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CARRYOVER BASIS

MONDAY, MARCH 12, 1879

U.S. SExATE,
Suecom>ITTEE ON TAXATION AND
Deer MANAGEMENT GENERALLY,
CoMITTEE ON FINAXCE,
Washington, D.C.

The subconmmittee met, pursuant to notice, at 10:05 a.m. in room
29221, Dirksen Senate Office Building, Hon. Harry F. Byrd, Jr., chair-

man of the subcommittee, presiding.
Present: Senators Byrd, Jr., of Virginia, Long, Bentsen, Baucus,

and Dole. . . .
[The press release announcing this hearing follows:]

{Press Release from the Committee on Finance, U.8. Senate, Jan, 81, 1978)

FINANCE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT SETS HEARINGS
ON CARRYOVER BasIS ,

Senator Harry F. Byrd, Jr. (I-Va.), Chairman of the Subcommittee on Taxa-
tion and Debt Management of the Senate Committee on Finance, announced
today that the Subcommittee will hold hearings on March 12, 19, and 20, 1979
on the carryover basis provisions of the estate tax law.

The hearings will begin at 10 a.m. in room 2227 of the Dirksen Senate Office
Building.

Senator Byrd noted that the Congress during the last session agreed to defer
the effective date of carryover basis until December 31, 1979. The hearings
will focus upon whether or not carryover basis should be repealed or modified,
and if modified, what modifications should be made.

Senator Byrd said, “Carryover basis was placed in the 1076 Tax Reform Act
in the House and Senate conference. In 1976, no hearings were held in the Senate
Finance Committee nor was the matter before the House and Senate during
deliberations on the tax act.

“The law, as written by the Committee on Conference, has proven to be
totally unworkable.

“The Congress was wise in deferring carryover basis until December 31, 1979,
Virtually everyone acknowledges that the 1976 law must be changed. Many,
especially professionals who have studied the ecarryover basis law, feel that
it should be repealed. There is much support for repeal.

“The hearings will give the Senate Finance Committee its first opportunity
to explore in detail the implications and full ramifications of this significant
departure from prior tax law.”

The Department of the Treasury will testify on March 12, 1970,

Other witnesses who desire to testify at the hearings should submit a written
request to Michael Stern, Staff Director, Committee on Finance, Room 2227
Dirksen Senate Office Building, Washington, D.C. 20510 by no later than the
close of husiness on March 1, 1979,

LEGISLATIVE REORGANIZATION ACT

Senator Byrd stated that the Legislative Reorganization Act of 1046, as
amended, requires all witnesses appearing before the Committees of Congress
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“to file in advance written statements of their proposed testimony, and to limit
their oral presentations to brief summaries of their argument.”
Witnesses scheduled to testify should comply with the following rules:

(1) A copy of the statement must be filed by noon the day before the
day the witness is scheduled to testify.

(2) Al witnesses must include with their written statement a summary
of the principal points included in the statement.

(3) The written statements must be typed on letter-size paper (not legal
size) and at least 100 coples must be sulmitted by the close of business
the day before the witness is scheduled to testify.

(1) Not more than ten minutes will be allowed for oral presentation.

(5) Witnesses are not to read their written statements to the Subcom-
mittee, but are to confine their ten-minute oral presentations to a summary
of the poluts included in the statement.

WRITTEN TESTIMONY

Senator Byrd stated that the Subeoinmittee would be pleased to receive written
testimmony from those persons or organizations who wish to submit statements
for the record. Statements submitted for inclusion in the record should be
typewritten, not more than 25 double-spaced pages in length, and mailed with
tive (5) copies by April 13, 1979, to Michael Stern, Staff Director, Committee
on Finance, Room 2227 Dirksen Senate Office Building, Washington, D.C. 203510,

Senator Byrp. The hearing will come to order.

Ifivst, T want to apologize to the witnesses and to everyone in this
room for being 5 minutes late, During the years that T have been
chairman of this subcommittee, it is the first time that I have not
started promptly on time, I was testifying earlier before the Judiciary
Committee on hehalf of a constitutional amendment, which I have
proposed, requiring a balanced budget.

I apologize, and I am sorry to delay opening this session by 5
minutes.

One of the most important tax poliey issues which will confront
the 96th Congress is the question of the carryover basis in the estate
and income tax law, It represents a fundamental change in the tax
code.

Thniler earryover basis, the original cost of an asset carries over from
the decedent to the beneficiary and a tax upon the appreciation of the
asset is imposed whenever it is sold. Often the sale will occur during
the administration of the decedent’s estate.

The carryover basis law which was enacted as part of the 1976 Tax

eform Act was highly technical, and eomplicated adjustments to
determine the appropriate basis mnst be made for every asset in an
estate. This is a diflicult task in the simplest situation. For most
estates, especially those with assets such as a stamp or coin eollection,
the joh isimpossible,

Furthermore. carryover basis under the 1976 law requires taxpayers
to keep extensive records over their lifetime.

During the last session of the Congress, the technical and adminis-
trative difficulties with the 1976 law were brought to the attention of
the Congress and this subcommittee. As a result of the enormous senti-
ment expressed to both Members of the House and the Senate about
the difficultics of carryover basis. the last Congress decided to defer
the effective date of carrvover basis until December 81,1979,

The law, as it now stands, eannot be complied with, nor can it be
administered.

With the deferral of carrvover basis, the Congress now must decide
which of three courses it wishes to follow, repeal of carryover basis as
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enacted in 1976; modification of the current carryover basis law; or
further deferral.

In my judgment, there is almost no likelihood that Congress will
support any proposal more radical than carryover basis. Indeed, carry-
over basis would not have been approved had Congress been aware of
its full implications. :

TFor the debate in the 95th Congress centered on the technical diffi-
culties associated with the 1976 carrvover basis law and we must re-
member that carryover basis is not simply a problem of technical leg-
islative drafting. It raises fundamental questions about the way and
purposes for which we want to tax our citizens.

FFirst, we must consider its impact upon individual incentive and risk
taking in onr economy and soeiety. This is an era of big government,
big labor, and big business. I might say paventhetically, this is one
great problem with our country taday; we have too much bigness.

Innovation and risk in our society are rapidly vanishing. Many stud-
ies have noted that America, once a leader in new ideas and business
ventures, is rapidly losing this enterprising spirit. Small business will
suffer the greatest hardship under carryover basis.

Under carryover basis. incentive to start a business or maintain a
family farm will be greatly diminished. Many may say why work for
a lifetime if, at death, my estate will be taxed with both an income
and an estate tax?

Capital formation means jobs, greater productivity, and the poten-
tial for reducing inflation.

The impact of earryover basis nupon needed capital formation must
be carefully assessed. Stockholders who are willing to take the visk
of investing in equity issues will be confronted with the potential of
an additional tax upon their capital at death.

While Congress has reduced the eapital gains taxes to encourage
investors to sell stock in other assets which have been held for long
beriods of time and reinvest in new and productive ventures. carryover

asis may counteract the incentives to sell assets, since the heiwrs of
investors who receive assets with a very low basis will certainly not
want to sell these assets and incur a large income tax.

Cavryover basis adds a whole new layer of complexity and uncer-
tainty in the tax law. Questions must be asked as to whether the rela-
tively small potential revenue gained fron carryover basis are worth
its cost interms of administratability and simplicity in the tax system.
It makes the already very complex tax laws much more complex.

In this regavd. some points to consider are these, Is the cost of keep-
ing detailed records about the basis of every asset too much for the
ordinary taxpayer to handle?

Will taxpayers be informed enough to follow the law’s recordlkeep-
ing requirements?

Will carryover basis diminish respect for the tax code and compli-
ance with the tax laws?

Will the Treasury and the Internal Revenue be able to administer
carrvover basis? Tt cannot now be administered. This was admitted
by the Treasury Department to the Senate-ITouse conferees last Octo-
ber in connection with the Revenue Act of 1978,

On this last point. proof of basis for an asset held for many years
could be extremely difficult in tax litigation. Such cases could last for
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weeks or years if estates had many assets and basis of each asset had
to be shown.

The significance of carryover basis as a matter of tax equity must
be reviewed. Taxpayers in the past have relied upon the certainty
of a step-up basis of death. Grandfathering all assets held prior to
the time of carryover basis would go into effect. Surely it is the only fair
way to implement a carryover basis law—namely, to grandfather the
assets up to that particular point.

Carryover basis imposes a double tax, an income tax, and an estate
tax. We must consider carefully whether double taxation on the value
of an asset for estate tax purposes but on an original cost, with an
adjustment for estate taxes paid, for income tax purposes is fair and
appropriate.

If one can assume that death usually is an unwelcome event—I am
not impressed with the view of the Department of Freasury that death
is a tax loophole. I doubt that the average American citizen follows
this view, either.

Today’s hearing is to give the Treasury Department the opportunity
to present its precise proposal regarding carryover basis. Now, at this
peint, I have been to anotger committee so I may not have had a chance
to look at it. Will the staff or a Treasury representative distribute to
the Chair and to the committee a copy of the legislation on which the
Treasury Department will be testifying ?

Mr. Lubick, does the Treasury Departmment have legislation on
which it is testifying?

Mr. LoBick. Yes, we have a statement, Senator Byrd.

Senator Byro. I read your statement. I read it on Sunday; I read
it over the weekend. There is no concrete legislation in the testimony.
The statement is a matter of generalities and theory.

Mr. Lusick. There were about 11 proposals, Senator Byrd.

Senator Byrp. Do you have a bill that the committee can consider?

Ar. Losick. We have not finished the drafting of the legislative lan-
guage for these particular proposals, but I think the concepts are
easily understandable,

Senator Byrp. Thank you. But you have not completed the drafting?

Mr. Liosicxk. That is correct.

Senator Byrv, Although I will consult and shall do this pending
consultation with my colleagues, I am going tentatively to ask the sub-
committee counsel, Mr. Edward Beck, in the next day or so, to com-
municate with the witnesses for next Monday and Tuesday and termi-
nate these hearings. If the witnesses have nothing in terms of specific
legislative language on which to testify, we will have to be getting the
witnesses here a nutnber of times. I hate to do this.

Now, we will have to obviously hold another hearing when you
have had time te draft your proposal. I will ask Mr. Lubick, if it is
satisfactory to you, if the committee counsel and vou can get together
some 60 to 90 days hence, and we will hold another hearing.

Obviously, we cannot act on a proposal that is not before us. Now,
if you want to go ahead and make your statement, you can make what-
ever statement you wish, bearing in mind now that we will have to hold
another hearing. I was under the impression that you would present
a detailed bill today.

Mr. Lusick. I am sorry, Senator.
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Senator Byrp., Everyone who came here as witnesses today came
here in good faith, so I'am going to stay here as long as necessary and
hear the witnesses, but I want to say frankly that it appears we will
have to have another hearing at some 60 to 90 days hence.

[{The subcommittee subsequently released the following press
release:]

{Press Release from the U.S. Senate Committee on Finance, Mar. 13, 1979)

FINANCE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT POSTPONES
FURTHER HEARINGS ON CARRYOVER BASIS

Senator Harry F. Byrd, Jr. (1., Va.,}, Chairman of the Subcommittee on Taxa-
tion and Debt Management of the Senate Committee on Finance, today announced
that the hearings set for March 19 and 20, 1979, on the {ssue of Carryover Basis
of the estate tax laws have been postponed.

Senator Byrd said that he had hoped that the Treasury Department would
have proposed specific legislative proposals to the Subcommittee by this time.
“Expert witnesses have been called to address the many technical issues in-
volved in this question but without a specific legislative proposal there is nothing
for these expert witneses to testify on,” said the Senator. “Without a specific
proposal,” the Senator continued, “the witnesses would be testifying in a
vacuum,”

Assuming specific legislation is proposed, the hearings will be rescheduled in
May and June. The dates for such hearings will be announced as soon as they
are set.

Senator Brro. You may proceed as you wish.

STATEMENT OF DONALD C. LUBICK, ASSISTANT SECRETARY OF
THE TREASURY FOR TAX POLICY

Mr. Lveick, Mr, Chairman, I thank you very much for the oppor-
tunity to be here. I appreciate your hearing us. You have always been
extremely fair in listening to both sides of the issue and I thought it
would be very worthwhile if we did present about 11 changes which we
would suggest would be appropriate to deal with some of the issues.
That has been the customary way in which the Finance Committee has
proceeded before. The question of specific legislative language, I would
say, particularly in light of questions you have raised. is certainly less
significant than the basic concepts.

With your permission, I would like to express——

Senator Brrp. Of course, I do not agree with vou. The specific lan-
guage is what the attorneyvs and accountants who work with the law
must follow. The specific language is what the executors of the estate
liga]xie to follow. The specific language is what the taxpayers have to

ollow.

So far as this one Senator is concerned, I am going to do whatever
can be done under the parliamentary situation to see that every para-
eraph, every sentence, and every word of any bill dealing with taxes
of this magnitude are reviewed by the committee.

Mr. Losick. T agree with that, Senator. and it was precisely for
that reason last yvear that we urged that the committee, during the
period of deferral, adopt some language so that the bar and the prac-
titioners would have language generally circulated. There were a
number of bills which were introduced last year, one by vou and one
by Senator Dole, and both of them were very good bills and did
have some——
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Senator Byno. Except that you did not endorse my bill.
Mr, Lusick. We endorsed a very large part of your bill, Senator.
.Senator Byrp. You did not endorse my bill. If you had endorsed my
bill, we might have had a different situation.

Mr. Lusick, We endorsed, I would say, most of your bill in our
testimony. There were some things where we ditfered, but by and large,
we thought it was an excellent bill and did respond to these problems.

Senator Bynw. Let me ask the committee. Hlow many bills does the
committee have before it dealing with this matter ?

The committee has one bill before it dealing with this matter, Sena-
tor Dole’s bill to repeal carryover basis.

Senator Dore. My bill is a compromise.

Mr, Lupick. The legislation that was drafted by vou during the
last Congress, the legislation that was drafted by Senator Ilathaway
during the last Congress, all of those bills basically embody the con-
cepts which we are addressing and recommending today.

It seems to us that there is no lack of specific legislative language,
if that is what is needed.

However, it scems to us that it is most important to deal with some
of the fundamental concepts and, if I might, Senator, I would like
fo submit my statement for the record and then deal with a few of
the high spots,

Senator Byrp. That will be fine, Mr. Secretary, yes. Your entire
statement will be published in the record.

Mr, Lusick. And may I also say that we will endeavor to complete
legislative language for you as quickly as possible, that we will

Senator Byrp. Think in the nature of 60 to 90 days, if you will.

Mr. Lusick. I beg your pardon ?

Senator Byrp. Think in the time frame of 60 to 90 days.

Mr. Losick. That is more than reasonable. If you would prefer it
faster, we will—— :

Senator Byrp. That is all right. That is satisfactory.

Mr. Lusick. May T start by stating once again the nature of the
basic problem. Before the 1976 act, we operated under a system which
has been variously known as step-up. or forgiveness of tax, on appre-
ciation in property which passes through the estate of a decedent,

The 1976 act. as you have stated, provides for a continuation of the
decedent’s original basis in the hands of his successors with an adjust-
ment added to that basis for the estate tax, which is paid on that
appreciation, in order to reduce the gain ultimately realized on the
sale of the property. The purpose of the estate tax adjustment is to
give equivalent treatment for a sale before death where income tax
has been paid and has reduced the estate tax. The estate tax adjust-
ment then reduces the income tax. .

The basic issue, as we see it. Mr. Chairman. is not the workability
of the 1976 rules—and they do have technical problems. as you have
ably and consistently pointed out. We helieve we have solutions which
we have offered and. as I indicated a few minutes ago. the bill which
vou introduced in the last Congress did, indeed, solve those technical
problems as well. . .

The issue, as we see it. is whether the income tax liability on gains
acerned by a decedent at his death is to be entirely and irrevocablv
forgiven. The burden, as we see it, is on the defenders of the pre-1976
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forgiveness rule to make a case to go back to a rule whereby gain
whieh is ncerued is completely eliminated from the income tax,

There are a number of reasons why we believe that the forgiveness
rule is not sound tax policy, and I start with an example that is familiar
to you and to Senator Bentsen, I know, on page 2 of my testimony
except this time, Senator Long, you heard this example once and
thought that the amount was inconsequential, so I added three zeroes
to each number to increase the magnitude and make it more dramatic.

But this is the—

Senator Lox¢. You can add three more if you want to.

Mr. Lusick. This is the case where we had the two twins, A and B,
who each bought shares of stock in the same corporation on the same
day for $10,000 and they both decide they are going to sell when the
stock reaches a value of $110,000 and each thanks to Senator Long's
legislation of last year, would pay a capital gains tax of 25 percent on
any recognized gain,

One got into his broker’s office and sold his shares and met the other
fellow on his way out and while they were talking, the proverbial truck
killed them both and the result was that one had sold his stock hefore
he died. The heir of the second immediately sold the stock after death,
and the result, as we indicated, was that on the capital gain that they
each had of $100,000, the heir of the one is left with $85,000 after
taxes paid and the heir of the other is left with $110,000.

The difference is——

Senator Doce. Does that happen very often?

Mr. Lusrcg. That is a good question, Senator Dole. The precise
factual situation probably does not happen very often, but the exact
consequences—-—

Senator Dove. If your example referred to tractor instead of truck,
we might be able to better understand it.

Mr. Lusick. The exact consequence is a familiar one to every prac-
titioner. Every practitioner is familiar with advising clients who
would normally sell property not to sell because if the client holds onto
the property and maintains it until his death, there is complete
elimination and complete forgiveness of the income tax.

a ;I‘lhat is as common as any situation involved in the estate planning
eld.

So while we have taken a dramatic case to illustrate it, it is indeed

a very common and usual situation and the consequence 1s that those

taxpayers who are able to hold their property and maintain it until

death without selling will escape taxation on capital gains.

Indeed, the estate tax burden and the income tax burden are illus-
trated in our statement. I was starting out with an assumption that
there is no estate tax. In that situation, if you assume we had no estate
tax and one bought his shares for $10.000 and died when they wero
worth $£110,000, there would never be any income tax on it.

When you factor the estate tax in, as we have indicated, you have
a situation where, in a normal case, you have a reduction in the com-
bined estate and income tax burden of about 35 percent for the person
who does not sell. The proposition illustrated is that the estate tax
is not a substitute for the income tax.

Now, we agree with Senator Byrd that it is important to stimulate
the development of small business. It is important to encourage agri-
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culture. It is important to do all of these things, but there is no ques-
tion but what we have a situation where the very small minority of
the wealthiest taxpayers in the country are able to avoid, through the
forgiveness rule, any capital gains tax on millions of dollars of
appreciation.

And we have illustrated some situations on page 4 from actual cases
in the courts, without going into restricted taxpaver information,
where we have marketable securitics—not small business, not agricul-
ture, but sccurities that are traded over the stock exchange. For ex-
ample, the Qwen case cited here involved a gift of marketable secur-
ities worth £5.2 million with a basis of §1.200,

Now, that meant that $5.2 million—and that is what he gave away,
and that ultimately might bear a tax. What he retained, presumably,
is more than that. Most people do not give away all of their assets,
or even more than 10 percent of their assets. and the result is that
millions and millions of dollars is never subject to income tax. In
fact, our figures indicate that there is approximately £20 billion a
year of untaxed appreciation in estates,

Now, we have already talked about the lock in and that. indeed. is
what I referred to, Senator Dole, in answer to your question. the fact
that persons do hold onto this property and do not sell and, indeed,
the reason, Senator Long, for your capital gains reform of last year,
by lowering the inclusion factor to 40 percent—on which, T will con-
fess, you did not receive a lot of cooperation from us—but neverthe-
less we will take you at your face that the purpose of that was to un-
lock assets and to encourage more sales and to proditce more revenue
for the Treasury and to make capital more mobile.

If we go back to step-up, we are defeating the purpose of the very
measure which you fought so hard to enact.

So we are now on board with you and we are trying to protect
that which you labored so hard——

Senator Love. I did not do it entirely for the Treasury, you know,
Mr. Lubick. I mean, part of that was done for the benefit of the
eountry, the taxpayers, the 230 million people in the country.

Mr. Lusick. We agree, and we want to see that succeed and we thinlk
that going back to step-up would be a lock-in which would go contrary
to that proposal.

Now, Senator Byrd, you have referred to the fact that death is not
a loophole, and we have to agree with you that death is not a loophole.

Senator Byrp. Thank you, sir.

Mr. Lusick. But neither can we say that death is a reason for for-
“giveness. The purpose——

Senator Lona. It's as good as any, I might say, though.

Senator BentseN, Most of us hope so.

Mr, Luvnick. A forgiveness of tax, Senator Bentsen, not a forgive-
ness of any other peccadillos.

The purpose of carryover basis, or some other provision, is simply to
put the death situation on a par with the infer vivos situation. not to
malce death 2 worse situation than an inter vivos gift.

As a matter of fact, Senator Byrd, we have had carryover basis
since 1921 in the case of transfers by gift and since 1942 in the case
of transfers at death in the case of income in respect of a decedent
and both of those provisions have worked very well.
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Now, basically, what we are dealing with here is not a question of
revenue, It is not a question of trying to raise more money.

To the extent that there is a burden, an undue burden on small
business, on agriculture, on anyone, the problem is one of the estate tax,
because the carryover basis does not, itself, result in a tax. If the
combined burden at death is too high, because of estate tax and
income tax potential, then the fair remedy is to make an appropriate
reduction in the estate tax applicablo to all taxpayers, those who have
sold and those who have retained their assets, and to keep the equitable
provisions with respect to the income tax of the carryover basis, or
some other tax on those capital gains, so that we do not have income
tax distortion.

Now, let me talk about one of the principal problems that has been
raised in connection with carryover basis and that is the technical
problem that proof of basis problems are so insurtnountable that we
cannot deal with this problem.

First, let me point out that when Congress enacted an income tax
in 1913, it said that basis was to be either historical cost or March 1,
1913, value. Now, at that time. we did not even have a prior income
tax so that the taxpayers who became subject to the income tax had
not been put on notice that in the case of a sale during their lifetime
they would have to know their basis and )

Senator Byrp. Could I interrupt just a moment at that point ?

Mpr. Losick. Surely. ) i i

Senator Byrn. I might point out that, in 1913, since you have brought
it up. the tax was 1 percent but then when ircome exceeded $500.000,
then there was an extra tax of 5 percent. So there was a maximum
tax of 6 percent,

Mr. Lusick. Those were real dollars too, though.

Senator Byrb. I think if you want to refer to 1913. I think that is
fine. I want to put in the record at this point an income tax form of
1913, given the exact tax figures.

[ The material referred to follows:]

Form 1040 : Income tax.

The penalty for failure to have this return in the hands of the collector of
Internal Revenue on or before March 1 is $20 to $1,000. (see instructions on
page 4.)

United States Internal Revenue: Return of annual net income of individuals
(As provided by Act of Congress, approved October 3, 1913.)

Return of net income received or acerued during the year ended December 31,
1913. (for the year 1813, from March 1, to December 31.)

Filed by (or for) of

In the Citr. Town, or Post Office of State of

1. Gross Income (see page 2, line 12).

2. General Deductions (see page 3, line 7).

Net Income.

Deductions and exemptions allowed in computing income subject to the normal
tax of 1 percent.

4. Dividends and net earnings reccived or accrued, of corporations, ete., sub-

Ject to like tax. (See page 2, line 11).

5. Amount of income on which the normal tax has been deducted and withheld
at the source. (See page 2, line 9. column A).

6. Specific exemption of $3,000 or $4,000, as the case may be. (See Instructions
3and 19).

Total deductions and exemptlons. (Items 4, 5 and 6).

7. Taxable income on which the normal tax of 1 percent is to be calculated.

(See Instruction 3.)
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& When the net income shown above on line 3 exceeds $20,000, the additional
tax thereon must be calculated as per schedule below,

1 percent on amount over $20.000 nnd not exceeding $50,000.

2 percent on amount over $30,000 and not exceeding $75,000.

3 percent on amount over 875,000 and not exceeding $100.000.

<+ percent on arurunt over $100,000 and not exceeding £250,000.

& percent on amount over $250.000 and not exceeding $500,000.

€ percent on amount over $300,000.

Total additional or super tax.

Total normal tax (1 percent of amount entered on line 7).

Total tax liability.

My, Lunick. Well, we will be glad to work with vou to see how fast
we can get back to 1913, Unfortunately, I do not think it will be too
soon.

Let me also point out in this question of reecordkeeping that the
Canadinns in 1971 put in a tax on gains at death and, in the last few
day=, we have been discussing with both ofticials of the Canadian Gov-
ernment and with friends of ours in private practice in Canada what
problems they have had in their experience, and they have all indi-
cated that in no ease has this question of proof of basis been even raised
in the public discussion as a problem. Their problem has been essen-
tially the question of valuation as of December 31, 1971, because they
went to a fresh start that required actual appraisals,

We avoided that particular difliculty in the legislation in 1976,

Tizcentially. the question of proof of basis is one which is different
for different kinds of property. It is perfectly obvious that keeping
records of tangible personal property—vour piano, your furniture.
vour personal jewelry—is in a very different category from keeping
records as to your investment assets, You do not normally expect to
sell tangible personal property and therefore your motivation for
keeping records is entirely ditferent from your marketable scenrities
or vour depreciable real estate. And, indeed, with respect to your
business property, you are apt to include information on your annual
tax returns with respect to depreciation or other reasons that would
indicate the necessity and the availability of records.

So that where our specific aveas for recordkeeping are difficult,
tangible personal property or vesidences, we have proposed specific
rules to deal with those problems. But the bulk of the problem in
this country involves investment assets and as to those arveas, it seems
rather odd that people can say that we can disable ourselves from taxa-
tion by making it impossible to keep records and by not keeping rec-
ords, we can avoid taxation.

Indeed, in that sort of situation, it would lead to a lot of things not
being subject to tax that clearly are. For example, unreported tips.
We have done surveys that show that maybe 15 percent of unreported
tips is included in income and. in that situation, no one is suggesting
that this onght to escape taxation. .

Senator Byrn. Conld I ask you a question at that point ?

Mr, Lusick. Surely.

Senator Byrn. Your proposal would require, as I understand it.
records dating back as far as 15 vears, 20 vears, 40 years. 50 years.
There is 1o limit to the length of time for which an individual would
be required to retain records.

Mr. Lrsick. That would not normally be the situation with respect
to assets required before the effective date. Ultimately if, as in the
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income tax today, one acquires stock—let’s get over the fresh start,
over the transition period—then it is quite true that we require proof
of historical cost.

Senator Byrp. As I understand it, then, you propose to require ree-
ords beginning with the period of time when this law becomes effec-
tive; is that it?

Mr. Lusick. The fresh start adjustment and including the proposals
which we have made, provides that, in the case of marketable securi-
ties. the basis

Senator Byrp. Marketable securities present no problems for the
simple reason you can just look that up in a newspaper of 50 years
ago. A person who buys a stamp collection, buys some stamps 5 years
ago, others 10 years ago. others 40 years ago—you do not propose
to make him furnish these records; is that it?

Mr. Lunick. Essentially that is correct, Senator. because we have
proposed a fresh start rule which calls for a discount back

Senator Byrn, The discount backward concept, however, makes as-
sumptions about the rate of appreciation of an asset. It is a mechani-
cal formula.

Mr. Lenreg. That is correct.

Senator Byrn. Yes. Al right. Thank von.

Mr. Losick. It is a mechanical rule which. since the percentage

Senator Byrp. Which may or may not be fair to an individual tax-
payer.

Mr. Lusick. In about 99.5 percent of the cases, it wonld be over-
generous to the individnal taxpayer. There would be very few in-
dividual taxpayers where you would, over a course of 10 years, have
a depreciation m value. But again, as you point out, marketable securi-
ties do not present any problem and it seems unfortunate to say yon
are going to throw out a system which is appropriate in the case of
general investment assets simply because there may be one or two
cases

Senator Byrp. Tt proves my point that the people who are being
hurt the most by this are the farmers, the small business people who
are not investing in General Motors stock and AT. & T.

Anyway, I will not interrupt you. Go right ahead.

Mr. Lusrex. T wish you would. s a matter of fact, T would like to
deal with the poeints that you have made, because I think they are
important ones and ones that should be understood.

The small business and the agricultural assets constitute about 7
percent of the assets that we are talking about, but in the case of
small business and in the case of agriculture, there are current finan-
cial statements that are prepared year in and year out with respect
to the preparation of income tax returns and in those situations those
records form an adequate basis, an adequate ground, for establishing
basis.

The point should not be lost that basis does not have to be established
by a criminal law standard of beyond a reasonable doubt. Secondary
evidence and reasonable estimates of basis in those few uncertain
eages that may exist is admissible and in the case of small business
which has to prepare annual income tax returns. in the case of agri-
culture which has to prepare annual income tax returns, there is a
method for recoristrueting basis,
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I might refer you on page 16 where we quoted from one of my
friends and colleagues who 1s an expert in the area, Mr. Covey of the
American Bankers Association who stated in his article that “objec-
tions to carryover basis on the grounds that proof of basis problems
were so severe as to merit a return to step up were premature, at least
until a reasonable trial period is passed.”

Let me talk again about the questions of complexity which have
been raised. Again, I have to agree with you that no taxation is always
simpler than taxation, but we do have a capital gains tax and the
capital gains tax of necessity requires a computation of basis, other-
wise. we would be taxing the entire amount of gross proceeds.

We have again proposed a list of the major problems of complexity
and solutions to those problems. We see that the problems of the
complexity of carryover basis seem to be nowhere as significant as
the many complicated problems that we have itemized that exist in
the estate tax law today. On page 17 there is a list of some of them;
I will not trouble you with them.

But let me get into what you wanted to hear especially and that is
what are the problems and what are the solutions which we would
propose with respect to carryover basis,

First of all, again, is the question of complexity, especially as it
involves small estates. and we have proposed, as I believe your bill
did in the last Congress. that we elimiate nonfilers of Ifederal cstate
tax from the system altogether and that we increase the minimum
basis from all taxpayers from $60,000 to $175.000 which is approxi-
mately the filing threshold for the Federal estate tax.

As we indicated once before, this eliminates 98 percent of decedents
in the country from being involved with carryover basis.

Now, it has been suggested to us that that 1s not fair hecause yon
are taking someone out of the system simply because he has a small
estate and vou are saddling the large estates with all of the difficulties
and the complexities of carryover basis, and I would like to address
that problem. ‘

First of all, we have proposed the elimination of estates nnder $175,-
000 not because this is a politically expedient thing to do but simply
because that is not where the problem is. The bulk of the appreciation
when yon take out personal property and residences, the bulk of the
assets that involve the problem are in estates over $175,000. But, Sen-
ator Bentsen—I know you raised this question with me—in order to
treat the large estates equally with the small estates, we have also sug-
cested that they have a minimum $175.000 basis so that, in effect, what
we arve doing is something like the income tax exemption, If you have
wot. $1,000, the first $1,000 of income is not taxable for the small tax-
payer or the large taxpayer, and so we have $175,000 of minimum basis
that is available both to the small estates and to the large estates.

Senator BextseEN, Mr. Chairman, since my name was used, I would
like to say that I look on this as a political move to trv to gain support.
If there is inequity for one, there is inequity for the other,

If it is a complex thing for the small estate, it is also a complex thing
for the very large estate and we ought to try to get some uniform ap-
plication.

The question here is not a question of a loophole. Tt is a question of
double taxation. You are taxed twice. I do not look on death as a vol-
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untda_ry conversion, It seems to me that most people do not really choose
to die. .

The estate tax is a high tax in this country. The estate tax goes up to

70 percent here.

et me cite you what the estate tax is in other countries. In Austria,
the law distinguishes between five classes of heirs. The lowest taxpay-
ing class is composed of spouses and children and the tax rate for this
class ranges from 2 percent to 15 percent.

In Belgium, the lowest taxpaying class is composed of spouses and
children and the tax rate for tflis class ranges from 3 percent to 17
percent. Remember, again, 70 percent is the maximum in this country.

In Denmark, the rates range from 2 percent to 32 percent for chil-
dren and spouses.

In France, the rates for spouses and children range from 5 percent
to 20 percent,

In Germany the rates for spouses and children range from 3 percent
to 35 percent.

Only in Britain do we see confiscatory estate tax rates and we are all
familiar with the economic problems of that country. In Britain trans-
fers to children can be taxed as high as 75 percent. But what you are
talking about is going beyond that, Mr. Lubick, and you are talking
about small business. farms and ranches which may have to be sold be-
cause they are often illiquid. That is my concern about your approach.
I just frankly do not think it is fair, and I think one tax on death,
particularly when we have a high tax, is quite sufficient.

Senator Byrp. Thank you. Senator Bentsen.

Mr. Lusick. Senator, if T may reply briefly, earryover basis, as we
have indicated, is not a tax on death. It is a continuation of the basis
until the property is sold. But again, as we deal with these other
‘countries. I think it is hard to take one aspect of their tax system. A
number of them do have annual wealth taxes as well. which we do
not have. and one has to look at the tax burden as a whole.

Senator BENTsEN. I am not asking for reduction of our estate tax:
I am not asking for that, What T do disagree with is a double tax, a
tax added on top of that. Even though you say it is not an estate tax.
the capital gains tax, it certainly becomes a liability when a person
dies.

Mr. Lesick. And for that purpose. we have proposed an adjustment
in the basis for the eztate tax on the appreciation, but in the case of the
man who sold immediately before death. he has paid his income tax and
lie is paying the estate tax on what is left. Theve is a question of equity
among taxpavers who have the same amount of wealth and who are
very wealthy, and we have one group of wealthy taxpayers who es-
sentially are paying an income tax and an estate tax because they have
sold and we have another group who have retained and are paying
only an estate tax.

Now, it is mnch fairer if we have the same total burden but to
spread it differently so that those who are paying tax, exclusively
estate tax, will not pay less estate tax and some income tax and those
who have been paying an income tax and an estate tax will continue
to pay their income tax, but will pay less estate tax. Tt is the equiliza-
tion of this burden which is the fundamental question of fairness be-
tween the two situations.

43-465—78——2
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That, it secms to me, is the problem which has to be addressed. There
is no more double taxation here than there is in any situation where
one has realized income, paid his tax. and thereby has less in his
cstate subject to estate lax. He is still subject to the estate tax.

The basic question, T think, is illustrated by the situation where there
is no estate tax and in that situation, if you have zero estate tax, would
it be fair to say that the man who had never sold in his lifetime, in the
event of his death, simply has the entire income tax liability on the
fortune he has built up during his lifetime completely eliminated.

Senator Byrw. Thank vou very much, Mr. Secretary. T will ask the
committee counsel to be in touch with you and try to work out another
hearing date some 60 to 90 days hence.

TFiveryone who is on the list of witnesses came here under good
faith, and even though we are spinning our wheels since we have no
legislation before us. I want to give each witness an opportunity cither
to testify today or to testify the first day that the new hearings ave
called. : :

Mr. Loesick. Mr. Chairman. may T say just one thing? There are a
number of other recommendations which we have made with respect to
carryover basis and I do believe that the explanation contained in the
-formal statement is

Senator Byrn. Yes: that will be published in the record in full.

Mr. Leeick. So that everybody will have an opportunity to sce them
and to comment on them and we would welcome evaluations of those
ideas and——

Senator Byrn. And anyone who wants to will, I am sure, avail them-
selves of the opportunity to comment upon your testimony. But they
will also have an opportunity 30 days after you next testify to com-
ment.

Mr. Lunick. You are going to give me another erack ?

Senator Byrn. I am going to give you another opportunity. I had
hoped and expected that you would have a precise proposal today.

Senator Dole?

Senator Dorr. First, I would like to have included in the record
prior to Mr. Lubick’s statement a statement by the distinguished Sen-
ator from Mississippi, Senator Cochran.

Senator Byrp. Yes; that will be published in the record, without
obiection,

['The material follows:]

STATEMENT OF SENATOR Trap COCHRAN

I appreciate this opportunity to present my views on an issue of such great
interest to so many people. There exists a wide variety of reasons why the 1976
provision in the tax law should be eliminated. First, the carryover basis rule in
its present form is inadministrable. Second, it significantly increases the level
and costs of taxation. And third, these increases produce a wholly undesirable
impaet on our social and economie life.

‘The public outery which followed the legislation's introduction in the Tax
Reform Aet of 1976—and whieh has snecessfully forced its suspension and pres-
ent reconsideration—has largely been directed against its confusing langnage and
azainst the even greater confusion the principle would create in practice. The
previous stepped-up basis rule had the significant virtue of simplicity. Establish-
ing the fair market value of property acquired from a decedent at the date of
transfer was easily determinable, dependent on no interceding unknowns. Fuar-
thermore, the rule’s application did not confuse the division of property amongst
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Neirs. Nor did it create undue problems for executors. What we have in the pres-
eut carryover basis provision, on the other hand, is a complex muddle that no
- amounut of “clean-up” can sufficiently improve. The flood of reform proposals
presented during the 95th Congress indicates its serious problems, During its
consideration of the *Technical Corrections Act of 1977 this Committee compiled
a record of some 430 pages of criticisms and suggestions from interested mem-
bers of the public.

Our laws must be clear and straightforward both in word and application so
ax not to befuddle those for whom the laws are intended. Current law does not
moeet this test and should be repealed.

There has been much criticism about the unwieldy adjustments and exemp-
tions ineluded in the law. Included among those who have expressed concern
about the administrative workability of the carryover basis are David Hardee
and George Hauptfuhrer of the Committee on Carryover Basis in the Taxation
Section of the Awerican Bar Association, Arthur 8. Hoffman of the American
Tustitute of Certified Public Accountants, and John Butala, Jr., of the American
Bankers Association. The thrust of their argument is that determination of orig-
il purchase date and valne for personal property is in a large number of cases
speculative, Many people do not hold records of the original purchase value of
property they have inherited. Nor is it general practice to ascertain the tax basis
of yifts received. But such records hy the present law must be maintained and by
many people for whom that law will ultimately not apply. As no one can be cer-
tain if they will eveutually fit within the minimum basis requirements, especially
in light of inflation, it is in thefr interest to act as though they shall.

Assumng that the basis of each asset is established—and every item’s basis
must be established at risk of penalty—the executor of the estate must then wend
his way through an obstacle course of poorly defined exemptions and basis adjust-
ments to determine the potential tax on each asset, I will leave it to others ta
detail the enormous problems of computation. I must, however, emphasize that
this imposes a degree of fiduciary responsibility toward heirs which executors
niy be reluctant to shoulder. As Mr. John Butala, Jr,, of the Taxation Commit-
tee. Trust Division of the American Bankers Association, informed this Com-
mittee in October, 1977 :

“Perhaps the most fundamental objection to carryover basis is that it repre-
<ents an undesirable intrusion by the Federal Government in the administration
of estates, , .. The sale of assets to meet estate obligations is now significantly
impacted by tax considerations, and in many cases executors will be required to
make sale decisions involving substantial monetary consequences despite less
than adequate basis information. . . .

*. . . The total effect of the carryover basis law i« that a filuciary must now
«lash his way through an underbrush of tax complications to administer the
estate, ,z,\ml even a routine estate now requires the assistance of a professional
expert,

Executors have always had the formidable problem of determining which hefrs
are due which assets, but the situation is now exacerbated by the carryover provi-
ston in that it will make allocation of assets of equal fair market value dependent
on their bases. The result will be a barrage of disputes among the heneficiaries
and between beneficiaries and executors as to the proper distribution of assets,

The numerous administrative problems created by the carryover provision con-
tribute in part to the second reason I have offered for the bill's repeal. Carryover
baxix will raise the level and costs of taxation at a time when we need less taxa-
tion. not more. The minority tax counsel to {his committee estimates that between
extate tax and income tax the tax rate in some cases conld be as high as eighty
pereent. These might be the exceptions. but in any event the carryover basis will
cost the taxpayer over $1 hillion at the present minimum basis or $746 million at
the newly proposed minimum basis,

The amount paid in taxes does not, however, give the full picture of the costs
of tlie carryover basis, The legal fees incurred by dixputes resulting from imple-
mentation of the carryover basis must he considered. Another by-product will
e the additional expense incurred by executors in the difficult search for preof
of basix, not to mention the man-hours necessarily spent in adjustment computa-
tions, Whether it be as a direct result of increased baxis or as indirect legal costs,
I do not believe that any rise in taxpayer costs is proper at this time.

The impact of this new tax provision should not he viewed in merely monetary
terms, nor so'ely in its application to the individual taxpayer. Every law has a
~ocial impact which must be considered. One of the reasons given for seeking an
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alternative to th2 earlier stepped-up basis provision was that its promises of
future tax rellef for one's heirs Kept prospective decedents from selling their
property. This effectively locked-in the property for an indeterminable number
of vears and inhibited the flow of capital. The introduction of carryover basis
in no way solves that problems and may, in fact, perpetuate it. It encourages
heirs to hang on to inherited assets which have greatly appreciated in value, dis-
couraging any future sale,

A quite different result might occur for those whose liquid assets are not suffi-
cient to offset rising levels of taxation. In such cases the carryover basis would
work to exacerbate the problems involved in obtaining required funds. Two
specific areas of the economy warrant inspection along these lines. Most critical
to the welfare of this nation are the economic conditions under which our farmers
operate. A tax environment conducive to the strengthening of family farm busi-
ness is most desirable, But the application of carryover basis on agricultural
holdings may have quite the reverse effect. The National Milk Producers Federa-
tion, the National Cotton Council of America, the National Association of Wheat
Growers, and the Forest Industries Committee, among others, would, I am sure,
join me in expressing the fear that the carryover basis would work to break-up
the land. The only real asset of the majority of our farmers is in the land itself,
Because of the higher income tax liability imposed by the carryover basis rule
on inherited land, the need to satisfy estate tax or other debts would drive the
farmer to sell even more land than had been the case previously.

The timber industry, a land intensive industry which relies on generations of
growth to reach productivity. may sutter more than most the effects of carryover
hasis. With an already low return on investment, we can expect to see produc-
tivity shrink as the incentive grows to take land out of timber production. The
price of our newspapers, books, and furniture may rise accordingly.

Asx introduced in the Tax Reform Act of 1976. the carryover basis rule is a
sloppy. ill-defined and poorly thought-out concept. It has brought down a flood
of criticism and proposed reforms. But the problems inherent in the rule make
it unworkable, nad, I believe, in many ways any tax law maintaining the carry-
over rule would have effects on our economic and social life we do not dexire.

Senator Dore. T would also like a copy of my statement included
prior to the statement made by Treasury.

Senator Byrp. It will be published in full.

Senator Dore. That is a summary of it.

[The prepared statement of Senator Dole follows:]

STATEMENT OF SENATOR BoB DoLE

Mr. Chairman, I appreciate your efforts in calling these hearings today to dis-
cuss the fate of the carryover basis provisions adopted as part of the Tax Reform
Act of 1976. 1 know of no one else in the Congress who has demonstrated more
interest and more concern than the distinguished Senator from Virginta (Sena-
tor Byrd).

Mr. Chairman, under the law prior to the Tax Reform Act of 1976, the basis of
inlerited property was generally “stepped up” or *'down"” to its value on the date
of the decendent’s death. Under the carryover basis rules, iowever, the bene-
ficiaries of an estate generally take a basis in the property that is the same as
the basis in the property as held by the decedent. The carryover basis rules are
complicated, unfair and in many cases will cause economic hardship. As the
sponsor of 8. 112—a bill to repeal carryover basis—I believe it is incumbent upon
Congress to eliminate the onerous and ill-conceived carryover basis rules,

COMPLICATED DISASTER

I believe that carryover basis is a complicated disaster. There is no gquestion
that the 1976 law is riddled with complexities that defy even the most sophisti-
cated tax technician. Even if the inordinate complexities can be eliminated.
which I doubt, there still remains many difficulties with carryover basis. First
of all, it is often difficult to prove basis. The _recordkeeping requirements and
the question regarding fiduclary responsibility shonld not be overlooked. Carry-
over basis also increases the relative tax turden. The impact of carry-
over basis must be examined from the standpoint of both death taxes and income
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taxes generated by the sale of assets to pay for estate taxes. The cumulative
effect of Federal estate tax, State death taxes, the federal and state income taxes
imposed upon an estate will often consume nearly all of the assets. The harsh tax
result that flows from selling assets to raise money to pay death taxes should not
be allowed to continue. I am afraid many small businesses and farmers will
suffer.

Mr. Chairman, you will remember that last year you and I introduced two bills
on carryover basis, 8. 2227 was translated into the three-year deferral amendment
that was adopted by the Finance Committee as an amendment to H.R. 6715, the
Technlcal Corrections Act, and again as part of the Revenue Act of 1978. The
Distinguished Senator and I also introduced S. 2228 which provided for many
administrative changes in the carryover basis rules. However, after careful study
of the matter and talking to groups across the country, I have concluded that
carryover basls is bad tax policy.

Mr. Chairman, the enactment of carryover basis was a mistake. Congress
should take the appropriate action to eliminate this error. I would urge the Senate
Finance Committee to move expeditionsly on my proposal for repeal,

Senator Dorr. Rather than take the time now, because of the number
of witnesses. I would like to submit questions to Mr. Lubick, The an-
swers can be provided for the record. I have some questions on the lock-
in theory. It seems since the 1978 tax act an lock-in argument has dis-
sipated somewhat.!

Senator Byrn. Certainly.

Mr. Lvnprer. We would be very pleased to reply to all your questions,
Senator Dole.

Senator Byrn. Thank vou, Mr, Secretary.

[The prepared statement of Mr. Lubick follows:]

STATEMENT oF Doxarp C. LUBICK. ASSISTANT SECRETARY OF TREASURY FOR
Tax Poricy

Mr. Chairman and Members of the Suheommittee. T am pleased to appear again
bhefore this Subcommittee to discuss the important income tax question of the
appropriate tax treatment of appreciated property passing at death.

THE TAX POLICY QUESTION

Refore the Tax Reform Act of 1976 the basis of property acquired from a dece-
dent was its estate tax fair market value. This rule is eommonly called “step-up”
in basis. The effect of step-up is to forgive forever the collection of any income
tax on appreciation that has accerued in property held by an individual at death.

