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STATEMENT OF
PAUL H. DOUGLAS, CHAIRMAN

THE NATIONAL COMMITTEE ON TAX JUSTICE
before the

SENATE COMMITTEE ON FINANCE
September 8, 1969

Mr. Chairman and Members of the Finance Committee:

I should like to thank you for giving me the privilege of

appearing before you in behalf of speedy and significant tax reform.

We have discussed these matters together in the past as friends

around the conference table. They are more important this year

than ever, for public interest and indignation seems to be at an

all time high. Consequently, this may be the year for a successful

conclusion to the long struggle for tax justice or# if not that,

for a significant beginning. My former Senate colleagues and friends

in the House of Representatives tell me that there is intense public

interest in tax reform. Mail protesting the injustices in our tax

system is reportedly higher than ever. The debate in the House of

Representatives on the Tax Reform Act before you clearly indicated

that the vast majority of Congress wants tax reform nowl the

Administration has promised it. To assure that this opportunity

is not passed over, in May and June of this year I asked a number

of eminent citizens, prominent in their fields of endeavor, to

band together as The National Committee on Tax Justice. All of

the committee members share my feeling that tax reform is an
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Immediate necessity. We have furnished you with a full list of

our committee members. Included among these members are experts

on the injustices in the present tax system.

The members of The National Committee on Tax Justice

endorsed a five-point tax reform package that would provide

equity to taxpayers, relieve the tax burden on low and middle

income fam io and provide now funds for the Federal government.

To achieve tax justice we have urged Congress to enact the

following reforms:

1. Eliminate preferential treatment of all capital gains.

2. ElLmLnate special deductions for depletion of oil and
other minerals beyond the cost of the mineral property
and for the expensing of exploration and development
costs.

3. Provide federal assistance to state and local bond
issues instead of allowing a tax exemption on their
interest.

4. Withhold taxes on interest and dividends at the
source as is now done for wages and salaries.

5. Provide tax relief for low and middle income families
by providing a minimum standard deduction of $1,100
for all families.

It was estimated that this program would provide $7 to

$10 billion more in Federal revenues while relieving 38 million

low and middle income families of $2.5 billion in tax liabilities.

Congress was also asked to give prompt attention to the

ending of other unwarranted tax favors such as accelerated depreciation
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on buildings, the multiple surtax exemptions on corporations and

the unlimited charitable deduction. The tax laws should also be

revised to avoid encouraging the formation of conglomerates.

This reform program is a moderate one and has a broad-

based acceptance.

The "Tax Reform Act of 1969 passed by the House of

Representatives is an important initial stop towards fulfilling

the goals of the committee. True reform will require even bolder

s tps.

Careful scrutiny of the act reveals that the rich continue

to receive favored treatment. Tax reform monies are to be used to

reimburse persons with large incomes among whom those who presently

gain most from tax preferences are found.

A third of the *goodies" providing relief to taxpayers will

go to loss than 10% of the nation's taxpayers--those with adjusted

gross incomes of more than $15,000. The $3.1 billion tax relief

package for this small minority of taxpayers is almost 2 times

the $1.3 billion to be recouped by tax reform from them. Over

half of the $4.5 billion in general rate reductions goes to this

exclusive class. The new lower maximum tax on earned incomes gives

$100 million in relief to the less than 1/2 of 1% who have adjusted

gross incomes of over $50,000. Although welcome relief is indeed

given to low and middle income families# it is obvious that the
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wealthy will benefit most from what should be labeled a *readjustment"

rather than a reform.

The measure passed by the House adopted The National

Committee on Tax Justice goal of a minimum standard deduction of

$1,100 for all families. In 1971 this will benefit over 38 million

taxpayers and take off the tax rolls almost six million poor people.

The raising of the standard deduction to 15% with a $2,000 maximum

and the rate decrease in the lowest five tax percentages will help

working families earning $7,000 to $13,000 a year. More than half

of the tax reduction, however, will eventually go to those persons

in higher income brackets who comprise less than 1/4 of the taxpayers.

There is no tax justice when money gained from tax reform is used

to reduce the rates of those who benefited most from tax inequities.

This is especially deplorable when it creates a deficit and would

reduce the funds available for much needed federal programs. More

money is desperately needed for education, slum clearance and programs

to improve our environment. The lost revenue will instead go to

individual citizens who are best able and should pay their fair share

of these programs. The Senate should closely examine this unfair

redistribution of the tax burden. This re-examination should take

place in the context of the re-ordering of priorities inherent in

the House bill. By 1972 there will be a revenue los" of $4 billion

that will fall into the pockets of less than 1/4 of our taxpayers.

4
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This will occur while there is a pressing need for expanding federal

and state programs.

The bill is advertised as a tax reform measure but more

than half of the revenue gain--$3 billion--comes from a repeal of

the investment tax credit. This halfway legislation falls way short

of fully plugging all tax loopholes. Elimination of most tax pre-

ferences should bring a revenue gain of over $12 billion--a

sufficient sum to ease the burden of the low and middle income

wage earner and provide some funds for the country's needs.

The House measure ignores unrealized gains transferred by

gift or death--a loophole that costs the United States Treasury over

$2 billion annually. The National Committee on Tax Justice called

for the elimination of the preferential treatment of all capital

gains including unrealized gains transferred by gift or death with

some provision for averaging over a period of years. The adoption

of this proposal would yield an annual revenue gain of $6 to $9 billion.

The repeal of the alternative capital gains tax of 25% and the pro-

visions in the minimum tax and allocation of deductions only begin

to reduce this unwarranted preference.

The excess oil depletion allowance was reduced from 27 %

to 20%. Depletion allowances for other minerals were correspondingly

reduced. This action only reduces the unwarranted $1.6 billion

subsidy by a quarter and is not a true reform measure. There is

no logic to sustain this wasteful practice that produces only
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9 cents worth of additional mineral resources for every federal

dollar expended. The bill curbs the so-called carved-out and

ABC production payments that made it possible for the mineral

resources industry to further avoid income taxes. This :ommendable

action will bring an estimated revenue gain of $200 million.

Left untouched were the present tax preferences accorded

to the oil industry alone that permit oil operators to deduct in the

year paid out most of their costs of exploration for/and development

of oil wells--a $300 million subsidy. These costs are comparable to

capital outlays which in other industries have to be deducted over

a period of years.

The income gained by excess depletion allowances and expensing

of exploration and developmental costs are not subject to the minimum

tax provisions of the bill, another special concession to the oil

industry lobbying effort. The minimum tax itself is ar indirect

approach to tax preferences. The provision provides that those

with considerable means who have escaped taxation pay come tax.

The basic inequities of the tax code still remain.

The section on state and local bonds providing for an option

of a federal subsidy on taxable issues will confuse the bond market

and not dispense with the preference. Tax-exempt Lntertost on state

and local bonds should be eliminated. A guaranteed adequate subsidy

to the cities would eliminate the need for tax-exempt state and

municipal bonds.
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The bill does not provide for withholding taxes on interest

and dividends at the source, a goal of The National Committee on Tax

Justice. This allows nearly $4 billion of dividend and interest

income to go untaxed annually.

The bill now before the Senate also falls short in fully

plugging the loophole accorded to the real estate industry to deduct

depreciation from income faster than the depreciation actually occurs.

This preference for real estate operations should be ended. Its need

can only be supported in the field of low income housing.

The reform measures in the bill will have to be tightened

to cure the present injustices in our tax system that's

----- allow 361 affluent Americans to enjoy incomes of

more than $100,000 without paying a penny of income taxi

-----make it possibloi for one super-rich American to enjoy

more than $20 million of income in one year without paying

a cent in taxes

-----allow another super-affluent citizen to enjoy more

than $1,500,000 of income without even having to file a

tax returns

----- impose the same effective tax rate on those earning

over $200,000 as persons earning between $15,000 and $20,000.
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The plain fact is that most Americans--those with incomes

of less than $15,000 - more than 90% of the taxpayers--shoulder

most of the burden of the income tax rates we all see in the tax

tables on our tax return. Ironically, though, the higher a person's

income and the better able he is to bear tax burdens without

sacrificing the necessities of life, the more escape hatches open

up to him through which he can avoid paying his fair share of taxes.

Those escape routes, those tax favors, impose a dual

hardship on the less well-to- do in America. For not only are

they called upon to pay more than their fair share of the tax

burden they are also asked to sit by and do without public pro-

grams and services for which they have the greatest need--programs

dealing with poverty and the decay of our cities and schools and

the pollution of the air and water--supposedly because the government

cannot "afford" such programs. For, of course, if the government

were collecting the billions of dollars that are currently being

siphoned off through gaping tax loopholes, there would be funds for

the rebuilding of our alums and schools, for the purifying of the

environment and many other programs which are now suffering financial

asphyxiation.

The American people know that essential public programs

must be paid for; they only ask that their share of that payment

be just; that evory individual be taxed according to his ability

8
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to bear the burden of taxation, and that no one be jukted to h ,iz

more than his fair share of that burden ci4catuue of special t..x

favors accorded others.

We believe that people with approximately equal not inLfMif

should pay approximately equal taxes. I do not see huw thit, ;ri,cijlr

of horizontal equity can be opposed by any senible person. Thdt is

what we are trying to obtain. The reforms we advocate w,,ulJ utiv.

us much closer to that goal.

The Ways and Means Comittt.. s, the House of Repreuent.tive

have made a beginning in the "Tax Reform Act of 1969." The Sente is

in an opportune position to complete the task to provide equity tor

the taxpayer and recoup funds lost through existing loopholes so

that Congress will be able to make some progress on the dire social

needs of our country. I know the Senate will take up the challenge

and fully meet the growing demand for real tax reform.

9



SIARY OF THE A.NMS OF PHILIP H. WILLKIE

BEFORE THE UNITED STATES SENATE FINNCE COMMITTEE

SEPTEMBER 8, 1969

Philip H. ililkie speaks as Rushville Lawer-Banker end President, promoter
of Rural Smell Town-Small City Coalition, Inc.

Willkle believes the Tax Reform bill would be against the public interests
for the following reasons:

It will cripple the creative Instincts of -en to build for-profit businesses
and non-profit, charitable, educational and cooperative organizations; dis-
couraq investment In areas essential for national Interests; add to the
difficulty of middle class people struggling to make ends meet; add to the
frustrations of the minorities; further add to the black ghetto crisis, and to
the disillusionment of the young people.

That the bill, as passed by the House, will raise real estate taxes,
mortgage IJr. payants and purchase prices of homes; cut doen house and
apartment lWJT' slow, If not stop commercial shopping centers and factory
building starts; create wide-spread unemploymnt in the building trades;
increase the prices of food; cause the decline of the stock market, possibly
precipitating a 1929 type stock market crash; depress the price of older real
estate; freeze the real estate and securities market; rale utility rates; hurt
the safety of bank deposits in commercial banks, mutual savings banks and
savings and loan associations; make it difficult for any men to expand or
develop a business; cause capital to flee the country; force much investment
banking to be done by the government agencies; curtail the building of local
public Improvements; end the local control of financing public improvements;
cripple independent educational institutions such as schools and colleges and
voluntary organizations such as use, Salvation Army, United Fund; and the other
cultural groups; and force Individual voluntary, cha'itable organizations to
reduce their functions.

in effect double tax the Income of foundations; stop the practice of the
great wealth of Industry being used for social purposes; force the liquidation
of many businesses; hurt the cooperative movement and the development of
independent social and fraternal organizations; lead to wide-spread bureaucratic
and socialistic control of our entire economic, social and political and
cultural life; cripple the use of capital as a tool In a society based on
capitalism; freeze markets and reduce incentives; make it difficult go continue
profit sharing or bonus type plans of incentive; stymy the development of our
national housing goals; and make It difficult to sell farm land.

This bill, If passed In the form passed by the House, will end the Amrican
drem--the ability of men In a free society to make their dreams come true.
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STATEMENT OF PHILIP H. WILLKIE
BEFORE THE U. S. SENATE FINANCE COMMITTEE

MONDAY, SEPTEMBER 8, 1969

Gentlemen, I appear before you today as a Rushville, Indiana, lawyer, the
president end principal shareholder of the Rushville National Bank, and as the
organiter and promoter of Rural Smell Town-Small City Coalition, Inc., en
organization which I Incorporated on the Ist day of July, 1969, In association
with Max Vrlht, secretary-treasurer of the Indiana State AFL-CIO, and Grover
Hartman, executive secretary of the Indiana Council of Churches,-for-he
purpose of promoting, publicizing and researching the economic, poLita, nd
social development of the rural small town-small city aeat..

I appear here because I believe the present Tex Reform Sill as passed by the
United States House of Rupresentatives Is against the public interest. I believe
strongly that If the Senate passes this bill in the form that it was passed by the
house and should the President sign it, great damage will be done to thwc.ountry,
our society, and the economy. it will do much to curb the creative lnstlnct4-of
men: those creative instincts which have done much to make this cowtry whailt It
Is today.

in t.he effort to eliminate many so-called "loopholes" In the present tax
structure, many valuable Incentives to Investment In areas essential to the
national Interest will be eliminated. In many cases, the most effective as
of problem solving are through tax credits extended to the private sector. The
proposed law threatens this concept In several areas.

I believe that the bill If enacted into law will stymy men and stop them
from building and improving both for-profit businesses and not-for-profit
organizations and institutions which have contributed so much to the comon
welfare. I believe this bill Is the most socialistic ever seriqisly considered
by the Congress of the United States.

This bill, If enacted In its present form will make It more dIfflcul.forV
the middle class, struggling now to make ends meet. It will add to the'
frustrations of the minorities, and It will Indirectly contribute tar the
disillusionment of many of our young people.

I think the "reform" would raise real estate taxes, raise mortgages and
interest payments, raise the purchase price of homes, cut-down housing and

apartment projects, substantially slow If not stop the construction of all
comercial shopping centers, office and factory buildings, and create wide-
spread unemployment In the building trades, which will of necessity spread to
otner Industries. Once a rise In unemployment begins, where does it stop?
So called "reform" will increase the price of food, cause a further docrine of
the stock market, precipitating possibly a 1929 type crash, depress the price
of older real estate, freeze both the real estate and securities market, cripple
the municipal bond market, substantially end the local control of public
Improvement financing, raise all utility rates, electric, gas, water and
telephone, hurt the safety of all deposits in comercial and mutual savings
banks and savings and loan associations, making it practically impossible (or
very difficult) for any man to expand or develop a business. it will further
aggravate the dollar drain problem by causing capital to flee the country,
creating a situation where most Investment banking functions of necessity are
done by government banking such as our SBA or RFC type arrangements.

The Tax form 9111 if It becomes law In the form In which It was passed by
the House will curtail the building of Ios public Improvements such as schools,
university dormitories, sewerage systems end fire stations, forcing then to
borrow from federal agencies. Local control of the financing of public
improvements will be ended. It will seriously hurt If not cripple all Independent
educational Institutions such as schools and colleges, voluntary organizations
like USO, the Salvation Army, United Fund, the Heart Fund and the Cancer Fund,
hinder the cultural development of the country by hurting musetes, symphony
orchestras and theater groups, force all independent voluntary, educational,
charitable and service organizations to either drastically reduce their functions
or become wards of the Department of Health, Education and Welfare.

13
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The bill places an unprecedented tax on the Income of foundations. Most
money that goes Into foundations has been previously earned and taxes paid on It
at the time It was earned so that for the first time In history charitable
contributions to educational Institutions and to churches end others will be
taxed the second time. This Is not only unfair but It will obviously reduce
contributions by at least the amount of the tax. Also the stipulation In the
new tax bill relating to foundations specifies that a foundation may not on
more then 204 of the voting stock of a corporation. There are other stipulations
which will make It necessary for a great many foundations to se'l stock In
companies that are small. Larger companies will probably have to put their
stock on a public market In spite of the fact that the owners of the stock
believe this Is undesirable for the business. We would like to see both the
tax and these new stipulations relating to foundations removed when the tax bill
Is finally passed.

In my opinion, the house version of the "reform" bill will seriously damage
the cooperative and hurt the development of Independent organizations. it will
either lead to wide-spread bureaucratic and socialistic control of our economlca',
social, political and cultural life, or mean the drastic curtailment of many
social services now provided by Independent Institutions. This bill has bean
highly publicized as a bill to soak the rich and help the poor and middle classes.
I believe, the bill should It become the law, without major revision, will be a
tax measure by which the wealthy wiggle out and the poor and middle classes get
s oaked.

Why do I believe that this bill will do all these drastic things? Because
this bill as It Is presently Is an anti-capital bill. In Its basic concept It
breaks down the distinction between capital and Income. It will mAke It difficult
for any Individual or group of Individuals operatlhg on either a for-profit or
not-for-profit basis. This goes not only for individuals and corporations but
also for colleges, charitable organizations anc cooperatives to accumulate and
use capital. Capital Is the basic tool In the functioning of a free economic
system. I do not believe, Its effectiveness can be crippled as It Is crippled
In this bill without crippling the system. Specifically, the bill increases the
capital gains tax at the top end of the spectrum from 25% to 32% o waimmeno
IW---- --r , and extends the holding period from six months to a year on
the sale of all properties and securities. This can only have the effect of
slowing and freezing markets and reducing Incentives to build and develop
businesses and real estate projects.

This substantial Increase In taking long-term capital gains Is not
benefitted by the new 501 maximum rate to be applied to earned Income. This Is
one of the extremely rare Instances In which a law Is made retroactive to cover
gains node prior to the year In which the ltw was passed. An Individual who
has spent much of his lifetime as an executive of a company, having Invested
not only his efforts and know-how but a great deal of his personal funds In that
company's stock, undoubtedly planned his future based upon the expected after-
tax monies to be received upon the retirement of this stock. It appears to be
against all p, 'vlous IRS policy and certainly Is not morally justifiable, to
suddenly reduce the funds (in some cases a 15% reduction) that an Individual

sd upon retirement In order to fulfill his future plans. It would certainly
seem to be more equitable to eliminate t'e alternative tax computation on any
securities acquired after July 25, 1916).

If this would be unacceptable to Congress. perhaps It would be willing to
allow the alternative tax computation to be used for that portion of any gain on
the sale of securities :,sl?.?1sntod by the appreciation In the securities up to
July 25, 1969. As the proposed law now stands, Congress Is, In affect, proposing
to Increase the tax rate on long-term capital gains, most of which occurred In
prior years.

It should be noted that the bill contains a provision which would ban
capitol gain treatment for the taxable portion of a distribution from a qualified
pension, profit-sharing or stock bonus plan made by the employer during plans
years beginning after 1969. Thus, employer contributions made on behalf of
an employee prior-to lI70 will still Vet full capital gain treatment on lump
sum distributions. This prospective approach to now tax legislation exists
throughout not only this law but all prior tax law changes. The retroactive
feature of the elimination of the 25% maximum alternative tax would d not seem
to be In keeping with prior policy of both tho IRS and Congress.

14



3

Both the increase in capital pins tax and the provisions in the new tax
bill which will make it Impossible to continue profit-sharing, bonus plans of
one kind or another, are definite restrictions on incentive. In the U. S.
we do have a capitalist system. It is a system based on private ownership
of property, a system based on competitive rewards to those who compete best
for serving the customer in a free market, and yet a system which has been
freely open to ability, talent and creativeness wherever it has appeared. And
what has been the result? A system which has brought greater benefits to more
people than any other system in all history, The tussians have found it
desirable even In their system to Introduce more and more Incentives for a better
result for everyone. It seems strange that the United States Is now enacting
laws that will reduce or eliminate Incentives.

The changes on the depreciation rules on real estate coupled with the
Increase In the capital gains tax, coupled with the interest limitation to
$25,000 for each individual plus the income received from any project has to
slow If not stop all kinds of real estate development and cause unemployment in
the building trades. This will prevent the fulfillment of our national housing
goals. A reliable source in the accounting field reports ttat one real estate
Investor 'has halted a deal for the construction of 25,000 epartments because
he does not choose to pay the proposed 3201 capital gains tax for the privilege
of transferring his investment from (i.e., selling) land he has owned for 15
years."

At this time, Hr. Chairman and members of the committee, I would like to call
your attention to the present housing condition in the United States, and
invite you to consider the serious crisis we face In the home building field. One
of the best examples I can refer to you exists in Greater Indianapolis; not far
from my home. in that area, according to the National Association of Home
dullders, housing starts took a tremendous dip in July, while the House
considered this bill. July is traditionally considered the height of the
building season. As a result, good housing for either purchase or rent is scarce
and becoming more scarce. Interest rates which undoubtedly would be raised by
the adoption of this bill, are already at record levels. This production of low
and moderate :% ome housing is reaching the vanishing point.

If, indeed, any further evidence Is required, I would point out that sales
prices on housing have risen from 13% to 16% in just the last 12 months due to
Inflation, land costs, labor costs, and the higher cost of money. Obviously,
the passage of the tax reform bill as It presently stands would only exacerbate
this situation.

if the situation Is not so serious, gentlemen, why is it that craftsmen
and subcontractors are working less than a forty hour wenk, and thus are being
forced to seek other employment? Indeed, unless the situation improves, it is
predicted that many of these men will be lost to an already critically short
skilled housing labor force.

Another critical point to examine in the bill, gentlemen, is the change in
the rules of &preclatlon on utility companies which will be used as an excuse
by utility companies all over the country to raise their rates. If this bill Is
enacted in the next congressional campaign, candidates will be running against
incumbent congressmen on the Issue that they raised utility rates.

Addressing your attention now to the agricultural area, I wish to point
out that the proposed bill heavily penalizes the farmer if he should choose to
sell his farm, and to further clarify this, permit me to list a few examples of
why I believe this.

I. If he needs to sell for cash, especially, he Is subjected to the
proposed 32J. capital gains tax even after 20 years of ownership.

2. If the farmer tries to sell his land on Installments, he Is limited in
his ability to contract with the buyer because of the new restrictions on
Installment sales.

3. The farmer depends upon the economic function of the land investor to
provide a ready market for the farmer's land, should he wish to sell before his
land Is ripe for Its next higher use. The investor pays taxes and interest on

I
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his Investment and takes the risk of a profitable resale In the unknown future.
The farmer receives an Intermediate price, higher than warranted for fanm use,
but lower than for the anticipated ultimate use.

Under the proposed law, the farmer's land becomes less marketable on the
Installment plan because the land Investor cannot surely deduct aill the Interest
on the purchase money mortgage he gives the farmer (Llml'itlon on Interest
Deduction).

Even If an Investor at the time of proposed purchase should be within the
Interest limitation (as for example because of a large dom payment), an
Investor wilI hesitate to commit large sums to a non-Income producing, non-
liquid Investment when he knows he cannot later borrow on It In an emergency
except at the risk of losing his Interest deduction. Thus, the market for the
farmer's land Is deprived of a large segment Af would-be Investors, such as
physicians and business executives, who have high Incomes but not high invest-
ment Income against which Interest Is deductlb".

The Interest limitation is a fearful specter to a potential land investor
because a miscalculation can make the Interest offset and completely wipe out
any concurrent capital gains.

All the above provisions can only restrict the free sale of farm land, and
for that matter, all land.

The placing of the curtailment of capital gains of breeding stock will
necessitate cutting down the numbers of breeding stock and definitely will
bring about an Increase In the price -f food.

Piecing a tax on municipal bonds even though minimal, is already having the
effect of crippling those markets and causing great loss to any Individuals
who bought the bonds with the belief that those bonds were tax exempt. Such an
effect would make It far more difficult for states and communities to finance
their public Institutions. They would be forced to rely on federal assistance,
adding greatly to our national budget and further undermining the federal system
of government by shifting more responsib!lity toward Washington.

Commercial banks, mutual savings and loan associations have all been
f Fighting each other as to the amount of our Bad Debt Reserves. The %lays & Means
Committee under the Chairmanship of Mr. Mills clobbered all of us In the
financial Institutions field by curtailing all bad debt reserves. The net
effect on ,ll financial istitutions Is to weaken the capital accounts which
serve as a protection for bank depositors fund. If we have any economic trouble
In this country, It will mean that there Is less money to pay the depositors.

Many of our young people are disillusioned by society as It Is and want to
bring about Its reform through various social service Institutions. The
provisions of this so-called reformm" measure which will substantially discourage
the giving of appreciative assets not only hurts all types of existing groups
and organizations, but dangerously weakens the giving of similar type organiza-
tions In the future. Such an effect would of course greatly limit the oppor-
tunities which many young people have taken advantage of to express their social
commitment. This would substantially Increase the alienation of many of these
people.
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NO TAX REFORM WIIWJUT TAX RELIEF

Testimony of

Honorable ABNER J. KIKVA

of Illnols

Before the SEiEAE FZIANCE ITTU

on the Tax Reform Act of 1969

September 8, 1%9

Senator Long, distinguished members of the ComittNoe I am most grateful to the

committee for allowing m this time to present my views on the bill which so recently

passed the House, N.R. 13270, the Tax Reform Act of 1969.

When Z looked at the list of witnesses scheduled to appear before this committee,

X must admit that frankly I was surprised to be one of the few members of the louse who

Is testifying. 394 mibrs of the House voted for the Tax Reform Act. But, Mr. Chair-

man, less than two months before, 205 of us had voted against the extension of the Income

tax surtax. The fact that 394 members voted for tax reform should not obscure the fact

that r'ny, many of us were unhappy not to have the opportunity to vote against continu-

ation of the surtax. Thus Z feol that I hav a special responsibility today to tell

this committee why many members of the House would be grateful for an opportunity to vote

again for tax reform that includes real tax relief -- an elimination of the surtax.

The need for substantial reform of the federal Income tax laws is real and ux:ort.

It has been a necessity for years. It has probably remained unaccomplished simply be-

cause of the sheer complexity of the Internal Revenue Code. Most citizens simply are

not trained and do not have the time to labor through the enormously complex code pro-

visions and appreciate their significance. Thus the case for tax reform has been made

largely In term of symbolic Issues: the oil depletion allowance, tax free municipal

bonds, and high income citizens who pay little or no tax.

But Z would remind this committee that It was not the long-standing and long-

recognised need for reform of the tax system which brought this '.!ole issue before us.
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it was the agonixed scream of the American middle-income taxpayer that he simply would

not stand fox anymore. Mr. Chairman, Z am not telling this committee anything It

doesn't already know when Z say that to the average American taxpayer, tax reform means

tax relief. This Is the urgent, crying need. This is what Congress must provide If we

are to avert that taxpayers' revolt which former TresurV Secretary Barr described wo

well.

The surtax has been touted by the Administration asan absolute necessity to stop

inflation. But there is no evidence that the surtax has had even a minimal anti-infla-

tionarV effect. To the contrary, It is as easy to contend that h surtax actually pro-

duces inflation we have had a worsening of the spiral since the surtax was enacted.

rhe most ironic thing about all this Is that the middle-income taxpayer is footing

the bill for Inflation, even though he is victim rather than cause. rhe government

goes along its merry way pouring billions Into a war we said we were going to end and

this money finds Its way into the market place. Corporate profits rose almost four

billion dollars last year after taxes. he middle-incom taxpayer has nowhere to pass

on the co t of the surtaxi the tax comes out of his salary. No matter how hard he works,

cannot keep pace with Inflation and taxes. This Is the man Z want to speak for

today. this is the man who may not understand exactly what tax reform means, but

know that what he needs is tax relief. For him there will be no'maningful reform

If there is no relief.
just

Mr. Chairman, Z haveketurned from my hoe in Illinois. Most of us have just

turned from talking to our constituents during the recess. There Is one thing on their

dnds. They have been squeezed, and milked, and rolled and drained until they are not

going to stand for It any longer. Ne have a tax system which has always been the envy

- other countries because of the high level of voluntary compliance. But I fear that

record in this respect may be in danger unless we show our citizens that we are

1l1ng to give them a break. The moderate-income, salaried taxpayer Is now paying more

- his goods and services, ne is now borrowing money at higher rates than ever (with
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no one to pass those rates on to), and in addition we are asking him to pay a surtax on

top of already high state and local texas and a federal incom tax. This Is too much

to ask.

Z urge this committee to take either one of two actions in connection with the

present Tax Reform Act. First, rethink the decision vhich was made earlier this year

to extend the surtax for six months at 10%. End it on October 31, which would give the

American citizen a tax dividend for the last t.v months of this year. Zf the com-

mIttee does not feel that such action is possible on the 10% surtax, then I urge you at

least to delete the provisions in IH.R. 13270 which would extend the surtax for still

another six months at 5%. The extra six months are not necessary for federal revenues.

If we keep our word and begin to withdraw some of our men, material and money from

South Vietnam, the justification for the surtax will have ended. Nuch has been demanded

from the American citizen and taxpayer, and much has been given. But I fear to think

what will follow if our tax reform does not include substantial tax relief. I hope the

Administration can be discouraged from trying to make up the fiscal deficit the bill

produces by cutting the tax relief to the middle-income families of America. I hope,

finally, this committee will come to the conclusion, as Z have, that for the great

majority of Americans, there will be no tax reform if there is no meaningful tax relief.

o 0o
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SUMMARY OF PRINCIPAL POINTS

Statement of Joel Barlow

Before The

Senate Finance Committee

on H.R. 13270

September 8, 1969

The machine tool industry and the tool, die and

precision machining industry and their more than 2,000 member
J/

companies are concerned to find that this major tax reform

bill (H.R. 13270) fails to include any part of the long

promised and overdue reform of the depreciation tax structure.

a I I

The Treasury in recommending no overall deprecia-

tion reform seems to be quite unmindful of the fact (and the

public and the Congress are obviously quite unaware of it)

that the United States has the anighest percentage of overage

obsolescent production facilities of any of the leading In-

dustrial nations, and that the United States also has the

most restrictive and outdated capital recovery tax structure

of any of these industrial nations.

In compliance with the Committee's rule excluding

testimony relating to the investment credit, no presentation

1/ The national organizations of these industries are the
National Machine Tool Builders Association (NMTBA), American
Machine Tool Distributors Association (AMTDA) and National
Tool, Die & Precision Machining Association (NTDPMA).
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is being made on the importance of continuing the 7% credit

until reforms In the depreciation structure can be adopted.

0 0 4

This statement deals only with the four specific

reforms that are required to correct the deficiencies in

the depreciation tax structure, particularly if the invest-

ment credit is repealed:

(1) The amendment of Section 167 to make
possible the elimination of the restrictive reserve
ratio test from the Depreciation Guidelines because
of (a) its complexity, (b) the difficulties tax-
payers face in meeting the test, and (c) the Im-
portance of following the simpler and more effective
patterns of other nations so as to get rid of all
the headaches and controversies involved In Indi-
vidualization of tax depreciation lives and service-
life auditing.

(2) The inclusion of the depreciable lives
of the Depreciation Guidelines by amendment In
Section 167 of the Code to deter the Treasury from
unilaterally (and even arbitrarily) extending de-
preciation lives to increase the revenues as it
did in the 1930's.

(3) The amendment of Section 167 to eliminate
the requirement for establishing salvage or residual
value for productive equipment so as to preclude
adjustments by and controversies with the IRS,
which are wholly unnecessary now with the advent
of additional recapture provisions in Section 1245.

(4) The amendment of Section 179 to eliminate
the $10,000 ceiling with a possible reduction in
the rate of the additional first-year depreciation
allowance from 20% to 15%. This would make U.S.
capital recovery allowances more comparable to
those of other nations, and it would make up in
part at least for the reform bill's tremendous
loss of cash flow for U.S. industry that could be
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so disruptive for the economy In the next few
years. Unlike the investment credit, this
allowance would not exceed cost and presumably
would be less vulnerable to change.

If as a condition to this depreciation reform the

Treasury should insist that tax depreciation be booked for

financial reporting purposes, the industries making these

proposals believe that all industry should accept the condi-

tion.

There must be immediate depreciation reform not

only to tax the capital intensive industries more equitably

and realistically, but also to make the United States tax

structure as vital and as effective as the tax structures of

the other industrial nations of the world with which we must

compete.

These other industrial nations are deadly serious

about facility modernization and replacement in their effort

to capture America's traditional markets. Their more liberal

tax allowances not only give their industries a great competi-

tive advantage but in addition encourage American industry

to expand abroad instead of in the United States.

• 0 i
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Most industrial nations make their more liberal

depreciation or capital recovery allowances available as a

matter of right under a simple, easily administered tax

structure.

# . U

In contrast, depreciation allowances in the United

States are determined under a very complicated tax structure,

and usually only after protracted negotiation and controversy

with a revenue agent.

Instead of having tax allowances available based

on the most enlightened and acceptable practices as in other

nations, the United States taxpayer may be left for years in

the straitjacket of his own unenlightened depreciation prac-

tices.

* 0 i

Smaller companies particularly have difficulty

sustaining the burden of proof imposed by the tax deprecia-

tion structure and in coping with revenue agents in depre-

ciation controversies.

The special 7-year amortization provision in Sec-

tion 705 limited to railroad rolling stock other than loco-

motives and the special 5-year amortization provision in
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Section 704 for pollution control facilities are in them-

selves a clear recognition of the inadequacy of our present

depreciation tax structure to keep United States industrial

facilities modern and adequate.

I 1 1

These are clearly necessary provisions and an

equally cogent case for amortization can be made for many

of the metalworking industries, including machine tools,

aircraft and steel.

Both the Kennedy and Eisenhower administrations

recognized the need for depreciation reform and moved ahead

in initiating important improvements. The present Adminis-

tration has turned back the clock by eliminating the invest-

ment credit and proposing no depreciation reforms at all,

only another Treasury study.

The very least the Administration could have done

when it decided it could not honor the Treasury's earlier

assurance that the credit was to be a permanent part of the

tax structure was to make certain that the repeal would

recognize the hardships of those who had made formidable

commitments in reliance on the credit. It could have done

this in two ways: (1) By recommending more liberal transitional
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rules for those taxpayers who had committed themselves to

long-range plans or programs even though they had not made

purchase commitments, and (2) by repealing or at least

modifying the reserve ratio test because of the difficulty

or even impossibility taxpayers now face in trying to meet

the reserve ratio test without the intended help of the in-

vestment credit.

With the highest wage rates and labor costs in the

world, American industry can stay competitive only through a

constantly Increasing investment (1) in the research required

to maintain our technological superiority in productive facili-

ties, and (2) in the technologically superior cost-reducing

facilities themselves. Unless the Senate and the conferees

add depreciation reform to H.R. 13270 to restore the more than

$7 billion of investment that would be lost in cash flow in

the next three years, there is likely to be a serious disloca-

tion in the economy.

There will be a slowdown in the modernization and

replacement of the very industrial facilities that are so

necessary to provide essential Jobs in this country for

American workers, and to make the United States the lower

cost producer it must be in competing with other nations.

0 1 4
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If capital investment is not encouraged by depre-

ciation reforms and thus is not made in the United States,

more and more capital funds for plant expansion will move

abroad as they have for years, and more and more U.S.-owned

plants will be built abroad instead of in the United States.

1 S 0

With this U.S. expansion abroad will continue to

go many jobs for American workers, and in many instances an

essential part of our industrial and defense base that the

United States can ill afford to lose.

V 0 0

The pendulum has swung too far in this bill. It

has not swung too far in the commendable provisions for rate

reduction or the relief from hardships provided for the lower

income groups, but it has swung too far in minimizing the

importance of all types of risk-taking capital investment

by penalizing it and seeming to discredit it.

* 0 0

Although the Ways and Means Committee and the

Joint Committee staff have performed a truly remarkable

job of composing and drafting a milestone tax reform bill

in a very limited time, it is nonetheless a hurried measure

with many errors, omissions, inconsistencies, ambiguities

and no end of complexity.

1 0 #
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H.R. 13270 requires a major overhaul and revision

and the closest kind of scrutiny by the Finance Committee

since the text of the bill was not under review in the

hearings of the House.

9 1 #
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September 5, 1969

Statement of Joel Barlow

Before The

Senate Finance Committee

on H.R. 13270

September 8, 1969

My name is Joel Barlow, and I am a member of the

Washington law firm of Covington & Burling.

The national trade associations representing

the machine tool industry and the tool, die and precision

machining industry, and their more than 2,000 member com-
1/

panics in every state in the Union, have asked me to

appear before the Finance Committee today to comment on

one important deficiency in H.R. 13270 -- the failure to

include in this major tax reform bill any part of the

long promised and overdue reform of the depreciation tax

1/ The national organizations of these industries are the
National Machine Tool Builders Association (NMTBA), American
Machine Tool Distributors Association (AMTDA) and National
Tool, Die & Precision Machining Association (NTDPMA). The
size of these 2,000 member companies varies from 5 employees
and $100,000 of sales to nearly 15,000 employees and more
than $250,000,000 in sales.
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structure. They had thought that there was a general recogni-1/
tion in the Treasury and Congress that there must be Immediate

depreciation reform not only to tax the capital intensive in-

dustries more equitably and realistically, but also to make our

tax structure as vital and as effective as the tax structures

of the other industrial nations of the world with which we must
21

compete.

I/ Innumerable legislative and administrative proposals and
promises have been made over the years, and countless depreeia-
tion reform bills have been introduced. The American Bar Asso-
ciation has formally approved a specific legislative proposal
containing some features of the Canadian "bracket" system.
This was introduced as H.R. 11450 in 1965. Senators Hartke,
Randolph, McCarthy and Javits Jointly introduced H.R. 8363 in
1963 providing for the repeal of the reserve ratio test.

2/ Most Industrial nations make their more liberal deprecia-
tion or capital recovery allowances available as a matter of
right under a simple, easily administered tax structure. The
allowances are provided under broad classes of facilities and
are generally based (a) on the most enlightened or acceptable
depreciation practices, and (b) on the amount and rate of re-
covery required to stimulate modernization and replacement.

In contrast, depreciation allowances in the United States
are determined under a very complicated tax structure, and
usually only after protracted negotiation and controversy with
a revenue agent. The agent has the difficult or impossible
task of conforming the tax life to the individualized service
life unless the taxpayer sustains his equally difficult burden
of proving that the tax life should not conform to his actual
practice.

Instead of having tax allowances available to him based on
the most enlightened and acceptable practices in his industry
as in other nations, he may be left for years in the strait-
Jacket of his own unenlightened practices. Smaller companies
particularly have had difficulty sustaining this burden of
proof and in coping with revenue agents.
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These other industrial nations are deadly serious about

facility modernization and replacement in their effort to cap-

ture America's traditional markets. Their more liberal tax

allowances not only give their industries a great competitive

advantage, but in addition encourage American industry to ex-

pand abroad instead of in the United States.

Instead of moving ahead to meet this competition,

this tax reform bill steps backward to give foreign industry

an even greater advantage. Quite unbelievably, H.R. 13270

represents a deliberate effort by the Treasury, to which the

House has responded, to make our capital recovery tax structure

even more restrictive.

The only exceptions are the special 7-year amortiza-

tion provision (Section 705) limited to railroad rolling stock

other than locomotives, and 5-year amortization for pollution

l/ Germany, Japan, England, Canada, France, Italy, Sweden and
other nations permit the writeoff of investment in industria-
facilities in a fraction of the time permitted in the United
States, making possible a much greater cash flow for both
facility acquisition and research and development.

Their tax structures give their industries other competi-
tive advantages (all with OAT approval) such as a greater re-
liance on indirect taxes, such as the value-added tax, which
are rebated to foster exports and imposed as "border taxes"
on imports to discourage foreign competition. Most of these
nations also have a single integrated tax system instead of
the 52 separate, overlapping systems we have in the United
States. Any major reform legislation must counter these tax
advantages also if the United States is to maintain its com-
petitive position.
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control facilities (Section 704). Of course, the inclusion of

these necessary provisions is in itself a clear recognition of

the inadequacy of our present depreciation tax structure to
l/

keep U.S. industrial facilities modern and adequate.

