 an
H.R. 8363 fully effective

Billlons Percend Biltions  * Percent
Individual fncome tax. ... ... o.oieliao $45.6 4.7 $37.0 41.8
Corporate Income t8Y. . coovieiieeenneciacennnns 20.5 20.1 16.4 18.4

Bubtotal...eoooeeeennnn - .1 61.8 5.4 5.9
All other receipts.......o.o.... .- 35.8 3521, 35.8 40.1
OB e e eeeceeeeceneeeeeneememmmamone 1019 100.0 8.2 100.0

Mr. Hevratura, The effect of the actual changes in 1962 and_ the
changes proposed in H.R. 8363 would ba to reduce the relative im-
portance of both the personal and enrporate income taxes in the Fed-
eral tax system, and to increase the relative importance of excise taxes,
employment taxes, and other revenue sources. Income taxes on in-
dividuals would be reduced from 44.7 to 41.5 percent as a source of
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Federal receipts, and incoms taxes ¢én corporations from 20,1 to 18.4
percent. Other sources would-increase from 35.2 to 40.1 percent in
importance. - The percentages for future years would vary from these,
in part due to the built-in rate increases in employment taxes, the
largest single source in “other receipts.” - - . . o
he significance of -this reduction in the relative importance :of
Federal income taxes is & shift away from pro ive taxes toward
regressive taxes. As these income taxes are the.major progressive
element in the Federal, State, and local tax systems, a reduction in
the importance of Federal income taxes tends to make our total tax
system less progressive and therefors less equitable on the basis of
ability to pay. Lo R
"To the extent that equity is an important objective of the tax sys-
tem, we must strive to sce the equity goal is not submerged in.the
attempt to sharpen economic incentives. - We must maintain a reason-
able balance between the important and sometimes conflicting objec-
tives of equity and incentives. iy

The Crairyan. Thank you very much.

Senator Douglas? S : A o

Senator Douaeras. I:want to congratulate Dr. Hellmuth on a splen-
did discussion which I think has been one of the most illuminating that
we have had. g .

I would like to ask him whether the purport of his last paragraphs
there should be some reduction in excise taxes as well as in income and
corporate taxes, : _ SRR

L?r. Heruarorn. This would seem to me part of a really balanced
program to look at the whole range of Federal taxes, not merely of
the income taxes alone although I realize the income taxes alone are an
enormous job.

The effects of including excise taxes in the consideration’ would, I
believe, be to provide more incentives to consumption and at least to
certain types of investment that are now disadvantaged. -

Senator Douoras, Do you have particular excise taxes that you
would like to see reduced? I take it you would not want to see excise
taxes on tobacco and liguor reducec{ As T remember Oberlin was
itéite the center of antisaloon activities, I think the Anti-Saloon

ague started in Oberlin so I think, you would not want to have taxes
on liquor reduced, would you, or on tobacco, but what other?

Mr. Herarora. Oberlin still hagpens to bo dry by local option
although this doesn’t necessarily reflect all of the personal habits of
people in town, o .

Senator Dovaras. You are concerned for the welfare of your fellow
man and not for the grcservation of your own virtue. '

Mr. Hrrurayrurn, X think we would be more interested here in
moderating the regressive nature of that part of the tax system.

. S;mntor Doveras. Specifieally what do you think of the telephone
ax _ :

.Mr. HecuyuTin. I would think it would be desirable to reduce this,
particularly the rate on local calls.

Senator Douaras. Very well. '

The second question I would like to ask, What would you think about
a lesser decrease in the corporate tax and a greater decrease in the
income tax under $10,000 income? That is, instead of reducing the
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corporate tax from 52 to 48, reduce it from 52 to 50 and some $600
million thus saved be applied to a lowering of the income scale.

Mr. HerumurH, I would think economically that this would be
desirable. I think there is a psychological gain by getting the tax rate
below 50 percent and perhaps stopping at 49 percent and using a some-
what lesser smount than you suggested might achieve this double goal
of the real problem and the psychological problem.