The enactment of carryover basis hy section 20035 of the Tax Reform Act of
1978 has prompted volumes of comment that abscure the hasic income tax issue
carryover hasis was designed to address. It is appropriate, therefore, to begin
by identifring this issue.

To us the issune is not the workabhility of the 1978 carrvover rules—we shall
later in our statement elaborate changes that will solve the technieal problems
under the 1976 Act. The issue is instead whether income tax liability on gains
accrned by a decedent at his death are to he entirely and irrevoeahly forgiven.
The defenders of the pre-1978 step-up rule must make a case to justify going back
to that result. other than simply that it existed hefore 1976. The Administration
is commiitted to the principle that inenme tax on appreciaion acerued at death
should no be forgiven,

FORGIVEN IS UNSOUND INCOMFE TAX POLICY

As a matter of income tax poliey step-up is unsound for at least four reasons.

1. Horizontal and rertical inequity.—Step-up diseriminates arbitrarvily among
taxpayers and creates significant horizontal and vertical inequities. This can he
illustrated hy a simple example. :

Let us start by assuming that no estate tax is imposed on the transfer of prop-
-erty at death. Further, assume that on the same day two taxpayers. .\ aud B. each
honght shares of stock in the same corporation for £10.000. A and B declde to sell

1 See appendix B to thls hearing.
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when the stock is worth £110,000. Each would pay a capital gaius tax of 23 per-
cent on any recognized capital gain. .\ goes into his broker's office and sells his
shares. He walks out into the street and meets his friend B who is about to go
into the hroker's oftice 1o sell his shares. They engage in animated conversatiom
about what each will do with his net after-tax proceeds of $35,000 and fail to obh-
serve a speeding vehiele which strikes and Kills them both.

A sold is stock berore he died.! He realized a capital gain of $100,000 upon
which an income tax of §25,000 is due. His heir is left with $35,000 after the tux
is paid.

Company B, who has died before he could sell his shares. The shares pass to
his heir with a new basis of $110,000. B's heir to immediately sell the shares for
that price and pocket the entire $110.000.

Accidental, untimely death has eaused A's heir to receive $8100,000 and B's heir
to receive $110,000. The resuit gives an unjustafiable advantage to B's heir.

Some assert that the income tax problem so glavingly highlighted by the ex-
ample does not really exixt because the appreciation in the shares owned by B is
subject to estate tax. If this assertion is true, the net amount received after pay-
ment of both income amd estate tax should be the same for A's heir and Bis heir.

To test the assertion, assume that the shares or their proceeds in the estates of
A aud B are both taxed at a 30 percent bracket. A's estate after payment ot ju-
come tax hax assets of §85,000. After the further payment of $23.500 in estate tax,
A’s heir receives §59,500. On the other hand, B's estate has assets of $110,000.
When the shaves of stock are sold to pay B's estate tax liability of $33.000, B's
Leir receives $77.000, $17,500 more than that of .\, The combined income and
e:;.mte tax burden on B's heir is reduced by about 35 percent from the burden on
A’s heir,

This example demonstrates two basic facts. First, the estate tax and the in-
come tax are two separate tax systems, The estate tax applies to the transfer of
property, the income tax to the receipt of income. The estate tax is not a sur-
rogate for the income tax. [t applies to wealth accumulated after paywent of in-
come tax as well as to wealth that was not subject to income tax.

Second, the example demonstrates the disparate income tax treatment which
can occur solely due to the timing of capital gain recognition. Thus, step-up per-
niits those who ure able to accumulate wealth in the form of unrealized apprecin-
tion to pass on that wealth free of income tax. Those who have recognized capital
gains, as well ax salaried individuals, can pass on only that which is left after
income tax has been paid. Only the wealthiest of American taxpayers are in a
position to live comfortably solely on dividends, rents and interest derived from
appreciating assets they are rarely forced to sell. No policy justifies granting
this segment of society an income tax advantage over the vast majority who are
not in this enviable and privileged position.

This is not an extreme or hypothetical sitnation. Any tax practitioner ecan
recite from his own experience instance after instance of advice by him to his
clients to retain assets that would otherwise be sold primarily to secure forgive-
ness of income tax at death.

Several recent court decisions demonstrate the magnitude of the problem., In
Lstate of Darvid Smith? the Court found the value of scrap metal owned by the
decedent to be $2.7 million. Its basis was almost zero. Under step-up, virtually
$2.7 in appreciation passed to the decedent’s heirs free of income tax. In Esfate
of‘ Henry,® the taxpayer made gifts of marketable corporate stocks totalling $6.7
million with a basis of $115.000. The untaxed appreciation was almost $6.6 mil-
lion. In Owen v, Commissioner,* the taxpayer gave marketable American Express
Compa'ny stock worth §5.2 million with a basis of $1.200. Virtually the entire
$5.2 million passed free of income tax. In Bradford v. Commissioner?® properiy
\\'grgh $2 million with a basis of §283,000 was the subject of the gift, Over $1.8
million of appreciution passed income tax free. In Johnson v. Commissioner? the
property given was worth $500,000; its basis was $10,800. .Almost $190,000 of ap»
preciation passed income tax free.

s l‘gl;(;:;'egurposes of illustration the technical question of when sale of stock s complete
£67 T.C. 630 (1972), Afr'd 510 F.2d 479 ir. 1975). cert, .S. 827,
' 6a b G oag H18TR). (2d Cir. 1975). cert. denled 423 U.S. 827
¢ T.C.M. 1978-51,
B70 T.C. 584 (19718,
€495 F.2d 1079 (Gth Cir. 1979).
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This phenomenon is not restricted solely to those with inherited wealth, As
noted in a recent article in Fortune magazine, “there are dozeus—perhaps eveil
hundreds—of individuals who have amassed fortunes of $50 million or iuore in
privately held companies.” 7 As the article shows, the initial investinent in these
enormously successful enterprises is nominal when compared to their current
worth.

The impact of forgiveness of income tax at death is more significant as estate
size increases. Table 1 demonstrates how estimated appreciation rises as a per-
centage of the gross estate as estates increase in size.

TABLE 1.—APPRECIATION AS A PERCENT OF GROSS ESTATE BY SI1ZE OF GROSS ESTATE (1979 LEVELS)

Appreciation including personal Appreciation excluding personal
residence residence
. Gross As a percent As a percent
Size of gross estate estate Amount of gioss Average Amount of gross Average
(thousands) (millions)  (millions) estate  per return  (millions) estate Jer retuen
$25,183 $4, 386 17.4 $18, 000 $3,242 12.9 $13, 300
3,219 633 19.2 35,500 479 14.6 27,200
9,037 1,800 19.9 48,200 1,375 15.2 36, €00
9,215 2,013 21.8 , 000 1,609 1.5 66, 300
9,774 2,280 23.3 158, 500 1,888 18.3 131,300
7,082 1,739 24.6 335,100 1,459 20.6 281,110
3,179 821 25.8 2, 400 722 2.7 547, 400
3,101 812 26.2 990, 200 708 22.8 863, 400
3,057 833 27.2 1,876,100 752 24.5 1,693,700
3,365 1,153 3.3 7,161,500 1,114 33.1 6,919,300
76,284 16, 470 21.6 47,700 13,347 17.5 38,600

So.rce. Office of the Secretary of the Treasury, Office of Tax Analysis.

In fact, over 75 percent of appreciation is found in estates of over $175,000,
which comprise less than 4 percent of decedents dying annually.

2. Revenue loss.—Step-up results in a signiticant revenue loss. Under step-up,
an estimated $20 billion in accrued appreciation passes untaxed annually. The
income tax on this $20 Dbillion is not just foregone in the year of a decedent's
death. It is permanently and irrevocably forgiven.

3. Econoniic distortions.—Step-up also creates serious adverse economie effects,
The opportunity entirely to avoid income tax on appreciated assets by hold-
ing those assets until death distorts capital mobility by inducing individuals
to retain assets solely to obtain this benefit. The inducement to hold assets to-
avoid the payment of income tax is referred to as “lock-in”.

1t is almost impossible to quantify the amount of wealth that is “locked-in".
This is because “lock-in” is a negative phenomenon. It occurs when sales other-
wise dictated by sound investment strategies do not occur. Of course, the de-
cision not to sell may involve other considerations which cannot be separated
from tax-induced “lock-in". Nonetheless, to the extent the income tax system
can be said to cause “lock-in”, step-up is a major source of that “lock-in”. Those
whose estate planning takes step-up into account, and plainly this includes many
elderly taxpayers and most taxpayers with large accumulations of unrealized
appreciation, will inevitably find their decision: whether to hold or sell affected
Ly this provision.

Congress in 1978 relied upon revenue from higher sales volume to justify
Increasing the capital gains exclusion to 60 percent, The “lock-in" effect of step-
up will undermine the goal of the reduced capital gains rates enacted by the
Revenue Act of 1078. The purpose of the reduced capital gains-rate was to
unlock capital in the forin of unrealized appreciation in assets that were not
being sold because of the allegedly excessive tax burden imposed on the sales
proceeds. This goal will not be met if taxpayers have the opportunity to avoid
tax entirely by holding appreciated property until death.

“Lock-in” can best be reduced by treating death as a recognition event. If
unrealized appreciation were taxed at the current long-term capital gains rates,
a significant amount of the “lock-in” effect would Le eliminated.

7 "In Search of the Elusive Big Rich", Fortune February 12, 1979, 12.
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As to “lock-in”, carryover basis is a second best approach. It somewhat re-
duces the “lock-in" effect for investors concerned with estate planeing, since
complete forgiveness is eliminated. However, if the property continues to ap-
preciate in value, the capital gains tax would be greater when the heirs con-
sider selling, and then their “lock-in” would be somewhat increased. Thus,
“lock-in" would be decreased for some but increased for others. The net effect
on aggregate “lock-in” cannot be determined fairly.

4. Disparate basis treatment for lifetime gifts and accerued but unpaid inconte
items,—Carryover basis for property acquired by lifetime gift has been the law
since 1921, Similar treatment has existed since 1942 even in the case of property
passing at death that consists of compensation, pension berefits and unpaid
installment obligations from the disposition of property. Yet, most property
acquired by gift at death received a new hasis. Lifetime and deathtime transfers
should be treated similarly for income tax basis purposes.

THE SHORTCOMINGS OF FORGIVENESS ARE NOT NEWLY RECOGNIZED

The case against forgiveness on the grounds of inequity, revenue loss, adverse
economic effects and structural inconsistency is overwhelming. It is not surprising
that these deficiencies have long been recognized and that a number of responsible
proposals to cure the problem were suggested prior to the 1976 Act.

In 1963. while proposing that the gain on the transfer of a decedert’s assets
at death be subject to income tax at that time, Secretary Dillon stated:

The prospect of eventual tax-free transfer of accrued gains with a stepped-
up basis equal to the new market value . . . distorts investment cholces and
frequently results in complete immobility of investments of older persons.. ..
The reduction in capital gains rates alone would not effectively deal with
the lock-in problem. fWithout this broader, more equal capital gains tax base,
there wanld be no justificatian for Inwering capital gains tax rates.®

White President Kennedy’s 1963 proposal was not adopted, the House Ways and
Means Committee did at ore point tentatively adopt carryover basis as a solution.

The 1969 Treasury Department Tax Reform Studiez and Proposals also in-
cluded a proposal to subject to income taxation the appreciation in the value of
assets transferred at death.” The proposal was addressed to the following
deflcienclies of step-up.

[Iinequality in the income tax treatment of people who accumulate their
estates out of currently taxable income as compared to those who accumulate
estates by means of unrealized capital gains.

At least £15 billion a year of capital gains fall{ing] completely outside the
income tax system.

[Ulndesirable economic effects because of the resulting “lock-in” effect.’

Br 1976, Congress was prepared to address the issne. Forgiveness was repealed
and carryover basis was subsituted, effective for estates of decedents dying after
1976, The reasons for change were:

Present law [step-up] resnlts in an unwarranted diserimination against those
persons who sell their property prior to death as compared with those whose
property is not sold until after death. Where a person sells appreciated property
hefore death, the resulting gain is subject to the income tax. However, if the sale
of the property can be postponed until after the owner's death, all of the
appreciation oceurring before death will not be subjeet to the income tax.

This discrimination against sales occurring hefore death creates a substantial
“lock-in” effect. Persons {n their later yvears who might otherwise sell property
are effectively prevented from doing so because they realize that the appreciation
in that asset will be taxed as income if they sell before death, but will.not be sub-
jeot to income tax if they hold the asset until their death. The effect of this “lock-
in"” effect is often to distort allocation of capital between competing sources.™

A problem of substantial magnitude existed under stepup. the problem had
long heen recognized and it was resolved in an acceptable manner thirough the
enactment of the carrvover basis concept. Technical problems with the statutory
prm‘tislons that have surfaced since enactment shonld not oliscure this achieve-
ment,

*Hearings on President’s 1983 'I‘at Megsage Before the House Comm. on Ways and
\roam Q8th Cone.. 24 Sess . 49 (1947
ST°.8. Dent. of Tressure. Tax Reform Studles and Proposals, f1st Cong., 1st Sess,
22 49 107-111. 331--340 (1969).
10 Ihid. at 231,
11 Honse Committee on Wavs and Means Renart. Fetate and Gift Tax Reform Act of
1976, H. Rep. No. 94-1380. 94th Cong., 24 sess., 36-37 (1976).
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TIIE ARGUMENTS FOR STEP-UP FORGIVENESS

The 1976 repeal of step-up prompted a Iarge volume of comment, It is important
to examine carefully the substapnce of this comment to identify legitimate
questions.

1. Death i3 a “tax loophole”.—The assertion has been made that those who
favor repeal of step-up view death as a “tax loophole,” The issue is whether prop-
erty which passes at death should be treated the same as property which passes
inter rivos. It is not true that the repeal of step-up discriminates against people
who sold property until death. Deferral of taxation aside, it simply places thuse
individuals on an equal income tax footiug with those who have not accumulated
wealth in the forn of unrealized appreciation and held it until death.

2. Repeal of step-up 1will result in @ new tux.—Sowme assert that the repeal of
step-up constitutes a new tax. This is untrue. There is no new tax imposed if
step-up is repealed; rather certaiu property on which deferred income tax was
forgiven now becomes subject to that tax. This is not a semantic point. As the
Chairman of this Subcommittee stated in a recent address before the New York
State Bar Association, “tax laws should apply equally to all taxpayers.” When
they do not, they should be changed. Forgiveness results in taxpayers who have
sold property before death being treated differently than those who did not, The
result is unequal application of the laws.

3. Tle expectuncics of those who relied on step-up must be protected.—It is
alleged that the repeal of step-up dashed the expectations of those who relied
on that provision in making investment decisions. The answer to real, and not
imagined, difliculties regarding expectations that should be protected lies in
appropriate transition rules. The original carrrover basis provision in H.R. 14844
contained no transition relief. T'o protect Jegitimate expectations, the transition
rule, known as the “fresh start’ adjustment, was added by the Conference Com-
mittee. If that provision does not achieve its intended purpose, it is appropriate
tu reexamine it and make necessary modifications. But it is totally inappropriate
to retain step-up forgiveness because the transition rule may require adjustment.

4. Repeal of step-up resgults in taxr on inflation gains only.—Some assert that
step-up should be retained because much of the appreciation that would be sub-
ject tu tax under an alternative system is attributable to inflation. The amount
of appreciation involved in the gifts of property noted in the cases cited earlier
demonstrate that this is not the case. There is no way that inflation can account
for increases in value of that magnitude. But even if it were true, the simple

-example of A and B provides a total response. Each was eqnally affected by
inflation and yet the heirs of each receive different amounts. While the effects
of inflation are a matter to which the Administration is devoting considerable
attention. it is neutral in this context.

5. Dcath is an inappropriate time to impose income tar.—Some of the comment
over repeal of step-up has as its core the notion that it is inappropriate to treat
the involuntary event of death as an income tax recognition event. This argu-
ment does not lead to the conclusion that forgiveness is correct. Rather, if ac-
cepted. it would lead oue to adopt carryover basis. This is because under a carry-
over basis systemn no income tax is imposed until an appreciated asset is old.
Moreover, the argument ignores the fact that death is one of the few times an
acconnting of wealth is made for tax purposes,

6. Repeal of step-up is unnecessary because unrealized appreciation is subject
tn estute tar.—As T noted earlier, some assert that it is not necessary to subhject
unrealized appreciation to income tax because that unrealized appreciation is
included in the decedent’s estate and is subject to estate tax. This argument is
rebutted by the simple example of A and B, one of whom sold his assets befure
death and the other who did net.

It has heen suggested that, to the extent the argument against step-up forgive-
ness involves concern over the revenue loss attributable to the %20 billion of un-
realized appreciation passing untaxed annually, the solution is simply to raise
estate tax rates. However. there is nothing like the uniformity in the ratio of
appreciahle assets to estate size, between taxpayvers having the same estate
size, that would be required hefare consideration could be given to substituting
an estate tax increase for repeal of step-up.

A simple increase in estate tax will not result in fairness for income tax pur-
poses hetween estates of the same size,

If it is heligved that carryvover results in too great an overall tax hurden,
it would be fairer to lower estate tax rates for all estates than to forgive income
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tax liability. If the Subcommittee desires, we would be happy to work ‘th it
to analyze this question. But the question of overall tax burden cannot per-
mitted to obscure the bhasic issue forgiveness raises: the equitable income tax
treatment of those who have realized gain prior to death as opposed to those
who have not.

7. Carrynver hasis or subjecting unrealized appreciation to graduated income
tar rates at death is regressive—The Committee may hear testimony that the
1976 carryover basis provision is regressive by estate size. A basis adjustment
is made to account for the fact that estate tax has been paid on property that
has heen valued without taking into aceount the contingent income tax liability
on unrealized appreciation. Because of this basis adjustment the increase in
overall tax for a given amount of appreciation will decline as the size of the
estate increases, This is said to be regressive.

It is, of course, true that for estates in the 70 percent bracket, forgiveness of
inenme tax only lets the heirs keep 30 cents for each dollar of income tax that is
avoided while in the 40 percent estate tax bracket the advantage of step-up for-
eciveness is 60 cents on the dollar. Carryover merely eliminates the advantage to
tl:e extent it exists. 'There is no more regressivity here than in the allowance of
a deduction for administration expeyses that is worth 70 cents on the dollar to &
very large estate and nothing to a very small estate. Yet the dednction is
necessary to measure the estate transferred. The adjustment simply assures that
the estate tax applies to the correet transfer tax base, the gross estate less the
amnunt of acerued income tax liability.

R, Any system other than step-up cannnt work because proof of basis problems
are insarmountable.—This subcommittee has previously received testimony and
submissions to the effect that no system which relies upon the need to determine
the hasis of assets transferred at death can possibly work. The assertion is that
eith r taxpayers do not keep adequate records of the acquisition cost of assets
during their lives or if they do, those records somehow disappear at death,

This problem did not deter Congress when it first enacted the income tax. The
hasis of property held on March 1, 1913 was its value on that date or historical
cost and the income tax system managed to work. The Canadians adopted a
similar basis rule when they first treated gifts and deathtime transfers as recog-
nition events. Their system has not posed significant basis determination ques-
tions, 3oth Canadian governmment authorities and private practitioners inform
us thar the issue of proof of basis has not even been a matter of public discus-
sion. Moreover, earryover of hasis has not caused significant difficulties for prop-
erty transferred by gift or items of income in respect of a decedent passing at -
death, These carryover provisions have existed since 1921 and 1942 respectively.
No1 etheless, we understand that the American Bankers Association. and per-
haps others, will submit a number of actual cases in which, during the period
careyover basis appeared to be in effect, executors had diffienlty determining the
bhasis of assets. We look forward to examining this report so that we can deter-
mine independently the scope of this problem and suggest appropriate solutions.

Notwithstanding the data which may be submitted, several fundamental points
are relevant. First is the necessity of recordkeeping to provide for the case of a
lifetime sale or other disposition of property. Second is the question of the types
of ascets for which it is reasonable to assume taxpayers retain cost records.
Third is the standard to which taxpavers who acquired assets prior te the
eifective date of any new system should be held. Once these three issues have
een examined it is possible to design a system which takes into account legiti-
mate record keeping problems.

Under our income tax system (and for gift tax reporting purposes), an indi-
vidual who acquires property should retain cost basis information. That infor-
mation will be relevant if that property is sold or given away. Even under step-
up forgiveness, records were unnecessary only if a taxpayer knew with ahsolute
certainty that the particular asset would be held until death. Since most tax-
payers pay for assets they acquire. and all taxpayers are interested in reducing
tax on sale, it is in their interest to retain or obtain cost records. Otherwise
secondary evidence will be needed to establish some basis or the entire sale price
will he taxable.

We helieve most taxpayers recognize this and do retain cost records for most
assets. Whether those records are readily accessible or in a form which conld
be understood by others is a different question and one to be examined in the
context of transition relief. However, it is simply not true that the vast majority
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of taxpayers of this country fail to keep records as to the acquisition cost of
the ast majority of assets they acquire, especlally investment assets held by the
wealthiest 2 percent of taxpayers.

The proposition that record keeping problems should control whether tax is
itiposed on an otherwise clearly taxable event would, if carried to its logical
extreme, mean that only “easily measurable” income should be taxed. It also
imiplies that the determination whether income is “easily measurable” rests en-
tirely with the taxpayer. Thus, the taxpayer can, in his own discretion, control
whether sufficient records exist to determine his income tax liability. If he fails
to maintain records, income becomes hard to measure and hard to measure in-
come is not subject to tax. Forgetfulness should not be blessed with forgiveness.

Records regarding the nequisition cost of closely held corporation stock may
be difficult to find but should he capable of reconstruction. In the case of part-
nerships and subchapter S corporations past income tax returns will provide
baxis information. For those who are engaged in =ole proprietorships, past income
tax returns will show the basis of depreciable assets.

If acquisition cost records do not exist with regard to investment real estate,
it is usually possible to recreate or estimate basis by a number of methods.
IFor exaniple, many deeds state the purchase price of real estate. 'Transfer tax
stamps or local property tax assessments may also provide guidance, The hasis
of marketable securities can be estitnated by reference to market quotations
on or about the acquisition date.

We recognize, however, that record keeping problems do exist with regard
to certain types of assets and that it is necessary to address these problems
in designing appropriate relief. For example, many taxpayvers may fail to retain
records of the cost of items of tangible personal property such as furniture,
clothing, collections of nominal value and the like. Many taxpayers also fail
to keep accurate records with regard to improvements to personal residences.

ProMems with records for property acquired prior to the effective date of
the repeal of step-up must be distinguisxhed from problems which may occur
thereafter, Congress must assume that any justification for failure to keep rec-
ords disappears once taxpayers are on notice that assets acquired after the
effective date are subject to the new statute. Step-up cannot be retained just
becansze there are fears that taxpayers will not keep records,

Therefore. the record Keeping problem the Subcommitee should focus upon
is that of basis information for assets acquired prior to the effective date of
the repeal of stepup. Our experience under the income tax when originally
cnacted and the recent experience of the Canadians indicate that this should
not he a serious problem, Moreover, the problems that do exist should be
alleviated by the “fresh start” concept adopted in 1976,

Tnder this approach, the hasis of property in the hands of an leir is the
creater of historical cost or value on December 31, 1976. Two rules exist to
determine value on December 31, 1976, If the property was a marketable secu-
rity. the value is the market quotations. The December 31, 1976 value of all other
property is determined by pro-rating appreciation from the date of acquisition to
the date of death on a daily basis and adding to the acquisition cost that
portion of the appreciation attributable to the holding period prior to Decem-
ber 31. 1976. However, under the 1976 rules, the fresh start adjustment is avail-
able only for purposes of determining gain. Thus. historical cost is also impor-
tant beeanse it is the only basis upon which a loss may he recognized.

Under this system of transition relief records play an important role. How-
ver. a few simple changes should resolve the record keeping problem for the
vast majority of taxpayers. For example, consider the following. The present
{10,000 personal aud honsehold effects exclusion wonld he increased to £50.000,
property suhject to the exclusion would he expanded to include tangible per-
sonal property which was a eapital asset in the hands of the taxpayer, and

_exeluded assets would he determined in ascending order of value as reported

on the decedent's estate tax return. The basis of property acquired prior to the
effective date would continne to he the greater of acquisition cost or the fresh
start valne but the fresh start value would he available for determining hoth
aain and loss. Fresh start value for marketable seenrities wounld be the market
quotation on the relevant valuation date. Certain classes of property the value
of which wiil not increase after the valuation date {such as notes or selected
types of preferred stock) wonld be treated like marketahle securities for this
purpose. All other property wonld have the fresh start value determined by
use of a generous formula starting with estate tax value and assuming annual
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appreciation of 6 percent, subject to a minimum i{n any case of 25 percent of
estate tax value, That is, the fresh start value would be determined by dividing
estate tax value by a number from a table which would contain the appropriate
discount rate. The discount back formula would replace the present time
apportionment method.

In this cystem, historical cost is relevant only if it exceeds fresh start value,
It is not néeded to determine fresh start value as is presently the case.

It is true that historical cost may exceed fresh start value and executors may
still feel pressured to find historical cost. In the case of almost all property,
ho vever, it should be possible for the executor to make an educated judgment
as to the likellhood of historical cost exceeding fresh start value. Where that
is probable, we also believe satisfactory information to recreate basis will exist.
However, if the Congress feels that finding historical cost, even sfter takiug
into account this generous fresh start rellef, is still a burden it could simply
say that the basis of assets acquired prior to the effective date will be equal
to the fresh start value.

A solution such as that set forth above should eliminate proof of basis prob-
lems for the bulk of the examples which will be presented to the Subcommittee
for assets acquired prior to the effective date. As for assets acquired after the
effective date, taxpayers are put on notice of the need to retain basis records.
Special relief is provided for household effects and the like,

In short, we believe the proof of basis issue is a red herring. We agree with the
Special Tax Counsel to the Trust Division of the American Bankers Association,
Richard B. Covey, who stated in a recent article that objections to carryover basis
on the ground that proof of basis problems were so severe as to merit a return to
step-up were ‘“premature, at least until a reasonable trial period has passed.” *

9. Carryover bagis delays the probate of estates, inordinately increuses the cost
of estate administration and presents drreconciluble fiduciary conflicts.—The alle-
gation Is made that carryover basis, solely by introdueing a new concept to he
taken into account during estate administration, frustrates efforts of the probate
bar to simplify the administration of estates. It is true that any departure from
step-up introduces additional complexity. However, if the proposals we suggest
are adopted this complexity will not exist for 08 percent of the estates coming into
existence annually. The question is whether carryover basis unduly affects and
delays administration of the estates of the remaining 2 percent.

If our proposals are adopted. much of the anticipated difticulty and cost of
administration of carryover basis is eliminated. The aggregate cost of compliance
will be insignificant compared to the revenue it generates and the increaved in-
come tax equity it produces.

1t is also alleged that carryover basis improperly intrudes in estate administra-
tion by creating an entirely new set of considerations to be taken into account in
distributing assets to various beneficiaries. While by no means certain under
applicable state law, it is possiblethat a fiduciary may bave to take income tax
baxis into account in making distributions.

If this is an assertion that fiduciaries are incapable of administering estates
when they must take tax consequences into account, it is a curions one, Estate
planning and administration is replete with tax considerations. The tax literature
abounds with learned discussions of various minimization techniques. Entire:
books have been written on subjects such as the marital deduction. L.aw schools
devote cntire courses to estate planning and administration. Many wealthy ftax-.
payers, who also happen to be those who would be affected by the repeal of step-up,
often pay substantial legal fees to tailor estate plans to minimize taxation.

If this argument is premised on the fact that property with bases different from
estate tax value cannot be dealt with by fiduciaries, it is also rather curious. The
real world is complicated for those administering large estates. Fiduciarles must
alrcady make chofces which have hoth tax consequences and affect the net
amounts received hy beneficiaries and they are not clamoring to have these elec-
tions eliminated. For example, fiduelarier must decide whether to file a joint or
separate Income tax return for the year of the decedent's death : whether to claim
expenses as estate or income tax deductions ; whether to elect the alternate valua-
tion date: whether to elect special use valuation: whether to elect to pay estate
tax in Installments: whether to distribute property in cash or In kind: whether
to receive retirement benefits in other than a lump sum; the choice of a fiscal

“;'-'7(;‘)1wy and Hastings, “Cleaning up Carryover Basis,” 31 The Tax Lawyer 615, 693

"\
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year: whether to accumnulate or distribute estate income; which assets to sell and
how to reinvest the sales proceeds; when to settle claims and when to terminate
administration. Carryover basigs considerations do not materially add to these
decisions, Indeed, in the more sophisticated estate plans, decisions with regard to
the administration of formula marital deduction clauses make the alleged carry-
over basis problems p&le in significance.

THE CHOICES

I have previously stated that the Administration is committed to the principle
that income tax on appreciation in assets held at death should not be forgiven.
The choices as to how to tax this appreciation are two: treat death as a recogni-
tion event for income tax purposes or provide that the decedent's basis carries
over to his estate and heirs.

There are a number of principles that should be applied in making this choice.
First, the system should be as simple as possible consistent with the principle that
similarly situated taxpayers should be treated similarly. Second, the system
shontd intrude as little as possible in the estate administration process. Third,
where the system may produce hardships, such as liquidity problems, those issues
should be identified and dealt with in a fair manner. Fourth, the treatment of
lifetime and deathtime transfers should be the same.

Any systemn without step-up forgiveness is more complicated than a system
with step-up. There is no guestion that forgiveness is simple, There is no need
to determine basis and so long as an individual does not sell an asset, inacenrate
or nonexistent records present no problems.

However, this argument proves too much. Nontaxation is always the simplest
system and an argument as to simplicity can Le made with regard to almost
any taxing provision, including deductions or credits.

There is much to he said in favor of treating the transfer of property at
death as an income tax recognition event. It achieves parity between taxpayers
who sold property before death and thnse who did not, with tho<e who held
assets until death still retaining the advantage of tax deferral on unrealized
appreciation. Such a system could be more simple than carryover basis because
accounts would finally be settled at death. Alleged fidueiary problems encoun-
tered in taking into account potential income tax liability in connection with
the distribution of property to various beneficiaries would be eliminated. The
distortions of “lock-in” would be lessened. Finally, basis adjustments to account
for estate tax attributable to uncealized appreciation would he eliminated.

The Treasury Department helieves that treating a transfer at death as a
recognition event is an entirely acceptable solution to the step-up problem. We
have devoted considerable time over the last several months on the develop-
ment of alternatives to implement such a system, including an examination of
the two forms of “Additional Estate Tax” until recently favored by the Ameri-
can Bankers Association. If the Subcommittee indicates an interest in pursuing
this course, we would be willing to supply these materials when we have com-
pleted our work on them.

I have also indicated that, in concept. carryover basis represents an accept-
able solution to the forgiveness problem. However, we agree experience has
shown that the 1976 Act statutory structure could he improved.

Recognizing this, Treasury has made a major effort to meet with interested
professional groups and individuals to learn of their specific concerns and
their suggestions for change. We have received valuable assistance from the
American Tnstitute of Certified Public Accountants, the Trust and Estates Taw
Section of the New York State Bar Assoclation and individual members of the
Special Carryover Basis Committee of the Tax Section of the American Bar
Association, to name just a few. This hearing, we hope, will provide another
opportunity for the public to suggest to the Subcommittee and Treasury their
proposals for modifications,

At this time I should like to examine the complaints regarding the npera-
tion of the 1976 carryover hasis provision that have been registered with the
Subcommittee in prior hearings, and propose solutions to them. I shall divide
my discus<ion of these problems into three areas, the basic statutory provision,
the transition relief afforded by the fresh start adjustment and liquidity issues.

1. The Basic Statutory Protvigion
{a). The provizion is overbroad because it applics tn the estates of many
decedents who are not required to file estate tax returns.—We recommend that
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in general, carryover basis would apply only to those estates for which estate
tax returns are required. The basis for assets held by estates not required to
file Federal estate tax returns would be determined under step-up. Executors
of nonfiling estates would not, therefore, be coucerned with the basis of any
property included in the estate except, as under present law, items of income
in respect to the decedent. This change would eliminate approximately 98 per-
cent of decedents dying annually from the operation of carryover basis,

It has bLeen alleged that this change is purely a political expedient and that
subjecting only 2 percent of decedent's estates to carryover basis violates the
principle that the tax laws should apply equally to alt taxpayers. Carryover
basis will indeed apply to a small segment of decedents dying annually, hut
that small segment is the segment that owns more than 75 percent of all aj-
preciated assets.

An increase in the minimum basis from $£60.000 to 175,000 necessarily ac-
companies this proposal. Thus, the minimum basis assures that equality of tax
henefit is given to large estates as well as small. Moreover, we believe the
allocation of the minimum basis should be changed so that it does not depend
upon a formula. Rather, the minimuin basis would be allocated in the discretion
of the executor first to capital assets and then, if any minimum basis remainx,
to assets which would produce ordinary income in whole or part when sold
by the estate or heir.

The change in the allocation method will provide some measure of liquidity
relief in those instances where the executor must sell assets to meet estate lia-
bilities. It also eliminates the necessity to recompute the allocation of the entire
minimum basis if there is an audit adjustment to the value of the property in the
estate.

Minimum basis would be caleulated prior to the death tax basis adjustment.
This reverses the order of computation under the present provision. The mini-
mum basis will therefore constitute a floor to which the death tax adjustment
can be added rather than a cap as is presently the ease,

(b) The amount of the “personal and houschold cffcets” exelugion i8 ton small
and the term is ambiguons.—The present exelusion would be increased to $50,000.
To eliminate definitional ambiguity aund relieve executors of the task of choos-
ing excluded assets, the exclusion would be available to all items of tangible
personal property that were section 1221 capital assets of the decedent. Assets
subject to the exclusion would be selected in ascending order of value as shown
on the decedent's estate tax return. In addition to eliminating questions of
fiduciary choice, this expanded exclusion will solve the proof of basis problem
for many of those who own collections.

(c) The present death tar adjustments are unduly complicated, are compuied
by reference to an incorrect rate and require rccomputation for all assets if the
ralue of one assct i8 changed on audit.—A simplified single death tax adjustment
would replace the three separate but interdependent adjustments required under
present law, A percentage number would be taken from the estate tax rate table
and applied to each item of appreciated property subject to estate tax. The per-
centage to be applied would be tha highest tax rate to which the estate is subject
before any credits are applied. except that if an estate does not have at least
$50,000 of property subject to tax in that hracket the next lower rate would apply.

To illustrate, a taxable estate of $400.000 will be in the 34 percent bracket.
Each item of appreciated property equal to 34 percent of the appreciation in
that property. The total federal estate tax payable on a $400.000 estate, after
subtrateing the $47,000 unified credit, is $74.800, or approximately 19 percent of
the total estate. Yet, in this case, the adjustment would be 34 percent. Under the
1976 Act provision, the 19 percent average tax rate would have been used.

Where an estate is nontaxable because of the unified credit, an adjustment,
based upon {he estate tax rate schedule would nonetheless be allowed. The allow-
ance of an adjustment in this case permits an ample adjustment for any state
death taxes.

No adjustment would be made where the decedent’s estate was not required
to file a federal estate tax return. In that case step-up will apply.

The move to a single death tax adjustment, computed at the highest marginal
estate tax rate, has been uniformly applauded as a major gimplifieation by all
with whom we have constaited, Indeed. Mr. Covey. has commmented :

“, . . The Treasury approach . . . is commendable and a major step towards
simplifying the complex and defective section 1023 (c¢) and (e) adjustments.
When comhined with the proposed $175,000 minimum basis and with a compu-



27

tation of minimum basis before rather than after the adjustment for estate tax
on appreciation, a fair overall result is achieved even though no direct adjust-
ment is given for state death tax. In effect an adjustment is given for state and
foreign death taxes in amounts equal to the section 2011 or 2014 (or treaty)
credits because the marginal federal estate tax rate is a precredit rate.”

The proposal has been criticized, however, oun the ground that it does not per-
mit a basis adjustment for state death taxes that exceed the amount as a federal
credit, It is true that state death taxes in excess of the federal credit do unot
result in an additional basis increase. However, one would question whether
it is appropriate to give a federal tax adjustment for state taxes in excess of the
credit amount. Rather, if a state's death taxes are too high, the problem should
be resolved by the state. Moreover, the adjustment is computed at the highest
applicable marginal federal estate tax rate, and therefore way result in an over-
compensation because much of the estate has been subject to tax at rates less
than the highest marginal rate. In addition, the adjustinent is available without
regard to the amournt of depreciated property in the estate,

The most recent commentary of the American Bankers Association makes
much of the failure to adjust for state death taxes. However, Mr. Covey makes
the argument in opposition eloquently when he states, using New York as au
example, that:

“The understatement of the basis increase for the New York estate tax on
appreciation will most frequently occur when all of the appreciation is taxed
in only one rate bracket for federal purposes. To illustrate, for a taxable estate
in excess of $10 million with all appreciation taxed in the top rate bracket,
the basis increase on the Treasury approach is §70 for each $100 of apprecia-
tion while under an exact method the increase would be $75 for each $100 of
appreciation, If, however, the appreciation was taxed in two or more federal
rate brackets, the federal basis increase under the Treasury approach would be
overstated when compared with the result of an exact method. This point can
be seen by taking estates of various sizes which are all appreciation. In such
a case, the Treasury approach would cxceed the basis increuse under an eauct
wmethod until the tarable estate excecds $60,000,000. (Emphasis added)” ™

Mr. Covey goes on to state:

“Major simplification would be achieved under the Treasury approach because
the basis increase would in most cases not be *“suspended.” A change in the
increase would be required only if as a result of the audit of the federal estate
tax return the estate is moved up in a rate bracket,” *

While this adjustment is generous in most cases, this generosity does not sig-
nificantly affect horizontal equity, achieves a fair result and is consistent with
the principle that complexity should be avoided where it is possible to achieve
a comparable result in a simple manner.

(d) It is unnccessarily time consuming to require the death tar adjustment
(o be computed separatcly for cecry asset included in the decedent's estate.—
Nince the deathh tax adjustment is a single percentage, it is simple. Morcover,
the executor would be permitted to elect to average the basis of similar items of
property acquired at different times. For example, the basis of mutual fund
dividend reinvestment shares or shares of stock of the same corporation acquired
at different times could. at the executor's election. be averaged. The simplified
single death tax adjustment would then he applied to the average basis rather
than the acual basis of each share. This proposal would also simplify executors’
decisions regarding the distribution of appreciated assets. All similar property
would have the same basis and inherent gain would be the same.

(¢) Spceeial rules are needed for personal residences.—\We propose two changes.
First, if unused, the $100,000 personal residence gain exclusion would be availa-
Dle to the decedent’s ¢xecutor on an elective hasis as a positive basis adjustment,
without regard to the decedent’s age but with the consent of a surviving spouse
required. This would coordinate the 1978 Revenue Act changes with the carry-
over bhasis system. Second, an annual addition to basis (for example, $250),
would be permitted for personal residences acquired after the effective date of
the statute to account for improvemnents, unless a larger amount could be

i Covey and Hastings, “Cleaning Up Carryover Basis”, 31 The Tax Lawyer 615, 647
(197R).

W rhid., R47-648.

1 1bid., 648.
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substantiated in any year. This would mitigate the record keeping problem for
minor home expenditures.

(1) The present eaporting requirements are unduly dburdensome.—If the fore-
going proposals are adopted, basis information reporting would be required oniy
from executors of the less than 2 percent of estates subject to carryover basis.
Penalties would be assessed pursuant to a negligence standard only.

(@) The basis of carryover basis property remaing uncertain until that prop-
orty is disposed of in a transaction in which basis becomes relevant.—A procedure
wonld be created pursuant to which executors could achieve a filnal determina-
tion of basis, binding upon both the executor and the Internal Revenue Service,
at the time of audit of the decedent’s estate tax return. A number of the groups
with whom we have consulted have suggested that such a procedure is essential
to resolve basis uncertainties and simplify the long-term administration of carry-
over basis.

2. Transition Relief

(a) The fresh start rule applicable to nonmarketadble property poses insur-
mountadle proof of basis problems—This question was addressed earlier. To
reiterate, the discount back rule of the Revenue Act of 1978 would be applied
at a rate of 6 percent to determine the fresh start basis for all property held on
December 31, 1978 other than marketable bonds and securities. The application
of this formula could in no event result in a basis less than 25 percent of
estate tax value. The present formula which apportions appreciation ratably
on a day-to-day basis would be abandoned.

Historical cost would be important only if it exceeded the fresh start value.
If this is deemed to impose undue burdens on executors, the discount back
formula could be the sole method.

{h) The fresh start adjustment unfairly disoriminates against nonmarketadle
property, because ite fresh gtart basis can never exceed estate tar value.—It
is true that the fresh start value of nonmarketable property cannot exceed
estate tax value.

One solution is to provide a “national appraisal date” and permit the ap-
praiced value of property on that date to bhe its fresh start value. Congress
specifically rejected this alternative in 1976 and we think it was wise to do so.
Even if one believes in the veracity of appraisals, it is questionable whether alt
taxpayers should be put to the expense of obtaining such appraisals when it
is not clear that the appraised property will be held until death. Moreover, in
the real world, even contemporaneous appraisals are the subject of substantial
dispute. Tt is. therefore. reasonable to anticipate administrative problems when
tlie validity of an appraisal is examined many years in the future. These facts
lead to the conclusion that the appraisal technique is not appropriate. The dis-
connt back formula is a reasonable alternative.

Certain types of nonmarketable property would be treated as if they were
marketable securities for purposes of this fresh start rule. There are assets,
the value of which will not change substantially from the fresh start date to
the date of death. It is unfair to subject these assets to fresh start value de-
termination under a discount back formutla. Therefore, we propose that non-
convertible, nonparticipating preferred stock be given fresh start value equal
to its redemption price on the fresh start date,

In addition, the Secretary would be granted regulatory authority to devise
alternatives to the discount back formula for assets which will not substantially
appreciate in value after the fresh start date, such as nonmarketable notes, and
assets the value of which could be readily ascertained as of Decmeber 31, 1976
hy a method other than appraisal. An example of the latter is property subject,
on the fresh start date, to & binding buy-sell agreement that has the effect of
fixing estate tax value. The fresh start value would be determined by reference
to the formula set forth in the agreement.

(¢) The fresh start basis should be available for purposgses of both gain and
Inss.—Treasury agrees. This change would eliminate the need to retain records
of separate bhases for “fresh start” property.

(d) The fresh start adfustment should be calcnlated by reference tn estate
far valwve~—Again, Treasury agrees. Executors would not be required to estab.
lish date of death value as a computation base where the estate tax alternate
valnation date is elected,

8. I4quidity Issues
Crrryover basis itself does not cause liquidity problems. No tax is due in a
carryover basis system until carryover basis property is sold. No family farm
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faces a tax liability from carryover basis until the farmland is sold. If liquidity
problems exist, they arise because of the estate tax,

A large portion of the appreciated property held by estates is comprised of
marketable securities and investment real estate. In the case of marketable
securities there can be no liquidity problem. In the case of investment real
estate, the estate tax will be imposed on the value of the property net of in-
debtedness. To the extent investment real estate is subject to estate tax, the
net equity in the property should be sufficlent to secure a loan sufficient to
pay the estate tax.

Problems may exist where the investment property does not generate suf-
ficient income to service a loan. We would be sympathetic to proposals to pro-
vide additional liquidity relief in these situations where there is demonstrated
need.

Closely-held business interests and farms, which represent only % percent of
the value of assets reported on estate tax returns, pose a somewhat different prob-
lem. In the case of farms, special use valuation significantly reduces includible
value for estate tax purposes. Liberal estate tax deferral provisions provide an
opportunity to spread the payment of estate tax over 10 or 15 years for qualifying
farms and small businesses. Finally, section 303 provides an opportunity to have
closely-held stock redeemed at reduced capital gains rates. The combination of
these provisions provides a significant measure of relief. However, we are willing
to explore additional liquidity relief solutions for farms and closely-held busi-
nesses that will reduce or defer the payment of income tax on assets sold to pay
estate tax,

CONCLUSION

The basic Issue before this Subcommittee is the fairness of an income tax sys-
tem which forgives income tax on appreciated assets passing at death. Forgive-
ness is unsound income tax policy. Those who would return to step-up should
Justify that step. They cannot be allowed to use technical complexity as a ra-
tionale. Technical problems can be solved.

It is the Administration's firm position that unrealized appreciation in property
held at death cannot be permitted to escape income taxation, Either carryover
basis or treating death as an income tax recognition event is acceptable.

We look forward to hearing the testimony of those individuals who will appear
before you and to reading the written submissions of the others. We hope you will
permit us to respond for the record to the testimony you will hear today and
next week. To that end I ask that you hold the hearing record open for an addi-
tional two weeks to enable us to prepare that response.

Senator Byrp. The next witness is Mr. John P. Simpson, Deputy
Director, Economic Policy Analysis and Budget. Now, Mr. Simpson,
who is taking the place of Mr. Kenneth Farrell, was supposed to share
the time with Secretary Lubick. How long is your statement, M.
Simpson ?

Mr. Simrson. It is about six pages, Mr, Chairman. I can read it as
fast as T need to.

Senator Byrp. Youn were to split an allotted time period with the
Treasury Department,

Mor. Sixpsox. Tf you like, Mr. Chairman, I will simply ask that this
be inserted in the record and I will answer questions.

Senator Byro. Why do you not summarize your views. You may have
20 minutes, but you were supposed to have arranged with Mr. Lubick
to allocate time between the two of you. If you could summarize, it
would be helpful. I did not realize when the hearing was called today
that the Treasury would not have specific legislation, or T would not
have called the hearing today. So you do not now have anything on
which to testify.

Are you testifying for or against something?

Mr. Siaresox. Tshould sa ¥, Mr. Chairman, that we are not here today
so much to testify for or against something as simply to point out the
particular implications of different approaches to calculating capital
gains on American agriculture.