Unless the Senate and the conferees change H.R. 13270

to restore the more than seven billion dollars of investment

American industry will lose in cash flow in the next three

years, there will almost certainly be a serious dislocation in

the economy. At the very least, as Treasury officials con-

cede, there will be another slowdown in the modernization and

replacement of industrial facilities. These are the very facili-

ties that are so necessary to provide essential jobs in this

country for American workers, and to make the United States the

lower cost producer it must be in competing with other nations.

l/ An equally cogent case can be made by many of the metal-
working industries (machine tools, aircraft, steel) for the
same special amortization of the machine tools and other equip-
ment they use. Technological change in both product and equip-
ment is even more rapid in these industries as, for example,
in numerically controlled machine tools, and the need for re-
placement and expansion to meet national needs is just as great.
It must be kept. n mind that it is machine tools that are so
urgently needed to produce this rolling stock and pollution
control equipment, just as it is machine tools that are so
urgently needed to produce the airplanes, the steel mill facili-
ties and other equipment in critically short supply. Machine
tools are known as the "master tools of industry." Everything
made of metal is made on machine tools.

2/ The Treasury estimates of revenue gain from repeal of the
Credit for 1970, 1971 and 1972 total $7.2 billion.
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Until the present Administration gave capital re-

covery tax legislation such a low priority in its surprise

announcement last April 21, the capital intensive industries

had reason to believe from continuous discussions with the

Treasury that the Government would have to reform and improve

our outdated depreciation tax structure in any general reform

bill. Of course, if the investment credit did not remain a

permanent part of the tax structure as some had predicted,

reform would be mandatory.

Both the Kennedy and Eisenhower administrations had

recognized the need for reform and had moved ahead in initiat-1_/
Ing some important improvements. It was, therefore, hardly

believable that the Nixon Administration would turn back the

clock by eliminating the Investment credit and proposing no

1/ The Eisenhower Administration proposed the accelerated
depreciation provisions which were enacted in 1954 (Section
167(b)), and the Kennedy Administration adopted the Deprecia-
tion Guidelines in 1962 (Revenue Procedure 62-211 and proposed
the investment credit which was enacted in 1962. The Depre-
ciation Guidelines moved very helpfully into the better de-
preciation pattern of other nations except for the effect of
the reserve ratio test which will be discussed later. All of
these improvements were represented as being permanent reforms
of the tax structure, but they have turned out to be something
less. The credit was suspended and is now recommended for
repeal. H.R. 13270 would also put new restrictions on the
availability of the accelerated methods adopted in 1954 (Sec-
tions 451 and 521) and their utilization in computing earnings
and profits for dividend purposes (Section 452).
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depreciation reforms at all or any other capital recovery

Improvements in announcing Its reform legislation. All that
l/

has been proposed thus far is another Treasury study.

The very least the Administration could have done

when It decided it could not hor'.r the Treasury's (and the

Government's) earlier assurance- that the credit was to be

a permanent part of the tax structure, was to make certain

that the repeal would minimize the hardships of those who had

made formidable commitments in reliance on the credit. It

could have done this in two ways: (1) By recommending liberal

transitional rules for those taxpayers who had committed them-

selves to long-range plans or programs even though they had

not made purchase commitments, and (2) by repealing or at

I/ Apparently, even this study may now be delayed. Under
secretary Charls Walker is quoted in IRON AOE (August 14, 1969
Pp. 79-81) as saying that the Treasury "is looking at It (de-
preciation) in fundamental reform terms," that there will be
no quidd pro quo for the repeal of the Investment credit," and
that the Treasury's depreciation proposals will not come before
Congress "until January, 1971." This announcement and timetable
cannot help but have the effect of slowing down still further
the modernization and replacement of Industrial facilities until
1971 or even 1972.

2/ As recently as March 21, 1969, in his address to the Business
Council, Secretary of the Treasury Kennedy had said that the
credit was a permanent part of the tax structure and the Treasury
had no intention of tinkering with it.

i / The Treasury reportedly acquiesced in the so-called "Lockheed
amendment" (Section 703(a) of H.R. 13270 adding Section 49(b)(10)

(contd.)
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least modifying the reserve ratio test because of the diffi-

culty or even Impossibility taxpayers would now face In meeting

the reserve ratio test without the intended help of the invest-

ment credit. It must be kept in mind that the Government had

repeatedly assured taxpayers that the credit and the Guidelines

were "a package," and that the investment credit had been de-

signed and adopted so that taxpayers could continuously utilize

it in meeting the rigorous and restrictive reserve ratio test.

Four Essential Depreciation Reform Proposals

To comply fully with the Committee's proscription on

testimony relating to the investment credit, no presentation

will be made, of course, on the importance of continuing the 7%

credit at least until reforms in the depreciation structure can

be adopted. My testimony will deal only with four specific re-

forms that are Immediately required to correct the deficiencies

in our depreciation tax structure, particularly if the invest-

ment credit is repealed:

(1) The amendment of Section 167 to make
possible the elimination of the restrictive reserve
ratio test from the Depreciation Guidelines because

I/ (contd.)

to the IRC) which recognizes the hardship and Inequity in the
transitional rules but strives narrowly to limit the relief
to one company or to a very few companies when all companies
who made similar commitments in plans and programs in reliance
on the credit should be granted relief.
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of (a) its complexity, (b) the difficulties tax-
payers face in moeting the test, and (c) the im-
portance of following the simpler and more effective
patterns of other nations so as to get rid of all
the headaches and controversies involved in indi-
vidualization of tax depreciation lives and service-
life auditing.

(2) The inclusion of the depreciable lives
of the Depreciation Guidelines by amendment in
Section 167 of the Code to deter the Treasury from
unilaterally (and even arbitrarily) extending de-
preciation lives to increase the revenues as it did
in the 1930's. l/

(3) The amendment of Section 167 to elimJnate
the requirement for establishing salvage or residual
value for productive equipment so as to preclude ad-
Justments by and controversies with the IRS, which
are wholly unnecessary now with the advent of addi-
tional recapture provisions in Section 1245.

(4) The amendment of Section 179 to eliminate
the $10,000 ceiling with a possible reduction in the
rate of the additional first-year depreciation allow-
ance from 20% to 15%. This would make U.S. capital
recovery allowances more comparable to those of other
nations, and it would make up in part at least for
the reform bill's tremendous loss of cash flow for
U.S. industry that could be so disruptive for the
economy in the next few years. Unlike the investment
credit, this allowance would not exceed cost and pre-
sumably would be less vulnerable to change.

1/ There is some concern that the Administration might take
such action in view of (1) its announced concern with the loss
of revenue in H.R. 13270, (2) its action on the investment
credit, (3) its indicated attitude toward capital recovery
allowances generally, (4) recent Treasury surveys and studies
that reportedly indicate that the Guideline lives are too
short under traditional service life concepts, and (5) trial
balloons the Treasury has sent up in the past year suggesting
that tax depreciation deductions should be limited to those
taken for financial reporting purposes.
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The NMTBA, the AMTDA and the NTDPMA have authorized

me to say that if as a condition to depreciation reform the

Treasury should insist that tax depreciation be booked for

'"nancial reporting purposes, they believe industry should

a,-cept the condition.

Actually, these industries are convinced that, given

a reasonable transitional period under these new depreciation

reform, all taxpayers would be able "to book their tax depre-

ciation," and industry could get rid of the stigma attached to

"two sets of books."

They base this conclusion not only on their own in-

dividual experiences, and the actual practice of many other

taxpayers in using the Guideline lives and the accelerated

methods for both tax and financial reporting, but also on the

following factors that have emerged out of their surveys and

studies:

(1) Technological change will come so much
faster than in the past, and obsolescence will be
so much more important than wear and tear, that
service lives will generally conform to (or be
shorter than) the present class lives of the
Guidelines. Thus there will be fewer claims of
"distortions ir. income" and "subsidy by the Govern-
ment" that have beer the basis for variations in
accounting treatment.

(2) This development together with the adop-
tion of the proposed depreciation reforms them-
selves will bring about a change in depreciation
and accounting concepts that will eliminate the

37



- 10 -

emphasis heretofore placed by both the Government
and the accounting profession on the individual
taxpayer's experience. Instead there will be a
recognition for all purposes of the importance of
industry standards (minimum lives or maximum rates)
based on (a) the most enlightened replacement prac-
tices, and (b) projections of the rate of capital
recovery required for replacement.

Obsolete Facilities and an Obsolete System

The Treasury in recommending no overall depreciation

reform seems to be quite unmindful of the fact (and the public

and the Congress are obviously quite unaware of it) that the

United States has the highest percentage of overage and obso-

lete industrial facilities of any of the leading industrial
l/

nations; and that the United States also has the most restric-

tive and outdated capital recovery tax structure of any of these

industrial nations.

l/ 1969 Survey of McGraw-Hill, Inc.

2/ The urgent need for a capital recovery tax structure com-
parable to those of other leading industrial nations and a
history of the development of the United States structure are
set out at some length in testimony and statements heretofore
submitted by me and others on behalf of these industries before
this Committee and the Ways and Means Committee: Hearings on
Suspension of Investment Credit before the Senate Finance Com-
mittee (H.R. 17607), October 5, 1966, pp. 106-139, pp. 407-410,
pp. 434-445; Hearings on Incentives for Investment in Urban
Poverty Areas before the Senate Finance Committee (S. 2088 and
S. 2100), September 14, 1967; Hearings on Tax Revision before
the Committee on Ways and Means, November, 1959, Vol. 2, pp. 827-
840; Hearings on the President's 1961 Tax Recommendations before
the Committee on Ways and Means, May 12, 1961, Vol. 2, pp. 983-
1006, pp. 1547-1549; Hearings on the President's Proposal on

(contd.)
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If the investment credit is repealed with no off-

setting depreciation reform, American industry will be at an

even greater disadvantage in competing with other industrial

nations for the export markets of the world, and in slowing

down the increasingly serious inroads foreign importers are

making into our own domestic market. With the highest wage

rates and labor costs in the world, American industry can stay

competitive only through a constantly increasing investment

(1) in the research required to maintain our technological

superiority in productive facilities, and (2) in the techno-

logically superior cost-reducing facilities themselves. This

investment must come principally from the cash flow of U.S.

industry which the Treasury and H.R. 13270 propose to reduce

by over $7 billion in the next three years.

Full Cycle to Obsolescence and Tax Controversies?

In 1934 the Treasury drastically cut back depreciable

allowances across the board by approximately 25% to increase

tax collections, and in addition placed an almost impossible

burden on the taxpayer of proving the service or useful life

2/ (contd.)

Suspension of the Investment Credit before the Committee on
Ways and Means (H.R. 17607), September 14, 1966, pp. 208-231,
pp. 396-404; Statements of the NMTBA, the AMTDA and the NTDPMA
before the Ways and Means Committee, May, 1969.
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of each facility. This was the beginning of our present

system that is so badly in need of change.

Since that time (except for the three-year moratorium

under the Guidelines) tax administration has been marked by

interminable and wasteful depreciation controversies, and our

industrial history has been one of recurring facility shortages

and pernicious obsolescence both in peacetime and wartime. It

is plain that the facility investment required to keep the

United States modern and strong and fully competitive will not

and cannot be made under the restrictive tax structure we have

at present which is based on individualized service-life audit-
21

Ing and negotiation. We must also be aware that it is fast

becoming more restrictive now that the revenue agents are ap-

plying the reserve ratio test under the Depreciation Guidelines

to extend depreciable lives Just as they did under old Bulletin F.

1/ T.D. 4422, XIII-l Cum. Bull. 58 (February 28, 1934); Mim.
1170, XIII-l Cum. Bull. 59 (April 4, 1934).

2/ To reduce accumulated industrial obsolescence and to pro-
vide adequate industrial capacity, temporary emergency allow-
ances had to be added in 1940, 1950 and 1962 to shore up our
ineffectual depreciation tax structure. As already mentioned,
special amortization provisions have once again had to be In-
cluded in H.R. 13270 to bolster the structure and make possible
certain critical industrial expansions.

,/ The three-year moratorium during which revenue agents could
not lengthen depreciable lives by applying the reserve ratio
test of the Guidelines is no longer in effect. Once again,

(contd.)
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In insisting on a continuance of the reserve ratio

test, the Treasury does not seem to realize that there simply

has not been time, since the adoption of the Guidelines in

1962, for many companies (particularly smaller companies)

forced to incur tremendous capital expenditures to get rid of

accumulated plant obsolescence, to correct entirely the unwise

depreciation practices that persisted for so many years and

caused the obsolescence in the first place. These bad practices

of the past were sometimes the result of unsophisticated manage-

ment and poor financial and accounting advice, but always they

resulted in part at least from the shortsighted tax deprecia-

tion policies of the Government that the Treasury has been so
1/

reluctant to change. Unless the reserve ratio test, which

is based on the taxpayer's unfortunate experience, is eliminated,

he will be forced back into the same old depreciation rut and

I/ (contd.)

as under the old Bulletin F procedures, the taxpayer is bound
by all the deficiencies of his past practices. He may lose
entirely, through circumstances completely beyond his control,
the right to use the more liberal Guideline lives; while at the
same time his competitor, quite fortuitously, may be entitled
to continue with the shorter Guideline lives with all the com-
petitive advantage this entails.

l/ As a result of T.D. 4422, capital intensive corporations
were caught up in a vicious cycle of inadequate depreciation,
overpaid income taxes (and renegotiation refunds), inadequate
earnings and cash flow for modernization and replacement, still
less depreciation and cash flow, more obsolescence, higher cost
production, still lower earnings, etc.
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the same old depreciation controversies in which he was bogged

down so long under Bulletin P procedures.

Any thoughtful person will be enthusiastic about many

of the tax reform proposals in H.R. 13270 to minimize hard-

ships, inequities and discrimination; and we can all agree

with the high tax priorities that must be given to the demands

of the Vietnam War, inflation and the pressing needs of our

cities. But it seems crystal clear that the Administration

unnecessarily handicaps itself in trying to provide these

necessary revenues and in fighting inflation by giving no

priority at all in H.R. 13270 to the investment allowances

that will assure the industrial capacity and the low cost

production to fight inflation, to increase exports, to im-

prove our balance of payments, and thus to increase the

revenues.

I/ According to many economists, there Is a very present
danger of "overkill" in the proposed tax damper on invest-
ment. There are already some ominous signs in the capital goods
industry. Machine tool orders which have come to be regarded
as a reliable economic barometer were down more than 22% in
July from the corresponding period in 1968. Manufacturers'
new orders showed their second monthly decline in June. After-
tax corporate profits turned down in the second quarter. As
a result of these factors and indicators, a marked leveling
off in plant and equipment expenditures is now projected by
business economists. Instead of the original prediction of
a 13% increase in 1969 over 1968, the figure has been revised
to 8-10%. The Federal Reserve Board survey as reported in
the New York Times for August 20, 1969, predicts no increase
in 1970 in authorizations for plant and equipment over 1969.
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History Repeats Itself

President Nixon has stated quite candidly that

other reasons or rationalizations to the contrary notwith-

standing, the need for additional revenue to make possible

the termination of the surtax as promised is the real reason

he proposed a reduction in capital recovery allowances and

proposes no offsetting reforms. It was this same need for

additional revenue that President Roosevelt gave in 1934 as

the reason for instructing the Treasury to reduce deprecia-

tion allowances across the board.

So far-reaching were President Roosevelt's 1934

disallowances (and those President Nixon proposes are of the

same magnitude in today's economy) that the industrial plant

of the United States has not yet fully recovered from the

obsolescence and higher cost production that resulted from

depreciation policies and practices the Government required

and business adopted following the 1934 ruling. As I have

already mentioned, even at this late date the United States

has the highest percentage of overage obsolescent production

facilities of any of the leading industrial nations of the

world.

Despite the beneficial effects of the liberalized

Depreciation Guidelines, the 7% credit, the 1954 accelerated

depreciation methods and the 60-month amortization allowances
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of the 1940's and the 1950's, the United States has not been

able to do more than slowly narrow the obsolescence gap since
l/

World War II.

These interim remedial provisions have generally been

too temporary and uncertain, or too hedged in with restrictions

in both language and administration to insure the continuous

modernization and replacement of the productive facilities that

are so sorely needed. At no time has there been the permanent

change In direction away from the restrictive 1934 policy upon

which the taxpayer could rely in his long-range planning.

Surveys in the metalworking industries show that many

companies (30% in one survey) were not willing to use the shorter

Guideline lives simply because of the uncertainty and complexity

of the reserve ratio test.

It is clear that the United States will not be able

to close the obsolescence gap until it adopts a permanent

capital recovery tax structure that is as liberal, realistic

1/ Annual Surveys of McGraw-Hill, Inc., 1945-1969. While the
United States has been having difficulty closing the obsolescence
gap, foreign nations with their more modern industrial facilities
have made considerable progress In closing gaps where they have
been behind the United States in total production and exports.
Taking machine tools as an example, we find that U.S. exports of
machine tools decreased from $286,667,000 in 1964 to $286,034,000
in 1968. Japanese machine tool exports increased from $21,240,000
in 1964 to $60,143,001 in 1968, or an increase of 1835. West
German exports of machine tools increased from $389,959,000 in
1964 to $587,500,000 I.n 1968, or an increase of 50%. Imports of
machine tools into the United States increased from $36,364,000
In 1964 to $163,576,000 in 1968, or 349%.
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and simple as the tax structures of other industrial nations

such as our next-door neighbor Canada, for example.

We can criticize the subsidy policies of other

nations; we can be opposed to all subsidies as a matter of

principle; and we can somewhat disparagingly label every

capital recovery tax allowance, including percentage deple-

tion, "a tax subsidy" as President Nixon labeled the invest-

ment credit in his tax message; but we must not forget that

the United States is no longer the self-contained and self-

sufficient economic unit it once was, and if other nations

subsidize investment to compete with us, we have little choice

but to provide equivalents.

However, it is by no means necessary to concede that

reform or liberalization of our tax structure as proposed

involves any government subsidy to investment simply because

tax lives do not conform to past service lives. A very per-

suasive case can be made that there is no "subsidy" element

in the accelerated depreciation allowances permitted by the

Code, and that none was injected by the enactment of the

investment credit (despite the recovery in excess of cost)

because the credit was required to make up for the deficiencies

in the structure that precluded a reasonable capital recovery

allowance in the first place. If the recovery does not exceed

actual cost, as in the depreciation reforms proposed, it is

45
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possible to argue that no claim of subsidy should be made simply

on the basis of timing. There may be, of course, a resulting

disparity in treatment of taxpayers simply on the basis of

timing; but it should be noted on this phase that the present

system has been an utter failure not only in trying to avoid

such disparity, but even in Its effort to conform tax lives

to service lives.

The Treasury's Defense

Although President Nixon has relied principally on

revenue needs as the reason for cutting back on investment

allowances, Secretary of the Treasury Kennedy has attempted

to defend the Administration position on other gr6unds as

well.

In his testimony before the Committee on Ways and

Means he took the position that the 1970's will be distin-

guished from the 1960's In not requiring a tax structure de-

signed to provide the same stimulus to modernization, replace-

ment and expansion of productive facilities as was required

in the 1960's.

In his testimony he seemed to be saying, to use his

own words, that because "business has put cloe to $400 billion

into new plant and equipment in the 1960's," the same high

level of Investment will not be required in the 1970's.
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Although he recognizes that the United States has had a

"sluggish rate of business investment" in the past in the

absence of tax stimulation, he thinks that a high rate of

investment will nevertheless continue in the 1970's with

stimulation coming only from "the fundamental Incentive to l/

invest -- good prospective markets for industry's products."

This kind of thinking is, of course, not at all

understandable to the capital intensive industries. They

already see as they move into the 1970's the breathtaking

rate of technological change in both products and the equip-

ment that produces them. They also see the tremendous cash

1/ These statements which are quoted in full below were made
Sy Secretary Kennedy before the Ways and Means Committee on
May 20, 1969. Just a few weeks before, on March 21, in his
Business Council presentation, the Secretary stated unequivo-
cally that the Administration recognized the need for tax
encouragement to long-run investment. These were his words:
"We have no plans for tinkering with the investment tax credit.
Congress intended the credit to be a part of the regular tax
system, and not a device for stimulating or slowing the economy.
Moreover, the credit has been highly effective in encouraging
the long-run investment that creates additional Jobs and income."

His May 20 statement follows:
"Stated simply, the case for removal of the investment

credit rests primarily upon the fact that the social needs and
economic conditions of the 1970's will be greatly different
from those of a decade ago. Stimulation of a sluggish rate of
business investment was a high priority goal in the early 1960's.
Since that time, business has put close to $400 billion into new
plant and equipment. Even without the credit, a high rate of
investment is expected to continue because the fundamental
incentive to invest -- good prospective markets for industry's
products -- is likely to remain strong. Instead of inducing
still more business investment, additional resources will be
available to meet pressing needs for housing, to aid State and
local governments, and to improve the lot of the poor."
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flow and expenditure demands of the 1970's for research, de-

velopments modernization and replacement to beat back obso-

lescence to meet foreign competition. They are convinced

that the rate of technological change and capital investment

will far exceed that of the 1960's. To them even the thought

of returning to anything like the old sluggish rate of in-

vestment is anathema, Just as it is in Germany and Japan and

the other Industrial nations where every government aid Is

being given to stimulate investment in productive facilities.

If such investment Is not encouraged and made in

the United States, more and more capital funds for plant ex-

pansion will move abroad as they have for years, and more and

more U.S.-owned plants will be built abroad Instead of in the

United States. With this U.S. expansion abroad will continue

to go, unfortunately, many Jobs for American workers, and in

many instances an essential part of our industrial and defense

base that the United States can Ill afford to lose.

One of the principal Inducements to the many machine

tool companies that have expanded abroad in the past ten years,

instead of in the United States, has been the liberal foreign

depreciation allowances that permit the complete writeoff of

a plant In a fraction of the time allowed In the United

States.
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Increased Capacity and Productivity Are Disinflationary

The Treasury has repeatedly pointed out that putting

tax restrictions on facility investment wil/ dampen the fires

of inflation. They seem to persist in the view that capital

investment allowances can be used as short swing contracyclical

measures despite the almost conclusive evidence that effective

timing is impossible, and that cutting back on productivity

is self-defeating and does much more harm than good.

Certainly, the experience of the 1960's in suspend-

ing and reinstating the investment credit suggests that (1) the

legislative wheels move too slowly and uncertainly to achieve

an effective short swing anti-inflationar; effect, and (2) that

cutting back on the source of future productivity simply means

another round of inflation later on. The unintended, and in-

evitable, adverse effects of reducing investment allowances

in the 1930's, 1940's, 1950's, as well as the 1960's, are al-

ready on the record.

One well known economist and editor recently answered

the Treasury argument with some plain speaking:

"How silly can you get? The only ultimate
answer to inflation is more capital investment
now and more productive capacity later on . . .
the cries of outrage against the rise planned
for private capital investment are the same as
those of the farmer that killed the goose that
laid the golden eggs. The stop inflation now
philosophy ignores this key fact.
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"The best and most successful way to halt
inflation is to increase the supply of available
goods and services over and above demand, to
modernize and automate, to cut the unit costs of
production, and to decrease the amount of natural
resources used in production. And that's what
we're doing now. Hail our secret weapon against
Inflation: capital investment." 1/

Industry Looks to the Finance Committee

Quite understandably, depreciation and other tech-

nical tax allowances for business investment seldom if ever

enjoy a very high priority in the public mind or in the world

of politics, principally because their essential function Is

not understood. It is only when the President, or the tax-

writing committees of the Congress provide the necessary

leadership to educate the public and the Congress, as they

did in wartime and in 1954 and 1961, that major reforms and

Improvements can be made in the tax depreciation structure

to reduce industrial obsolescence and provide adequate facili-

ties for both peacetime and wartime economies.

At a time when the public and even the Congress
2/

are somewhat understandably emotional about tax reform, it

1/ Statement of P. A. Rinfret, Rinfret Boston Associates,
letter dated April 28. 1969.

2/ When a Secretary of the Treasury announces that without
Immediate tax reform there is likely to be a taxpayers' re-
volt, the thought, if not father to the deed, can be father

(contd.)
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is easy to discredit business investment allowances in the

public mind, no matter how essential they may be to the nation's

economic health, by labeling them tax subsidies, tax prefer-

ences and tax loopholes.

The much more difficult task that is so essential

for this Committee at the moment is to make the public and

the Congress understand that It is not in the national interest

in this competitive world to put further restrictions on invest-

ment, or to postpone any longer the enactment of the proposed

depreciation reforms.

The pendulum has swung too far in this bill. It has

not swung too far in the commendable provisions for rate re-

duction or the relief from hardships provided for the lower

income groups, but In the wholly unwarranted exercise of

minimizing the importance of all types of risk-taking capital

investment by penalizing it and seeming to discredit it.

Not only is capital Investment penalized unduly,

but security investment as well, and also the high risk-taking

investment involved in developing natural resources. Some

2/ (contd.)

to some emotional tax reform, particularly in an election year.
The Secretary was entirely right in pointing to some long over-
due tax reforms that have now been included in H.R. 13270, and
it may be that the inordinate delay In overall reform warranted
his impassioned plea. It must be said, however, that a less
dramatic call might have resulted in somewhat less imbalance in
this tax bill between what might be called reform for consumers
and reform of investors.

51



- 24 -

reforms and changes in these areas are entirely Justified,

but they should not take the form of somewhat extreme penalties

emotionally imposed across the board on the basis of isolated

examples of unusual tax avoidance. Even "Investment" in our

schools, our churches, our museums and our art galleries can

be said to be penalized together with the institutions them-

selves, In some of the extreme restrictions placed on charit-

able contributions.

With the leadership this Committee can provide In

educating the public and the Congress, there will be no "tax-

payer revolt" if the pendulum swings back to recognize the

essentiality of capital investment in a capitalistic economy,

and the necessity for taxing different kinds of Income dif-

ferently. These truisms are too often overlooked and Ignored.

Even the emotional furor stemming in part at least

from some misunderstanding of percentage depletion may subside

so that a sensible solution on a transitional basis can be

found for this controversial problem. Disruption of our

economic system is the exorbitant price all taxpayers are

likely to pay for a hurried and emotional application of tax

theory.

General Comments on H.R. 13270

By way of a lawyer's comment on H.R. 13270, I feel

constrained to say that although the Ways and Means Committee
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and the Joint Committee Staff have performed a truly remark-

able job of composing and drafting a milestone tax reform bill

in a very limited time, it Is nonetheless a hurried measure

with many errors, omissions, inconsistencies, ambiguities and

no end of complexity. As the tax-writing committees and their

staffs know full well, H.R. 13270 requires a major overhaul

and revision and the closest kind of scrutiny since the text

of the bill was not under review in the hearings in the House.

I think we must all reluctantly agree when we con-

template the 368 pages before us that any remaining notion

that simplicity can be attained in reforming our tax structure,

or that a taxpayer can any longer prepare his own return, has

been pretty well dispelled by all this fine print and complexity.

Algebraic computations are now required, and even computers

will have to be used by accountants and other advisers in the

preparation of individual as well as corporate returns.

One of the great virtues of the proposals we have

made here today for depreciation reform is the simplicity and

ease of understanding and administration they will bring to

the tax law.

On the following pages of Appendix A is a more de-

tailed and somewhat technical explanation of the proposal to

eliminate the reserve ratio test and include the Guideline

lives in Section 167.
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Appendix A to Statement

by Joel Barlow on

H.R. 13270 Before the

Senate Finance Committee

September 8, 1969

Discussion of Proposed Amendments of
Section 167 to Eliminate the Reserve

Ratio Test and to Include the
Depreciable Lives of the
Guidelines in the Code

It is generally recognized by tax authorities both

in and out of the Government that the reserve ratio test can-

not be eliminated without a change in Section 167. The courts

have repeatedly interpreted Section 167 as requiring that

depreciation allowancesbe based on the taxpayer's individual

experience.

There was some indication at the time the Guide-

lines were adopted In 1962 that the reserve ratio test

would not have been included if it had not been for the

courts' interpretation of the statutory requirement. It

was recognized at the time that the U.S. system had been

notably unsuccessful in trying to conform tax lives to

service lives under similar depreciation reserve tests

that had been used, and it was thought that the proposed

reserve ratio test would be no more successful.
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The Guidelines represented what has been referred

to as a "noble effort" to get away from the complexities

and controversies of service-life audit procedures. The

Treasury officials who conceived them deserve great credit

for going to the broader class life approach and for resolv-

ing doubts in favor of more liberal allowances in determining

class lives. Even the reserve ratio test was a well intended

and ingenuous formula. The only difficulty is that even

with its transitional rules and "brownie points" it is much

too restrictive to say nothing of its great complexity.

The test is so restrictive, so complex and so

inapplicable to certain types of depreciation accounts that

it has discouraged many taxpayers, particularly small tax-

payers, from using the Guidelines. It is clear now that if

this test is not eliminated, its application will give rise

once again to a repetition of the wasteful and needless tax

controversies that have plagued the administration of the

tax laws for so many years.

The Treasury in the past has disputed the test's

complexity, and even the present Administration may do so

in view of its announced interest in postponing depreciation

reform so as to avoid any diminution of the revenues. But,

unfortunately, it seems clear from extensive discussions with

businessmen and their accountants that the test's complexity

is the deciding factor for many businesses that do not adopt
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the Guidelines. This was confirmed in recent surveys in

the metalworking industry In which most of those respond-

Ing referred to this complexity as an important or even

controlling factor in their decisions to continue to use

non-Guideline lives.

It is no answer to the complexity argument to

suggest, as the Treasury has in the past, that other pro-

visions of the Code -- for example, Subchapter C and Sub-

part P -- also are complex. Usually, in cases involving

reorganizations and foreign-based company Income, large

corporations are involved, and tax specialists are in con-

trol. Moreover, many of these questions are not of a

continuing nature, and taxpayers are more inclined to call

in professionals' help in such circumstances. The Guide-

lines, on the other hand, frequently must be mastered by

small individual proprietors and by factory accountants

on a day-to-day basis, and this is where the principal

difficulty arises.

In recent industry surveys of depreciation prac-

tices, a number of companies stated that although they could

pass the reserve ratio test currently, they did not adopt

the Guidelines because they did not want to expose them-

selves to possible future adjustments under the reserve

ratio test. In other words, they would take what they con-

ceived to be the certainty of inadequate depreciation against
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the uncertainty of additional depreciation, and particularly

the uncertainty in the timing of depreciation deductions

under the Guidelines. This uncertainty in timing -- because

of the application of the reserve ratio test -- has deterred

these taxpayers from adopting the Guidelines in the first

instance.

The argument has been made that the threat of

depreciation adjustments under the Guidelines will stimulate

taxpayers to Invest in order to meet the reserve ratio test.

This may have some force once a taxpayer has adopted the

Guidelines, but the taxpayer's feet cannot be held to the

fire until the fire is lit. I have found no businessman,

tax lawyer or accountant, who believes that the threat of

depreciation adjustments has any significant effect upon

investment decisions.

Probably the most compelling reason next to its

complexity for getting rid of the reserve ratio test is the

benefit to be gained by both the Government and the taxpayer

in getting away from the individualization of tax deprecia-

tion. As I have stressed in the accompanying statement,

most countries have learned that trying to arrive at service

lives based on the taxpayer's experience is an expensive

administrative exercise in futility. They have also learned

that there is just about the same disparity in treatment in

individual service-life auditing as there is in permitting
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the unrestricted use of minimum Guideline lives (or maximum

Guideline rates) for broad classes of facilities based on

industry surveys. Revenue Procedure 62-21 without the

reserve ratio test falls into the simpler, more administrable

pattern adopted by other nations.

It must be pointed out that the Treasury has op-

posed any suggestion that depreciation should be based

other than on the taxpayer's own experience despite the

fact that It was the Treasury that injected the capital

recovery concept into the tax law in the form of the in-

vestment credit. The Treasury in subsequently focusing only

on the depreciation aspect has pointed out that it believes

more is involved than simple interest on the tax saving if

experience is not the test. The Treasury stresses that for

a taxpayer engaged in a growing business, the allowance of

additional depreciation means a permanent tax saving, and

from the fiscal standpoint, a permanent revenue loss.

The Treasury's basic objection to a new statutory

system without an experience test Is that it would permit a

taxpayer to depreciate its assets at a rate faster than it

is replacing. As a result of the so-called "excess" deprecia-

tion, the taxpayer would earn a higher after-tax rate of re-

turn and be subject to a lower effective tax rate on its in-

vestment in the assets than would a second taxpayer whose

depreciation deductions correspond to its acquisition ano
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retirement cycle. This is no different, the Treasury says,

than purposefully taxing some taxpayers at one rate and

others at a different rate.

The Treasury goes on to point out (although

somewhat uncertainly) that the consequence would be that

investors would tend to invest in slowly replacing com-

panies, and this, of course, is undesirable from an

economic standpoint.

Moreover, according to the Treasury, because

non-depreciable assets like inventory and accounts re-

ceivable would be taxed at a higher effective rate and

produce a lower after-tax return than depreciable assets,

there would be too much investment in depreciable assets

and too little in non-depreciable assets.

All of this, the Treasury concludes, would re-

sult in a misallocation of economic resources and ultimately

a slowdown in economic growth. The Treasury insists that

to avoid this, the reserve ratio test must be retained to

ensure that a taxpayer's depreciation deductions are con-

sistent with its replacement cycle.

It is indeed true that different after-tax rates

of return result where two taxpayers claim the same de-

preciation for tax purposes but in fact use identical

assets for different periods of time. However, the im-

plication of the Treasury position is that such differences
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do not presently exist. This is not the case. Today's

differences arise from two principal factors:

1. Where the Guidelines are not In use, or

where it becomes necessary to resort to the "facts and

circumstances" under the Guidelines, Revenue agents in

different districts or offices, or even in the same district

or office, usually have completely different views (often

uninformed and erroneous) as to the proper lives for various

depreciable assets. The conclusions reached may even be

influenced by the number of other issues in dispute and

the respective "horse-trading" abilities of the represen-

tatives of the taxpayer and the Revenue Service.

2. Whether or not the Guidelines are applicable,

rate of return differences result from the option given to

taxpayers to use the straight line, the declining balance,

or the sum-of-the-year's digits method of computing depre-

ciation.

Furthermore, as to the problems of inventory and

receivables that the Treasury also has raised, we should

remember that there already are significant after-tax rate

of return differences among taxpayers under the existing

rules.

For example, some taxpayers use prime or direct

cost accounting while others cost on a full-absorption basis.

Some will treat a particular expense as part of the burden
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pool; others will treat it as 0 & A. Some taxpayers use

FIFO, others LIFO. Some taxpayers charge off bad debts

using the specific charge-off method and others the reserve

method.

Finally, while most taxpayers report on the ac-

crual basis, there are some who use the installment or

cash methods. Each of these methods affects the after-

tax return with respect to inventory or receivables, and

in some instances, the differences resulting from the use

of one method or another may be as much as, or more than,

the differences that would be created with respect to de-

preciation charge-offs if the reserve ratio test is scrapped.

It should be noted also that neither the reserve

ratio nor any other test which relies on past experience

can be of real assistance in determining the proper life

of an asset in advance. This was proved over and over

again in the depreciation controversies and cases follow-

ing the adoption of Bulletin F.

It is easy, of course, for the Treasury to

demonstrate its rate of return and effective tax rate

computations with the use of hindsight. For example,

the Treasury can point to two taxpayers who purchase

identical assets on the same day and dispose of them

ten years later, but one has depreciated on a ten-year

basis and the other uses a five-year life. The fact that
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the taxpayer using the five-year life has in the Treasury's

view obtained an undue benefit does not even become ap-

parent until after the fifth year and does not become

absolutely clear, because of normal deviations from an

average, for some time thereafter.

The point Is that even under the reserve ratio

test, a taxpayer may be subject to adjustments which prove

to be unwarranted by his future experience. To put this

another way, the taxpayer is penalized under the reserve

ratio test after the fact, for it is only after the fact

that it can be known with certainty that too rapid deprecia-

tion has been claimed. The result is, of course, that even

under the reserve ratio test, there is no assurance at the

time depreciation on any asset is claimed that the rate of

return and effective tax rate with respect to that asset

are appropriate from the economic standpoint.

Under the Canadian bracket system of depreciation,

use of the double declining balance method with multiple

asset accounts is mandatory. While this combination of

methods does not eliminate the rate of return and effective

tax rate problems referred to above, It does have the

tendency to produce roughly identical depreciable charges

after a period of years, regardless of the life that is

used. This is not true of either the straight line or the

sum-of-the-yearis digits methods. Thus, by requiring the
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use of double declining balance-multiple asset acgount-

ing, a measure of general equality or rough Justice

can be introduced into our depreciation system, and, at

the same time, rate of return and effective tax-rate dif-

ferences can be kept within reasonable limits.

It must be conceded that differences in the ef-

fective after-tax rates of return earned by similarly

situated taxpayers may result in "uneconomic" investment.

But it must also be conceded that application of the re-

serve ratio test cannot eliminate these differences. Nor

would its abandonment significantly increase them if tax-

,ayers are required to use double declining balance-multiple

asset accounting.

In view of the experience under the Guidelines

since 1962, it seems clear that the stimulation to capital

goods investment resulting from the elimination of the un-

certainty and complexity caused by the reserve ratio test

would do the economy more good in the long run than what-

ever benefits may be derived from penalizing taxpayers for

having claimed excessive depreciation in prior years. It

would also greatly improve and simplify the administration

of the tax laws by the IRS, and increase taxpayer confidence

in the IRS and in our unique self-assessment system.
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Statement of the
Machinery and Allied Products Institute
to the committee on Finance, U.S. Senate
on the Proposed Tax Reform Act of 1969

September 8, 1969

Swnary of Coments and Recoiendations

1. General

The bill io subject to criticism on a number of broad
grounds. It is being rushed through the legislative mill in a
manner which has not permitted thus far appropriate considera-
tion of either the technical aspects of the proposal or its full
implications frca a broad public policy viev. A thorough review
by the Senate Finance Cmittee Is therefore very much in order.
H.R. 13270 is essentially a negative bill insofar as the balance
between tightening and liberalizing provisions is concerned.
The bill is not only excessively complicated, but it makes no
progress toward simplicity; indeed, it adds to the typical
super-technical approach to tax legislation. It makes certain
changes adverse to the taxpaer on a retroactive basis. It is
badly unbalanced in terms of its treatment of corporations as
compared vith individuals. A most serious aspect of the bill
is tAe fact that it punishes investment versus consumption.
Finafy, certain sections of the bill seem to ignore inflation
and the prospects5D-t- nihmQ0

IE spell out the disparte iac ivetment
versusm nsption, calling attention in sa tail to the

:a vestment needs of the econm and the tations
on ources of funds for invqdlft. The void whic wuld
b created by. the rspqal of ,the iteeent tax credi is
,ery substantiaeJ.34 its Itppt will be'extrmely sari
unless it is 1led prptly by an equiYalent subtitu
Various siternative a roaches to providing such a subst
tute are 41 cussed br eft .ids4ing five-ypa amortizat
for eqqiywenrt=-=.c f: "ion ich wouldbe roughly equ-
alent to the present/c i~aO ion the depreciation guide-,
lines aW the inve ~t tai credi /

2. ed'fE1 nsa i--t

Weop~se te 4.erated .copeneauion provisions in
the bi4 and recqIend theiT deoti ; if not deleted, they
should be subst~ttally modA~d aJn the lines suggested. 1

3. Restricted ftock Plans aatc ions ' /

The Institute opses the changes coained in 4e
bill which wouldtJghten th current tax tre$ent of restricted

N //
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stock plans; existing rules concerning restricted stock
plans should be continued in force. Code provisions relat-
Ing to stock options should be liberalized to extend the
period during which options may be outstanding from five
years to ten. The currently required holding period of
three years should be shortened to at least 18 months and
preferably one year.