Senator Doucras. Now, the final question that I raise is this: You,
I think, have correctly spoken of the fact that if you tried to stimulate
the economy through a tax cut, if expenses are reduced commensu-
rately, you cancel the stimulative effect, and I agree with you on this

oint.
P Suppose the Federal Reserve Board decides that the tax cut is to be
accompanied by an increase in interest rates and a curtailment of the
amount of demand deposits or failure to expand demand deposits com-
mensurately with the potential increase in production. Doesn’t this
cancel—

" Mr. Herimuri. This would certainly have a restrictive effect off-
setting the tax cut, at least in part. It would be normal for the Federal
Reserve not to do this as a result of the passage of the bill but to wait
to see that there were economic indicators suggesting inflation or other
situations that would call for tight money.

Senator Doueras. You know that the European bankers are urging
qun us a policy of hi%her interest rates and which could either be
effected directly or could be effected through curtailing the amount
of bank credit, through the sale of securities in the open market, and
that there is supposedly a very strong group inside the Federal Reserve
Board which fli)l\'OI‘S just this policy, a restrictive monetary policy, at
the same time that we have an expansive tax policy and budgetary
policy. Does that make sense ?

Mr. Heuzmuta, This would seem to me to offset directly the incen-
tives that we are attempting to gain, one, by bolstering consumption
and, two, by reducing corporate tax rates. -

Senator Doveras. T heartily agree, I heartily agree with you. Tonly
hope thut the representatives from the Federal Resetrve Board here
take cognizance of your testimony.

The %rxli,mmmx. Senator Williams?

Senator WiLLtays. I yield to Senator Dirksen.

Senator DirseN. I have no questions.

Senator WiLriamg. Doctor, I have one further question which I
didn’t see touched on in your report. Would you favor the eliminat-
ing of the unlimited charitable contributions deductions as recom-
mended by the Treasury Department ?

Mr. HeLwyrorn. Yes, sir, Senator Williams, T would.

Senator WiLriams. Do you believe that most of the colleges gener-
allev agree with that position?

Mr. HeLaytorn. I shiver a little bit here because I am not sure, I
am certain I am in no position to speak for the colleges. I think the
other changes in the law, either that are now in the law or which X
have tried to suggest this morning, would leave the colleges and uni-
versities and other charitable institutions in at least as strong a posi-
tion as they now are.
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Senator WirLrams, Would you make any recommendation for a.n’);
change in the present formula for treating the tax in connection wit
tax foundations or foundations, I mean, nontaxable foundations?

Mr. HeLuamorh. I am afraid I am not prepared on that point.

Senator WiLLiasms: Thank you.

The CHAlrMAN. Senator Gore?

Senator Gore. Doctor, I wish to congratulate you upon your state-
ment. I hope that you realize the deep concern that this committee
has over the subject on which you have testified.

You have just responded to Senator Douglas that a restrictive mone-
tary policy would tend to cancel out the stimulative effect of tax reduc-
tion. The extent that it tended to cancel out would, of course, have
to be measured by the amount of stimulation generated by the tax cut
and the amount of restriction generated by a restrictive monetary
}Jolicy. On a $600 billion economy that moves grincipally on credit,

10w great an effect would be produced if we had, let us say, an increase
of one-fourth of 1 percent or one-half of 1 percent in the general in-
terest rate structure?

Do you have any way of measuring how much stimulation from
tax reduction would be necessary to offset a general increase of one-half
of 1 percent in the interest rate level ?

Myr. HeLemora, I am afraid T have made no studies that could give
any quantitative estimates to your question. ‘

enator Gore. Isn’t it possible that a much greater stimulus than
that proposed in the bill might be necessary to offset a general in-
crease of one-half of 1 percent in the interest rate level ¢

Mr. Heuiaturh, It certainly would be necessary that there be 2
greater expansionist effect than the bill now proposes, given present
circumstances if the Federal Reserve did undertake a restrictive policy.
This would clearly work in the field of mortgage credit and home-
building. It would work in the market for automobiles and other
durable goods which are two of the areas that are our strongest sup-
port in our present almost $600 billion economy that you cited.

Senator Gore. Well, to view this problem from a little different
level, suppose that the Federal Reserve Board, as Chairman Martin
has already indicated, insists that the increased deficit be financed out
of savings.