43-465—79——3



30

Senator Byro. But we have no bill here on which you can testify,
unless you want to testify on Senator Dole’s bill to repeal carryover
basis.

Mr. Simpsox. No, sir. .

I can present the statement I have, Mr. Chairman, or I can sum-
marize our position, probably in 30 seconds, or I can come back later.

Senator Byrp. Why not take about 5 minutes and give your views or,
if you prefer, go ahead and give the whole statement.

Mr. Simpsox. Let me read it quickly.

STATEMENT OF JOHN P. SIMPSON, DEPUTY DIRECTOR OF ECO-
NOMICS, POLICY ANALYSIS AND BUDGET, U.S. DEPARTMENT
OF AGRICULTURE

Mr. S1apson. We do appreciate the opportunity to be here. Although
the carryover basis for taxing gains is not solely the concern of agri-
culture interests, it is of special concern to the agricultural community
and to the Department, and so we are pleased to be part of these hear-
ings. .

Our purpose here today is not. as I said, to testify on the details of
the provistons that you are considering, but rather simply to provide
some background on the impact of these tax provisions on the struc-
ture and health of the agricultural economy. So it is the long-term via-
bility of the total family farm structure and all of the participants—
large and small, those who have farmed for many years, and even for
generations, as well as for those who are just entering farming—with
which the Department of Agriculture is concerned.

Tax policies directed at the broader economy impact the farm econ-
omy as dramatically as any other government action, including our
farm programs. These policies can act as an incentive or a deterrent to
nonfarm investors contemplating investing in the agricultural plant.
And. of course, they can influence farmers’ investment or divestment
decisions, and they can provide an unintended benefit, and therefore
competitive advantages. to certain classes of farmers. I think the Tax
Reform Act of 1976 illustrates amply how this ocenrs.

One of the objectives of the Tax Reform Act of 1976, as T understand
it, was to rednce the trend toward greater concentration of business and
farm ownership into fewer and fewer hands. Yet among the chief pro-
visions of this act is a change in the method by which real property in
an estate that is devoted to farming or other closely held business is
valued for estate tax purposes. That change would allow farm prop-
erty to be valued on the basis of its use as a farm, rather than on the
basis of its fair market value.

Another provision allowed for a 15-year extension of estate tax pav-
ments for estates largely attributable to farm or other closelv held
bus]lposs, replacing the 10-year extension which had been provided
earlier,

The overall effect of the two special farm estate tax preferences is
to reduce substantially the estate tax on qualifving farm estates, T think
the most important of the two will probably be the use valne assessment,
provision. Although the exact amount of estate tax reductions will de-
?_ond on the size of the estate and its comnosition, our economists he-
ieve that the use value assessment can reduce farmland value by 40 to
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70 percent for estate tax purposes. Of course, qualifying estates in ur-
ban fringe areas may be reduced even more.

The new installment method provided in the act is nearly as bene-
ficial. If the value of the farm or other closly held business property
constitutes at least 65 percent of the adjusted gross estate, then tha
period over which the tax liability may be paid is extended to 15 years
and the interest penalty on the first $1 million of property is 4 percent
rather than the market rate,

Of course, it is obvious that a subsidized interest rate over such a
protracted period of time is quite advantageous to heirs of qualifying
estates.

The combined effect of these two special farm estate tax preferences
is likely to be sufficiently great that the Federal estate tax could largely
disappear as a factor in the intergenerational transfer of farm estates
of under $1 million in value.

Both of these changes tend to help bona fide farm families, particu-
larly farms with limited liquidity, to cope with estate taxes and to
retain possession of their farms. And because maintenance of family
farms 1s a major objective of this administraion—and I belictve. to n
great extent, it is a bipartisan objective—we regard these changes of
having been desirable strictly from the standpoint of promoting:
agricultural land retention.

But it is important to recognize that the ancillary effect of these
changes is to foster accumulation or protection of assets in the hands
of existing owners.

A third provision of the Tax Reform Act of 1976, and the one witle
which we are concerned today, was the revenue increasing provision
which was designed to counterbalance the revenue concessions provided
by use valuation and deferred estate tax payments,

Prior to the Tax Reform Act of 1976, the tax basis of farmland was
“stepped up” to current value at the death of the owner. Consequently,
in any subsequent sale by the heirs, capital gain was calculated from the
time of the death of the previous owner and any gain in the value off
the property resulting from appreciation, or reinvestment of corporate
earnings, during the life of the previous owner was excluded from
taxation.

The Tax Reform Act of 1976 substituted the carryover basis in
place of the stepped up. Rather than a new value basis for capital gains
purpose being established at death, the old basis is adjusted and re-
tained until the assets are sold, so that although a farm could still he
passed from generation to generation without capital gains being paid
on it, when the farm is finally sold, capital gains must be paid on the
entire accumulated increase in value.

Under both the stepped up and the carrvover provisions, farmers
and other owners of property which has appreciated in value have a,
strong incentive to refrain from sale of these greatly appreciated
assets. The aversion to large capital gains taxes does discourage the
realization of the appreciated asset value through sale.

This lock-in effect is of little concern to the family which is i
farming and intends to stay in farming. Tt is of keen interest. how-
ever, to the investor for whom farmland is simply another attractive
investment opportunity.

We have gone through a time in our history, and are going throngh
a time, when farmland in the United States has more value as an in-
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-vestment asset than as a productive asset. Since 1970, average farm-
land value across the United States has more than (loublcd- in some
areas of the Midwest, it has tripled.

The impact on the structure of agriculture of the attractiveness of
farmland as an investment over other kinds of investments in the
economy is not quantifiable. ITowever, over the long run, land price
inflation such as we have experienced in recent years tends to cause
farmland to be bid away from smaller working farms to the more
highly capitalized larger farms and nonfarm investors. The extent
-to which tax laws make farmland a way to shelter wealth for inter-
generational transfer purposes. even if of benefit to some farmers. alo
increases the value of farmland as purely an investment asset and will
therefore contribute to rising farmland prices and to the increasing
_concentration of farmland in the hands of larger, wealthier farmers
and nonfarm investors.

The combination of higher land prices, increasing average farm size
and low rate of turnover have established a barrier to potential farmers
who have not inherited lavge farms. Today’s entrants need substantial
funds to establish a competitive operation. To the extent that persons
inheriting farm property can escape taxation on the appreciation of
farmland they have greatly improved their equity position. and use of
this larue omutv plO\.l(lt‘s established farmers a substantial compe-
titive adv mt‘wo in btdding for available farmland. Largely as a resnlt
of this. about three-fifths of the land changing hands has been an
addition to existing farms. Over time. ownership of farmland. or any
other form of wealth, will become concentrated in fewer and fewer
hands if an opportunity is provided. literally once in each generation,
to escape ent 1101\ from taxation on appr eciation of assets.

Our concern is not to force farm sales but rather to eliminate a
svstem which precludes farm sales and which leads to further concen-
tration of farm ownership. Our goal is to move toward a system which
treats agricultural taxpayers eqmtablv with other taxpayers. but
which allows continunation of the traditional family farm. Elimina-
tion of the stepped up basis as provided for in the Tax Reform Aet of
1976, will potentially increase tax liabilities for certain well-estab-
lished farmers who inherited their wealth. But the movlsmn is
equitable and it prevents the escape of substantial capital gains from
taxation. We believe that a healthy farming scctor does not need to
be subsidized by tax gimmickry.

So, in summary. the Depar tment of Agviculture opposes a return to
the pre-1978 provisions which permitted some capital gains to escape
taxation forever. While we favor the carryover basis over the old
stepped-nup basis, we do recognize that it also has unfavorable impli-

cations for am-lculture. Futnre generations conld be dissuaded from
selling land in ovder to avoid taxes on capital gains accumulated dur-
ing the lifetime of the previons generation,

Now there is, of course, as vou know. a course which we may take to
escape this situation. Both equity between income sources and liquidity
of capital assets could be accomplished through taxation of capital
gains at death, Tt would be very important to assure that the addition
of another tax at death does not ereate an unreasonable tax burden.

A small eapital gains exelusion at death could be allowed and there
could be adjustinents in the progressivity of the current estate tax
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structure. We would certainly need to prevent the precipitous tax sale
of land or other assets. To prevent that, payment of capital gains
taxes and perhaps other estate taxes could be amortized over a period
of vears.

Taxation of capital gains at death would, however, avoid locking in
of capital and it would tax capital gains which would otherwise escape
taxation.

Senator Byrp. Thank you, Mr. Simpson. T have only one or two brief
questions.

As I understand it, you are speaking for the Department of Agri-
culture now?

My, Stapsox. Yes, sir.

Senator Byrp. You and the Department of Agriculture favor the
carrvover basis legislation as enacted in 19762

Mr. Siaesox. We do favor it, Mr, Chairman. We have reservations
about the carryover basis, but given the choices confronting us——

Senator Byro. But you feel that that is a workable, appropriate
piece of legislation?

Mr, Staresox. We feel it can be made workable, sir.

Senator Byrp. Do you think it is workable now?

Mur. Siaesox. I think the gentleman from Treasury would concede
that there are some problems.

Senator Byrp. T was really asking your view and that of the Depart-
ment of Agriculture. Do you feel it is workable as it is now, or not ¢

Mr, Siaresox. I think in order to make it work-—or, when it works,
it could impose great difficulty on some farmers who have accumulated
assets at different periods of time over a lifetime, who have not main-
tained scrupulous records of their costs of acquisition.

Senator Byrp. And there are many farmers in that category, I would
assume.

Mr. Simeson. Particularly among older farmers, yes, the record-
keeping is not meticulous. .

Senator Byro. Those with smaller operations particularly have this
problem.

Mr. Siapsox. Yes, sir, generally:

Senator Byrp. Well. there are three. perhaps four, courses of action,
as I see it, that this Congress could take. One is to repeal it entirely as
Senator Dole recommends.

Another is again to defer carrvover basis. Another is to modify it
and another is to just leave carryover basis alone as it is.

Now, do you favor leaving it as it is, or not ? :

Mr. Siyresox. Well, sir, we favor retaining it with modifications to
make it workable. :

Senator Byrp. So, in your judgment, it is not workable or fair tha
way it is today ?

Mr. Siapsox. Under its present form, it can only be made to work
with great difficulty. It can be made to work, but as you have pointed
out, there are great difficulties involved.

Senator Byrp. There are great difficulties, and as you pointed out,
it could be very unfair and work oreat hardship on many small farm-
ers who have not, over the years. known that they had to keep records.
It could be very detrimental to them.

Mr. SiampsoN. Yes, sir.

Senator Byrp. Thank you, sir.
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Senator Dole?

Senator Dork. I have some brief questions.

_ I appreciate your statement particularly your reference to family
farms. The concerns over agriculture ave a bipartisan effort.

I am concerned about the impact of the Treasury suggested as what
we might sec as destruction or breaking up the family farm, many of
those farms are being gobbled up by agribusiness and this is a policy

-contrary to what we want.

You do not see any problem there?

_ Mr. S1vpsoN. Senator, as you know, we are perhaps marching to a
ditferent drummer than the rest of the administration in embracing
the special tax provisions which were enacted in 1976, but we believe
that an approach like that is the way to protect small family farms.

But allowing intergenerational transfers to escape capital gains
taxation, for any forin of wealth, does permit wealth to be concen-
trated in fewer and fewer hands. Now, that has particular implica-
tions when you talk about farming.

I think we ave all very concerned about letting food production in
this country tend toward being held by fewer and fewer people. If
wealth can escape taxation altogether once in a generation, then there
is a pdtential for that to happen. So we do support the carryover basis,
if modified to malke it more workable.

Senator DoLe. Of course, we do not know what the total impact
would be. However, it seems it might be contrary to what you and I
would like. This is an area that we have to be very careful about.
Congress got stirred up last year over reports of purchases by foreign
investors in America’s farmiand. We might be doing something here
that would make it even easier for somebody to come in and to buy
the farm, especially if the farmers are required to sell some of the
assets to meet the new income tax that we are about to impose.

I am not trying to give the worst case scenario, but I think it is an
area that we have to address.

Second, I think we are all concerned about whether or not carryover
basis will have an adverse effect on the agricultural community. As
yvou have indicated, carryover basis affects capital appreciation. It
affects income tax liability rather than estate taxes. As far as I can
tell, the Federal tax laws do not distinguish between appreciation
«due to inflation and appreciation that represents an increase in the real
walue of an asset. .

Consequently, in the case of assets held over a long period of time,
the tax is increased because the nominal value is increased by inflation.

Would you not agree that the tax on capital gains hits farmers and
ranchers particularly hard because of the long holding period typical
of farm assets?

Mr. SiyrpsoN. I made the point in my statement, Senator, that for
the family in farming, and intending to stay in farming, capital gains
taxes—I will not say they are immaterial, but they are not of great
importance,. L

The imposition of capital gains taxes are primarily of concern to
the professional investor to whom farmland is simply another invest-
ment opportunity. I cannot say that we want to discourage investment
in farmland. That would necessitate the passage of explicitly diserim-
inatory legislation. But I do believe that it is not in the interests of
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American farmers to encourage that sort of investment, and to allow
investments in farmland to escape taxation.

Senator Dore. In the case of the farm, the crops and livestock
usually have a zero basis because the farmer is permitted to expense
the cost of crops and raising the livestock.

Does not this prospect for the zero basis cause particular hardship
and could you explain this particular effect ¢

Mr. Simpson. Well, you are correct in that erops in inventory and
livestock have a zero basis. Certain costs of producing crops and live-
stock are permitted, though, to be deducted from tax liability as oper-
ating expenses, and I think that is the appropriate way to do that.

Senator Dore. How about the person who gets hit by this truck be-
fore he has sold his erop. Do you sece any problem with that?

Mr. Simrson. Well, here again, legitimate operating expenses can
be deducted, it is my understanding, from tax liability.

Senator Dore. The carryover basis and the treatment of zero basis
assets means that somebody has to pay a lot of tax. I think this is
another area that we need to address. I hope we are not going to pass
something that damages agriculture any more than it has been over the
years.

Thank you.
Senator Byrp. The Senator from Montana, Mr. Baucus.

Senator Batcus. Thank you, Mr. Chairman. I have no questions at
this time.

Senator Byro. Thank you, Mr. Simpson.

Next will be a 10-minute panel consisting of Mr. Thomas Field,
Taxation With Representation ; and Mr. Robert S. McIntyre, Director,
Tax Reform Research Group of Washington, D.C.

We are glad to have Mr. Field and Mr. McIntyre.

Welcome, gentlemen. You may proceed as you wish. The two of you
will need to divide the time, of course.

STATEMENT OF THOMAS FIELD, TAXATION WITH
REPRESENTATION

Mr. Fiewp. Good morning, Mr. Chairman. My name is Tom Field.
I very much appreciate the opportunity to speak briefly to you on a
sublject which poses fundamental questions, as the chairman remarked
earlier this morning, about how we want to tax our citizens.

I do have a prepared statement. I do not want to read it. I would
prefer to have it go into the record, if that is agreeable.

F.Sle({lator Byro. Yes. It will be published in full in the record, Mr.
ield.

Mr. Fierp, Mr. Chairman, it seems to me that you were entirely cor-
rect in saying that we are faced here, in this hearing on carryover basis,
with really very fundamental questions about our tax system. I would
like to leave with the committee, and with those who are here in the
audience, 2 question which seems to me to be crucially important.
That is, how can we, members of this committee, tax lawyers, tax
accountants and others, justify to the American public a zero rate of
tax on gains from inherited assets when ordinary wages are taxed at
rates up to 50 percent ?

I ask this committee to think about that question. How can we
justify a zero rate of tax on gains from inherited assets when ordinary
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wages are taxed at rates up to 50 percent ? That is our current situation.
It Is a situation which is patently and obviously unfair. It is a situa-
tion which fuels the burgeoning underground economy, because ordi-
nary wage earners say very simply, “If they do not pay tax, why
should I pay tax?”

If the rich heir who sells appreciated assets and goes away scott free
from the tax collector, pays nothing, why should T who faces a Mon-
day morning as a wage earner, pay anything? Why should I file an
honest return?

So it seems to me that you are right, Mr. Chairman, that there are
fundamental questions here, fundamental questions which Congress
really does need to address and answer.

The chairman asked four questions in the course of his opening
statement, and I would like to use the remainder of my time to provide
quick, brief answers to those questions. .

" First of all, we were asked, what about the effect of the carryover
basis rule on capital incentives?

Well, the best that one can say about the carryover basis rule is
that it makes the lock-in problem worse, not better. The problem is, of
course, that we rejected in 1976—and again are rejecting today—the
one correct way to climinate the lock-in problem, which is to tax capi-
tal gains at death. I am disappointed that the subcommittee has ex-
cluded that solution from the list of three possibilities which are cur-
rently under consideration.

Senator Byrp. Could I interrupt you at just that point?

Mr. Fiewp. Yes, sir.

Senator Byrn. The committee has not excluded that option. I ex-
pressed the view that the Congress would not accept any proposal
moroe radical than carryover basis. but if there is a proposal before the
committee, the committee will hold hearings on it, and we will proceed
accordingly.

Mr. Fiep. I would respectfully suggest, Mr. Chairman, that taxa-
tion of capital gains at death is the right answer. Of course, we also
need ameliorating liquidity provisions to ease the impact of a capital
gains at death rule, along the lines first proposed in 1964 by Treasury
and then again in 1969 in tax reform studies and proposals. That is
the onc way to deal effectively with the lock-in problem as well as the
fairness problem.

Seconc]l, in connection with incentives, I would also like to mention
that the scholars who study public finance and taxation have, for
generations, pointed out that taxation of any sort, either at death or
after death, has the least effect on incentives of any form of taxation.

Contrast the situation of our existing income tax with respect to
ordinary wages. We tax wages annually, and that does have some effect
on the incentive to work. Granted, any tax will, to some degree, affect
incentives, but the possibility that one's heir may, at some distant
point in the future bear a tax, certainly affects incentives less than the
possibility that I will have to pay wage withholding next week.

The chairman’s second question was: “Are the small revenue gains
involved in the carryover basis issue worth it ¢”

Well, as T remarked earlier, Mr. Chairman, the central question here
is tax fairness, not tax revenue. But I would like to point out that even
if the revenues from carryover basis are not great, those of us who
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work for ordinary wages are going to have to come up with added
taxes on ordinary wages to make up the revenue lost from repeal of
carryover basis and to prevent the deficit from getting out of hand.

Third, the chairman asked “Is the cost of keeping records too much
for taxpayers?” I think the only short and honest answer to this is
that taxpayers ought to be keeping these records right now for in-
come tax purposes. I do not know liow others handle their affairs, but
certainly when I buy a capital asset I attach the proof of basis to the
proof of purchase. I do that because I have to sell capital assets occa-
sionally to pay expenses, or for other emergencies that arise in the
daily course of life.

Finally, the chairman asked about the question of complexity. Will
carryover basis complexity lessen respect for the tax laws? Well, for
20 vears, I have seen tax lawyers cope with rules such as the trust
throw back rules, the consolidated return rules, the corporation re-
organization rules of subchapter C, and the 482 adjustments. Tax
lawyers ave certainly able to cope with the carryover basis problem,
especially if the limiting changes that have been proposed by Treasury
are adopted. Furthermore, if the proposed Treasury changes are
adopted, we are only dealing with the richest percent of all decedents,
who can generally afford tax counsel.

Thank you.

Senator Byro. Thank you, Mr, Field.

Mr. McIntyre?

STATEMENT OF ROBERT S. McINTYRE, DIRECTOR, TAX REFORM
RESEARCH GROUP OF WASHINGTON, D.C.

Mr. McIntyre. Thank you, Mr. Chairman. I am Robert McIntyre,
director of Public Citizen’s Tax Reform Research Group. We ap-
preciate the opportunity to appear before you today to present our
views, and we ask that our full statement be included in the record.

Senator Byrp. Yes, it will be.

Mr. McIntyre. Mr. Chairman. as you know, in 1976 Congress took
major steps to improve the fairness of the estate and gift tax system.
It adopted provisions which made the estate tax, I think, for the peo-
ple it still applies to, much fairer, especially by exacting the genera-
tion skipping trust provisions and by integrating the estate and gift
taxes. At the same time the Congress cut the estate tax substantially, so
that only 2 percent of the population is affected by it.

Finally, in conjunction with these estate tax cuts, the Congress ap-
proved the major reform of the income tax laws which is called carry-
over basis.

Now, Mr. Chairman, no one who has studied the tax code can be un-
aware of the gross inequities of the old stepped up basis system. In-
vestors were favored over wage earners, hoarders over sellers and
givers, and the very wealthy over the overwhelming majority. There
were many extremely rich estates, Mr. Chairman, which avoided more
in capital gains taxes through the step-up than they paid in estate taxes.

Tangible investment property which is passed on at death could be
depreciated anew by the heirs, based on a value far in excess of its
original cost, even if it had been fully depreciated by the decedent,
especially in the case of real estate.
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In addition, Mr. Chairman, the deleterious lock-in effect of the old
step-up regime are well known. .

Mr. Chairman, if I could, I would like to submit for the record a
statement by Representative Wilbur Mills in 1976 explaining why he
favored the carryover system, which he said he felt was the major re-
form left to do in the tax system. This is from the Congressional

Record.
Senator Byrp. Yes. We would be delighted to have that for the

record.
[The material referred to follows:]

[From the Congressional Record—House, Sept. 15, 1978)
REVISION OF GIFT AND ESTATE TAXES LONG OVERDUE

The SPEAKER pro tempore. Under a previous order of the House, the gentleman
from Arkansas (Mr. Mills) is recognized for 10 minutes.

Mr, MILrs. Mr. Speaker, tlie long overdue revisions in the estate and gift tax
laws were taken up in the recent conference on the Tax Reform Act of 1976
(H.R. 10612). Since the House did not include estate and gift taxes as a part of
H.R. 10612, the revisions agreed to in conference must be taken back to the House
in technical disagreement. The conference amendment is substantially the same
as H.R. 14844, the Lill recently reported by the Ways and Means Committee.

I had wanted, during the period of my chairmanship, to overhaul the estate and
gift tax, but for one reason or another, this is a task I was not able to achieve.
The amendment agreed to by the conferees is in most respects in accord with
the revision of the estate and gift tax law I would have sought and I intend to
vote for the amendment and urge you to do so too.

However, I believe one feature of this conference amendment is an especially
important tax reform. I am referring to the carryover basis provision. The pas-
sage of this provision is probably the most important of the tax reforms that
remain to be done. I tried to Lring a provision of this type onut of the Ways and
Means Committee In 1963 but the Congress was not yet ready for this change.
In fact T believe this provision was modeled on that earlier draft.

Let me tell you why I believe the carryover basis provision in this bill is so
important to our Federal tax system.

Under present law, when a taxpayer sells stock which has appreciated in
value, he must pay income tax on the gain. But if that taxpayer holds the stock
until he dies, the income escapes tax forever. For example, assume that a taxpayer
bought $5 million worth of stock, and the stock is now worth $15 million, If he
sells the stock, he will have to pay a capital gains tax on the $10 million increase
in value and, perhaps, a minimum tax. But if he holds the stock until death,
neither he nor his heirs will ever have to pay income tax on this $10 million in-
crease in value.

What this means is that the existing law discriminates heavily in favor of per-
sons who pass on large amounts of appreciated property to others. It discriminates
both against persons whose estates are accumulated out of salaries, wages and
out of dividends or interest, all taxed at ordinary income tax rates each year
as the income is earned.

At the present time, approximately $13 billion of unrealized appreciation passes
through estates each year and escapes income tax bhecause of this loophole. Of this
$15 billion, over 60 percent goes through estates of over £300.000.

In addition to the inequity in treatment of taxpayers. the present law treat-
ment has adverse economic consequences for the flow of capital, because of its
“lock-in" effect. The step-up in basis under present law is a strong incentive
for taxpayers to hold appreciated property until death. in order to take advantage
of the tax loophole. As a resnlt, large amounts of capital are “locked in,” in the
sense that taxpavers, especially the elderly, are reluctant to sell their assets and
to pay an income tax on their gains. By providing a earryover basis, Congress
would actually begin to free up billions of dollars for future investment. dollars
that are now frozen because of the step-up in basis at death. As a result if this
change is made. investment decisions can he based on economic considerations,
not tax consequences.
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Y would like to answer briefly some of the arguments I have heard against the
carryover basls. One is that it will hurt farmers and small business. This con-
ference amendment, however, affords substantial tax rellef for farmers and
small business. I might add that this relief is premised on the argument which
has been made to me, and to many other members, that estate tax policy should
not force farmers and small businessmen to sell out in order to pay the estate
tax. If the heirs of the farmer keep the farm in the family, carryover basis will not
affect them. They may continue to defer paying tax on the capital gain uatil the
farm is sold. I might also add that because of the liguidity provisions adopted,
this should minimize any pressure which the estate tax might otherwise put on
the helrs of the farmer to sell his farm.

Another argument that has been made is that a carryover basis results in the
imposition of a double tax. This simply is not true, and those that make the argu-
ment certainly have not taken the time to read the conference amendment. The
conference amendnient allows the basis of an asset to be increased by the amount
of the estate tax attributable to the appreciation in the asset. This means that
the carryover basts provision is drafted in a way which prevents a double tax from
being imposed. :

This adjustment is very important because it prevents the combined effect of
the estate tax, and any capital gains tax which may be paid by the heirs of the
decedent if they sell the inherited property. This will keep the tax from rising to
an unreasonable level. The basis adjustment means that if the heirs sell the
property immediately after they receive it, the tax burden will be essentially the
same as it would have been had the decedent sold the asset just before he died.
There is, therefore, no double taxation.

I wonld also point out that a provision in the conference agreement under which
each estate is given a minimum basis of $60,000, means that this carryover pro-
vision will only affect a relatively small number of estates, perhaps 6 to T percent
of all estates, at the very most. In fact, it is my understanding that the large
estates of over $1 million account for much of the untaxed appreciation—so
clearly any additional revenue raised by the carryover basis will come mostiy
from the very large estates.

Finally, the idea of a carryover basis is not a new one as some have contended.
In fact, it is the same rule that presently applies for lifetime gifts. In the case of
gifts, the basis of appreciated property in the hands of the donor has been carried
over to the donee since 1921,

I would like to see this one additional tax reform adopted while I am still a
Member of Congress. If we are to have a fair tax system this reform must come
sooner or later. It will be an important affirmative step that all of us who be-
lieve in tax reform can take at this time. I strongly urge you to vote for the con-
ferelnce amendment dealing with long overdue revision of the estate and gift

ax laws,

Mr. McIxTyRE. Mr. Chairman, when the carrvover basis reform was
adopted, it was chosen over what I believe to be the more equitable
“capital gains at death” approach in order to allow farms and small
businesses to be continued in a family without tax interference. In
ad]di;ion, it was adopted with the quid pro quo of massive estate tax
relief.

Now, when Senator Bentsen was here earlier, he said he was not
arguing for cuts in estate taxes. He was arguing for the income tax
relief of not having carryover basis.

Mr. Chairman, we had those cuts in estate taxes in 1976. It was &
compromise proposal. That bill could not have passed the House of
Representatives without carryover, and it is important to remember
that we did cut estate taxes substantially as the price for carryover, the
price for the improvement in fairness.

Mr. Chairman, this year the Congress must decide between three
general ap{:roaches: First, it can continue the 1976 compromise by
adopting the technical changes the Treasury Department outlined
last year and, I hope, will outline this year.
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Second, it can move forward and adopt capital gains at death, or a
“proposel like Senator Long made last year to have a nondeductible
aprllzre;cmtx_on tax.
hird, it can go back to the pre-1976 system of step-up.

AMr. Chairman, the arguments against carryover basis have, up until
now, revolved around its complexity. We have studied the proposals
made by the Treasury Department last year, which we believe will be
repeated this year, and we do not think the complexity arguments can

- eontinue to be made.
We think that the argument for repeal is stripped bare now. It is
“a case for inequity between taxpayers who are equally situated. It is a
vcase for reducing taxes on the very wealthiest families in the country,
wand that is at the expense of the other taxpayers, Mr. Chairman, be-
cause we have a budget to meet.

We are convinced that the best solution to this problem is to tax
capital gains at death, but we believe that the carryover compromise
is an acceptable alternative. We are sure, Mr. Chairman, that if the
«Congress carefully studies the issues involved here, it will agree that
a return to step-up is unfair and we hope that having recognized
that inequity that the Congress will not choose to take that step.

Senator Byrp. Thank you, Mr. McIntyre,

Senator Baucus?

Senator Baucus. I have no questions.

Senator Byrp. I want to thank both of you for being here today.
May I say to Mr. Field that what you said impresses me as being
correct that carryover basis does make the lock-in problem worse. It
seems to me that is one disadvantage of carryover basis. It makes it
wvorse rather than improving it.

My, Fiewo. Yes. T think it has got to be said, Mr. Chairman, that
under prior law—which is to say current law—that we unlocked
estates once a generation. That is to say the heir, after receiving in-
herited wealth, could then sell essentially free of tax, unless there had
been some change in the value of assets since date of death.

Under present law, the heir is just as locked in as the decedent was.
Given the realities of inflation, he becomes steadily more locked
in as time goes on, .

The capital gains at death proposal dealt with the lock-in problem
effectively, by simply wrapping up the capital gains liability once a

eneration. The heir is just as unlocked under the capital gains at
death proposal as he is under the rule of tax forgiveness for apprecia-
&tion passing through an estate. .

Senator Byrp. Thank you very much, sir. I agree that carryover
Yasis makes the lock-in problem worse,

[The prepared statements of the preceding panel follow 1]

STATEMENT OF TAXATION WITH REPRESENTATION

\r. Chairman and members of the Subcommittee on Taxation and Debt
Management: Thank you for this opportunity to testify on the carryover
basis issue.
. THE BASIO PROBLEM : TAX FAIRNESS

" Our income tax system depends on self-assessment. Because it does, it is
essential that the system treat similarly situated taxpayers fairly. Unless the
#ax system is fair—and is perceived by the public to be fair—the willingness
of individuals and firms to file honest tax returns will evaporate, and the
®urgeoning growth of the underground economy will continue,

BEST COPY AVAILABLE
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The most fundamental problems of tax fairness involve income from capitak.
Congress has consistently failed to insure that those who earn Income fromms
capital are taxed in substantially the same way as those who earn income im
the form of wages. There are many examples of this failure, but the most
glaring is the complete forgiveness of the capital gains tax with respect to
appreciated assets that pass through an estate.

Congress runs serious risks unless it resolves the carryover basis problens
in a way that comports with recognized principles of tax fairness. The under-
ground economy is large, and is growing rapidly, Unless Congress begins to
restrict the most glaring of the tax loopholes for those fortunate enough to owm
capital, millions of less fortunate persons will feel fully justified in claiming
“the poor man’s loophole” as nonreporting and underreporting of income have:
commonly come to be known.

Accordingly, the most fundamental challenge posed by the carryover basis
controversy is not the question of how to satisfy the timber producers, or to
ease the computational problems of lawyers and accountants. Instead, the
challenge is to insure that similarly situated taxpayers are treated in am
evenhanded way. You've got to insure that a working couple who earns, say,
$20,000 between them in the form of ordinary wages is treated the same way
at tax time as the fortunate heir who realized a $20,000 gain when he sold@
inherited securities or timberland. You've got to insure that the woman wheo
sells her own securities during the final years of her life to pay living expenses
is treated for tax purposes in the same way as the more fortunate widow who
sells securities that she inherited from her spouse. These individuals aren’t
being treated the same now: in one case, income tax is imposed, and in thes
other it's forgiven. That violates fundamental principles of tax equity.

You've also got to assure poor and middle class taxpayers that richer
individuals are bearing their fair share of the tax burden. However, ther
forgiveness of income tax with respect to capital assets that are transferre®
at death confers its greatest benefits on wealthier individuals, and the greater
one's wealth, the more likely it is that this tax forgiveness will be available.
Poor and middle class individuals frequently have to sell capital assets—and@
pay income tax on their gains—to make a downpayment on a home, pay col-
lege expenses, cope with medical emergencies, or the like. Wealthier individ--
uals don’t have to do that as frequently, because their rents, interest, an®
dividends are generally more than sufficient to cover living exponses, Conse-
quently, they are more likely to retain capital assets throughout their life-
time, and to gain the advantage of income tax forgiveness when those assets
pass through their estates.

THE CORRECT ANSWER: CAPITAL GAINS TAXATION AT DEATH

The correct answer to these problems of fairness is full taxation of capitak
gains at death, as proposed by Treasury in 1964, and again in Tax Reforms
Studies and Proposals in 1969. To deal with liquidity problems which may
arise in a very limited number of cases, generous installment payment pro-
visions should be provided. And of course income tax paid with respect to
capital appreciation should be excluded from the decedent’s estate, so that
it will not be subject to estate tax.

In its consideration of the estate and gift tax changes which became part of the
Tax Reform Act of 1976, the House Ways and Means Committee considered and
rejected the proposal to tax capital gains at death, Instead, it adopted carrrover
basis as a compromise position, It reasoned that carryover basis had worked im
the case of inter vivos gifts, and that it might also work in the case of testa~
mentary transfers.

The carryover basis compromise is clearly superior to the complete forgiveness
of capital gains taxes on appreciated assets that pass through an estate because
it resolves the most glaring of the equity problems deseribed above. But carry-
over hasis {s far inferior to taxation of capital gains at death as a means of deal-
ing with those problems, and other problems too.

Since this is the first time that the Senate ¥Finance Committee has held hearings
on the tax treatment of appreciated assets that pass through an estate, I urge
you to give serious conslderations to taxation of capital gains at death, along the
lines proposed by Treasury in 1969 in Tax Reform Studies and Proposals. This
approach has the following advantages:

(a) It resolves the equity problems outlined above, without creating new
ones (such as possible inclusion in an estate of the funds used by heirs to pay
income tax on pre-death appreciation.)
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(d) It eliminates the lock-in problem, thus facilitating the natural tendency
of the free market economy to move assets to those areas where the return
is greatest.

(c) It taxes the correct person—the decedent rather than the heir—thus
eliminating the complications that are inherent in basis allocations under
the carryover basis concept.

CARRYOVER BASIS: A LESS SATISFACTORY BUT STILL CORRECT ANSWER

For all its faults, carryover basis is prefcrable to the complete forgiveness of
income tax which has been the law in the past with respect to appreciated assets
that go through an estate. There are some modifications that can and should be
made in the existing rules, along the lines proposed a year ago by Treasury.
Those modifications should go a long way toward simplifying an inherently com-
plex statute.

But to repenl carryover basis because some lawyers cannot understand it, or
because timberland owners want a free ride at the expense of the rest of us, is
really outrageous. If this Congress accedes to the demands of the tiny but vocal
minority that is now demanding repeal of carryover basis, it will jeopardize the
faith of ordinary citizens in the integrity of the political system and the tax
legislative process. The repeal of carryover basis would constitute a serious blow
to basic tax fairness, and would fan the fires of tax resistance by demoustrating
the improbability of tax reform. The public is already very cynical about the
ability of Congress to create a tax system that is recognizably fair in its treat-
ment of similarly situated individuals. Repeal of earryover basis would amply
justify the existing cynicism, and would produce more.

I therefore end as I began, with the warning that public confidence is the fair-
ness of the tax system is a fragile but vital national asset. Repeal of carryover
basis would be a clear signal that Congress is unable or unwilling to tax sim-
flarly situated individuals in the same way, or the rich as heavily as the poor. I
urge you not to gamble with the fate ot our self-assessment tax system in this way.

STATEMENT OF ROBERT S. McINTYRE oF PuBLIC CITIZEN'S TAX REFORM RESEARCH
Group

SUMMARY OF PRINCIPAL POINTS

1. The tax forgiveness granted to capital gains in assets held at death under
the ‘“stepped-up-basis” rule in effect prior to 1976 was one of the most outrageous
loopholes in the entire income tax system.

2, The best resolution of this pmblem would be to tax capital gains at death.

3. The compromise “carryover basis” rule adopted in 1976—in conjunction
with massive estate tax reductions—in a reasonable alternative to taxing ap-
preciatbl{m at death, and the Treasury ‘“clean-up” amendments make this approach
workable.

Although it affects only a tiny percentage of the population, the tax treatment
of unrealized capital gains in property passed on at death has long been contro-
versial. Prior to the Tax Reform Act of 1976, the tax code provided that such
gains were forever free from taxation. Heirs took their inherited stocks and
bonds, real estate, and other assets with what was called a “stepped-up-basis.”
When they subsequently sold their bequests, only appreciation after their
acquisition date was subject to tax—and even then only partially, due to the
capital gains exclusion. Inherited tangible investment property—especially real
estate—could be depreciated based on a value often far in excess of its original
cost—even if it had previously been fully depreciated by the decedent.

Since all of us eventually die, these extraordinary tax benefits could in a sense
be said to be available to everyone. In practice, however, only the very wealthiest
families garnered any significant benefits, In 1972, for example, the average un-
realized stock and real estate appreciation in the 90 percent of estates worth
over §100,000 was only $444. The two-tenths of 1 percent of estates worth over
$1 million, on the other hand, contained an average of $975,000 each in such appre-
clation,

In addition, the step-up rule violated principles of horizontal equity in viclously
unfair ways. Those who amassed wealth—even in the most limited amounts—
from lahor were fully taxed as it was earned. Those who made their fortunes—
no matter how big—Dby investing could not only postpoune, but escape incomé
taxes on their profits—forever. Moreover, if an individual sold his property prior
to death, the gains were taxed. If he gave it away, his donees took a ‘‘carryover
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basis”—and they eventually would be liable for the tax. But if the individual
held on to his property until the end, the tax was forgiven.?

These incentives for holding onto property till death created serlous economic
distortions. People became “locked Into” particular assets—if they could afford
to so be. This meant that investment funds were often not put to their best use.

The fairest, simplest, and most economically eficient answer to the step-up
problem was and s to treat death as a constructive realization, that is, to tax
capital gains at death. {(The same rule would apply to gifts.) Under such a
regime, distinctions between wage earners and investors, lifetime donors and
till-death hoarders, and sellers and stand-patters would be minimized. Because
the tax issues would be resolved at the time of transfer, complications would be
lessened. And because tax consequences do not hinge so crucially on timing, eco-
nomic distortions would be greatly reduced. In 1963 when President Kennedy
proposed to tax capital gains at death it was estimated that the beneficial eco-
nomic (and revenue feedback) effects of such a step would dwarf any positive
results from increasing the capital gains exclusion—as Congress did last year.

When a mild form of appreciation tax at death was proposed by Representative
Ullman in 1976, however, it met organized resistance from groups which can
accurately be described as apologists for the rich. Eventually, the Ways and
Means Committee and ultimately the full Congress approved a compromise meas-
ure to extend to bequests the “carryover basis” rules already applicable to gifts.
The reform was adopted in conjunction with enormous reductions in estate taxes.

Carryover does not have all the advantages of taxing gains at death. Because
its effects are often delayed, it does not go so far to equalize the situations of
wage earners and investors. And its effects on the “lock-in’’ problem are unclear.
But carryover is far more equitable than the pre-1976 step-up rule. The potential
for the nation’s wealthiest families to avoid capital gains taxes for generations
is significantly reduced. The ability to depreciate property over and over is elim-
inated. Individuals who give away their property are no longer penalized. Over-
all, carryover ranks as a major improvement in tax fairness.

Several of the technical details of the carryover rules—some of which were
adopted at the behest of lobbyists for the well-heeled—have made the administra-
tion of carryover unsatisfactorily complex. Most serious is the overly precise
method of adjusting basls for death taxes, which has been accurately described
as a nightmare. The step-up to December 31, 1976 values has unnecessarily added
calculations which are foreign to many practitioners.

As the Treasury Department has described, however, none of these problems
go to the heart of carryover. In fact, at the end of last session the American Bar
Association’s Tax Section, the American Institute of Certified Public Account-
ants, and the New York Bar's Section on Taxation all pronounced themselves
reluctantly satisfied with the Treasury's ‘‘clean-up” proposals, which not only
solve most of the technical problems but exempt 98 percent of estates from any
contact with carryover.

In spite of these endorsements, Congress last session chose to postpone carry-
over until the end of this year to allow time for further exploration of the issue.
We opposed postponement then, recommending instead adoption of the Treasury
amendments, We continue to believe that the clean-up is a satisfactory resolution
of the problem. Since the opportunity for further consideration does exist, how-
ever, we think the Congress would be even better advised to enact a tax on

capital gains at death instead.

Senator Byrp. Next is a panel headed by our distinguished col-
league from Iowa, Senator Jepsen. I might say, Senator Jepsen, that
you had been listed to be first on the list today, but I was told that
you would prefer to join with the panel of your associates from Iowa
rather than to take thc place that you would have had, if you had
desired to have it, of being first on the list today.

Senator Jepsen will be introducing Mr. Arley J. Wilson, chairman,
Probate, Property and Trust Law Committee of the Iowa State Bar
Association; Mr, Milton E. Meyer III who will be speaking on behalf

1 And it should not be thought that the estate tax is in any way a substitute for tha

forgiven income taxes. The individual who sells property must still pay estate taxes
on the proceeds. The person who glves property away pays gift taxes.
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of the Colorado Bar Association; Mr. Theodore Pasquesi and Mr.
George Brodie, Jr., chairman and vice chairman of the Illinois State
Bar Association section on Federal taxation. ] )

The committce is very glad to have each of you here this morning.
‘We are especially glad to have Senator Jepsen. I believe it is the first
time, Senator, that you have appeared before this committee and I
hope that you will be before us frequently on any matters in which
you have an interest. Welcome,

STATEMENT OF HON. ROGER W. JEPSEN, A U.§. SENATOR FROM
THE STATE OF I0WA

Senator JepseN. Mr. Chairman, thank you very much for the oppor-
tunity to testify before your subcommittee today on a matter of great
importance to the people of Iowa—in fact, I think, of importance
to the people of this country. That is revision of the carryover basis
provision of the Tax Reform Act of 1976, .

I hope that my few minutes—and I would like to take a few minutes
to make a very few, brief remarks—will be considered as not part of
the 25 minutes for the people who are really the experts here.

Senator Byrp. Yes. That will be satisfactory.

Senator JEpseN. You hear them talk about two things that are cer-
tain, death and taxes, you know, and it is kind of a misnomer. Death
is uncontrollable and it is certain and we cannot control the time and
the circumstances, but taxes are controllable both as to time aund cir-
cumstances, and that is what we are talking about this morning.

Later this morning, you will be hearing %rom expert witnesses far
more competent than I do to discuss technical aspects of the law, in-
cluding Mr. Arley Wilson of the Iowa Bar Association, and therefore,
I am going to confine my remarks to more general aspects of the
problem as I see them.

The Tax Reform Act of 1976 marked the high point in the drive for
tax reform. While there are certainly innumerable aspects of the tax
law which deserve reform and revision, the drive for tax reform which
culminated in the Tax Reform Act of 1976 was really just & euphemism
for soaking the rich. The goal of the reformers was quite simply to
increase the tax burden on the rich so that taxes could be reduced for
the poor. Since it was not feasible to increase statutory tax rates on
the rich, it was decided to attack loopholes and thereby raise the effec-
tive rate of taxation on high income.

The fuel for this tax reform effort was the erroneous notion that
many, or even most, people with high incomes pay very little, if any,
taxes. The logical corollary to this is that the poor are paying more
than their share, and we have heard that alluded to by prior witnesses
here this morning.

The true situation is quite different. According to the latest TRS
figures, those in the upper 50 percent of gross income classes with
incomes of $9,561 or more in 1976 paid 93.3 percent of all individual
Income taxes. Those in the top 25 percent of gross income paid 73.2
percent of income taxes and those in the highest 10 percent of gross
Income, paid 49.9 percent of all individual income taxes.

By contrast, those in the lower half of gross income classes paid 6.7
percent of total income taxes in 1976. '
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Now, I am not suggesting, of course, that taxes be increased for those
with lower incomes. I am merely suggesting that the emphasis on tax
reform is misplaced, and this is how we got ourselves into this carry-
over basis mess.

My understanding is that the rationale for changing the previous
stepped up basis for taxation of assets at death was that it consti-
tuteg a tax loophole for those who died before disposing of their
assets. In other words, you had to die first before being able to take
advantage of this so-called loophole.

I have a lot of problems with this kind of rationale, Mr. Chairman,
In the first place, I do not like the term “tax loophole” or the newer
term, “tax expenditure.” These terms imply that the Government has
some preordained right to your income, and if you are allowed to keep
some of it by a provision of the tax law, then there is something wrong
with the law.

Another problem I have is the implication that tax breaks, such
as they are, are primarily available only to the rich. Actually, most tax
breaks accrue to those with moderate incomes. Examples of these are
the deduction of mortgage interest on owner-occupied homes, the
deductibility of property taxes on owner-occupied homes, the exclu-
sion of employer contributions for medical insurance, medical care, and
pension contributions.

Now, those tax breaks, which do appear to primarily benefit those
with upper incomes, on the other hand, are mucll: fewer in number than
one would suspect; they tend to have considerably less fiscal impact;
and are often associated with things the Government clearly wants
to promote, such as charitable giving.

n the latest Federal budget, the tax expenditures for capital gains
at death is listed as $9 billion for fiscal year 1979 and $10 billion for
1980. By implication, the Treasury is saying that if carryover basis
were fully implemented then taxes on the American people would in-
crease by $9 billion to $10 billion. Although I question the basis on
which these estimates are derived, nevertheless, implementation of
carryover basis rules would amount to a significant tax increase.

I think this is entirely inappropriate at a time when individual
income taxes are rising at the rate of $10 billion to $12 billion per year
solely due to inflation. Social security taxes have taken a giant leap
and the American people are revolting against the high level of taxes
and spending.

This is the most important point I would like to raise today regard-
ing this carryover basis problem. It is nothing more than an effort to
raise taxes and redistribute income in the name of tax reform. This,
and similar so-called reforms, are now associated in the public’s mind
with tax increases. Thus, it is not surprising that Secretary of the
Treasury Blumenthal has said, “There is a big constituency in the
country for tax reduction but not for tax reform, except as reform is
used as a code word for reduction.”