. moving Epenses

So far as the moving expense provisions go, we
support the broadening and liberalization of the moving ex-
pense deduction but suggest that the objective in this tax
area should be to make the employee vhole--without tax pen-
alty--as to all moving expenses ordinarily and necessarily
incurred in connection with an employment-related move. Cer-
tain of the specific limitations on time and mon included
in the bill are neither practical nor reasonable. If full
relief is not provided at this time, a supplemntal and
complete relief provision should be enacted as soon as
possible.

5. Taxation of Foreign Earnings

a. Foreign tax credit.--We recommend deletion of the for-
eign tax credit provision in the bill which would mean
in essence that any tax advantage derived from a loss
with respect to foreign operations would be recouped
by the Treasury out of additional taxes imposed on
future profits derived from the country within which
such losses were incurred. The "deemed credit" should
be made available with respect to foreign taxes paid
by any second- or lover-tier foreign subsidiary if
there is at least a 10-percent voting stock ownership
by a first- or upper-tier foreign subsidiary in which
the American taxpayer holds at least a 10-percent in-
terest.

b. Subpart F.--The Cmittee should consider the inter-
relationship between Subpart F and Section 482 regu-
lations with a view to eliminating any unnecessary
overlap.

c. Double taxation of foreign earnings.--Existing treaty
provisions have not provided an adequate solution to
double taxation problems. The matter deserves prior-
ity attention by this Comittee and, we hope, by the
Treasury Department.
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d. Section 367 rulings.--The Section 367 requirment for
advance rulings in connection vith the reorganization,
etc., of foreign subsidiaries should be dropped and
have substituted for it authority for an after-the-
fact Justification by the taxpayer. In addition, Sec-
tion 367 should be included in a comprehensive legis-
lative investigation of the taxation of foreign earn-
ings.

6. Real Estate Depreciation

The changes in the bill permitting only straight-
line depreciation or declining-balance depreciation limited
to 150 percent should not be applied to industrial real prop-
erty, that is real property used in connection with the manu-
facturing process. Similarly as to industrial real property,
we oppose tightening of the rules regarding "recapture" in
the event of gain on the sale of such real property.

7. Capital Gains and Losses

The proposed changes affecting capital gains and
losses should not be enacted. They are defective on sub-
stantive grounds and in addition represent a "hit and run"
attack on a major area of tax policy without proper evalu-
ation of the widesweeping tax policy considerations. The
repeal of the alternative 25-percent maximum rate for capi-
tal gains and the lengthening of the holding period from
six months to one year would have perverse effects on in-
vestment both in terms of blunting the incentive to take
risks and decreasing fluidity in investment markets. For
similar reasons, we oppose the change in the deductibility
of capital losses. Finally, we reccoend deletion of the
provision as to lump-sum distributions to an employee from
a qualified pension, profit-sharing, stock-bonus, or annu-
ity plan. The proposal would be disruptive as to such plans,
might create severe tax results if the recipient were pushed
into higher tax brackets, and would discourage the establish-
ment and growth of the types of plans affected.

8. Tax Accounting Problems

a. Advance paynents.--By legislative action, the Congress
should overrule misapplication of the Hagen rule which
involves taxation of advance or progress payments when
received, at least insofar as industrial goods are
concerned. Technically, such legislation should per-
mit tax deferral on advance payments as to industrial
goods until the sales transaction is completed. This
legislative action is critically necessary on accounting
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grounds, because current taxation of advance and progress
payments poses a threat to the financial structure of the
capital goods industries, and because taxation of such
payments on receipt as distinguished from the time when
the transaction is completed will have perverse effects
on Treasury revenues and cause corporations to resort to
external financing and possibly increase prices.

b. "ethods of accounting". --Section 481 should be amended
to authorize a ten-year spread of the tax Impact of
changes in accounting method.

c. Inventory valuation.--We oppose a proposed Revenue Rul-
ing which would render unacceptable for tax purposes both
the "prim cost" and the "direct cost" methods of inven-
tory valuation.

9. Accelerated Earnings Tax

It is timely for the Congress to reevaluate the pres-
ent law, regulations, and tax administration of the accumulated
earnings tax. We suggest certain specific areas of inquiry for
the Congress.

10. Charitable Contributions

The provisions in the bill affecting charitable con-
tributions, including repeal of the unlimited deduction and
change in the tax treatment of the appreciation in value of
property contributed, should be carefully reexamined. Parti-
cular attention should be given to the adverse effect which
we believe such changes will have on the pattern of contri-
butions upon which our society strongly relies in connection
with social, educational, and similar causes.
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Statement of the
Machinery and Allied Products Institute

to the
Committee on Finance, United States Senate

on the Proposed Tax Reform Act of 1969
(H.R. 132M)

Presented by
Charles W. Stewart, President

September 8, 1969

TOE TAX REF I4 BILL M REFOI4

We appreciate this opportunity to present our view to the
Committee on Finance of the United States Senate ou H.R. 13270, the
proposed Tax Reform Act of 1969. The Machinery and Allied Products
Institute and its affiliate organization, the Counuil for Technological
Advancement, represent the capital goods and allied equipmnt industries
of the United States. These industries naturally have a deep interest
in the provisions of ay comprehensive tax revision bill such as that
now pending before the Committee. That interest relates not only to
the direct impact of certain proposed changes on individuals and corpo-
rations but also includes a deep concern and sense of responsibility to
address the public policy implications of provisions of the current bill.
With our commitment to research in the economics of capital goods, tech-
nological advancement, and investment, we hope that some of the study
work carried on by the Institute will be helpful to this Comittee and
to others concerned with tax legislation both in the Executive Branch
and the Congress.

General Observations

It is with considerable reluctance that we state our general
and strong objections to the overall character of the tax reform bill
before the Senate Finance Committee because we fully appreciate the com-
plexity of the legislative process, particularly when it is applied to
federal tax changes. Moreover, we are sensitive to the tremendous work
load carried in the Executive Branch, in the House Committee on Ways
and Means, and by the very able staff of the Joint Committee on Internal
Revenue Taxation, in connection with development of the content of the
proposed Tax Reform Act of 1969. At the same time we do feel an obli-
gation to underline our substantial reservations about the philosophy,
the approach, and the content of this bill, so that the Senate Finance
Committee, giving consideration to the views of others and the results
of its own study, may be assisted in taking whatever action it feels is
appropriate to modify H.R. 13270.

First, we have concern as to how this bill was developed. It
is true that extensive hearings on tax reform were conducted by the Ways
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and Means Cwmittee but the witnesses at no time had an opportunity to
address themelves to all of the proposals contained in the bill as
passed by the House and at no tim had before thee detailed bill lan-
guage for consideration. The bill which was reported favorably by the
Ways and Means Comittee is long and coaplex. Debate on the floor was
very limited by rule, mendmeots on the floor were precluded, and we
believe it Is fair to say that many members of the Congress had no op-
portunity to study and reflect on the detail and the implications of
the contents of the bill. These hearings, therefore, take on critical
Importance because for the first time the views of interested parties
can be addressed to the specifics of the Tax Refom Act of 1969 ad the
philosopW underlying it.

Giving due deference to the tremendous work load carried by
those responsible for the development of the provisions of this bill
and recognizing the political Judpent that was apparently made that
passing a tax reform bill promptl is a must, we submit that this is
not the way to legislate in the tax area. Tax legislation is difficult
enough when considered by the Congress under the best possible circm-
stances; it becomes almost Impossible to produce a sound result when it
is rushed through Congress and neither the technical aspects of the pro-
posals nor the full Implications frm a broad public policy view can be
given appropriate study.

Characteristics of the Bill
and Its Approach

The thrust of the proposed legislation seems to be that with-
out any particular pattern or overall criteria the Congress is attempt-
ing to identify a significant number of so-called "tax preferences" or
"tax loopholes" and attack them. In many cases with respect to individ-
ual provisions of the bill there does not appear to have been an ade-
quate examination of the probable policy implications of the tax action
being taken. There seem to be too much of an atmosphere of a judWent
that "we have to pass a bill which we can call a tax reform bill."

We have additional objections to the overall approach embodied
in this bill. They can be sumarized briefly as follows:

1. Tax reform cuts both ways. It should result in sce
tightening where justified and clearly liberalization
should be considered where appropriate. This bill is
essentially negative with the primary exception of
the proposed reductions in personal rates.

2. The bill is terribly complicated. It does not take
one constructive step toward simplicity; indeed, it
adds complexity to an already terribly coaplex In-
ternal Revenue Code. It is not only complex from
the standpoint of its detailed provisions but the
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regulations and the interpretations which must fol-
low will pile complexity and difficulty on top of
the chaos which we already have under the present
tax laws. In this connection, perhaps the Comt-
tee would like to have the record include an article
in The Wall Street Journal of Wednesday, September 3,
1969, by a prominent tax attorney, Rene A. Wormer,
entitled "Tax Reform: Adding Hodgepodge to Hodgepodge."
Reference should also be made to the "Separate Views'
of Congresmian James B. Utt in House Report No. 91-413
(Part 1), page 216, on H.R. 13270. The Congressman's
opening statement deserves most careful consideration:

I have reservations about this legis-
lation, not because I = opposed to tax re-
form, but because I realize it is so essential.
The ostensible purpose of this bill is to com-
prehensively reform our Federal income tax law,
and it Is being heralded as the broadest and
most comprehensive tax reforms that have been
enacted since 1954. The actual result may be
to introduce greater complexity and inequity
into our tax laws.

3. It reflects the typical aupertechnical, overprecise
approach which has characterized tax thinking in the
federal government for so many years. Simple solu-
tions seem to be rejected out of hand, lint picking,
fussy qualifications or exceptions are once again
spread throughout the bill.

4. There seems to be a growing tendency to reject what
for many years was a long-standing principle in tax
legislation; namely, that changes adverse to the tax-
payer would not be made retroactively. There are a
number of retroactive effective dates in the present
bill.

5. The bill clearly is unbalanced in terms of its treat-
ment of corporations versus individuals. Not only is
relief provided primarily for individuals but the neg-
ative provisions of the bill are balanced heavily
against corporations. We deal with this in more de-
tail below.

6. A most serious aspect of the bill is that it punishes
investment versus consumption. This point is developed
later in this statement.

7. Finally, certain sections of the bill seem to ignore
inflation and the prospects for its continuance.
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Discrimination Against Corprations

H.R. 13270, the bill currently before the Committee, would
extend the surcharge at a 5-percent rate for the first half of 1970.
In addition, the 7-percent investment tax credit would be repealed with
respect to property acquired, constructed, or placed under a "binding
contract," after April 18, 1969.

Further, in the case of depreciation on industrial buildings,
the corporate taxpayer would be required, with respect to buildings ac-
quired after July 24, 1969, to use either the straight-line or the 150-
percent declining-balance methods of depreciation instead of the double
declining-balance method or the sun of the years-digits methods which
are available under present law. In addition, the depreciation "recap-
ture" on the sale of industrial buildings would be stepped up consider-
ably.

Finally, the capital gains tax rate for corporations would be
increased from a 25-percent rate to a 30-percent rate, an increase of
20 percent.

It seem to us that this treatment illustrates a very serious
weakness in the bill. Under the statistical information which was made
available by the House Ways and Means Committee during House considera-
tion of the bill, there would be a total tax relief provided under the
bill of $1.7 billion in the calendar year 1970, $6.8 billion in calendar
year 1971, and $9.3 billion in 1972 and future years. This is to be
counterbalanced by a revenue increase from other provisions of the bill
which would amount to $4.1 billion in 1970, and would gradually increase
to $6.9 billion by 1979. A major item in this revenue increase would,
of course, be the repeal of the investment credit which would increase
federal tax revenues $3.3 billion by 1979. Beyond the repeal of the in-
vestment credit, it seems clear that corporations would be required to
make up most of the remaining $3.6 billion in increased federal revenues.

This raises a very serious question of equity in our minds.
We recall that, in connection with the Revenue Act of 1964 in which sub-
stantial rate reductions were accomplished, corporations were afforded
approximately one-third of the total of $14 billion in reduced federal
revenues (the 4-point corporate rate reduction, plus the effect of the
investment tax credit and the depreciation guidelines). Nov this ear-
lier division of benefits is being offset by proposed repeal of the in-
vestment credit and the new bill as a package has a very negative impact
on corporations. Beyond the question of equity, however, there is the
very fundamental problem of the impact of the House bill on corporate in-
vestment generally. It seems clear to us that the effect of this legis-
lation will very clearly be to discourage investment.
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Disparate Impact on Investment
Versus Consumption

It follows from the discussion above regarding the impact on
corporations that the bill bears much more heavily on investment than
on consumption. This, of course, would have a very negative effect on
economic growth in the United States. The corollary to that proposition
is that economic growth not only supports prosperity tut is the princi-
pal contributor to the creation of jobs. It is a major prop to tax rev-
enues. It is essential to our national security. Yet this bill, seem-
ingly on a deliberate basis, punishes investment. Repeal of the invest-
ment credit has already been discussed before congressional hearings at
length. Its negative investment implications, at least over the long
run, are clear and largely conceded. Continuation of the surcharge and
the other provisions affecting corporations as briefly referred to above
and discussed in more detail later in this statement all add up to a
very unfavorable effect on investment. Certain of the provisions af-
fecting individuals have negative investment implications also.

Especially bad timing.--The timing of this action seems to be
especially poor. The country is fortunate to be enjoying an accelerated
rate of technological pr-.vress. Investment opportunities are not only
plentiful and challenging but in terms of some of the competitive pres-
sures confronting this country domestically and internationally and the
cost-push pressures, notably a skyrocketing increase in cost of labor
per unit of output, the necessity for investment at a high level seems
obvious. The investment needs of the economy are also traceable in sig-
nificant measure to the accelerated rate of growth in the labor force,
a labor force which must be equipped with tools to produce, and an ac-
celerated rate of growth in household formation which in turn will in-
crease the demand for goods and require increased production to meet
that demand.

Limitations on sources of funds for investment.--If we pro-
ceed frcm the premise that the investment needs of the economy are very
large and will grow and can be expected to grow further, and perhaps at
an even more accelerated rate in the 1970s, it is logical to inquire
into the extent to which there are limitations on the sources of funds
to support this needed investment.

In brief, with respect to the supply of funds for investment,
the following points are critical:

1. Corporations rely primarily on internal funds--
capital consumption allowances and retained earn-
ings.

2. Retained earnings have been declining since 1966.

3. Capital consumption allowances for tax purposes
are likely to rise at a diminishing rate here-
after, especially if the reserve-ratio test of
tax depreciation lives is continued in effect.
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4. Moreover, such allovunces, being based on histori-
cal cost, become increasingly inadequate because
of inflation. Corporate tax depreciation will be
deficient next year by something like $8 billion
for this reason.

5. If forecasts are realized, corporate internal funds
next year wiii cover only 80 percent of plant and
equipent expenditures, the lowest ratio for more
than 20 years.

Ratio of fixed investment to internal funds.--Let us discuss
the question of internal sources of funds for corporate investment In a
bit more detail. General indications fron preliminary studies now being
conducted by HAPI are that internal sources of nonftnmcaal corporate
financing are falling veil short of fixed investment. Historically, in-
vestment tends to be approximately determined by the availability of in-
ternal funds as indicated by the fact that fixed investment has averaged
out at roughly 100 percent of internal funds (corporate depreciation plus
retained earnings) over most of the post-war period.

During 1966-68 the ratio of fixed investment to internal funds
has substantially exceeded 100. This clearly reflects the urgent need
felt by business to offset rising production costs agese, interest, and
materials prices) through the use of modern, cost-cutting machinery. It
may also reflect same recognition of the expected growth in demands to be
put on our productive capacity as the U.S. Government increases its ef-
forts to meet expanding social needs.

Yet, however high the urgency ratings assigned to prospective
investments, business cannot go on indefinitely increasing their reli-
ance on external sources of financing at present rates. Ultimately, they
will be forced to cut back to levels more consonant with internal sources
of financing in spite of future needs to further reduce costs and increase
productive capacity.

At the sine time there are indications that t.he future growth
in internal funds may be adversely affected by a reduced rate of growth
in capital consumption allowances which represent the major ccuponent
of the total. This growth wil be reduced further from the increasing
impact of the reserve-ratio test as it serves to extend tax lives of de-
preciable plant and equipment over the next several years.

Fundamental fallacy in the bill.--Yet, in spite of these indi-
cations of growing investment requirements in excess of the growth in
the means for financing these investments, this bill is essentially anti-
investment in thrust.
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The Void Created by Investment
Credit Hepeal

In his bearing instructions, the chairman of the Finance Com-
mittee has made it clear that the Cmttee does not wish to have the
question of proposed repeal of the investment tax credit reargued. This
is understandable in view of the fact that extensive hearings were re-
cently conducted by this com ttee on that subject, but we do wish to
call attention to the Institute's testimony on July Ul, 1969, during
those bearings which i5 published beginning at page 296 of the printed
bearings. It does seem not ody appropriate, however, but necessary,
and perhaps even an obligation, to underline the fact that although this
is not the forum for rearguing the pros and cons on investment credit
repeal--as strongly as we feel that repeal will prove to be a national
blunder--repeal will create a void in our programs to support capital
investment and that void is of massive proportions.

Persuasive government testimon.--One of the most persuasive
and thoroughly documented presentations bearing on this point was sub-
mitted by then Secretary of the Treasury Douglas Dillon in connection
with hearings before this comittee in 1962 on the Reven e Act of 1962.
In Part 1 of those bearings covering April 2, Secretary Dillon compared
the United States with other leading Industrial countries with particular
reference to capital expenditures and the need for a continuing permanent
support for such expenditures through our tax system. It should be noted
that among other observations Secretary Dillon pointed to the fact that
capital expenditures constitute a smller percentage of the Gross Nation-
al Product in the United States than in any mjor industrial nation in
the world. On page 82 of those hearings he aulmitted a very interest-
Ing table which we ask be included in the record of these hearings. The
data presented in the table demonstrated clearly that even a drastic
downward revision of depreciable lives would still not bring capital al-
lowances in the United States to a level ccmpar eble with that permitted
by our foreign copetitors. It was his conclusion that only the ccmbi-
nation of the depreciation guideline system and a special incentive with
the sme Impact a the investment tax credit would place United States
business firm on substantially equal footing with their foreign compet-
Itors in this respect.

A Proper substitute for the investment credit.--What should be
considered as a proper substitute for the Investment tax credit if it is
to be repealed on a permanent basis? In addition to the study referred
to above which Involves an em-ination of sources of funds for capital
investment, the Institute has been reviewing aain the Impact of the
reserve-ratio test under the depreciation guideline system and approaches
which might be taken by the federal govexent to fill the gap which will
be created should investment credit repeal take effect. Very high on our
list is the necessary revocation of the reserve-ratio test which is a
qualification to a taxpayer's entitlement to use the guideline lives pro-
vided under the depreciation guidelines. We have documented our criticisms
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of the reserve-ratio test at length. They are set forth in the HAPI
pamphlet entitled "The Reserve-Ratio Test--A Palpable Delusion" and
this publication is available for study by the Committee and its staff.
We do not feel, however, that scrapping the reserve-ratio test should
be considered as one of the principal alternatives to the investment
tax credit. This revocation should take place as a minimal move re-
gardless of what choice is made among the various alternatives to be
considered in lieu of the investment credit.

Some of these other substitutes which deserve very careful
consideration and might be undertaken as alternatives, or possibly to
some extent in combination, include the following:

.W
1. The percentt additional first-year writeoff pro-

vided under Section 179 of the Code for up to $10,000
in new depreciable property could be amended to remove
the $10,000 ceiling or at the very minimum to increase
it to some more realistic level.

2. Triple-declining-balance depreciation.

3. Five-year special amortization applied across-the-
board to productive equipment as distinguished from
the limited application of this device under the
proposed bill to pollution control facilities and
to certain railroad rolling stock.

4. Consideration of further and substantial liberali-
zation of the depreciation system with perhaps some
streamlining in structure such as that embodied in
the Canadian system.

How to achieve an equivalent impact.--The Committee will be
interested in knowing that our preliminary examination of alternatives
to the investment tax credit indicate that in order to achieve the same
level of capital investment support that is attained from the combina-
tion of the depreciation guidelines and the investment tax credit pres-
ently in effect, the country would probably have to go to five-year
amortization. For certain assets grouped by useful lives, five-year
amortization might be a bit more potent than the present combination
in effect, but generally speaking the result would be in the same ball
park. There should be no misunderstanding on the part of the Congress
that when it repeals the investment tax credit it is creating an almost
frightening gap in the federal program to support capital investment in
the United States and that at least for the long run this gap Ill have
to be filled. By no means is it too early to be thinking and studying
as to how the substitute device or system should be shaped. As a mat-
ter of fact, if the anti-inflation program of government is constructive
to any significant degree, even from the government point of view, we
will need this substitute system in a matter of months. Without it we
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might very well turn an economic adjustment or a moderate recession
into something considerably more serious.

The need is immediate.--In brief, we suggest strongly that if
the Congress continues on its present track toward repeal of the invest-
ment tax credit, working with the Executive Branch Congress should begin
immediately to develop a satisfactory substitute. The studies which we
are now conducting on sources of funds for investment, on the comparative
impacts of various approaches to capital investment support, some of
which we have referred to, and on the impact of the reserve-ratio test,
we trust will be helpful as government deals with the serious implica-
tions of its act, assuming it pursues repeal of the investment tax credit
and especially if it compounds that misadventure by enacting other anti-
investment provisions contained in H.R. 13270.

We now address ourselves to specific sections of the bill and
to certain additional tax areas which deserve consideration in the con-
teyt of current tax reform.

In order to conform to requirements of the Committee regarding
delivery of copies of statements in advance of oral testimony, it was
necessary to finalize this written presentation before Secretary of the
Treasury David H. Kennedy testified on Thursday, September 4. For this
reason any cements that we may have on the Treasury testimony will be
offered in our oral presentation.
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We oppose the deferred compensation provisions in the bill
and ask that they be deleted in their entirety; if not deleted, they
shoulA be substantially modified.

Wder the provisions of the bill, deferred compensation in
mounts in excess of $10,000 paid out under unfunded deferred compen-
nation plans would be subject to a "mini.. tax" on payment at the rate
which would result from addi' that amount to the mployee's taxable
income in the taxable year In which that mount was demed to have been
earned. This requirement would not apply to any deferred compensation
payment which is made under a written plan which meta the current Code
requirements of being nondiscriminatory or which would meet such require-
ments but fur the fact that the plan Is unfunded, or under a plan in ex-
istence on August 4, 1969, which is amended to meet these requirements
before January 1, 1972. Deferred compensation payments not in excess of
$10,000 would continue to be treated as under present I. It is to be
noted that the $10,000 exception would apply to the rate of payout and
not to the rate of accrual.

The Inisin tax" would be the lower of two alternative mounts:

1. The aregate increase in tax resulting from addl
to the employee's taxable income for each taxable
year in which such excess over $10,000 Is deemed to
have been earned, the portion of such excess demed
to have been earned in each such year; or

2. The average Increase in tax computed by adding to
the employee's taxable income for the three taxable
years for which his taxable income is highest during
the last ten years of the earning period, the portion
of the excess over $10,000 deemed to have been earned
in those three years.

The nlni.m tax would not apply to the ratable portion of any
deferred compensation payment attributable to a taxable year beginning
before January 1, 1970. It also would not apply to the ratable portion
of any deferred compensation parent attributable to a taxable year
beginning before January 1. 97, if paid or made available pursuant
to an obligation which w binding on July 11, 1969, and at all tines
thereafter, without regard to the effect of any possibility of forfeit-
ure by the employee. Thus, if an employee receives in 1976 a $25 000
payment under a contract nov in effect, only that portion of the 15-,000
attributable to service performed after December 31, 1973, would be sub-
ject to the inimi. tax.

These provisions would be effective with respect to taxable
years ending after June 30, 1969.
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Our opposition to this proposed change in the tax treatment
of deferred compensation is unequivocal. If a participant in a de-
ferred compensation plan is willing to defer receipt of a portion of
his compensation until he retires, dies, or leaves the company, and if
the company is illing'to forego a tax deduction for the part of the
compensation deferred until such compensation is actually paid to the
individual, we can see no reason why the individual should not be taxed
at the regular tax rates which are applicable when he receives such com-
pensation. What government appears to be trying to do in this case is
to get around the requirements of the "constructive receipt" doctrine
under which an individual on the cash basis is not taxable on income not
actually reduced to his possession unless that income Is credited to
his account or set apart for him so that he may draw upon it at any time.
Even though the tax is not oved until such time as the deferred compen-
sation is actually paid to the individual, the tax rate to be used would
be that applicable to the earlier years in which the deferred compensa-
tion was deemed to have been earned. This treatment is contrary to sound
accounting principles. Its difficulties are particularly apparent when
the individual earning the deferred compensation has died, and the com-
pensation is to be paid to his estate.

A part of this problem may result from the fact that there
seem to be a belief that deferred compensation is substantially limi-
ted to large companies and to highly paid executives within such com-
panies. This theory is not in accord with the facts. Many of the com-
panies using deferred compensation plans are in the medium-sized and
smaller range. Moreover, such compensation is frequently made avail-
able to a much wider group than the company's top management team. De-
ferred compensation can often be a critically important incentive to an
employee who realizes that his ultimate receipt of the deferred compen-
sation depends on his company's success in the period before the payment
comes due.

Beyond the principles involved, the provision would clearly
be difficult to administer from the company's point of view. The dif-
ficulties would be even more formidable for the individual. An indi-
vidual affected by these provisions would have to engage in very
elaborate record-keeping so that he would be able in appropriate in-
stances to reconstruct his income situation with respect to prior years.

In any event, adoption of the proposal would clearly be dis-
ruptive in the extreme, requiring major changes in many deferred com-
pensation arrangements. Another major problem is the continuing infla-
tion we are likely to experience which is completely ignored in this
proposal. The inflation factor would work particular hardship because
the payments when technically received would in most cases be taxed at
rates considerably in excess of those which would apply at the-time of
actual income receipt.

Assuming (which we do not concede) that some form of tightened
taxation should be imposed on deferred compensation, the method folloved
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in the House bill does not seem to be the best way to accomplish this
goal. For example, the $10,000 exemption appears hardly adequate. It
would be much more desirable to set this figure at perhaps $25,000.

The method to be used to calculate the so-called "minimum
tax" seems unduly complicated. We think it desirable to abandon com-
pletely the concept of computing the tax on the basis of the rates which
would have applied in earlier years. It would seem much more sensible
to handle this by a modest surtax,

Another special problem would occur when the incentive com-
pensation in question takes the form of a "phantom stock" plan. Under
such a plan, the compensation to be credited to an individual's account
would be so many unit equivalents of company stock. These equivalents
would appreciate or depreciate in value as the market value fluctuates.
The problem is that the proposal would not only tax appreciation in
phantom stock as ordinary income but it would also buich such appre-
ciation so that it would be taxed at the highest rate brackets in that
individual's lifetime. Another problem that would be particularly acute
with respect to the phantom stock plan would be the "throwback" standard
under which the years would be identified to which payments would be at-
tributed or "thrown back." The Internal Revenue Service would have the
power under these standards to determine that the deferred compensation
was earned during only a portion of the individual's employment period
rather than during his complete employment period. It would be helpful
to make sure that any such "throwback" is to be limited only to the
amount which would have been paid in cash at the time the deferred com-
pensation was earned, thus ensuring that any appreciation in value would
not be included.

St" 71 another major problem with the text of the bill is that
the term "defei ced compensation" is not defined. This becomes important
because it is not clear whether bonuses payable under incentive compen-
sation plans are to be considered deferred compensation simply because
they were not actually paid within the year earned. It would appear
that such payments should be considered current compensation. This
problem can probably be substantially cured by deeming all payments
for services made within 2-1/2 months following the close of the em-
ployee's taxable year in which the services were rendered, as not con-
stituting "deferred compensation." In addition, it would be desirable
to treat payments made to a retired individual or to an individual's
estate as being current compensation if they would be so treated if
paid to a person still in the active employment of that company.

The above cements on technical defects in the deferred com-
pensation proposal should not be interpreted as departing in any way
from the Institute's complete opposition to the proposed changes in
the tax treatment of deferred compensation plans. We strongly rec-
omnend that Section 331 of the bill be stricken.
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Restricted Property (Restricted Stock Plans)
(Section 321)

The Institute opposes the bill's changes in the tax treatment
of restricted stock plans.

Under present law, no tax is imposed upon the transfer of
stock to an employee pursuant to a restricted stock plan until such
time as the restrictions lapse. At that time, the employee is taxed
at ordinary income rates on the market value of the stock at the time
of transfer or the value at the time the restrictions lapse, whichever
is the lesser amount. Any increase in the value of the stock between
the time of transfer to the employee and the time the restrictions lapse
is treated as a capital gain.

The bill includes a provision relating to restricted property
generally, which would change the current tax treatment of restricted
stock plans. Under its provisions, the person who receives a benefi-
cial interest in property by reason of the performance of services
would be taxed on the fair market value of the property at the time
of receipt, either if his interest in the property is transferable or
if it is not subject to a substantial risk of forfeiture. The opera-
tive phrase "substantial risk of forfeiture" is defined by the Commit-
tee report only to the extent of asserting that "[a] substantial risk
of forfeiture will be considered to exist where the person's rights to
the full enjoyment of the property are conditioned upon his future per-
formance of substantial services.' The alternative of referrinJ the
question of whether there is a substantial risk of forfeiture to the
facts and circumstances of the case is hardly more definitive.

Generally, these rules would apply to property transferred
after June 30, 1969, except for property transferred:

(1) pursuant to a binding written contract entered into
before April 22, 1969,

(2) upon the exercise of an option granted before April
22, 1969, or

(3) before February 1, 1970, pursuant to a written plan
adopted and approved before July 1, 1969.

We object to this provision for some of the same reasons
governing our opposition to the provision on deferred compensation.
In general, this proposal tries to do equity by ending supposed tax
discrimination in favor of large companies and highly salaried indi-
viduals. Here again, we believe that thi premises on which this theory
is based are in error. The fact is that restricted stock plans, like
deferred compensation generally, are of great significance to medium-
sized and smaller companies which wish to attract and retain executives
without paying them full compensation for services rendered in the tax-
able year in which such services were rendered.
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We think that the proposal would certainly be disruptive; it
hardly seems likely that there would be much future utilization of re-
stricted stock plans if this proposal is enacted into law. It is also
quite clear that there would be no revenue gained by the Treasury from
enactment of this proposal. Indeed, it is likely that in most cases
there would be a significant revenue loss which would result from the
fact that the appreciation of the stock, although taxed at ordinary-
income rather than capital-gain rates to the individual, would then
become fully deductible as additional compensation paid by the employer.
No such employer deduction is available, it should be noted, when the
appreciation is treated as a capital gain rather than as ordinary in-
come with respect to the individual employee.

From a technical standpoint, one of the major problems with
the House provision is the fact that continued capital gains tax treat-
meat would be available with respect to the restricted property only
when there is a "substantial risk of forfeiture." As noted, although
there is some description of that term in the House Ways and Means Com-
mittee report, no precise statement of meaning and scope is offered.
Clearly, without substantial modification of the bill on the Senate
side, Treasury regulations would have to deal in detail with this term.
Until that time, of course, there would be substantial uncertainty as
to what the term really means, and resulting uncertainty as to whether
or not specific restricted stock plans would be subject to the new pro-
visions.

There are additional arguments against this proposal. In a
very basic sense, the appreciation in value of the restricted stock
which would be subject to ordinary income taxation is really capital
appreciation. Furthermore, there is the very practical problem of the
individual's ability to pay the tax when, in many cases, the restricted
property in question can not be sold or disposed of in order to get the
money to pay the tax. Finally, we believe that the straitjacketing ef-
fect which results from Treasury's continual nibbling at restricted stock
options and stock options as well, on the assumption that compensation
is compensation regardless of the form in which it is distributed, is
totally unsound, It misses the point. While it would be naive to ar-
gue that such plans are not designed with the tax laws in mind, it is
important to recognize that compensation dollars are not homogeneous in
either the eyes of those being rewarded or those providing the remunera-
tion. The stock form of compensation has a much more important impact
than ordinary compensation. Stock in whatever manner received repre-
sents an ownership affiliation which is absolutely key to providing pro-
prietorship motivation to employees.

Stock Options

At the same time that the Congress examines the tax status of
restricted stock plans, some consideration should be given to stock
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options. We feel there is a need for liberalization. In our judgment,
the adjustments made in 19&i have swung the pendulum too far in the di-
rection of those who see "tax fairness" as requiring ordinary income
tax on every compensation dollar. At this time we suggest two rela-
tively modest amendments. First, the maximum period during which the
stock option can be outstanding should be stretched out beyond the cur-
rent five-year maximum. We think in light of the long-term comitment
impact of an option plan coupled with the "vagaries" of the market that
the old 10-year rule makes more sense. It vould reduce pressure on the
employee to exercise his option before it is convenient to do so. Sec-
ond, the current three-year holding period for optioned stock is too
arbitrary and artificial a restriction because it is totally unrelated
to the dynamics of the marketplace. Because a stock option plan is en-
couraged through the tax laws on the grounds it is an incentive to good
management doesn't remove the nagging reality that stock prices are not
wholly related to managerial performance. We reccimend a holding period
of not more than 18 months and preferably one year.

oving Expenses (Section 231)

In brief, it is our view that Section 231 of the bill on mov-
Ing expenses is a step in the right direction but much bolder relief is
warranted and technical deficiencies in the proposal should be avoided.

Before considering the specifics of the bill's provisions on
moving expenses and in order to lay a foundation for our recomendations,
it may be useful to sketch briefly the nature and history of this prob-
lem as it affects industry.

To remain competitive and to adjust to continually changing
circumstances, corporations frequently find it necessary to relocate
employees. One important impediment to maintaining the mobility of
the corporate work force is the reluctance of employees to accept the
financial and psychological burdens involved in company-directed moves.
Most companies attempt to minimize at least the financial burden by re-
imbursing employees for all or a major part of the moving expenses in-
curred. However, the tax laws, as now written and interpreted, present
serious obstacles.

At the present time, allowances or reimbursements with re-
spect to an employee already on the payroll are considered nontaxable
to the extent that such payments are limited to the so-called "direct
costs," i.e., the costs of moving the employee, his family, and his
household goods. In the case of a "new" employee, such payments must
be included in his gross income, but he is provided a tax deduction for
the reasonable expenses actually incurred in these so-called "direct"
moving expense categories. The deduction is also available in the case
of an employee who receives no such allowances or reimbursements from
his employer. In addition, payments for such moving expenses are not
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subject to withholding of federal income taxes or federal social secur-
ity or unemployment compensating taxes to the extent that it is reason-
able for the employer to believe that the expenses to which these pay-
ments relate are within the scope of the existing deduction for moving
expenses. Finally, under the present law, the deduction is available
only if the taxpayer's new principal place of work is located at least
20 miles farther from his former residence than was his former principal
place of work. In addition, it is required that the taxpayer be employed
full-time during at least 39 weeks of the 52 weeks immediately following
his arrival at the new principal place of work.

The federal judiciary to which Congress confided this problem
at the time of its last legislative action has restricted deductibility
to the three classes of "direct" expense, administratively sanctioned
by Treasury and noted above, and has indicated that further deductibil-
ity must depend upon congressional action. We believe that Congress
should now act to recognize that reimbursements for expenses ordinarily
and necessarily incurred in the course of an employment-related move are
not truly income.

The pending bill would take only limited action by expanding
the allowable categories of deductible moving expenses to include the
following:

(1) expenses of pre-move house-hunting trips;

(2) temporary living expenses at the new job location,
incurred within any 30 consecutive days after ob-
taining employment; and

(3) residence sale, purchase, or lease expenses, in-
cluding a real estate agent's commission, escrow
fees, appraisal fees, title costs, etc.

These additional categories of moving expenses would be sub-
ject to an overall deduction limitation of $2,500, and the expenses
related to house-hunting trips and temporary living expenses at the
new location would be limited to $1,000 of the $2,500.

Unfortunately, the existing rules granting a tax exclusion
for payments attributable to the "direct" categories of moving expenses
would in effect be repealed by this legislation, so that all allowances
or reimbursements for moving expenses would be considered items of gross
income. Finally, the 20-mile test--one of the two limitations relating
to qualifying for the deduction--would be modified to require that the
new job location be at least 50 miles farther than the old job location
from the former residence. In the case of the other limitation--the
39-week test--the bill would permit its waiver in some cases.

These provisions would apply with respect to taxable years
beginning after December 31, 1969.

84



- 17 -

So far as it goes, the broadening and liberalization of the
moving expense deduction which would result from enactment of this pro-
posal should be commended. In general, we feel that the employee should
be made whole--without tax penalty--as to all moving expenses ordinarily
and necessarily incurred in connection with an employment-related move.
Moreover, we question the practicality of some of the specific limita-
tions on time and money included in the bill. There may well be in-
stances in which the 30-day limitation on temporary living expenses at
the new location is inadequate. We think that 60 days, or at least 45
days, would be a more reasonable limitation under such circumstances.
Secondly, we are concerned about the use of dollar limitations in con-
nection with house-hunting trips, which do not take into consideration
the distance involved between the old and the new location. For example,
it is reasonable to assume that the cost of a single house-hunting trip
across the country by an employee and his wife would consume the entire
$1,000 allowance and indeed a substantial part of the total $2,500 al-
lowance. Finally, it would seem only reasonable that any limitations
on the allowance for expenses relating to the purchase and sale of homes
should be based at least to some extent on the market values of those
homes. We fear that if the rigid dollar limitations are not removed,
the form of relief which has been proposed will prove to be grossly in-
adequate. This, of course, is the type of problem that is always pres-
ent with a dollar limitation, especially when one considers that any
such limitation, even if adequate at the present time, will almost
surely become inadequate simply because of the continuing general in-
creases in price levels.

We are strongly opposed to the proposed change from a "20
mile" to a "50 mile" standard. This refers to the provision in the
present law under which the deduction is not available unless the tax-
payer's new principal place of business is at least 20 miles farther
from his former residence than was his old place of business. This
requirement is apparently designed to deal with what the House has re-
garded as abuses when a person might move frm one point to another in
a suburban area within which the individual's place of business is lo-
cated. To increase the "20 mile" standard to 50 miles seems to be a
niggling and unreasonable type of change. Take the case of an employee
who lives within walking distance of his company's location; the ccm-
pany decides to move 45 miles from the former residence of the employee
in question; under the new rule, he would not qualify for the moving
expense allowance even though he considers it mandatory to move his
residence. We strongly urge that if such a test is to be employed at
all, it should not be increased to 50 miles.

A final point should also be made with regard to proposed re-
lief on moving expenses. The proposals currently before the Committee
are based upon a "deduction" approach. This sort of approach is intended
to do equity as between "old" and "new" employees and as between employ-
ees who receive moving expense reimbursements from their employers and
those who do not. On the other hand, to require reporting of moving
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expense allowances and reimbursements as gross inccue even when it is
relatively certain that these amounts will be fully deductible, would
add greatly to the detail and cceplexity of the individual employee's
tax return. In this connection, ye suggest that the Committee should
consider the simplified approach taken with respect to the somewhat
similar problem of travel and entertainment expenses. In the latter
area, if a taxpayer indicates that he has fully accounted to his em-
ployer with respect to such expenses, he Is not required to report his
expenses and reimbursements in detail. We see no reason wby such a sim-
plified "exclusion" approach cannot be adopted with respect to an em-
ployee's reporting of such moving expense advances and reimbursements,
so long as he accounts fully to his employer with respect to the ex-
penses relating to such advances and reimbursements.

Finally, we take note of the related problem of the loss on
the sale of a home resulting frcm an employment-connected move.

It is our hope that enactment of legislation concerning mov-
ing expenses will provide full relief at this time; if only limited
action is taken, a further and complete relief provision should be en-
acted as soon as possible.