To what extent would the financing of the increased deficit result-
ing from a decrease in governmental revenue be offset in stimulative
effect by the financing of the deficit out of savings?

Mr. HeLLMOTH, ’I%)is is a good question. X must use it on my class
sometime. [Laughter.]

The stimulating effects of the tax cut clearly are going to be depend-
ent in part on how the deficit is financed and in part on what the
other demands are for savings in the economy.

If corporate borrowing and new equity issues, the demand for
mortgages, the demand for consumer credit are not large enough to
use all of the savings that are freely generated, then the Government,
by putting, by borrowing this money and putting it to use would
be not holding back on the expansion, If there are private demands
for the savings, then the Government would be competing for them,
and probably would have to force up interest rates in order to get
its share of the savings. .
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" Senafor Gone.' But you have this circle like a dog chasing its tail.

* The Government borrows the money to give tax reduction in order
that those who get tax reduction will have more savings in order to
buy more Government bonds, and thus you go, and whers -is the
stimulative effect ¥ o '

Mr. HeLLmota., Well, only a fraction of the tax reduction will go
into savings, and to the extent that at least by recent record is goin
to be somewhere in the order of 6 to 8 percent overall, at least wit
personal income, the other 92 to 94 percent will go directly into the
mé\rket for ¢onsumer goods and services and will have an expansionist
effect. . "~ ‘ ‘ E

Senator Gore. Well, let us suppose the entire increase in the deficit
as a tesult of revenue lost by this bill, will be $1.4 billion this fisca
year, and this part of the deficit is financed out of savings.

"~ Would not that tend to cancel the stimulative effect
. Mr. Hectaora,e It would—I don’t think it would entirely cancel
this out.” There would be an expansionist effect here. It would be
a more moderate expansion, and if this were financed by borrowing
from newly created bank credit or borrowing directly from the Fed-
eral Reserve we would have to try to analyze how that $1 billion-plus
would otherwise have been used. If it had been relatively idle, then
- putting it to work would not reduce the expansionist effect. But if
the Government has to compete for it with individuals who wanted to
buy homes or business firms who wanted to buy new machines then it
- would reduce the expansionist effect.

Senator Gore. So you are saying, as I understand it, that if the
deficit is financed out of an excess of savings, which is already idle,
then its offsetting effect would be reduced. But, on the other hand,
if the deficit is financed out of savings which might otherwise go into
investment, then it would be canceled out.

Mr. HertyurH, Yes, thisisright. 4 :

‘Senator Gore. Well, I think that I agree with that answer.

~ Now, & great deal L:as been said, Doctor, about an $11 billion tax cut.
You just heard the staff give an estimation—Mr, Woodworth, would
‘you give for the record the amount of reduction in revenue for the
current fiscal year from the proposed bill, and for the 1965 fiscal year?

Mr. WoopworrH. For the current fiscal year, after taking into ac-
count the Treasury estimate of the feedback, it is——

Senator Doucras. Excluding feedback.

Senator Gore. Will you speak a little louder?

Mr. WoopworrH. Yes.

Senator Doucras. Excluding the feedback.

Senator Gore. Excluding the feedback.

Mr. Woobpworrr. All right, excluding the feedback it is $2.2 billion
for the current fiseal year, and $7.4 billion for fiscal year 1965.

Now, the figures I gave you before were taking into account the
feedback effect.

Senator Gore. Would you now give us that{

Mr. Woopworti. Taking into account the feedback for the fiscal
year 1964 the estimate is $1.8 billion, .nd for the fiscal year 1965 it is
$3.5 billion.

Senator Wirrtays. Do you have 1966 there?

Mr. Woopworti, No. o
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Senator Gore. Thank you very much. o

Well, Doctor, I have now asked you about the possible cancellation
of the stimulative effect of the tax reduction by '31) an increase in the
interest rate level and (2) the financing of the deficit out of savings.
" You have said in your statement that a corresponding reduction in
governmental expenditures would cancel out the stimulative effect of
the tax reduction and appropriation bills are reduced b:{ $9 to $10
billion for the current fiscal year, what would be the effect .