T agree.

Just to show the committee how far this reform thing can go if it
is allowed to continue, let me draw your attention to special analvsis G
of the President’s 1980 budget. This section discusses tax expenditures
in detail, including an explanation of particular items that are not yet

43-465—78———4
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subject to tax. In reading over this discussion, there is a very strong
implication that such items ought to be taxed. Let me quote one part:

Imputed income from owner-occupied housing and other sources. A theoretlically
pure income concept would include imputations for income recelved in kind from
the occupancy of a home owned by the taxpayer and for in-kind income from the
ownership of other durable assets.

In other words, as I read it, if you live in your own house you are
somehow escaping taxation to the extent that you ought to be paying
rent to yourself and be taxed on the income. How utterly absurd a
concept.

Under such logic, the amount of taxes a person could theoretically
be forced to pay escalates to infinity. Presumably, every time you
mowed your lawn, or painted your house, or did any work for your-
self at all, the IRS could compute the value of such labor as though
you hired yourself to do it and taxed such imputed income for tax
purposes.

Lest anyone think that an absurdity such as this is not a real possi-
bility, given the mentality of those in the administration or its allies
at the Brookings Institution, let me remind you that last year, the
Commissioner of Internal Revenue, Jerome Izurtz, launched a cam-
paign to tax fringe benefits. The Congress was ultimately forced to
restrain the IRS from such action by law.

The logic of Kurtz’s proposal is really no different from what I have
just postulated. He wanted to say that if a person was given a parkin
space at work, his gross income for tax ({)urposes should be increase
by an amount equivalent to what it would have cost that person to pay
for parking. He even admitted that this aﬁproach to employee com-
pensation could be extended to include such things as discount meals
in company cafeterias, homegrown food by farmers, medical and life
insurance, and many other things that would have drastically increased
the tax burden on working people.

I have gone rather far a eldp from a specific discussion of carryover
basis, but I wanted to make it clear that carryover basis is only one
aspect of a larger problem, which is the intrusion of the Federal
Government into more and more areas of our personal life. The worst
intrusion of all is when our personal property is confiscated from us.

In my area of the country—Iowa—the people are extremely con-
cerned that family farms and businesses will be lost forever due to
already heavy estate taxes. Things like carryover basis can only make
the situation worse. They are also upset about the incredible complex-
ity and paperwork involved in oomplying with such laws. The people
I represent want to %ay their fair share of taxes but feel they are bein
forced to pay more than their fair share. Indeed, they feel that Federa
taxes today constitute virtual confiscation.

In closing, after which I will defer to my friend, Arley Wilson,
who will discuss more technical aspects of the law, I would just say
that anyone who does not believe there is a tax revolt in this country
is simply living in a delusion. The people do not want carryover basis
reformed so it will work, they want it abolished. They do not want
tax reform, they want tax reduction. Unless we as legislators deal
with this reality, then we will justly deserve the wrath of the people.

Thank you very much, Mr. Chairman, for affording me this time
to be on this side of the hearing for a change.
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Senator Byro. Thank you, Senator Jepsen. You made an excellent
statement. You brought out some important new facts.

Before introducing your associates and constituents, let me make
this statement since you mentioned the word reform. In every speech
I make to my constituents, I suggest that they be very, very skeptical
of any piece of legislation with the word reform in it. We had so-
called welfare reform proposed by President Nixon and subsequently
proposed by President Carter, which means doubling the number of
people on welfare. I do not exactly call that reform.

Then we had last year labor reform which gives vast additional
power to the already powerful labor leaders of this Nation. I do not
exactly call that veform.

Then we have a multitude of tax reforms which has meant an in-
crease in taxes on most of the people. So I take a very skeptical view
of the word “reform” in any piece of legislation and I urge my Vir-
ginia citizens to do the same,

You may proceed as you wish, sir.

Senator Jersox. Thank you, sir.

It is my honor to introduce now Arley Wilson who is one of Iowa’s
leading probate lawyers. He has been in more than 35 years of practice.

In that time, he has been involved in the probate of more than 2,000
estates. I have a great deal of respect for him, and I thank him for
taking of his time and coming halfway across the country to testify
today.

Senator Byrp. We are very glad to have you, Mr. Wilson. Proceed
as you wish, and I assume that the four of you will divide up the time
as you think appropriate among yourselves. I gave the Treasury
additional time, so I am not going to charge Senator Jepsen’s time to
you.

STATEMENT OF ARLEY J. WILSON, CHAIRMAN, PROBATE, PROP-
ERTY AND TRUST LAW COMMITTEE OF THE IOWA STATE
BAR ASSOCIATION

Mr, Wiwsox. May I express the appreciation of the Iowa Bar Asso-
ciation for the privilege of presenting the practical problems of the
application of carryover basis?

The practicing lawyer in my neck of the woods is no longer speak-
ing from an academic or philosophical or hypothetical point of view.
He has had 22 months of actual experience with carryover basis before
the blessed moratorium became reality.

During that 22-month period, we have found that carryover basis
isnot only unworkable in its present framework, but it is totally uncor-
rectable in its present concept and will remain uncorrectable until the
proponents recognize that the problems really—what they really are
and what they will end up with in 1987.

The representations of proponents of carryover basis are not only
hypothetical but worse, they are scarcely believeable. What they have
not told you, or the practical application of which they may have mis-
understood. is of even greater impact—and that is what I propose to
deal with today.

For instance, carryover basis has been referred to as a tax on capital
gains at death, This is only the tip of the iceberg. It has become
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apparent in application that carryover basis in rural communities is
a tax on ordinary income as much on capital gains, with even greater
impact, such as raised livestock with a zero basis, raised crops with a
zero basis and, mostly, mortgage.

I have seen no example by any proponent which has even recognized
the existence of such type-of income. The examples of the proponents
are all addressed to stocks and bonds which receive a fresh start as of
a fixed date and a fixed value. This is not so with application of carry-
over basis to real estate and personal property used on a farm and in
the small business. The longer the taxpayer owns the property, the
less the basis, until eventual%y it becomes minimal.

Probably one of the less desirable representations is that euphemis-
tically called the tax on appreciation when we all know much of the tax
is on 1nflation. It does not have a thing to do with the 160 that has
remained in the family for three generations.

No attention has, at any time, ﬁeqn iven as to how to handle nega-
tive basis. What is this critter that 1n.1body will talk about?

Suppose I bought a property in 1>77 for $100,000. By 1987, the
property has depreciated $50,000 worth. The so-called depreciated
vallue in 1987 is $250,000, but I have borrowed $200,000 on this $250,000
value.

If I die and give the property to my child, my child will have a
property basis og $50,000. The mortgage due will be $200,000. The tax
will be $56,000.

The mortgage plus the tax will eat up the whole business. The actual
economic loss wilFbe $6,000 to my child. This realization then hecomes
intolerable. How even academically, then, can one make the assertion
that this will free up capital?

While negative basis is not contemplated today so much as it will
be in 1987 with current rates of inflation it will then be an everyday
event. One cannot help but ask oneself, in estate planning of tomor-
row, will it include a plan involving such & property where it will be
recommended to borrow as much money as you possibly can and then
leave the property to some person you do not even like?

In 22 months, the Service has not provided one rule, one regulation
or one guideline dealing with this problem and they have refused
consistently to recognize it. It has been said that this is a once-in-a-
lifet}ilme settlement of accounts. Nothing can be further from the
truth.

The proposed settlement does not occur in a lifetime, but after
death; as the result, the decedent is deprived of the lifetime benefit
he would have had if living, such as loss of exemptions, loss of zero
bracket income, loss of investment credit carryover, loss of net oper-
ating loss carryover, loss of income averaging, loss of sclectivity of
the time, the place, and the property he wants to use to pay the tax, and
loss, above all, of the joint return schedule.

Carryover basis does not recognize the reality of the multiplicity
of tax oceurring by virtue of the accident of death. We have Federal
estate tax, we have Federal income tax. we have State death taxes,
wo have State income taxes. and taking the Federal example of $590.-
000 passing from a father to a son, this can so be conceived if it is
addressed in terms of farm property to provide for a collective tax
of 124 percent. This is the death knell to the family farm and the
family small business. Nobody can afford to pay over 124 percent.
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It has been urged that the estate tax and the income tax are two
separate taxes and the results of the application of both taxes should
bo considered separately. This is as foolish as trying to deny the
parenthood of only one Siamese twin while claiming the fatherhood
of the second. Academically, it mey sound great, but the taxpayer is
more pragmatic. He msut pay all of the taxes, regardless of the nice-
ties of what kind, or whatever its source of origin.

Carryover basis, it is impossible to practically and legally give
effect and equal treatment to the heirs and residuary beneficiaries, even
though the relationship among the heirs is harmonious enough to
permit the executor to make a non pro rata distribution. Revenue Rule
69486 may recast that non pro rata distribution. The executor faces
an impossible dilemma is attempting to distribute property equitable
with carryover basis, bearing no predictable relationship to the cur-
rent market value.

If there is anything of substance to distribute after paying the
taxes, the family farm and the family small business must, for safety
reasons alone, be distributed pro rata and, to say the least, this pro-
duces an awkward, if not totally unworkable situstion.

Throughout this talk, we have related our discussion to the small
and medlum-sized_estate affecting the family farm and the family
operated business. We have not had much experience with those multi-
million dollar estates in our office that were talked about this morning,
We are country lawyers and we, as country lawyers, are impressed by
the fact that the House of Delegates and the midyear meeting of the
American Bar Association adopted unanimously a resolution approv-
ing the repeal of carryover basis,

We are further impressed with the fact that there was not one
voice raised in defense of carryover basis. Nothing can be more clear
than the fact that carryover basis law, as written in 1976, cannot be
implemented, nor can it be practically modified. It is, in fact, a leaky
boat, and every time you fix one leak, two more appear.

It leaves us with two more alternatives, one of which is the enact-
ment of the limitation on the dollar amount that my youth and my
<hild can inherit. If social engineering is to be the order of the day
and there is to be a dollar limit on the right to inherit, let’s have the
courage to say. Let’s not indulge in what Winston Churchill called
“terminological inexactitude.” The other alternative is to completely
repeal carryover basis in its entire concept because it is not only un-
workable, it is unfixable, and if you practically try to apply it, it just
will not cut the mustard.

Senator Byrp. Thank you, Mr. Wilson. You stopped right on the
dot. I might say.

The next witness, Senator Jepsen ?

Senator JEpsEN. Yes; Mr. Milton E. Meyer on behalf of the Colorado
Bar Association.

Senator Byro. Please proceed, Mr. Meyer.

STATEMENT OF MILTON E. MEYER, JR, ON BEHALF OF THE
COLORADO BAR ASSOCIATION

Mr. MevYEer. The Colorado Bar Association went on record in earl
1977 advocating the repeal of carryover basis on the grounds of a,(f:
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ministrative complexity., As an interim step preferable to the existing
alternatives of section 2005 of the Tax Reform Act or various fix-up
proposals, it supported the present moratorium,

Anything that involves a continuation of carryover basis in some
form or an alternative tax on appreciation at death suffers, of course,
from the continued necessity that historical basis must be ascertained.
This constitutes a change in rules prevalent for over 63 years, rules
that have given stability and predictability to our tax laws, and which
have been relied on throughout that period by estate owners not intend-
ing to dispose of particular assets during their lifetimes.

This is significant in Colorado, where family ownership of farms,
ranches, mineral interests and water rights is so prevalent and im-
portant. These assets involve land inherited at various dates, de-
preciable improvements added typically in an evolutionary sort of
way, frequently involving the labor of the owner or members of his
family, perhaps a reuse of materials on hand.

This kind of asset also includes depletable mineral resources. Basis
records and adjustments thereto are frequently nonexistent, or con-
fused at best. As in other parts of the country, Colorado has its share
of nonfarm and nonranch businesses where the owners never an-
ticipated a taxable transfer during their lifetimes and where their
basis records are not adequate.

Furthermore, Colorado is a State whose professionals have pio-
neered the use of the revocable trust as a will substitute and have per-
suaded their legislature to be among the first in the country to adopt
the uniform probate code, all toward the end that the expenses, delays,
traumas and frustrations associated with death and the administra-
tion of decedents’ estates could be held to an irreducible minimum.

For these reasons, Colorado’s lawyers and other estate professionals
early identified the costly and difficult to impossible administrative
determinations required by carryover basis as being a gigantic step
backward in attaining these professional and human objectives.

Consistent with these concerns, the Colorado Bar Association urges
that the moratorium be resolved. They have three proposals and they
are submitted in this particular order:

The first, Mr. Chairman, is a total repeal of carryover basis and
return to pre-1976 law. This has the unanimous consent and urging
of the councils of the taxation section, the probate and trust section
and the executive council of the Colorado Bar.

As a second alternative, we would return to prior law but add &
modest increase in estate tax rates to serve as a trade-off for a loss of
revenue associated with untaxed appreciation at death.

Mr. Chairman, this proposal makes no sense unless Congress feels
that the loss of revenue at death resulting from not taxing apprecia-
tion is truly significant. We have heard Mr. Lubick this morning say
it. really is not significant, that revenue is not the issue. At the same
time. he speaks of $20 billion of unrealized gain a year, if T under-
stood him correctly, and I simply challenge that figure. That cannot

be.

In all of fiscal 1978, slightly more than $5 billion was collected in
estate and gift taxes. You assume that this represents estates of over
$130,000 or thereabouts under present phase-in of the unified credit.
Taking an average rate of, perhaps, 35 percent, that brings all estate
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assets that are subject to tax up to about $16 billion. So how can you
have $20 billion of untaxed ap reciation out of assets that cannot
conceivably have exceeded $16 billion ¢

I think Congress should look into those figures very carefully.

Senator BYrp. Mr. Lubick stated today that there is very little
r}e:venue involved in carryover basis—and that is not the purpose of
the law.

MriIMEYER. I know he did, and yet he did make the other statement
as well.

So indulging the assumption—and it is only that—that Congress
does have that concern for lost revenue, we would be amenable to a
toll charge to be exacted from estate owners for the privilege of step-
ping up the basis of estate assets to estate tax value at death. Such a
toll charge would probably be modest in rate, particularly in light of
the effect of inflation on estate values and could be a flat surcharge
against all the assets of the estate over a certain threshold value, or
against particular schedules on the form 706. )

If this proposal is viewed to have merit, we would be pleased to sub-
mit more detailed suggestions for iinplementation,

We understand Congress may have responded in 1942 to suggestions
then arising for carryover basis by adding to the estate tax rates in-
stead. This 1s an arbitrary approach, certainly, but no more arbitrary
than the fresh start provisions that we have heard about in connection
with carryover basis and, on analysis, probably no more arbitrary than
anything else in the Internal Revenue Code all of which, by definition,
has to be arbitrary.

Again, we do not feel that this is a burning need, but if Congress
feels there is lost revenue, we offer this as some kind of a trade-off so
that we can at least get back to the certainty and stability of having a
stepped-up basis at death.

Our final recommendation is one that, I must say, is without any
enthusiasm, and that is that there be a fix-up of carryover basis along
the lines that the Treasury is apparently willing to concede, plus any-
thing more they may be induced to concede, with one more provision
they have not yet agreed to, and that is a total grandfathering under
prior law of all assets owned by an estate owner as of a date not earlier
than December 31, 1976.

We really think there is no constituency whatsoever in the country
for any change away from step-up in basis. I, for one, am not par-
ticularly impressed with Mr. Lubick’s oft-repeated example about the
two investors who are killed simultaneously under particularly un-
usual circumstances. Life is chancy at best. T think that all of us are
prepared to sell assets and pay a capital gains tax when it suits our
fancy, and are delighted to have the balance of our estate derive a
stepped up basis at death.

I just cannot feel too sorry for the person who, knowing the tax
consequences, is prepared to sell something during his lifetime, absent,
of course, a distress sale where tax considerations are secondary.

In this day and age of proposition 13 and concern with government
regulation and harassment, I just feel that carryover basis or any
alternative form of taxation of gain at death is simplv out of touch
with the mood of the country and, I think, the mood of the Congress
that passed the 1978 Revenue Act.
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Thank yon, sir,

Senator Byrp. Thank you, Mr. Meyer.

Senator JrpsEN. Mr. Chairman, before introducing Mr. George
Brode who will be testifying—Mr. Brode is the vice chairman of tﬁe
council of the Illinois State Bar Association section on Federal taxa-
tion—I would like to acknowledge the presence of Congressman
Grassley of the Third District in Iowa who has been actively carrying
on this message and this battle in the House, and he is attending this
session to even better advise and inform himself,

" _Scnator Byrp. Congressman Grassley, come up to the witness stand.
We are very glad to have you here. Congressman Grassley and I
workea on another very important matter last year when the Senate
and the House passed lugislation to mandate a balanced budget for the
Federal (Government bLeginning in Qctober of 1980. Congressman
Grassley is the one who made the motion in the House of Representa-
tives that brought about the adoption of this provision.

Weare glad to have yvou, sir.

Senator JEPsEN. George Brode.

STATEMENT OF GEORGE DRODE, JR., VICE CHAIRMAN, COUNCIL
OF THE ILLINOIS STATE BAR ASSOCIATION SECTION ON FED-
ERAL TAXATION

Mr. Brobe. My name is George Brode, Jr. T am a tax attorney and
vice chairman cf the Federal taxation section of the Illinois State
Bar Association.

I am here with Mr. Ted Pasquesi, who is chairman of the Federal
tax section. I will speak to technical issues; Mr. Pasquesi will address
general problem areas.

It is the position of the Tllinois State Bar Association that Congress
should repeal carryover basis and retain the present code section 1014
step-up in basis rule.

If Congress deems additional revenue necessary, it might couple that
proposal with an increase in tax rates for larger estates, possibly at
$750.000 and beyond.

We believe that the three alternative solutions proposed by Treas-
ury; namely, a patched up carryover basis; second, a capital gains
at death provision; or third. an AET tax provision, are all unworkable
in that each requires detailed tracing of records to determine the
decedent’s cost basis in the property and the date of acquisition in
order to calculate the tax on a subsequent sale of the property.

On the other hand, une key aspect of the Code section 1014 step-up
in basis rule is that there is no recordkeeping requirement because
-executors, administrators and heirs may readily determine basis in the
property as being equal or equivalent to that property’s fair market
value as of date of death or the alternate valuation date.

Furthermore, it is the position of the Illinois State Bar Association
that Congress should reject any proposal which incorporates the ex-
treme complexity of carryover basis and should opt instead for a pro-
posal which first is administ ratively feasible, both for taxpayers and
the TRS; second, does not require extensive calculations which, in and
of themselves are extremely time consuming and costly; third, it
should omit the need for sxhaustive record tracing requirements; and
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finally, and perhaps most importantly, create a rule which is simple-
to understand, not only for the bar at large, but for the public at large.

The remainder of my comments relate to technical difliculties that
tho practitioner and the public at large are experiencing in attempting
to make the carryover basis caleulations. 1 developed. over a 6-month
period, with an expenditure of nearly 350 hours, a 218-step computer
program to calculate carryover basis. That computer calculation, in-
cluding the printout of 20 answers, can be run in approximately 25
seconds.

For the tax attorney or the accountant who has to try to make the
calculation of carryover basis using a hand caleulator. T estimate it will
take somewhere in the neighborhood of between 1 hour and 115 hours.

Development of the computer program assisted us in uncovering the
lf)o]]p\\'ing__g four key problem areas in determining an assets’ carryover

asis.

First, the complexity of the five caleulations under Code sections
1023 (h) concerning the fresh start adjustment : the 1023 (b) reduction
for $10,000 of personal property; 1023(c), the stepup for Federal
estate taxes paid; 1023(d), the £60.000 minimum basis provision; and
1023 (e), the stepup for State inheritance taxes makes it nearly impos-
sible for the average attorney, accountant. executor or administrator
to calculate an assets adjusted carryover basis.

Two, the fact that the (b) and the (¢) adjustments—the (b) adjust-
ment is the $10.000 reduction for personal property and the (e) is the
stepup for State inheritance taxes, are true variables, means that you
can cither put them into the formula or not put them into the formula,
based upon how the executor so determines.

You really have four subvariables: two in, two out : one in. the other
out, and vice versa. In addition, when yon couple that with the fact
that appreciated property may be allocated between the spouse and
the children in at least three ways, for example. maximum to the
spouse, split equally between the spouse and the children, or maximum
to the children and a minimal amount to the spouse. really means that
there are potentially twelve different possible solutions to each carry-
over basis asset,

For example, when I am talking about funding the estate distribu-
tions, assume you have an estate of §1 million. with one $700.000 ap-
preciated asset and assume that the balance of the estate is cash,
Query: how do you allocate the property between the wife and chil-
dren?

Do you give £500.000 to the wife, £200.000 to the children: $350,000
to the wife, £350.000 to the children: or $300.000 to the children and
£200.000 to the wife? The long and the short of it is that there are at
least 12 different solutions for each carrvover basis asset in the estate.
To do this by hand, in an estate in which you only had 10 carryover
basis assets, may require an expenditure in time somewhere in the
neighborhood of 120 to 180 hours and that wonld apply in the smallest
estate as well as in the largest.

Finally. the present caleulation of carrvover basis for nonmarket-
ahle property requires input of 11 known factors. First, fair market
value of the appreciated property.

Scecond. enst basis. Third. the maritaldeduction portion: the non-
marital deduction portion; the personal property election (in or out)
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the adjusted gross estate; the taxable estate; the net estate taxes; the
State tax credit; the period the property was held before December 31,
1976 ; and finally, the total period in all.

Thank you.

Senator Byrp. From what you say, it seems to me that carryover
basis would add greatly to the administrative and legal costs of ad-
ministering an estate. These costs are passed on to the individual cit-
izen. individual beneficiary.

Mr. Bropr, What it means, Senator, is that attorneys’ fees and ac-
countants’ fees would go up dramatically. But we are here arguing
that you kill this off, because to expend somewhere in the neighbor-
hood of 120 to 180 hours at normal billing time would bury many
estates in legal fees which they could never afford.

In other words, we are really saying that the expenditure of time,
not only by attorneys, not only by accountants. but by the IRS as well,
is an expenditure of time that this country really doesn’t need in terms
of the revenue that it produces, and certainly in terms of the equality.

Senator Byrn. We have one additional witness, and then I will
yield to Senator Dole.

Senator Jersex. Yes. Mr. Theodore Pasquesi. chairman of the
Council of the Illinois Bar Association Section on Federal Taxation.

STATEMENT OF THEODORE PASQUESI, CHAIRMAN, COUNCIL OF
THE ILLINOIS STATE BAR ASSOCIATION SECTION ON FEDERAL
TAXATION

Mr. Pasquest. Thank you.

Our Illinois State Bar Association has over 20.000 members and
this association has. for some time. urged the repeal of carrvover
basis. Carryover basis is an excessive burden, especially for middle-
class ‘Americans. Why?

Because first, it requires a total analysis and reconstruction of the
cost basis history of the decedents' assets and it then requires these
complicated computations, which Mr. Brode referred to, to transfer
this basis.

These two deceptively simple terms—*basis reconstruction™ and
“basis transfer”—are forcing the American public to spend much too
much monev on lawvers and accountants for carryover basis informa-
tion and advice. This. in turn. makes any resulting additional tax one
of the most inefficient we have ever encountered.

Going from bad to worse. the inefficiencies are even greater with the
smaller estates. No matter where the exemption is set, $60.000. $175.-
000 or any other level, the greatest taxpayer burden per new revenue
dollar will fall on the smallest estates affected.

Why ? Because the closer the value of the estate is to the exemption,
the less is the potential difference hetween carrvover basis and stepped
up basis and therefore, the less will be any additional tax. And vet. the
basis reconstruction and basis transfer burdens apply across the hoard.

The inefficiency curve of carrvover basis is staggering for those es-
tates just above the exemption. And in which bracket will most of the
estates affected fall?

There should be no question about it : just above the exemption level.

‘Why, then. is carryover basis even considered? One reason is easy
to identify : the revenue it may generate.
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Now, we were told this morning that revenue was not a factor, but
that was not what I was told when I testified before House Ways and
Means last year.

Regardless of whether or not revenue is a factor, to the extent that
Congress considereds additional revenue necessary. we urge that it be
obtained without any system which requires a determination of dece-
dents’ basis.

The extent of revenue needs is the business of Congress. but assess-
ing the cost to heirs and determining the decendent’ basis is our
buginess. We have been on that firing line for over 2 years.

The second argument in favor of carryover basis is some notion of
equity. The argument goes that taxpayers who sell before death pay a
tax on appreciation while the heirs of those who hold until death do
not.

Let’s zero in on that word “appreciation.” Appreciation is an in-
crease in value and value is the worth of an asset relative to something
clse. .\ppreciation of an asset cannot be measured without measuring
the relative value of goods and services available on exchange. Under
our system, there can be no true measurement of appreciation without
considering the changes in the value of our medium of exchange, the
dollar.

That brings us to inflation, or at least, it should. Interestingly. this
morning’s first witness, Mr. Lubick. with Harry L. Gutman, authored
an article in the Janunary 1979, issue of Trust and Estates magazine
entitled. “Treasury’s New Views on Carryvover Basis.”

In that article, I counted 24 references to the word “appreciation.”
but the word “inflation” was conspicuous by its absence. Again this
morning, Mr. Lubick failed to use the word “inflation,” although
Senator Dole did.

Senator Byrp. If yvou would permit me to interrupt, he did in an
indirect sense when he mentioned 1913 income tax, and I brought out
that. even including what was called the supertax, the maximum tax
rate was 6 percent. He said. “Yes,” but they were in different dollars,
which T assume he indirectly noted the great increase in inflation.

Mr. Pasquest. I agree, Senator. and I think indirectly he also
referred to inflation when he made reference to this so-called $20
billion of annnal appreciation.

To ignore the impact of inflation when measuring appreciation is
to ignore the inequity which inflation injects into our so-called capital
gains tax. This refusal of some to face up to the impact of inflation
suggests that the so-called equity argument for carryover basis is
really an attempt to extend a rapidly growing inequity in our system
of taxation. But Congress, fortunately, has not been so biased. It has
taken action against the inequities of inflation, and it can do more
by a total repeal of carryover basis.

Thank yvou.

Senator Byrp, Thank you. sir.

Senator Dole?

Senator Dore. T apologize for being absent. T was out testifying
on the constitutional amendment on the balanced budget.

Did vou want to say something, Charlie?

Representative GrassLey. Senator Byrd. Senator Dole, members
of the panel and Senator Jepsen. the only point I would like to make
and the one that is basically behind my involvement in the repeal of
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the carryover basis is that it is such a sense of frustration for farm
families— and I know it applies to others than just farm families. but
that is what I want to emphasize—to work hard all their life and
most of what they accumulate is a direct result of their labor being
put into their capital and reinvestment of it. and then to have it
taxed away to a point upon death that that cannot be continued in
the family, If we want to do one thing in this country to keep the
family farm going, one of the things that can contribunte to that
would be the repeal of te carryover basis, and without it, it is going
to be a leading factor in the demise of the family farm.

Senator Byrn. Thank you, sir.

Senator Dore. I have a number of questions, but because of time
constraints, I would like to ask if anybody on the panel, that if the
proposal as discussed by the Treasury Department were enacted.
would you anticipate significant litigation regarding the carryover
basis rules?

I assume the answer to that is “Yes,” and in what areas.

Mr. Wosox, May 17

Senator DoLE. Yes.

Mr. WiLsox. T am Arley Wilson.

I think yvou are going to find it in two areas that you are going to
have a lot of conflict in litigation. One. we have always had the liti-
gation on value, but when we get into the area of identification, you
can have a paucity of information or vou can have a plethora of
information. ITow are you going to tell which black cow, which feed
pump, which three-bottom plow ¢

When you start in, the fellow is there. if he is living on the farin.
and he can tell that, But the Internal Revenue Service is not going
to be so kindly. They are going to say. vou prove it. They always have:
they alwavs will.

The other is the negative basis. Negative basis just cannot be an-
swered beeause most evervhody in my community has a negative hasis
which will not surface until they die. They have inherited or bought
land at $1350 to $200 an acre and they have an S180.000 to %200.000
mortgage on it, right now. to keep them alive in their operating
income. because vou could not borrow money cheaper on the land than
youean borrow it on the erop that vou are raising.

It is just a well-known fact that it is 834 money today from the Fed-
eral Land Bank and it is 1014 percent money if you just borrow operat-
ing money.

I think we are going to have a lot of litigation in those two areas.

Mr. PasqQrest. Senator. may I add that in addition to your conscern
about litigation, there is undoubtedly also a concern about extended
audit difficulties which may not result in recorded litigation. but is a
tremendons burden to the American publie and in our experience,
much of this audit difficulty stems from valuation questions,

Senator Dore. T would just sav generally. we are told that carry-
over basis is not a question of revenue. it is a justice and equality
effort by the Treasury Department. I guess the revenue estimates are
what.about £33 million?

Here. we round that off to zero.

But if that is the case. then T think you have made some suggestions
to pick up revenue that might have more merit. Maybe we ought to in-
dex the basis of assets to take care of inflation. Then there would not
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be anything left of carryover basis. That might be another way to
skin the cat.

The Department of Treasury is opposed to indexing. They want
us to pay taxes on intlation. Kvery administration does, not just this
one. Indexina basis might be a substitute.

However, { think the best approach would be to repeal carryover. I
know there is a lot of support for repeal. Maybe they wonld accept
some of the suggestions made by members of this panel, and others, if
they are concerned about revenue.

Thank you.

Senator Byrp. Thank you, Senator Dole,

Three States are represented on this panel. Towa, and Colorado and
Ilinois and each of those three States. as 1 visualize it. have very
substantial farming. so all of vou are well familiar with the farming
problems. See if I am reasonably correct about this.

Tt seems to me that carrvover basis would tend to force the sale of
farmes and if that is the case. it seems to me that is playing into the
hands of the Iarge farm aperators, the so-called conglomerates which
are buving up farmland, Many farm sonrces are buying up farmland,
and the more the Government, by tax laws, forces small farms to sell,
the less small farmers there ave likely to be and the more likely it will
be that the Jand will get into tiie hands of fewer and fewer people.
This isnot a very dezirable outlook for our country.

Do vou see it ~omewhat that way?

M. Brope. Senator. ves. I think what will happen is that you will
have a telescoping eflect, In other words, you will get hit with the
estate tax on death, which may eause you to have to liquidate the farm
to pay the estate tax. a~=uming that you are not making one of the code
section 6166 electinns to ~ecure cither a 10-vear postponement, a 15-
vear postponement. or the farm election under section 2032(a).

But then if voware forced to sell. what happens is you then run right
up against a second tax. the income tax. which—I mean, it is almost a
totally defeating situation. You are having a large portion of your
estate taken away with the estate tax and because you are forced to sell
to pay the revenue to Unele Ram you are hit again with a second tax,
an imeome tax. probabliv at capital gains rates.

Nenator Byro. And that i at inflated value. If this inflation con-
tinnes, and 1 see no imdieation that it i3 likely to be reduced any time
soo, that is going to add a greater burden on the taxpayer.

My, Brove. The fonger bevond December 31, 1976 that he lives, the
greater is the capital gains burden to him,

Senator Byro, Say that again, please.

M. Bropr. The longrer that Lie lives beyond December 31, 1976, the
greater the burden may becone,

Nenator Byrn, 19789, would it not be?

My Brove. 1 believe that the teechnical amendment change takes you
back. at least for purposes of nonmarketable property to December 31,
1976, T may be incorrect on that. but I believe that is the way it was
done.

But the date is still December 31, 1976, and not December 31, 1979,

M, Pasouisic b betieve that is correet. Senator, and the impact of
that under present v would be that romeone dving in January 1980
will have had no benefit from the Revenue .\ct of 1978. That person's
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estate will be exactly as it would have been under 1023 as enacted in
the Tax Reform Act of 1976, so there really was not deferral; there
was only a waiver of carryover basis for the 3 years in question, if the
decedents died in that period of time.

Mr. Brobe. Their position is as if this postponement has never taken
place. The Treasury will not lose one cent of revenue by having had the
postponement if the law becomes law once again on January 1, 1930.

Senator Byrp. Well, then, to use Mr. Lubick's example, it would be
financially desirable for somebody to get hit by a truck pretty soon
after 1976.

Mr. Brope. That is exactly what we are advising clients to do. Of
course, they are having a little difficulty complying with that recom-
mendation. If you are going to elect to die, die before January 1, 1930.

I have seen various articles that have suggested that. The December
1978 issue of “Taxes” magazine has two of them.

Senator Byrn. Senator Dole?

Senator Dovk. I would not want to endorse that,

Mr. Brobe. The clients are not, either,

Senator Byro. Thank you, gentlemen, very much. Your testimony

has been very helpful.
[The prepared statements of the preceding panel follow:]

STATEMENT OF ARIEY J. WILSON, MARSHALLTOWN, IOWA, oN BEHALF OF THE
Iowa STATE BAR ASSOCIATION

COMMENTS ON CARRYOVER BASIS

First, may I express the appreciation of the Iowa Bar Association for the
privilege of presenting the practical prohlems of the application of COB, from
both the taxpayer's point of view and that of his attorney.

The practicing lawyer is no longer speaking from an academie, philosophical,
or hypothetical point of view. He has had 22 months of actual experience with
COB before the blessing of moratoriumm became a reality.

During that 22-month peried we have found that COB is not only unworkabhle
in its present framework but is totally uncorrectable in its present concept
and will remain uncorrectable until the proponents recognize where the probletns
really are and will admit the reality of the end result which will Lbe reached
10 years from now.

The represcntations of the proponents of COB are not only hypothatical but
worse they are scarcely believable. What they haven't told you or the practical
application of which they may have misunderstood, is of even greater impact.

For instance—

1. COB has been referred to as a tax on capital gains at death. That is only a
part of the story. It has become apparent in application that COB is in the rural
community a tax on ordinary income as much as on capital gains, with even
greater tax effect, such as (A) raised crop, 0 basis; (B) raised Hvestock,
0 basis, mostly mortgaged.

I have seen no example by any proponent which has even recognized the
existence of such type of income. The prime examples of the proponents are
all addressed to stocks and bonds which receive a fresh start as of a fixed date,
and a fixed value. This is not o with the application of COB to real estate and
depreciable personal property used on the farm and smatll business. The longe:
the taxpayer owns the property, the less the basis, until eventually it becomes
minimal,

2. Probably one of the less desirable representations is that euphumistically
the tax is called a tax on appreciation when in reality it is a tax on tutlation.
Why not recognize the kind of tax this really is?

3. No attention has at any time been given as to how to handle negative basis.
What is this critter no one want to talk about?

Suppose I bought property in 1977 for $£100.000. By 1087 the property i«
depreciated 1o 820,000, The so-called appreciated value in 1987 is $250.000 but
I have borrowed on it $200,000 non-recourse. I die, giving the property to my
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child. The result—my child has property basis $50,000, mortgage due $200,000,
value $250,000. If the child or my estate sells the property for $250,000 and pays
maximum marginal tax on capital gains at 28 percent, the tax will be $56,000,
the mortgage $200,000. The actual economic loss of $6,000 will occur. This
realization event becomes intolerable when the public realizes what has happened.
How, even academically, can one make the assertion that this will free up capital
at death?

While negative hasis i{s not commonplace today, by 1987 with current rates
of inflation, it will be an everyday event. One cannot help but ask one’s self if
estate planning of tomorrow will include a plan involving such a property where
it will be recommended to borrow as much as possible and then leave the property
to some person yon don’t like. [See addendum No. 1.]

4, It has been said that this is a “once in a lifetime’” settlement of accounts.
Nothing could overlook the practical application more. The proposed settlement
does not occur in the lifetime but after death, as a result the decedent is deprived
of the lifetime benefits he would have if living such as—

(a) Loss of exemptions;

(b) ILoss of zero bracket amount ;

(c¢) Loss of investment credit carryover;

(d) Loss of net operating loss carryover;

(e) Lossof income averaging benefits;

(f) Loss of selectivity in both time to recognize gain and the property to
be used to pay ;

(g) Loss of joint return rate schedule. {See addendum No. 2.]

5. COB does not recognize the reality of the multiplicity of taxation occurring

by virtue of the accident of death which are:

(a) Federal estate tax;

(b) Federal income tax for the decedent and for the estate;

(c) State death taxes;

(d) State income taxes for the decedent and for the estate.
Which in total of an estate of $590,000 passing from father to son lead to a collec-
tive tax of up to 124 percent. This is the death knell to the right to inherit the
family farm or family small business.

It has been urged that estate tax and income tax are two separate taxes and
the results of the application of both taxes should be considered separately. This
is as foolish as trying to deny the parenthood of only one Siamese twin while
claiming the other as your child.

Academically it may sound great, but the taxpayer is more pragmatic. He
must pay all the tax regardless of the niceties of what kind it is or its source of
origin. [See addendum No. 3.]

6. With COB it is almost impossible to practically and legally give equal
treatment to the heirs or residuary beneficiaries. Even though the relationship
among the heirs is harmonious enough to permit the executor to make a non-
prorata distribution, Rev. Rul, 69486, 1969—2 C.B. 159 may recast the non-
prorata distribution. The executor faces an impossible dilemma in an attempt
to distribute property equitably with COB bearing no predictable relationship to
current market value. If there is anything of substance to distribute, the family
farm or family business must for safety reasons be distributed prorata and to
say the least, this produces an awkward if not unworkable situation.

A simple example of the difficulty is that if John, father of two sons, had pur-
chased an 80 acres when he returned from World War IT for §150 an acre or
$12.000 basis, and in 1974 he was able to purchase an adjoining 80 acres for $1,500
an aere or $120.000 and he died in 1978 and the value of each 80 acres was 83,000
an acre or £240.000 each, if he left one son the first 8) and the second son the
remaining 80, he could not treat the sons equally because the basis of the first
80 purchased would be substantially less than the basis of the second 80 pur-
chased and this exact value could not be well determined until the date of death
of the testator, {See addendum No. 4.]

7. It has been pretty well conceded by all persons of reason who have attempted
practical application of COB that it is totally unworkable. Too little available
information requires speculation. When adequate information is available, iden-
tification of the property is equally speculative—which black cow ?—which four-
bottom plow *—which feed bunk?—the list could almost he unending.

One of the many unanswered problems not vet considered by the proponents
is how do you apnly COB in a Rec. 351 tax-free incorporation times of a small
business or farm? As a practical matter the assets have heen acquired at different
times with different costs and varying levels of depreciation. It is fmpractical to
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have a different basis for each share of stock issued. Would this require multiple
classes of stock—one representing the home 160—one for the acquired §0—one
class for machinery—one class for breeding livestock? The administration and
organization of such a vehicle would be preposterous.

Throughout this talk we have related our discussion to the small and medium-
sized estate affecting the family farm and the family-operated business. We
have not had too much experience with the multimillion dollar estate in our
office. We as country lawyers are impressed with the fact thrt the House of
Delegates at the mid-year meeting of the American Bar Association adopted
unanimously a resolation approving the repeal of COB. We are turther impressed
by the fact that there was not one dissenting vote in the House of Delegates
nor one voice raised in the defense of COB. Nothing can be more clear than the
fact that the COB law as written in 1976 cannot be implemented nor can it
Le fairly administered by the Service without great expense. It is equally clear
after 22 months of hard work in trying to apply this law that it cannot be
modified or patched up by any device yet suggested.

It is in fact a leaky boat with bad planking and every time one hole is patched
and one leak ix stopped. 1wo more leaks appear. I have not vet met one practicing
attorney in Iowa who believes that this law can be implemented or effectively
repaired. That leaves us with two alternatives, one of which s to enact a limita-
tion on the dotlar amount you inherit in auy event. If social engineering is to
be the order of the day and there is to be a dollar limit on the right to inherit,
let us have the courage to say so rather than ruin a perfectly workable tax
system: which predated the 1976 act and not indulge ourselves in what Winston
Churchill once labeled as terminological inexactitude, The other alternative
is to completely repeal COB in its entire concept.

ADDENDUM NO. 1—THE NEGATIVE BASIS PROBLEM

The COB rule may produce harsh and inequitable tax consequences whenever
the inherited or devised property is subject to a mortgage linbility substan-
tially greater than its COB. In that case the beneficiary may discover (to his or
her surprise and subsequent horror) that the tax liability resulting from the
sale, gift or foreclosure of the property far exceeds the cash proceeds realized
by the beneficiary.

For example, suppose that in 1977 D purchased real property for $100.000
cash. In 1987, when the property had appreciated in value to $250,000 and D
had deducted $30,000 of depreciation with respect to the property. D borrows
$200,000 on a non-recourse note secured by the property.! D spends the loan pro-
ceeds on unrelated personal activities and dies soon thereafter, bequeathing the
property (still worth $250,000) to his child.? Ignoring the adjustments for federal
and state death taxes, C would acquire a COB of 330,000 in the property, the
same as in the hands of D immediately before his death. If C then sells the
property (still valued at $250,000) subject to the $200,000 mortgage, C would
realize net cash proceeds of 850,000 (ignoring selling expenses). But since under
the rule of Crane v. United States® the mortgage encumbering the property
must be included in computing C’s amount realized on the disposition, C's realized

gain is $200,000 computed as follows:

Amount realized:
CASN e m———————————— 850, 000
MOt AL o oo e e e e 200, 0600
Adjusted basis o ccecmn o 250, 000
Carryover basiS oo e 50, 000
Realized galn_ o e 200, 000

If the gain iz subfect to tax at the maximum marginal rate of tax on capital
gains (currently 28¢%), the tax liability arising from the sale will be §36.000, or
£6,000 more than the net cash proceed realized by C on the sale. The tax liability
would exceed the net cash proceeds realized from the sale by an even greater

1The encumbering of property in an amount exceeding {its adjusted basis 1s not
considered a realization event, even though the owner (does not assume personal lladhility
;g-%é‘hn indebtedness. Woodgam Assocs., Ine. v. Commissioner, 198 F.2d 357, 359 (24 Cir.

* The transfer of property at the donor's death Is not considered a realization event,
even though the property is suhject to an encumbrance fn excess of the decedent’s hasis,
See New York Countfy Lawyers® Assoclation. Excess Mortgaged Property—Caveat Venditor:
A Report on Some of the Consequences of the Carryover Basis Rules on Inherited Excess
Martenged Property, 33 Tax I, Rev. 139, 156-57 (1977).

8331 U.S. 1 (1047).
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margin if all or part of the gain was subject to depreclation recapture or was
subject to tax at ordinary income rates for other reasons.

This result is objectionable for several reasons, First, it is unfair to tax C on
the %200,000 of gain because there is no indication that C received any econotnie
benetit from the mortgage proceeds. Those proceeds may have been expended by
D prior to his death or bequeathed to some other beneticiary. Moreover C received
no tax benefit from the depreciation deduction taken by D before his death. Yet,
under the COB rule, those deductions decrease C's COI and increase his gain on
a subsequent disposition of the property. Not only is it inequitable to tax C on
a gain of £200.000 when he inherited (or was bequeathed) an equity of only
£30.000 (8230,000 gross value less $200.000 mortgage), this result will also re-
duce capital mobility aud, heuce, economic efticiency, by discouraging C from dis-
posing of the property becanse of the exorbitant tax cost involved.

C would be not better off if he decided to give the property away instead of
seiling it. Under the decided casex, the gift of property subject to a mortgage in
excvess of its bhaxis is treated as a partial sale of the property for an amount
realized equal to the amount of the mortgage lability.! Thus, if C gave the mort-
gaged property (still valued at $250,000) to his child GC, C would realize a gain
of $150,000, determined as follows :

Amount realized mortgage Yiability $200, 000
Adjusted basis carryover basis e 50. 000
Realized gain_ o el $150, 000

This result is most objectionable because (1) € received no cash proceeds on
the transfer to GC: (2) C received no economie benefit from the mortgage pro-
ceeds which were obtained by D; (3) C received no tax benetit from the depre-
ciation deductions that reduced D'y, and hence C's, adjusted baxis for the property.
Thexe anomaulies do not arise under the basis rule of section 1014(a). Under
that provision, C wonld obtain a baxis in the property equal to its estate tax
value ($230,000). C would not realize any phantom income on the subrequent
sale or gift of the property. Tf he sold the property for §2350,000, e would realize
no gain or loss on the transfer:
Amount realized:
st e
Mortgage liability_.

Total e §250, 000
Adjusted basis (See, 1014 (Q) ) oo oo oe e — = 230,000
Realized gain_ . e 0

If he gave the property (subject to the mortgage) to his child GC, he would like-
wixe realize no gain or loss:
Amount realized:

Mortgage liability 2 £200. 000
Adjusted basis e 230, 000
Realized loss e 0

1Fven though the adjusted baxis of the property transferred exceeds the amount
realized, no loss is realized on a partial gift transaction. Treas. Reg. § 1.1001-1 (e).

ADDENDUM NXNO. 2

1. Death at a time when the expenses of the crop have been incurred and paid
imt before the crop has been reduced to income for income tax purposes resulting
in:

(a) Loss of decedent's exemptions.

(D) Loss of decedent’s zero bracket amount,

(e) Loss of investment credit earryovers.

(d) Loss of income averaging benefits.

(¢) Toss of joint return rate schedule, or at worst (but still better than
estates) single return rate schedule.

4 Ree, e.p., Johnson v. Commissioner, 495 F.2d 1079 (6th Cir. 1974) : Malone v. Unfted
States, 326 F.Supp. 108 (N.I). Mixs. 1971), aff’d per curiam, 455 F.2d 502 (5th Cir,
1972) : Rev, Rul. 70-626 1970-2 C.B. 158: Ward, Taxatlon of Gratuitous Transfers of
Encumbered Property : Partial Sales and Sectlon 677(a), 83 Iowa L. Rev. 823 (1978).

43—465—79—3
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(f) Y.oss of cholce of time tn recognize income or deductions,
(g) Loss of choice to be selective as to the items and nature of income
and deductions to be recognized.
(h) Loss of net operating loss carryover.
(¢) Until law is amended to provide otherwlse, loss of capital loss carry-
overs.
As we have previously noted, all of these disadvantages hit a farmer particu-
larly badly because most of the income he will realize under the COB rules will
be ordinary income rather than long-term capital gain.