Foreign Tax Credit and Other Tax Problems
Relating to Foreig Earnins

(Sections 431

We oppose this section of the bill; what is needed is an over-
all rethinking of foreign source income taxation, including a reexamina-
tion of certain specific matters to which we call attention.

Under present law the credit against U.S. taxes for foreign
taxes may be ccoputed on the basis of either the "per country" limita-
tion or the "overall" limitation. The bill would provide that, in the
case of a U.S. taxpayer who uses the "per country" limitation, any tax
benefit resulting by reason of a loss from a foreign country is to be
recaptured when incos is subsequcntly derived from that country. This
would be accomplished by reducing the taxpayer's taxable income from
that country (or his foreign source taxable income if the "overall"
limitation is being used in the subsequent year) by the amount of the
loss previously sustained in that country. However, the amount subject
to recapture in this manner would be limited to one-half of the tax-
payer's taxable income in the subsequent year from sources within the
country in which the lons was previously sustained, with any remaining
counts of the loss to be recaptured in years following.

The loss recapture rule contained in this provision would be
applicable with respect to losses sustained in taxable years beginning
after December 31, 1969.

This provision would mean in essence that any tax advantage
derived fron a loss with respect to foreign operations would be recouped
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by the Treasury out of additional taxes imposed on future profits de-
rived from the country within which such losses were incurred. In ef-
fect, such losses would be only temporarily recognized. It would seem
to us that if taxes are to be increased in subsequent yearis to reflect
the loss deduction, there should be further liberalization to reduce
the impact of such increased taxes.

This provision seems particularly inequitable to us because
both the House and the House Ways and Means Ccmittee appear to have
ignored the problem of the availability of the "deemed" foreign tax
credit with respect to second- andlower-tier subsidiaries in which an
American corporation owns less than a 50-percent stock interest. In its
original announcement concerning the tax reform hearings, the House Ways
and Means Couittee expressed interest in whether or not there should
be a revision of the "deemed" foreign tax credit in the case of a cor-
poration receiving dividends from a foreign subsidiary.

Presently, the deemed credit is available to an American cam-
pany with respect to foreign taxes paid by its first-tier foreign subsid-
iary when the parent company ovns at least 10 percent of the voting stock
of the first-tier subsidiary. However, a credit is available with re-
spect to a second-tier subsidiary only when the first-tier subsidiary
owns at least 50 percent of the voting stock of the second-tier subsid-
iary.

We recemend that pertinent Code provisions be amended to make
the deemed credit fully available with respect to foreign taxes paid by
any second- or lower-tier foreign subsidiary so long as there is at least
a 10-percent voting stock ownership by an upper-tier foreign subsidiary
in which the American taxpayer holds at least a 10-percent interest. In
our judgment, the information-reporting requirements imposed by Code Sec-
tion 6038 and under Subpart F are sufficiently extensive in nature as to
assure that adequate information will be available to Justify the claim
for the foreign tax cred4-t in the case of second- and lover-tier foreign
subsidiaries.

Subpart F.--We believe the Czmittee should consider whether
Subpart F of the Code is stifl serving any valid purpose in preventing
alleged tax abuses through the use of foreign subsidiaries. Much has
taken place since enactment of Subpart F as part of the Revenue Act of
1962 to prevent any abuses that may have existed. Most significantly
of all, transactions between an American parent company and its foreign
subsidiaries are now governed by comprehensive Treasury regulations is-
sued under Section 482. At the very least, we urge the Committee to
consider the interrelationship between Subpart F and the Section 482
regulations and the extent to which there now exists an unnecessary
overlap in these two areas.

Double taxation of foreign earnings.--The new and far-reaching
Section 82 regulations have accentuated those problems arising from the
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fact that a foreign country in vhich an American taxpayer does business
does not treat an item of income for tax purposes in the same manner in
which it is treated by the Internal Revenue Service. For example, in
some cases, a foreign country will not permit a tax deduction for a
payment made by a foreign subsidiary to an American parent company in
circumstances under which a deduction would be available under Ameri-
can tax law. In some measure, such problems can be resolved under per-
tinent double-tax provisions of a tax treaty between the United States
and the foreign country in question. Under treaties presently subsist-
ing with other major industrial countries, double-tax problems of this
character are to be adjusted through negotiation by the "competent au-
thorities" of both countries.

We are informed that these treaty provisions have not led to
a satisfactory resolution of double-tax problems affecting individual
companies. Although we recognize the inherent difficulties of such ne-
gotiations and the need for U.S. Government representatives to gain ex-
perience, some problems appear to have resulted from dilatoriness or
less-than-vigorous pursuit of reasonable settlement by the U.S. "compe-
tent authority"--the Office of International Operations of the Internal
Revenue Service. In addition, there is the overriding question as to
whether the double-taxation problem should be left to negotiation by
country representatives. This issue is of such importance--involving
both equity to a U.S. taxpayer and equity to the U.S.--that, in our
judgment, it deserves priority consideration by the Congress and the
Treasury Department.

Section 367 rulings.--The present Code Section 367, dating
back to 1932, requires a U.S. taxpayer to obtain an advance Treasury
ruling that tax &voidance is not a principal purpose in certain types
of transactions which relate to the organization, reorganization, or
liquidation of foreign subsidiaries. In the absence of such a ruling,
the taxpayer must recognize as a gain for tax purposes the difference
between the value of the property transferred and the cost basis of the
property.

To repeat a point made earlier, much has happened in recent
years--particularly during the 1960s--to avert alleged tax abuser re-
lating to income earned abroad by foreign subsidiaries of U.S. parent
companies. These include, for example, Subpart F enacted as part of
the Revenue Act of 1962, the comprehensive regulations under Section
482 issued last spring, and the very extensive regulations implement-
ing the information-reporting requirements relating to foreign business
operations under Code Sections 6038 and 6046.

Serious practical difficulties result from the necessity for
literal compliance with Section 367. One of the major problems, of
course, is the delay normally incident to a Section 367 ruling. Busi-
ness opportunities often cannot await the four to five months typically
required to obtain such a ruling. Another problem arises where the
U.S. company does not have sufficient advance notice of a transaction
which might fall within the scope of Section 367, and this difficulty
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is often compounded by the fact that the U.S. parent company may not
have effective day-by-day control of the management of the foreign
corporation.

It is true that the Service has recently issued general
guidelines with respect to criteria relating to Section 367 rulings,
but it would appear that such guidelines do not solve the basic prob-
lem under Section 367. Ini our judgment, the primary difficulty lies
in the fact that the Service normally will exact some type of "toll"
as it were, in the form of a taxpayer agreement to recognize some gain
and pay some tax, in connection with the transaction.

For the reasons indicated above, we recommend that Section
367 be amended to drop the advance ru.Ling requirement and that there
be substituted for it authority for an after-the-fact Justification
by the taxpayer. In addition, we urge that Section 367 be included
as a part of a comprehensive and urgently needed congressional study
of the taxation of foreign earnings and what might be done to improve
present policies and procedures in this area.

In conclusion, beyond reemphasizing the need for an overall
reexamination of foreign source income taxation by the Congress, we
call attention to a dangerous drift in U.S. policy of which foreign
source income tax policy is only a part. This drift adds up to sig-
nificant interference with private foreign investment decision making
and free capital flows. Other elements in the picture include the
enactment and repeated extension of the Interest Equalization Tax Act,
foreign investment controls, the termination of which is not in sight,
an apparent desire on the part of our government to favor, by regula-
tion or by providing incentives, investment in developing versus de-
veloped countries, etc.

Real Estate Depreciation
(Section 521)

The House bill would permit only straight-line depreciation
or declining-balance depreciation limited to 150 percent to be taken
with respect to depreciable real property. However, there would be a
specific exception for new residential housing which would continue to
be eligible for the accelerated methods of depreciation--double declin-
ing-balance and sm of the years-digits. In all cases, however, any
gu'n on the sale after July 24, 1969 of new real property would be taxed
as ordinary income to the extent of depreciation in excess of straight-
liie depreciation taken after July 24, 1969. Under present law, any
such recapture is limited to property held for 20 months or less; beyond
that period of time, recapture is reduced by 1 percent per month for
each full month the property is held over 20 months, and when the prop-
erty is held for 10 years or more the amount recaptured is zero.

Our remarks are limited to the impact of this provision on
industrial realty.
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We oppose this provision because it fails to recognize the
special problem relating to industrial real property--that is, real
property used In connection with the manufacturing process. In our
view, such a provision, if adopted, would increase the existing die-
crimination against industrial real property Implicit in the invest-
ment credit provisions of the Code under which buildings and the
structural ccmponents of buildings may not qualify for the invest-
ment credit. Even assuming that this Cimittee concurs in the House
action repealing the investment credit and putting aside the fact that
the investment credit provisions have discriminated against industrial
realty for as long as they have been effective, it should be noted that
under the depreciation guidelines promulgated by the Treasury in 1962
(Revenue Procedure 62-21), there is no general reduction in useful lives
for buildings comparable to that provided for machinery and equiinent.
For example, useful lives for productive machinery and equipment were
reduced by 33-1/3 percent while the life for factory buildings was re-
duced by only 10 percent.

We urge the Ciettee to instruct the staff of the Joint
Camittee on Internal Revenue Taxation to investigate what appears to
be a continuing discrimination against industrial realty. In this con-
nection, the Cmittee should bear in mind that modern buildings and
building opponents are essential to dynamic technological development.
Machinery modernization nust be coordinated with plant modernization
and design. this is especially true in the "systems" approach to Smu-
facturing. It is fair to say that worker safety and comfort are also
involved.

gasltal Gains ad Losses
(ections 5-516)

Significant changes would be made under the provisions of the
bill in the present system of taxing long-term capital gains. We oppose
the proposed changes both on substantive grounds and because, like cer-
tain other sections of the bill, they seem to represent a "hit and run"
attack on a major area of tax policy without an overall review of the
widesweeping tax policy considerations involved and without a careful
balancing of public policy impacts. As to the latter, the bill re-
flects an apparent desire to narrow an alleged area of tax preference
without fully considering the public policy objectives of favorable
treatment of capital gains and losses under our tax system.

Tax policy affecting capital gains and losses has been the
subject of extensive study over the years. The area has been addressed
frcm the standpoint of equity, national economic objectives, and con-
siderations of tax administration. It seems to us that economic goals
in connection with capital gains taxation are central. In his book
Federal Tax Reform, McGraw-Hill Book Company, Inc., 1961, at page 125,
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the distinguished tax scholar and former government tax official Dan
Throop Smith puts it this way:

. . .Capital gains represent a reward for risk in-
vestaent, and risk investment is especially Import-
ant for economic growth. Capital gains also repre-
sent a form of "income" which is most likely to be
saved; in fact, realized capital gains are autoati-
calj reinvested along with the rest of one's capital
when one sells one security and buys another ...

There is a further argument. r special tax treatment of capital gains
which is a threefold economic one in character. Dr. Smith continues:

. . Special taxation [of capital gains] is advocated
to increase the total amount of capital, to encourage
its use in more risky investments, and to prevent
successful investments frc being frozen into their
existing form. These are all significant points.

Increased savings are needed to finance new
capital investment which may increase labor produc-
tivity and national inc.

It is also important to have capital go into
new ventures and equity nvestment which is neces-
sary for economic development ...

Finally, there is the economic argument for
fluidity in investment markets. A willingness to
shift from successful ventures permits risk-minded
investors to finance new ven ures. More importantly,
fluidity will help to prevent overvaluations in mar-
ket booms ...

In a later book entitled Tax Factors in Business Decisions,
Prentice-Hall, Inc., 1968, at page UO, r. Smith underlines the fact
that the capital gains tax is probably paid out of capital to a greater
extent than any other tax except the estate and gift taxes. Some carry
this point one step further and argue that the capital gains tax is a
capital levy and therefore if capital gains are taxed at all the impact
should be minimized.

Turning to the views of another tax authority as expressed in
the book Federal Tax Policy by Joseph A. Pecbman, published by The Brook-
ings Institution, Washington, D. C., 1966, mr. Pechman concludes at page
63: "Numerous studies have demonstrated that the opportunity to earn in-
come in the form of capital gains stimulates investment and risk taking."
He also points out that much of the nation's investment Is undertaken by
large corporations, a fact which has considerable bearing on the thrust
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of. the proposed changes in the treatment of capital gains taxation as
contained in the current bill; these changes affecting both capital
gains to individuals and to corporations.

Proposed Changes Affecting Rates
and Holding Period

Turning to the specific provisions of the bill, in the case
of individuals the 50-percent deduction from ordinary income for long-
term capital gains would continue to apply but the alternative of a 25-
percent maximum rate on such capital gains would no longer be available.
Since the bill otherwise provides for lowering the top rate on individ-
ual income from 70 percent to 65 percent this would mean that the maxi-
mum rate on long-term capital gains for individuals eventually would be
32-1/2 percent. The repeal of the alternative 25-percent maximum rate
would apply to sales and other dispositions after July 25, 1969. With
respect to corporations, the capital gains rate would be increased from
25 percent to 30 percent, for sales and other dispositions after July 31,
1969.

The holding period for qualification of a capital gain as a
long-tenm capital gain (and thus eligible for favorable capital gains
tax treatment) would be changed from six months to one year. This pro-
vision would also apply to taxable years beginning after July 25, 1969.

Applying the considered judgments quoted above, an increase
in the capital gains rates affecting individuals (and clearly they would
be increased in the upper brackets of the personal income tax structure)
and for corporations will have a deleterious effect on risk investment,
particularly as to new ventures and equity investment, on economic growth,
and on the element of fluidity in investment markets. As to individuals,
for example, the changes in capital gains treatment would clearly induce
holding down on the number of capital transactions. Tn the case of an
individual in the top bracket (assuming that in accordance with the House
bill the maximum rate for individuals on the ordinary income is reduced
from 70 percent to 65 percent) the increase in the capital gains rate
from 25 percent to 32-1/2 percent would amount to an increase in the
capital gains tax rate of nearly one-third. When this result is coupled
with the change in the required holding period, how can this bill fail
to cause a slowdown in the number of capital transactions with its ad-
verse effect on the economic considerations to which we have referred?
There also is the question as to whether the changes in the capital gains
structure contained in the current bill will have a perverse effect on
tax revenues. Clearly, the impact on corporate investment flowing from
the increase in capital gains rates is bound to be adverse, particularly
as to marginal projects.

In general, to evaluate the pros and cons of the proposed
changes in the taxation of capital gains requires an overall examina-
tion of the whole capital gains picture and, as we have said previously,
a careful weighing of all of the public policy objectives underlying

92



4,4 r ~ .0t- @d

- 25 -

present tax treatment. We venture to suggest that this job of study
has not been done and that the piecemeal and, in our judgment, ill-
conceived changes now contained in the pending legislation if enacted
into law will represent a disservice to the country. They are particu-
larly dangerous if they serve to establish a precedent for further and
more severe tightening of capital gains taxation.

Finally, although there may be some debate under normal eco-
nomic conditions as to the degree to which the capital gains tax is a
capital levy, during periods of inflation the effect of a capital levy
certainly seems to be present. It is not at all unreasonable to sug-
gest that a very high percentage of the so-called capital gain computed
on the basis of original cost without allowance for inflation is illusory.

Capital Losses

Another major change in the bill would apply to the deducti-
bility of capital losses in the case of individuals. The present Code
provisions specify that such losses are fully deductible against ordi-
nary income up to the amount of $1,000, after first being offset against
capital gains. Any excess may be carried forward for an unlimited num-
ber of future taxable years. The bill would change this treatment to
the extent that only 50 percent of net long-term capital losses wotld
be deductible against ordinary income subject to the $1,000 limitation,
effective for taxable years beginning after July 25, 1969.

We are opposed to this provision. As we understand it, this
proposal is intended to equalize the treatment between long-term capi-
tal losses and long-term capital gains to reflect the fact that only 50
percent of such gains are required to be included as taxable income.
But this overlooks the fact that a lorg-term capital loss is deductible
against ordinary income only to the extent of $1,000 in any particular
year. Accordingly, the proposal would seem to make no sense logically
unless it also included a repeal of the $1,000 limitation.

Beyond the question of logic, however, it seems to us that
the proposal can be faulted on the grounds that it will discourage
capital transactions and thus in the long term reduce federal reven-
ues. Even more importantly it clearly will deter investments entail-
ing high risk of loss, simply because tax recognition of such losses
would be drastically limited. Much of what we have said above about
the economic policy underlying special treatment of capital gains ap-
plies here also.

Distribution From Qualified Employee
Pension, Profit-Sharing, Stock-Bonus,
and Annuity Plans

The bill would also change the current tax treatment as a
capital gain of a lump-sum distribution to an employee from a quali-
fied pension, profit-sharing, stock-bonus, or annuity plan. Such
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distributions, to the extent of benefits paid within one taxable year
and to the extent of employer contributions made on or after January L,
1970, would be treated as ordinary income. These provisions would be
effective with respect to employer contributions to qualified plans made
during plan years beginning on or after January 1, 1970.

Our opposition to the capital gains sections of the bill ex-
tends to this provision also. The current capital gains treatment has
now been in effect since 1942% To impose an ordinary tax on the full
amount of lump-aim payments would cause a severe tax result if the re-
cipients were pushed into much higher tax brackets. Moreover, the pres-
ent rule, in our opinion, has worked reasonably well in encouraging the
establishment and growth of such plane. This is, we think, a desirable
public policy goal. Unquestionably, this proposal, to the extent that
it calls for increased taxes, would discourage the continuance of the
existing widespread utilization of such plans. Moreover, the provision
wouldahave a particularly adverse effect upon profit-sharing plans be-
cause this type of plan relies very heavily for its success on lImp-sum
distributions. In most instances, employees have an option to choose
between a single limp-sum distribution of these benefits or distribu-
tion in installments over a period of years. The suggested change in
tax treatment would weigh so heavily against a lump-sm distribution as
to make it Impracticable for employees to exercise that option. We feel
that such a result would be highly unfortunate because it would tend to
decrease the usefulness of profit-sharing plans. Our opposition to the
proposal for full ordinary income treatment for unrealized appreciation
on employer stock is based primarily on the fact that we feel that such
a chane would mean the end of stock distribution plans from a practical
point of view.

Tax Accounting Problems

In recent months the Treasury and the InternaJ Revenue Serv-
ice have taken major administrative steps in respect to certain funda-
mental accounting questions. They are of such importance, both currently
and prospectively, as to justify comprehensive legislative review. Each
is discussed briefly below.

Advance Payments

We wish to call the Commttee's attention to efforts of the
Internal REvenue Service to apply in inappropriate cases the rule of
the Tax Court In the HeAen case in which that court held that a manu-
facturer or advertising signs, who received advance payments from cus-
tomers In a taxable year prior to that in which the goods are received,
must include such payments in income in the year they are received.
This decisionvhich has recently been affirmed by the U.S. Court of
Appeals for the Sixth Circuit, has been applied in cases involving the
sale of equipment woich is frequently purchased under long-term contracts.
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In our view there is very considerable doubt as to the merits
of a general rule taxing advance payments received in connection with
the sale of tangible property. But, of much greater significance Is
the undesirability of imposing any such rule with respect to the receipt
of advance payments in connection with the sale of medium- to long-pro-
duotion cycle items of capital equipment at relatively high cost as dis-
tinguished Um the high.volume sale of retail goods at relatively low
cost. Because of the high unit cost and production cycle characteristic
of capital goods, advance payments have by custom and usage come to be
regarded as an essential means of financing production.

We think that the time has definitely arrived for a compre-
hensive review by the Coamittee of accounting rules and problems under
the Code with a view toward making some fundamental changes in this
area. We are, of course, familiar with the abortive experience with
respect to Sections 452 and 462 in the Code. These provisions, per-
mitting the deferral of tax on prepaid income--including, of course,
advance payments-and the accrual of reserves for estimated expenses,
were a part of the original Internal Revenue Code of 1954 but were re-
pealed rather suddenly in early 1955 at the urgent request of the Treas-
ury. At the time of the repeal, it was indicated that the accounting
problems which these provisions were designed to deal with would con-
tinue to undergo iensive study in the Congress with the eventual goal
of bringing federal income taxes into harmony with generaly accepted
accounting principles. 0

Reverting t e Haen case specifically, eviously indi-
cated, we believe rule of the cae is being administ lively applied
to inappropriate tuations. The problems Involved are so verse that
Judicial dec I ns alone are not likely t ve them. We u t that
legislation needed and that, 9 ra a oul Uow through o its
original c tment to co"s a' temteo The a much merit,n
our opin o , to suggests 1 slatlon be enac ad permitting ex
deferral n advance pm6ient with pet to the s of table gd
and prod o. Among advocates of this posit is the American
stitute of Certified Public" ' ---

In concluding our ob $!tioi' on th a issu I we uaaize
our ob actions to(!!L overapp iqe4ion of the en e to advance or
progr a pamnts on a a0 oI44stri goods:

It viol teesgood coun g ePat

a. By axing * *epts at4 .Vhn it is
uncertainu t whet r not will,

b. It poses almost I able prblms of /
matching 99atshnd re ted revenues.

95



- 28 -

2. The taxation of advance and progress payments poses
a threat to the very structure of the capital goode
industries inasmuch as such payments are character-
istically contracted for to provide working capital
to finance long-production cycle projects.

3. Finally, producers, in effect denied the use of ad-
vance or progress payments when they are taxed on
receipt, must resort to external financing, the cost
of which is tax deductible. In revenue terms the
result could well be disadvantageous to Treasury
and the tendency would be to force prices upward.

May we alio submit for the record a copy of an analytical memo-
randun published by MAPI on April 25, 1969 entitled "Taxation of Advance
Payments."

"'Methods of Accounting"

Last December the Revenue Service released for public cement
proposed regulations under Section 446 of the Code on changes in 'meth-
ods of accounting," which for the first time spell out what constitutes
a change in accounting method. Only a limited number of accounting
changes are recognized as changes in accounting method by the new pro-
?Osal. Presently, if a change in a taxpayer's accounts represents a
'change in accounting method' within the meaning of the Code and perti-

nent regulations, Code Section 481 provides a partial amelioration of
the tax impact of any such change by authorizing in effect a "three-year
spread" for accounting gains realized from the change in method.

In February 196, the Revenue Service issued Revenue Procedure
64-16 which authorizes taxpayers, with permission of the Commissioner,
to make certain changes in accounting "practices"--not 'ethods"--with
any resulting tax adjustments to be taken into account ratably over a
10-year period. It is to be assumed that final regulations concerning"changes in accounting method" will probably modify--in the direction
of making the two directives compatible--the existing Revenue Procedure
64-16 relating to "changes in accounting practice."

Although highly technical in character, these regulations,
existing and proposed, can no seriously affect a taxpayer in the in-
dividual case as to justify congressional oversight of their realign-
ment. We urge that consideration be given to revising Sections 46
and 481 of the Code. Specifically, we recomend that the "three-year
spread" authorized for absorbing the impact of changes in accounting
method by Section 481 be amended to permit a "ten-year spread" as now
permitted for changes in accounting practice by Revenue Procedure 64-
16. Additionally, we recommend that final regulations should substan-
tially broaden eligibility for the types of changes qualifying as a
"change in accounting method."
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Inventory Valuation

Another Internal Revenue Service proposal which would affect
established accounting practice is now under active consideration by
the Service. Although not published officially pursuant to the Admin-
istrative Procedure Act, a draft revenue ruling defining permissible--
and impermisible--methods of inventory valuation has been circulated
by the Service to various intereted groups for review and cent.
In brief, this proposal would declare as unacceptable for income tax
purposes the "prime cost" (excluding all overhead) and the "direct cost"
methods of inventory valuation. Conversely, the "normal capacity" meth-
od of inventory valuation, under which the ratio of actual capacity or
production attained in the current year to the normal or maximum prac-
tical capacity attainable is used as a basis for allocation of fixed
expenses properly includable in indirect manufacturing cost to inven-
toriei, would be considered acceptable for tax purposes.

Adoption of this proposal in final form would cause extensive
and costly changes in inventory valuation procedures long employed in
industry and sanctioned by professional accounting authority. It would
amount to a substitution by the Revenue Service of its judgent for that
of the taxpayer as to the accounting method best adapted to the taxpayer's
situation. We do not believe this directive should be issued in its
present form and we recommend the subject for inclusion in the legisla-
tive review suggested above.

Reserves for Estimated
Expenditures

Finally, we believe that there should not only be statutory
sanction for the deferral of tax on prepaid income but that accrual of
reserves for estimated expenditures should be authorized by statute.
Such provisions (consistent with the now repealed Section 462) should
permit a deduction for additions to reserves for estimated liabilities
to custcaers, including, for example, liabilities for trade and cash
discounts, allowances of product guarantees, advertising allowances,
sales returns and allowances, etc. Taxpayers on the accrual basis
should be permiLtted an option, as in the case of bad debts, of deduct-
ing such expenses when incurred or electing to deduct additions to re-
serves for such expenses. Such an election would in itself reduce the
revenue loss which would result if taxpayers were required to adopt an
all-inclusive treatment for all possible items of qualified estimated
expenses.

Accumulated Earnings T,:

A significant number of the members of the Machinery and Al-
lied Products Institute are closely held enterprises and thus particularly
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concerned with the applicator of the accumulated earnings tax./ In
our Judgment, the statutory provisions calling for imposition o such
a tax as well am administrative regulations and their application in
the field require at least periodic review by the Congress. Some years
have passed since Congress hu considered this matter, and we think it
timely for such a review. Such reconsideration should as a minimum in-
clde consideration of the following questions:

1. Is the administration of the law Inhibiting growth
and development?

2. Are the burden-of.proof rovisions in the 1954 Cod,
working as intended andor can they be improved?

3. Does it make any sense to provide for a shift of
burden of proof in the Tax Court but not in cues
before a United States District Court or the Court
of Claims?

4. Are specific "business needs" such as "redemption
of stock," "contingency funding," "future needs,"
"investment needs, etc., given proper weight in
the light of current operating conditions?

5. Is the intent of Congress to protect the continuity
of mall business, as illustrated in Section 303,
being achieved?

6. Is further liberalization required in order to as-
sure the future growth and development of smaller
firms?

Charitable Contributions
section 201I

Although tax treatment of charitable contributions is not
within the area of tax policy to which the Institute has given special
attention over the years, we should like to make a few brief comments
and suggestions as to the pertinent provisions in the bill. In our
Judgment, this section of the bill is a perfect example of the fallacy
of attempted loophole closing without careful consideration of possible
or probable counterproductive impact on public policy objectives. For
example, the proposed repeal of the unlimited deduction provision and
the change in the treatment of the appreciation in value of property
which is contributed may very well have exceedingly adverse effects on
the pattern of giving by the category of individuals upon whom our sym.
tem ham depended heavily for support of social, educational, and other

a/ Bee The AciMated Earn isA -- Reasonable Busines_ Needs Versus
Tax Avoidance, 94PI, 1967.
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charitable causes. James Reston of the New York Times has underlined
this concern in his column on August 31, 1969, and he reports widespread
apprehension by the universities and their administrators.

In addition to this general observation one specific and tech-
nical point should be made. We understand that some companies have fol-
lowed the practice of entering into comitments to contribute at some
future date, as in the case of donation of equipment to educational in-
stitutions. The effective date provision of this new tax treatment might
therefore have a significant retroactive effect as to such agreements if
changes are finally legislated along the lines of the pending bill. In
our judgent, this point should be sympathetically considered.

In brief, we believe that the whole section on charitable con-
tributions needs a hard second look. Public policy considerations must
be given a heavier weighting in the decision; this loophole closing ef-
fort should be put in perspective and carefully reexamined.

This concludes the formal statement of Machinery and Allied
Products Institute on H.R. 13270. If the Institute and its staff can
be of further assistance to the Committee, we hope you will call on us.
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STATEMENT OF JOHN C. DAVIS, III
for the

NATIONAL ASSOCIATION OF WHOLESALERS
before the

SENATE FINANCE COMMITTEE
Washington, D.C. September 8, 1969

1. The Treasury Department proposal to impose a 25% capital gains tax on
unrealized appreciation of assets at time of death would effectively limit
small, closely-held, family-type wholesale distribution firms to one generation
of existence, forcing many distress sales upon death of the owner or principal
stockholder.

2. The Treasury proposals do not comprehend the fundamental difference between
a "portfolio" of regularly traded and instantly marketable stock in public
corporations and a "portfolio" consisting entirely of stock in one, closely-
held, family-type wholesale distribution business. Part of the former can
be liquidated to meet the demands of the tax collector without depreciating
the value of the remainder of the "portfolio." Not so with a going distribution
business -- if you have to sell and not replenish inventory, your "out of
business" and factoring of receivables inevitably leads to a "business embolism."

3. Unrealized capital asset appreciation in the wholesale distribution business
produces business profits, and, as a basis for income tax revenue, should
not be destroyed or impaired through forced liquidation to satisfy an income
tax on "unrealized income."

4. The Treasury proposal of a 100% marital exclusion would delay payment of
transfer taxes until demise of a spouse, but would not permit transfer of our
typical wholesale business to the next generation.

5. We recommend increasing the basic Estate lax Exemption, which has remained
at $60,000 for over 25 years, to $155,000 to fairly refleot a value comparable
to $60,000 in 1940. However, this action would not, of itself, offset a
capital gain levy on unrealized appreciation of capital assets, nor provide for
perpetuation of small, closely-held, family-type businesses, from one
generation to another.
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* JOHN C. DAVIS, III

for
THE NATIONAL ASSOCIATION OF WHOLESALERS

before the
SENATE FINANCE COMMITTEE

Washington, D.C. September 8, 1%9

My name is John C. Davis, III, and I appear here today as a Past Chairman of the

Board of the National Association of Wholesalers, and a member of its Executive Com-

mittee. NAW is a federation of 63 national commodity line wholesaler-distributor

associations with approximately 16,500 member firms, representing over 23,000

merchant wholesale establishments or warehouse operations in the fifty states.

We are vitally concerned with Federal estate and gift taxes and State inheritance

tax matters as we are predominantly small businesses. Of the 460,000 wholesale estab-

listments enumerated by IRS in 1966, 61% are proprietorships, 6% partnerships and 33%

corporations.

Of the $213 BILLION of business receipts reported by IRS for 1966 for those
I,

460,000 wholesale businesses, the 151,000 corporations (33% of the total) had business

receipts of $182 BILLION or 85%. Most of these businesses are what the Bureau of

Census defines as "Merchant Wholesalers" who actually buy, break bulk, store, sell,

deliver and extend credit to retailer-dealers and industrial, commercial, institutional

and contractor business users, every conceivable type of product manufactured, mined

or grown in the nation.

The number of wholesale firms listed on the major stock exchanges can be counted
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on the fingers of your two hands. A few others of the corporations have their stock traded

over-the-counter on local stock exchanges but they, too, constitute a very few, certainly

less than 1% of all corporations in our industry.

In other words, Mr. Chairman, most wholesale businesses are small, closely-held,

family-type businesses. Many are in the second and third generation of family ownership

and succession. We are thus very vitally concerned with the tax consequences of the death

or physical incapacitation of an owner, partner or principal stockholder in our businesses,

and how the tax will affect the chances of survival of that business.

Thus, lacking access to capital markets, we are primarily small, closely-held,

family type businesses. We are persuaded that the Treasury proposals in the estate and

gift and capital gains tax areas would doom us to certain demise at the end of the first gen-

eration if they were enacted into law. We favor increased estate tax exclusion and are

unilaterally opposed to taxation of unrealized capital gains as if the assets were sold the

day of death of the owner.

A brief description of our type of business and business operation will illustrate the

reasons for our deep concern that the Treasury proposals will cause the most common

form of wholksaler-distributor organization, the closely-held, family owned business, to

become extinct.

In 1966, 85% of the sales volume of wholesaler-distributors was handled by incor-

porated businesses. Their stock is ow..-ed principally by one or two family members --

very seldom ten or more shareholders. The tens of thousands of first generation companies,

founded since World War IT, are presently owned and managed by the founders.

A business generation in wholesale distribution would average between twenty and

thirty years -- probably twenty five years of continuous management by one person. A

business generation in larger, publicly-held corporations, by comparison, would probably
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not exceed five to seven years -- the period of actual Presidency or Chairmanship of one

of a constantly changing line of professional managers.

Second generation wholesale companies, ie., those founded between World Wars

I & II, are presently owned and managed by the sons or sons-in-law of the founders, in

the fortieth to fiftieth year of existence of the company. There are many tens of thousands

of these companies now engaged in wholesale distribution. The balance of wholesaler-

distributor firms were founded before World War I, some in the late 1800's.

Our economic function is to market the products of from a dozen to hundreds of

manufacturing suppliers to hundreds of retailer-dealer or industrial, commercial,

institutional and/or contractor and business users -- the output of our nation's factories,

mines and farms. In the performance of this vital economic function of giving time,

place and possession utilities to products that have been given form utility by our factories,

mines and farms, we add value to each product we handle. This "value added" by merchant

wholesaler-distributors has been measured by the government, Bureau of the Census, as

equal to $17.30 out of every $100 of goods handled or sold by us.

As we are the primary marketing arm of our suppliers, they are naturally vitally

concerned about our managerial succession and viability. In 20 to 60 or more years of

selling representation of our suppliers in our areas of primary market responsibility,

we have demonstrated our ability to distribute their products for them more economically

and efficiently than direct distribution systems of their own.

Their future is thus dependent upon our ability to survive and grow -- grow faster than

the built-in inflation of the economy, dollar wise, plus population growth, plus the growth

in product proliferation of an affluent society. No business organization, be it publicly

owned or closely-held, can survive in these times if it does not grow -- at least keeping

pace with growth in the economy as a whole.

The nation's merchant wholesaler-distributors are no exception. In fact, in the
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past decade, these small businesses have been growing at a rate almost double the

growth in Gross National Product (GNP). 'Te managerial know-how of these small busi-

ness owner-managers is the key to their success and to the American low cost, fast

distribution system which is the envy of the whole world.

With the best planning and training possible, of a succession management team,

the death of a principle shareholder, owner-manager -- even without drastic tax

consequences to the survivors, individually and as a business often wreaks havoc and all

too frequently leads to forced sale of distribution businesses. When the major shareholder

is the owner-manager, the value of the business is drastically depreciated -- diluted

through the loss of an owner-manager. Our suppliers and larger customers, who are

dependent upon our continued successful operation, are justifiably concerned about this.

It Is the uncertainty and fear of these eventualities that is causing a rash of mergers

and acquisitions In wholesale distribution in the 1%0's and the tax consequences under

present law are minimal when compared to what they would be under the Treasury

Department Studies and Proposals in the capital gains, estate and gift tax areas.

As long ago as January, 1958, we wholesalers explained our tax and capital

accumulation problems to the Congress and urged an Increase in the Estate Tax Exemption

to at least $120,000. We are now persuaded that $155,000 would be a more realistic

figure as $60,000 In 1940, according to the Bureau of Labor Statistics Index of the

purchasing power of the dollar, translated in 1%9 dollars would be $156,600.

We note that the Treasury Department Studies and Proposals do not contemplate

any increase In the Estate Tax Exemption but rather propose a series of other changes,

many of which we are very fearful would sound the death knell for small businesses

such as those engaged In wholesale trade.

Philosophically, the Treasury proposal concludes that unrealized appreciation of

capital assets, regardless of kind, Is Income and for tax purposes should be taxed as
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if realized. They propose to levy a tax on an assumed gain -- an unrealized gain that may not

actually exist or may quickly disappear. (Witness what has happened to publically traded stocks

in the last six months on the U. S.exchanges. The estate of anyone who died in January or early

February would have been taxed on 25% to 30% of unrealized gain that doesn't exist today, a

short six months later.) Upon the death of an owner-manager a wholesale business could de-

preciate 50% or more, overnight.

The proposed tax is not on income but rather on property, solely because of its change

in ownership. An unrealized Increase in the value of an asset is not income, regardless of who

holds it or why.

In wholesale distribution, between 80% and 85% of all our assets are inventory and

accounts receivable. One of the intents of the Treasury proposals is to tax that portion of a

decedent's appreciated assets "which have escaped income taxation", to use their language.

Since 80% to 85% of our "appreciated" assets are inventory and accounts receivable, let us

take a look at how they are accumulated.

In the average wholesaler-distributor firm, about 45% of the assets are accounts re-

ceivable and 40% is inventory--the ratio varies between commodity lines. Under current IRS

regulations covering the creation of taxable income, beginning inventory, plus purchases, less

closing irventory represents cost of godds sold. Net sales, less cost of goods sold becomes

gross income from which costs of operation of the business are deducted to get net income

for tax purposes.

Under this system of business tax accounting it could be argued that increases in the

value of Inventoy, on the asset side of the balance sheet, com~ie from before tax earnings.

However, inventory has to be paid for, in most cases long before it ts sold. Where does

the money come from to pay for the increased level of inventory necessary to service a

growing volume of sales? There are two sources only, other than current earnings, and

they are new capital contributions or borrowings. New capital contributions are after-tax
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monies and borrowings must be paid back out of after tax earnings, only the Interest is

deductible.

For every dollar of increased sales in the typical wholesaler-distributor business,

there must be a 20 increase in average investment in inventory and accounts receivable.

In 1966, according to the latest available IRS Statistics of Income report, the average

wholesaler-distributor business corporation made net profit BEFORE taxes of only

2.19 of sales. It can readily be seen that this level of earnings leaves little after tax

earnings for reinvestment in the business. All increases in investment in accounts

receivable MUST come from after tax earnings, either retained or newly invested.

Therefore, in our business, in a sustained period of inflations, we need increased

investment every year to keep up with the inflationary spiral -- to just stand still. If

we are fortunate enough to expand our share of the market and thus experience absolute

growth in excess of the inflationary growth that is taking place in the economy, as we

have been doing recently, we must have heavy plowback of earnings as we lack access

to outside capital markets.

I risk burdening the Committee with these industry problems, Mr. Chairman, to

set the stage for what I have to say with respect to our fears for the effect of the proposals

of the Treasury Department on the future of our businesses. If you should accept the recom-

mendations of the Treasury Department and (1) fail to increase the estate tax exemption,

(2) tax unrealized appreciation of assets transferred at death or by gift even though you

would reduce the effective estate tax rates by the 207 they propose--even though you leave

the income and estate tax payment period In hardship cases for closely-held, family-type

businesses at ten years and extend 100%0 exemption to spouses -- in our opinion you would

effectively eliminate the possibility of transfer of these types of business from one genera-

tion to another. You would force their sale or liquidation.

This is a most undesirable economic effect, in our opinion. We are absolutely per-

suaded that in the wholesale segment of the economy at least, you would multiply anticipatory
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mergers, a trend we have been watching closely and are very concerned about, under present

law. In fact, Mr. Chairman, four years ago we became so concerned about the trend toward

mergers and acquisitions of all types in our industry -- vertical, horizontal a.d conglomerate--

that we made a nation wide survey.

We undertook a study of merchant wholesaler-distributors' methods of stock ,valuation

for estate tax purposes and the IRS attitudes and rulings as well as tax court cases. We have

circulated almost 10,000 copies of this Wholesaler-Distributor Stock Valuation Study, a copy

of which I would be glad to leave with you for the information of your staff and ot the Committee.

The study documented the overwhelming difficulty of determining the decedent's 'basis"

when his assets were acquired 10,20 or 30 or more years before, and determining, "fair

market value!' for assets in limited demand. If the Treasury proposal were to be enacted and

everyone given a 1969 or 1970 basis as is proposed in the grandfather clause, the task of

determining an equitable basis 10, 20 or 30 years from now seems hopeless, particularly

when business records are required to be kept only seven years, barring litigation.