Mr. Heriaturin., $9 to $10 billion ? ]

Senator Gonre. Yes, there has already been a reduction of $5 or $6
billion from budget estimates. Measure that, will you, against the
estimated reduction in revenue of $1.8 billion, after allowance for
feedback, but premised on the enactment of the current budget as
presented by the late President. g .

Mr. HeLr:'urn. One minor point: The reduction in appropriations
will not be immediately felt in spending of the current fiscal year. -

Senator Gozre. I agree.

Mr. Hernaori ‘But leavilelg that aside because that is not part of
your question, if we do get reductions in spending of $8 to $9 billion
against the tax cut that is proposed, we are going to wipe out nost of’
it, most of the expansionist eftect in the long run and will more than
wipe it out in the short run, because the tax cut bill that is groposed )
is in two stages with the full effects. Even if we looked ahead,
say, 2 or 3 years, when the full effects were at work, the $11 billion re-
duction would be just about canceled out, in full by the higher range
of the figures you have cited, I think it was $9 billion. That $11.
billion of tax cut and $9 billion of expenditure might well leave us in
roughly the same situation. o

Senator Gore. Then when you add the third factor, on which you
have already expressed views; of a restrictive monetary policy, would
we, i _your opinion, wind up next year with an expansionary
economic policy or a more restrictive economic policy ¢ S

Mr. Herumuti. If all three of these things were to happen to-
gether, I would certainly think that the Fe%ierai policy’ would be
restrictive, o o

Senator Gore. Thank you, Mr, Chairman. ‘

The Crramraan, Doctor, thank you very much, sir.

You made a very interesting and thought-provoking statement,
and we appreciate what you have said. \

Mr. Hecuaturn, Thank you, sir, )

The Crarraman. Now, gIr. Sterling Bigler is unable to be here.
The Chair recognizes Mr. Harry J. Gerrity for 2 minutes to make an
insertion in the record. '

STATEMENT OF STERLING BIGLER, PAST PRESIDENT, NATIONAL
ASSOCIATION OF BUILDING OWNERS AND MANAGERS; PRE-
SENTED BY HARRY J. GERRITY, GENERAL COUNSEL

Mr. Gerrity. Mr. Chairman, Mr. Bigler regrets very much that he
could not appear this morning and he asked me to appear in his stead.
. My name i1s Harry J. Gerrity and I am general counsel of the Na-
tional Association of Building Owners and Managers. Mnr. Bigler

/
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was scheduled to appear on November 25, but he has other engage-
ments and would not be able to appear before the committee.

In order to save the time of the committee, I would like to submit
Mr. Bigler's statement and hope that the Senators will have a chance
to read it over and also the staff of the committee and also the staff
of the Joint Committee on Internal Revenue Taxation.

The Curatraan, It will be inserted in the record.

Mr, Gerrity. Thank you very much.

(The prepared statement of Mr. Bigler follows:)

STATEMENT OF STERLING BIGLER, OHAIRMAN, LEGISLATIVE Poricy COMMITTEE ON
BEHALF OF THE NATIONAL ASSOCIATION OF BUILDING OWNERS AND MANAGERS

My name is Sterling Bigler; and I live in Philadelphia, where I manage
properties for the Girard Trust Corn Exchange Bank. I am & past president of
the National Association of Building Owners and Managers, and served two
terms, 1955-56. I am accompanied on my right by our assoclation’s general
counsel, Harry J. Gerrity, who has also been our Washington representative
for many years.

Mr. Chairman, the National Association of Building Owners and Managers is
composed of 62 local associations throughout the United States, and represents
to a great extent ownership of office buildings, and other owners of commercial
real estate located principally in the downtown areas of our larger cities.

At our §6th annual convention at Miamt Beach, Fla., early in July of this
year a resolution was unanimously adopted, which would urge that Congress
r¢move the diserimination which presently exists against depreciable real
property, and which we feel to be unfair. More particularly, we refer to the 7-
percent investment tax credit as contained in seciion 2 of the Revenue Act of
1062 (76 Stat. 962), and also under the new guldelines for depreclation issued
by the Treasury Departmeut in July of last year.