ADDENDUM NO. 3—TAX FACTS, APPENDIX A
ASSETS: $590,000 (all assets acquired after December 31, 1976).

Fair market

value 8t death Basis
Principal residence... .. ... ooooccnoiiii i iiecieeeaaeieceemraeeanaan $180, 000 $167, 000
Life insurance_.__.__ R 75,000 oo eiioaiaas
Marketable security X 50, 000 20, 000
Marketabie security Y. 70, 000 - 40, 000
Closely held security 2... 200, 600 160, 000
Tangible personal propert; 15, 0CO Unknown
(] U PP 590, 000 387, 500
Debts and expenses: $20,000.
Date of death: January 1, 1981,
State estate tax: $12,800.
State inheritance tax on recipient of Z: $10,000.
COMPUTATION OF ESTATE TAX
Gross estate. oo - $590, 000
Less: Debts and Expenses e 20, 000
Taxable estate o o e ———— 570, 000
Gross tax ($155,800 plus 37 percent of $70,000) - oo ____ 181, 700
Less: Unified credit_ e 47, 000
State death tax credit ($10,000 plus 4 preent of $70,000) - ________ 12, 800
59, 800
Estate TaX .o e 121, 900

1 Assumes no marital or charitable deduction.

Taking the foregoing example presented in the article by Donald C. Lubick,
Assistant Secretary for Tax Poliey, and changing this value to a small tenant
farmer in the Mid-West and addressing it to the kind of property such farmer
would possess, we come up with a table correspondingly simple. as hereinafter
set out. You will note that no figures have been changed, only a distinction has
been made as to the kind of property anticipated by the Treasury Department
and that which is actually owned by the farmer.

Treasury has refused to admit that all accumulated wealth is not a matter
of capital gains. This is a matter of their example when presented to the public
and congress but in practical application will not be true. Iet us change the
nature of the property and make it more compatible with the farmer as follows:

Fair market

value at death Basis

$189, 000 $167, 000

75, 000 1]

Raised market hogs 50, 000 0
Raised fal cattle. . 70,000 0
RN, ... . 200, 000 0
L 1 . . 15,000 .oocoeomnnnns

L | ST G R 590, 000 167,000
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The following results will be obtained

Gross Estate oo e $590, 000
Costs of Administration o oo oo 20, 000
$670, 000
Gross Tax (Tax Bracket) oo oo oo mo e e 181, 700
87% of $70,000
Jess Unified Credit e em e mmemm—ecmmme—mem— e~ m——em e em— = 47, 000
Death Tax Credit
(10,000 4 4% 0f T0,000) - oo oo oo oo 12, 800
Total CreditSa e oo e 59, 800
AMOUNE e e 121, 900
Jowa inheritance on §448,100, (180,000—7825+8 percent) _..____._____ 29, 273
Jowa income tax on feeding livestock and grain sold for $320,000
($75,000—74204+13 percent) . 49, 020
Federal income tax on $320,000 Fed livestock and grain, ($200,000—
125,490 470 percent) oo oo e 209, 490
Total tAX . 409, 683

Requires a mortgage of $109,683 ($89,683 to pay tax and $20,000 to pay
costs of administration) on property remaining valued at $270,000.
Net value of estate remaining_ e 160, 317
Subject to Carryover Basis in 7 amount,

Collective tax burden on top dollars: Percent
Inherited Federal estate_____ e 37
Less credit for Iowa inheritance__.______________________________ 4
Plus actual JTowa inheritance_ _.__ . __ . ____.__. S
Plus Towa income tax__ oo 13
Plus Federal income taxX. oo oo 70

Collective taxes. e 124

Treasury states that Federal Estate Tax Is not surrogate to other taxes (I am
not sure what this means) but practically estate taxes are the basis for the col-
lection of income tax federal, income tax state, death tax federal and death tax
state in whatever form they may be and while this is not probably of too much
import to the Treasury, to that person who is required to pay the taxes from tite
property received it becomes pressingly important. The foreguing property is
based upon the transition of property from a father to a son. If the property
was transferred to a niece, nephew or fosterchild, brother-in-law, sister-in-law
or step-grandchild, the cumulative tax would be 131 percent and not 124 percent
as above.

ADDENDUM NO. 4—UNEQUAL TREATMENT OF HEIRS UNDER CARRYING BASIS

The potential for unequal treatment of the distributees of an estate is in-
creased in several ways by the COB rules. It is impossible to perceive all the
distribution problems that may be encountered by the executor of a typical Iowa
estate with farm or business assets.

A threshold difficulty exists in that there is virtually no state-level law to
guide an executor in making distributions of assets that may have equal market
values but disparate economic values due to differences in basis. Even where
a will grants the discretion to make non-pro rata distributions in kind, the excecu-
tor may he unable to exercise the discretion hecause of the duty to treat all
distributees impartially. Even where the relationship among the distribintees is
harmonious enough to permit the executor to make non-pro rata distribmtions,
Rev. Rul. 69486, 1969-2 C.B. 159 may recast the non-pro rata distribution. My
understanding of this Ruling is that where it is uncertain whether the fiduciary
may make non-pro rata distributions, the distributees will be deemed tn have
received a pro rata distribution and to have thereafter made exchanges of their
respective undivided interests in order to end up with non-pro rata interests in
the assets distributed with such exchanges being treated as taxable tmansac-
tions for income tax purposes. To sum up on this aspect, I am of the opinion
that an executor may not make non-pro rata distributions in the absence of
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specific authority in the Will. If the Will purports to authorize non-pro rata dis.
tributions but is silent as to the authority to disregard differences in basis, the
duty of impartiality among the distributees may overrule such a discretion and
require pro rata distributions.

If the Will purports to authorize the executor to make non-pro rata distribu-
tions without making any adjustments among the dixtributees to correct per-
ceived inequities, the line of cases spawned by In re¢ Warms' Estate, 140 N Y 8.
2d 169 (Sur.Ct. N.Y. Co. 1955) may mandate that an equitable adjustment be
made among the distributees to reflect the differences in basis of the assets dis-
tributed. Warms’' held that where an executor elected to claim administration
expenses as an income tax deduction, the income beneficiaries must reimburse
thie principal account to the extent of the additional ‘estate tax incurred as a result
of the election. The result of this case has been codified in New York and Mary-
land and has been followed judicially in California, Florida and Pennsylvania.
There is uncertaiuty, however, as to whether such adjustments will be required
where thie act of the executor does not constitute the making of an election under
the tax law, The line between tax law elections and something else has not hieen
drawn. In several cases thie court wound up making a choice between equity
amoeng the parties and simplicity in administration.

The executor faces a dilemma of impartiality in attempting to select the
“personal or houschold effects” to be excluded up to $£10,000 in value wherever
the testator has made specitic bequexsts of some of such assets, This provixion
was enacted to provide a limited avea of velief from the “unknown basis” prob-
lewn where it is most likely to arise, However, it wonld appear to be unwixe to
make the election until all efforts have been exhausted to ascertain the dece-
dent’s basis because in sonte instances that hasis will be in excess of the estate tax
value, The limitation of hasis to fair market value under Sec. 1023(a) (2) is for
purposes of loss and does not apply for the purpose of gain where the asset is
later sold for more than itx estate tax value. Where the basis is known and is
higher than the estate tax value, the election should not be made with respect to
that asset,

The distribution of an interest in special use valuation property (farm Iand
vuder See. 203201 to the non-marital share of an estate conld be unfortunate
where the qualified heir sells the pronerty to a person outside the family within
15 years after death of the ovwner. Such a sale will trigger an additional estate
tax bhasged on what the tax would have been wtihout the special use valuation
election. The hypothetical estate tax computation in sueh an instance wonld
allow a higher marital deduction only where the marital share was actually
funded to a level sufficient to permit a larger deduction. This would be unlikely
where no interest in the special use property was distributed to the spouse.

The testator who attempts to provide for speciflic distributions of low basis
property to low income tax bracket beneficiaries and high basis property to high-
bracket Leneficiaries runs the risk that the income tax status of the heneficiaries
may he reversed or changed by the time distributions are made.

Inequality may exist where distributecs receive property of equal value and
equal basis in the situation where the gain on the <ale of one property may he
sulijeet to ordinary income treatment because of depreciation recapture while the
gain on the sale of the other property qualifies for eapifal gain treatment.

It is a common experience for & farm testator to want to give fari assets to
one child and non-farm assets to annther child, but at the same time to give each
child about the same amount of property in value. The impact of different bases

will compound this difticult problem.

B

CoLORADO BAR ASSOCTIATION STATEMENT OF PoOSITION REGARDING RESOLUTION OFP
CURRENT MORATORIUM ON CARRYOVER Basls PrOVISIONS oF THE TAX REFORM

Act or 1976

The Colorado Bar Association went on record in early 1977 advocating the
repeal of Carryover Basis on the grounds of administrative complexity. As an
interim step preferable to the existing alternntives of Section 2005 of the Tax
Reform Act or various “fix-up” proposals, it supported the present moratoriunm.

Various proposals have been made to resolve the time-bomb created by the
moratorium. In broad terms they are:

1. Return to the pre-TRA 'T6 law involving “step-up” fn basis,
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2, Some improved form of carryover basis. .
3. Some form of taxation of gain at death generally breaking down into (a)

treating death as a realization event or (b) an *“additional estate tax” on the
appreciation.

Proposals 2 and 3 suffer from the continued necessity that historieal basis must
be ascertained. This constitutes a change in rules prevalent for sixty-three
vears—rules that have given stability and predictability to our tax laws aund
which have been relied on throughout this period by estate owners not intending
to dispose of particular assets during lifetime.

This is a significant consideration in Colorado where family ownership of
farms, ranches, mineral interests and water rights is so prevelant and important.
These assets involve depreciable improvements (added typically in an evolution-
ary way, frequently incorporating the labor of the owner and his family and the
re-use of materials on hand) and depletable mineral resources. Basis records and
adjustments thereto are frequently non-existent or confused at best. As in other
parts of the country, Colorado has its share nf family owned non .arm and ranch
businesses where the owners have not anticipated a taxable transfer during life-
time and, therefore, have inadequate basis records.

Colorado is a state whose professionals have pioneered the use of the revocable
trust as a will substitute and have persuaded their legislature to be among the
first in the nation to adopt the Uniform P’robate (‘ode—all to the end that the
expenses, delays, traumas and frustrations associated with death and the ad-
ministration of decedants' estates to be leld to an irreducible minimum. For
these reasons, Colorado’s lawyers and other estate professionals early identified
the costly and difficult-to-impossible administration determinations required by
carryover basis as being a gigantic step backward in attaining these professional
and human objectives. Consgistent with these concerns, the Colorado Bar Associa-
tion, speaking through its Taxation Section and its I’robate and Trust Law Sec-
tion, urges consideration of the following proposed resolutions to the existing
moratorium in the order stated.

1. Return to the Prc-TRA 76 Law Involving “Step-Up” in Basis

It is submitted that a return to prior law is a viable and acceptable solution to
the dilemma Congress and the Nation finds itself in as a result of the action (or,
more precisely. non-action) of Congress in allowing carryover basls to be added
to the 1976 Act, as Senator Harry ¥. Byrd, Jr. recently said, “at the 59th minute
of the eleventh hour. after the ... Act had passed both the Senate and the llouse."
He points out thie now well-known fact that carryover basis was brought up in
the conference between the House and the Senate without House action and with-
out hearings by this Committee of the Senate or any consideration by this Com-
mittee or by the Senate.

Clearly, then, carryover basis can scarcely be considered a deliberative act of
the Congress although the result was to overthrow a principal of tax law that
had prevailed since 1913.

It is our view that there is no meaningful constituency in the country for a
change from prior law. The disparate tax treatment of the now famous pair of
identically situated investors who are killed simultaneously, one having just left
his broker's office where he sold his appreciated securities and the other just ap-
broaching his broker's office to sell his similarly appreciated securities, is a prob-
lem which fascinates scholars and Treasury officials but does not, it is submitted,
really bother reallife estate owners. They tend to be happy to sell apprecinted
assets when it suits their fancy and to retain other assets until death, deriving
A stepped-up basis. Absent a forced sale (when tax considerations are secondary)
every sale of an appreciated asset is a volitional act with tax consequences known.
No one need be too concerned for the investor in the cited example who chooses
to take n profit subject to taxation (except for the punitive effect created by in-
flation) rather than hold on until death. He may have wished that capital gains
rates were less, but he obviously made # judgment to sell anyway.

The correlative eoncern about “lock-ir.” of capital ought to tend to disappear
when capital gains rates begin to retre.t (as they happily did in the 1978 Act)
from a high of 49.125%. Carryoser brsis merely exacerbates such lock-in—under
prior law it lasted no longer than the estate owner's death; under carryover
basis, it could g2 on, in theory, for generations !

Death is a difficult time at hest, rarely chosen as a deliberate tax avoldance
device (if it were such a device, we could anticipate a rash of suicides by estate
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owners in December of this year, depending on what Congress does with the
moratorium!). Why add to the already substantial burdens of the families of
deceased estate owners and fiduciaries that already exist in meeting substantial
estate and inheritance tax levies that, in themselves and apart from the fact
of the death of the estate owner, may jeopardize the continuity of family busi-
nesses and farm and ranch holdings? Is it sensible to subject them to the expenses
and frustrations of the carryover basis requirements, the possibility of penalties
for insufficient compliance, and the potentiality of lawsuits by heirs and dis-
tributees unhappy with their assigned carryover basis and built-in tax liabili-
ties? Is this kind of “solution” to the academician’s *problem” of untaxed appre-
ciation at death consonant with the mood of the country today as evidenced by
Proposition 13, an obviously growing popular antipathy toward government
regulation and harrassment, and the very flavor of the Congress which just
enacted the Revenue Act of 1978?

In view of the above, the Colorado Bar Association urges as its first preference
a return to prior law regarding the step-up of basis at death.

2. Return to the Pre-TRA '76 Law Involving “Step-Up" In Basis Together With
o Modest Incrcasc In Estate Tar Rates To Scrve As a Trade-Off For a Losgs
of Revenue Associated With Untaxred Appreciation at Death

This proposal makes sense only if Treasury and other proponents of carryover
or taxation of appreciation at death are actually motivated by concern for re-
sulting loss of revenue under prior law. Spokesmen for the Treasury Department
have sometimes given the impression that revenue is really not the issue when
it addresses the subject of untaxed appreciation at death. Just what the issue may
be, if not revenue, is not very well articulated but one is forced to conclude it
has to do with considerations that may be outside the traditional and proper
role of the Treasury. While such non-revenue objectives are properly within
the purview of the Congress, they should be identified “up front” and not hidden
under the guise of alleviating revenue losses. Consideration of such fundamental
changes in the direction of this country ought to be undertaken only against a
background of public debate.

Departing from matters of policy and indulging the assumption that the
eoncern of Treasury and other advocates of change in prior law relating to
“step-up” has to do with loss of revenue, the Colorado Bar Association suggests
that a “toll-charge” be exacted from estate owners for the privilege of stepping-
up the basis of estate assets to estate tax values at death, thereby providing
€1) basis certainty for heirs and distributees, (2) elimination of the necessity
to produce historic basis records and make further administrative adjustments
to such bases, and (3) restoration of settled technlques and expectations in
providing required liquidity for estates (Sections 803 and 306 redemptions, relief
provisions for the payment of death taxes, conventional buy-sell agreements,
ete.).

Such a “toll-charge” should probably be modest in rate, particularly in the
light of the possible effect of inflation on estate values, and could be a flat sur-
eharge against all assets of the estate over a certain threshold value or against
particular schedules on the Form 708, probably excluding charitable bequests
and possibly excluding family homes, insurance and other cash items, and
other non-investment property. If the proposal is viewed to have merit, we would
be pleased to submit detailed suggestions for implementation.

We understand Congress may have responded in 1942 to suggestions then
arising regarding carryover basis by adding to estate tax rates instead.

While arbitrary, this approach to dealing with a loss in revenues flowing from
non-taxability of appreciation at death has simplicity to commend it. It is no more
arbitrary than numerous other provisions of the Tax Code . . . such as per-
eentage depletion; non-proration of dependency exemptions and gift splitting
or joint income tax filing privileges, despite status changes within the taxable
year; use of sales tax tables and standard deductions; requirements to use
actuarial assumptions at odds with actual facts; differentials between tax tables
for married tax payers and singles; disregard of the effects of inflation in defining
taxable capital transactions; the rates of progressivity in income and transfer
tax rate schedules; and alt references to time periods or effective dates that
determine whether a transaction falls within or without a particular tax result.
In the final analysis, everything in the Tax Code, in its ever-changing form, is
arbitrary, being totally dlsassociated from any ‘“natural” law. There would
seem to be room for one more arbitrary addition in the interest of simplicity.
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3. A “Fired-Up” Carryover Basis that Includes the Various Changes Agreed to
January 27, 1978 at Scottsdale Arizona, Between Treasury Representatives
and the American Bar Association Taration Section Carryover Basig Com-
ntittee Plus a Total “Grandfathering™” of AU December 31, 1976 (Or Deceme
ber 31, 1979) Asscts

Efforts have been made to “fix-up’ some of the worst features of carryover
bhasis. At the meeting of January 27, 1973, at Scottsdale, Arizona, attended by
Harry L. Gutman, Deputy Tax Legislative Counsel of the Treasury, and mem-
bers of the American Bar Ascociation Taxation Rection Carryover Basis Com-
mittee, a number of these fix-up attempts were articulated and agreed to in
principal. The attached seunnuary of “Carryover Basis Simplification Proposals”
prepared hy the Treasury Department is reflective of such agreements buc not
necessarily identical therewith.

The residual law in these agreements is the Treasury reluctance to eliminate
the retroactive need to determine the decedant™s haxis in property where the
cost and date of acquisition are unknown. Nince this need, which springs en-
tircly from ecarryover basis (or any realization of gain at death approach)
could not have heen anticipated Ly estate owners who had no intention of
making taxable dispositions of key assets in their lifetimes, fairness dictates
that the need be prospective only. This would be accomplished by “grand-
fathering™ all assetx owned by the decedents on a key date (Decemhber 31, 1978
or December 31, 1979, for example) and making the prior “step-up’ provisions
arpplicable to such assets in their estates, At least everyhody then starts equally
with actual or constructive knowledge of the rules and is in a position to pro-
tect himself. While Congress certainly has the power to make tax laws changes
retroactive in effect, there ix no requirement that this be done and, certainly,
equitable reasons exist in this case not to do so,

Consequently, it is the recommendation of the Colorado Bar Assoclation
that, if the Congress is persnaded that some form of carryover bhasis is ap-
propriate at the expiration of the current moratorinm, the form refleet the
most liberal and favorable features (frem the point of view of taxpayers and
estates) heretofore or hereafter agreed to by the Treasury plus the applic-
ability of stepped-up basis to ail assets owned by decedents on a key date not
earlier than December 31, 1976,

The Colorado Bar Association, while not favoring any form of realization of
gain at death (including AET). would nevertheless urge that any such system
adopted by Congress have a similar “grandfathering™ provision in the interest
of fairness and minimization of administrative costs and burdeus.

Thank you.

CARRYOVER Basis SIMPLIFICATION PROPOSALS

This memorandum simmaries a number of propnasals the Treasury Depart-
ment believes will simplify the operation of the present carryover basis pro-
visions, The material in this memorandum is in part a distillation of the sng-
gestions and comments received by the "Ureasury over the past 18 months from
the professional tax community and other interested persons, Many of these
propoxale are incorporated in Section 2461, intreduced by Senator Hathaway dur-
ing the 95th Congress,

fhe proposals contained herein are not exhaustive and suggestions for modi-
fieation will certainly be entertained, Treasury is continuing to study the reso-
lution of other ixsues raised by the carryover provisions,

The memorandum is divided into three parts. The first sets forth proposals
for long range simplification: the second, proposals for additivnal transition
relief ; and, the third, proposals for conforming changes,

1. LONG RANGE SIMPLIFICATION

A. Exclude from the operation of carryover basis all estates which are not re-
quired to file estate tax returns. Baxis for assets held by estates not required to
file federal estate tax returns would be determined nnder prior law. Exeentors
of these estates will not, therefore, be concerned with the basls of any property
included in the estate except for items of income in respect of a decedent.

B. Increase minimum basis from $60,000 to $175,000. The minimum basls would
be allocated in the discretion of the executor first to capital assets and, if any
minimum basis remains, to assets which would produce ordinary income In whole
or part when sold by the estate or an heir.
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C. The minimum basis would be calenlated prior to the ealculation of the basis
adjustment attributable to death taxex. It will therefore he a tiaor to which the
death tax adjustment can be added rather than a cap as is presently the case,

D. A simplified single tax adjustment would replace the three separate bhut
interdependent adjustinents required under present law. A simple percentage
number would be taken from the esxtate tax rate table and applied to each item
of property subject to tax to give the addition for both federal and state death
taxes. The percentage to be applied would be the highest tax rate to which the
estate is subject hefore any credits are applied except that if an estate does not
have at least £30,000 worth of property in that bracket, the next highest rate
would apply.

To illustrate, a taxable extate of {00,000 will be in the 34 percent hracket.
Each item of appreciated property which goes to fund a taxable bequest woull
have a basis inereaxe of 34 percent of the apprecintion in that property. The total
federal estate tax payable on a $400.000 estate, after subtracting the £47.000 uni-
fied credit ix §74.800, or approxihinately 1 percent of the total estate. Yet, in this
case, the adjustment would he 34 percent even though the effective rate on the
estate is only 19 percent. Under the 1976 Act the 19 percent rate would be the
rate of adjustment made to hasix,

Where an estate is non-taxable because of the unified eredit, an adjustment,
based upon the schiedule rate applicable under Section 2001¢e), wonld nonethe-
lesx be allowed. thus permitting an ample adjustment for any state taxes,

No adjustment would be made where the decedent’s extate was not required to
file a federal estate tax return becauxe. in that case. prior law will apply.

E. Redefine the personal and household effects exclusion and inerease the
exclusion from 210,000 to K250, The 825000 exclusion would cover all tangible
personal property which was non-business property in the hands of the decedent,
The exclusion would not he elective. Property sulviect to the exelusion would le
determined in ascending order of fair market value on the relevant estate tax
valnation date, starting with the least valuable property included in the de-
cedent’s gross estate. Pieces of property. none of which has a fair market value
in excess of X100 and all of which are related in funetion or use, may, at the
executor’s election, be treated as a single piece of property, e.g.. dishes, clothing,
stamps. coinx, ete,

F. Permit an elective average hasis for similar property acquired at different
times, ez, mutual fund dividend reinvestinent shares or securities in the same
corporation,

G. Provide, in addition to the 2175000 minimmm bhasis, a 82350 per year addi-
tion to the basis of a personal residence for any year in which capital improve-
ments in excess of that amonnt cannot he sulstantiated. This alleviates record-
keeping hurdens with respect to minor home improvements,

H. Baxix information reporting wonld be required only from tlie executors of
extates subject to carryover basis and penalties would be assessed pursuant to a
neglizence standard.

L. A procedure would exist for executors and/or heneficiaries to achieve a final
determination of basis. binding npon the executor and the I.LR.N., at the time of
audit of the decedent’s estate tax return.

11. PROPOSALS FOR TRANSITION RELIEF

A, The discount rule of the Revenue Act of 1978 could be applied at a rate of 6
percent to determine an elective wminimmm “fresh start™ basis for all property
held on December 31, 1976 othier than marketable onds and securities. However.
application of the formula could in no event result in a basis less than 23 percent
of estate tax value. Alternatively, the discount rule could he adopted as the sole
method of determining fresh start isix for non-marketable property, This
wounld eliminate the need for complex rmles to account for the appreciation
attributable to improvements to the property.

B. The “fresh start” basis wonld apply for loss ax well as gain purposes. This
would eleminate the need to retain records of two separate bases for “fresh
start” property,

C. The fresh start adjustment would be eatceulated on the hasis of estate tax
rather than date of death value.

D. Non-convertible, non-participating preferred stock wonld be treated as
having a fresh start value equal to its redemption price.
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E. The Secretary would he granted regulatory authority to devise alternatives
to the present time proration fresh start formula for assets which will not sub-
stantially appreciate in value after December 31. 1976, such as non-marketable
notes, and assets, the value of which could be readily ascertained as of December
321, 1976 by a method other than appraisal, e.g., property subject on that date to a
hinding buy-sell agreement that has the effect of fixing estate tax value.

111, CONFORMING CHANGES

A. The unused capital loss of a decedent would carryover to the decedent's
estate and to the distributees of the decendent’s estate.

B. Section 1221(3) (relating to works of art. ete.r. wonld be modified <o that
carry-over hasis property would not automatically be disqualified from capital
gain status in the hands of the heir,

C. Section 453 would be amended to permit an estate to sell assets on the in-
stallment method and distribute the installiment obligation to beneficiaries of the
estate without accelerating the deferred gain.

D. Section 101¢a)(2) wonld be amended to permit the transfer of an in-
surance policy by a corporation to a co-shareholder of the insured. Thus, cor-
porations will be able to transfer existing insurance policies to shareholders with-
out running afoul of the “transfer for vaiue” rules,

E. The recapture provizions would be amended to provide that where property
subject to recapture is uxed to fund a pecuuniary hequest the amount of gain
recognized as ordinary income cannot exceed the amannt recognized under Sec-
tion 1040.

Senator Byrp. The next witness is Mr, Arthur J. Dixon. the chair-
man of the Federal tax division of the .American Institute of Certitied
Public_Aeccountants,

Mr. Dixon?

STATEMENT OF ARTHUR J. DIXON, CHAIRMAN, FEDERAL TAX
DIVISION OF THE AMERICAN INSTITUTE OF CERTIFIED PUB-
LIC ACCOUNTANTS

Mr. Dixox. Thank vou. Mr. Chairman.

My statement will be quite short. and there is attached to the
statement come suggestions we have. and T would request that the
statement and the suggestions be included in the record, sir.

Senator Byen. Tt will be placed in the record.

My, Dixox. Thank you very much.

My name i= Arthur.J, Dixon and T am pleased to testify before vou
today in my capacity as chairman of the Federal Tax Division of
the American Institute of Certitied Public Accountants.

As practicing CP.A"s we are. of course. very much concerned with
making the tax laws as simple and as equitable as possible,

The ATCPA neither supports nor opposes carrvover of basis as a
matter of principle. We do. ho xever. oppose the carrvover provisions
presently contained in the Internal Revenue Code to become effective
January 1, 1920, If Congress determines that carrvover is to be the
=olution to the problem of unvealized appreciation at death, we be-
lieve that carrvover must and can be made workable.

At hearings on the Tax Reform Act of 1976 and the Technical
Corrections Act which followed. we opposed carrvover. We deeply
helieved that the carryover legislation then being discussed was ex-
tremely complex and unworkable to the point of being inequitable.
We have been very gratified to note that in response to suggestions
from our organization and from many others, that the Department
of the Treasury has made responsible, corrvective proposals. We be-
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lieve that the Treasury proposals, with certain further corrections
which we recommend, and possibly with other modifications, would
make carryover workable, though continuing to be quite complex.
I must emphasize again, however, that under our voting rules, we do
not have a sufficient consensus to support or oppose the principles of
either carryover or step-up. . .

On March 1, 1978, we sent all members of the Committee on Fi-
nance our clean-up recommendations, and I call those to your atten-
tion, and they are attached to our statement. We would obviously be
very pleased to discuss any of those, or others, with the committee.

Senator Byxo. If I could ask one question, does your proposal have
a grandfather clause?

Mr. Drxox. Our proposal does not have a grandfather clause, Sen-
ator, but we do think that it is appropriate for a grandfather clause
to be considered. We have no position cither in favor or opposed to a

randfather clause, but we think it is an additional modification that
is worthy of consideration, sir.

Senator Byrp. Thank you.

Mr. Dixox. We have also submitted our recommendations to the
administration at its request.

Mr. Chairman, the choice between carryover of a decedent's basis
and stepped-up basis at death presents a very difficult problem of
where to draw the line based on considerations of equity and govern-
ment revenue between the relative complexity of carryvover basis and
the relative simplicity of stepped-up basis. We recognize that there are
strong and sincere convictions on hoth sides of the issue, as there are,
indeed, within our own membership. The AICPA has been unable to
come to a consensus as to where this line should be drawn,

We believe that Congress, as the elected representatives of the
people. should appropriately make that difficult determination.

We do, however, oppose the alternatives to carryover and stepped-up
basis which would make death an income recognition event. These
alternatives, such as capital gains at death—

Senator Byrp. May I interrupt there? There has been no such pro-
posal about which I know.

Mr. Drxon. Well, there has been no proposal, I think. that has been
as yet come upon the legislative scene. but certainly in testimony before
the House Ways and Means Committee——

Senator Byrp. But there has been no legislative proposal to do that,

Mr. Dixon. No, there has been no legislative——

Senator Byrp. And there has been no recommendation from Treas-
ury to do this.

Mr. Dison. All T am saying here is that if there is such a proposal,
we would oppose it.

As I say. we do oppose. if such a recommendation is made—and it
has certainly been discussed——

. Ser:lator Byrp. I will almost guarantee you it will not be passed, if it
is made.

Mr. Drxon. T am delighted to hear that because we think it would
be inappropriate.

Senator Byro. But T do think it is being used by Treasury ., try to
scare individuals into supporting carryover basis,
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Y can almost guarantee you it is not going to be passed.

Mr. DixoN. I am delighted to hear that, but we wanted to put on
the record that if such a recommendation is made, that is one we do
have very much of a consensus of opposing.

We think that there are other possibilities that should be considered,
and without, at this point, either favoring them or opposing them. they
include the possibility of making some overall estate tax rate adjust-
ments and grandfathering of the carryover provisions, Other possi-
bilities should be considered before this entire question is disposed of.

We do strongly believe that Congress should provide a transition rule
for the deferral of carryover basis enacted by the Revenue Act of 1978.
For those who relied on the existing law between December 81. 1976
and November 6, 1978, it seems entirely inequitable to make a retro-
active change without providing some transition rule.

We recommend that an election be provided for those who relied
on the carryover basis provisions between the date of their enactment
i'lnd' the date of their deferral, to use either carryover or stepped up
hasis,

Senator Byrp. If you would permit me to interrupt yvou at this
point, we tried to get that accomplished in the Committee of Con-
ference last October, but the Treasury Department representatives at
the Conference told the conferees that an election under current
law could not be administered.

So I do not know. That being the case, the conferees decided not to
push the matter. But the votes were there to do exactly what vou
wanted until Treasury testified, which astonished me, that even if we
did that, they cou:ld not administer it.

Mr. Dixon. Well, frankly, we would disagree very strongly with
Treasury in that view, and we believe that the equity considerations
far outweigh the other tax policy considerations on this issue.

Wae supported the current deferral of the effective date of carrvover.
We believe that it provides, and it ought to provide, an excellent op-
portunity for Congress to determine whether carryover or some alter-
native should be the answer to the problem of unrealized appreciation
at death, and if Congress decides to do so, to clean up carryover hasis.

We believe that our cleanup suggestions are constructive and would,
of course, be pleased to assist in evaluating them and other possible
solutions to this very important issue and we very much appreciate
the opportunity to testify before you, Mr. Chairman, and before this
subcommittee.

Senator Byrp. Thank you very much, Mr. Dixon. Let me ask you
just one question. Do you feel that carryover basis as it now stands in
the law is workable ?

Mr. Dixox. No. sir. Definitelv not.

Senator Byro. Well, then this is why T say that Treasury said that
even if the conferees had made provision to utilize carryover basis as
it now exists in present law for those who have died in the meantime
that thev could not administer it, even though the law might permit it.

Mr. Dixoxn. Well, that is a little bit of a catch-22 because all that we
are saying is that in the case of a particular decedent who died during
that period and whose exccutors decided that they would, in their
particular case, have to live with it, and went forward on that basis
and had consequences as a result of that, now, to deprive them of at



72

least the option of doing what they determined they could do seems to
us to be very unfair.

Senator Byrp. I do not disagree with that at all, and the conferees
were prepared to do exactly what you said until Treasury said that
if you do that. we cannot administer it. This is another way of saying
the law which Treasury played such a big part in putting on the
books is not only unworkable from the point of view of the attorneys
and those who have to administer estates and the taxpayer, but it also
cannot be administered by the Treasury itself.

Thank you very much.

Senator Dole?

Senator Dok, T have no questions.

Senator Byrp, Thank you, sir.

| The prepared statement of Mr. Dixon follows:]

STATEMENT OF ARTHUR J. DixoN, CHAIRMAN, FEDERAL Tax DIVISION OF THE
AMERICAN INSTITUTE OF CERTIFIED IPUBLIC ACCOUNTANTS

My name is Arthur J. Dixon, and I am pleased to testify before you today in
my capacity as Chairman of the Fedleral Tax Division of the American Institute
of Certified "ublic .Accountants (AICPA),

The AICPA has over 140,000 members, many of whom advise clients on tax
matters, prepare tax returns, and work generally with the tax provisions which
You help to write. We are vitally concerned with making the tax law as simple
aud equitable as possible.

The AICPA neither supports nor opposes carryover of basis as a matter of
principle. We do, hiowever, oppose the carryover provisions presently contained
in the Internal Revenue Code to become effective January 1, 1980. If Congress
determines that carryover is to be the solution to the problem of unrealized appre-
cintion at death, we believe that carryover must and can be made workable.

At hearings on the Tax Reform Act of 1976 and the Techulcal Correction Act
which followed, the AICP.JA opposed carryover. We deeply believed that the carry-
over legislation then Leing discussed was extremely complex and unworkable to
the point of being inequitable. We have been very gratified to note that in re-
spollse to our specitic suggestions, the Department of the Treasury has made
responsible, corrective proposals. We believe that the Treasury proposals, with
certain further corrections, which we recommend, would make carryover work-
able. though continuing to be quite complex. I must emphasize again, however,
that under our voting rules, we do not have a sufficient consensus to support or
oppose either carryover or stepup.

On March 1, 1978, we sent all members of the Committee on Finance our
cleanup recommendations. 1 would call the attention or the Subcommittee to
these recommendations and ask that they be included in the record of this hearing
at the completion of my testimony. Our “Comments on Various Proposals to
Modify Carryover Basis” were made with reference to corrective legislation
which was introduced during the last Congress. Although these comments address
most of the commonly mentioned cleanup proposals, we would be pleased to com-
ment on the specitic provisions of any similar legixlation introduced during this
(‘ongress. We have also submitted our recommendations to the Administration
at its request.

The choice between carryover of a decedent’s basis and stepped-up basis at
death presents the difficult problem of where to draw the line, based on consider-
ations of equity and government revenue, Letween the relative complexity of
carryover basis and the relative simplicity of stepped-up basis. We recognize that
there are strong and sincere convictions on both sides of the issue, as there are,
indeed, within our own membership. 'The AICPA has been unable to come to a
consensus as to where this line should be drawn. We believe that Congress, as
the elected representatives of the people, should, appropriately, make this
determination.

The AICPA does oppose the alternatives to carrsover and stepped-up basis
which would make death an income recoguition event. These alternatives, such
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as capital gains at death and the “additional estate tax,” would be a significant
departure from the established principle that taxes on appreciation should be
imposed only when gains are realized and when cash for the payment of taxes is
generated. In addition, many of the basis determmination problems of carryover
would also be present with such proposals.

Other than those alternatives to carryover which would make death an income
recognition event, the AICPA supports the exploration of alternatives to, or
additional modification of, carryover basis. Without commenting favorably or
unfavorubly on them, such alternatives or modification might inelude estate tax
rate adjustments, grandfathering of carryover provisions, or a prospective valu-
ation date for certain types of assets. We Lelieve that it may be useful to take
a fresh look at such alternatives or modification in an attempt to find a simpler
and fair solution to the problem of unrealized appreciation at death,

The AICPA strongly believes thiat Congress should provide a transition rule
for the deferral of carryover of basis enacted by the Revenue Act of 197S. For
those who relied on the existing law between December 31, 1976 and November 6,
1978, it seems entirely inequitable to make a retroactive change without providing
some transition rule. We recommend that an election be provided for those who
relied on the carryover of basis pruvisions between the date of their enactment
and the date of their deferral to use either carryover or stepped-up basis. We
lLelieve that the equity considerations far outweigh the other tax policy consid-
erations on this issne.

The AICI’A supported the current deferral of the effective date of carryover.
We believe that it provides an excellent opportunity for Congress to determine
whether carryover or some alternative should Le the answer to the problem of
unrealized appreciation at death and, if Congress decides to do so, to clean up
carryover of hasis, We believe that our cleanup suggestions are constructive and
would be pleased to assist in evaluating other possible solutions to this very im-
portant issue.

FEDERAL TAx DIvISION oF THE AMERICAN INSTITUTE OF CERTIFIED PUBLIC
ACCOUNTANTS

(Comments on various proposals to modify carryover of basis)
INTRODUCTION

In letters dated March 1, 1978, addressed to Senator Russell B, Long, Chairman,
Senate Committee on Finance, and to Representative Al Ullman, Chairman,
Ilouse Committee on Ways and Means, we stated that the Executive Committee
of the Tax Division had determined that the AICPA should withdraw its oppo-
sition to carryover of basis.

The letters expressed the Lelief that the provisions of 8. 2461, introduced by
Senator Iathaway on January 31, 1978, if amended by certain other prr)pmuh
which have heen made by the Departmment of the Treasury, and others which the
AICPA would proffer, would change our previonsly expressed conclusion that the
current law is unworkable. Aeccordingly, we recommended that the effective date
of carryover be deferred-—ax has heen passed vpen by the Senate Finance (em-
mittee—and that S. 2461, as appropriately amended. he enacted to becoine effee-
tive at the end of the deferral period. We alxo urged that further hearings be
held in the near future so that the merits of further proposals to amend carry-
over coulit he weighed.

The AICI’.A has been pleased to see that sincere criticisms of the carryover
basis rules have been met by responsible and construetive proposals, of expand-
ing scope and perception, by the Department of the Treasury (in the form of a
memorandum dated January 9, 1978, and addressed to the Joint Committee on
Taxation) and those embodied in bills introduced by Senator William D. Hatha-
way (8. 2461), and Representative Willinm A, Steiger (H.R. 10617). There are
some differences among the proposals to change and improve the carryover
basis rules, and there are matters as yet untouched by the proposals. In the com-
ments which follow, the ATCPA expresses its support for various proposals, its
preferences where differences exist, and offers suggestions for further improve-
ment in the rules.

In addition to the Hathaway and Steiger hills cited above, reference will be
made to the bill introduced by Senators Harry F. Byrd, Jr. and Robert Dole
(S. 2228).
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PART 1-—PROPOSALS FOR MODIFICATION OF CARRYOVER BASIS WHICH ARE
SUPPORTED BY THE AICPA

1. Exclusion from carryover

Under the Tax Reform Act of 1976, the carryover basis rules apply to estates
containing $60,000 of carryover basis property. Consequently, although the exec-
utor may not be obliged to file & Federal estate tax return, he may nonetheless
be obligated to perform the search of the decedent’s records—for purchase dates
and prices of assets—make the extensive computations, and maintain records
and issue information called for under the carryover rules. The process is time-
consuming, expensive, and unproductive of sufficlent revenues to make the rigors
of compliance justifiable in the case of estates of modest size.

The AICPA strongly urges adoptlon of the immediate outright exception
from carryover provided for estates consisting of $175,000 or less of carryover
basis property granted by both the Hathaway (S. 2461) and Steiger (H.R. 10817)
bills. The $175,000 figure corresponds to the exemption equivalent of the estate
and gift tax unified credit when it is fully phased-in by 1981. This approach,
as opposed to a phase-in of the exception would be particularly appropriate and
would result in little revenue loss if the effective date of carryover is deferred
until 1979, as contemplated by the Senate Finance Committee and as we have
recommmended,

2. Exremption from carryover for personal and household effects

TUnder current law, an executor can elect to exclude $10,000 in personal and
household effects from carryover. This provision purports to solve the prob-
lems which would beset executors who must ascertain the bases for multitudes
of assets which were in the possession of most decedents.

The AICPA supports the position in the forewords to the Hathaway and Stelger
bills, that the exemption is inadequate to accomplish its purpose and should be
increased to $25,000. It would be appropriate for the terms “personal and house-
hold effects” to be broadly defined so that the intended relief would apply te
widely-held non-business tangible assets.

3. Minimum basis adjustment

Consistent with our recommendation for the exclusion of estates with lesg
than $175,000 of carryover basis property from the carryover rules, the AICPA
believes that the minimum basis adjustment should be increased from the figure
of $60,000 under the Tax Reform Act of 1976 to $175,000 without phase-in, as
proposed by the Hathaway and Steiger bills.

4. Adjusted basis of pcrsonal residence

Determination of the decedent’s basis for his personal residence Is a particular
problem for the Executor under current law. An accurate determination requires
identification of every payment for improvements over what might be decades
of residency. The Treasury proposals and the Hathaway and Steliger bills each
offer resolutions of the problem, but vary in their details. The approach is an
assumption of a dollar amount of improvements for each year the property was
held. The Treasury’s figure is $750 with a limitation of $30,000.

The AICPA recommends adoption of the Treasury’s position. The figure must
stand the test of time, and thus should take cognizance of future inflation. We
believe that, in the long term, $750 will be reasonably proximate to the improve-
ments made by the typical homeowner subject to carryover of basis.

5. Fresh starl adjustmoent

(a) Determining both gains and loss.—The fresh start adjustment increases
the bases of the decedent's assets to their values at December 31, 1976 only when
gains are being recognized. The adjustment is not applicable for the purpose
of determining a loss, Consequently, under present law, two sets of basis figures,
each changing by reason of the death tax adjustment, etc. must be maintained.

The Hathaway and Steiger bills provide that fresh start would apply in
computing both gain and loss. The AICI’A recommends adoption of this solu-
tion to a particulurly burdensocwme aspect of the current law.,

(b) Ertension of the marketable security rule to onther property.—Securities
wlhich are listed on a stock exchange, in an over-the-counter market, and the
like, are given valuations based upon thelr quoted prices. All other assets are
valued in accordance with a formula which embodies the assumption that
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appreciation takes place evenly over the entire holding period. The assumption
is patently false when the asset has an established price, or readily determinable
value.

The AICPA supports the adoption of the provisions of the Hathaway and
Steiger bills which would extend the method of valuing marketable securities
at December 31, 1976 to non-convertible, fixed dividend preferred stock, and
to other property subject to Luy-sell, redemption or other agreements which
establish relatively fixed values. (See “11-4", below re Section 306 stock).

(¢) Estate tax value to calculate fresh start adjustment.—The fresh start
adjustment is calculated with reference to the excess of the date of death values
over the decedent’s adjusted basis for the property. The Treasury Department’s
Proposals contain the following recommendation. “The fresh start adjustmment
would be calculated on the basis of estate tax value rather than date of death

The AICPA agrees with the Treasury’s recommendation. Where the estate
tax return contains the election for alternate values for estate tax purposes,
those values are finally determined as a result of the ensuing tax examination;
the date of death values for nonmarketable securities may receive little atten-
tion. We believe that the formula method could have reference to estate tax
values, and the holding period factor could be modified accordingly.

(d) Discount alternative to formula method for determining the value of
property other than marketable securitics.—The formula method for valuing
assets other than listed securities at December 31, 1976 employs the date of
acquisition and cost of every item of property other than marketable securities.
Determination of these facts from a decedent's records will often be time-
consuming and expensive, if not wholly impossible, The Technical Corrections
Bill (H.R. 6715) passed by the House of Representatives and reported out by
the Senate Committee on Finance on April 19, 1978, recognized the difficulties
of proving basis and holding period in the case of tangible personal property
such as ftems of art, antiques, and collections of stamps and coins. The solution
provided in H.R. 6715 is to permit the valuation of such property at Decem-
ber 31, 1976 to be established Ly discounting the date of death valuation at the
annual rate of 8 percent.

The Hathaway and Steiger Bills provide the executor with an election to
adopt the discount method of establishing a minimum basis for non-business
tangible personal property (ie. such property which was a capital asset in
the hands of the decedent), and for certain personal, principal residences;
furthermore, they reduce the discount rate to 8 percent. The bills differ to some
extent: The Steiger version would not reduce the minimum basis below 50 per-
cent of the date of death valuation: the Hathaway bill sets the floor at 25 nercent.

The AICPA supports the Hathaway and Stelger concept of extending the
opportunities to use the discount method of valuation; their adoption of a 6
percent discount rate; and establishment of minimums below which bases deter-
mined by the discount rate would not fall. We believe that a 6 percent assumed
rate of appreciation of asse(s over a prolonged period is more reflective of eco-
nomic realities than the 8 percent rate appearing in H.R. 6715. We also believe
that the floor under the valuation determined by the discount method is appro-
priate recognition of the fact that market prices generally do not rise indefinitely
without abatement. Accordingly, we support the 25 percent floor as &8 minimum
basis provided by the Steiger bhill.

We note that the Treasury proposals afforded greater scope to the elective
disconnt rate than the bills. According to the Proposals, “The elective discount
rule of the Technical Corrections Act would be applied to determine a minimum
‘fresh start’ basis for all property held on December 31, 1976 other than mar-
Kketable bonds and securities”, We believe that carryover basis ralses so many
valuation issues that it has the potential of clogging court calendars far into
the future. We believe that executors will need a fair and reasonable alternative
to specific proof of decedent's basis for all varieties of assets so that they can
protest the estate’'s interest without engaging in litigation. Accordingly, we urge
that serious consideration be given to broadening the coverage of the elective
discount rule in line with the Treasury's recommendation.

(e) Basis information furnigshed by exrecutnrs.—Carryover presents a challenge
to those who must compute and then alter the computations of the bases of
assets. Because of the need in most cases to resort to imperfect records to estab-
1ish the fresh start adjustment under the formula method ; because of the likely
impermancacy of the initial determination of death taxes allocable to the appre-
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ciation of each asset (discussed in “6", below) ; in general, because of the poten.
tially innumerable variations which would alter basis assigned to an estate's
assets, an executor’'s respousibility—to reeport to DLoth the Internal Revenue
Service and beneficiaries under threat of severe and automatic penalties for
inadvertant errors of ommission—is a heavy responsibility indeed.