We are also persuaded, as a result of this study, that few small business wholesalers

actually make adequate plans in advance for that "day certain", when the principal owner or

stockholder dies. Even under present law, those who do study this problem are often per-

suaded that the best solution is to se!I out of some publicly-held firm on a tax exempt ex-

change of stock basis. They do this to convert their own closely-held, unmarketable,

illiquid stock into a liquid asset that will be taxed on appreciation as, if, or when the stock

is sold -- and for which there is always a ready market, in whole or in part, as the heirs

may require.

We believe that taxing appreciation of assets at death, as if sold the day before death,

would not only complicate this problem of economic concentration, but the statistics seem

to indicate that the revenues that would result would be relatively small. We have never

looked upon estate and gift taxes as revenue raising measures. We do not believe the Congress
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has done so in the past.

Being a drug wholesaler, Mr. Chairman, I would suggest that we have a look under the

sugar coating in the Treasury pill and determine the long range effect. By sugar coating, I

mean the forgiveness of taxation on all unrealized appreciation of assets that has taken place

before the date of enactment of their proposals. Those of us in this business generation might

say, "Fine", but our concern for the next generation, and the next, forbids this approach.

Let me explain exactly what we believe would happen to an average wholesale firm in the

next twenty-six years, under the Treasury proposals, based on what has happened to the

average wholesale firm in the past twenty-six years.

Please keep in mind that our spouses are really not capable of managing our businesses

after we are gone, as they do not possess the energy, ability, and business acumen to actively

manage a going business. The 100% exemption to them merely delays the tax impact and may

multiply the problems, we fear.

My family-owned wholesale drug business, if it is to be perpetuated, must be run by

my son or my brother's son or our sons-in-law or nephews, not our wives or daughters.

Despite the recent social trends in the United States, I believe we can all safely assume

that the situation will be quite similar for at least the next twenty-six years, which I am

using in the following examples.

My point is that the 100% spouse exclusion in no way helps solve the long-term problem

of perpetuating the family-type business from one generation to the next. We have already

witnessed the demise of the family farm. Not due wholly to tax problems, mind you, but

because many of the sons left the farm. We are trying hard to persuade our sons to stay

with our wholesale businesses but it isn't easy in view of our poor earnings record in

past years, as you will see from our example.

Turning now to Exhibit I, appended to my statement. The average wholesale corpora-

tion, as reported in 1966 Prxrinary Statistics of Income by IRS, has assets of $617,097.
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If we examine the Bureau of Labor Statistics Purchasing Power of the Dollar statistical series,

we find that in terms of 1940 dollars this average wholesale corporation's assets would have

been $175. 104 in 1940 IF it had just kept up with devaluation of the dollar in the twenty-six

year period, without any real appreciation in the value of its assets.

Now, let's suppose that the Treasury proposals are enacted into law in 1969 and that

we have an asset base for a wholesale corporation of that same $175,104 and that the next

twenty-six years will witness no greater rate of depreciation in the purchasing power of the

dollar than the last twenty-six years. In other words, let us assume that the asset value of

our corporation will be $417,097 in 1995. What we want to know is, could our 1995 sons or

grandsons take over the business on the death of the owner, under the Treasury proposals.

pay the proposed capital gains tax at today's rates, the estate tax at the suggested rates of

the Treasury proposals, and pay off the tax bill in ten years (IF the estate could qualify as

a hardship case in the view of the Commissioner) at the proposed new higher interest rate?

The capital appreciation would be $241,993 on which the capital gains tax would be

$60,498. Thbis could be deducted by the estate, plus the $60,000 estate tax exemption

from the $417,097 valuation for the estate tax base--which would leave $296,599 as the

amount subject to the new Estate and Gift Transfer Tax. 'The recommended new Transfer

Tax Rate on that size estate would be 25% or a tax liability of $74,150.

If we add the Capital Gains Tax of $60,498 to the Transfer Tax of $74,150, we have

a total death tax liability arising against the estate of $134,648. If our heirs could prevail

upon the Commissioner to agree that theirs was a hardship case (which few have been able

to do in the past under the present payment plan, I might add) the estate could divide that

amount into 10 equal payments, plus interest possibly at 6% (probably more) on the unpaid

balance.

The first year's payment would then be $13,465 plus interest of $7,271 or $20,736.

At the present 25% rate, NOT the H. R. 13270 rate of 30%
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Now the average wholesaler-distributor business gets a three times turn over on assets,

only, a very loor rate but these are the facts. This means that our average wholesale firm

would have sales in 1995 of $1,251,291. The average net profit before taxes on sales of

wholesaler-distributor corporations in 1966, according to the IRS Statistics of Income,

was 2.1% so, our 1955 corporation would earn $26, 277 before taxes. At today's corporate

rates, including the surtax, the income tax liability would be $6,724. If we deduct that

from the earnings, there raunma $19,553 net income after taxes available for distribution

to shareholders (to the estate). The estate liability to the government is $20,736 for the

first installment on death transfer taxes, plus interest, so the estate is farced with a

$1,183 deficit, and, there had been no reinvestment to finance necessary growth, on the

employment of $417,097 of assets to support $1,251,291 of sales. Moreoverthe estate is

also faced with paying income tax on the $19,553 it received as dividends from the business.

Can it survive? We think not.

Now, let us look at Exhibit 1I. This is a more typical wholesaler-distributor corpor-

ation, according to the 1966 IRS Statistics of Income of wholesale corporations. They

separate the returns by asset size and the greatest percentage of total dollar sales fall

into the $1 to $5 MILLION asset size corporation. We have chosen the mid-point in that

asset size bracket, namely, $2,500,000.

Using the same set of assumptions, our 1995 wholesale corporation with assets of

$2,500,000 would be a 1966 corporation with $1,050,000 in assets.

The assumed appreciation subject to tax in 1995 in this case would be $1,450, 000;

the capital gains tax $362,500 and the taxable transfer base $2,077,500. The recommended

rate for this size of estate would be 41% or $851,775. When the capital gains tax is added

to the transfer tax, the total tax liability of this estate, when turned over to the sons,

would be $1,214,275. Assuming again that they could convince the then Commissioner of

internal Revenue that they were a hardship case and he would permit them to pay the tax
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in ten equal yearly installments plus interest at 6% (or higher) on the unpaid balance,

the first yearly installment, including interest, would be $186,999.

Our $2,500,000 asset corporation in the wholesale business would be

having sales of $7,500,000 and at today's earnings rate, net profit before taxes of

$157.000. Its income tax liability would be $76,010. Take that amount off net profit

before taxes and you have $81,490 income after taxes available for dividends to

shareholders (the estate). BUT, the estate owes Uncle Sam $186,999 first year

payment including interest. The estate faces a net deficit of $105,509 -- plus

estate income tax on $81,490 on the dividends it received from operation of the

business.

We submit, Mr. Chairman, that both the small, average wholesale

corporation, and his larger, more typical counterpart WOULD HAVE TO SELL,

AT FORCED SALE PRICES UPON THE DEATH OF THE OWNER OR PRINCIPAL

STOCKHOLDER, if the deceased is a widower father or a widowed mother under

the proposals of the Treasury Department as we interpret them.

In both of the exhibits, I have assumed that the business ONLY

APPRECIATED IN VALUE IN AN AMOUNT EQUAL TO THE DEPRECIATION IN

THE VALUE OF THE DOLLAR.

Our original premise was that no business can stand still. It either

grows or fails. If these two example wholesaler-distributor businesses grew at

all, in absolute dollars in assets and sales, their predicament would be that much

worse.

The Treasury proposal promises to give some relief by permitting the accumulated
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earnings of the business after death to be used for stock redemption of the decedent's stock.

However, if the business is already short of working capital, as most distribution businesses

are today, or if there are no such earnings, then this solution is a nullity. The final nail in

the coffin of the small business will be driven by the "adequate collateral to secure the pay-

ment of taxes" to the Treasury Department, as indicated at page 405. The Treasury Depart-

ment would take a lien upon the business assets which would preclude the business from

borrowing. Thus the lien would destroy the borrowing capacity and paralyze financial opera-

tions. In addition, it is stated at page 405 of the Treasury report that "the District Director

is entitled to 90 days notice of sales of corporate assets of value greater than $1, 000 (other

than sales in the ordinary course of business), to notice of the declaration of a divident, and

to notice of any other action calculated to have a substantial effect upon the liquidating value

of a firm, including changes in the salaries of officers or directors. Failure to furnish such

notice will constitute a default, which will authorize the District Director to enforce his

security interest." It is a certainty that the District Director will be either running or

liquidating every small business within his district if this proposal is enacted.

In closing, we would urge again that (1) the present estate tax exemption, to spouses,

orphans and sons or other heirs 'be increased to a more realistic figure--at least to a

flat dollar amount that would represent a 1969 reflection of a $60,000 1942 exemption

($155,000), (2) that unrealized capital gains NOT be taxed at death but rather that the law

should provide for the carry over to the heirs of the decedent's basis for property included

in the estate, at least insofar as closely-held, family-type businesses that continue in opera-

tion are concerned, and (3) that the present 10 year extended payment period for estate taxes

be retained and that the rules be relaxed, by law if deemed necessary, so that the Commissioner

of Internal Revenue does not, in effect, become the financial manager of the business, to whom

the heirs have to turn for approval every time they want to spend a few dollars for improvement

in plant, equipment or additions to inventory, etc...
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Indeed the Treasury study admits that the ten years payment period has not been taken

advantage of by many taxpayers because of the stringent rules and regulations that are applied

in such cases by the Commissioner.

It might also be desirable to increase the Federal Estate Tax credit for State inheritance

and other death taxes, to ease the shock of death taxes on the Nation's smaller, independent

businesses. We believe it is the genuine desire of this Committee and the Congress. yes AND

the Administration, to perpetuate these businesses from one generation to another. Complete

exemption for spouses will not do this.

The Treasury assertion that the 100% marital exclusion "will give the surviving spouse

more time to plan for the disposition of an illiquid asset at the best possible price .... "is

fallacious. Disposition of our "illiquid assets", inventory and receivables, without replenish- -

ment in a like or greater amount means liquidation of the business, pure and simple.

The Treasury assertion that "Freezing of investment position (holding onto appreciated

assets rather than selling them during lifetime) deprives the economy of the fruits of an

unencumbered flow of capital toward areas of enterprise promising larger rewards" simply

is not valid with respect to the perpetuation of closely-held, family-type wholesale distribution

businesses. Our investment, frozen as it may be, is in a constantly changing, evergrowing

group of products that are needed every day of the year by consumers to survive and other

businesses to operate. If our investment is forced to be liquidated by tax law, to meet the

demands of tax collectors, other, perhaps less efficient entrepreneurs will have to take

our places with equal or greater amounts of capital investment to satisfy the insatiable

appetites of American consumers and American business for food, clothg, shelter, raw

materials, maintenance and repair and replacement parts and equipment. Of that your

Committee may be sure, Mr. Chairman.

What the Treasury Studies and Proposals do not comprehend is the difference
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between a "portfolio" of regularly traded and instantly marketable stock in public corpor-

ations and a "portfolio" consisting entirely of stock in one, closely-held, family-type

wholesale distribution business. Part of the former can be liquidated to meet the demands

of the tax collector without depreciating the value of the remainder of the "portfolio".

Not so with a going distribution business- if you have to sell and not replenish inventory,

your "out of business" and factoring of receivables inevitably leads to a "business

embolish".

We have not dealt with the gift tax proposals as the Treasury study reports that less

than 10% of taxpayers with small estates ever use gifts in any way in their estate planning.

We believe this is especially true in the wholesale industry.

We appreciate your kindness and attention, Mr. Chairman and Members of the

Committee, in granting this opportunity to present these views. We are not experts In

tax policy matters, I assure you, but we have developed some expertise in figuring the

tax impact on our businesses, under the watchful eye and careful guidance of the Treasury

Department and more particularly the IRS.

That concludes my remarks, Mr. Chairman

-30-
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EXAMPLE OF EFFECT OF TREASURY RECOMMENDATIONS
ON ASSETS AND OPERATIONS OF AN AVERAGE WHOLESALE DISTRIBUTION CORPORATION

(Based on Statistics of Income 1966 -- Internal Revenue Service)

Assets of Average \.
Whole Porporatioft-A
1940 Baslt-

Appreciation
Capital Gains Tax (25%)

Assets
Less Capital Gains Tax

Less Overall Exemption
Taxable Transfer 3

Transfer Tax (25 oJ--

Capital Gains Tax
Transfer Tax

Total Taxes

First Installment of
10 year payment

6% interest, first year
TOTAL FIRST YEAR PAYMENT
BY ESTATE

$417,097
175,104

$241,993
60,498

$417.097
60,498

$356,599
60.000

$296,599
74,150

$ 60.498
74,150

$134,648

$ 13,465
7.271

$ 20,736

Average Business Refeipts Equal
3X Average AssetsN"

Aversxe Net Profit Before Taxes
=2. r)M of Business Receipts

Taxable Income

Corporate Income Tax (22%)
(480 of remaining $1. 277
Surtax (10%)

Total Corporate Income Tax

Net Profit Before Taxes
Less Income Tax

Net Profit After Income Taxes

Dividend to Estate (assuming no
retained earnings)
First Year Payment, including
interest

Deficit (Not Including Estate
Income Tax Due on $19,553)

I Total wholesale trade assets divided by the number of Income Tax Returns. Source: page 19, Preliminary Statistics of
Income, 1966, Corporation Income Tax Returns, Internal Revenue Service, U.S. Treasury Department

2 PNrchasing Price of the dollar (1957 -59$1.00) in 1940 $2.326 vs. 1966 $.944. It would take $2.382 in 1966 dollars to
equal the purchasing power of one 1940 dollar, or. one 1966 dollar is worth the equivalent of 42/100 1940 dollar.
Thus.1966 assets worth $417,097 would have been valued at 42/100 that amount ($175, 104) in 1940. Source: Bureau
of Labor Statistics. U. S. Department of Labor.

3 Proposed unified transfer tax rate from schedule on page 356 of the joint Publication, Committee of Ways and Means
Part 3.

4 Source: Same as 1. Total Assets $63,423,325,000 vs. total business receipts of $188,424,712,000 or, a ratio
of 1 to 2.97

5 Source: Same as 1. Business Receipts $188,424,712,000 vs. Income Subject to Tax $3,937,726,000 or, 2.089%

EXHIBIT I

$1,251,291

26.277
$ 26,277

$ 5.500
613
611

$ 6,724

$ 26,277
6,724

$ 19,553

$ 19,553

$ 20,736
$ (-'Y183)



EXHIBIT IU
EXAMPLE OF EFFECT OF TREASURY RECOMMENDATIONS

ON ASSETS AND OPERATIONS OF A TYPICAL WHOLESALE DISTRIBUTION CORPORATION
(Based on Statistics of Income 1966 -- Internal Revenue Service)

Assets of Typical
Wholesalek(,orporation
1940 Basis V

Appreciation
Capital Gains Tax (75%)

Assets
Less Capital Gains Tax

Less Overall Exemption
Taxable Transfer 3

Transfer Tax (41)

Capital Gains Tax
Transfer Tax

Total Taxes

First Installment of
10 year payment

6% interest, first year
TOTAL FURST YEAR PAYMENT

$2,500,000
1,050,000

$1.450,000
362,500

$2,500,000
362,500

$2,137,500
60,000

$2,077,500
851,775

$ 362,500
851,775

$1,214,275

$ 121,428
65,571

$ 186,999

Average Business ke :eipts Equal
3X Average AssetsN.._.. Eq a

Average Net Profit Before Taxes
2. I %\- of Business Receipts

Taxable Income

Corporate Income Tax (22% of
first $25,000)

(48% of the remaining $131,500
Surtax (10%)

Total Corporate Income Tax

Net Profit Before Taxes
Less Income Tax

Net Profit After Income Taxes

Dividend to Estate (assuming no
retained earnings)
First Year Payment, including
interest

DEFICIT (Not including Estate
Income Tax Due on $81,490

$7,500,000

157,500
$ 157,500

$ 5,500
63,600
6.910

$. 76,010

$ 157,500
76.010

$ 81,490

$ 81,490

$ 186,999
$ (105.509)

1 Source: Preliminary Statistics of Income, 1966, Corporation Income Tax Returns, Internal Revenue Service,
U. S. Treasury Department.

2 Purchasing Price of the dollar (1957-59-$1.00) in 1940 $2.326 vs. 1966 $.944. It would take $2.382 in 1966 dollars to
equal the purchasing power of one 1940 dollar, or, one 1966 dollar is worth the equivalent of 42/100 1940 dollar.
Thus, 1966 assets worth $2, 500,000 would have been valued at 42/100 that amount ($1,050,000) in 1940. Source:
Bureau of Labor Statistics, U. S. Department of Labor.

3 Proposed unified transfer tax rate from schedule on page 356 of the Joint Publication, Committee of Ways and Means.
4 Source: Same as 1. Total Assets $63,423,325,000 vs. total business receipts of $188,424,712,000 or, a ratio

of I to 2.97
5 Source: Same as 1. Business Receipts $188,424,712,000 vs. Income -Subject to Tax $3,937,726,000 or,

2.089%.
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1. Foundations

The proposed stock ownership limitations imposed on

private foundations should be dropped because of their detrimen-

tal effect upon continuity of ownership and management of many

small corporations. The requirement in the bill that private

foundations distribute the requisite amount of income or

capital yearly to active charities should by itself be suffi-

cient to eliminate the tax atfuse that may have arisen in this

area.

2. Moving Expenses

1. The overall dollar limitation of $2,500 on the

three new categories of deductible moving expenses should be

dropped, either immediately or, if budgetary considerations

preclude this, after a two-year period.

2. The 20 mile test of existing law should be re-

tained. The substitution of a 50 mile test assumes an unreason-

ably long commuting pattern for employees whose principal place

of work is changed.

3. The nrw moving expense rulesshould apply beginning

with calendar year 1969 rather than with 1970 as proposed in the

bill.

120



3. Deferred Compensation

1. Existing rules covering unfunded, non-qualified

deferred compensation arrangements should be continued without

change.

2. If the deferred compensation provisions are not

deleted, the bill should be amended to provide that the new

"minimum tax" shall apply to deferred compel nsation payments

received in any year which are in excess of the higher of

$10,000 or 50 percent of the average of the employee's earned

income in the highest five of the last ten years of his period

of employment.

3. In order to avoid an unintended inequity, S802 of

the bill, dealing with the maximum marginal tax on earned in-

come, should be amended to provide that deferred compensation

attributable to years beginning after December 31, 1969 shall

be considered earned income.

4. Original Issue Discount and Convertible

Indebtedness Repurchase Premiums

Convertible debentures should be treated the same as

bonds issued with warrants attached for purposes of determining

the tax effect of original issue discounts and repurchase pre-

miums. In both situations a portion of the purchase price for

the convertible debenture should be allocated to the conversion

feature.

-2-
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5. Tax Treatment of Stock Dividends

1. ATMI objects to the broad legislative power dele-

gated to the Treasury Department to treat as a dividend an in-

crease in a stockholder's proportionate interest in the assets

or earnings and profits of the corporation because of a change

in a conversion ratio, a change in redemption price, a redemp-

tion treated as a taxable dividend, or any similar transaction.

If these transactions are to be covered, the rules should be

provided in the statute.

2. The grandfather clause applicable to stock out-

standing on January 10, 1969 should be expanded to cover holders

of rights or convertible securities which were outstanding as of

such date.

6. Earnings and Profits

1. ATMI is opposed to the general requirement that

earnings and profits of all corporations be determined by the

use of the straight-line method of depreciation. This would

add unnecessary complexity to the tax law, and should be limited

to the tax-free dividend situation.

2. In any event, it should be made clear that the

earnings and profits changes are not to apply to the various

provisions of the Code dealing with foreign corporations which

use as their starting point earnings and profits of the foreign

corporation.

-3-
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7. Capital Gains

1. Instead of imposing a 30 percent tax rate on cor-

porate capital gains, ATMI recommends that one-half of the capital

gain be subjected to the regular corporate tax rate.

2. The 50 percent portion of capital gains subjected to

tax should decrease as the holding period lengthens.

8. Real Estate Depreciation

1. The manufacturing segment of the economy should not

be denied the use of accelerated depreciation methods for new

plant simply because "some high-income individuals" have used

real estate investments as a tax shelter.

2. For corporations generally, and particularly for

those primarily engaged in manufacturing, the proposed amend-

ments to the depreciation recapture provisions would appear to

take care of any problems that may have arisen with respect to

disposition of depreciable real property.

9. Repeal of Investment Credit and Amortization

of Certain Railroad Rolling Stock

These provisions point up the need for more adequate

depreciation allowances for American industry. Specifically,

ATMI recommends the elimination of the Treasury's "reserve ratio

test". As provided in the Bill for railroad rolling stock, tax-

payers should be allowed to use specified depreciation lives as

a matter of right. Only th6se taxpayers claiming depreciation

-4-
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lives shorter than the specified life or lives for their industry

should be subjected to the complicated rules of Rev. Proc. 62-21

(the Treasury's "Depreciation Guidelines").

-5-
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Statement of John T. Higgins

on behalf of the

American Textile Manufacturers Institute, Incorporated

My name is John T. Higgins.. I am Vice President of

3urlington Industries, Inc., of Greensboro, North Carolina. I

am appearing before you today as Chairman of the Tax Committee

of the American Textile Manufacturers Institute, Inc. I-am ac-

companied by Mr. Rowland F. Kirks, General Counsel of ATMI, and

Mr. Jay W. Glasmann of Ivins, Phillips & Barker, which firm

represents our Committee in tax matters.

Our Association represents some 300 corporations which

have about 85 percent of the spinning, weaving and finishing

capacity in the cotton, silk and man-made fiber industry. The

textile industry employs 984,000 people in 42 states, has an

annual payroll of $5 billion and last year had shipments valued

at over $21.5 billion.

This statement is directed to a number of the provi-

sions of H. R. 13270. We had a meeting of our full Committee

last month and the unanimous decision of the Committee was to

make the following representations to you with respect to

several parts of the House-passed bill.

Section 101 - Tax Treatment of Private Foundations

We understand that many, many other witnesses will

appear before you to discuss the-implication of each section

of Title I of the bill, and therefore I shall not impose upon

your time to that purpose.
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We do recognize that the major impact of Title. I

would be to deprive private charity in its established flow

of funds, by the application of provisions almost impossible

to administer, with consequent primary effect upon the poor

and underprivileged among us.

We sincerely believe that enactment of Section 4942,

the provision entitled "Taxes on Failure to Distribute Income",

into the Code would provide, in conjunction with Code sections

503(c) through 503(j), a practical deterrent to the tax abuses

which have been considered to justify the fundamental sweep of

Title I.

We are aware that the Ways and Means Committee con-

cluded that it was objectionable for private foundations to be

used to maintain control of businesses, particularly small and

medium-sized family corporations. On this issue, ATMI is in com-

plete disagreement with the conclusions of the Committee. We

believe that retention of control of family business should be

fostered rather than curtailed #nd that if private foundations

can be utilized to assist in such retention, such practice is

not reprehensible so long as the foundations are distributing

to active charities the requisite amount of income or capital

required under S1l01(d) of the bill. We believe that the pro-

posed stock ownership limitations with respect to foundations

and so-called disqualified persons under the bill will have a

detrimental effect on the continuity of ownership and manage-

ment of many small corporations in this country without in any

- 2 -
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way promoting the legitimate interests of charity.

Section 231 - Moving Expenses

The present deduction for employee moving expenses

(transporting the taxpayer, members of his family, and their

belongings from the old residence to the new residence, in-

cluding meals and lodging en route) would be expanded to allow

the deduction of expenses for house-hunting trips, living ex-

penses up to 30 days at the new job location, expenses related

to the sale of a residence or the settlement of an unexpired

lease, and expenses related to the purchase of a residence at

the new job location or the acquisition of a lease on property

to be used as the new residence. The deduction for these addi-

tional categories as moving expenses is subject to the overall

limit of $2,500 per move, with the further limitation that the

deduction for house-hunting trips and temporary living expenses

cannot exceed $1,000. Under present law, a deduction for mov-

ing expenses is allowed if the taxpayer's new principal place

of work is located at least 20 miles further from his old resi-

dence than was his former principal place of work. The bill in-

creases the 20 mile test to 50 miles. The proposed changes are

to apply to taxable years beginning after December 31, 1969.

ATMI supports liberalizing legislation with respect

to moving expenses. Reimbursed moving expenses are not in the

nature of salary or wages and employees should not be taxed on

their receipt. It is patently unfair to tax an employee on re-

imbursed expenses which would not have been incurred if the

-3-
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employee had not relocated to accommodate his employer. Accord-

ingly, ATMI supports the liberalizing changes included in the

bill with respect to moving expenses. We believe, however, that

the $2,500 limitation for the new deductible moving expense cate-

gories is grossly inadequate. The proposed ceiling barely covers

closing costs, including selling commissions on a $30,000 home, and

leaves little or nothing for the other important categories of

moving expenses, namely, house-hunting trips, temporary living

expenses, and out-of-pocket expenses attributable to the acquisi-

tion of the new home. Moreover, with the inflation that has taken

place in the last two years, and which appears likely to continue

in the immediate future, the overall limit of $2,500 appears un-

reali.stically low. We recommend, therefore, removing the dollar

limitation entirely, with the deductible expenses in the new

categories being limited to reasonable amounts under all the

facts and circumstances. In the alternative, if budgetary con-

siderations compel the retention of the $2,500 limitation at this

time, we believe that the bill should provide for the automatic

elimination of this limitation at the end of a two-year period,

with the reasonable expense concept taking over at that time.

We strongly recommend that the present 20 mile limita-

tion that is contained in 5217 of the Code be retained. We can

see no justification for changing the limitation to a 50 mile

test-which can only generate hardship and ill-feeling for affected

taxpayers. For example, assume an employee is working in
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Washington for the Federal Government and lives 10 miles south

of the Capital in Virginia. Assume his employer transfers him

to Baltimore, which is approximately 45 miles from Washington.

Under the bill, such an employee would not be able to deduct

his moving expenses if he attempted to relocate in the Baltimore

area. In effect, the bill, as drafted, assumes that commuting

to Baltimore from the Virginia side of Washington is a normal

pattern of existence. We believe this not to be the case and

urge that the bill be changed accordingly.

The question of enlarging the moving expense provisions

of the Code has been before Congress since at least 1963. The

Treasury Department, in its April 1969 tax reform recommendations

to the Congress, proposed that the new rules should have an effec-

tive date with respect to years beginning after December 31, 1968.

The Ways and Means Committee gave no indication in its report why

the Treasury's effective date recommendation was not accepted.

At any rate, ATMI recommends, at a bare minimum, that the libera-

lized moving expense rules should apply to calendar year 1969.

Further, we believe that consideration should be given to making

the provisions retroactive back as far as 1964 because of the

uncertainty and unfairness which have existed with respect to

the tax treatment of moving expenses since Congress last con-

sidered the subject in connection with the Revenue Act of 1964.

Section 331 - Other Deferred Compensation

The bill would change the tax treatment of unfunded,

non-qualified, deferred compensation payments in excess of $10,000

5-
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a year received by key employees, whether the arrangement giving

rise to the payment be a simple contract on an individual ad hoc

basis or a complex plan (deferred cash bonus, phantom share, etc.)

applying to all or most of a company's executive group. Under

present law, an employee does not report income on deferred com-

pensation of this type until it is actually received in cash, fre-

quently after retirement when the employee expects to be in a

lower tax bracket.

The bill provides that when a deferred compensation pay-

ment in any taxable years ending after June 30, 1969 exceeds

$10,000, a "minimum tax" is to be imposed on the excess. The mini-

mum tax would be the lower of two alternate amounts computed under

complex formulae, except that if the tax computed under the regu-

lar rules should be higher than the minimum tax so computed, the

regular rules are to apply.

ATMI believes the proposals to alter the existing rules

for taxation of unfunded deferred compensation arrangements are

inadvisable for the following reasons:

1. Deferred compensation is a key element in

the overall compensatory programs of most corporate

employers, large and small. Deferred compensation

has been found appropriate and most useful in obtain-

ing the services of talented scientific, technical

and other highly-specialized personnel, as well as

general executives. The prospective employee who has
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demonstrated such ability often would sacrifice or-

forfeit pension or profit-sharing credits established

in present employment to accept a new and more con-

structive employment. He may have attained a suffi-

ciently advanced age to bar him from, or limit his

potential, in establishing corresponding credits in

comparable qualified plans of the new employer. Many

employers have used unfunded, non-qualified deferred

compensation plans as a means of affording such talent

an adequate and reasonable retirement benefit. It has

worked well, and we see no reason why the method

should be abolished.

2. The present taxation of unfunded deferred com-

pensation arrangements is not a loophole. The present

rules are based on the simple concept of cash basis

taxation. An individual is taxed on income only when

he receives it or has a right to receive it. Failure

to tax him in or by reference to an earlier year is not

a loophole in the law. The proposed change will not

have its most important impact on the wealthy, who will

usually be in a high tax bracket even after retirement.

Instead, it strikes at the middle-income executive who

ultimately retires without a business or private fortune

to support him in retirement.
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3. The proposal would necessarily be irra-

tional and inequitable in operation. Taxation

of deferred compensation at rates determined by

reference to a year or years other than a year the

cash Lb actually received, may make little sense

when applied to any particular arrangement in the

broad spectrum of deferred compensation.

4. Administration of the proposal will be

extremely complex and burdensome for both the tax-

payer and the Covernment. It is inherent in the

proposal that record-keeping will be required for

a period of forty or more years. Furthermore,

because of the difficulty in many cases of deter-

mining when a payment is "deferred compensation"

(a term not defined in the bill), enforcement of a

proposal of this type will undoubtedly be uneven

and fraught with costly litigation.

While ATMI believes tie arguments against imposing a

new minimum tax on deferred compensation-far outweigh the argu-

ments advanced by the Ways and Means Committee in justification

of the proposed changes (see Summary, Tax Reform Bill of 1969,

prepared by the Staffs of the Joint Committee on Internal Revenue

Taxation and the Committee on Finance, August 18, 1969, p. 53),

if S331 of the bill should be retained, a number of changes should

be made. We suggest, for example, that the Bill be amended to
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provide the new minimum tax shall apply only to deferred compen-

sation payments received in any year which are in excess of the

higher of $10,000 or 50 percent of the average of the employee's

earned income in the highest five of the last ten years 9f his

period of employment. Such an amendment would enable small and

medium-sized firms in our industry to compete with larger corpora-

tions in acquiring executive talent.

We also recommend, in order to avoid an inequity which

could hardly have been intended, that 5802 of the bill pertaining

to the maximum tax on earned income be amended to provide that

deferred compensation payments attributable to years beginning

after December 31, 1969 be treated as earned income. As drafted,

5802 of the bill would provide that the 50 percent limit is not

applicable to deferred compensation. If this provision is not

changed, it could result in an employee paying a higher tax on

deferred compensation than he would have paid had there been no

deferral.

Section 413 - Original Issue Discount

Section 414 - Convertible Indebtednelss Repurchase Premiums

S414 of the bill provides that where a corporation re-

purchases its convertible debentures at a premium, the portion

of the premium paid for the convertible privilege cannot bd de-

ducted as being analogous to an interest expense. Without arguing

the.point that principle compels such treatment, ATMI, on behalf

of several of its members, submits that this principle of viewing

the conversion feature as separable from the underlying

-9-
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indebtedness should be consistently applied. In other words,

convertible debentures should be treated the same as bonds issued

with warrants attached, both for purposes of the bond premium pro-

visions of the bill (5414) and the bond discount provisions of the

bill (S413).

We recommend, therefore, that 5413 be amended to provide,

in effect, that a corporation issuing a convertible debenture

shall be treated as having issued an "investment unit" as is now

provided under the bill when debt is issued with stock warrants.

Thus, it should be recognized in 5413, in the case of a convertible

debenture issue, that the stated interest rate should be adjusted

upwards to reflect the effective interest rate after attributing a

portion of the issue price to the convertible feature of the bond.

Section 421 - Tax Treatment of Stock Dividends

Section 421 of the bill amends S303 with respect to non-

taxability of stock dividends. The bill goes on to provide spe-

cifically that a stock dividend shall be treated as a taxable

dividend if the distribution, or series of distributions, results

in receipt of property by some stockholders and in an increase in

the proportionate interest of other stockholders in the assets or

earnings of the corporation. The bill also provides that, by regu-

lations to be prescribed by the Secretary or his delegate, a

change in a conversion ratio, a change in redemption price, a

redemption treated as a taxable dividend, or any similar transac-

tion, will automatically be treated as a dividend to other share-

holders whose proportionate interests in the assets or earnings
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of the corporation are increased. Thus, a redemption which re-

sults in a taxable dividend to the redeemed stockholder would

appear to result (under regulations to be prescribed) in con-

structive dividends to the other stockholders whose propor-

tionate interests have in any way been increased.

Under the effective date provisions, a grandfather

clause protects distributions of stock, including distributions

which result in a receipt of money for property by some share-

holders and an increase in the proportionate interests of others

with respect to stock outstanding on January 10, 1969, or issued

pursuant to a contract binding on that date. The grandfather

clause covers distributions of stoqk (or rights to acquire stock)

made prior to January 1, 1991, but the grandfather clause is not

made specifically applicable to changes in conversion ratio, re-

demption prices, etc., which are to be covered under regulations

to be prescribed.

ATMI objects strongly to the legislative powers dele-

gated to the Secretary or his delegate to prescribe, by regula-

tion, transactions not described in the statute which shall be

treated as dividends under the bill. No yardsticks are set

forth in the bill to guide the exercise of the Secretary's dis-

cretionary powers. The difficulty we see in such delegation of

powers can be illustrated by the following:

Under l501 of the bill, dealing with private founda-

tions, the foundation must dispose of stock in a corporation if
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the combined ownership of the corporation's voting stock held

by the foundation and all disqualified persons amounts to more

than 20 percent. In many instances, the only place this stock

can be marketed is to sell it back to the corporation itself.

Thus, S101 of the bill compels a redemption of the stock and

§421 (under regulations yet to be issued) may impose a dividend

tax upon the remaining stockholders because of the redemption.

Finally, there is an effective date problem which

should be corrected. There are many convertible debenture issues

which were outstanding on January 10, 1969, which provide for

changes in the conversion ratio with the passage of time. Cer-

tainly the grandfather clause applicable to outstanding stock as

of such date should be expanded to cover holders of rights or con-

vertible securities which were outstanding as of January 10, 1969.

Section 452 - Earnings and Profits

Under the heading "Depreciation Allowed Regulated

Industries; Earnings and Profits Adjustments for Depreciation",

the bill would require all corporations, not just regulated utili-

ties or real Estate corporations, to use the straight-line method

of depreciation for purposes of determining the earnings and

profits of the corporation. The justification for the proposed

change is that for a number of companies, especially among utili-

ties dnd those investing heavily in real estate, distributions of

tax-free dividends are permitted where accelerated depreciation

methods are utilized in determining earnings and profits.
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ATMI is opposed to the general requirement that earn-

ings and profits of all corporations be determined by the use of

the straight-line method of depreciation. This adds an unneces-

sary complexity to the tax law for the great bulk of corpora-

tions (probably in excess of 99 percent) which have not been and will

not be, in a position to distribute tax-free dividends merely be-

cause their earnings and profits are computed through the use of

the accelerated depreciation methods permitted in determining the

taxable income of the corporation.

Furthermore, while not announced as a foreign tax credit

modification, the proposed amendment requiring corporations in

years beginning after June 30, 1972, to use the straight-line

method of depreciation in computing earnings and profits, could

have a significant effect on the determination of Subpart F income

of controlled foreign corporations, as well as upon the computa-

tion of the "deemed paid" foreign tax credit under §902 of the

Code. If §451 is not limited to utilities and real estate corpora-

tions, the bill should be amended to make it clear that the earn-

ings and profits changes are not to apply to all of the various

provisions of the Code dealing with foreign corporations which

use as their starting point earnings and profits of the foreign

company.

Section 461 - Capital Gains

We have two suggestions to make with respect to the capi-

tal gain tax as it relates to corporations. We think that if it
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is sound to tax 50 percent of the gain to an individual at ordi-

nary income tax rates, the same idea should be equally applicable

to corporations. Accordingly, instead of a 30 percent tax rate

with respect to corporate capital gains, we suggest that 50 per-

cent of the gain be taxed at the regular corporate tax rate.

This would have the effect of giving relief to small corpora-

tions with respect to capital gains. We also recommend for both

corporations and individuals a graduated rate of tax on capital

gains similar to that included in the 1936 Act where, as the

holding period increases, the rate of tax decreases. This could

be done by providing that 50 percent should go into taxable in-

come for holding periods of one to three years, 40 percent from

three to five years, 30 percent from five to ton years, etc.

Section 521 - Real Estate Depreciation

On the ground that the present tax treatment of real

estate has been used by some high-income individuals as a tax

shelter to escape payment of tax on substantial portions of

their economic income, accelerated methods of depreciation would

be denied with respect to new buildings (except in the case of

new residential housing) where a construction begins on and after

July 25, 1969. The bill also provides for the recapture of the

excess of accelerated depreciation over straight-line deprecia-

tion on the disposition of depreciable real property to the extent

of depreciation taken after July 24, 1969.
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ATMI is strongly opposed to any provision which would

prohibit manufacturing corporations from using the double de-

clining balance and sum-of-the-year's digits methods of deprecia-

ticn with respect to new buildings and other depreciable'real

property. To the extent there are abuses in the real estate

field with respect to "some high-income individuals", ATMI

recommends that Congress strike directly at the target of the

abuse and that it not make changes which are of substantial detri-

ment to corporations generally and to the industrial segment of

the economy in particular - where the abuse does not exist.

It is noteworthy that the Tax Reform Act of 1969 pro-

poses a substantial reallocation of the tax burden between cor-

porations and individuals. The largest revenue increase under

the bill, for example, comes from the repeal of the investment

credit, practically ill of the cost of which falls upon cor-

porate taxpayers. Under such circumstances, we urge that the

manufacturing segment of our economy not be further penalized

by denying it the use of accelerated depreciation methods for

new plant, where the primary rationalization for the change is

simply to take away a tax shelter for a few high-income indivi-

duals.

For corporations generally, and particularly for the

manufacturing industry, the proposed amendments to the recapture

provisions of S1250 would appear to be adequate to take care of

any problems that may have arisen outside the so-called tax
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shelter area. Accordingly, ATMI approves of the proposed amend-

ments to 51250 of the Code, but objects vigorously to the pro-

posed elimination of accelerated depreciation methods for depre-

ciable real property used by manufacturing corporations.

We would further point out that when the Treasury's

depreciation guidelines were promulgated in 1962, the Department

indicated that it was not providing for shorter lives than old

Bulletin F on buildings because of inadequate depreciation re-

capture provisions with respect to dispositions of depreciable

real property. As a consequence, industry in this country is now

confronted with the fact that lives on buildings and other depre-

ciable real property are unrealistically long and we are about

to lose the right to compensate in part for this factor through

the use of accelerated depreciation methods. We think this is

unjust and inequitable.

Section 703 - Repeal of the Investment Credit

Section 705 - Amortization of Certain Railr6ad Rolling Stock

We have combined these two sections together because

they point up both the need for and a possible solution to the

single most important reform needed in the field of depreciation

generally.

We are not objecting to the repeal of the investment

credit as such, although we must advise that it accomplished a

great deal in the textile industry and helped considerably in

bringing new machinery into our plants which greatly improved

our efficiency. This modernization of obsolete plant and
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equipment was much needed in view of the increasing competition

from textile products imported from abroad. flowever, the invest-

ment credit did not last long enough to permit completion of much

needed modernization programs. We still have a considerable way

to go in order to be better able to compete with low-cost foreign

imports. In this connection, one of the problems that is begin-

ning to plague our industry is the application of the reserve

ratio test contained in the Depreciation Guidelines of the Trea-

sury Department.