During the last 156 years commercial real estate has been confronted with a
very substantial increase in local-taxes. School taxes have increased- very
rapidly and commercial bulldings bear more than their share of the local school
taxes which in large clties is, indeed, a very substantial sum. It is recognized
that our schools are in desperate need of additional funds and the office building
industry is heavily taxed for these funds. Our industry helps to relieve some
of the pressure for Federal funds for our school system. Real estate taxes for
other local functions are also putting an increasingly heavy tax burden on our
membership.

The bill (II.R. 83063) as passed by the House contains an amendment in section
202 (p. 35) relating to the treatment of both new and used escalators and
elevators for purposes of the 7-percent investment tax credit, of which we heartily
approve, and which we bzlieve is a step in the right direction. However, we
are recommending, for reasons which I shall later explain, that this amend-
ment be broadened and enlarged to include all capital expenditures which a tax-
payer may make during 1964, and subsequent years, for purposes of moderniz-
ing, rehabilitating, remodeling, or substantially improving any commercially
used bullding or its structural components, including expenditures for either re-
pacements, alterations, or additions thereto.

It is our opinion that the Treasury Department is taking a very unfair posi-
tion against owners of commercial real estate, with the result that taxpayers
who own such propertieg have been denled any additional depreclation under
the new guidelines and rules, issued in July of last year, as well as the benefits
of the 7-percent investment tax credit under existing law. In support of the
President’s 1083 tax recommendations (H. Doc. 43, 88th Cong., 1st sess., Jan.
24, 1063), Treasury Secretary Dillon submitted to the Ways and Means Com-
mittee a lengthy statement, which contained the following pertinent paragraph:

“The removal of real estate tax shelter abuses is an important aspect of the rec-
omimended reductions in the capital gains tax for individuals and corporations.
Without the proposed corrections, the substantial liberalizations recommended
in the capital gains tax to reestablish greater capital mobility and freer flow
of {nvestment funds generally would not be justified in the real estate fleld.
Adoption of the proposals will also make it possible to review guldeline lives
for butldiugs and facilltate more fiexible administrative treatment ‘u this avea.
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Because of existing abuses, it was impracticable to change the old bulletin F
lives for buildings in connection with the recent depreciation revision put into
effect with Revenue Procedure 62-21, effective July 12, 1962.”

We believe that the so-called real estate tax shelter abuses have been greatly
overemphasized, and we belleve that the vast majority of owners ¢f real prop-
erties in the downtown arcas of our large cities should not be penalized for the
no-called abuse of a smail percentage of speculative owners of real property.
We also earnestly believe that with the passage of time the economic laws of
the marketplace have provided a sufficlent answer to the question of whether
or not a loophole existed, or still exists, in regard to the use of accelerated
depreciation in the computation of capital gain in the case of the sale of office
buildings, apartment houses, and other real estate.

The present House bill (H.R. 8363) adds a separate provision designated
section 1250 covering “Gain from the Dispositions of Certain Depreciable
Realty.” This section 1250 ellminates the so-called tax shelter of the short
term owner of real estate. It was stated in a letter dated October 14, 1963, to
Chairman Byrd by the chief of staff, Joint Committee on Internal Revenue Tax-
ation (appearing in the Congressional Record of October 15, p. 18539) that less
than $2.5 million would be the revenue gained from this provision for the full
fiscal year 1965, and when fully effective the anticipated revenue gain in subse-
quent years would be only approximately $15 millicn. So the abuse cannot be
great enough to penalize all owners of real estate. We believe that section
1250 i{s unnecessary, but that is not the main purpose of appearing before you.

The wave of new construction in the core area of our large cities has made
thousands of old buildings obsolete. . Many of them are beyond hope of any
rehabilitation that would be economically sound. They are gradually heing
demolished. However, the great majority could be rehabilitated, by installing
new elevators, air conditioning, new lighting, new ceilings, new transformers,
and new wiring to handle the modern electric load requirements, new lobbles,
ete. to make them economically competitive with the new look in office bulld-
ings. In most cases this would cost considerably more than the original cost
of the bullding. It would seem that this type of plant improvement to stimu-
late capital investment was what the President referred to in his message of
April 20, 1961, as an incentive for modernization and expansion of machinery
and equipment. When the 7-percent investment credit was enacted in the Rev-
enue Act of 1962 (Public Law 87-834, approved Oct. 16, 1962), bnildings and
their structural components were excluded. This excluston covered the follow-
ing types & buildings:

Apartments Loft buildings .
Banks Machine shops

Dwellings Office bulldings

Factories Stores

Garages Theaters

QGrain elevators Warehouses

Hotels

The 'Creasury Department in its proposed regulations defines “bufldings”
and “structural components.” The latter is defined as follows:

“{(2) The term ‘structural components’ includes such parts of a building as
walls, partitions, floors, and ceilings, as well as any permanent coverings there-
for such as paneling or tiling; windows and doors ,all components of a central
air conditioning or heating system, including motors, compressors, pipes and
ducts ; plumbing and plumbing ﬁxtures such as sinks and bathtubs; electric wir-
ing and lighting fixtures; chimneys; stalrs, escalators, and elevators, including
all components thereof; sprinkler systems; fire escapes; and other components
relating to the operation or maintenance of a building.”

The 7-percent Investment credit, were it allowed for the rehablilitation of old
structures, in many cases would be the deciding factor as to the economic advis-
ability of modernizing the building, and it is this type of investment that can
greatly stimulate business and at the same time improve the condition and
appeart}nce of core arcas, which is also a concern of Congress under urban
venewal,

The House report on the pending bill states (p. 35) that the proposed regula-
tions of the T'reasury Department, covering the 7-percent credit for investment
in certain depreciable property (as printed In the Federal Register of Mar. 28,
1003, pp. 3028-3030) provide an extensive list of the type of items considered
to be “structural components”, and therefore not eligible for the investment
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credit. Among these items were escalators and elsvators, but the report also
significantly added the following: '
© “While these regulations are an accurate interpretation of the intention of
Oongress 1ast year in this respect, nevertheless your committee belleves.that it is
appropriate to reconsider the treatment 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 fnclude machinery, printing presses, transporta-
tion or office équipment, refrigerators, individual air-conditioning units, grocery
¢ounters, efe. Your committee further believes that new elevator and escalator
equipment represent an important aspect of medernization of plan and facilities.”

The House Report No. 749 (pp. A27 and A28) on the pending bill defines an
“elevator” as follows:

“s % % g cage or platform and {ts hoisting machinery for conveying persons
or freight to or from different levels and functionally related equipment which is
essential to its operation. Such term includes, for example, guide raills and cables,
motors and controllers, control panels and landing buttons, and elevator gates
and doors, which are essential to the operation of the elevator. Thke term
‘elevator’ does not, however, include a structure which {s considered a building
for purposes of the investment credit. For purposes of section 48, the term
‘escalator’ means a moving staircase and funtionally related equipment which
is essential to Its operation. :
© “For purposes of determining qualified Investment under section 46(c) of
the code, the basis of an elevator or escalator does not include the cost of any
structural alterations to the building, such as th:e cost of constructing a sbaft
or of making alterations to the floor, walls, or ceiling, even though such alterations
may be necessary in order to install or modernize the elevator or escalator * * *."

We feel that the structural changes necessary for the installation of new mod«
ern_elevators in an existing butlding should be included in the 7-percent invest-
ment credit, as it is a part of the incentive to modernize. : .

The most important reason for my appearing before you, however, I8 to ask
that all modernization of old buildings be afforded the same treatment as now
proposed in the pending bill for elevators and escalators. The very least con-
slderation would be that for central air conditioning, the motors, compressors,
fans, oolls, ducts, new trapsformers necessary for the additional power re-
t’m}r‘e'ment bé included with elevators and escalators, s they are, likewise, “closely
akin to assets ‘accessory to'the operation’ of a busineds which presently are
eligible for the investment credit’” These assets include machiner, printing
presses, transportation or office equipment, refrigerators, individual air-condition-
ing units, ete. The House reports also states: “Your committee further believes
that new elevator and escalator equipment represents an important aspect of
modernization of plant and facilities.” R