The AICPA supports the provision in the Hathaway and Steiger bills which
require sulmission of information on basis only if the estate contains more than
$175,000 of carryover basis property, and then only to the beneficlary receiving
such property. Furthermore, the penalty would be imposed only if the failure to
furnish information is due to negligent or intentional disregard of rules and
regulations. We believe that the present law constitutes an ill-advised barrier
to service as executors by individuals, Those who are aware of the severity
of the penalties for purely inadve.tant, even trivial transgressions, especially in
small estates where the assessmert would outweigh commissions, are justified iu
declining appointment as executors. The tax law should not operate to deny
the testator his choice of a representative.

6. Death taxr adjustment

The Federal and state death and succession taxes attributable to the unreal-
ized appreciation of each asset are added to basis, The adjustment is made asset-
hy-asset ; and the tax rates employed in the compntation are the average rates to
which the estate is subject. The prescribed method requires recomputation of the
bases of all assets whenever a tax examination or amended estate tax return
revises the value of any single asset or the amount of any deduction. The Treas-
ury proposals and the several bills take cognizance of the unusual burden
imposed by this method of determining the death tax adjustment, In order to
simplify the original computations and reduce the probability of an examination
causing a multiplicity of re-computations, they propose that the adjustments bhe
determined by reference to the highest Federal estate tax rates reached by the
estate before Deing reduced by credits.

The AICPA recognizes the critical need to simplify thee computations re-
quired under the present method of computing the death tax adjustment. In our
testimony on carryover hasis we protested against @ formulation which in the
normal course of an estate's administration obligates fiduciaries and beneficiaries
to file, and the Internal Revenue Service to process innumerable amended income
tax returns. The method proposed by the bills is a vast improvement over pres-
ent law, and we support the proposed modification. It does not—as does present
law—take account of state taXes which exceed the amount of the Federal credit
granted for such taxes; and in some states the excess can be substantial. How-
ever, since the adjustment is based upon the highest rate of Federal estate tax
to which the estate is subject, the impact of the resort to a single table of rates
will be tempered.

Additional comments on the death tax adjustment appear below (at “11-1").

7. Dceeedent's capital loss carryovers

The advocates of carryover embraced the concept of equality of tax treat-
ment. .\ wmainstay of their side of the long debate has been a comparison of the
tax treatment accorded a taxpaver who sells appreciated property before his
death, in contrast to one who holds such assets throughout hix lifetime. However,
at this juncture. inequality of tax treatment is a by-product of carryover since
present law preseribes that a decedent's unused lovses expire as conclusively
as he does. This fact leads to a correlative illustration of inconstant tax treat-
ment: the estate and heirs of a decedent who had capital loss carryover, and
who sold his appreciated assets hefore he died are greatly favored over the estate
and heirs of a decedent who neglected to take advantage of his carryovers,

Every proposal referred to in this commentary—that of Treasnry, and the
various bills—recognizes that this anomaly should not exist., The Treasury
phrased its proposal as follows: “The unused capital loss of a decedent will
carryover to the decedent’ estate and to the distributees of the decedent’s
estate”. The Hathaway and Steiger bhills authorized the allowanee of a carry-
over, “for the estate's first tnxable vear”,

The Institute recommends adoption of a carryover of a decedent's nunsed
capital losses, where the carryover of basis rules apply, to the estate and to
its distributees.

8. Depreciation recapture on funding of pecuniary bequests

If appreciated property is transferred in satisfaction of a pecuniary hequest
the estate must recognize gain to tlie extent of the appreciation occurring be-
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tween the valuation date for estate tax purposes and the date of distribution.
The Treasury proposed, the Hathaway and Steiger bills provide, and the AICI’A
supports a conforming provision: if the prosperity has had basis adjustments
subject to recapture the ordinary income recognized will be limited to the post-
death appreciation.

9. Installment obligations distributed by exccutor

If property is sold by an estate and the installment method of revorting gain
is adopted, the transfer by the estate of the installment obligation to a legatee
will cause the gain to be recognized. Carryover has made the problem especially
acute, although it existed uunder prior law, xince the gains on sales of carryover
basis property may be substantial. Treasury proposed not to treat the transfer
of an installment obligation to beneficiaries of the estate which sold the property
as a disposition accelerating the gain. The Hathaway and Steiger bills adopt
this position.

The AICPA believes that the current rule unduly impinges upon the executor's
fulfiilment of his duties. The installment method of reporting gain reflects the
financial realities attending deferred payments. Yet, an executor should termi-
nate his period of administration promptly. If distributions in termination
accelerate the gain the tax law has created a quandary and snare for no per-
ceptible reason, Accordingly, the Institute supports the provision which removes
transfers of installment obligations to beneficiaries from dispositions accelerat-
ing gains. .

10. Limitation on section 303 redemptions

In testimony before the Iouse Ways and Means Committee on October 6.
1977, we addressed the problem of the estate of the owner of a closely-held
family business. We pointed out that carryover piles income taxes upon estate
taxes when the obligation to pay the later necessitates the sale of assets and
that the problem was especially acute in the case of such a business, It was in
this context that we expressed concern that Section 303 fails to shelter from
dividend income treatment the proceeds of a redemption to pay the income taxes,
and, that the overall tax burden resulting from a shareholder’s death can force

.the sale of family businessexs.

The ATCPA is pleased that the biils introduced by Senators Byrd and Dole, and
by Representative Steiger would extend the limits upon a redemption qualifying
under Section 303 to cover the amount of income taxes generated by the redemp-
tion. We enthusiastically endorse these proposals.

11. Conforming the qualification tcsts under the relicf provisions

In order for an estate to avail itself of the installment payment privilege
wnder Seetions 6166 or 6166\, the decedent must have held an “interest in a
closely-held business”. The definition of such an interest i« different for purposes
of each section. Under Section 6166, the partners or stockhnlders may number
as many as 15, Under Section 61664, the figure is limited to 10. The AICP’A urged
that Section 6166A’s definitional standard be conformed to fhat of Section 6166
in its Recommendations for Technical Amendments to the Extale and Gift Tax
Provisions of the Tax Reform Act of 1976, submitted to the Ways and Means
Committee on February 18, 1977. We are pleased that the Byrd-Dole, Hathaway
and Steiger bills embrace the proposition, and we re-afirm our support of its
adoption.
12. Capital gain treatment of inherited ercative works

Adoption of carryover of basis had the effect of denying capital gain treatment
to the estate and heirs of artists, composers and writers upon sule of the inherited
creative work. The combination and sequence of estate taxes followed by income
taxes at ordinary rates on sales of inherently low basis assets causes the tax

burden to reach confiscatory levels.

All of the proposals discussed herein—except for the Hathaway bill—would
extend capital gain treatment to inherited created works. The AICI’A enthusi-
astically supports the adoption of such a provision.

PART II—ADDITION AL PROPOSALS BY THE AICPA FOR MODIFICATION OF CARRYOVER BASIS

1. Decedent’s Inss and deduction carryorvers

We have endorsed the earryforward of a decedent's capital losses to his estate
and distributees. As noied above (at “1-7") this relief provision appears in
the Treasury proposals and the various bills. However, other items of loss

43-465—70——6
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1 on which are allowed to be carried over during the decedent’s lifetime
gggig:d prc;; bis death. This expiration results in an unfair distinction between
taxpayers, as we mentioned in the earlier section cited above.

The AICPA proposes that, during the period of deferral of the carryover of
basis rules, the subject of loss and deduction carryovers be studied. The study
should determine which items are suitable for allowance from decedent to his
estate and its distributees in order to equitably counterbalance the impact of
carryover of basis on income producing activities continued to be conducted

after the taxpayer’s death. ,

2. Removal of the taint on section 306 stock

Prior to the Tax Reform Act of 1976, the “taint” (in general, the application
of ordinary income treatment in the event of sale of certain preferred stock)
was removed upon the death of the stockholder. This rule was present in the
Code since the adoption of Section 306 in 1954. The carryover of basis rule
had the technical consequence of leaving Section 306 stock with its taint after
the death of its owner. As a result, the combination of estate taxes and ordinary
income taxes on dividend income counld reach confiscatory levels.

The Technical Corrections Bill (IL.R. 10617), to a limited extent, addresses
the effects of carryover on Section 306 stock. It extends the fresh start adjust-
ment to such stock; and permits redemptions to pay death taxes and funeral
and administration expenses to qualify for capital gain treatment under Section
303. However, the AICPA in its testimony before the House Ways and Means
Committee on September 8, 1977, and in earlier written comments, declared
that the amendment applying the freah start adjustment would fail in its avowed
purpose. We pointed out the fresh start adjustment is computed under the special
valuation method which presupposes that appreciation occurs at an even rate,
day-by-day, over the entire holding period. As a result, when applied to assets
having a fixed value such as Section 306 stock, the adjustment to basis would
decrease for each day the owner lives past 1976. We believe that this particular
problem should be resolved by the extension of the marketable security valuation
rule to non-convertible, fixed dividend preferred stock, as provided in the
{Iathalwgyba?d Steiger bills. We expressed our support of this provision above

at " 5= " .

Nevertheless, the taint remains after the death of the owner of Section 308
stock ; and, unless redeemed under Section 303, post-1976 issues will be exposed
to an unwarranted level of taxation. No proposal discussed herein offers a remedy
for this problem.

The AICPA testified in favor of removal of the taint. We believe that In
most instances the closely-held corporation is recapitalized and preferred stock
is issued so that retired employees will have a source of income, and younger
cmployees will be encouraged—ly sharing to a larger extent in the equity of
the business—to remain with a small company rather than seek positions in
large public companies. The death of the preferred shareholder adequately rebuts
the supposition of Section 306 that the issuance of such stock may well be the
first step in a plan to bail-out the earnings of the corporation.

In light of these comments, the AICPA re-submits its appeal for reinstate-
ment of the long-standing rule removing the taint from Section 306 stock upon
the death of the shareholder. We believe that the Technical Corrections Bill and
the Hathaway and Steiger proposals ameliorate but do not cure the problem
facing closely-held corporations. Unless the taint is removed, Section 306 will
constitute a barrier to recapitalizations designed to perpetuate the existence of
many family-owned corporations.

Scnator Byrp. The next witness is Mr. Vester T. Hughes of Hughes
& Hill, Dallas, Tex.

Mr. Hughes. T am glad to sce you again. You and I had a talk last
fall, as T recall, and I enjoyed chatting with you and I am glad to
see vou today.

Mr. Huvenrs. Mr, Chairman, it is a pleasure to be here. If T may. 1
would like my prepared statement to be put in the record and I will
speak more informally.

Senator Byrp. Yes; it will be published in full, and you may proceed
informally.
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STATEMENT OF VESTER T. HUGHES, JR., ATTORNEY, HUGHES &
HILL, DALLAS, TEX.

Mr. Huenes. I have practiced law in Dallas, Tex., for 23 years,
specializing in Federal income, estate, and gift taxation.

Carryover basis is a subject of considera%le interest, both histori-
cally and in terms of its immediate application. The purpose of the
enactment of carryover basis for gifts in 1921 was the protection of
the income tax. Affording a stepped-up basis to property received by
gift could provide a relatively easy opportunity for an individual to
avoid income tax by giving away appreciated property. For example
a father holding appreciated stock could give the stock to his child. If
the child thereby received a stepped-up basis, the child could immedi-
ately sell the stock at no gain, and the family would have avoided the
capital gains tax by the simple means of a voluntary transfer. The
Supreme Court, in upholding the validity of carryover basis for gifts,
said that such protection of the income tax secmed fair, in the context
of a voluntary transfer. For transfers at death, however, a fair market
value basis was considered proper by most thinkers of the period.

The first time that there was any real impetus toward imposing a
tax on involuntary transfers by rcason of death was in 1942, when
Randolph Paul proposed the imposition of a capital gains tax at
death. What is the justification for requiring income to be recognized
at death? There is, 1n fact, no realization of income at death. In order
to require recognition of income at death, death itself must be made
a taxable event for income tax purposes, and all taxpayers must be
put on the accrual basis by reason of death. Only by those two far-
reaching departures from tax law as we know it can an accrual of
unrealized gains be required on the decedent’s last return.

I am pleased to hear your view, Mr, Chairman, that the imposition
of an income tax at death, as suggested by Mr. Paul, is not a real
possibility. It is vital to acknowledge, however, that carryover basis is
really just a variation on the same theme. The only difference between
(1) imposition of capital gains tax at death, and (ii) carryover basis
at death, is timing. The first alternative is a tax on the difference be-
tween basis and fair market value of property upon the owner's death;
the second alternative merely postpones such tax until the eventual
disposition of the property. Capital gains tax at death and carryover
basis at death are the same phenomenon; the difference is merely the
date of occurrence of the taxable event.

A point which sometimes concerns proponents of carryover basis at
death is the difference in tax treatment between the man killed on his
way to the brokerage office and the man killed on his way from the
brokerage office. The same difference in treatment applied in October
and November of 1978 when the capital gains tax deduction was
changed. The man who sold on October 3Ist was taxed differently
from the man who sold on November 1st. If the criterion of fairness
required that all taxpayers at all times be subject to the same tax
treatment, the tax law could never be changed. It is axiomatic that
fairness requires only that two taxpayers who are in the same circum-
stances be treated the same, Surely, a transferor by death and a trans-
feror by sale or gift are in different enough circumstances to justify
a distinction in tax treatment.
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The “inequality” of treatment resulting from stepped-up basis at
death is simply a consequence of acknowleﬁging the substantial differ-
ence between voluntary lifetime transfers, whether by sale or by gift.
and involuntary deathtime transfers, and according tilem correspond-
ingly different treatment. Such a difference is a valid distinction which
has long been recognized in American law.

Some will argue that carryover basis at death will not add to the
burdens of compliance with the tax laws, since the necessary records
must be kept anyway for annual income tax purposes. Such an argu-
ment is not altogether correct. Basis of property is not usually com-
puted annually, since basis is normally significant for tax purposes
only when property is transferred. The transferor in a voluntary life-
time transfler commonly either knows what his basis is, or knows how
to determine it. In an involuntary deathtime transfer, the decedent
frequently carries such information with him to the grave, leaving
his widow, his children, or others who are not even acquainted with
the decedent, to try to divine the information from records that often
have not been kept at all, or that have been kept inadequately because
they are so rarely needed.

The administration of the carryover basis rules requires retrieval of
complicated, obscure information regarding the original cost of an
asset, basis of previous holders, adjustments to basis, and date of acqui-
sition. Such an investigation can be time-consuming and will often
vield little more than a guess. For example, ascertaining the year of
purchase of a stock would seem to be a fairly simple task. Unfortu-
nately. such is frequently not the case. What if there have been periodic
stock dividends? What 1f there was a program of reinvestment of cash
dividends? This is only one illustration of the very, very diflicult prac-
tical problems of application of the carryover basis rules.

An interesting study was recently done in Dallas to determine the
ages of decedents wit-ﬁ estates of at least $250.000 who died between
197+ and 1977. The average age was 74.2 years. The implications of
this fact with respect to the imposition of carryover basis at death are
depressing, Upon retirement at 65 or 70, a person gives up the oflice.
moves to a smaller home, and can look forward to spending the re-
maining few years of his life constructing and maintaining compli-
cated, detailed accounting records of his every transaction. Such a
burden seems unduly oppressive.

Carrvover basis at death results in the imposition of a double tax
on inflation. This is because (i) an estate tax is imposed on inflationary
appreciation at death, and (ii) carryover basis results in the impo-
sition of an income tax on the same inflationary gain on disposition
of the property involved. Attached to my testimony is an example
prepared by a Dallas real estate person which provides a striking
tHustration of the effects of this double tax on a $500.000 net cquity
investment in a picce of real estate, In round figures, $60.000 would
be left of $500.000 after the imposition of both the capital gains tax
imposed as a result of carrvover basis and the estate tax.

The imposition of carryover basis will result in fewer small busi-
nesses being able to cope with such heavy additional taxes, and will
thereby exacerbate such trends as the increasing concentration of
ownership of property by tax-exempt and foreign entities, and the
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direct involvement of institutional investors in business, Such a conse-
quence would have a terribly unfortunate effect on the faith of the
individual American in Government, his legislative representatives,
and the free enterprise system,

The hearings of the JJoint Economic Committee in 1977 on the sub-
ject. of capital formation reveal the potentially adverse—if not dis-
astrous—effocts of carrvover basis on capital formation for small
business. The hearings demonstrated that the high capital gains tax
rates during the period 1970 to 1978 had a highly detrimental effect on
capital formation. Carrvover basis, which requires replacement of the
income tax resulting from disposition of property received by death
before capital growth is possible, would zerve only to intensify that
effect.

Tn sum, I think that the time. energy and effort that would be neces-
sary to retain basis records. find basis information. and translate it to
tax retwrns, will be much better spent in productive pursuits. Moro
taxablo income will be generated, and engagement by the population
in useful activities will not be restricted.

Senator Byro. Thank you. Mr. Hughes.

Tet me ask you just one question, and T ask it for information,
because I cannot quite visualize what the situation would be.

We do know that in the 1920°s propevty in Florida went up very,
very rapidly to very high prices and then came the Depression and
the values dropped. in somc cases, almost to zero. Now, we know now
that real estate prices are very high. Let's assnme we have carryover
basis. and let's assume 10 years from now someone who had bought
property at a very high price today dies and the price of that prop-
erty has dropped 50 pereent or 75 percent or whatever it might be,
What is his situation. or his beneficiary’s situation. at that point under
the proposal that now exists?

My, Hearies. Under current law which is now subject to the mora-
torium, a transferee of a decedent’s property does. under certain cir-
cumstances, receive the decedent’s basis even if it is higher than faiv
market value at date of death. However, this treatment is inconsistent
with the gift tax law. and T suggest that it will not last. T do not
believe that beneficiavies will long continue to lie allowed to get built-in
losses from a high cost basis to the decedent and a low fair market
value at date of death. T feel that this provision of the present law,
if it goes back into operation, is likely to be the subject of a recom-
mended change in the future, resulting in a basis to the decedent’s
beneficiaries of the lower of fair market value or earryover basis,

Senator BByrp. Seeretary Lubick said where there are no records
available then he has some sort of a curve which that he uses.

Mr. Hveites. The problem there, of course, is to find out the year of
the initial purchase.

Senator Byrn. Thank you, Mr. Hughes.

I have a message here from Senator Bentsen. e asked me to say
to you that he wanted to be here for your testimony but he is tied
up on another meeting at the present time and cannot be lere. IMe
extends to you his warm good wishes. Ie is sorry that he could not be
here while you were testifying.

Mr. Hrenes. Thank you, Senator.
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[The prepared statement of Mr. ITughes follows:]

STATEMENT OF VESTER T. HUGHER, JR, ATTORNEY, Dairas, TEX.

Mr. Chairman: My name is Vester T. Hughes, Jr. I have practiced law with
particular emphasis on federal income, estate and gift taxation in Dallas, Texas,
for twenty-three years. 1 appreciate this opportunity to appear before your
Committee today.

Since 1942 there has been some impetus from time to time among certain
academicians and some governmental employees for a modification of the tax law
to impose, in addition to the estate tax, a capital gains tax on the difference
between hasis of assets and fair market value at date of death. Carryover basis
at death is merely a variation of the idea of a capital gains tax imposition at
death : the difference is simply & matter of timing.

An immediate capital gains at death has never gained widespread popularity
and indeed the last strong push by its advocates was in 1963. However, in 1976 the
proponents of a capital gains tax at death did bring the carryover basis proposal
to the attention of Congresxs, and they persuaded Congress in a very rushed
action without hearings on the subject to enact carryover basis at death, Hear-
ings like these breing held today should have certainly been a prerequisite to any
such enactment, and I strongly applaud the fact that your Committee is con-
ducrting these Hearings to explore the matter further.

Equity is asserted to be the chief justification for carryover basis at death.
One question proponents of carryover basis axk is, “Why should there be carry-
over basis in a transfer by gift and not on a transfer by death?”

A review of history may be helpful in dealing with this perceived Inequity.
From the history surrounding the enactment of the Revenue Act of 1921 and
from the opinion of Mr. Justice McReynolds in Taft v. Bowers, 278 U.S. 470
(1929), one is left with the clear impression that Congress intended carryover
basis in the gift situation to serve merely as a backstop to the fncome tax on
capital gains, It appears that most thinkers felt that in both the gift tax setting
and the estate tax setting, fair market value at date of gift or at date of death
should be the rule but a problem developed in the gift situation, For example, as
was noted at the time, {f Mr. X gave his stock with $100 fair market value and &30
basis to his son and his son had a stepped up basis to $100 by reason of the gift,
the capital gains tax upon a sale following a voluntary transfer could be avoided.
So at a time when the gift tax was only a fraction of the estate tax, Congress de-
termined that it wonld not be unfair to imponse carryover basis on gifts in order
to prevent avoldance of capital gains tax by a voluntary transfer which generated
an excise smaller than the excise imposed upon the usually involuntary act of
death.

The asserted Inequality between tax treatment of sales while living and sales
right after death is not so persuasive when to get this sn-called advantage, a
person must die. The oft-cited truck example of one man killed on the way to
and the other man killed on the way from the stack sale is not any more per-
suasive than saying a tax rate should never be changed because someone will
sell on December 31 and someone on January 1.

The answer to the argument that there is inequality in not giving stepped up
basis to a transfer hy gift ns well as to a transfer by death is that there is a
totally voluntary aspect to the transfer hv gift. There is n capital galng tax im-
posed on a voluntary transfer by sale and a earryover basis resulting in a later
capital gains tax imposed on a voluntary transfer by gift. It i{s inaccurate to-
characterize carryover basis at death as being a concept which reintroduces
equality—the difference in treatment of voluntary lifetime transfers and trans-
fers at death is a distinction that has been recognized and accepted since 1921
and indeed certainly appears to be worthy of continnation.

Other considerations that affect the imposition of taxes in the last quarter of the
twentieth century may be even more important. The first of these is capital
formation. During the period July 12-19, 1977, the Joint Fconomie Committee
of the Congiess held 1Tenrings on The Role of Federal Tax Policy in Stimulatineg
Capital Formuiion anda Economic Growth. It is clear from these Hearings that
each incursion of the tax system into the economny in such a way as to tax a parf
of the existing capital always has the effect of intensifying the problem of capital
formation. The imposition of a potential capital gains tax through carryover
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basis at death as well as the estate tax at death would result in further diminu.
tion of capital. After that, before growth in the economy can occur, the amount
of capital reduced by successive estate and capital gains tuxes must be restored.
A careful study of the July 1977 Hearings indicates that it is not in the interest
of capital formation and economic growth in this country to impose the two
taxes with the resultant diminution of capital and the necessity of replacing
such capital before growth can occur.

A second problem with carryover hasis is that in order to generate the funds
to pay estate and capital gains taxes, in many instances the total asset will
be virtually consumed if there is a carryover of basis on transfer at death,
Attached to this testimony is an example generated by a Dallas real estate man
showing how &500.000 fair market value real estate net interest can be reduced
to £60.000 after the successive estate and capital gains taxes. One effect of the
very high capital gains taxes in the period 1970-1978 has Leen that in the real
estate and other industries there has been a continuing concentration of owner-
ship among tax exempt organizations, be they qualified profit-sharing and pen-
sion funds, universities and hospitals, or foreign interests. Further, institutional
investors have entered the real estate business directly to an inereasing extent
and obviously would do s0 to n much greater extent were carryover basis to
become the rule of the future. Rather than fostering the American dream of
independently owned bLusinesses, the effect of carryover hasis would be an even
greater concentration of ownership of both real estate and other businesses.

A consideration of the inflation figures of the past five years and of the most
optimistic projections for the next five years indicates that the capital gains
tax imposed by reason of carryover basis at death would exacerbate the eftect
of taxing *‘appreciation” which is due merely to intlation. Inflation not ouly
increases the estate tax bracket but, if carryover basis were applied, would result
in an eventual capital gains tax on an illusory inerease in the value of the
assets. Thus, the effect of carryover basis would be a double tax ou inflativnury
gains.

Finally, and very significant from the standpoint of the considerations involved,
there is the matter of complexity. The 1976 Act as initially passed was unwork-
able. The changes have not made it appreciably more workable for a great num-
ber of taxpayers, For example, a study of the P’robate Court records in Dallas
County, Texas, discloses that for estates of $250,000 and more the average age
of decedents was 74.2 years. Why add this burden to a taxpayer who diligently
kept records during his productive years but after retirement and the closing of
his office failed in his later years to keep accurate records? The facts before the
1978 moratorium demonstrate that it is the elderly decedent whose estate is
most often entangled in the carryover basis rules. Even if most taxpayers can
reasonably be thought capable of adequate record keeping. should the elderly be
expected to continue meeting such requirements in their later years? Must they
abdicate to professionals or younger family members. robbing themselves of dig-
nity and independence? And should the younger citizen not only have to keep
records so that he can pay his taxes but write an accouuting history for his
executors and heirs?

The advocates of carryover basis respond to the more extreme examples of the
adverse impact of the administrative complexities of carryover basig by propos-
ing to remove more and more taxpayers from the scope of the provisions. If this
be the answer, why isn't the real answer to remove all taxpavers from the bur-
dens of carryover basis? It is not valid to answer the complexity argument with
“only a few are affected”—the estate tax and income tax are generally applicable
laws. America has been not a nation of bookkeepers and record keepers, but a
nation devoted to increasing the value of its assets through labor. The time
entalled in trying to keep records for carryover basis purposes or to find records,
when the one man who has the facts from which such information ean be aseer-
talned is the one who is deceased, makes the proposition absurd. If the time.
energy and effort that would go into trying to determine historical basis or keep
records on historical basis is instead used for productive purposes, it is highly
iikely that any amount of revenue loss from additionat capital gains tax gen-
erated by carryover basis will be more than made up by the increased tax eol-
lected from productive economic enterprises. The economy as a whole well benefit
substantially from the remorval of this burden.
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Erample

A owns lands and a huilding (acquired after the effect of the carryover basis
rules) which has the following fact history :

Original

| Value at date
amount death

Land. .. $100, 000 $150, 000
Building 900, 000 1,250,000
Oebt._.. 1, 000, 000 1900, 000

1 Remaining principal.

The land and building were owned by A for ten years prior to his death. A has
depreciated the building over a 3314 year life on a straight line basis. Total
accmnulated depreciation prior to A's death was $270,000 meaning A's adjusted
basiy in the building is $630,000.

A's estate pays an effective federal and state estate rate of 70 percent on the
2xcgs§06;f fair market value of the property over the debt ($300,000X70¢,=
£350.000).

A’s heir has a basis in the property of $1,080.000 (8330.000 in estate taxes+-
£730,000). If the heir sells the property for $1,400,000, there is a $90,000 capital
gain tax as follows:

IraceedS o e $1, 400, 000
BaslS — o e (1, 080. 000)
320, 000
Capital gain rate_ e .28
AN o e e ————— 00, 000
The net cash available on the project is:
Proceeds from sale. e $1, 400, 000
Paydown of debt e e (900, 000)
500, 000
Extiate taNeS e (350, 000)
Capital galn taxes. oo e ——————— (90, 000)
Net eash available e 60, 000

The carryover haxix provision has significantly reduced the available cash left
at the end of this project,

Senator Byrn. We have one additional panel of two individuals,
Mr. Lat Turner. chairman of the Taxation Committee of the National
Cattleman’s .\ssociation and Mr. Robert Delano, president of the Vir-
ginta Farm Bureau and vice president of the American Farm Bureau.

T am happy to welcome both of you.

Mr. Darr. Senator Byrd. T am John Datt. T am director of the
Washington Oflice for the American Farm Bureau. Mr. Delano called
me at 8:30 this morning and he expressed his regrets. but he developed
a severe case of larvngitis and called me from the farm down at War-
saw and indieated that he could not talk and he said there is not much
point in his coming up and testifying if he could not talk, so in his
absence, T would like to present the statement.

Senator Byrn. Fine. We are very glad to have you. When yvou talk
with Bob, tell him we miss him. He is one of the finest men in our
whole State, and I have worked very closely with him. Tell him when
hia voice gets better to come see me.

Mr. Darr. Thank you. :

Senator Byrn. You gentlemen may proceed as you wish,

Mr. Turxer. All right, Thank you, Senator,
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My name is Lat Turner. I am a rancher from the State of Florida,
by the way, Senator.

Senator Byrn. The State of Florida?

Mr. Tur~ser. That is correct, and I represent the National Cattle-
man's Association, which represents approximately 280,000 producing
cattlemen all over the Nation.

Wae have a rather large exhibit for you here. I will not vead it all, of
course—we do not have the time—but we do have a summary which I
would like to give you at this time, relative to carryover basis.

STATEMENT OF LAT TURNER, CHAIRMAN OF THE TAXATION
COMMITTEE, NATIONAL CATTLEMAN'S ASSOCIATION

Mr. Turxer. The National Cattleman’s Association submits that the
carryover basis provisions enacted in 1976 are unworkable and there-
fore must be repealed. Because of its complexity, carryover basis is
impossible to comply with and administer. Additionaily, these tax
provisions will increase the tax burden and compounnd the illiquidity
of estates of farmers, ranchers and other family business operators
who sell inherited property in the normal course of business or have
to sell such property in order to raise suflicient cash to pay the death
taxes and the administrative expenses.

The association further submits that attempts should not be made
to “pateh up” carryover basis in an attempt to make it workable be-
cause of the economic and social faults in the premise upon which it is
founded. As the chairman so aptly put it, we should remember that
carryover basis is not merely a technical problem of legislative draft-
ing, but raises fundamental questions of social and economic policy
which were not debated in 1976. Since T do not assume that death is a
welcome event, I am not impressed with the argument that death is a
tax loophole. I doubt that the average American is, either,

The National Cattleman’s Association also finds that the two main
alternatives which have been discussed in the past to carryover basis,
the capital gains tax at death or an additional estate tax called an
AET, are entirely unacceptable.

The proponents of the capital gains tax at death, and the AET argue
that these proposals are needed to prevent unrealized appreciation
from escaping taxation at death. However. what these proponents over-
look or choose to ignore is that the present Federal estate tax already
imposes a tax on unrealized appreciation by including it in the value
of the property subject to the estate tax. The adoption of either of
these alternatives would, in essence, constitute double taxation of the
appreciation of these assets.

The only acceptable alternative or modification is to vepeal the carry-
over basis, and to return to the law in existence prior to the enactment
of the 1976 provision.

I certainly thank you for your attention.

Senator Byrn. Thank you, sir.

STATEMENT OF JOHN C. DATT, DIRECTOR, WASHINGTON OFFICE,
AMERICAN FARM BUREAU FEDERATION

Mr. Darr. Senator Byrd, Senator Dole, Farm Bureau members
were active in seeking estate and gift tax reform in the Tax Reform
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Act of 1976. However. us our testimony before the Senate Finance
Committee in July 1977 and the House Committee on Ways and
Means in Qctober of 1977 indicated, much of the relief provided by
this act was offset by the burden of the carryover basis provision.
Carryover basis is an unacceptable provision of the Tax Reform Act
of 1976 and Farm Burean members expressed their strong opposition
at our 1979 annual meeting by making repeal of the carryover basis
a priority issue for the Farm Bureau in the current year.

Most of the assets owned by farmers and ranchers, such as lam_i,
machinery, and livestock, fall within the definition of carryover basis
property, thus the gain on its sale by an heir is subject to the increased
canital gains taxes hbefore the heir must take the decedent’s basis.

The heir must pay tax on appreciation that accrued prior to his or
her inheritance. Designed to remedy so-called inequities between tax-
payers, carryover hasis fosters an insidious bias against farmers and
ranchers. It dees this by taxing appreciation in capital assets which
stems largely from inflation rather than an increase in the produc-
tivity of the land or other assets.

Statistics emphasize the contribution that inflation, largely in-
duveed by Government policy. has placed in increasing land values.

The Congressional Research Service indicates that between 1967
and 1977 the compound average rate of increase was 10.4 percent
per year, and the average farmland price has not shown a yvear-to-
vear decline since 1965. Tn 1972, the average price for an acre of farm-
land in the 48 contiguous States was $216. By early 1977, the figure
had reached $452. an increase of 109 percent in 5 years.

The national average prices jumped as much as 17 percent yearly
and yearly increases in the Corn Belt and lake States have ranged
from 20 to 40 pereent.

Tt should be emphasized that much of the appreciation in land
that may later he taxable to an heir under carryover basis is an arti-
ficial gain caused hy inflation, not increased productivity. Modifica-
tion of the provision will not remedy this inequity. Neither the fresh
start adjustment. nor an increase in"the minimum basis, can provide
relief from the problems of heirs selling inherited farmland.

The further we move from the fresh start date of December 31,
1076, the greater will be the capital gains tax liability and the less
effeetive any increased exemption.

Let me comment here, Senator, that while there has been discussion
ahout revenne, that T do not have it with me. but while it may appear
that in the immediate years there may not be much revenue. but we
have seen some figures that down the road, 4. 5. 8. 10 vears, that this
area will become a substantial source of revenue as far as the Treasury
Denartment is concerned.

In addition. the lock-in effect that some contend will be remedied by
carrvover basis will actnallv be intensified. Heirs will be more reluctant
to sell inherited property because of the prospect of increased capital
@amns taxes.

In addition to the taxation of appreciation caused by inflation,
carryover basis caleulations for land, buildings, machinery, livestock,
and timber have been described as. at best, potential nightmares. And
let me say that if you talk to any of the Farm Bureau people who are in
the business of estate planning and this sort of thing, the last 2 years
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where they have had to deal with estates, to describe it as a nightmare
is o mild statement,

When Congress passed the Revenue Act of 1078, it recognized the
urgent necessity to provide greater incentive for capital investment
in the Nation’s business. We mnow urge Congress to provide
incentive for farmers and ranchers to grow and prosper by repealing
carryover basis. In so doing, Congress will recognize the contribution
of a sector of our society and economy that has taken great economic
risk to build a productive and efficient agriculture.

Heirs must not be penalized for the skill, enterprise, and vision of
their benefactors. The Farm Bureau urges complete repeal of the
carryover basis and a return to the stepped up basis provision of the
pre-1976 tax law. We do not believe that the present Jaw can be modi-
fied to address fairly the tax concerns of our 8 million member families.

Thank you for an opportunity to present this statement.

Senator Byrp, Thank you, sir.

Senator Dole?

Senator Dork. I presume the full statements will be made a part of
the record ?

Senator Byrn. That is correct.

Let me ask this question. I assume you heard the Agrieulture De-
partment testimony. Were yon surprised that the Department of Agri-
culture would take the view which it did in regard to carryover basis?

Mr. Turxer. Sir, I was shocked.

_Mr. Darr. I was quite surprised that they would take this point of
view, except that they are part of the administration.

I should say, Senator Byrd, that we have had several meetings with
the administration and they have made it very clear that any attempt
to repeal this will be literally over their dead body. in a sense.

Senator Byrp. Well, that was certainly the position they took last
year—that any attempt to defer it would be over their dead body.
Senator Dole and T were conferees. and the issne was debated back and
forth all day long. We started at 9 in the morning. or mavbe it was 8
and we took the first vote at about 2 that afternoon, and the Senato
conferees approved overwhelmingly the deferral. But to show you
how determined the Treasury was, they insisted that another meeting
be called and brought the Secretary of the Treaswry in to sit with us
while they made another plea not to defer carrvover basis, After that
plea, the members sceimned to look toward me, since T had introduced
the legislation, and T said well, T will take only a couple of seconds;
there are only two points that T want to make.

No. 1 is, jnst 2 honrs ago we voted on this and made the decision;
and No. 2, call the roll and let’s vote again.

T cite that just to show that Treasury said last year over its dead
hody would carrvover basis be deferred. So this is nothing new from
their point of view.

But T must say that T was very much surprised that the Agriculture
Department would testify because T have not seen any farmers who
support carryover basis. Maybe they see farmers that T do not see;
maybe they see farmers who farm in the District of Columbia, but I
have not seen anv farmers who have taken that view, and you gentle-
men work every day with farmers and T gather that you feel that most
farmers do not take the view that carryover basis is beneficial to them.
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Mr. Turxer. I would say our association considers this one of the
greatest threats to capital formation in agriculture that we have ever
seen,

Senator Byro. That is a very significant statement.

Mr, Darr. T would like to say, Senator Byrd, that this is a major
priority because the Farm Bureau views this as a major threat to agri-
culture and to continue the kind of agriculture that we have had.

Senator Byrp. Agriculture and the small farm is so important to
the future of this country.

Senator Dole?

Senator Dorr. I understand the statements. You are suggesting out-
right repeal rather than some patch up job.

Mr. T'urNER. Very definitely, sir.

Mr. Darr. Senator Dole, we do not think you can patch this thing:
up. We think you ought to repeal it and get rid of it and get on with
the business of allowing us to farm.

Senator Dok, There is a lot of frustration. This is not a big revenue:
item but if it were a big revenue item, I could understand the T'reas-
ury’s concern, but I guess that overall we are talking about $800 mil-
lion in 20 years,

Senator Byrn. T do not think the revenue loss is anything like that.

Senator Dore. Maybe we just ought to carry this over into another
administration. It might be one way to solve it.

Mvr. Joxgs. Mr. Chairman, might T identify myself and make one
comment ? My namei s B. 11, Jones and I am with the National Cattle-
man's Association.

We would like to emphasize one point, I think, before leaving the
bench. The Treasury people talked a great deal this morning about
relieving this problem by exempting estates of $175,000, and said
that this would exempt approximately 98 percent. I think we have to
remind the subcommittee, however, that very few farmers would be
exempted under a $175,000 exemption because of the equity that they
hold in land and other asscts of that nature.

Also, as inflation continues it would very definitely erode that ex-
emption to where it would pull more and more family—and correctly
dlofined as family farms—into the carryover and would not exempt
them.

So we would like to make that point for the subcommittee.

Senator Byrp. I think that is a very important point, and T am glad
vou did make it. My guess is, and I must say I do not have any facts
and figures to back it up, but my guess is that that so-called all but
2 pereent is nowhere near correct. But let’s assume that it eliminates
85 percent.

We get into a question of fairness here. We get into a question of
fairness.

Politically it is desirable to eliminate 85 percent so we will not get
any pressure from those 83 percent, but we will make the other 15
percent comply with a law that we cannot even administer.

Mr. Joxes. Mr. Chairman, if you read our siatement carefully yvou
will find in there a statement that pretty much parrots what you have
said, that the Treasury's main purpose in making this proposal is
simply to take away enough of the opponents so as to dissipate their
effect in stemming the carryover. T}us is the main reason why the
exemption is coming through, that is. to just take enough of the op-
ponents out of the picture so that it dissipates their objection.
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Senator Byrp. I think you are quite right.

Mr. Turxer. One other point that I would like to make—and we
«id make this point—is that therc is a capital gains at death built
into the present estate tax, and it is a graduated tax. As to that point
of equity, the bigger the estate, the more the tax, well, I think you have
already got that huilt into current taxation policy.

Senator Byro. It scems to me also that this provision will hit hardest
farms and small businesses because farms and small businesses are
not very liquid. They do not have the liquid assets to pay the estate
tax. and that forces them into sales which, in turn, forces them into
additional taxes at that point.

Mr. Darr. Senator Byrd., we have found another thing that has
happened that deals with this, almost the opposite from that, and that
is that because of this—and there has been a lot of disceussion in recent
weeks, von know, abonut yvoung people, the ability of voung folks not
to be able to get into farming, and so on, you get somewhat the opposite
etfect, that if you have land and vou are faced with paving this kind
of a tax, yvou do not sell it, vou just hold it, you just keep it. Therefore,
instead of selling it and allowing seme other young person who might
want to get started, vou lock in land in the hands of one family and
s0 on and so forth and you make it. becanse of this. in our judgment,
muech more difficult for a young farmer to get started in agriculture
than you would without the carrvover basis.

This is the other thing that we have found.

Scenator Byro. Well, in that connection, Mr. Field, who prefers a
death tax, but he testified in favor of the Treasury proposal, said in
his testimony that this provision makes the lock-in problem worse,
which is what you are indicating.

Mr., Darre Tt makes it much more diflicult for a young person who
dexires to get in there and buy farmland and get started.

There has been quite a lot of concern about that in recent years, as
far as the Congress has been concerned.

Nenator Byrp. Yes: T think it is an extremely important problem
and, as each of you know, it came about not as a result of hearings be-
fore the Finance Committee, not as a result of Senate debate, but it
came about at the last—at 5 minutes to midnight before the Congress
adjourned in 1976 as a result of being put onto the tax bill in the com-
nittee of conference.

I am confident that hardly any Member of the Scnate knew that it
was in there. T am confident that had hearings been held. had it been
debated in the Senate, that it would never have been enacted in the
first place.

Thank yvou. gentlemen, very much.

Mr. Darr. Thank you, sir.

['The prepared statements of the preceding panel follow :]

STATEMENT OF THE NATIONAL CATTLEMEN'S ASSOCIATION, PPRESENTED ny Lat I,
TURNER, CHAIRMAN, TAXATION COMMITTEE, NATIONAL CATTLEMEN'S ASSOCIATION

SUMMARY

Carryover tnsis

The National Cattlemen’s Association submits that the caryover basis provi-
sions enacted in 1976 are unworkable and, therefore, must be repealed. Because
of its complexity, carryover basis is impossible to comply with and to administer.
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Additionally, sald tax provisions will increase the tax burden and compound
the illiquidity of estates of farmers, ranchers, and other family business opera-
tors who sell inherited property in the normal course of business or have to sell
such property in order to raise sufficient cash to pay death taxes and adminis-
tration expenses.

The Association further submits that attempts should not be made to try
to “patch up” the carryover basis in an attempt to make it workable because of
the economic and social faults in the basic premise upon which it is founded.
As the Subcommittee Chairman so aptly stated, “. . . we should remember that
carryover basls Is not merely a technical problem of legislative drafting. It
raises fundamental questions of social and economic policy, which were not
debated in 1976, If one can assume that death usually is an unwelcome event, I
am not impressed with the argument that death is a tax loophole. I doubt that
the average American is either.” *

‘I'he NCA also finds the two main alternatives which have been proposed to
carryover basis—a capital gains tax at death and the additional estate tax
{AET)—also to be entirely unacceptable. The only acceptable alternative or
modification is to repeal the carryover basis and return to the law in existence
prior to the enactment of the 1976 provisions.

STATEMENT
Carryover Basis Should Be Repealed

Since passage of the 1976 Tax Reform Act, there has been a ground swell of
opposition to the carryover basis provisions from all quarters. This was evi-
denced in the widespread support given to the 1978 Revenue Act provision to
postpone the effective date of carryover Lasis. Because of its complexity, carryover
basis will be extremely diflicult to comply with as well as to administer, will
adversely affect the traditional manner of estate administration, and will
increase the cost of such administration. As the Subcommittee Chairman recently
noted.

“Today, virtually everyone acknowledges that the present carryover basis law
is unworkable.” *

Additionally, the carryover basis will increase the tax burden and compound
the illtquidity of estates of farmers, ranchers, and other family business operators
who sell inlierited property il the normal course of business or have to sell
such property in order to raise sufficient cash to pay death taxes and adminis-
tration expenses.

The NCA agrees fully with the statement of the Subcommittee Chairman:

“Indeed, carryover basis would not have been approved if Congress had been
aware of what it was doing.”*

A. Complexity of Carryover Basis Creates Problems of Compliance and
Administration Which Are Burdensome and Unduly Expensice

On the death of a farmer, rancher or other decedent, the executor of sach
person’s estate is required by the carryover basis provision to compile extensive
and detaile.d information about the income tax basis of each asset (other than
certain exempted property) owuned by the decedent. When the decedent’s income
tax baxis in euch asset is determined, the executor must then make as many as
four different adjustments to each income tax basis involving a number of separate
computations,

Attached as Exhibit A is an outline entitled Computation of Carryover Basis
drafted by Williamn R. McDonald, an attorney and former trust officer of the
First National Bank of Denver. This computation form, which represents over
100 hours of research, shows sixty-one separate steps which can apply in com-
puting the income tax basis in property transferred at a decedent's death be-
cause of the carryover basis rules. Mr. McDonald has indicated that before this
computation form may be used there are approximately seven additional com-
putations which may be necessary in order to determine the figures to insert ou
the computation form.

It is clear that sophisticated and expensive computers will be requird to com-
pute the correct basis figures under the carryover basis provisions. Even then,

1 Quotes throughout Statement are from speech before the New York Bar Assoclation
on Wednesday, January 24, 1979,
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computation cannot be accomplished unless the correct information is first
obtained by the executor.

Determination of the decedent’s income tax basis in property acquired in the
1930s or 1940s 18 going to be extremely difficult—and in most cases a virtual
impossibility—especially for family farm and ranch estates where the farm or
ranch has been held for & number of years. This problem will be particularly
acute if property must be traced through several transactions, or generations,
to determine the decedent’s income tax basis. During the period after enactment
of the 1976 Tax Reform Act and prior to postponement of carryover basis in the
1978 Revenue Act, the impossibility of making this determination of basis by
farmers’ and ranchers’ estates was clearly indicated.

Recognition of the record-keeping and basls-determination problems of carry-
over basis were addressed by the Subcommittee Chairman:

“Record keeeping problems assoclated with carryover basis deserve close
attention. Even the most sophisticated taxpayers have difficulty producing ade-
quate tax records when alive. This problem becomes almost impossible under
carryover basis when the taxpayer is dead, and -he estate must produce basis
information for every conceivable asset—some held for decades or a lifetime.”*

The provision that where the decedent’s basis in property is unknown, such
basis will be the fair market value of the property on the date the decendent
acquired such property is more illusionary than helpful. In the case of farm and
ranch properties acquired in separate parcels, and at various times over a number
of years, such calculation will be very burdensome, if not impossible. Moreover,
any fair market value so determined can be expected to be examined and ques-
tioned by the Internal Revenue Service, resulting in additional and further
controversy and expense, since the burden of proving the decedent's original basis
in farm or ranch land and other property will be on the decedent's estate. Also,
the determination of the date and cost of acquisition of each and every head of
livestock in an estate, required by carryover basis, will be virtually impossible for
estates of farmers and ranchers.