The reserve ratio test is extremely complicated and it

is very difficult to apply. We find that there is no uniformity

with respect to its application in various parts of the country

and no taxpayer knows just where he stands with respect to his

depreciation allowance. It is, of course, very important that

taxpayers in our industry be able to plan on definite deprecia-

tion deductions in order that they can know what they can spend

for new machinery. We think the answer to this problem is indi-

cated by S705 of the bill dealing with depreciation on railroad

rolling stock. The bill specifies a set period of years over

which such rolling stock can be depreciated by the railroad in-

dustry. The Guideline rate of the railroad industry is 14 and

the bill reduces this period to 7 years.

We are not necessarily asking that our Guideline Life

of 12 to 14 years be reduced to 7 years, but we are asking that

we be allowed to count on the 12 - 14 year life with accelerated
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methods of depreciation. We do not want our depreciation to be

subject to repeated adjustments through the use of the reserve

ratio test. We ask Congress by legislation to allow taxpayers

to use the guideline lives of their industry as a matter of

right. Under this recommendation,the reserve ratio test of

Revenue Procedure 62-21, and the various administrative pro-

cedures for adjusting lives if the test is not met, would be

dropped, except for the case of taxpayers who use depreciation

lives which are shorter than the applicable guideline life.

Conclusion

This concludes our written statement. I wish to

thank the Committee for giving ATMI an opportunity to be heard.
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SENATE COMMITTEE ON FINANCE
HEARINGS ON H.R. 13270
TAX REFORM ACT OF 1969

STATEMENT OF JAMES B. IRVINE, JR., C.L.U.
ASSOCIATION FOR ADVANCED LIFE UNDERWRITING

SEPTEMBER 8, 1969

SUMMARY OF PRINCIPAL POINTS

A. Deferred Compensation (5331).

Section 331 generally is detrimental to the

public policy of encouraging retirement programs.

Specific problems are:

I. the failure to define "deferred compensation"

and eliminate non "bargained-for" compensation from the

reach of the statute;

2. the unwarranted application of the statute

to supplementary pension benefits, disability benefits,

and death benefits;

3. the inadequacy of the $10,000 annual exclusion;

4. the tendency to generate excessive tax return

preparation complexities.

B. Restricted Property (f321).

The recognition of restricted property arrange-

ments as constituting a form of deferred compensation is
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helpful and warranted. However, §321 can be improved in

the following ways:

1. apply full deferred compensation rules to

restricted property;

2. remove the reliance on forfeitability con-

8 iderations;

3. emphasize that the restricted property rules

apply to all property, including insurance policies, and

not mairely stock.

C. Deduction for Compensation

The 5331 deferred compensation provisions and the

5321 restricted property provisions, both of which provide

rules for the recognition of income, should contain

coordinate deduction allowance rules.
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SENATE COMMITTEE ON FINANCE
HEARINGS ON H.R. 13270
TAX REFORM ACT OF 1969

STATEMENT OF JAMES B. IRVINE, JR., C.L.U.
ON BEHALF OF

ASSOCIATION FOR ADVANCED LIFE UNDERWRITING
SEPTEMBER 8, 1969

My name is James B. Irvine, Jr. I am a Chartered

Life Underwriter from Chattanooga, Tennessee, and appear

before you today as President of the Association for

Advanced Life Underwriting (AALU). I am accompanieO by

Leonard L. Silverstein and Gerald H. Sherman, our counsel.

AALU is an organization of more than 500 of the

leading life insurance agents in the United States. By the

designation "leading life insurance agents," we mean agents

who, because of the large amounts of insurance with which

they are concerned, tend to utilize the more complex and

sophisticated financial planning arrangements.

AALU's larger parent organization, the National

Association of Life Underwriters (NALU), a 100,000 member

group of life insurance agents, will be appearing before you

today to present its views on a number of the current tax

reform proposals -- those to which we will specifically

refrain from speaking. Our failure to join NALU in a de-

tailed consideration of such proposals does not indicate our
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disinterest in them, but rather it reflects our deference

to the Committee's request that duplication of testimony

be kept to a minimum and, if possible, eliminated. We

would like, however, to assure the Committee that we fully

support and commend to the Committee, the positions set

forth in the NALU testimony.

Our testimony will focus solely on the subject

of deferred compensation (section 331 of H.R. 13270) and its

close relative, restricted property (section 321).

We in the life insurance industry devote our

entire working lives to assisting others to provide adequate

financial protection for themselves and their families after

their normal working lives have been concluded, whether by

death, disability, or old age retirement. In a sense, then,

our entire focus is on the provision of deferred compensation

in one form or another. At the very least, the establishment

of deferred compensation arrangements constitutes a major

activity of the life insurance industry. We, therefore,

are greatly interested in the manner in which deferred com-

pensation is subjected to our taxing system.

A. Deferred Compensation (S331).

Section 331 of H.R. 13270, as passed by the House

and submitted to this Committee for consideration, attempts

to remove "the possibility of shifting income to taxable
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years after retirement when the major tax bracket is

expected to be lower" -- a shifting of income that has

heretofore been "available to employees who are in a

position to bargain for deferred compensation arrange-

ments."*/ We believe that the Ways and Means Committee

has overstated the case for its suggested change in the

treatment of deferred compensation. Further, such a

change will be detrimenta) to the important public

policy of encouraging economically secure retirement pro-

grams. However, we can sympathize with the attempt (as

a function of tax equity), to limit the possibilities

for the otherwise economically fruitless activity of

shifting income between years in order to minimize the

effect of our graduated income tax rate structure.

Assuming, then, that the section 331 deferred

compensation proposal of H.R. 13270, as submitted to this

Committee, can find support in its broad application, we

would like to direct the Committee's attention to a number

of considerations that were either overlooked or inadequately

treated in the current legislative draft.

1. Definitional Problems.

Perhaps the major omission of section 331 is its

failure to contain a definition of the term, "deferred

*/ H.R. Rep. No. 91-418 (Part 1), 91st Cong., 1st Sess.
90 T1969).
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compensation." Neither the Bill nor the Committee Report

gives any guidance as to when compensation is deemed to be

deferred.

The mere fact that income is received in retire-

ment years (the kind of compensation which seems to have

been in the minds of the drafters) should not be conclusive

on the question of whether it qualifies as compensation of

a deferred kind for purposes of the legislation. Employers

often insist that compensation be paid in retirement years

so that employees will have little difficulty in maintaining

reasonable standards of living during those years. [n this

way the employer is protected from having to make difficult

decisions respecting which employees should receive the

benefit of ad hoc assistance during retirement. In effect,

the employer relieves itself of a pastoral function for

which it is normally ill suited. The employee must accept

the compensation after retirement and can, in no event,

receive it during the normal working years. The income is

deferred at the employer's pleasure, not the employee's. The

deferral of the compensation is not "bargained for" in the

words of the Ways and Means Committee report.
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Another definitional problem arises from the

fact that compensation can and often is, deferred as

between different years during which the employee is

working and receiving other taxable compensation income.

The statutory language would appear to reach this kind

of arrangement, although it can be questioned that this

was or should have been the intention of the House.

We, therefore, recommend to the Committee

that a workable definition of deferred compensation be

developed for inclusion in the legislation. Such a

definition would recognize that involuntarily deferred

income should not be penalized.

2. Overreaching of the Provision.

The deferred compensation which appears pri-

marily to have been in the minds of the legislative

draftsmen is that type which defers large amounts of

income of high bracket taxpayers. The provision for a

$10,000 annual exclusion seems clearly to be in pursuance

of this legislative purpose. Another way of stating the

same thesis is that section 331 was not promulgated to

impede supplementary pension benefit plans that are
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designed for middle income employees. Rather, it was

intended to eliminate "Jumbo" transfers of compensation

by high bracket executives to their lower bracket, retire-

ment years. A totally on-target satisfaction of this

purpose was unfortunately not achieved.

a. Disability Benefits. For example,

there seems little purpose in legislating tax strictures

on disability benefits which are often a part of deferred

compensation arrangements. The carefully conceived tax

rate deferral approach upon which a specific, retirement

motivated, deferred compensation arrangement may have

been based is not even germane to the taxation of dis-

ability benefits. Although, by some lights, it can be

argued that all disability benefits constitute deferred

compensation, it is doubtful that the disability benefit

paid to a given employee is ever fully funded in amounts

that might otherwise have been reported in income in

earlier years. The major portion of disability benefits

arises through insuring arrangements that entail the

sharing of costs and risks among many persons.

Additionally, irrespective of considerntions

involving the technically accurate measurement of the

extent of deferral, the receipt of disability benefits

150



Pr

151

I

-7-

never represents an advertent attempt to manipulate the

graduated tax rate structure. Little purpose can be

served by making it more difficult for a man to use the

benefit to its fullest and most efficient extent during

the period of disability. The new rules of section 331

should specifically be made nonapplicable to disability

benefits.

b. Death Benefits. The disability benefit

reasoning is similarly applicable to death benefits, or at

least that portion of death benefits which exceeds the

funded or putatively funded amount. Although the language

of the House-passed bill seems to encompass death benefits

within its scope, the Ways and Means Committee Report

speaks solely in terms of retirement benefits. We again

here suggest that the statutory language be amended to

limit the provisions of the bill to deferred compensation

which is received as retirement income by the employee who

earned it. Death benefits, for widows and orphans, as

well as disability benefits, should be removed from the

legislation's coverage.

c. Annual Exclusion. We can appreciate

the tax equity of excluding an annual amount of deferred

compensation from the reach of section 331. However, we
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strongly suggest that the $10,000 annual amount is in-

adequate to the task. It is always difficult, probably

impossible, to arrive at a total equitable, objectively

stated amount. However, in lieu of the $10,000, we can

recommend to the Committee the utilization of other stan-

dards employed elsewhere in the Bill. For example, under

section 221, taxpayers may deduct annually $25,000 of in-

vestment interest before being concerned with disallowances

resulting from lack of investment income. Another approach

might be the coordination of an absolute dollar amount

exclusion with a fifty percent test, such as that utilized

in the tax preference limitation provision of section 301.

To illustrate, the recipient of deferred compensation

might be entitled to a stipulated annual minimum amount,

but in no event less than an amount equal to fifty percent

of the deferred compensation received.

Yet another approach to this problem would be to

focus on the amount of retirement benefit needed to provide

middle echelon executives with reasonable amounts of retire-

ment benefits. For example, in the major American metropolises,

such as New York, Chicago and Los Angeles, minimum monthly

deferral compensation of $1000 to 61500 would not seem

unwarranted, i.e., $12,000 to $18,000 per year. Middle

management executives, who during their working lives earned
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$25,000 to $30,000 per year, would currently have diffi-

culty managing on retirement benefits of less than $12,000

to $18.000 annually. In numerous cases the deferred com-

pensation is the employee's only source of retirement

benefits. Many employers have no pension plan, have

pension plans providing limited benefits, or, with respect

to newly-hired older employees, provide minimal benefits

because of years of service-based formulas.

A reasonable increase in the $10,00 annual ex-

clusion would not constitute an interference with the Bill's

avowed purpose of eliminating tax-motivated deferral of

compensation from one year to another.

3. Complexity.

In concluding our remarks directed solely to the

section 331 treatment of deferred compensation, we would

urge the Committee to continue to seek a mechanically more

simple means of solving the tax rate manipulation problem --

a means that would not have recourse to the kinds of tax

return complexities which are inherent in section 331, which

the average citizen will not understandand to which he will

have no sympathy. Granted that the concept of a minimum

annual exclusion will eliminate the problem for many tax-

payers, there still will be a substantial number of

deferred compensation recipients who will have to deal with

what to them will simply be nonrelevant and nonintelligible

computations.
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B. Restricted Property (S321).

As we previously stated, the failure of H.R.

13270 to contain a definition of the term, "deferred com-

pensation," presents certain serious problems. In addi-

tion, this failure, or more particularly the failure to

define the phrase, *deferred compensation arrangement,"

a liberally used term throughout the Ways and Means Com-

mittee Report, leads us back into a dependence on existing

law which, itself, constitutes a thicket of conflicting

rules. The varying approaches of the judicial decisions

and the Revenue Service administrative positions are often

contradictory and irreconcilable.

There are 4 series of different consequences

that could arise, depending upon whether the deferred com-

pensation arrangement is funded or unfunded, utilizes the

intercession of a trust, or reflects the actual delivery to

the employee of property subject to restrictions having an

effect on value. Under existing rules it is difficult to

determine the appropriate set of legal consequences. One

might have recourse to such a divergent group of rules as

section 72 respecting annuities, section 404(a)(5) respecting

deduction aspects of certain funded plans, Regs. sections

1.61-2 and 1.421-6 respecting restricted property, and Rev.
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Rul. 60-31 respecting certain described kinds of de-

ferred compensation arrangements. In addition, it has

been necessary to master (if that is even remotely

possible) the doctrines of constructive receipt and

economic benefit.

1. Relationship to Deferred Compensation.

The Ways and Means Committee seemed to

recognize this situation, at least in part, in promulgating

a special new provision for so-called restricted property

arrangements, i.e., situations in which an employee re-

ceives property subject to restriction. The Committee

Report specifically acknowledged that restricted stock

arrangements, one form of restricted property, are not

designed as a means of allowing key employees to become

shareholders in a business but are more particularly de-

signed as a form of deferred compensation.

Having faced the issued that restricted property

arrangements are merely another form of deferred compensa-

tion, the Ways and Means Committee and the House failed to

reach the logical conclusion that similar tax rules should

apply to both situations. Such a conclusion would have

substantially assisted in clearing the morass of conflicting

rules and would have led the way to an understanding of

the common characteristcs of almost all forms of deferred
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compensation. As the Bill now stands, we are left with

a situation similar to that under existing law where tax-

payers can pick and choose (free of relevant economic

considerations) from among similar arrangements in order

to reach the kind of tax result which is most beneficial.

Furthermore, although the Bill appears to apply separate

rules for restricted property as contrasted to deferred

compensation, it does not provide us with clear guidance

in the situation of funded deferred compensation which

does not quite fit within the restricted property category.

Here we are left in the same unfortunate haze as under

existing law.

2. Identity of Treatment Proposed.

To eliminate these close and not totally relevant

dis&inctions among the tax treatments of various types of

deferred compensation, we would urge the Committee to apply

to restricted property arrangements whatever rules it

finally decides upon for deferred compensation arrangements.

H.R. 13270 would now impose tax on the full value

of nontransferable property (without consideration of

depletion in value by reason of the existence of the non-

transferability restriction) simply because the property may
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not be subject to forfeiture for failure to perform sub-

stantial future services or may not be subject to some

other substantial risk of forfeiture. Compare this to

the Bill's deferred compensation approach where an employee

may have a binding and nonforfeitable right to receive the

deferred compensation. Despite the nonforfeitability of

the right, it is wisely recognized in the Bill that the

income should not be taxed until received. Thus, for some

reason not fully articulated in the Committee Report, H.R.

13270 imposes substantially more onerous tax consequences

to the holding of nonforfeitable property than it does to

the holding of a nonforfeitable promise.*/

3. Forfeitability Considerations.

Although the Ways and Means Committee Report

suggested no explanation of the meaning of the term "sub-

stantial risk of forfeiture", we would assume that the term

dous not include such commonly used forfeiture provisions

as noncompetition clauses and consulting service arrange-

ments. No evidence has been offered, of which we are

aware, indicating that such provisions do not represent

_/There is nothing in section 321 which limits the
definition of property to tangible property or to certain
types of nontangible property. Why then couldn't the
right to deferred compensation be deemed to be property
for purposes of that section?
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limitations of subsistence. If such data does exist,

it should be made available for public inspection. In

any event, the forfeiture standard is essentially im-

material if we are faced with a situation in which the

employee cannot in any significant way realize upon his

nonforfeitable rights. If he cannot transfer the pro-

perty his possession of it is simply not worthy of taxing

incidence.

The drawing of fine distinctions between

restricted property and deferred compensation may demon-

strate a virtuosity in close analysis. However, such

distinctions bear no consequential relationship to tax

equity. If we start with the assumption that the rules

respecting deferred compensation as decided upon by this

Committee, are founded on equitable underpinnings why not

apply those rules to all forms of deferred compensation,

including restricted property? The "sauce for the goose,

sauce for the gander" analogy is most appropriate and ap-

plicable here.

4. Relationship to All Forms of Property and Funding
Approaches.

In order to implement a more complete unity in the

tax treatment of deferred compensation arrangements, we would
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suggest further additions to the legislation. The Bill

refers to restricted property while the Ways and Means

Committee Report speaks primarily of restricted stock.

It should be made amply clear that the restricted property

provisions encompass all manner of property and not merely

stock. There are many forms of property, including the

insurance policies with which members of my organization

concern themselves on a daily basis. We ask this Committee

to eliminate any inference that would support an unduly

limited definition of the term property. The intent of

the statute is clear. It should be reflected in the legis-

lative language or, at a minimum, in this Committee's

Report in order to counterbalance the possible inference

to the contrary that might be derivedfrom the Ways and

Means Committee Report.

In addition, the legislation should further clarify

that funded deferred compensation plans are to be treated

no differently than unfunded plans. This is, of course,

simply on an a priori conclusion from the premise that

restricted property should be treated under normal rules

applicable to deferred compensation.
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Lastly, we urge that the legislation contain

specific rules for the coordination of deferred compensa-

tion payment deductions with the tav 'ility of deferred

compensation receipts. Employers should be permitted a

deduction at the same time and in the same amount as

the employee's income must be recognized.

We appreciate the opportunity to appear and

make our views known, and hope that we have been of some

assistance to the Committee. Thank you.
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September 3, 1969

Hon. Russell B. Long$ Chairman
Comittee on Finance
United States Senate
Washington, D. C.

Dear Senator Long:

In accordance with your instructions, enclosed are
fifty copies of our statement on H.R. 13270. Following is a
summary of the points covered in that statement:

1. Tax Option (Subchaeter S) Corporations. In con-
Junction with the National Small Business Association, we are
saying that there is no probative evidence of tax abuse or intent
to avoid taxes by these corporations with respect to retirement
income plans for their shareholder-employees. Even ten years
from now the proposed change for these 200,000 corporations would
produce only four hundredths of 1% of the revenue expected to be
raised by H.R. 13270. In the case of retirement plans of these
corporations which are funded by life insurance, the proposed
limitations might require surrender of existing policies and
purchase of new ones at considerable additional cost.

2. Lum-Sum Distributions from Pension Plans. The
House is concerned that "highly compensated" employees are taking
advantage of the capital gains treatment afforded lump-sum distri-
butions. They cite an example where the difference in the present
and proposed tax rate is 41%. However, if the capital gains tax
is increased from 25% to 32.5%, and the maximum income tax is set
at 50%, this differential will be only 17.5%, thus substantially
closing this so-called "loophole" without touching the tax treat-
ment of lump-sum distributions at all. Millions of employees who
are not highly compensated should not be penalized even if it is
true that a relatively small number of highly compensated employees
are "taking advantage" of the current law.
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3. Advrtising Income of Tax Exempt Organizations.
Contrary to the conclusion reached by the Treasury Department
and the Ways and Means Committee, advertising in a journal pub-
lished by an exempt organization can be very definitely related
to the organization's exempt function, and when it is the revenue
produced by that advertising should not be taxed. Virtually all
of the advertising in our publication, Lifo Association Nows, is
institutional or geared toward informing MlW's 100,000 members
about life insurance companies, life insurance company products,
and the numerous services available to life insurance agents.
The unsubstantiated conclusion of the Treasury and the Ways and
Means Committee that such advertising does not "contribute im-
portantly" to the exempt function -- wich in ALW's case is to
inform and assist agents -- is not warranted by the facts.

,Sipcerely,

John P. Mehan, Chairman
Committee on Federal Law & Legislation

Sn.
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STATDENT OF JON P. MEEHAN
ON BEHALF OF

THE NATIONAL ASSOCIATION OF LIF UNDERWRITERS
TO THIE

SENATE COMMITTEE ON FINANCE
REGARDING

THE TAX REORM ACT OF 1969
H.R. 13270

The following comments concerning the Tax Reform Act

of 1969 (H.R. 13270) are made on behalf of The National Associa-

tion of Life Underwriters (RAW). I am John P. Neehan of Boston,

Massachusetts, a Trustee of N= and Chairman of its Comittee

on Federal Law and Legislation.

The National Association of Life Underwriters (NAW)

is a trade association composed of 949 state and local life

underwriter associations representing a membership of over

100,000 life insurance agents, general agents and managers

residing and doing business in virtually every locality in the

United States.

While NALU, as a part of the business community, is

generally interested in many of the proposals contained in

H.R. 13270. it is particularly concerned with proposed reform

in three areas:

1) The proposed tax treatment of retirement plan

contributions on behalf of shareholder-employees of Tax Option

Corporations (Subchapter S Corporations)l
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2) The proposed tax treatment of lump-sum distributions

from pension or profit-sharing plans, and

3) The reorientation of the application of the un-

related business income tax.

The comments following are confined to these three areas.

On the subject of Subchapter S corporations I am

pleased to be able to tell your Committee that we are also

speaking for the National Small Business Association which,

as your Committee knows, is made up of over 36,000 small businesses

in this Country, which are vitally concerned with this aspect

of the tax reform bill.

I would like to note at this point that NALU is also

concerned with the proposed reform in the areas of deferred

compensation, stock dividends, and multiple and accumulation

trusts. With a view to consolidating testimony, NAU is not

commenting on these sections, but would like to associate itself

with the statement presented to this Committee by James B. Irvine,

CLU, President of the Association for Advanced Life Underwriting

(MLU) and Vice Chairman of our Committee on Federal Law and

Legislation on these subjects. The MW is a conference of MAW.

I. Tax Ontion (Subchanter S) Coreorations

Section 541 of H.R. 13270 proposes to amend Subchapter S

of the Income Tax Chapter of the Internal Revenue Code by adding
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a new section 1379 which would require a shareholder-employee of a

Subchapter S corporation who also owns more than 5% of the cor-

poration's stock to include in his gross income contributions

made by the corporation on his behalf under a qualified retire-

ment income plan to the extent such contributions exceed 10%

of his salary or $2500, whichever is less. These proposed limita-

tions are similar to those contained in the Self-Employed Indi-

viduals Tax Retirement Act of 1962 (the Keogh Act).

In reporting the bill, the Ways and Means Committee

explained its rationale in recommending this provision by em-

phasizing the similarity between this kind of a corporation

and a partnership or proprietorship. The Committee felt that

a tax avoidance device had been created to the extent that

partnerships and proprietorships could incorporate and elect

Subchapter S status to escape the restrictions imposed on retire-

ment programs for these unincorporated organizations. The

Committee rationalized that an organization seeking to be taxed

in a manner similar to a partnership should be subject to the

same H.R. 10 limitations as a partnership.

While the Committee makes it quite clear that the

target of the provision is tax avoidance, no probative evidence

of tax abuse or intent to avoid taxes by Subchapter S corporations

is offered or even discussed. Indeed, the calculations of the
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Committee itself indicate that the Treasury's lose of revenue

with respect to this particular device is quite small. Although

there are approximately 200o000 Subchapter . corporations today,

the committee notes in chart 6 of its report (13. Rapt. 91-413

(Pt. 1)) that this change in the law will produce less than

$2.5 million additional revenue by 1979. This is only about four-

hundredths of one percent of the additional revenue expected to

be raised by H.R. 13270 by that year.

NALU realizes that revenue neutrality is a goal of this

bill and that it in not intended as a revenue raising device.

However, if tax avoidance is the problem to which section 541

is directed, then surely the problem could not have been great

or even significant if less than $2.5 million can be gained

by halting this alleged tax avoidance practice.

Even if the tax avoidance allegation were valid, this

would form no basis for taxing these corporations like partner-

ships. Nor can NALU agree that partnerships and Subchapter S

corporations are so similar in organization or operation to

warrant this change.

This very point is stressed by Professor Boris Z. Bittker

of the Yale University Law School in his book federal Income

Taxation of Corvorations and sharbohlders. Professor Bittker

notes, "More important than labels, however, is the fact that
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an electing corporation remains a corporation -- not only as

a matter of state law, but also for many federal income tax

purposes. This point cannot be overemphasized, because it is

often erroneously said that Subchapter S permits corporations

to be treated as partnerships. In point of fact, there are

many differences between a partnership and an 'electing small

business corporation.' Even while the election is in effect,

corporate redemptions, liquidations, reorganizations, and

many other transactions are governed by the tax law applicable

to corporations, rather than by the law of partnerships; and if

the election is terminated, the corporate income tax will once

again become fully applicable. Recognizing these facts, some

commentators have sought to sum them up in a label -- 'pseudo-

corporation,' 'conduit-corporation,' and 'hybzid corporation,'

to say nothing of more barbarous coinages like 'corpnership'

and 'pseudo-type corporation.' The author prefers the more

neutral terms 'electing corporation' or 'Subchapter S corporation,'

however, because they serve as a constant reminder that the

corporation does not cease to be a corporation by electing to

come under Subchapter S."

In making the election, the only significant change

from a regular corporation which a small business undergoes is

that corporate income and losses are passed directly to the

shareholders and cease to have consequence to the corporate
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entity itself. To treat the pension plans of Tax Option Corpora-

tions differently from those of other corporations would only

complicate the operation of small businesses seeking Subchapter S

status for other sound business purposes.

If the owners of an established small business decide

that in the interest of sound financial operation it is wise to

elect Subchapter S status, they will find, if this provision of

H.R. 13270 in enacted, that they are confronted with an alarming

array of major and very complicated decisions. The retirement

program of every shareholder-employee may have to be revised

to compensate for the 10%-$2500 limitation. The corporation will

also have to determine to what extent any restructuring of the

retirement program for shareholder-employees may require or make

desirable the restructuring of the retirement program for other

employees. Any change of this nature of course must consider the

possible consequences to employee-employer relations, particu-

larly if the restructuring results in smaller retirement con-

tributions for long-time employees.

If restructuring of a retirement program is thought

desirable, consideration must be given to the deposition of

long-term contractual obligations designed to meet the company's

obligation under the old plan but which may not be appropriate to

the needs of the revised retirement program. If, for example,
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the original program in funded by life insurance, it may be

necessary to lapse some policies, the premiums for which d not

meet the requirements of the new plan, and acquire others at

considerable additional cost.

If the small business corporation is capable and

willing to surmount these difficulties, the shareholder-eam-

ployees will discover that the retirement program available to

them as shareholder-employees of a tax option corporation is

substantially smaller than that of any other corporation.

The retirement programs available to corporate employees, of

course, contain none of the H.R. 10 restrictions. The H.R. 10

limitations applicable to owner-employees in a proprietorship

or partnership do not limit the retirement program available to

owner-employees with less than 10% ownership in the organization.

However, the limitations which would be applicable to Subchapter S

corporations would include all shareholder-employees with more

than 5% ownership in a corporation. This particular discrimina-

tion against small business corporations is entirely unexplained

in the Ways and Means Committee report on H.R. 17230.

The net result of all this is to inject federal income

tax back into the picture as a primary consideration in choosing

a form of business operation. This is the very problem Subchapter S

was created to prevent.
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X W feels there is no need for new restrictions on

mall business corporations and urges this Committee to recommend

that Section 541 of H,, 13270 be deleted in the final version of

the Tax Reform Act of 1969. An I said earlier, we are joined in

this request by the National mall Business Association.

11. Total Distributions from Qualified Pension and
Profit-sharina Plans

Section 515 of H.R, 13270 proposes to revise Secs.

402(a), 403(a) and 72(n) of the Internal Revenue Code to the

extent that total distributions of the funds accumulated in

qualified pension and profit-sharing plans taking place within

one year of the employee's death, separation from the employer's

service, or.death after retirement shall be eligible for capital

gains treatment only as to the net taxable portion of the con-

tribution made by the employer.

The Ways and Means Committee in recommending this

element of tax reform notes as its reason for change that the

present treatment enables highly compensated employees to convert

substantial amounts of deferred compensation from its regular

ordinary income treatment to capital gains and that the Committee

considers it appropriate to restrict the extent to which lump-

sum pension distributions receive more favorable capital gains

treatment than pension income received over a period of retirement

years.
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YAW questions whether the objective here sought by

the Ways and Means Committee is most appropriately achieved by

this change in tax treatment.

Ie On page 154 of the report accompanying H.R. 13270,

the Committee has set forth an example of the treatment afforded

lump-au distributions under present law as compared to the

treatment for those same distributions under the proposed law.

In the example given, the Comittee notes that an effective tax

rate of 25% is now paid on lump-suam distributions of qualified

pension and profit-sharing plans, whereas under the House proposal

an effective rate of 66% ido The report points out

that the special pital gains rule of Sec 402(a)(2) presently

results in tax differential of 41%. It goes to say that

if the "ial five-y!.w forward aver*94,g provision of the

proposed law is wased, the ieffeciive tax,iato will be 5\ or

a t differential--*9.3 --.

In making th---(,ompVrisonk, h ooever, the repo does

no' discuss they're i rehq.as pr vced by hi8 same ggested

chAnge if Seotion 51 !of H.R. s"a so becamis law. S tion 511

proposes to repeal thle alterno eca Lain tax for ivi-

dual\ In discussing the a oft enactmth tof Bctpi 511,

the Wa~js and Means Coaittee idicat a that 4 e capit,( gains

tax rate, ould be inck'eased f! m 25% /aon effective rate of
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32.5% after 1971. if we uqe the same example as cited in the

House Report but assume an effective capital gains tax rate of

32.5% rather than 25%. the rate differentials will be 33.5%

and 24.5%, rather than 41% and 37%, respectively. Thus, whatever

"abuse" or "loophole" the House is concerned with will already

be substantially restricted, without changing the tax treatment

of lump-sum distributions.

If we add to this the proposed adjustment in the

individual tax burden as set forth in Sections 802 and 804 of

the bill which sets the maximum income tax rate for individuals

at fifty percent, it can readily be seen that whatever objective

is sought by the amendments contained in Section 515 are to a

large extent achieved by reform measures in other sections of

the bill.

The Ways and Means Comittee is concerned that present

law unduly benefits highly compensated employees. At page 154

of the Report, the Committee states that presently "...the more

significant benefits accrue to taxpayers with adjusted gross

incomes in excess of $50,000." However, as the bill is written,

the adoption of the provision relating to Lump-sum distribu-

tions would only penalize employees who are not highly compensated

and would not have the sweeping effect on highly compensated

employees that is visualized by the Ways and Means Committee.
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Under Section 802 of the bill, the maximum tax rate

would be 50% and this, taken together with the increase in the

capital gains tax rate from 25% to 32.5% would mean that the future

differential in the tax treatment of lump-sum distributions would

be only 17.5%, rather than the 41% suggested in the example given

in the House Committee's Report.

Any undue tax advantage a highly compensated employee

might have under present law will have been curbed without the

necessity of touching this particular and highly desirable pro-

vision of the Code. Increasing the tax on lump-sum distributions

would adversely affect all employees who need and deserve the pre-

sent tax treatment of lump-sum distributions from their pension or

profit-sharing plans. For example, consider the employee who is

retiring because a total and permanent disability and who wants to

purchase a joint and last survivor annuity for himself and his

wife. The enactment of Section 515 of H.R. 13270 would sharply in-

crease the tax he would have to pay on his distribution and would

therefore substantially reduce the annuity available to this

individual and thereby his monthly income and that of his wife for

the rest of their lives. Also consider the situation of a widow,

who because of the untimely death of her husband, is faced with the

necessity of receiving his deferred compensation in lump-sum, if she

is to keep the children in college, pay the mortgage on the home and

still have enough to pay the expenses of her late husband's estate.

Unless her independent income is substantial, this provision will
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weigh substantially on her ability to maintain her household.

We think the House has placedtoo much emphasis on "highly

compensated employees* in this regard. Consideration should be

given to employees as a class. The millions of employees in this

class are not highly compensated and they should not be penalized

by the enactment of this provision of the bill.

III. Advertising Income

In December 1967, the Internal Revenue Service amended

Income Tax Regulations Sections 1.511, 1.512 and 1.513 to permit the

taxation of advertising income which tax exempt organizations derive

from magazines, journals and similar publications. In Section 121 of

H.R. 13270, the House Ways and Means Committee agrees with the Ser-

vice position. NALU feels that this reorientation of this rule is

unnecessary and unduly restricts vital functions of exempt organiza-

tions.

As enacted in 1950, the unrelated business tax was to be a

tax confined to income from a trade or business regularly carried on

by a tax exempt organization, but which was not substantially related

to the purpose for which the organization was granted its income tax

exemption.

The law did not propose to tax the income from every

trade or business regularly carried on by a tax exempt organiza-

tion. So much of the income from a trade or business regularly

carried on by the exempt organization which was related to the

organization's exempt function was to continue to be exempt,

even though competition between the exempt organization and non-
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exempt corporations would result. It was recognized that a

trade or business might form an intregal part of the function

of a tax exempt organization.

The concept embodied in the Treasury position and

approved by the House Ways and Means Committee in effect eliminates

from the requirements for taxation that an operation be a trade

or business and that it be unrelated.

The amended regulations, in clarifying the term

"trade or business," provide that the term includes "any activity"

carried on for the production of income from the sale of goods

or performance of services. The phrase "substantially related"

has been clarified to mean "contribute importantly."

Since every exempt organization has several trade or

business activities, by breaking the exempt organization into

several activities and requiring each to stand the "contribute

importantly" test, the Internal Revenue Service can virtually

destroy the tax exempt status of any organization subject to

these provisions of the code. Any exempt organization which

tries to divorce itself of all business activities which may

result in taxation under the amended regulations, as a practical

matter, will so divorce itself of activity as to be almost dor-

mant. This is particularly so if we consider that an activity

may become taxable without regard to its relationship to the

exempt purposes of the organization.
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In this instance, the Service ruled and the Ways and

Means Committee agreed that all advertising is to be considered

unrelated, ergo, that no advertising can in any way be related

to any tax exempt purpose of any exempt organization.

But, in fact, the publication of a magazine or other

journal, with accompanying advertisements, is an essential func-

tion of most exempt organizations. One of the basic reasons

individuals or corporations associate in the form of a trade or

professional association is to facilitate the free exchange of

ideas and products of mutual interest to a particular trade or

profession. For this function to be meaningful and useful, the

exchange must be frequent, the information disseminated must be

comprehensive and the process of dissemination must not be pro-

hibitively expensive. A magazine, circular or similar publica-

tion is a perfect tool for this purpose.

A magazine or other similar publication enables an

association to collect, at any one point in time, the ideas and

products of a variety of experts that would be impossible in

any other forum. At the same time, by charging some of the

contributors a fee for the use of the publication as a forum
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for the presentation of their products and ideas, the expense

to the association is kept to a minimum. In many cases, these

activities provide the association with extra revenue to apply

to the general enhancement of association activities. Some of

the ideas and products presented in association publications are

presented in the form of coanercial Edvertisng. which is a

universally accepted and effective method of disseminating

this type of information. If this basic tool of communication

is to be curtailed by taxing the revenues it produces, a vital

function of the association will be imperiled.

Life Association News, the official publication of The

National Association of Life Underwriters, is a monthly publica-

tion averaging approximately 130 pages of which about 50 percent

is advertising. The magazine will accept only advertising which

describes a service or a product that is of value to the life

insurance agent in his capacity as an agent. This includes

advertisements of the availability of newsletters and/or books

containing information of concern to the life insurance industry

and advertising concerning new insurance products and/or ser-

vices available to the agent from various sources. This adver-

tising is an extremely valuable and effective tool in any Associa-

tion's performance of its obligation to keep its membership

informed. While it is not our purpose to suggest that all
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advertising in a publication of a tax exempt organization is re-

lated to the organization's exempt purpose or any other tax exempt

purpose, we feel that it in totally arbitrary and illogical to

conclude that all advertising is unrelated to tax exempt purposes.

When Congress recognized that certain activities in

our society made such important social contributions that their

development should be encouraged by exempting them from federal

taxation, it recognized to a certain degree a competitive advan-

tage was being afforded these associations over the business

operations of other non-exempt organizations. However, it was

felt that this was an acceptable price to pay for the promotion

of the socially desirable activities involved. Unless Congress

is going to retreat from this policy, so much of Section 11 of

H.R. 13270 as relates to the taxation of advertising income of

exempt organizations should be deleted.

** **t **
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SUMMARY OF
STATEMENT OF LEONARD E. KUST, VICE PRESIDENT AND

GENERAL TAX COUNSEL, WESTINGHOUSE ELECTRIC CORPORATION,
BEFORE THE COMMITTEE ON FINANCE, UNITED STATES SENATE,

SEPTEMBER 8, 1969, RE H.R. 13270

1. Imbalance between business and individual tax burdens. H.R.

13270 reduces individual taxes while increasing corporation

taxes. The economic desirability of such a shift in tax burdens

is questionable.

2. Moving expe-nses of employees. The categories of allowable moving

expenses should be enlarged to cover all normally incurred

expenses. The proposed limitation of $2,500 should be increased

to $4,000 where the sale of a house is involved.

3. Depreciation of Real Estate. The proposed amendments go beyond

those required to eliminate abuse. Present depreciation methods

should be continued for owner occupied industrial and commercial

buildings.

4. Restricted stock and other deferred compensation. The proposed

changes in the treatment of deferred compensation and restricted

stock render such arrangements useless as means of inducing key

employees to remain with the employer company and providing such

employees with a proprietary interest in the business. Amendments

are suggested eliminating tax preference for the employee without

destroying the usefulness of restricted stock and deferred

compensation measured by stock in serving valid employer purposes.

179



I



STATEMENT OF LEONARD E. KUST,
VICE PRESIDENT AND GENERAL TAX COUNSEL,

WESTINGHOUSE ELECTRIC CORPORATION,
BEFORE THE COMMITTEE

ON FINANCE,
UNITED STATES SENATE,
SEPTEMBER 8, 1969,

RE H.R.13270

My name is Leonard E. Kust and I am Vice President and

General Tax Counsel of Westinghouse Electric Corporation.

It is my purpose to testify in behalf of Westinghouse on

four of the specific areas of tax reform included in H.R.13270:

Moving expenses, depreciation of real estate, restricted stock

plans, and other deferred compensation. I will covez a fifth

item, the capital gains rate applicable to corporations in

some general remarks with which I would like to begin.

May I say at the outset that we applaud the effort to

reform our federal income tax structure. There is need for

reassessing exemptions, deductions and special provisions with

the purpose of making the tax system consonant with present

needs and priorities, providing equity where inequities have

become evident and broadening the base of the tax in order to

permit a reduction of rates.

There will, of course, be disagreement over what specific

reform proposals serve these purposes best. Moreover, enthusi-

asm for tax reform should not be permitted to add layers of new

complexity to the tax laws or to create new imbalances in the
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tax structure.

The momentum for tax reform should not be dissipated

through prolonged deliberation but measured consideration of

so important a matter as broad-scaled reform of our income tax

is certainly necessary.

Imbalance Between
Business and Individual

Tax Burdens Under
H.R.13270

I am concerned that in the overall the structural and rate

reform measures of H.R.13270 result in a shift of the total

income tax burden between corporate business and individuals.

This needs to be carefully evaluated. I do not believe such

a shift is wise.

The 1964 Revenue Act reduced individual tax liabilities

by 20%. But corporate tax liabilities were reduced by less than

8%. Corporations did have the benefit of the investment credit

and new depreciation guidelines of 1962, but thesebenefits and

the 1964 rate reduction were more than offset through 1967 by

speed-up of tax payments. Then the surcharge increased corpor-

ate taxes by 10% in 1968 while individual taxes were increased

by only 5%. The surcharge extension increased both corporate

and individual taxes by 10% for 1969 and both will revert to

previous levels in 1970, i.e., individuals will again enjoy the

20% rate reduction of 1964 while corporations will receive only
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the 8% rate reduction. Yet H.R.13270, when fully effective,

would provide additional individual tax reductions of approxi-

mately $7.3 billion while the tax burdens of corporations would

increase about $4.9 billion.