As the pending bill now reads a taxpayer would recelve the 7-percent invest.
ment credit it air conditioning window units are installed, but if you install cen.
tral air conditioning to make your building really competitive with the modern
structures you will not receive the 7-percent investmeut credit. This seems to
the National Assoclation of Building Owners & Managers to be inconsistent,
unfair, and discriminatory agafnst central plant air conditioning and the owner-
ship of bulldings. In 1862 central alr-conditloning equipment totaled 468,140
units, valued at $288 million. '

There is some feellng that maintenance and repair covers many ftems, but
when viewed by the Internal Revenue people, practically all replacement of any
consequence must be capitalized, and the item being replaced cannot be con-
sidered as fully depreciated because you cannot show the itemized cost of the
particular item, as it was part of the original bullding which must still be
depreciated instead of being written off at the end of the actual useful life.
It is hard for us to realize under these conditions, where we are operating under
a tax shelter. ‘

There 18 a great deal of modernization to be done all over the United States.
A full page advertisement by the United States Steel Corp., in the Wall Street
Journal, Septemter 8, 1963, atated, in part as follows: ’

“The average age of bulldings faclng remodeling is a tender 15.

‘“Some are less than a dozen yesrs old, others are old timers. .

“For every $3 spent in new bullding construction today, $1 {s spent for re-
modeling existing structures.

“The 10 buildings shown here are only a few of many recent building rehabill-
tatlon jobs.”
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We feel that rather than being discouraged, this modernization of buildings
should be encouraged for the economic welfare of our country, U

In conclusion, we most respectfully ask that you give serious consideration
to extending the 7-percent investment credit to all modernization ¢t older bufld-
ings. -At the very least, we would hope that you would consider extending the
same treatrient to central air-conditioning equipment, including motors, com-
pressors, fans, colls, ducts, cooling towers, and other equipment necessary to
itz; operation, new lighting fixtures, and new transformers for the additional elec-,
tric load. o

We strongly feel that the necessary structural changes for their installatton
should be also included for escalators and elevators, as well as the other items
mentioned above, as the structural changes in some cases are very e¢xtensive and
most particularly with the installation of central air conditioning. - . :

Although the Treasury Department stated that consideration would be given

to new depreciation guidelines for buildings, if section 1250 is enacted (and which
has no relationship to an old bullding), there is no guarantee that this will be
done, and we belleve that in any event it would not give the incentive for build-
ing modernization which I have described, and which should be afforded the
T-percent tax investment credit.-

The CramaaN. The next witness is Mr. Richard A, Musgrave of
Princeton University. I should say “Doctor.”.

Take a seat,sir. ~You may proceed, Doctor.

STATEMENT OF RICHARD A. MUSGRAVE, PROFESSOR OF ECONOMICS
AND PUBLIC AFFAIRS, PRINCETON UNIVERSITY -

Mr. Musgrave. Mr. Chairman, I support the bill now, before your
committee, subject to elimination or amendment of the capital gains
provision gnd I urge its speedy enactment. But.in so doing, I must
note two concerns, I am critical of some of the arguments with which
the fiscal case for tax reduction has been presented ; and I believe that
this bill should be looked upon largely as a tax reduction, not-a.struc-
tural tax reform. I shall comment briefly on these two aspects. -

. ‘Unless the case for tax reduction be clearly. understood, we shall not
learn how to pperate fiscal policy properly; and by applying the wrgng
criteria,;we may discredit tlii'e effectiveness of the pbﬁcy even though it
works;  Most important, misplaced emphasis may permit the expan-
sionary. effects of rato reduction to be canceled by offsetting expendi:

tuve restraints. . o ) , Ce e
- ‘The valid economic case for the proposed tax reduction is based. on
these three considerations: 1. Notwithstanding a sustained upswing,
the economy has not performed to capacity in recent years. . In suﬁ-
stantial part this has been due to deficient total demand, and in the
absence of sustained expansionary measures there is little prospect of
better performance. : _

2. Given the balance-of-payment restraint under which we will op-
erate for sometime, expansionary action must be largely on the fiscal,
rather than the monetary side. ‘

3. Expansionary fiscal action may take the form of expenditure in-
crease or tax reduction. Over recent years, the former apprecach was
used, fiscal expansion resulting largely as a by-product of increased
defense and space appropriations, Now tax reduction is to be relied
upon, This makes sense, because budg