In addition to the hardship of collecting information and making determina-
tions of the basis in each item of property owned by a decedent, the executor must
supply such information to the heir who inherits such property and also file such
information with the Internal Revenue Service as may be required by regulations,
Failure to supply or file such information will result in a monetary penalty beiug
imposed on the executor.

Serious Equity and Legal Problems of Distributing Asscts to Heirs

Carryover basis will adversely affect the traditional manner of administering
the estates of farmers, raunchers, and other persons. Executors will have to
drastically alter their preivous methods of handling estates, will be faced with
additional burdens in distributing property to a decedent’s heirs, and will be
exposed to the likelihood of lawsuits claiming impropriety and breach of fiduciary

duty.

If all the heirs of a decedent do not receive property of equal value and having
the same income tax basis—which is a virtual impossibility where farms and
ranches are involved—then the executor encounters an insoluble problem in
determining which heir or heirs receive property with the highest income tax
basis. Yet, the failure to consider the income tax basis of property in making
distributions to heirs can, in some states, result in violation of local law.

Similar problems will be encountered by executors in determining whether
to allocate high-basis assets to the marital deduction fund, thereby maximizing
the basis step-up on the other assets in the estate, or allocate low-basis assets to
meet the estate tax obligation, thus minimizing the estate’s income tax obligation,

The Subcommittee Chairman has recognized this problem as evidenced by his
statement:

“Another consideration is that carryover basis poses real dilemmas for fidu-
claries, If a fiduciary wants to treat all beneficiaries fairly, he must take into
account not only the market value of an asset, but also it basis. Otherwise, some
heneﬂ(-i’nlries will receive low busis assets and others will receive high basis
assets.’

1 Quotes throughout Statement are from speech before the New York Bar Assoclation
on Wednesday, January 24, 1979,
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Distrust, family inharmony, and litigation will be the natural consequences of
these problems caused by carryover basis, in addition to the virtual impossibility

of administering estates in compliance with existing law.,
Unccertainty of Income tax liabilily on salecs of farm asscts

The fact that assets passing from a decedent will receive a basis increase for
the estate tax attributable to the appreciation on these assets will also result in
uncertainty and adwministrative problems where the assets are sold before the
estate tax obligation is finally resolved. Until the estate tax obligation is finally
determined, which could take considerable time, the basis of the property for
purposes of determining gain or loss cannot be determined and, accordingly, the
income tax liability in selling such proper(y would be unknown. The result would
Le confusion, uncertainty, and the impossibility of determining the actual amount
of income tax which is payable. This will be particularly harsh on furm and ranch
estates where regular marketing of products is essential.

Administration costs inflated by carryover basis

The burdens imposed on executors by the carryover hasis provisions will subi-
stantially increase the cost of administration of a decedent’s estate. It has been
estimated that such costs wounld be increased between 10 percent and 30 percent,
(See letter of experienced estate planning attorney. Exhibit B.) A concomitant
coxt will also be incurred by the Internal Revenue Service in administering this
provision. The rexult will be to increase the cost of transferring property at death,
requiring more federal revenue to be spent in administering this complex and
mmecessary provision. Further, to the extent carryover basis increases adminis-
tration costs, federal revenues will be decreased beeause these costs will be dedue-
tihle on the federal estate tax return.

‘The real beneficiaries of carryover basis are lawyers, accountants, and corpo-
rate tiduciaries who will reap larger feex in performing the additional work re-
quired by the earryover basis provision, However, many professionals do not want
thix kind of work (xee Exhibit B), and the potential malpractice claims which it
can spawn,

It is also possible that carryover basis will force most estates to have large
corporate institutions as executors or as consultants to executors hecause of the
1roblems inherent in complying with earryover basis. Such an inipetus away from
the traditional concept of having trusted family relatives serve as executors,
expecially where estates are composed primarily of farms, ranches, and other
family businesses, is deplorable and unjustified.

The added complexity, burden of col iance and administration, the adverse
effoct on the traditional method of admii' .tering estates, and the attendant costs
resulting from carryover basis clearly support repeal of this undesirable and

harmful provision.

B. Carryover Basis Creates Additional Taxr Burdens

There will be a pyramiding of federal taxes becausxe of the interplay of the
federal estate and income taxes under the carryover basis provision. This will
be particularly acute in many estates, especially in estates of farmers and
rauchers. Where estates have to «ell property to pay death taxes and adminixtra-
tion expenses, a “dounble tax" occurs which further compounds the illiquidity
problem of farm and ranch estates. Also, the requirement for regular marketing
of farm products following a farmer's or rancher's death will have the same
deleterious tax {mpact.

An example of how carryover basis can virtually destroy a tenant farmer's
estate is illustrative of this problem. A widowed tenant farmer dies in 1980
leaving an estate valued at $545,000 to a son. Most of the estate consists of corn
and heans which were raised in 1980. The corn and beans are sold in the normal
conrse of the farming business. After payment of federal estate taxes and state
inheritance taxes and after payment of federal and state income taxes on the
proceeds received on the sale of the farm crops, the son would have only $154.000
left from the total estate of $545,000. The estate shrinkage in this example is
about 71 percent as a result of a combination of federal and state death and
income taxes,

In most farm and ranch estates, there are few liquid assets available to pay
death taxes and administration expenses on the death of a farmer or rancher,
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largely because the bulk of the estate consists of farm or ranch land and other
non-liquid assets owned by the decedent. Thus, the farmer's estate may Dbe
required to sell some of the assets to pay death taxes, even when the impact
of such taxes may be lessened by the special farm use valuation and extended
tax payment provisions. Such sale will increase the total tax liability of the
estate, since the estate will have a “capital gains” tax to pay on the appreciation
built into the assets plus a federal estate tax on the value of the assets.

Because the income tax basis of farm land is traditionally law, reflecting
the number of years it has been held, the amount of capital gains can be quite
high. The result of such a “forced” sale is a capital gains tax at death in addition
to the federal estate tax. The estates of many farmers and ranchers will not be
able to bear this double tax burden—even though the 1978 Revenue Act reduced
the income tax rate on capital gains—forcing the liquidation, in whole or part, of
the family farm or ranch. -

Negative Impact of Carryover Basis on Capital Formation

The Subcommittee Chairman has placed the issue of the negative effect of
carryover basis on capital formation in proper perspective in his statement:

“The idea of taxing appreciation of capital assets must be looked at closely
in the overall context of American capital formation. American productivity
lags greatly behind our competitors in Europe and in the East. If we are to have
a strong, vigorous economy which is essential to maintain the American Stand-
ard of living, we must provide individuals with incentives to take risks and
accumulate capital.”?

Being highly capital intensive, it is essential that agricultural operations have
sufficient capital at each generation level to permit efficient and effective opera-
tion. Typically in Agriculture. capital formation occurs primarily by the transfer
of economic units from members of the older generation to younger generation
members.

Carryover basis can strike a lethal blow to this system of capital formation.
Said system is necessary to assure the continuation of family farm and ranch
operations. which, in turn, is essential in maintaining a finaneirlly sound, pro-
dugﬁ\'e Agriculture and an adequate supply of food and fiber for the consuming
public.

Whether forced to sell farm property to pay death taxes and administration
expenses, or whether sales occur in the normal marketing of farm crops and
livestock following the death of a farmer or rancher, there will he sienificantly
more tax ot pay hecause of carryover hasis. The strain this added tax burden
will place on many family farms and ranches can force liquidation of the
operation.

Carryover Basis Causes Lock-In Effect

Carryrover basis causes a lock-in effect in that it tends to freeze assets within
estates because the heirs may not he able to afford to sell them and pay the tax
which results. This can fmpede the free flow of eapital and have an adverse
effect on tlie economic structure of our conntry. With respeet to Agriculture,
specifically, carryover basis can have an adverse effect on the transfer of personal
property used in farming and ranching, Additionally, this lock in can interfere
with the orderly sale or disposition of farm land where it is advisable to transfer
such land because of climatic conditions or other similar factors,

C. Amendments or Modifications Cannot Solve Problems Created by Carryover
Basis

In an attempt to try to correct the multitude of technical and practical problems
of carryover hasis. a number of bills were introduced in hoth the House and
Senate during the last session of Congress. Also, in light of the acknowledge-
ment that carryover basis in its present form cannot he administered, the Treas-
ury Department has undertaken a study of various ways to try to make the
concept workable and susceptible to enforcement.

NCA submits that no number of modifications can cure the ills of carryrover
basis which have been previously described. The Association further contends
that the very fact the bills were introduced and the Treasury studies undertaken

! Quates thronghout Statement are from speech before the New York Bar Assoeclation
on Wednesday, January 24, 1979,
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underscores the linpossibility of complying with or administering carryover basis
aud, also, supports the reasons enumerated above for its repeal.

One of the principal proposals advanced for amending carryover basis Is to
exempt estates of $§175,000 or less from its provisions. The Treasury Department
has indicated this would exempt 98 percent of the estates from carryover basis.
'This proposal raises the fundamental question of whether it is fair and equitable
to have only 2 percent of the estates subject to carryover basis, The Subcom-
mittee Chairman has addressed this question and observed :

“While such a proposal may be politically expedient, it certainly offends one’s
sense of fairness. By subjecting a very small minority of our population to a very
complex law-—one that cannot be complied with nor administered—we would
violate the fundamental prineciple that tax laws should apply equally to all
taxpayers.” !

Moreover, because of inflation, almost everyone would be required to main-
tain the burdensome records reguired by earryover basis since there would be no
assurance that at the person’s death the estate would be under $175,000 and
thereby exempt. In addition, inflation would also erode the $175,000 exemption,
which would mean that, as each year passed, there would be a correspondingly
larger number of estates which would fall outside the exemption.

This proposal would also discriminate against farm and ranch estates which
usually exceed $175,000 because of their large investment in land, resulting in
high asset value and low income production. Most farm and ranch estates would
be placed in Treasury’s 2 percent category, subject to carryover basis and its
associated problems and attendant costs, but with fewer dollars available to pay
thees costs and added tax burdens.

It would appear that the reason for this proposal is to assist the proponents
of carryover basis by reducing the number of taxpayers subject to its provisions
and thereby helping to dissipate the opposition, Such proposal is not supported by
either tax equity or simplification, both of which are desired goals of the tax
system,

NCA has carefully considered various proposals for change to earryover basis,
including those introduced in bill form in the last session of Congress, and has
come to tke firm conclusion that neither the $175.000 proposed amendment nor
any other amendments which have been offered to date, or which could be offered
fn the future, will solve the problems created by carryover basis. In fact, from
the standpoint of simplification, many of the suggested modifications would cre-
ate further complexities and conld result in the cure being worse than the exist-
ing carryover basis disease.

D. Alternatives Proposed to Carryover Basis Should Also Be Rejected

The Treasury Department and others have suggested consideration of two
primary alternatives to carryover basis: (1) A capital gains tax at death on
unrealized appreciation in assets owned by the decedent and (2) An additional
estate tax (AET) on assets included in the decedent’s estate. NCA opposes both of
these alternatives.

Both alternatives would create many of the same problems and complexities
of compliance and administration as carryover basis. The income tax basis of
each asset in the estate would have to be determined. The difficulties caused by
such determination are legion and have previously been discussed.

In addition to the problems encountered in trying to determine the decedent's
income tax basis in each asset would be the costs involved in making such deter-
minations. Again, the chief beneflciaries of such added costs would be lawyers
and accountants.

The additional tax burden caused by the.e proposals could be impossible for
many farm and ranch estates to satisfy. The AET would in essence result in a
“double tax" on appreciation of assets, and the capital gains tax at death could
have a somewhat similar effect. Furthermore, the capital gnins tax at death would
be regressive in nature since, by virtue of the deduction of such tax from the fed-
eral estate tax, the larger estates would pay a proportionately smaller tax. The
flliquidity problems of farm and ranch estates would be further compounded by
the AET or the capital gains tax at death. In many of these estates, the resulting

1 Onotes throuchout Statement are from speech before the New York Bar Association
on Wednesday, January 24, 1979,
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problems of illiquidity would be formidable, forcing liquidation of many farm
and ranch operations.

The proponents of the capital gains tax at death and the AET argue that
these proposals are needed to prevent unrealized appreciation from escaping tax-
ation at death. However, what these proponents overlook or choose to ignore is
that the present federal estate tax already imposes f tax on this unrealized
appreciation by including it in the value of the properiy subject to the estate
tax., The adoption of either of these alternatives would {n essence constitute
double taxation of the appreciation in these assets.

E. Conclusion ‘ .

NCA urges the repeal of carryover basis and contends that attempts to modify
{ts provisions to make them worknble will be frultless. The AET and capital gains
tax at death are equally objectionable and should be refected. The Association
takes the strong position that the only viable alternative is to repeal carryover
basis and return to the law as it existed prior to the 1976 Tax Reform Act,

EXHIBIT A
COMPUTATION OF CARRYOVER BASIS

(As of May 15,1977)

Complete this form for all items except exclnded personal goods, life insurance,
and transferred property disposed of prior to death.
I. Computation of fresh start basis (2). (If traded security com-
plete lines 1 and &, enter 12/31/76 value on line 10, skip lines
2t & B9 e
1. Estate Tax value of asset. (If income in respect of de-
cedent, Sec, 72 annuity, or certain stock options, enter
decedent’s adjusted baxis here and on lines 10 and 26.
SKip lines 2-9 and 13-25) e cnem

2. Date of death value of asset (2031 or 2032 A if elected;
not 2032) o e
3. Decedent's cost or acquired basis.. . ________
4, Total depreciation, depletion or amortization for total
holding period. . oo e e
5. Decedent's adjusted basis at death (line 3 minusline 4)._.
6. Net appreciation of asset during total holding period (line
2 minus Hnes 4 and 5) - e
7. Pre-1977 holding period (days) (percent).ccaeecaaoao
Total holding period (days)_ oo
8. Assumed pre-1977 net appreciation (line 6 times line 7) ..
9. Actual pre-1977 depreciation, eteo
10. Fresh start baxis (total lines 5, 8 and 9), (Not to exceed

line 1, except traded security ) oo oo
11. Remaining allocable appreciation (line 1 minus line 10)__

I1, Computation of property subject to tax.
12. Non-recourse mortgage on property at date of death. (If
none, enter amount on line 11 on line 14)______.___.._
13. Amount of asset subject to tax (line 1 minus line 12)____
14. Remaining appreciation subject to tax considering mort-
gage (Jine 13 minus line 10) _ el
15. Net value of asset for Federal estate tax purposes______
16. Amount of asset qualifying for marital or ¢haritable
deduetion oo i
17. Amount of transfer subject to tax (line 15 minus line 16) _
18, Percent of transfer subject to tax (line 17 divided by
line 15) (percent) o e
19. Amount of transfer subject to tux attributable to basis of
asset (line 18 times line 10) - __ ...
20. Remaining appreciation subject to tax considering de-
duction (line 18 times line 11) oo .. ...
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Adjustment for taxes paid Ly estate.(3).

21, Maxi%l;m adjustment for taxes (lesser of lines 11, 14,
OF 20) e ——————
22, TFedéral gross estate
Tess:
Marital deduetion oo oo -
Charitable deduetion oo
Non Recourse mortgages oo oo
Total property subject to Kederal tax. oo
23. Total taxes paid by estates:
a. Federal estate taX. - o eeeaaen
b. State death taxes_ .
24, Dverall tax rate (lMine 23 divided by line 22} (percent)__._
25. Adjustment for taxes paid by estate (line 21 times line 24)
20. Basis after adjustment for taxes paid by estate (line 10
plus line 25) oo

Minimum basis adjustment.
27. Basis for purposes of minimum basis adjustment (for non-
excluded personal and household goods, the lesser of line
1 or line 26. For all other itews, line 26) . . _____._____
28. Total aggregate adjusted basis of all assets subject to
carryover basis rules (total all lines 27)_____ ...
29, Minimum basis adjustment. .
30. Maximum allocable minimum basis adjustment (line 29
minus line 28) . e
31. Aggregate estate tax value of all assets subject to carry-
over hasis rules (total all lines 1) oo noa
32, Remaining net appreciation of all carryover basis property
(line 31 minus line 28) o
33. Portion of minimum basis adjustment allocable to each
asset (line 30 divided by line 32) oo
34. Remaining allocalle appreciation (lesser or line 11 or
line 14, minus line 25) ..o
35. Minimum basis adjustment for asset (line 33 times line 34)
36. B?;? atter minimum basis adjustment (line 28 plus line
37, Rglg;liuing appreciation subject to tax (line 34 minus line

Adjustment for State taxes paid by beneficiary.
38. Amount of asset subject to State death taxes, minus line 36
39. Total State death taxes paid by beneficiary________ ...
40. Value of all property subject to State death tax passing to
beneficiary (xeparately computod) oo
41. Overall tax rate (line 39 divided by ¥ne 40) . ____.
42, Adjustment for State death taxes (line 41 times line 38)_.
43. Final adjusted basis for purposes of determining capital
gain or sale of asset (line 36 plus line 42) .. _______

Basis for loss purposes.
44, Net appreciation of asset for loss purposes (line 1 minus

HNe 5 e
45. Remaining appreciation subject to tax considering mort-
gage (line 13 minus 5) oo
46, Amount of appreciation of transfer subject to tax for loss
purposes (line 18 times Mne 44) ...

47. Muximul(n) adjustment for taxes (lesser of lines 44, 45,
and 40 o e
48, Adjustment for taxes paid by estate (line 47 times line 24)
49, Basis after adjustment for taxes paid Ly estate (line 5
“plus line 48) e
B60. Remaiuing allocable appreciation (lesser of lines 44 or 45
minus line 48) o oo o r————

60, 000
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51. Basis for purposes of minimum basis adjustment (For
nonexcluded personal and household goods lesser of line

- 1 orline 49) For property subject to nonrecourse mort-
gage, line 45 minus line 48. For all other items, line 49..

52. Total basis all assets subject to tax (Total ail lines 51) .

53. Minimum basis adjustment .. 60, 000
64. Maximum allocable minimum basis adjustmeunt (line 53

minus lne 52) o eme
55. Remaining net appreciation of all carryover basis prop-

erty (line 31 minus lne H2) co oo

56. Portion of minimwn basis adjustment allocable to each
asset (line 54 divided Dy line 55) oo
57. Minimum basis adjustuient for asset (line 50 times line 56) |
58. Basis after minimum basis adjustment (line 49 plus
lne B7) o
59. Remaining appreciation in asset (line 50 minus line 57) -~
60. Adjustment for State death taxes (line 41 times line 59) ..
61. Final adjusted basis for purposes of determining capitat
loss on sale of asset (line 58 plus line 60) - _._____.

(1) H.R. 6715 proposes several cLanges to the carryover basis rules, including:

(a) Treating estate taxes on income items in the estate as an addition to basis.

(b) Ignoring non-resource debts against the property.

(e) Making the basis for loss purposes same as for gain, ignoring the fresh
start adjustment, .

(2) It is not necessary for the decedent to have actually held the property on
December 31, 1976, If the property held by the decedent at his death was acquired
in a non-taxable exchange for property that he did own on December 31, 1976, the
fresh start adjustment will be available. Also the property on December 31, 1976,

(3) The adjustment for taxes paid does not include any additional tax im-
posed because of a disposition of property which qualified for the special form
or closely held business valuation.

The taxes used in the computation of the second adjustment are the regular
federal estate taxes and any estate, inheritance, legacy or succession taxes, for
which the estate is liable, actually paid by the estate to any State or the District

of Columbia.
EXHIBIT B

RIDER, BENNETT, EGAN & ARUNDEL,
ATTORNEYS AT Law,
Minneapolis, Minn., October 11, 1378.
Vice President WALTER F. MONDALE,
Washington, D.C.

DEeAR ViCE PRESIDENT MoNDALE: I am writing this letter as an attorney spe-
cializing in estate administration to urge the repeal, or at least the suspension,
of the “carryover basis” rules coninined in the Tax Reform Act of 1976. This
letter has been simmering in my mind for many months, but I have never writ-
ten it because I have never had any confidence that a letter such as this will even
be read. I am making the effort now because I am so convinced that the new
carryover basls rules are a drastic mistake, I sincerely hope that you will read"
and consider this letter.

The American people have been clamoring for the following reforms in the
law in recent years: .

(1) Simplification of the administration of estates (probate) ;

(2) Reduction of the cost of probate;

(3) Simplification of the tax laws:

(4) Reduction of the cost of compliance with tax laws;

(5) Reduction of bureaucracy ;

(8) Enactment of laws which are obeyed because they are respected.

You certainly will agree that these are desirable goals, however, all the probate
specialists I know agree that the carryover basis rules are a substantial setback
to all of these goals.

Application of the carryover basis rules is very difficult and time-consuming.
Public sentiment calls for a probate system which permits laymen to administer
estates, but laymen cannot correctly handle carryover basis. Attorneys and ac--
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countants have spent literally millions of hours learning how to handle carry-
over basis, but they remain intensely frustrated by the subject.

Carryover basis is not only difficult to compute, but it dramatically compli-
cates estate administration and estate planning. For example, payment of be-
quests and division of assets are complicated by the fact that assets of equal
value have different cost bases; liquidation of assets to raise money causes tax
‘problems; and the final carryover basis cannot be determined until after the
estate and inheritance tax audits have been completed (sometimes years later),

Carryover basis computations require a determination of original cost basis,
and the task of obtaining this information is ditlicult and time-consuming. It is
difficult enough to obtain original cost information from someone who is living,
and it ix often impossible to develop such information after the only person with
knowledge of the subject is dead.

All of the foregoing difficulties translate directly into increased costs. The
earryover basis rules dramatically increase the costs of probate while the Amer-
dean people are demanding reduced costs of probate. I estimate that the cost of
-administering an estate will increase from 10% to 509%, depending upon the
¥acts, and this increased cost will oceur in virtually every estate. 1 suspect the
Targest dollar increase in cost will be in larger estates, but the greater percentage
increase iu cost will be in smaller estates.

The consumers of professional services will have to pay the cost of this diffi-
«ult and time-consuming work (except to the extent that the government pays
Ats share because fees for estate services are deductible). I expect carryover
Hasis to increase my gross revenues, but it is wasteful work and I do not want it.
It will be many years before the revenues from the carryover basis “reforms” to
‘the government will equal the direct nontax cost to the public of such “reforms”
and even in the future this cost, when compared to revenues, will be an insult
#o the public which is entitled to an efficient system of tax administration,

It is no secret that our system of taxation is losing the respect of the people,
and many commentators predict that we are moving toward the European sys-
tem of taxation where c:eating on taxes has hecome not only acceptable but ex-
pected. I deplore this trend, but I have observed it. Carryover basis is compli-
cated, costly and frustrating, and too obscure to a layman, and I predict wide-
epread ignoring of the law, guesswork, and even cheating. Carryover basis is
a significant step toward a system that is losing respect.

If the carryover basis rules are going to be enforced, a greatly increased bur-
eaucracy and vast computer storage capacity will be necessary. We have enough
bureaucracy already, and our goverument might better spend its time enforcing
our good laws.

Any advantage of the carryover basis laws in terms of taxpayer equity (there
are arguments on both sides) is vastly ontweighed by the numerous serious dis-
advantages described above. Every attorney I have talked to believes that carry-
over basis is a serious mistake, As one of the persons “out in the trenches” trying
to work with this difficult and costly monstrosity, I urge you to repeal the carry-
over hasis rules, or at least suspend them (and then repeal them later). I believe
this action is consistent with one’s political principles regardless of whether
wne is a liberal, conservative or moderate,

YVery truly yours,
Dayrox E. SoBy.

STATEMENT OF THE AMFRICAN FARM BUREAU FEDERATION PRESENTED BY
ROBERT DELANO, PRESIDENT OF THE VIRGINIA FARM BUREAU AND VICE I’RESIDENT,
AFBF

SUMMARY

1. Most farm assets are classified as carryover basis property and subject to
Increased capital gains taxes upon sale by an heir,

2, Much of the appreciation in a farmer's capital assets, particularly land,
stems from inflation rather than an increase in productivity.

‘3. Farm and ranch heirs should not be forced to pay increased taxes on an
artificial gain in land values, especlally when the appreciation occurred prior to
gheir ownership.

4, The fresh start adjustment, increased minimum basis, and other suggested
reform are unworkable,

5. The lock-in effect will be intensified rather than diminshed by carryover
basis.
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8. Carryover basis presents an administrative burden to fiduciaries, valuation
problems, and the spectre of double taxation through the aggragate eflect of

estate and income taxes.
7. Farim Bureau urges complete repeal of carryover basis and a return to the

stepped-basis provision of pre-1976.
STATEMENT

The American Farm Bureau Federation, representing over three million mem-
ber families, appreciates the opportunity to present its views on the carryover
basis provision of the Tax Reform Act of 1976.

Farm Bureau membeis were active in seeking estate and gift tax reform in the
Tax Reform Act of 1976. However, as our testimony Lefore the Senate Finance
Committee in July, 1077, and the House Committee on Ways and Means in
October, 1977, indicated, much of the relief provided by this Act was offset by
the hurden of the carryover basis provision. Carryover basis is an unacceptable
provision of the Tax Reform Act of 1976, and Farm Bureau members expressed
their strong opposition at our 1979 annual meeting by making repeal of the
carrvover basis a priority issue for Farm Bureau.

Most of the assets owned by farmers and ranchers, such as land, machinery,
and livestock, fall within the definition of carryover basis property. Thus, the
gain on its sale by an heir is subject to increased capital gains taxes because
the heir must take the decedent's basis. The heir must pay tax on appreciation
that acerued prior to his or her inheritance. \

Designed to remedy so-called “inequities” between taxpayers, carryover basis
fosters an insidious bias against farmers and ranchers. It does this by taxing
appreciation in capital assets which stems largely from inflation rather than an
increase in the productivity of the land or other asset.

Statistics emphasize the contribution that inflation—largely induced hy gov-
ernment policy—has played in increasing land values. The Congressional Re-
search Service indicates that between 1967 and 1977, the compound average rate
of increase was 10.4 percent per year, and that average farmland prices have not
shown a vear-to-year decline since 1955. In 1972, the average price for an acre of
farmland in the 48 contiguous states was $216. By early 1977, the figure had
reached $452, an increase of 109 percent in five years. The national average
price has jumped as much as 17 percent per year (1977), and yvearly increases
in the Corn Belt and Lake States have ranged from 20 to 40 percent.

It should be reemphasized that much of the appreciation in land that may later
be taxable to an heir under carryover basis is an artificial gain caused by infla-
tion, not increased productivity. Modification of the provision will not remedy
this inequity. Neither the fresh start adjustment nor an increase in the minimum
basis can provide relief for the problems of heirs selling inherited farmland.
The further we move from the fresh start date of December 31, 1976, the greater
will be the capital gains tax lability and less effective any {ncreased exemption.
In addition. the lock-in effect. which some enntend will be remedied by carryover
basis, will actually be intensified. Heirs will be more reluctant to sell inherited
property because of the prospect of increased capital gains taxes.

In addition to the taxation of appreciation caused by inflation, the carryover
basis caleulations for land, buildings, machinery, livestock and timber have been
described as, at hest, potential nightmares. The administrative burden placed
upon the fiduciary. as well as the aggregate hurden of hoth an estate tax and
income tax upon the sale of inherited property, concerns Farm Bureau. An
additional reporting burden with heavy penalties for failure to comply is imposed
on all estates with carryover basis property. In the case of real property the so-
called “fresh start” actually calls for the proration of gains that occurred hefore
and after December 31, 1976. This makes it necessary to establish the decedent's
basix. In many cases this is a practical impossibility due to the unavailability of
adequate records. Where the decedent’s basis s unknown, the basis is to be
treated as the fair market value of the property as of the date of acquisition by
the decedent or by the last previous owner who actually purchased the property.
This, nlso, is diffienlt to determine in many cases and is, at best, only a rough
approximation of the decedent’s actual adjusted basis.

When Congress passed the Revenue Aect of 1978, it recognized the urgent
necessity to provide greater incentive for capital investment in the nation’s busi-
nesges. We now urge Congress to provide the Incentive for farmers and ranchers
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to grow and prosper by repealing carryover basis. In so doing, Congress will
recognize the contribution of a sector of our society and economy that has taken
great economic risks to build a productive and efficient agriculture. Ieirs must
not be penalized for the skill, enterprise, and vision of their benefactors.

Farm Bureau urges complete repeal of carryover basis and a return to the
stepped-up basis provision of pre-1978 tax law. We do not believe that the
present law can be modifled to address fairly the tax concerns of our three
million member families.

Thank you for this opportunity to present our views,

(Whereupon, at 1:10 p.m. the subcommittee recessed, to reconvene
at the call of the chair.)

[By direction of the chairman the following communications were
made a part of the hearing record :]

STATEMENT 0% WILLIAM P. McCLURE, OF McCLURE & TROTTER

It is essential that the legislative solution to the carryover basis controversy
fnclude a provision that will permit the executors of the estate (or heirs of bene-
ficlaries) of & person who died while the carryover rules were in effect to
elect to have those rules apply to assets included in the decedent’s estate for
Federal estate tax purposes. The failure to include such an elective provision will
result in serious inequities in many cases. The fairness of not penalizing a person
for relying on the law in effect when he made a decision is self-evident.

Between December 31, 1976 and November 6, 1978 the carryover basis rules
required a decedent’s estate and his heirs or beneficiaries to take his adjusted
basis as their basis in assets included in his estate for Federal estate tax pur-
poses. These rules permitted some upward adjustments to reflect various estate
and inheritance taxes, the December 31, 1976 values of the assets then held, and
certain other items. On November 6, 1978 these provisions were retroactively sus-
pended by the Revenue Act of 1978, Public Law 95-600. The effect of this suspen-
sion was to reinstate retroactively the prior value-at-date-of-death rules.

Because property tends to appreciute in value, the date-of-death basis rules
normally produce a higher basis for an heir than do the carryover basis rules.
However, sometimes property depreciates, and the basis under the carryover baxsis
rules will exceed that under the date-of-death basis rules. In addition, adjust-
ments allowable under the carryover basis rules could result in a greater basis
than under the date-of-death rules where property depreciated between Decem-
ber 31, 1976 and the date of death. For example, under the fresh start rules mar-
ketable securities worth $100 on December 31, 1976 but only $60 at the date of
death will, nevertheless, have a basis of £100 for purposes of determining gain.
In these situations, the ret.oactive suspension of the carryover basis rules works
to the detriment of taxpayers.

Persons acquiring property from a decedent must decide every day whether to
continue to hold that properts or to sell it and reinvest the proceeds in other
property. Numerous factors influence this decision, and the Federal income tax
consequences are among the most impotrant. Thus, a taxpayer owning property
worth $100 may decide to hold it if he believes his basis is §120 (sinee the next
$20 of appreciation on that asset would not be taxed while appreciation on eother
assets would be taxed) but sell it and reinvest the procceds if he believes his
basis is 880. This is especially true where the property is depreciable since the
amount of his depreciation deduction depends on the amount of his basis, Between
December 31, 1976 and November 6, 1978 many investment decisions were made
on the assumption that the basis in property acquired from a decedent was to
be determined under the carryover basis rules. Mauny taxpayers sold property for
an amount equal to or less than basis under such rules (but greater thau basis
under the date-of-death rules), and many taxpayers refrained from selling prop-
erty (and reinvesting the proceeds in other assets) because they reasonably
expected that subsequeéent appreciation on such property would not be taxed upon
a later sale. The effect of the suspension of the carryover basis rules was to change
retroactively the circumstances under which these decisions were made,

To illustrate, a beneficiary may have inherited an asset, such as an office build-
ing. whose basis in the decedent’s hands was substantially greater than its fair
market value at his death. This could happen where the building’s cost was
above its value because of factors beyond the decedent’s control (labor strikes
during the construction period, unforeseen additional costs, a decline in the value
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of rental properties in the neighborhood, ete.). Under the now suspended carry-
over basis rules the Leneficiary was permitted to depreciate the building by ref-
erence to its actual cost basis, just as the decedent did. Such a beneflciary had
two incentives to retain the property until its value increased to its basis: (1)
depreciation based on actual cost and (2) the prospect of nontaxable apprecia-
tion in the future equal to the difference between basis and the date-of-death
value. With the suspension of the earryover basis rules, the beneficiary’s basis
has been retroactively limited to the date-of-death value and both of the men-
tioned incentives have been retroactively eliminated. It s quite possible that the
lower depreclation and the absence of any prospect of future nontaxable appre-
ciation under the value-at-date-of-death rules would have caused him to decide
to sell the asset, but his reliance on the carryover basis rules caused him to retain
it.

Another case in which a benefieiary logically wonld have retained an asset in-
volves listed securities that declined in value between December 31, 1976 and
the decedent's death. If the beneficiary had reason to helieve that the inherited
securities subsequently would inerease in value, hie would have had a very strong
incentive to retain those securities at least until they appreciited to their De-
cember 31, 1976 values in order to realize the appreciation on a nontaxable basis,
If the date-of-death value is used, however, this incentive disappears completely.

In both of the cases mentioned above, the carryover basis rules caused the bene-
ficiary to retain assets that otherwise wonld have been disponsed of soon after
the decedent’s death., The then existing law strongly influenced his investment
decisions, Thus, retroactive suspension of the earryover hasis rules without |
transition rule permitting an election to continue to use the carryover basis pro.
visions for such assets is patently unfair., Accordingly., an clective transition
rule, such as the one recommended by the Finance Committee and adopted by
the Senate last year, clearly should be included in the legislation to be enacted
this year.

Mrt. VERNON UNITED METHODIST.
Wichita, Kans., March 5, 1979.
MICITAEL STERN,
Sepate Finanee Committee,
Washington, D.C.

Dr,,;n Mg, STerRN: I request that you make my comments part of the hearing
record.

I strongly urge you to support legislation to get “carryover basis” repealed.

Paying taxes on the appreciated value of property that my father struggled
<0 hard to acquire, appreciation of property value before the property comes to
me. is a tax revenue gimmick that we can do without.

The “carryover basis” rule, a new idea in estate tax law passed by Congress
in 1976, amounts to double taxation, The law’s formula makes accurate tax cal-
culation a nightmare if not an impossibility. -

With inflation running rampant the “carryover basis” tax bite becomes
devastating.

I urge you to use your influence and your vote to repeal the “carryover basis”
on estates.

In Christ,
GENE M. TROMBLE.

CLIFFORD AND LLEONA LEAMAN,
Fairmont, Minn., March 2, 1979.
MICHAEL STERN,
Senate Finance Committee,
Washington, D.C.

Dear CoMMITTEE MEMBERS: We would like our comments on carryover basis
on inherited property be made part of hearing record when Senate Finance
Suhcommittee has hearing March 12, 19, and 20.

We own 240 acres of land and have two children. Even if stepped-up basis is
used we helleve they would have to put a large mortgage on the land or sell
some to pay tine large inheritance tax.

If carryover basis with it's complicated formula is used the taxes would
double or triple. For that reason we think the carryover basis should be repealed.
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Over the last 35 years we have paid many thousands of dollars in income taxes.
It's seems a shame that we can not give our heirs what we have saved without
paying many more thousand of dollars In taxes.

We believe that all inheritance and gift taxes should be repealed.

Thank you,
CLIFFORD AND LEONA LEHMAN,

HixpaLs Horses ANp Hoes,
West Concord, Minn,, March 4, 1979.
DEAR MR. STERN : This letter is to inform you on our position on the Carryover
Basis in the Revenue Act of 1978, As farmers, we are against the taxation that
this represents. We feel the inflation and the double taxation is wrong.
We would like our comments to be part of the hearing record.
Thank you.

Yours truly,
Mary Lou HINDAL.
DeaN H. HINDAL.

OAKLAND, Yowa, February 26, 1979.

SENATE FINANCE CoMMITTEE : Please make my comnients a part of the hearing
record on repealing the “‘carryover basis” tax law.

The American Indian was beaten because of his trust and vision in generations,
as we American farmers are being beaten. At least I ask you this chance to slow
it down while someoiie up in Washington comes to their senses!

We are the owners of a small family farm. The Myers' and Rocks of Pott
County, Iowa are decendents of German immigrants who cleared and worked the
land. Our graudson is the fifth generation of Myers' to walk, play, and work on our
land.

We want to pass the honor and challenge of taking good care of this land, as
our ancestors did, on to one of our <ix children.

Youn on this committee and in the Senate, can repair a cog in the chain that's
slipping in the machine called America by removing this tax law now,

The inheritance taxes, both state and federal have tied one hand behind our
backs now.

This law “carryover basis,” with inflation as it is ties the other hand.

Didn’t someone tell you, you people are supposed to be working for us tax-
payers, not against us?

If you pass this law again you are setting up the governments license to steal,
but you won’t be stealing just money. It will be the honesty, faith, truth, years,
and spirit of every young generation of family farmers, both male and female.

We fariers can't and God won't, compromise our integrity of the land with the
United States Government!

Sincerely written from a heart in Iowa.
MRS, DOROTHY MYERS.

THEODORE M. FORBES, JR.,
Duniwoody, Ga., February 28, 1979.
In re Carry-over Baslis.
COMMITTEE ON FINANCE,
U.S. Senate, Washington, D.C. R

DeAr Sirs: This is in response to your invitation for comments concerning
the carry-over of a decedent’s basis in his property into the hands of his helrs.

As a tax lawyer and taxpayer, I am unalterably opposed to the carry-over basis
concept. It is totally unfair and unworkable as well.

To say that property escanes taxation if there is no earryover basis is the
worst kind of demagoguery. The property is taxed at its falr market value in the
decedent’s estate at the exceedingly high estate tax rates. A capital galn tax on
top of the estate tax penalizes the decedent’s surviving widow and orphaned
children, who must look to their inheritance to keep out of the poor house.

Not only is the gain in value already taxed at estate tax rates, but most of
the gain that is exposed to taxation is the consequence solely of economic infla-
tion, over which the decedent and his heirs have no control whatever. It may
he sald fairly that inflation has been a conscious or unconsclous United States
Government policy ever since the end of World War II, to enavle the Govern-
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ment to pay its debts in ever cheaper dollars. To add the capital gains tax to the
estate tax punishes the widow and the orphan for the economie sius of the United
States Government,

If the decedent's basis is carried over berond his death, then in fairness the
estate tax also should be calculated on that amount.

The decedent’s property was bought with after-tax dollars. A substantial in-
come tax was extracted from the decedent before he bought the property, and to
tax the inflated value of the property with a capital gains tax as well as with an
estate tax is egregious.

The purpose of the earry-over basis is not to raige revenue: it would increas:»
only minutely the total tax take of the United States Government. It is designed
instead to insure that no widow or orphan should live upon an inheritance, but
instead all should he equally poor on the government dole.

It ix one thing for a taxpayer to pay his taxes as a part of the cost of civiliza-
tion ; it is something else again, however, to take money from the one who earned
it and give it to someone who did not, as a matter of government policy to re-
distribute the wealth of the nation. That is plainly immoral.

In addition to the inequities and immorality of the carry-over basis, it imposes
an undue burden upon an unsuspecting executor or administrator to have to
ascertain the basis of his decedent in any particular piece of property. Records
get lost after even a short time, and there just is no way that it can be done. The
banks and professional fiducinries will not he willing to undertake the respon-
«ibility unless they are granted some kind of indemnification, and the individual
fiduciary—widow, son, brother and the like—swill be penalized, perhaps even
prozecuted criminally, if he comes up with the wronz numbers. Value at date of
death is a readily ascertainable figure; value on the date of acquisition 235 years
ago is asking too much,

I urgc you to reneal the earry-over hasis provisions and not to let them go into
effect after the end of this year.

Yours very truly,
TnEIDORE M, Forses, Jr.

RmFR. BENNETT. EGAN & ARUNDFIL,
Minneapolis, Minn., October 11, 1978.
VICE PRESIDENT WALTER F. MONDALE,
Washington, D.C.

DEeAR VICE PRESIDENT MoNpALE: I am writing this letter as an attorney special-
fzing in estate administration to urge the repeal. or at least the suspension, of
the “earryover basis” rules contained in the Tax Reform Act of 1976. This letter
has heen simmering in my mind for many months, but I have never written it he-
canse T have never had any confidence that a letter such as this will even be read.
T am making the effort now because I am so convinced that the new carryover
basis rules are a drastic mistake. I sincerely hope that you will read and con-
sider this letter.

The American people have been clamoring for the following reforms in the law
In recent years:

(1) Simplification of the administration of estates (probate):

(2) Reduction of the cost of probate: .

(8) Simplification of the tax laws ;

(4) Reduction of the cost of compliance with tax laws;

(5) Reduction of bureaucracy ;

(6) Enactment of laws which are obered hecause they are respected.

You certainly will agree that these are desirable goals, however. all the probate
specialists T know agree that the carryover basis rules are a substantial setback
to all of these goals.

Application of the carryover basis rules is very difficult and time-consuming,
Public sentiment calls for a probate system which permits laymen to administer
estates, but laymen cannot correctly handle carryover basis. Attorneys and ace
countants have spent literally millions of hours learning how to handle carryover
basis, but they remain intensely frustrated by the subject.

Carryover hasis is not only difficult to compnte, but it dramatically complicates
estate administration and estate planning. For example, payment of hequests
and division of assets are complicated by the fact that assets of equal value have
different cost bases; liguidation of assets to raise money causes tax problems; and
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‘the final carryover basis cannot be determined until after estate and inheritance
tax audits have been completed (sometimes years later).

Carryover basis computations require a determination of original cost basis,
and the task of obtaining this information is difficult and time-consuming. It is
difficult enough to obtain original cost-information from someone who is living,
and it {s often impossible to develop such information after the only person with
knowledge of the subject 1s dead.

All of the foregoing difficulties translate directly into increased costs. The carry-
over basis rules dramatically increase thie costs of probate while the American
people are demanding reduced costs of probate, I estimate that the cost of ad-
ministering an estate will increase from 10 percent to 50 percent, depending upon
the facts, and this increased cost will occur in virtually every estate. I suspect
the largest dollar increase in cost will be in larger estates, but the greater per-
centage inerease in cost will he in smaller estates.

The consumers of professional services will have to pay the cost of this dif-
ficult and time-consuming work (except to the extent that the government pays its
share because fees for estate services are deductible). I expect carryover basis to
increase my gross revenues, but it is wasteful work and I do not want it, It will
be many years before the revenues from the carryover basis “reforms” to the
government will equal the direct noniax cost to the public of such “reforms” and
even in the future this cost, when compared to revenues, will be an insult to the
publie which is entitled to an efficient system of tax administration.

It is no secret that our system of taxation is losing the respect of the people,
and many commentators predict that we are moving toward the European system
of taxation where cheating on taxes has become not only aceeptable hut expected.
I deplore this trend, but I have observed it, Carryover basis Is complicated, costly
and frustrating, and too obscure to a layman, and I prediet widespread ignoring
of the law, guesswork, and even cheating. Carryover basis is a significant step
toward a system that is losing respect.

If the carryover basis rules are going to be enforced, a greatly increased hn-
reacucracy and vast computer storage capacity will be necessary. We have enough
bureancracy alreaay, and our government might better spend its time enforcing
our good laws.

Any advantage of the carryover basis laws {n terms of taxpayer equity (there
are arguments on both sides) is vastly outweighed by the numerous serious dis-
advantages described above. Every attorney I have talked to believes that carry-
over hasis is a serious mistake. As one of the persons “out in the trenches” trying
to work with this difficult and costly monstrosity, I urge you to repeal the carry-
over hasis rules, or at least suspend them (and then repeal them later). T be-
Heve this action is consistent with one’s political principles regardless of whether
one is a Hberal. eoncervative or moderate.

Very truly yours,
DayToN E. SoBy.

AMERICAN BANKERS ASSOCIATION,
February 26, 1979.
Hon. RusskrL l.oNe,
U.S. Senate, Washington, D.C.

Dear CrrATRVMAN [ONG: Enclosed s a statement of the American Bankers As-
socintion on carryover basis and related matters.

The Association has given detailed study to the entire 1ssue of taxation of un-
realized appreclation at death for a period of over nine years. It is onr firm con-
.clusion that neither carryover basis nor any of the known alternatives which
depend on proof of basis can be made to work.

The enclosure discusses the problems of carryover and proposals to clean it
up. Based on the enclosed analysis and the experience of its member hanks dur-
ing the 22 months that carryover was in effect, the Association urges the Con-
2rg;s mlrepeal the carryover basis provisions and retain the current stepped-up
basis rule,

Sincerely yours,
W. Rexnern BoNps.

Fnclosures,
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COMMENTARY OF AMERICAN BANKERS ABSOCIATION ON CARRYOVER BASIS AND
RELATED MATTERS

INTRODUCTION

The Tax Reform Act of 1976 changed the law with respect to the income tax
basis of a decedent's property to provide in general for a carryover of the
decedent’s basis with certuin adjustments, The change was very controversial
and applicable to estates of decedents dying after December 31, 1976, The Revenue
Act of 1978 delayed thie effectve date of the carryover basis provisions for three
years until December 31, 1979, The American Bankers Association (the ABA) is
vitally interested in carryover basis and has ptepared this commentary on the
important subject whicl will be considered by Congress later this year,

SUMMARY OF POSITION

The ABA urges the repeal of carryover basis and a return to prior law. with
the result that the income tax baxis of property included in a decedent’s gross
estate would be its estate tax value, The carryover approach as applied to a
decedent’s property is in practice so deficient that no amount of “clean up”
can solve its major defects. Carryover hasis cannot be made to work in a rela-
tively simple, fair and straizlit forward manner.