It is in this context that I question the advisability of

increasing the corporate capital gains tax to 30% and repealing

the investment credit.

There should be thorough consideration of the economic

desirability and justification of the shift in relative tax

burdens between corporate business and individuals inherent in

H.R.13270. A statement on behalf of Westinghouse, in opposition

to repeal, was filed with the Ways and Means Committee and I will

not repeat our arguments here. But if the Finance Committee

should deem repeal of the investment credit desirable, I urge

that some compensatory adjustment be made in corporate tax liabi-

lities, such as more liberal depreciation allowances or a reduction

in the corporate tax rate to keep the relative tax burdens of

corporate business and individuals from shifting to the disadvant-

age of corporations. It is always tempting to shift taxes to

business but the economic wisdom of submitting to the temptation

must be questioned if our long-term national interest is to be

served.

I should now like to follow these general comments with
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comments on some specific structural changes in H.R.13270

affecting our operations.

Moving Expenses of Employees

The first is moving expenses of employees. The reform

bill quite properly addresses itself to the inadequacy and

confusion of existing law.

Thus, proposed new section 231 recognizes that the trans-

fer of employees between company locations is a common business

practice, and the reimbursement of expenses of relocation a

business expense of a non-compensatory character. However,

under the provisions of the Bill the expense is non-compensatory

only if it falls within certain prescribed classes of expense

and certain dollar limits. For practical reasons in order to

prevent tax avoidance some limitations are necessary* no doubt,

but they should be broad enough to permit recovery of the costs

and expenses involved in the average move.

It may be thought that only the more highly paid employees

are transferred by an employer. Several years ago in an effort

to provide background data for legislation, we analyzed the moves

made within our Company. We found 70% of the transferred employees

earned under $15,000 and 20% between $15,000 and $20,000. Only

10% had income exceeding $20,000. We do not have a similar break-

down for subsequent years but we know the number of transfers has

more than doubled, testifying to the growing urgency of the problem.
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I have in mind two classes of expense inadequately covered

in this Bill which I submit that this Committee should consider.

The first is that miscellaneous group of expenses which are

inevitable in every move, such as connecting and disconnecting

utility services, disconnecting and installing appliances,

altering rugs, re-registering automobiles, etc. Collectively

these represent a significant item to the average employee. I

suggest that a catch-all category be established to include such

common miscellaneous items. An over-all limitation with respect

to deductible moving expenses should be adequate protection

against abuse.

The other class to which I refer is the costs and expenses

incurred in connection with disposition of a house at the old

location. While commissions and closing costs incurred are

covered by the new section, often there is delay in the sale which

involves "carrying charges" such as taxes, insurance, interest,

utilities and maintenance being incurred simultaneously on both

the old and the new home. In 1968 expenses in connection with

the disposition of homes of transferred Westinghouse employees

averaged about $3,000 per employee, of which the "carrying charges"

described are about $1,000.

The over-all limitation of $2,500 with respect to "indirect"

moving e)qenses is not realistic when the sale of a home is
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involved. The costs and expenses in connection with selling a

home will generally exceed that amount, leaving nothing for the

other expenses incurred. Since a demonstrable inadequacy

exists where the sale of a residence is involved, I suggest that

the over-all limitation on "indirect" moving expenses be enlarged

in such a case to at least $4,000 and the allowable expenses

expanded to include all the costs and expenses of home disposition,

other than loss on the sale.

Depreciation of Real Estate

The proposed reform of depreciation of real estate to

prevent abuses by high income individuals is too sweeping. It

not only reaches the abuse but would repeal desirable and needed

depreciation allowances for taxpayers who do not utilize invest-

ment in real estate for tax avoidance but who must invest in

buildings as a necessary adjunct to their manufacturing or

commercial pursuits.

For many years prior to the Revenue Act of 1954 the business

community had complained persistently .about the inflexible and

inadequate tax depreciation rules. The Revenue Act of 1954 was

the first step toward recognition of the need for relief from

those rules and was followed in 1962 by an administrative liberal-

ization, commonly referred to as the new depreciation guidelines.

The latter, however, had little or no application to real estate.
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Thus, the only depreciation reform with respect to real estate

has been the 1954 Act permitting the adoption of the double de-

clining balance and the sum-of-the-years digits methods for new

buildings.

Admittedly, the use of the double declining balance and

sum-of-the-years digits methods of depreciation by high income

individuals investing in real estate ventures has resulted in

tax avoidance. The proposed solution is to eliminate the

accelerated depreciation methods enacted as part of the 1954

depreciation reform with respect to all buildings, except resi-

dential housing.

Owner-occupied industrial or commercial properties tailored

to the requirements of specific manufacturing or commercial pur-

suits do not, however, lend themselves to tax avoidance. Such

properties are usually occupied during their full economic life

by the operator of the business. There is no established market

for such properties and they rarely change ownership. They do

not serve to generate losses to offset other income and then

yield capital gains on sale when rents begin to exceed the depre- -

ciation. Furthermore, investment in new productive facilities

should not be discouraged as drastically as does H.R.13270, by

eliminating the investment credit on new equipment and the

accelerated methods of depreciation on the associated new building.
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It is recommended that double declining balance and sum-of-

the-years digits methods of depreciation be denied only to real

estate held primarily for rent where the income is predominantly

from rents, permitting the abuse against which the House legis-

lation is aimed. Present depreciation methods should continue

to be applicable to predominantly owner-occupied industrial and

commercial buildings. The proposed changes in the recapture

provisions are adequate in the case of such property to prevent

any abuse of double declining balance or sum-of-the-years digits

depreciation.

Restricted Stock and Other

Deferred Compensation

H.R.13270 contains three amendments having a direct effect

on deferred compensation payments. In industry, these payments

typically are awards of money to executives which are to be paid

at some future date, either over an immediately succeeding number

of years or over some period after retirement. They may be paid

in cash or converted into stock which is issued to the executive

subject to restrictions, in which case the award is termed

"restricted stock", or may be so converted without issuance of the

stock, in which case the award is sometimes referred to as "phantom

stock". Many variations are possible, but in substantially all

cases the awards are initially forfeitable, being contingent upon

the continuation of employment for'some number of years.
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The amendments referred to are new section 85, which taxes

as ordinary income the entire market value of restricted stock

at the earlier of the time when restrictions lapse or when the

stock is no longer subject to a substantial risk of forfeiture;

new section 1354, which imposes a throwback rule on the computa-

tion of tax applicable to deferred compensation payments; and new

section 1348, which excludes deferred compensation payments from

the 50% maximum rate limitation on earned income.

The intention behind the restricted stock provision is to

end the capital gain benefit available with respect to apprecia-

tion in restricted stock under current Treasury regulations, and

behind the throwback rule, to prevent the obtention of lower tax

rates by deferral of income into lower income post-retirement years

of the employee. The intention behind the exclusion of deferred

compensation from the 50% limitation is not disclosed by the Ways

and Means Committee Report or House debate, but presumably is to

induce employees to take current income.

We agree with the Administration that these proposals require

further study. We would be happy to work with the Administration

and the Congress toward a reasonable solution of the problems

involved. The following comments are offered to this end.

In the concern for ending preferences to employees the

proposals in the House Bill go too far and impair the valid
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OlJect iw,, of 01Uloyer!'. Dclcrr-d compcn..at ion, part iculiarl1y

t|at i ,ued in thLe folm/i of capital stoch, serve., two legcit imate

tu incsr purpo.;e, of employer.. Fir!,t , through deferral coupled

with forfe ture. it enables employers to induce employment to

remta in with the company. Second, deferred compensation in the

form of stock award,; serves to give the employee a proprietary

interest in the coitipany. There business ; interests predate the

income tax and have been accepted as valid by the Congress in the

pas.t. They are still valid today. I believe that it should be

pos-.iblte to serve the::e valid business purposes and prevent any

undue tax preference to employees.

Yet, if compensation paid currently is subject to a 5O.

maximum tax rate and, at the same time, the tax on deferred com-

pensation is not so limited, the result clearly discriminates

against the legitimate business purposes involved. If, in addi-

tion, it is remembered that the recipient of a deferred compensa-

tion payment is, under the throwback provisions, henceforth

burdene-d by the necessity either of recomputing income tax liabi-

lities for all years subsequent to 1970 for as many as perhaps

twenty-five years or else paying tax at an even higher raLe under

the new section 1354, it becomes apparent that deferred compensa-

tion simply cannot bo used any longer.

Since re-tricted stock is probably deferred compensation
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within the meaniing of sections 1348 and 1354, although this is

not clear the foregoing coments apply to it as well. In addi-

tion, restricted stock is rendered useless by the proposed sub-

jection to tax when no longer forfeitable even though still sub-

ject to restrictions on sale. Although most restricted stock

issued by employers in the last few years has contained restric-

tions lapsing only after retirement, generally it has not been

su1)jcct to forfeiture longer than five years after issuance. If

taxation is accelerated to the time when forfeiture terminates,

restrictions on sale of the stock cannot really extend beyond

that time for then the consequences to the employee would be worse

than under the present qualified stock option rules.

But qualified stock options are not an adequate alternative

to restricted stock avnd deferred compensation measured by stock,

for purposes of developing a proprietary interest. Although

offered by the Treasury and accepted by the Congress as "the appro-

priate means by which key employees could be provided with a stake

in the business," the qualified stock option must be declared at

best only a qualified success. It is the failure of the qualified

stock option to serve adequately as a means of creating significant

key employee proprietary interests that has shifted emphasis to

restricted stock and deferred compensation measured by stock. We

have not used qualified stock options widely and with good reason.

Requiring the employee to pay 100% of the market price at the time
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the option is granted and then to hold the stock for three years

imposes too much strain .on the many people who must borrow in

order to exercise the option. Thus# with respect to the

Westinghouse qualified stock options which have now expired under

the 5-year limit on exercises 31% of the grantees receiving

options in 1964 have already made disqualifying dispositions of

their stock. it is clear to us that qualified stock, options

are unlikely to serve significantly as a device for creating long-

term equity participation'by key employees. Neither can restric-

ted stock, nor 4eferred compensation measured by stock, under the

proposed rules,.

I suggest that qualified stock options, restricted stock

and deferred compensation measured by stock should all be viewed

as serving a legitimate corporate purpose which should not be des-

troyed by the tax treatment in the hands of the employee accorded

to these compensation-with-a-proprietary-interest devices.

Undue tax preference for the employees can be eliminated without

frustrating the legitimate desire of the employer company to use

compensation devices which will deter key employees from leaving

and give such employees a proprietary interest.

since qualified stock options do not adequately serve these

purposes and since restricted stock and deferred compensation.

while serving these purposes# are thought to confer an undue

benefit on the employees, I suggest a modification of the quali-
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Lied stock option rules to serve as the controlling statutory

framework and to permits

(1) the issuance tq an employee of an option to purchase stock

of the employer at 100% of current market value with taxa-

tion of the full gain on the sale of stock held for more

than 3 years after exercise of the option as capital gain*

as at present.

(2) the Lssuavp of a similar option to purchase at a price below

the current market cc a o restrictions on sale,

with taxation the difference between opti rie and Marlit

price on te of grant as ordi when reto tons on

sale 1 s* Any a ec tion mat pri e at ate of

gran could be axed in te a ap a ai upon dise otion

it stck s MA oan so are or could

p ally ta d as ord income, a ring ch additi nat

inomby th paec go e op, pra*was di -

00 ted froms \aket us onofgat Thfit

&It atve ul 8 f e seco u1d perhap be

more propriate.

subject to strictions on a Wor the award of d erred

compensation t n employee measured by so 9 the employer,

with taxation in Oit t value of the stock

as ordinary income **ae the restrictions on sale laps or the
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deferred compensation is distributed.

All other present restrictions on qualified stock options

would continue to apply# bringing a desirable unity of applicable

rules to the whole area of stock options# restricted stock and

deferred compensation measured by stock.

Such provisions would remove any undue preference to

employees but permit the employer flexibility in serving his pur-

poses of deterring his employees from leaving and motivating them

with a proprietary interest to maximize the performance of the

business.

it should be evident that exousion of deferred income falling

within the categories described from the 50% maximum rate limit on

earned income is incompatible with the aims sought to be served.

While such deferred income will serve the interests of the employer,

employees will be reluctant to accept it in place of current income

if current income is subject to the 50% maximum rate but deferred

income is not. With the safeguards which I have suggested it is

unnecessary to exclude deferred compensation from earned income

subject to the maximum rate. Indeed, if it is not included in

earned income the employer's purposes served by deferred compensa-

tion will be frustrated. If the 50% maxi"nm rate is applicable

then I submit that the throwback rule is unnecessary, obviating

the incredibly complex and burdensome record-keeping rules involved.

As a final suggestion with respect to deferred compensation
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it should be clarified that bonuses payable over no more than

five years and subject to earn-out should not be considered

deferred compensation. since such bonuses are forfeitable

unless earned-out through continuance of employment they are in

fact income only as earned out. Moreover, such forfeitable

bonuses really serve the employer's purposes of retaining key

employees and rarely provide the employee any benefit ovur

current compensation.

in closing, may I again commend the Congress and this

Committee for their determination to proceed with the difficult

task of tax reform. I appreciate this opportunity to present

views on behalf of Westinghouse and I trust that the suggestions

made will be viewed not as opposing reform but as an effort to

keep reform from having unintended and undesired results.

=0-
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Th first ia o to law passed undor the Sixteenth Amnd nt In

1913, os ted of*0 pqes. The latest$ Published July 72, 1911 I

ISS pqw, TIttes, subtitles tables$ lest$, eroses-rlefroe s special

rti*, lmsellaews Inionmetiom, all In very fime pritit, is 'I vast

labyrinth of gcbbledy. 5 ook, Can the mnt brilliant lawyer, the mat adalt

and versatile aecounent, can the lenregaty of the Treasury, can anyone of

You p1emm" am the Planee COMnitte, possibly grasp end understand this

fantastic mumatbuity wo call our Income T" Law? And this dues niot include

volume of court decisions, reulatinmal special nullung, and oiler paio

perualii,

Compoo now propmoss to °'returm this hydra-headed mnter, close a

loophole here, put a patch on there, levy more on one hapless taxpayer, give

a crumb of benefit to mother. When finished, the whole ess is going to be

more incoqprehensible and hopeless then It is now,

Naturally the Wile thing is shot through with favorites, Injustices And

Inequities The met blatant and unconstitutional of them all to the

penalty tax against single peoples

here i no law that says single people mmet pay higher Income taxes

just because they are single, Congress never has, nor dues it dare to pass

#uh a Levi even this supreme Court would have to declare it uncostitutions&*

Then how is it possible that for the past 21 years, the Pederal Government

has sucked into Its cavernous maw billions of dollar from American oitisons

on the protest that itis legal to penalise people for not being married?

It was done in 1948 with a $loishofl-hand trick called the Community

Property Law which wasn't a Community Property Law at all, That was the emuse

given for the wholesale robbery of millions of helpless people.
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It all begos when the lneoo ax Aendment to the Constitution was adopted

in 1913, and sae about because our laws fef derived from two different system,

the Spanish Law and the Inglish Comon Lawo. At the end of the Mexican War,

Mexico ceded to the United States that territory now comprising Nov Nexico, Arlsona,

California, Idaho and Nevada#, A each of thee states was admitted to the Union,

it embraced most of the Inglish Comon Law, but retained those Spanish LAws pro-

tooting the rights of the wife to one-half of the property acquired after the

married, also one-half of the income earned by the husband, Thes laws were in-

herited from Mexico which in turn, had adopted them from Spain.

Taex am into the Union by treaty, an independent nation, but Texas had

already put the community property Laws in her Constitution@ Louisiana wus

as uird by purehae frm France, but the French community property law wa

practically the esm a the Spanish, s one more comnity property state Om

into the Union,

The rest of the states derived their laws from the Xnglieh Conon Law and

gave no such rights to wives. A Senator Connally said, women in many of these

states were little bettor than serfs, In soe states it was legal for a man to

beat his wife, provided the switch wus no thicker than his thumbs

When the first income tax law wa passed under the lixteenth Amndment, the

Internal Revenue Service recopied thee emunity property laws and permitted

married people in these en states to split their incomes and pay at a lower

rate. ine these first Intoe tams were very low and exemptions relatively

high, the rot of the country paid no attention to this special benefit enjoyed

by their sister states, however, after the first world war when inome taxs

reahed astronomical heights, the common law states ttins to with a ban&* Now

come? s y weren't they entitled to the s tax break?

the first bill to equaia these rates a introduced in Congress in 1921,

but went down to ignoniius defeats The community property states refused point

blank to extend this lucrative loophole to the rest of the country
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?hy had a good thing going and didn't propose to give it up. Again and again

the eion law states tried to pass this bill, but each time they lost. As

Senator Vlbright said, these bills were "filibustered to death", Due to the

lower taxes paid by married people in the oommity property states they were

sitting pretty; the common law states were paying a disproportionate share of

the cost of the federal Government.

y 1941 the battle Lines were drawn and feelings ran highi

the very first bill introduced in the 50th Congress wae House Resolution

No. I a to reduce icme taxes The House passed this bill and sent It to the

Senate where Senator MoClelian immediately proposed tn mendment to pass on the

blessings of split incas taxes to the rest of the country# My this time five

more states Michigan, Nebraska, Oklahoma, Oregon and Wuhington had passed

community property laws# making a total of twelve such states& Senator Mllluan's

amendment proposed to bring the other thirty-six states under this protective

tax umbrella,

It was a lighted match and fireworks exploded on the floor of the Sensto

Senator McClellan charged that the Comonity Property states were getting away

with murder. He claimed the comon law states were paying $500,000,000 a year

more then the community property states, an advantage to these twelve states of

$l75#0006000a He was grieved that Arknaas his home state, paid #5,00,00

ort in federal taxes in 1946 than a cnainmity property state of camparable
population would have paid. To the distinguished Senator this wee a unbearable

penalty inflicted upon his state and "the rankest and mt unjust discrimination

that exists anywhere in our tax laws against thre-quarters of the states",

"Such a monstrosity in out tax structure" was not to be borne and he demanded
righteousa and equitable treatment for simple justice to all American eitisens

alike," jut to Senator MaCllla and 99% of that august body, such "righteous

and simple" justice did not apply to sLnSle people.
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Throughout the debate the only words used in referring to the taxpayers

were the citizensn' or "people of my state" or of the United States. The words

"sinsLoe people" appear only three times in that whole, lengthy debate that

stretched out over months. Senator Nillikin rather timidly ventured the opinion

that there were other people to be considered. He suggested that there might be

"important effects on the distribution of taxes among the different income

groups between married and single persons". And at another time, "I as

emphaiaing that we are dealing with a group problem. Under the Senator's mend-

ment a single person living alone would not benefit. Widows with children would

not benefit, Children with dependent parents would not benefit."

But the Senator might just as well have saved his breath, Hot one member

of that "most exclusive club in the world" even heard the word sLILIe even

widow with children failed to register. Senator McClellan tartly replied, "the

bill does perpetuate a group benefit which now accrusg and t am trying to quit

perpetuating this group benefit to the community property states." And the

reet of the Senators went right on prattling about the citizenss of my state,"

or the "citizens of the United States," or the "people" of the state or nation,

To them there were no single people evryM was married.

ncrediblal Suffering poignantly from "blatant injustice" they were utterly

oblivious thet they were shunting off onto the frail shoulders of those least

able to pay, the whole weight of the burden which they were determined to dump

from their own. There was no pretense it was a straight tax gLmick. tt un-

abashedly gave a tax advantage to one class of taxpayers, One member assured

Senator McClellan that the Siys and Mens Committee would "consider this matter

with the greatest sympathy". To which the Senator from Arkansas replied, "I

want a reduction In taxes, not sympathy." He then informed Senator Knowland,

"On our present salary (012,000) 1 pay $646.00 more federal tax than does the

Senator from California, I need thet money for my family as moch as does the

Senator need that mount of money for his family, All I am asking is that

justice be done." The saving on the present Congressional salary is over $4500.00.
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It was then sugosted that Arkansas could pass its own community property

law, but this was not easy. The five status that had passed such laws did o in

self-defense with th greatest difficulty. Another etatoj Pennsylvania, had

passed such a law only to hav the Supreme Court of Pennsylvania declare it un-

constitutional, Community property laws created all kinds of problems affecting

estates, doestie relations and coensrcial credit they could upset coort decisions

and cause individual and general chaun. Senator Hc(lellaii didn't think much of

that idea; the only solution to his problem was a Federal Law; Ito would suttle

for nothing loss.

At this point Senator Connally invited the Senator frams Arkansas to mov to

Texas and this brought up another sore point. Whilo the Sunator couldn't very

well move to Texas, that was uxaetly what a number of his constituents were doing

The town of Texarkana was divided right down the middle by the state line between

Texas and Arkansas and many wealthy citizens of Arkansaslwhose businesses wore In

that state found it profitable to move their homes acres the state line to Texas

where they happily split their incomes and paid Uncle Sam at the lower rate, Other

states lamented loudly that the Couwunity Property status were siphoning off the

wealth and business of the non-community property states. They did indeed, have

a good thing goings

Senator Fulbright termed it "geographical discrimination" and he challenged

any Senator to "ato any other aso whore we make a distinction and a difference

in the tax burden because of citizenship in a particular state or states."

I ask Senator Fulbright, show me any other tax law which makes a distinction

and a difference in the tax burden because of the marital condition of the

taxpayer?

The bill did not pass in 1947. However, it was one of the first bills passed

in 1948. One April 1# 1948 President Truman vetoed it, calling it "inequitable".

The very next day Congresa passed it over his veto.
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It should be made quite clear that this was gla a community property la.

Not one property law, or any other law was changed one lote. Not one piece of

property# or penny of income changed hands under this laws No wife anywhere

received one thing except ao she benefited by the tax savings. Everything re-

mined precisely as It was and the husband still owned his income. It was a

straight tax imnick, class legislation and discrimination of the most flagrant

sort. There was absolutely no pretense It was a rich, married taxpayers bill$

the higher the income the greater the g JgUUU of savings Poor married couple.,

those receiving $5000 or lover, didn't save a dime, The single taxpayers were

lett holding the bags They had to pay at the confiscatory rates of World War II

without a penny of relief. Never has a la been passed saying they mst pay at

these exorbitant rates, but under this so-called ,omunity property 1e the

Internal, Revenue service has arrogated to itself the power to illegally collect

billions and billions of dollars from these helpless people.

sut more then this, the law gave the rich, married people in the oemunity

property states something they had not had before. They could now split all

Income, including that derived from premarital estates, This they could not do

before. But under this la rich, married people in all 48 states could split

this income, and thereby save themeelves billions of dollars. Add to this the

estate tax which peonite them to pass on one-half their estate with no tax, while

the other half is taxed at the lowest rates, and the picture is complete. They

had it model To finish off the Single taxpayer, when he dies 1001 of his

estate i taxed,

But beore his $ad dmises one more indignity e the Surtaxi Since there

wasn't one more thing to tax, Congress taxed a tax, This was not a tax on income,

this was a tax on the income In and again the single people had to bear the

brunt of it, 10% for married people, but up and up and up for single people be-

cause they hove to pay 101 on the penalty they ane already paying In thousands of

eases it rune over 14, I make no comeent on this action; the facts speak for
themelves.

Has there ever been such rank, disorLminatory, unjust, unconstitutional legi$*
lotion against million of American citizens? Why? Beenaue they are not married,
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There has been one attempt to test the constitutionality of this systems

The day after Christmas, 1953, one Mir. araso died. The very next year, the

Income tax o his widow was raised 40% because she was now a single person,

Mrs. Faroo resented this unjust penalty for having lost her hoabando and

brought suit to recover this money in the Tax Court of the United States.

The Tax Court refused to consider the constitutional Issue, and the case,

Mnoint, H. pra, 29 T 0 674 (1958), was appealed to the Court of Appeals

for the Fourth Circuit and that court hold that the los woa constitutional

(Faraco v Come, 261 1 2d 387 (4th Cir., 1958)).

The Court of Appeals stated, page 3391

"Taxpayer seeks to recover the difference in the

tax paid upon her 1954 Income and the mount of tax

which vould have been due it a husband and wile

reported the saw Income and deductions upon a joint

return, Permitting married taxpayers to use the split

Incoe@ device of 02 of the 1954 Code, 26 USCA 92, while

withholding the privilege from single persons, she says

is such an arbitrary and unreasonable discrimination that

It cannot be allowed under the Constitution. Classification

of taxpayers according to marital status Is not unreasopable,

however, and there was such reason behind the purpose to

equalise the tax burden " it falls upon married couples in

comon law states in comparison with those in cormunity

property states. The fact that the change gave a propor-

tionately greater tax reduction to married couples with

large incomes is wholly irrotovanti if the rapid accolora-

tion of the progressive tax rates ran afoul of no consti-

tutional guaranty$ a slight withdrawal may not be said to

have done so. We find no merit in the taxpayer's conten-

tions."
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In plain English, this decision says that because the increased tax of

40% was so "alisht" it did not violate the Constitution# and without doubt,

is the most idiotic decision in the whole legal history of the United States,

Since when does the aliount of dmaxdetermine the constitutionality of a law?

That decision was rendered by Judge Clement F. Haynsworth, who has

recently been nominated for the Supreme Court.

The Supreme Court refused to rule on this question by denying certiorari

(359 U 9 925 (1959)) and until it does rule , the constitutionality of the

penalty tax ,n single people simply because they are single, has not been

established.

In 1962, Senator Eugene McCarthys of Minnesota, introduced a bill (835)

which would permit certain persons 35 years of age, or over, to qualify as Head

of Household# and pay a lower tax, however, not as low as married persons in the

same income tax brackets. There was already a rather nebulous classification

Head of Household, which Congress had added In 1951, to partly still the cries of

outrage from Indignant taxpayers, but the requirements were so strict that very

few people could qualify. for all the relief it afforded, it might as vell not

have been there.

Senator McCarthy sought to amplify this classification to include many more

over-burdened single taxpayers. He got exactly nowhere. His was a lone voice

crying in the wilderness. In spite of the lack of understanding and co-operation

even ridicule$ the Senator persisted and has reintroduced this bill in each

succeeding Congress (88th, 89th, 90th). Convinced of the injustice of the penalty

tax and also persuaded that it was unconstitutional, Senator McCarthy felt that

It was the best bill that could be considered at that times since there was such

opposition to the whole idea of fairness and justice for single people. Later

other Senators joined bin in sponsoring the bill and several Congressmen have

introduced similar bills in the House of Representatives.

And the Ways and Means Committee recently actually included such a measure in

its proposed tax reform bill. This action reflects the change in the political

"climate" regarding this tax.
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Finally Senator McCarthy stood on the Floor of the Senate on August 7th,

this year, and introduced a bill (B 2794) to abolish the whole unsavory, unconsti-

tutional mess. He was heartily commended by Senator Ribicoff, of Connecticut$ who

pledged his support of the bill. Senator Ribicoff said, "The Senator from

Minnesota has been in the forefront of this fight for many, many years. He has

been a lone voice# receiving very little support from anyone else in the executive

branch or in the legislative branch. I will certainly be pleased, as a member of

the Committee on Finance, to support the Senator's efforts to bring Justice in

this important field."

It is this bill, Gentlemens which brings me before your Committee today,

On April 15th, I signed a blank income tax form (1040) and sent it to the

Director of Internal Revenue, Andover$ Massachusetts. I then wrote the Secretary

of the Treasury that I would not pay any more taxes until the Federal Government

refunded to me the sum of $73,409.03, taxes which have been illegally collected

from me for the pest twenty years, plus interest.

From that times letters have poured in from all over the United States. As

their numbers Increase, my blood pressure rises. They come from all over the

country from all kinds of people, young people working their way through college,

elderly widows trying to make ends meet on meager incomess school teachers,

nurses, telephone operators, stenographers, secretaries, factory workers$ and

thousands of retired people - a cross section of America. All tell one bitter,

heart-breaking story, a crushing penalty tax by an all-powerful, greedy, ruthless

government for one reason only, these millions of people are not married,

What began as a simple test of the constitutionality of this tax, has now

become a flaming, emotion-packed crusade.
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We are creating paupers Gut of decent, self-respecting, self-supporting

American citizens. Read these letters and see if you can stay calms widows

with small children, women whose husbands have been killed in Vietnam and who

must pay a penalty for the sacrifice they have made# other widows using the

capital of the small estate left by a husband to pay current taxes, one

woman living on crackers and tea. Thousands terrified at what the future

holds; these are proud people who cannot bear to ask for public assistance,

and always the cost of living spiraling ever up and up while their standard

of living goes down. Is this what this Couittee wants? Is this what the

Congress of the United States vnts?

I have no quarrel with the split income tax provision and certainly

there isn't any intention to take this tax privilege away from married people.

More pager to them and to anyone else who can legally save on their taxes

All we single people ask is the same tax break. We want simple Justice for

single people. And millions of married people agree with me.

#00t000
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PAROS WMOUT PARTNERSo ]NO.
Summary of Testimony

Senate Pinance Comittee
Monday, Sept. 8, 1969

Parents Without Partners Is an International

organization of over 50,000 members who are divorced,
widowed or separated parents.

Our testimony covers the following points:

(1) Amendment of the "surviving spouse" section

of H.R. 13270 to provide joint-rate taxation of all single

parents who maintain homes for their children.

(2) Comparable treatment of married persons living

&part pursuant to separation agreements with that afforded

divorced and legally separated persons.

(3) Deductibility of medical end child oare

expenses by the parent who pays them without regard to the

child's status asn that parent's dependent.
(ii) Deductibility of child care expenses by

divorced or separated fathers comparable to the deduction

presently available to widowed fathers.
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Mrs. Dorris Pal, er Mrs. Joan Kushnir
Irtrrnational President Legislative Liaison Comm.
P. 0. Box 7293
Kanvae City, Mo. 61,113 Mrs. Caryl Trry

Witness

PARTS WITHOUT PARTWROo INC.
Test imony

Senate Finance Cotittee
Monday, Sept. 8, 1959

Parents Without Partners it an international organiza-

tion whose sole criterion for membership Is that each member be

a single parent. Over 50,000 widowed, divorced, or separated

parents belong to more than 0) chapters of our organization

throughout the United States. We have requested pm-resion to

tnetify concerning HR. 13270 because of certain tax inequities

aid related matters affecting single parents and their children.

In Mai-ch of 1967, 2.A million widows and 2.9 million divorced1/
and separated women were erployed in'the United States.- Of

these 5.3 million epployid women, 1.7 million had children 17
I/

years of agi or younger.- There were A19$000 families headed

by employed males which were not husband-wife families. I/ The

tables from which the latter figure was obtained unfortunately

do not contain data about children in such familtee. We wish

1/ United States Dept. of Laborp Bureau of Labor Statistics,
Nepcial Labor Force Report No. 04, Marital and Family
Characteristics of Workers. March 1967, p. A-5. Table A

2/ Ibid, p. A-12. Table 0.

3/ Ibid. r. A-22. Table T.
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to emphaesz that none of these figures reflect the total
number of single parent homes in the United States. These
figures do suggests however# that millions of children live

in single parent hones.

Although we suppo.'t N.R. 13270's adjustments in the

taxation of Individuals# such as the Inoreued standard

deduction and maximum standard deduction and the provision of

Intermediate tax status for single Individuals over the age

of 35# we urge this Committee to auend K.R. 13270 before

reporting the Bill to the Senate.

We seek amendments In four basic categories: (1)

To equalise the tax treatment of divorced, separated and

widowed parents (2) To supplement this equal treatront by

permitting persons living apart pursuant to separation agree-

mente to elect to treat themselves as widowed, divorced or

legally separated persons for tax purposes (3) To permit

parents to deduct nedioal and child care expenses without

requiring the children on whose behalf such expenditures are

made to be the taxpayer's "dependents" under Soton 152 of

the Internal Revenue Code of 10; and (4) To liberalize the

child care deduction available to fathers.

Section 803(b) of HR. 13270 amends Section 2(b)(1)

(A) of the Internal Revenue Code of 1954 to tax widows and

widowers who maintain homes for dependent children at the Joint
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rate applicable to married couples, while divorced or

separated parents maintaining homes for dependent children

continue to be taxed at the higher Intermediate rate. The

responsibilities and financial problems ot all such single

parents regardless of the cause of their tingle status# are

substantially Identical. In many oases, divorced or separated

parents are confronted with the necessity of supporting two

households from the income which previously supported a
single household, without the Insurance, pension or annuity
benefits often available to widowed persons. Most divorced

and separated mothers work In order to provide decent homes
for their children. In fairness they should not have to

contend with a tax burden larger than that placed upon a

parent In comparable economic circumstances who has lost a
spouse through death. We urge this Oommittee to amend

Section 803(b) to avoid Its present discrimination against

divorced and separated parents and to provide Joint-rate

taxation tor all single parents who reside with dependent

children. Parents Without Partners urges that all ft.aoto

single parents, regardless of the circumstances which cause

their single status should be treated equally for tax purposes,

and that single parents who maintain households for dependent

children should not be discriminated against vis-a-vis married

taxpayers.
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We also recommend that Sections 2(b)(1)(A) and

214 of the Internal Revenue Code be amended to equate tax-

payers maintaining separate households under a separation

agreement, often during a statutory waiting period prior to

divorces with taxpayers who are already divorced. This

would, of course, require such separated individuals to

forego their current privilege to file tax returns Jointly

with their separated spouses, as they can under Section 6013.

In many oases this privilege is illusory as emotional

considerations and other factors make it actually Impossible

for such persons to file Joint returns. There Is no

distinction between the situation of such separated persons

and divorced, legally separated or widowed individuals. How-

ever, the law now imposes a higher tax burden on such persons

during this difficult waiting period.

We request this Committee to amend Sections 213

and 214 of the Internal Revenue Code of 1954 so as to permit

a parent who actually pays for medical or child care for

minor children to deduct medical care payments and child care

payments made for such children whether or not the children

are that parent's "dependents" under Section 152 of the Code.
section 213 fails to permit a parent who bears the

responsibility for a child's medical expenses but does not

claim the ohild as a dependent for tax purposes to deduct
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medical expenses paid on behalf of the child. We believe
that a parent who spends more than three percent of his
adjusted Iross income on medical expenses for himself and
his children should be permitted to deduct the excess

expenses whether or not his children are his "dependents"
pursuant to Section 152.

Similarly$ Section 214 provides a deduction of up
to $900 for child care expenses incurred so that a woman,

widowed father or certain married persons can be gainfully
employed only if such expenses are paid for children who are

the taxpayer's "dependents." This deduction is not available

to divorced or separated fathers who have custody of their

young children, nor is it available to the many women who

must work and must pay out substantial sums of after-tax

dollars tor child care who do not claim their children as

dependents for Income tax purposes. We recommend that Section

214 permit any single-parent taxpayer having custody of
children under 13 to obtain the benefit of the child cars

deduction without regard to the child's status as his
"dependent" under Section 152. Incidentally, we suggest that
the Committee consider raising this age limitation.

In addition* we urge this Committee to amend Section
211 to permit parents who are separated but who have not yet
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received a decree of final divorce or legal separation to
benefit from the deduction for ohild oar*e It such parents

maintain separate households and do not file Joint income

tax returns,
Unfortunately, we are unable to estimate the revenue

impact of our suggestions However, there is no reason to

anticipate a very large revenue decrease from these suggested
amendments,, Whatever are the relevant revenue considerations,

Inequality of treatment among taxpayers who are similarly

situated Is undesirable. Single parents should not bear a

disparate tax burden, a tax burden which Inevitable atfeos
their children.

George Eliot wrote that ".... children are still

the symbol of the eternal marriage between love and duty."

embere of Parents Without Partners love their children and

want to do their duty. With your help we will!
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Office of Dorothy Shinder,
Volunteer Tax Reform Advocate,
Director "WAR SINGLES (Not War Widows)";
President, "SINGLE PERSONS TAX REFORM;
Volunteer National Service Organizations
1592A Green Street
Son Francisco, California 91123

For Immediate Rgloos

The follow no is 9 Statement by IDOROTHY SHINDER Di 'ector of "IAR SINGLES
(Not War Wi o1 ) and-P ros dent oa SIGLE PERSONS TA~ REFORM, of iWih ol

a umer eno Dsnt ora van s-oander ou t in
tiretv. on Tax eform for WAR SINGLES and other umrried parione. oa e.0

Mrs Chairman end Members of the Senate Finance Committees
You honor me by permitting me to peak before you. My appearance is in the
interests of Human Rights, Social Juetice and Equity of the Law. It Is for
a cause which Is very dear to the hearts of every American *- Taxation
without Representation. "WAR SINGLES (not War i down)" have B been
recognized or acknowledged by our government, end are now askn or War
Reprations, comparable to at War Widows receive, and for other benefite
other single, widowed and divorced persons also should be Included In the
tax laws.

6 U H. A R V (Statement attached)

WAR SINGLES are over-35 heterosexul single, or briefly married women,
whose chances of marriage or mrrilagee s polledd by the wre. War
Singles have worked In _lepcte jobs for 20 years or more, 0 he 3htli
Deving the hioheot otor incom-tox with very little, if env exemptions,
They have provided for themselves, ben their own wage-earners and have
assumed the entire economic responsibility and burden of maintaining their
own households, where they jL*Ug

WAR SINGLES as somuch an after effect of wa aso e War Widowswho
receive compnea on.

WAR' IAE R-Y tong ItheI un of 3.0

Intea ,- Thi Woul be barely compare to wat Wr Wiowe eave received,
The ovarnment took the men, sent them to wra, then actually punished the
War Singles for not having husbandel humiliated them, took everything from
them, and not only gave them nothing In return but made them pay, and pay
more than their share, at that, draining their incomes and violating their
Human Rights.

To make further amends to WAR SINGLES, additional benefits should
includes

Retirement at age 50 with full Wgg.wj social security benefits*
including the provision to work whenever they wish for addiLina
unlimited income.
Medipire.
Tax Deductible rents on their living quarters.
Two 6OO exemption. Page I of Summary*
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When Senator Eugene McCarthy introduced Head of Household legislation
for over 35#s, TIME Magazine (Feb. 14, 1964) referred to it as the "Working
Girls" Bill. It was intended to aid and assist unmarried women, be they
single, widowed or divorced, because there were 13,000,000 unmarried women
as compared to 5,000,000 unmarried men who were alone, working and support-
In8 theselve, and had etUra expense, and were deprived of their HLMANRIGHTS.

This was why, Senator Long, it was so cruel and unchivalrous of you to
poke fun at so many deserving, respectable unmarried women by saying "In my
otate, that kind of relationship is recognized as a situation in which two
people have 'took up'# The amendment would give better tax treatment for
those who have Just 'took up' than married people would receive under the law."
(TIME Magazine, Feb. 140, 1964).

Split Income for married persona as an incentive Zor Mprri .
Heterosexual unmarried women desire ma ge-#--i, love and companionship wi
heterosexual unmarried men. They would gladly forego any tax break as an un-
married person. But the odds are against these women who are now over 35
years. WHY? Because of the 15,000,000 casualties in WW It and the foreign
marriages, right and left, to our American men stationed in other countries.
In Australi, alone, there has been an estimated 30,00 war brides, leaving
30,000 American women without husbands NOT TO MENTION THE OTHER COUNTRIEBI
And also because of the increased number of male homosexuals which further
depletes the supply of available men.

This is why it io so shocking to see that the gracious Senator from
Minnesota has introduced B. 2794l which would allow income.splitting for
single people.

In the name of God, this must not be. This is destructive legislation.
It lends to furrg EM a the ghencee of marriage for heterosexa womoni...

V nduc goreatc eranwill condone and acu hoo lxul j1 U 1 9

000 nR ves ThiO i tl :s io Y t hou a conscience and is not in
CERTAINLY, 1unmrid eP n er

exmtin o 9 es who maintain their own householdso or eve"n % ot

Hg!ehl-d-legilation. It could lso be accomplished by the a"t ;
c e aall unmarried psons. But surely, no split income

1963 My income tax statement was filed IN PROTEST as Hand of
Household and then amended to include my apartment rent
as a tax deduction because I discovered that I was taxed
without being represented.

1964 November: a refund check in the amount of 0238.39 was
mailed to me in error by the Internal Revenue Service.

1965 January: Single Persons Tax Reform, a volunteer national
service organization, was organized, duly registered in
Washington, D.C. under Federal Regulation.

1966 February 14: 20 000 signatures from all parts of the
country on PETITIONO for Head of Household, ware compiled
in San Francisco and forwarded to President Johnson.

1966 November: Doroh Shiner ve. Coiiopgf Internal
o , No-2-192 was heard and -the-TW-C-ourtold WCrngress

was- ag orooer forum."to

Page 2 of Summary,
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1967 April 19: The San Francisco Tes Party (reenacting the Boston
Too Party) was staged in the San Francisco Say by "Single
Persons Tax Reform" and "Our Homes are Rented Apartments"
because of taxation without representation, and denial of
the Right to be Heard.

1968 April: I went to Washington asking for tax reform hearings
and had as many as 9 conferences a day with legislators and/or
their representatives.

1960 U.6,Court of Appeals I nored its own Rule 39, 28 U.S.C. 455,
which is "Substantial interest", which indicated the opinion
was with bias and prejudice, and denying me my due proces

1969 Mch 31: delivered statement on tax reform before Committee
on Ways and Meons, U.S. House of Representatives on "The Rape
of Single Women by our Governmenetand pat out exiat-
A= of WAR SINGLES (not War Wisos) on-'i-W-6n4-ple]r8-ono
Tax Reorm.

1969 May: "WA S (MI r d a )" organized, a national
volunteer siiViIc organizVeion, ailleted with Single Persons
Tax Reform.

This is my third appearance in Washington, D.C. for tax reform. We
hove worked for 7 Iona years to get positive corrective action for
tax reform. Whet does It take to get this through to youl We have
conducted ourselves in an orderly end lawful manner despite suffering
injustice upon injustice. Injustice breeds hate, hate erupts into
violence. Must we, as so many others have dons, resort to violence
to be recognized?

It is a wall known fact that there has been much conflict of interest
(serving themselves) among public officials. The President of the United
States has seen fit to disclose his financial statement. The 3udor through
the Federal Courts have been asked for this same disclosure.

The time has now come to invoke the 9th and 10th amendments to the
Constitution of the United States, which when properly interpreted, mean,
when those in public office indulge in questionable practices, th
Deoole, have the "Raht tg Kno". Therefore with due regard an camp ate
respect for the individuals and offices concerned, it is respectfully re-
quested that all Senators and Congressmen and Cabinet Members of the United
States make known their financialstatemonto thereby disclosing their
wealth, and the amount o tax theyy av herson. This must ba done to pre-
serve the national security of our country, revive the faith and confidence
in our government, and put our public officials back on the right track.

In addition, before our country becomes a church state, which can
ultimately destroy the principles of our government, the financial atA-
mqof all establishments of religion (some of which are corporations)

he A.. _ 1 tax polo thereon, should also be made known to the
general public, (XV1 Amend)

Gracious Senators, the time is now post for recriminations. Is it not
time to make amends? To make it up to us? You have the glorious opportunity
of setting e precedent for the entire world by recognizing the plight of
WN JINGLE and other unmarried persona.

Pagg 3 of,SumerV.
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STATEMENT

WAR SINGLS s ovr3 soexul nole, or briefly married women whose
chances of marriage or remirIriiea were spoiled by the ware War Singles have
worked in respeotable jobs for 20 years or more all the while paying the
highest rate of Income tax with very little, It sny, exemption*. They have
provided for themselves, been their own wage-earners end have assumed the entire
economic burden and responsibility of maintaining their own households, where
they live.

WAR SINGLES ar as much an after effect of war-as are War Widow., who receive

WAR SINGLES deserve War Reparations in the amount of 035,000 plum interest. This
would be barely comparable to what War Widows have received. The Government took
the men, sent them to wrs, then actually punished the War Single@ for not having
husbandsl humiliated them, took everything from them, and not only did it give
them nothing In raturnt but muds them pay, and pay mare than their share, at that,
draining their incomes and their Human Rights.

FAVORITISM GIVEN WOMEN WHO SERVE HUSBANDS __ Because we e In a male-dominated,
family-oriented society, there is far too much favoritim given the women who
serve husbands--this crually discriminates against War Singles, Though all ,
benefits are based on the wife depending upon the husband for support, no thought
has aver been given to the War Single who depends upon hereelf for her own support.

WAR SINGLES WORK AS LONG AS MEN -- Our laws- the social security and the tax laws
are based on the erroneous assumption that women do not work as long as men, and
that only the man are the providers-.the wage-earners. This is a fallacy, War
Singles living alone have been saelf-supporting and their own wage-earner-providers
for as many me 20-30-40-50 years. Thus if the government ha assumed this prm-
las, and it Is false, then it ie up to these men (the majority of legislators are
male) to make amends and correct the wrongs.

MILLIONS MORE UNMARRIED WOMEN THAN MEN - AND WHY? In 1940 these women ware full
of promise. Suddenly World War Il. The men had gone off to war. 15,000,000
men were battle casualtiesl this meant 15,000,000 women were bereft of mates. In
the United States alone, there were 300 000 casualties. It was only natural that
foreign marriages become commonplace. The women ware there - the men were ready*
The women here too wore ready -- the beat years of their lives -. but to marry
ghosts was not an "in" thing. Australia alone supplied an estimated 30,000 wives
to our American g.ee Thus, there ars now approximately 13,000,000 unmarried
women as compared to 6,00,OOO unmarried man over 35 years of ago An aftermath
of Wail In addition, the ever-increasing number of male homosexuals has further
depleted the supply of available huabands* In San Francisco alone they are a
reputed 0 000 strong. And more's the pity, when so many are so handsome - whet
a wata sor very two men who "go together" thera are two of us heterosexual
women who are left without husbands. This has a devastating, frustrating and
demoraliling effect on the unmarried heterosexual women.

WAR WIDOWS -- As far back as the Spanish American War, the widows of veterans
received a Depandenoy Indemnity Compensation, wherein the government pays them
for the loss of their providers. This was an effort to "make It up to them."
An estimated 117,691 widows received this benefit, but as of 1966, 87,000 ware
discontinued because of remarriages and the figure dropped to 30,891, The
monthly compensation Is 04,854,000 or averaging 0159700 per month, each. Since

1,
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1963, the benefits were increased to a minimum of 2131 and upwards, per month,
depending upon the rank of the deceased husband, and are PAID REGAROLESS OF THE
INCOME OF THE WIDOW1 Since 1945, each hue received approximately between
$31,200 and 037,000. All Tex Exemoti

WAR SINGLES DEPRIVED .. Gut what about the War Singles? Haven't they suffered an
even greeter lose? As of 1969, there were 2p921,000 single women over the age of
35. Their "would be" husbands were taken from them before they even had a chance
to merry and derive a little happiness. Yes, these women were deprived of the
love, security, companionship and family which marriage would have brought to
them. They will never have the old and comfort of children In their old age and
have suffered emotionally, socially, economically, phyeicollyf biologically and
finanoially. Nothing can ever really replace these loses. To add inoult to
injury, these American women were not only left without husbands to depend on
for love and companionship as well an support, but were forced to pay higher
taxes o which frequently went for the benefits paid to foreign born widows who
hod married their American men*

HUMAN RIGHTS .. Despite all this deprivation, the government actually punished
these women for remaining single. Our government and society sits in judgment
of War Singles when it was the government itself which was responsible for
cutting off the male supply. Their equal opportunity for marriage and leading
a normal life, their HUMAN RIGHT was taken from them. Yet the Human Rights
Commission has failed to Include them. In San Francisco there Is not a War
Single on its Commission. The possibility of marriage decreases as a person
grows older - especially for women. Medical authorities claim it io dangerous
for a woman to bear a first child after the age of 351 and an older women Is
not as flexible ae a younger women and requires more privacy.
THE GOVERNMENT LOOMED THE OTHER WAY .. And what did the government do about it?
NOTHINGI The statistics were available. These War Singlo have been punished
unjustly for a situation over which they had no control. They were forced to
get out and support themselves. The jobs available to women were low salaried
and the income was needed to live on with very little, if any, left for invest-
ment, which in turn would have provided tax deductions, which in turn would have
lowered their income taxes, which In turn would have made it possible to make
adequate provisions for old age as do the men with higher salaries. Thus,
without deductions a straight high tax was paid. Example: In the year 1962
on a salary of 34548 the income tax was 0703 leaving 6320 per month to live
on. (A working WAR WIDOWJ receiving approximately $157 tax exempt would hive
$497) In the year 1963 on a salary of 84,868 the tax was 0939.12, or 8327
per month (a working WAR WIDOW would receive approximately $484) per month to
provide for rant, food, clothes, Insurance, recreation, upkeep, dental and
medical expense, utilities, vocation, miscellaneous. While the married woman's
husband was in the enviable position of receiving great benefits for deductions,
it was primarily the unmarried women, because of their sheer numbers, who were
paVing for the rearing of famllies. The income of War Singles have been drained
over the years because they had no deductions or benefits, thus they suffered a
heon.oaM, which when multiplied over a period of 20 years or more, amounts to
many thousand of dollars plus interest, which is pure plunder-- yes, Indeed,
they do have a justifiable grievance against the government They have a right-
ful claim and deserve every consideration. While theme trusting women relied
with faith and confidence on the men in government, these some men maneuvered
it so that the tax money extracted from them was being used against them. Instead
of giving them the benefits which they so richly deserve, and for which they have
paid manyfold. The War Single has been forsaken long enough. If society Is
working towards a goal of permitting each woman to find hereelf, then society
and the government must turn back the clock and return the men taken from these
women. If this cannot be done, then It must make amends to those who have
suffered great loss. 2.
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RECOMMCNDATION .. It Is recommend d that these War Singles receive the sum of
$35,000 plus Intervot, IN REPARATIONS for having been deprived of their HUMAN
RIGHTS, for mental cruelty end the grievous suffering emotionally, socielly,
economically, physically, biologically and financially, because they also had
no provider lost a provider end husband end were in SIMILAR SITUATION es
a War Widow. Thie Ie a glorious opportunity for you gracious gentlemen to set
a precedent for the entire world. (The Doctrine of Equality of Treatment to
Taxpayer Similarly Situated)@

DISCRIMINATION AGAINST WAR SINGLES NON-PROPERTY OWNERS -- Thus, these Wer Singloo
migrating to the bit cities for their Joba, working for Veers on low saleried
jobs while paying the highest rates of taxas, could not even afford to purchase
a home because of diacriminetorV stringent loan reletione, or because there wee
no need for this, end ended up living in spertisente which were THEIR HOMES. Yet
the government, without compunction, used War Singles' tax noney for rsdlvelopmont
and then turned around end aaid because you don't own property, you don't count..
and these helpless women were forced to clean their epartment-homes at their own
expense without being able to deduct for these expense. Because there were no
guidelines to protect thee apartment HOMERENTERS, they were constantly hounded
with unjustified rent Increases end evictione through unfair practices at great
expense which effected their health and welfare# all due to CMNFLICT O INTEREST
OF GOVERNMENT OFFICIALS who owned apertmont buildings. Conflict of Interest means
the men in government cannot serve two masters; they are supposed to arve the
people and not make laws to use the people's income tax money or their influence
for themuelveos

RECOWENDATION .- a. TAX DEDUCTIBLE PIENTS because their apartments are their
homes and their property taxes are paid through their rents which they have
never been allowed to deduct becaune our country still has tho Old Enish Prop,,..
arty Laws (which England Itself no longer he) and which Is UNAmerican and UN.
constitutional. Their situation would then be similar to homeownern who con
deduct their interest and twxae while enjoying the developing of an equity, which
a renter cannot do. Landlords hove been receiving far too much favoritism --
example an owner of both en office building end an apartment building can deduct
depreciation and expense but it Ia only THE OFFICE RENTERS end not the HOM'
RENTERS who con deduct expense It wes never the intent of the 1913 16th
Amendment to the Constitution to permit "lording" it over a Homrenter. be For
War Single Homeowneral Tax deductible depreciation and expenses yearly becouseo
THEY PAY TH SAME RATE OF PROPERTY TAX as do Income property owners.

MEDI-CAL DISCRIMINATES AGAINST WAR SINGLES -. Yet, if theme respectable, deaer-
ving taxpayer of long standing, those wear singles workin women become ill in
the State of Clifornia, Madi-Cal discriminates egaint then because they do not
OWN but pay rent for their home. A widow, who has been sheltered and provided
for by a husbend, or an individual with a private home valued at $25,OO0 plus
85,000 in roil property, plus $1,500 in fluid cash, or a wealth of $315,O0, would
be eligible, However, a War Single through aforementioned ircumetencso with
no wealth except possibly a couple of thousand dollars scraped together from.her
mager earnings intended for her old age, whose apartment hae not been recognized
aa her home, nust first be reduced to a minimum of 01 500 IN CASH WEALTH, as com-
pared to a property owner widow or other individual with 2219.0 in wealth* This3
despite the fact that thee cingle womin'hnva bien paying thh ahe a of
income tax for 10-20-30-40 Vears.

3.
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RECOMMENDATION .- t is recommended that apartmente be recognized ae homes for
theseeWor Singles,' which they are; therefore a Homerenter would be In the SIMILAR
SITUATION as a Homeowner. It Is further recommended that the actual WEALTH of
both property owner and a non-property owner be taken Into consideration before
allowing thief dloriminating practice to continues

SOCIAL SECURITYAS AFFECTING WAR SINGLES -- Social Security Is en Insurance policy
which when paid up in full, that is, the neceseery quarters, is supposed to give
FULL BENEFITS, Congress thought that the monthly benefit built UP over a women
worker'*lifetme would be enough to provide security for her. Thio eeumption
was based on the-theory that she lived with relatives or ohored, But she didn't,
as pointed out in previous paragraphs, but Instead maintained her own dwelling -
household fpr yearsthus incurring the same initial expense s does a widow in
the ame kind of household. The basic purpose of social security Is to provide
protection for the individual and, the home. SINCE THIS PROGRAM IS DETERMINED ON
NEED AND NOT BASED ON ACTUAL CONTRIBUTIONS TO THE SYSTEM, why should a widow re-
ceive more than a War Single, when thsV both hove the same basic household ex-
penees? Or the average monthly retirement benefits be lower then that of a widow?
r why should widows be eligible for social security benefits at age 60 and not

the.Wat Sihole working women? epeciallv since the War Single hae DONE HER OWN
CONTRIBUTING??? Farl? Absolutely notl It is the War Single who hoe the least
protection under public programej it is the widow who race ves protection under
group life i"e4rence or other* types of husband's insurances

INTENSIFICATION OF DISCRIMINATION AGAINST WAR SINGLES .. It is Intensified for
a War Single who out of her meager salary, pays the same rate of tax, receiving
only the basic retirement benefits, while married workers not only receive this
benefit but also dependents receive additional benefits* These benefits were de-
signed to prevent workers from becoming dependent when the breadwinner retires
thus an-individualle'security grows out of their own work. WHAT ABOUT THE WAA
SINGLES ECITVwhn ihe has been her own breadwinner all of her working adult

RECOMMENDATION -. If the Original intent and purpose of the social security laws
is to be adhered to, then social security benefits should be immediately provided
to a aelf.supporting wage-ernoe-provider War Single in LIKE AMOUNT AS TO A WIDOW
-- their costs OF'LIVING ARE THE SAME -- their situations ere the same.

SOCIAL SECURITY DISABILITY DISCRIMINATION AGAINST WAR SINGLES .- War Singles work
for 20-30 and more Vears end are their own wage-earner providers. They acquire
theit'own necessary querteri to qulify for Social Security benefits. However
the 1967 Amendment grossly discriminates against them This amendment Is based
on the faie assumption that ohly widowed and certain divorcees depend on a wage-
earner-prOvidest ,'es their'husbahda War Singles have no husbands and when they
cannot'work as a rOeu t ofea disability, they lose their wage-earner-provider,
(themselves), Whoe a pouse with the necessary quarters, REGARDLESS OF WHEN THEY
WERE ACQUIRED, becomes deceased the disabled widow and certain divorcees auto-
maticalh ' become' igibli for dleabilit,'benefits yet the provisions of necess-
ary quaferts REGAR IE.S'OfyIHE THEY bSRE ACQUIREb, do not apply to War Singles.

RECOM4 NDAtiN.'.- Soit, Sacuit 'low* should be amended so that qualified self-
eupporti n* we d.arher'providars,'the We Singles, can also RECEIVE disability
benfite REGARDLESS OF WHEN THE NECESSARY QUARTERS HAVE SEEN ACQUIRED, and re.
calve the same treatment as women who have served husbands, under the DOCTRINE OF
EQUALITY OF TREATMENT TO TAXPAYERS SIMILARLY SIUATED.

4.
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SURVIVOR BENEFITS -- 4,544,7S5 receive survivors benefits, but even though Wit
Singles have the necessay quitters for Social Security, they ofe never eligible
for this benefit* And, I they become decsed before retirement, they receive
nothing except U255 burial expense end LOSE EVERYTHING ELSE, plus interest. When
women come to work for the State of California after having completed their
necesetV 05 quarters in private industry, WHICH ALREADY INCLUDES ONE SURVIVOR
B[NEFIt PLAY, they are again FORCED to pay for another survivor benefit EVEN
THOUGH THEY WILL NEVER USE EITHE ONE.

RECOMMENDATION -Ia t recommended that Wer Singles be given comparable benefits
to compengste for not having any eurvivore .- e bequest to a beneficiary, for
the aWe of justice end equality,

THE ADVISORY COMMISSION ON THE STATUS Of WOMEN -. When the President's Commission
on the Statue of Women ws famed in 1961, it was with the intention of doing
sway with the "prejudices end outmoded customs which act as barriers to the full
telistion of women'e basic right which should be reepected end fostered ae
pert of our nation's commitment to human dignity, freedom and democracy#" To
this affect, the California Advisory Commission on the Statue of Women wee crea-
ted in 196, to look into "The effect of social attitudes and pressures end econ.
mio coneiderations in sheping the role to be assumed by woman inthe osiety."

%ere was not a one War Single on iti It is absolutely shocking, that by their
many omiesiona, the reports tendered hive themselves discriminated against and
excluded the Wi Singles. Instead the reports were completely enamored with
wives, dependents, widows, survivors The needs, the pressures and emotional
voids of War Singlis were completely overlooked*

WHY A WAR SINGLE WORKS .. What with 57% of married women in the working field,
we have drifted into a double end triple income economy. With an ovreupply of
employable women over 40 this hae a diaatrous effect on the War Single by hold-
ing the salaries downs The War Single worked because she in forced to be her own
provider and needs the income to LIVE ON, not because ahe wants to get out of
the house, or for a change of scenery or a lark, or something different to do.
She is not as fortunate as the married woman entering into the business world
for what Is called a secondd career" opportunity, It is a new life for the
married woman, but for the War Single It is a continuation of the old life, thus
there his been no equal opportunity.

Doctors prescribe a change for married women when they go through menopause.
What about a change for the War Singlee who also go through this period, and
alone at that. They do not hove the warmth and security and love of a husband
and a family to help tide them through the rough spots. If there Is a new life
for the matled woman there should also be one for the War Single. She should
alo have e change. If the married women have two incomes, that Is, the support
of a working husband, and can work whenever they wishthen shouldn't thee War
Singles receive relief in kind? They deserve it efter having paid more then
their sham of taxes for so many years

RECOMMENDATION .. It is recommendod that War Singles, that is women who have
worked for 20 yeas or more, acquired the necessary quarters In social ecurIty,
regardieea of when acquired, have been their sole provider-wege-earnerp have
assumed the entire responsibility of maintaining their own household, their
dwelling where they liveand have reached the age of 50 Vemr be permitted:
FUll retirement# Social Security benefits, and In addition, be permitted to work
whenever they wish and for unlimited income.

so
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Not only would this partially make mends for all the poet sufferings and multiple
injustices inflicted on these innocent, helpless women - and give them some sem-
blance of security and peace of mind, but would oleo create opening in the labor
market for the unemployed and evergrowing youth.

TAX INEQUITY FOR UNMARRIED PERSONS WHO HEAD THEIR OWN HOUSEHOLDSt

SPLIT INCOME .- the 1945 Amendment to the Internal Revenue Code gave a benefit to
married persons by allowing the "split income", It wee designed to EQUALIZE the
tax treatment of married couples residing In community property states and in non.
community property states, Also, at this time, two 0600 exemptions were allowed
for over 65 Vears, REGARDLESS OF INCOME, The rationale being that those over 65
have a OECREASED earning power, but greater expenses, such ae medical expenses.

MEDICARE .. edi.Care now takes core of medical expenses for over 651, still
millionaires and other wealthy persona are presently benefiting not only from ths
double exemption, but ALSO QUALIFY for Medicare which defeats the original intent
and purpose of this legislation.

RECOMMENDATION .. If the rationale is based on a decreased earning power there
should be a "means" gauge to be eligible for this benefit, and the tax saving
could be applied towards a more equitable tax for the unmarried person,

HEAD OF HOUSEHOLD .. In 19i special "Head of Household" rates were added to the
Internal Revenue Code as an extensi:n of ths split.income bonefit...the rationale
being to give e portion of the split income benefit to taxpayers who maintain
households for dependents, because, in effect, they SHARE INCOMIE with the person
for whom the household in maintainedo in a manner BIMILAR to the way a husband
shares his income with his wife. The Internal Revenue Code, Sec. 1, reads in

rt "an Individual shell be considered as maintaining a household only if OVER
LF of the cost of maintaining the household during the taxable Veer is fur.

nished by such individuals," (emphasis added)

It wee believed that TAXPAYERS NOT HAVING SPOUSES BUT NEVERTHELESS REQUIRED TO
MAINTAIN A HOUSEHOLD (HOMEDWELLINO) ARE IN A SOMEWHAT SIMILAR POSITION TO MAR.
RIED COUPLES who share their incomes, thus INCURRING EXTRA EXPENSE. It should
be noted that these benefit provisions are because the recipients MAINTAIN AHOME
(DWELLING) AND INCUR EXTRA EXPENSE (plus two 36O0 exemptions).

UNMARRIED PERSONS IGNORED .-. However the Code NEVER MENTIONS an individual whose
entir cost of maintaining the household during the taxable year is furnished by
ONEiidividuel. No thought wee given to EQUALIZING the benefits for unmarried

persons, The assumption hero b ing that these persons either lived with parents
or other persona and SHARED THE EXPENSES of a household. THIS IS NOT TRUE. It
has become the custom for millions of Americans to live alone.

HEAD OF HOUSEHOLD PROPERLY DEFINED .. As applied by the IRS, the term NHead of
Household" Is a misnomer. A household Is a dwelling, regardless of the number
of people who LIVE IN IT. At issue here is a HOUSEHOLD, a dwelling and the cost
involved In maintaining it regardless of the number of occupants A married
couple live only 1-1/3rd times as expensively as one person and a family of four
generally lives o only twc the average budget of a single person,
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An Individual living alone bear@ the complete responsibility, the financial bur.
den, visually and socially. This consists of rent, property taxes, food, utili-
ties, taxes, clothes, Insurance, medical bill, car expense gaolinhl laundry,
recreation; the very some basic Items as a married couple. Thue the FIXED COSTS
for an unmarried householder end a married couple or a family of four are known
to be comparable, even Identicel#

Surely, this gracious Committee end the Congream con recognize the difference
between one type of unmarried person who DOES NOT MAINTAIN A HOME but lives with
parents or others, end thus DOES NOT INCUR EXTRA EXPENSE and the other type of
unmarried person WHO IS REQUIRED TO MAINTAIN A HOME AND 6O0S INCUR EXTRA EXPENSE.

THE DOCTRINE OF EQUALITY OF TREATMENT TO TAXPAYERS SIMILARLY SITUATED *. Under
this doctrine, unmarried heed of householders should receive equal tax treatment
accorded others in similar situations, under the equal protection of the tax lswe,
under the XIVth Amendment,

The Congress has made adjustmenta for married persons and head of households (as
defined by the IRS) because they were both In SIMILAR SITUATIONS that to, HAD
EXTRA EXPENSE* Unmarried Heads of Households also HAVE EXTRA EXO[NSE as compared
to unmarried persona who share, thus this is a SIMILAR SITUATION to the married
persona and the present IRS Head of Householders

The following to an aqua Tax exemption (without the Unmarried Pereon)
WL61h jh~ftITLL athE9600 00 11 00 0 5600 U600- -6 - 6O S-

Exemptions Exemptions Exemptiona Exemption
LUS PLUS PLUS us

Head of Houaehold Split Income Sharing Expenee N 0 T H I N at

RECOMMENDATION .. It Is recommended that two C600 exemptions as Is allowed In
the above cases also be enjoyed by the unmarried householders over 35 Vears of
age. It would be a matter of equity for all. It would be a tax exemption benefit
equitable to what the others receive in similar situations, regardless of Income.
Not only would It coat the government leas, but those who need It the most would
receive a greeter benefit and more spending power, which they need so bedly. The
saving Is substantial for those with high incomes, who are also in a position TO
INVEST FOR TAX DEDUCTIONS but the lower income person needed all his money, all
his Income to LIVE ON.

INCOME PRESENT TAX PROPOSED TAX
One $600 Two 0600 +
. xemto n. ExemoQtin SAVING

5,000 0 667 .4 553 3 1M

50,000 0 21,63O 8 21,270 0 360

Note two 3600 exemptions would make it an EQUAL TAX EXEMPTION BENEFIT for all
incomes, which actually lowers the cost to government and gives e substantial
benefit to the lower and also higher income.

Straight "Head of Household" legislation benefits the rich-higher Incomems It
would allow the $5,000 income only approximately 355 as compared to $114 through
two 60O exemptions. It must be kept in mind that the lower salary CANNOT AFFORD
tax exemptions, while higher incomes con Invest.

7.

227



Dorothy Shihdsr ves Commissioner of Internal Revenue No 21, 942

In the case of DOROTHY SHINDER vs COMMISSIONER Of INTERNAL REVENUE, No, 21942,APPEARED AS COUNSEL FOR HERSELF. Although she wa well aware of the existing
laws, the purpose and intent of her action before the U.S. Court of Appeals forthe 9th Circuit was to obtain a JUDICIAL OPINION. Petitioner respectfully sug.
guests that s just opinion has not been rendered and that the opinion and deci-
sion does not follow the Court's own Federal Rule of Civil Procedure Rule 39
28 U.S.C. 455, "substentisl interest" and that the District Court's WITHHOLtING
OF INFORMTION CONSTITUTES A DENIAL 4 her constitutional rights end power.
Petitioner states in her petition for a rehearings "When there is cause to
believe that there leno check and balance between the legislative, executive
end judicial departments of our government, then it is incumbent on to people
to check and balance those in government who ere suspect. Petit oner, 9 citizenand taxpayer, is onL-of the --nni, and has retained the 'Right to Know' and thenWa rbastve 6f _n0t e info ad of any questionable 'Substantial interest'
of an one in pubpio offices (The enumeration in the Constitution, of certain
rights, shall not be construed to denyo.othere (rights) retaine

S. Const.. X Amend.) ('The powers not delegated to the Unted states by te

"Thus, when those who preside over the Court, place thmselvee above and beyond
the law, this, in effect, deprives Petitioner of her liberty, of her right to
effectually share and conduct her government and in hr souslitv before the courts
In essense Petitioner is deprived of her o
XIV Amend.)
The Court'a opinion states, in part, 'The claseificationa of the law that adverse-
IV effect petitioner are within the range of clasification that traditionallyhave boon held constitutional.' The Court's use of the word "traditionall"
gerotuptee thl oral trneiplon of beliefs from ancestors who 01d no written
memorials and harks beCk to biblical times and the dark agoes While we Uve In
the present the Courts cling to the past.
"And the Court's ruling on 'constitutional' is purely a matter of interpretation,
which can be influenced by "substantial interest" reasoning. It appears a matterof bias and prejudice that the Court, in rendering its opinion, has not used an
open mind, and hue totally ignored the original nj and purpose of our
Constitution which ,is ITT E MEMORIAL (rapla n non-written memorisls)
with built-ngulQInsest hen interpreted with an open mind, og serge and
Orotect Petitioner, as well as members of the Court.
THE OPINION OF THE COURT WITH REGARD TO THE NEED OF MONEY FOR GOVERNMENT DISRE.
GARDS THE WANTON WASTE, SQUANDERING, AND ABUSE OF PETITIONER'S TAX PAYMENTS,
AND THE CORRUPTION OF MEMBERS OF OUR GOVERNMENT.
"In its opinion, the Court states 'As the tax court said, end we must sar, this
unfortunate woman can only hope for relief from the legislative branch of the
government. And, on her facts, it may be a slim hope, given today the govern.
mantle ever increasing need for money.'

NEED FOR MONEY FOR HOM?? Petitioner at this time would like to point out and
aUerV how many senstore like Senator Eastland are ACTUALLY RECEIVING Petitioner'stax money and approximately Z167,000 per year for farm subsidy when the intentand purpose of that legislation wee to aid the small farmers? Or, how many
judges like 3udgo Fitzgerald Ames of Son Francisco ACTUALLY RECEIVED nearly
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;j5O#,OO of petitioner's tax money, on speculation on redevelopment property In
Son Francisco when there should have boon REGULATION. Or, Federal Judge Alphones
Zirpoli, and perhaps others, merrily profiteering with Petitioner's tax money?
Or how many Senators like Senator Al len Ellender actually receiving Petitioner's
tax money for his personal hobby of moviemmaking. And why did the House of
Representatives actually authorize MORE BILLIONS OF DOLLARS THAN WAS NECESSARY
rOR CEFENSE?

"Surely the Court can readily see that actions of these and other public officials
reflect on the integrity of allwhich Is destructive to our government, and tears
down OTHER 14INDS OF LAW AND ORDER." Witness the riotingi

AND WHERE WILL THE MONEY COME FROM .. The answer is eacy. Plugging up the exist-
ing locphiloo.
1. War Singles REPARATIONS con come out of the Billions appropriated for Defense.
. Tax Exempt Foundations which have become distorted into loopholes for tax

ovoidance, so that others have to pick up the tab.
. 27W Oil Depletion allowances could be permitted to recover the original cost

of risk.
'*. Real Estate Loopholes.
D. Church Businasses. Why does Congress constantly veer from the subject of

taxing wealthy churches? The First Amendment to our Constitution states
in parts "The Congress shall make no low regarding an establishment of
rulition." There is NOTHING, however, which states that Congress shall make
no lat regarding an establishment of business.

It i n wall known fact that the establishments of religion are now In businesses,
uven corporations, yet escape the 52N Corporation Tax - Corporations reveal their
enuncial statements, shouldn't religious establishments do the same?

(t hun bacn cid that if one church alone paid its share of tax, It would amount
in cpproximotgly $300,OOOOOO in revenue to our treasury. Coincidentally that
in the oma cmaunt that Senator Anderson of New Mexico stated it would take to
give Unmorrind Persons a FAIR TAX.

TIIEHRE IS A GREAT DANGER that if present practices continue, with land and
properties being bequeathed to Churches, our country In a matter of 50 or 75
years could become a Church State.

Will history repeat itself, as in the French Refolutiong wherein the Church
owned 3/4the of the land the Nobles l/lth, and the people were heavily taxed,
no they are today in this country.

NOI IS THE TIME for men of vision to take action to prevent any future holocaust.

S0-
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Richard W. Edwards, Jr.
3311 Quesada Street# N.W.
Washington, DC. 20015
966-38251 260-4313

STATEMENT OF RICHARD W, EDWARDS, JR. ON
THE TAX REFORM ACT OF 1969 (H.R. 13270)

(Statement before the Committee on Finance#
United States Senate, September 8, 1969)

My name is Richard W. Edwards, Jr. I am a resident of the

District of Columbia. I wish to express my appreciation for

the opportunity to testify. I speak as an individual citizen.

I represent no organization. I have been permitted to testify

on two points: (1) the low-income allowances and (2) the

establishment of a class of "intermediate tax rate individuals."

I shall speak on the latter point first.

Intermediate Tax Rate Individuals

Sections 803 and 804 of H.R. 13270 establish special lower

tax rates for single persons over the age of thirty-five and

widows and widowers. L special rates are to be given to

"intermediate tax rate individuals," the rates should also be

made available to married persons over age 35 who elect to file

separate returns. One way to accomplish this purpose would be

to draft the definition in amended Section l(b)(2) of the

Internal Revenue Code to read as follows (changes from H.R.

13270 in italics):

"(2) DEFINITION OF INTERMEDIATE TAX RATE INDIVIDUAL. -
For purposes of this subtitle, an individual is an inter-
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mediate tax rate Individual it# and onfy f# suh
Individual is not married at the an o f hs tax-able yea', I f married dogg "oi A91s 8 JoW.
retur" with looepoe &s not a surv~vzng spus

E~MMihi~i~toiUTi~V f s~ pouse(as 4914A eatl-or o2 (b)I/L And - , .# .

The purpose of the proposed change Is to alleviate the

discrimination against married persons that would otherwise

result. Lot me demonstrate. (A blackboard will be used if

avaLlable. 2

examle No, lI
Suppose a single man over age 35 has a net taxable Income

of *8,000 and a single woman has a net taxable Income of $4,000.

The man's tax for 1971, using the 1971 rates in the bill, would

be $1,460. The woman's tax would be $640. The total is $2100.

Now suppose these same persons were married. Their total

taxable Income would be $12,000. Applying 1971 regular rates

to a Joint return, their tax would be calculated as follows

They would divide the *12,000 by 2. The tax on $6,000 would be

$1#100 whioh in turn would be multiplied by 2 giving $2,200.

Their tax if married would thus be $100 more than if they were

single.

I have used proposed 1971 rates in this and the following

examples because they are easier to use in making calculations.

The discrimination would actually be more striking if the higher

1970 rates together with a surtax were used.

Ixamlo No. 2.

The discrimination is greatest when the incomes of the man

and the woman are equal, and applies even in relatively low

bracket. Suppose the man and woman each have a taxable in-
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come of $6,000. For 1971 they would each pay a tax of $1#030#

or a total of 2060, if single. If they were married and

filed a joint return the tax would be $2#2001 or $140 note.

Example Ho. 31

The "price for wearing a ring' gets higher as the Incomes
go up. Suppose the man has a taxable Income of $16,000 and the
woman a taxable income of MA,000W As single individuals the
total tax would be $6,170 (03#690 plus $#,480). As a married

couple the tax would be #6#9001 0730 more.

One final example A man and a woman with high taxable

Incomes of $20,000 a year each. The 'cost of the ring' to them

is $1,640 a year at 1971 tax rates. (If they were single their

total tax would be $1#160s if married and filing a joint re-
turn it would be $11,800.)

Discussiont

As demonstrated by the examples, Sections 603 and 104 of

H.R. 13270, as presently drafted, discriminate against married

pereons where both have income. Only in cases where .me

marriage partner has no income or the taxable Income Ie lees

than one-fourth of the taxable Income of the other partner (the

exact proportion may vary slightly) is there no discrimination.

The amendment which I suggested at the beginning of &

statement will alleviate the discrimination by permitting

married persons over 35 years of age to file separate returns

as 'intermediate tax rate. individuals.'
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Alternate Proposal

Another atternativev-4ndit muW ivie a bette' on#, ,outd be

to deete ,.,o#pn 808 from the bitt and make corresponding

changes in section 804 (b) to make those rates only applicable

to heads of households. The novel provisions for *inter-

mediate tax rate individuals" have no solid rationale.

The present provisions of the Internal Revenue Code per-

mitting married persons tj share their income and deductions

on a fifty-fifty basis make sense. The theory is that in the

martial partnership income and expenditures may be so co-

mingled that it does not make sense to require that they be

segregated between marriage partners. The provisions for shar-

ing income and expenditures, the so-called "split income" pro-

visions, do not represent any special concession at least for

families where both marriage partners work or have income -- a

common not a rare, occurrence* (Department of Labor statistics

show that in March 1967 12,279000 married women in the age

range 35 through 64 were in the labor force. This was 39.80

of married women in that age range.*) Even if one of the

marriage partners has no income, at least the oourte'e income

ie "opZit" between two rWaa human bengs,.

In 1951 a fiction was introduced into the Internal Revenue

Code. Special rates were established for "heads of households."'

The idea was that a widow with children to support was entitled

to a fictional "half a husband." This was based on the premise

that the same or less income must support almost the same family.

The figures were calculated from the statistics in Table B on
page A-6 of "Marital and Family Characteristics of Workers,
March 1967", Special Labor Force Report No..94# United States
Department of Labor.
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Now with the terms of H.R. 13270 establishing "inter-

mediate tax rate individuals", we are oompletely In the realm of

fiction; the original principle of income and expense sharing

between husband and wife has been lost. The effect of the new

rules, as demonstrated above, is to penalize married couples

where each partner has income. They would be far better off to

pretend that they were single.

Finally, why favor persons over 35? My personal observa-

tion is that persons under 35 have a harder time living on

their incomes. The only thing that I can see is that persons

over 35 earn more and the progressive tax rates "bite" harder.

If this is the problem, it should be corrected by reducing the

steepness of the progression of the basic rates (which the bill

also does)* not by creating a class of privileged persons.

Low Income Allowance -- Proposal for Minimum Tax

Section 801 of H.R. 13270 provides for a low-income allowance

which is in effect a larger standard deduction for persons with

low incomes. The Committee on Wayst and Means of the House of

Representatives estimated that the provisions of Section 801 will

remove 5.2 million taxpayers from the tax rolls in 1970 and an

additional 600,000 taxpayers will become non-taxable in 1971. The

Committee estimated that in 1971 38.1 million taxpayers will bene-

fit to some degree from the low-income allowance *

I have no quarrel with sharply reducing the taxes of low-

income persons, particularly those who really live in or on the

edge of poverty. I am not in a position to pass Judgment on the

* House ,Report No. 91-413 (Part 1), page 207.
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exact formula incorporated into Section 601 and how effective

it will be to *seron out" persons living at poverty levels. I

do not question the formula.

My concern is a broad, indeed a philosophical# concern.

Is not the obligation to pay taxes about as basic as the right

to vote? Should not every adult citizen of our country have a

responsibility to pay at least something toward the cost of the

government from which he benefits? I believe it is unwise to

say to millions of persons that they have no responsibility to

financially support their government while they continue to have

the right to receive government services. The removal of over

five million persons from the tax rolls may increase the poten-

tial size of groups pressuring for larger government spending

programs which they have no responsibility to finance.

If Section 801 is enacted in approximately its present forms

I wish to suggest that a minimum tax be established which all

adult citizens would be required to pay. The level might be set

at $50 a year (less than $1 a week). The tax would be intended

to preserve a principle, not to raise large amounts of revenue,

although the revenue should be substantial since the number of

taxpayers will be large.

The addition of a new subsection to Section I of the

Internal Revenue Code would, I believe, accomplish the result.

Its language might be as follows

"In the case of a taxable year beginning after
December 31# 1969, there is hereby imposed on every
individual who is a citizen of the United States of
America, is over twenty-one years of aget and whose
tax as determined in accordance with subsections (a)#
(b)e and (a) is less than $50# an additional tax
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which when combined with the tax as determined in
accordance with subsections (a), (b), and (a) equals

I wish to thank you for the privilege of testifying here

today.

A A provision to accomplish the sam result would also be
added to Section 3 of the Intternal Revenue Code.
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