Our reasons for urging the repeal of carryover basis are several, First, the
difficulty of, and not infrequently the impossibility of, proving basis, which will
result in a significant increase in the tinie required in, and the <ost of, admin-
istering estates; second, the inordinate complexity of carryover, which canuot
be eliminated by “clean up”: third, the increased fiduciary responsibility com-
bined with an uncertain state law ; fourth, the excessive rate of taxation when
the estate tax and income tax on appreciation are combined in effect and the
regressive impact of the income tax; aund fifth, the perpetuation of the “lock-in"”
problem.

The taxation of appreciation at death, whether in the form of an income tax
or an additional estate tax, is also undesirable for essentially the same reasons.

COMMENTARY
Background
Carryover basis for a decedent’s property was enacted in the Tax Reform .\t
of 1976 over the virtually unanimous advice of interested persons and orgatrizi-
tions, including our association, Statements by three of the panelists, reque~tvd
to testify by the Committee on Ways and Means, House of Representatives, are
representative of the criticisms of carryover:

Professor Gractz: The carryover basis proposals seem to involve more in-
herent complexity than proposals for a tax on appreciation at death, Thix is
true because the carryover proposals require not only determination of the basis
of transferred assets but also maintenance of records of basis over several
generations, Moreover, with a carryover basis, it would no longer he possible
to divide assets by simple fractions or percentages. Each asset would carry with
it a potential tax liability which would affect its real value. (page 1241.){1]

Professor Casner: I think the worst thing to do is what some people are apt
to suggext, and that is a carryover basis, because that just continues the lock in
that we are faced with now with respect to the intervivos situation. The carryover
basis sometines is suggested as the solution and then you have, as I say, a
lock in for people that prevents them from disposing of their property and causes
them to think they are unable to dispose of it because of cupital gains. (page
1433.)

Professor 1lalbach : We [a committee of the Real Property, Probiate and Trust -
Section of the Ameriean Bar Association] concluded, however, and I certainly
agree with thix, that any proposal for carryover basis Is fraught with problems,
It coutinues the lock-in problem. in a sense anyway, and it also involtes great
complexity, I you just think about planning a will under it you have to start
thinking about which bend ticlary will got whicl: asset, depending on benetleiarios®
probable ineame tax brackels and the basis of eacli of the elient’s assets, Now
there mre carvyover fechnigies other than Hew-by-iem, hut T (hink cariyover
§<. In general, in the oves of many prot'e and cortainly in my own righi now,
the woeist of the p ossibhle alternatives, tpage 14110

No panelist hefore the Cotnndttee on Wavs amd Means had a good word for
carryover basis, It is rare when paneiists, who are usually selected to represent
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disparate views, are of one mind on any controversial tax subject. The Chalrman
of the Ways and Means Comimittee said “The carryover of basis Is obviously
difficult, No one seems to favor it very much.” (page 1444). In retrospect, the last
seatence is a monumental understatement,

The ABA's criticisms of carryover basis were more specific than those of the
panelists and are contained in our materials filed with the Committee on Ways
and Means in 1973 and agafn in 1976 (pages 117-120)., The problems discussed
were:

. Determining basis;

. Administrative complexity and “suspended basls"” ;
*Lock-in";

No satisfactory way to increase basis;

. Mushroom tax effect of carryover;

. Funding pecuniary (fixed amount) bequests; and
. Net tax increase

Only problems 6 was addressed (by section 1040 with only partial success)
in the carryover hasis law. Even a road map of the potential problem areas did
not lead to a satisfactory end product.

Since the 1976 Act, criticism of carryover basis has come from all directions,
For example, Professor Stanley Surrey of Harvard Law School has-said it is
“too complicated”. [2] Dr. Gerard Brannon of Georgetown University has re-
ferred to carryover hasis as a “disaster” involving “hopeless complexity.[3]
Frederick W. Hickman, former Assistant Secretary of the Treasury for Tax
Poliey said “the administration of estates and transactions involving inherited
property will be infinitely more complicated for everyone and forever.”[4]

During the second sexsion of the 95th Congress, many bills attempted to
“clean up” earryover basis. The most publicized was 8. 2461 introduced by former
Senator Willinm Hathaway of Maine. This bill, and all others, were inadequate
responses to the real (not imaginary) problems presented by carryover basis.
They contained numerous technical deficiencies and, at the same time, failed to
deal with a host of problems presented by integrating carryover basis into a
detailed and highly complex tax system.[5] Resolving many of the integration
problems, such as what to do with so-called “negative basis" property, would
be difficult and controversial and further clutter up an already unwieldy income
tax law.

The integration problems have become more difficult as a result of the changes
made by the Revenue Act of 1978 in section 121, which permits a “once in a
lifetime” exclusion from gross income of $100,000 of gain from the sale of a
prineipal residence for certain individuals, With earryover basis. a sale shotly
before death (“in contemplation of death”) would in many ecases produce a
significantly lower tax (or no tax) than a sale after death. Such a difference In
result would be difficult if not impossible to justify, but what is the solution?

AB: Reasons for Repcal of Carryover

MO U LIS

1. PROOF OF BASIS

Muech has been rald regarding the problems of obtaining a decedent's hases for
assets ineluded in his gross estate. The painful experience of our members dnring
1977 and part of 1978 in attempting to establish basix information for estates
of decedents confirlis our conviction that major difficulties wonld lie ahead in
this area. Countless hours were expetdded In futile attempts to ascertain cost
figures at considerable cost in terins of increased fees.

Statements of Treasury officials that difficulties in proving basis are Hmited
to “esoteric assets or careless taxpayers”[8] are at odds with the facts dis-
closed in responses to an inguiry hy the ABA as to problems encountered under
the enrryover basix law, The vesponses will be submitted as a part of the
ABN testimony before Congress Inter this year. In virtually every ease, Httle
or ro veliahle basis information was available for most tangilde personal
property, which we do uot recard ax “esoterie”, The Treasury’s proposed
inciease to RI5000 in the exeeption from earryover basis for personal and
houschold efleets will not salve the proof problems for many estates required
to tile foderal estate tax returns because the value of such property will exceed
S50, Subistantinl proof problems alvo existed with real property and, to
soptewlat Jesser extent, seentlties, As an oflfeer of one of onr wember hanks
stated, “Every estite seems to luave at least one shznbiieant “mystery® (basis)
asset” cexclusive of tangibles).
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The absurdity of the situation becomes apparent when one recognizes that
wedding gifts could be carryover basis property. In order to be able to prove
the basis of this property. the bride and groom will have to write to the wedding
guests and ask them what they paid for the wedding gifts. or is it contemplated
that basis information will as a matter of accepted practice be included with
nuptial wishes on wedding congratulatory cards? Are the bride and groom
“careless taxpayers” if they do not seek to discover the cost of the wedding
gifts?

In many cases, basls information for property inclu led in a decedent’s estate
dies with him, and in other cases the proof problems are magnified by death.
This suggests the desirability of securing such information prier to death.
However, ax one Florida lawyer noted in a letter to one of our member banks:

“T eoncluded after several months of struggling with clients’ poor efforts
at obtaiving information, or poor results after extended efforts at obtaining
informafion, that the effort to obtain information amounted to a fruitless search
at great expense to the client, It was indeed frustrating both to the client and
to me. This frustration would no doubt be compounded immeasurably where
the burden is placed upon the surviving spouse to hegin anew the soarch for
basis information. If I could not obtain it over a period of months in direct
dealing with the individual who had the greatest access to the information,
how heavy would the hurden be for an executor who would be dealing without
the first hand knowledge available to the decendent?

Further. clear and eonvincing evidence of the legitimate concerns in obtain-
ing and retaining basis information isx presented by the Internal Revenue
Service's refusal to participate in the record retention process for carryover
basis information despite a clear congressional mandate to do <o. Section
6039A requires an executor to supply carryvover basis information to the Service
and to the persons acquiring carryover basis property from a deecedent, and
section 6694 imposes fines for failure to furnish such information, The fine
for a failure to supply information to the Service is $100 for each failure
with a total not to exceed $5,000; the fine for a failure to supply a beneficiary with
information is only $30, with a total for all beneficiary fallures not to exceed

$2,500. The legislative history clearly stated that the Service was to receive
carryover basis information.

“In order for the Service and the recipients of property from a decedent to
Kknow the carryover bhasis of that property, the act adds a provision which
requires the executor to provide such information concerning earryover basis
property to the Service as may be required by regulations.”[7]

Nevertheless, in T.D. 7540[8] the Service, with the acquiesence of the Trea-
sury “ran away” from its obligations in this regard by stating that no specific
carryvover basis information is to be sent to it. An exccutor is only required to
provide the Service with answers to three questions:

1. Was a federal estate tax return fited?
2. Did the decedent have earryover basis property?
3. Has carryover basis information bheen supplied to the beneficiaries?

With only three questions and a $100 fine for each violation, why did Congress
establish a maximum fine of 85,000 for failure to comply with section 6039A
in terms of supplying the Service with carryover basis information?

We find it incredible that 8, 2401, and other “clean up” bills, would eliminate
the requirement to give the Service carryover hasis Information. Our position is
simple. If the Service is not prepared to receive, retain and supply carryvover
bhasis information to persons who have a legitimate need for it, the carryover
basiz system srould be repealed for this reason alone, Any system which is too
tronbleseme for the United States Government to participate in regarding the
retention of such information should not be imposed wpon its citizens,

No mechanism ix ereated for establishing the basis of property included in a
decedent’s extate. Thus basis controversies cannot Le resolved prior to the sale
of earrvover basis property. The Treasury has snggested the establishment of
a procedure for seenring a binding determination of basix. [9] Sueh a procedure
waould create additional complexity and raise problems of a substantial nature,
This may explain why the details of the procedure have yet to be deseribed by
the [r(‘.l\l!l‘\.

2. COMPLEXITY OF RARIR ADUSTMENTS

Mueh hins heen said about stmplifying our tax laws. which the President has
reforred to as a “national disgrace”. Carryover basls Is not shuple In operation
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or, upon close study, in concept. The subject is so complex that significant errors
have been made in temporary regulations issued by the Internal Revenue
Service. Even a supposedly simple provision for an election “out” of carryover
basis for certain personal and household effects is shirouded fn mystery and
confusion. The regulations do not even define the term “person and household
effects”, although the leglslative history does so. What is the reason for this
glaring omission? .

Under carryover basis, adjustments are required for estate tax on apprecia-
tion, minimum basis and “fresh start”, ‘These adjusements are botli defective
and complex. In fact, the situation is so bad that accurate income tax returns
reporting sales of property scquired from a decedent cannot in many caxes he
preparcd until a substantial period of time after the returns are due. This
makes no sense,

a. Apprectation Basig Adustment

If an income tax and an estate tax were imposed on the entire appreciation
in a decedent’s estate, the aggregate federal and state taxes on the appreciation
could exceed 100 percent. The federal estate and iucome taxes anlone could come
close to this percentage since the highest estate tax rate is 70 percent and the
highest capital gains tax rate (including any alternative minimum tax) is ap-
proximately 28 percent. In addition, state estate and income taxes must be
considered. Thus four separate tuxes—two federal and two state—may be
Imposed on the appreciation.

To prevent the obvious unfairness of multiple taxes on the appreciation, section
1023 provides in general for increasing basis by the federal and state ostate taxes
on the nappreciation. We will refer to this inerease as the “appreciation basis ad-
Jjustment”. The increase is determined for eiach appreciated carryover basis prop-
erty by multiplying the total taxes by a fraction having a numerator equal to the
appreciation in the individual property and a denominator equal to the total
value of all property subject to the tax, viz., the gross estate reduced by the mari-
tal and charitable deductions. It cannot be computed accurately until the federal
and state estate taxes are finally determined. which will usually not occur until
several vears after the decedent’s death. In the meantime each appreciated asset
will have a “suspended” basis. This point was made during the 1076 lLearings
before the Committee on Ways and Means of the House by Charles M. Wilker,
former Assistant Secretary of the Treasury for Tax Policy, when he said;

Allowance of .. fncrease in the carryover basis for a portion of death taxes
means that the exact amount of gain reatized on sales made during administra-
tion of the estate eannot he computed until final determination of State inheritance
and Federal estate tax liability, including the final ealculation of the total valne
of the estate and the amount of unrealized appreciation. As a result, income tax
returns filed prior to such final determination of death tax llability may have to
be reopened and the tax recomputed. (page 1181).

The complexity of the appreciation bhasis adjustment is demonstrated hy re-
counting the errors which have been made to date in attempting to make it work
properly.

(1) Sectfon 1023 originally provided a single adjustment for the federal
and state extate taxes paid by the estate nsing the “fiual” federal figures, This
approaech was erroneous hecause the amount subject to the federal estate tax
might be sienificantly different from the amonut subject (o the state ostate tax.
To illustrate, most states do not exempt from tax property qualifying for the
federal estate tax marital deduction,

(2) In response to the point made In ftem 1), the Revenue Act of 1978
amended section 1023(e) to provide for separate computations of the federal
and state appreciation basis adjustinent. While the change is sound in theory,
the hasis adjustment computations are inereased by one and are made more
eomplex, Furthormore, the revised methed of making the adinstinents is dofee-
tive, Rection 1023(£), defining net apprectation, was amended by the 1078 At
to provide that in computing the appre-tating hasis adinstment for state estate
tax. the decednnt's hasic {< ineporsed by the appreckation basle adiustient for
the Federnl edtate tax. This upward ad nstment. which lins the offoe of rodneine
the besds fnerse for state edote taves, < etoqrle wrone, If the ne! anpreciation
1\"11‘-:\‘ for state purnnses than for federal purposes the “teiple or quadraple tax”
(fodoral ovtate and Income tax ond state extfate tax Ll fn cope enses a0 stafe
h-.'-l:mc LX) element on the same property works fmperfeetly.,

No uawarranted tax henefits rosulfs from veline the «nne “*net apnrecintian®
for il federal and state purposes, ns s indieated by the Hfferent cand corroct)
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way of computing the section 691(c¢) deduction. Furthermore, under the 1976
Act the section 1023 (c¢) adjustment for state estate taxes was correctly based
upon the same net appreciation amount as the adjustment for federal estate
taxes. 'The full amount of the net appreciation for federal purposes is alsq taxed
for state purposes. Current section 1023(f) (2) is also erroneous in making an
upward adjustment for federal and state estate taxes in computing net apprecia-
tion for purposes of the subsection (e) adjustment for state inheritance taxes,

(3) Even if the changes described in item (2) are made, the basis adjustnrents
will still not work properly. The computation method uses an average rate of
estate tax. The adjustment should be made at the marginal estate tax rate, as the
Treasury bas acknowledged.{10] The method initially suggested by the Treasury
was deficient.[11] X

(4) The Treasury has now shifted to a different approach for computing ghe
appreciation basis adjustment—the increase would le computed by multiplying
the estate's marginal federal estate tax rate (as provided in section 2001(e)) by
the appreciation in the particular asset involved, subject to the qualification that
if the decedent does not have at least $30,000 subject to tax in the marginal rate
bracket, the next lower rate shall be used.[12] This approach would be applied
even though under a **pure” approach the appreciation would be taxed in several
rate brackets and even when a foreign tax credit or previously taxed property
credit is available, It would also be applied even though an estate puys no federal
estate tax, but is required to file a federal return. T'o illustrate (and iguoring
minimum basis), an estate of $300,000 with a $123,000 marital deduction and the
unified credit of $173,000 would have a basis increase equal to 30 percent of
the appreciation in appreciated carryover basis property, subject to the applica-
tion of section 1023(f) (4), whieh we will discuss later, On the other hand, no
basis inerease would be permitted for any state death tax.

We agree that the Treasury’s current proposal has the virtue of simplicity, but
does it satisfy any reasonable fairness test? A hasis increase is permitted for
a “phantom” federal estate tax that is not paid because of the unified credit, hut
an increase for a state death tax in excess of the state death tax credit allowed
by section 2011 is not permitted even though the tax exceeds the credit by a sub-
stantial amount. In some states, New York is one, the state death tax actually
paid will almost always exceed the state death tax credit. In other states, Il-
linois is one, with inheritance taxes where the rate of tax depends upon the re-
cipient of the property the tax on property passing to non-related beneficiaries
maylbe at rates that produce a death tax substantially above the state death tax
credit.

We are as bewildered as you no doubt are with the upside-down results of
the Treasury’s proposal. This indicates how bad carryover lLasis is. Significantly,
the Treasury does not propose to use its simplified approach in computing the
section 691(c) deduction for estate tax attributable to income in respect of a
decedent or the basis increase under section 1015(d) (6) for gift tax attributable
to appreciation, which involve the same adjustinent problem. Further, the co-
- ordination problems presented by the dual application of sections 1015(q) (),
which applies to the basis increase attributable to tlie gift tax on appreciation,
and the appreciation basis adjustment are difficult and not correctly handled in
S. 2461. Finally, the appreciation basis adjustment is conceptually unsound when
the decedent has “loss” property. For example, if a decedent owns asset A with
a value of $300,000 and a basis of $150,000 and asset B with a value of $100,000
and a basis of $300,000, an appreciation basis adjustment is allowed for asset
A cven though the estate has no net gain. Why? Only the net appreciation should
be taken into account in determining the adjustment.

The answer is not to “clean up” carrvover with an irrational approach, hut
to repeal a concept that will not work in the real world without making changes
which make no sense in terms of policy.

b. Minimum Basis Adjustment

The treasury would increase the minimum basig for carrrover basis property
from £60,000 to $175,000 and make this adjustinent before the appreciation basis
adjustment, (13] The first of these changes is, in effect, a repeal of carryover basis
for a substantial numher of estates that would he affected by curryover bhaosis,
namely, those that do not have to file a federal estate tax return,

The Treasury has asserted that as a result of the increase carryover basis
would apply to only two percent of the estates of all decedents.[14] In terms of
policy, it is saying that the *“old” Iaw is inequitable only for this two percent or
that the burdens or carryover basis are sutlicient to justify excluding substan-

43-465—79—-8
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tially all estates from its operation. We reject either of these positions, particu-
larly when the inequity argument is premised upon what is appropriate under
the income tax law. What does filing a federal estate tax return have to do with
income tax concepts?

Caryover basis should be repealed for all estates and not just the smaller
estates. Absent such action, serious problems would remain for estates not “pro-
tected” from carryover by the increased minimum basis amount, the Treasury's
“lucky” two percent. Of course, a minimum basis of $175,000 would not free 98
percent of all individuals from the need to keep accurate basis information
because an individual will not know for a substantial period of time whether he
or she will have a gross estate of this amount.

¢. Problem for Estates Above Minimum Basis

(1) “Suspendced” basis.—\When the estate has a value in excess of $175,000,
the minimum basis must be allocated among the individual appreciated carryover
basis propertics. Under the current law due to take effect for decedents dying
after December 31, 1879, the ullocation would be made by multiplying the amount
by which $175.000 exceeds the aggregate hases of all carryover basis property
times a fraction with a numerator equal to the appreciation in the individual
asset and a denominator equal to the appreciation in all appreciated carryover
basis property. The result is the same as dixcussed above in connection with the
appreciation basis adjustment, namely, a “suspended” basis problem for all appre-
clated carryover busis property where the decedent’s provable basis does not
exceed $i75,000, Actually, the situation is worse than with the appreciation basis
adjustment, 1f the basis of any carryover basis property is uunknown or uncer-
tain, the application of the minimum bLasis rule to every appreciated carryover
basis property is uncertain because the common denominator of the fraction is
uncertain. This result is intoleralble. Further, if the minimum basis adjustment is
made hefore the appreciation basis adjustment, as the Treasury suggests, then so
1ong as the minimum basis adjustment is uncertain the appreciation basis adjust-
ment must necessarily be uncertain. The Treasury describes its suggestion as
“simplifying” the basis adjustments.[15] thus giving the word a meaning which
is directly at odds with our view of the effect of the proposed change.

Nome have said that the points of concern discussed above would be avoided by
giving the executor the right to allocate the minimum basis increase to appreei-
ated carryover basis property in any manner he determined. Such a right would
not solve the problem because, as noted above, if the hasis of any carryover basis
property is uncertain the amount of the basis increase to be allocated remains
uncertain. Further, as fiduciaries onir members are concerned ahout choosing
hetween beneficiaries in the sense of awarding a tax benefit to some but not to
others.

(2) Community property—The operation of the minimum basis rule for com-
munity property is deficient. The Treasury has advocated the increase from
§£60.000 to £175.000 so that no estate not filing a federul estate tax return will have
to cope with carryover basis, However, the minimum basis rule applies to both
lialves of community property. If a decedent and his spouse own $300,000 of com-
munity property and no separate property, the decedent’s gross estate will be
$150,000 and no federal estate tax return will have to be filed. The minimum
hasis of 8175.000 is split between both halves of the community property, the
decedent's share isx S87.300 and his estate is subject to ecarryover basis. This
result is unsound, inconsistent with the stated purpose of increasing the minimum
basis amount to $175,000 and also inconsistent with the Treasury’s statement
that :

“Where the decedent’s estate was not required to file & Federal estate tax
return * * * the basis of the decedent’s property would Dbe its fair market
value.”[16]

The minimum basis provision should apply first to the decedent's share of the
community property.

(3) “Nnich” problem.—Refore leaving the minimum basis adjustment, another
prolilem should be mentioned. To eliminate carryover basis for smaller estates,
gross ostates of $175.000 or less would be governed by “old” law in the sense
that the basis for assets included in thie gross estate would be their federal estate
tax values. On the other hand. a decedent’s estate with a gross value of $175.100
would be subfeet to the carryover basis rules. Thus, a “noteh” problem is pre-
sented. The income tax result may be considerably different depending upon
whether the gross estate is under or over $175.000. For example, if debts are paid
“in eontemplation of death™, the payment would have no estate tax consequences
Lhut may have a significant income tax effect if it reduced the gross estate helow
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£175.000. Also, cash is carryover basis property and entess into.the computation
of any minimum basis increase. Thus, a benefit may be derived in terms of max-
imizing the minimum basis increase from satisfying debts with cash before death
rather than after death,

d. Scction 1023(f) (4) )

The complexity of carryover basis does not end with the basis adjustment
difficulties previously mentioned. Section 1023(f) (4) states that, fqr purposes pf
the appreciation Lasis adjustment, property qualifying for the ma.ntal or charit-
able deduction shall be treated as not subject to tax. In theory, this result is cor-
rect—property not subject to tax should not be entitled to a })asis increase, How-
ever, given the way estates (and revocable trusts) are administered, it is unwork-
able in many cases without major moditications. The needed modifications would
Lie either (1) undesirably complex or (2) inconsistent in some respects with the
theory of section 1023 (f) (4) and carryover baxis.[17]

In over half of the states and the District of Columbia, death taxes are imposed
upon property which qualifies for the federal estate tax marital deduction.[1K]
When this occurs, is the basis of the property qualifying for the deduction
entitled to a basis iucrease for the state death tax attributable to the apprecia-
tion in such property ? Under 8.2461 and other “clean up” bills, no basis increase
would be permitted because the property was not subject to federal estate tax.
This result is clearly wrong. An incerase should be permitted, but how is it to
be determined? The resolution of this problem is made more difficult by the laws
of many states granting exemptions from tax specified amounts for particular
leneficiaries or clasxes of beneficiaries. Thus, a bequest to a surviving spouse
may be taxable under a state inheritunce tax law subjet, however, to an exemp-
tion which may or may not be limited to bequests to the spouse,

Assuming the problem mentioned in the preceding paragraph is solved, the
application of section 1023 (f) (4) is still uncertain in many respeets.[19] Widely
disparate results (which cannot be justified) occur depending upon whether sales
of appreciated property are made before or after the funding of marital deduc-
tion formula bequests of either the pecuniary or fractional share type. The effect
of section 1023(f) (4) is to require that appreciated property be treated differ-
ently depending upon its ultimate destination. Any such hybrid, or dual, basis
system is troublesome in operation.

We lelieve the proponents of carryover basis should be required to explain in
detail and in writing how this provision would apply. After two years of analysis,
the Treasury is still searching for the answer. In a December 19, 1978 letter to
the Chairman of our Taxation Committee, the Treasury solicited solutions for
five carryover baxis issues, including the “(f) (4)” issue. Frankly, we do not
believe it can be made to apply in a relatively simply manner without doing vio-
lence to the underiying rationale of carryover basis.

c. "Fresh start” basis adjustment

The “fresh start” basis adjustment provided by section 1023 (h) applies differ-
ently to marketable bonds or securities as compared with all other assets. In the
case of a marketable boud or security, the adjustment (increase) is the amount
Iy which the Decemtber 31, 1976 value of the asset exceeds its basis on that date. In
the cage of any other asset, the adjustment is determined by a formula pursuant
to which the amount by which its appreciation at death is multiplied by a frac-
tion having a numerator equal to the number of days the asset is held before
January 1, 1977 and a denominator cqual to the total number of days held until
Qeath. Thus a conclusive presumption is created that the appreciation in a non-
marketable asset occurs at an equal daily rate over the entire holding period. A
specint rule is applied when the asset's basis has been adjusted for depreciation,
amortization or depletion, and if a “substantinl” inmprovement is made in an
avset, such improvement is treated as a separate property for fresh start purposes.
The xubstantial improvement coneept is uncertain in effect and needlessly comn-
plex. Itx elimination would be a substantial simplification.

The result of the dual fre<h start approach is to treat assets other than markoet-
able bonds and securities as second class citizens, T'Le basis of a marketable hond
or security (after the fresh start adjustment) may exceed its estate tax value,
but this cannot oceur for any other asset. Under the time apportionment formula
its appreeintion i< conclusively presumed to oceur in an cqual daily amount. Thus,
eveopt in rare eaxes, the sale of sueh an asset will result in xome gain cnd the
«ffert of earryover hasis would be imnediate if it takes efiect on January 1, 1980,
In addition, the dividing line between a marketable bond or security and any
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other bond or security may be imprecise and disputes will arise because of the
different results under the two approaches.

I'referred stock, or for that matter any other asset whose change in value is
largely attributable to Interest rate changes, receives widely disparate treatment
depending upon whether it is a marketable security. If marketable, its fresh
start adjustment is frozen and will remain constant. If the preferred stock is
“nonmarketable,” the time apportionment formula will apply and the fresh start
adjustment will decrease as time passes. This difference in treatment is untenable.
Proposals have been made to eliminate the difference by treating certain non-
marketable preferred stock as if it were a marketable preferred stock having a
December 31, 1976 value equal to its par value. [20] However, other assets present
the same problem. The response is to grant regulatory authority to change the
fresh start rule for “certain other property” having “a relatively fixed value™, [21)
The vagueness of this concept is apparent. The creation of these special rules,
aud others, emphasizes the difficulties with the dual fresh start approach. When a
company whose stock is “nonmarketable” owns substantial marketable securities
no benefit is derived from the December 31, 1976 values of such securities. This
result is not equitable,

In summary, we belleve the dual fresh start approach is unsound in theory.
uncertain in effect and unacceptable even after it is “cleaned up”. A different
approach 18 needed.

3. INCREASED FIDUCIARY RESPONSIBILITY COMBINED WITH UNCERTAIN STATE LAW

Carryover basis presents significant problems under applicable state law. In
our opinion it would improperly intrude in the administration of estates, where
the procedures developed have been premised upon the income tax bases of estate
asxets heing equal to their estate tax values. We are concerned with the increased
responsibility which would be imposed upon fiduciaries and would exist with
substantial uncertainties. A law review comment inserted in the Congressional
Itecord last year by Senator Kennedy says:

Not only are executors now burdened with the responsibilities of computing
thie hases of all the assets fncluded in the estate—a diffrent task even with respect
to decedents with excellent records—but they are also saddled with new and
undetermined fdnemry auties toward the heirs and legntees,” [22]

Is a fiduciary required to take income tax basis into aceount in distributing
property in kind to different beneficiaries? The answer to this question is not
clear. The duty of impartiality that a fiduciary owes to all beneficiaries suggexts
an affirmative answer, but this may depend upon the facts of a particular case.
T'v illustrate, assume that a decedent by his will leaves a legacy of £50,000 to X
and the balance of his estate to his surviving children. Under prior law if the
legney were funded with property in kind (as was permitted under the law of
many states), the estate recognized a gain in an amount equal to the difference
hetween the date of distribution value of the property and its estate tax value
and X would have an income tax basis in the property equal to its date of distri-
hution value, Under carryover (section 1040), the estate would recognize the
same amount of gain but X would have an income tax basis in the property equal
to the decedent’s basis plus any basis adjustments and the gain recognized by the
estate. X would, of course, prefer to receive cash, The clildren would, however,
prefer to satisfy X's legacy with property having the greatest amount of apprecia-
tion, Courts would have to resolve this conflict. If a duty to take income tax
haxis into account exists under applicable state law when distributions In kind
are made to different beneflclaries, this duty may be negated by a provision in the
<overning instrument, but the effect of specific language will in mnay cases be
put before the courts for construction.

Section 1023(t) (4) creates a significant problem for a fiduciary, which may
be illustrated by a hypothetical case. Assume that an estate of a decedent
dying atter 1980 consists of two nasets, asset A with a basis of £100.000 and a
value of £500.000 and axset T3 with a basis of §400,000 and a value of 500,000,
that o mavimum marital deduction pecuninry formnla provision is used, with
the result that the surviving spouse receives one-half of the adjusted gross
extate. viz.. £500,000 and that the value of each asset remaing constant after
the decedent’s desth, Using the Treasury's simptlified appreciotion hasis adjust-
ment awd applying section 1023(f) (4), if axcet B ix used to fund the formmnla
provizion the basis inerense of ascet A attributable to the Federal estate tax
is 8100000 X 31 pereent, or 136,000, and if axset .\ is <0 used the basis ineresse
of asse! T3 oix 8100,000 x 34 percent, or 834000, The executor {s thus presented
with an unenviable and unpleasant choice—he must choose between maximizing
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the basis increase for the estate by selecting asset B to fund the marltal bequest
or minimizing the capital gains taxes that will have to be incurred to raise
funds to pay these taxes and the federal and state death taxes by selecting
asset B to fund the nonmarital bequest.

When the decedent's will leaves a fixed amount bequest to his spouse the
amounts received by the residuary beneficiaries will vary considerably depend-
ing upon whether the executor funds the spouse’s Lequest in ecash or with
appreciated property. If the funding is in cash and appreciated property is
sold to raise the cash, the capital gains taxes will be charged to the residuary
beneficiaries. If appreciated property is distributed in kiud in satisfaction of
tiie hequest, capital gains taxes may be reduced or eliminated and the shares
of the residuary beneficiaries “increased”. In many states the law is not clear
whether the executor my distribute property with pre-death appreciation in
satistuction of a pecuniary bequest.

4. EXCESSIVE AND REGRESSIVE TAXATION

a. Total teax burden

Carryover basis recms more palatable than a tax on appreciation at death
because the timing of the tax may be controlled by the estate or its beneticiaries.
This mmtion ix, however, to a significant degree specious because there may he
little difference between earryover basis and a tax on appreeiation at death to
the extent that sales are required to pay estate taxes and other estate obligas
tious, which would include income taxes on sales required to raise funds to pay
the estate taxes.

For medium sized estates-—estates of between £175.000 and S3008,000---the
matrginal rate of income tax and estate tax on appreciation i< surprizingly high,
The estate tax rate is between 32 percent and 3% percent and the income tax
rate, after providing an appreciation basis increase and taking into account
the capital gains changes made by the Revenue Act of 1978, may fall in the
10 to 12 percent range. Thus, the combined marginal fedoral estate and ineome
tax rate on the appreciation is well above 40 percent when compared with only
a 32 pereent estate tax rate under old law. For larger estates, the highest eom-
bined rate will often be above the highest estate fax rate under the old law
until the gross estate exceeds approximately $8,000,000. This result is not appro-
priate at any estate level,

The foregoing discussion has ignored the effect of state taxes whieh often
reduce the disposable estate further. Ior a New York decedent, the highest
combhined income and estate tax rates for federal and state purposes may
exceed 83 percent for estates in excess of $53,000,000. In many cases, the com-
Lined federal and state taxes on the appreciation will be aboawe 50 percent for
e<tates of not more than $300.000. This cmld oceur, for example, in Vermont
where the staie death tax is 30 percent of the fedcral tax before the unified
credit.

The opponents of a return to the *“old” law pursuant to which property
ineladed in & deeedent’s gross estate will receive income tay basis equal to its
estate tax value contend that such a result is unfair hecause the unrealized gain
at death eseapes income tax. This gain is. however, subject to estate tax, There-
fore, the issue is whether a second tax should be imposed on the appreciation
in addition to the est:ate tax. We reject the desirability of imposing a second tax
becanse the present level of estate taxation is alrendsr substantial, Also, as
estates inerease in value they consist generally of proportionntely more unreal-
ized appreeiation and the burden of the “additional” tax »n farms and other
cloxelv-held businesses will he signifieant because the appreciation in these assets
is higher than the average appreciation in estates of the same size withont such
assets, The progressive estate tax rate schedule does a fair job of taxing the
appreciation at little or no administrative cost, which cannot be said about
carryover.

The Treasury. in responding to the level of taxation argument. states:

“Both Treasury and Congress could review the burden of all taxes imposed
npon property transferred by decedents, but that review should take place in
the emtext of a eomprehensive income tax hase’ [23]

e disagree and see no valid reason why a proper level of taxation at death
(inclnding unrealized appreciation) cannot be determined without being tied
to an tmpractical and mmwise goal.

When carryover basis was enacted in 1976, the estimated long term (18 to
20 yvears) annual revenue to be derived from its application to property included
in decedents' estates was $1.08 billion. This figure would be reduced by the
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proposed increase in the minimum basis (estimated to cost £243 million), the
proposed marginal rate basis adjustment (estimated to cost $109 million) and
be increased by an estimated $35 million as a result »f a change in the atloca-
tion of the basis adjustment. The net reduction of $317 million would decrease
the annual revenue yield from $1.08 hillion to $763 million. A further substantial
reduction must be made for the changes made by the Revenue Act of 1978 with
respect to capital gains which reduced the taxable portion of the capital gains |
by twenty percent,

b. “Upside-Down” taration

Assuming that revenue of the estimated magnitude referred to in the preced-
ing paragraph is required from decedents” property, carryover basis obtains the
revenue in an undesirable manner, During the 1976 Ilearings before the Com-
mittee on Ways and Means of the House Charles M. Walker, former Assistant
Secretary of the Treasury for Tax Policy, in commenting upon the capital gains
tax at death proposal said:

“Moreover, hecause of the deductilility of the ecapital gains tax against the
grosg estate, the net effect of a capital gains tax would be more severe for smaller
estates than for larger estates. As an example. consider two estates that hoth
have $1,000 of appreciation taxed at a 25 percent capital gains rate but with
marginal estate tax rates of 30 percent and 70 percent. For bhoth estates the
initial capital gains would be $250. But the reduction in estate taxes resulting
from the deductibility of that £250 would be $75 for the smaller estate with the
30 percent marginal rate and $175 for the larger estate with the 70 percent
marginal rate. The net tax on appreciation would he 17.5 percent for the smaller
estate and 7.5 for the larger estate. Certainiy many pesple would instinctively
question the justice of a proposal that would tax small estates more heavily
than large ones.” (page 1189)

We believe most people would question this result,

Carryover basis is subject to the same criticism as ecapital gains at death in
this regard. A panelist hefore the Committee on Ways and Means of the 1louse
during the 1976 hearings stated:

“The same problem is presented hy the earryover basis approach. The basis
carried over is increased by the estate tax attributable to appreciation. T.arge
estates will have more estate tax per dollar of net appreciation hecanse they are
in higher estate tax hrackets and pay a higher average [or marginal] tax rate.
Thus partial ‘step up’ under the carryover basis approach benefits the heirs of
large estates most.” (page 1217) )

The same pnint was made in another article discussing carryover basis where
the author states:

“One curious effect of the interplay hetween the estate tax and the incnmo tax
should he mentioned. In each of the four variations of basls, more dollars »f
income tax will be collected on the sale of the asset from the lower bracket case
than the higher hracket case, althongh the latter will pay more total estate and
income tax. This is becanse the higher estate tax will nrodnce more hasis whieh
in turn more than offsets the higher income tax rate.” [24)

The point being made may be demonstrated hy eomparing a £1.000.000 gross
estate and a $3.000.000 gross estate with each estate having a bhasis equal to
?m;-fonrth, nne-half and three-quarters of the gross estate. The results are as
ollows :

Gross estate of $1,000,000: 14 basis 14 basis 3{ bacig
[T 2 1, 006, 090 1, 000, 000 1,007, 070
- L 250, 000 500, 000 750, 000
AODIECTAtION . . oo oot c e ieeaeieneaaeeemoaenan 750, 000 50N, 000 250,000
39 percent adjustment [25]. o ce oo eeaeas 292, 500 195, 000 97,000

_________________ 457, 500 305, 070 157, 500

60 percent exclusion {26]. 274,500 183, 000 91,500
Taxable [RCOMe . o oo aeececicinncceeccraiemenannan 183, 000 122, 000 61, 000

Gross estate of $5,000,000:

[ YT U 5, 000, 000 5,000, 000 5, 000, 000
£ S 1, 250, 000 2, 500, 000 3,750,000
ADPreciation . . iiiiiiiicciieiemeeceiaeeenaaan 2, 750, 600 2,500, 000 1,250,000

69 percent adjustment. 2, 587, 500 1,725,000 862,500

[ 1], 1, 12,500 775,000 387, 500

so percent exclusion. . £97, 500 465, 000 232,500

Taxable income ... ..o iciaraimeaccaceeaaas 465, 000 310,000 155, 000
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Although the $5.000,000 estate has five times as much appreciation as the
$1,000.000 estate at each level, the actual taxable income of the larger estate is
only 254 percent more than that in the smaller estate at each level. Thus, the
income tax burden of carryover falls proportionately harder on the smaller
estate than the larger estate given the same percentage of appreciation in each
estate. We question the soundness of any such result.

Since our testmony hefore the House Committee on Ways and Means in 1973,
we have consistently opposed any change in the basis rule which has this
“regressive” effect. The result is in part attrihutable to the Treasury’s simplified
appreciation hasis adjustment giving a greater proportionate lLenefit to larger
estates than smaller estates when-compared with the results under an “exact”
basis adjustment, particularly when the estate has a high percentage of apprecia-
tion. To illustrate, if gross estates of $1,000,000 and $3,000,000, with three-quarters
appreciation, are compared, the Treasury's approach gives the $1,000,000 a
basis increase which is 6 percent more than under the exact method but the
spread becomes 23 percent for the £5.000,000 estate.

The “upside down” effect of carryvover basis may be demonstrated clearly
by use of the figures set forth above. With a £5.000.000 gross estate having a
basis of %1,250,000, the taxable income is only $465,000. If this taxable income
were taxed entirely at 70 percent, the income tax would he £325.000 and the
effective rate of tax (825.000/3,750.000) would be 86 percent. The likelihnod of
the gains heing taxed at 70 percent is remote. The estate conld recognize gains
of $200.000 (prior to taking into account the 60 percent exclusion) in a taxable
year before the tax on the gains would exceed 50 percent. If a 60 percent rate of
tax is used. the effective rate of tax heromes 7.4 percent. If a 50 percent rate
of tax is used, the effective rate drops to 6.2 percent.[27]

With the $1.000.000 estate consisting of three-quarters appreciation, the taxa-
ble income is $183.000. If a 50 percent rate is used, the effective rate of income
tax is 12.2 percent. Why should the effective rate of income tax in this case be
almost doubt that in the $£5.000,000 case using the same 50 percent rate of tax?
There is no satisfactory answer to this question.

Taxpayers almost uniformly consider changes in the law in terms of whether
their taxes are increased or decreased. When this is done, and the effects of
carryover basis (as modified by the suggested Treasury changes) and the 1976
estate tax changes are considered in comhination, the results confirm that the
increased tax hurden will he primarily upon the “middle” estates and not the
“largest” estates. a resnlt which we reject as sound tax policy. The same point
was made in an article which states:

“An irony related to the amount of additional tax produced by carryover
basis should he noted. Another part of the 1976 TRA altered the federal estate
tax rates. At lower levels of the taxabhle estate. the marginal estate tax rates
were increased slightly. But for the largest estates, the top estate tax rate was
cut from 77 to 70 percent. Little publicity attended this change, as compared
with the self-congratulation for achieving carryover basis.

“In the very largest estates, the combined effect of carryover basis as enacted
and the lower top rate results at most in a total estate and income tax mnch
the same as the old estate tax Ly itself. Indeed, carryover basis and a lower
estate tax rate together ordinarily will reduce the death tax on the largest
estates. They may increase the total tax on death in other estates, which are
large when compared to the entire population. but middling as great family
fortnnes. At this point it becomes important to ask what the purpose of the
exercise {s. If the principal target of death taxation is the very largest estates,
deflection of the tax from this target to smaller estates is no advance.”[28]

5. PERPETUATION OF THE “LOCK-IN" PROBLEM

Economists and others have for many years referred to the “lock-in” problem
created for assets with substantial appreciation. The theory s that an elderly
person is reluctant to sell such assets and pay a capital gains tax because at
death the assets recelve a new income tax hasis and may be sold without pay-
ment of an income tax, This result is eriticized as inhihiting the flow of capital,
The significance of the lock-in has been reduced by the increase in the capital
gains deduction made by the Revenue Act of 1978,

Clearly, carryover perpetuates rather than solves the “lock-in” problem. It is
a less satisfactory solution than current law which frees up the flow of capital
assets no later than at death. Carryover has this effect only to the extent that
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appreciated property must be sold after death to raise funds to satisfy estate
obligations. For other property, the “lock-in" will continue, An article stales:

“Since the heirs will have to pay capital-gains tax only when they sell the
properties, they will have a strong incentive to hang on to assets that have
greatly appreciated in value, That will perpetuate the ‘lock-in’ problem inherent
in the old law, which influenced wealthy owners to avoid capital-gains tax by
hanging on to appreciated property until death, The new lock-in will simply be
one generation removed, How pervasive it will become nobody knows.” [29]

6. “‘COST” OF CARRYOVER BASIS

The additional time required to ascertain the income tax basis of property
included in a decedent’s gross estate will result in higher executors’ commissions
aud attorneys’ fecs. Tlie law review comment inserted in the Congressional Record
last year by Seunator Kennedy and previously referred to states:

“At a time when the public often complains of the high cost of administering
estates, the effect of imyp:o<ing these additional duties upon the executor will be
to increase those costs.” {30]

In some cases, this increased cost will be higher than the additional income
{ax revenue that would be derived from carryover basis. IFor example, with a
£175,000 minimum basis this cost for a decedent’s estate having a gross vatue
of 8175,100 would exceed the additional revenue derived from carryover. The
income tax on the largest possible potential gain of $100 could not exceed $28.
The applicaton of carryover basis in such a case is absurd.

What ywercentage of estates filing federal estate tax returns wonld be in this
“negative” position? With the “fresh start” provisions, a large percentage of
such estates will be in this position in the early years of carryover basis,
In later years the percentage will decrease, The latest statisties for estate tax
returns  (those filed during 1973) provide some long ferm gnidanes,
174890 returns, bodh taxalde and nontaxab'e, were filed. 108,208 of these veturns
weore for estates of loxs than 150000, Thus, 63991 vetnrns were for estates of
over this amount. Of these returns, 20,973 were in the range of $150.000-200,000
with 45,018 aver 200000,

If we assume that roughly 8000 of these returns would fall in the £175.000-
200,000 eategory. federal estate tax returns for gross estates of over $175,000
would total J3.618. We also believe a reasonahble assumption is that the results
of carryover hasis would he negative for gross estates of at least £200.000 in
the sense that the additional costs of it would exceed the revenues derived
therefrom. In making this estimate, we have taken into account that a decedent's
gross estate will usnally include assets which are not carryover basis property,
viz., household and personal effects covered by the section 1023(b) (3) election,
life insurance and income in respect of o decedent and the fact that the income
fax on the maximum possible capital gain of R17.500 (70 percent of $25.000),
after allowing for the appreciation basis adjustment, would be $1,300 after
providing for the capital eain deduction if this gain were taxed in one year to
an estate with no other income and no deductions, 8000 represents 15 percent
of 33,018, Thus to us it is indisputable that carryover basis would e undesirable
for a signifirant percentage of estates filing estate tax returns.

The discussion in the preceding paragraph has ignored the effect of the
“fresh start” adjustment which would 'mit the revenue to be derived from
carryover basis for a substantial peried of time, During this period. and particu-
larely during the early vears, the “cost” of carryvover wonld be high in relation
to the revenue it would produce. Also, the increased administration expenses
attributable to carryover basis will resnlt in a reduction of federal revenues
hecause of these amounts being deductible for estate or income tax purposes.

Restatement of ABA position on carryover

The Treasury asserts that: ;

“Carryover basis is a reasonable policy solution to the equity deficlencies
of prior law.” [32]

Whatever theoretical merit carryover basis may have, we belleve this com-
mentary demonstrates that in the real world it will not work and cannot be
made to work in a reasonable manner, A letter to Vice President Mondale discus-
sing carryover basis makes this point simply and compellingly and is attached
for your consideration. In his State of the Union speech on January 23, 1979,
President Carter said:
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“We cannot resort to simplistfc or extreme solutions which substitute myths
for common sense,
1'o us, carryover basis is a myth and lacking in common sense.

Tax on appreciation at dcath

Two approaches other than carryover basis have been discussed as alternatives
to a return to “prior law”. They are imposing an income tax on unrealized
appreciation at death or imposing an additional estate tax (AET) on such
appreciation. The details of these alternatives are not clear and difficult issues
as to their application exist. For example, should property qualifying for the
marital or charitable deduction be subjected to the new tax?

We have analyzed these alternatives in terms of our reasons for urging the
repeal of carryover basis, which were discussed above, and found each of them

deficient.
Difiiculty of proving basis.—Each alternative presents the same proof problems

as carryover basis.

Inordinate complerity—The complexity of each alternative depends upon its
terms. The exemption of marital deduction property from tax wou.ld produce a
complexity of significant proportions in that we would have a partial carryover

S d a partial return to prior law.
B e 3 e state law.—Each alternative

Increased fiduciary rcsponsibility and unccrlafn E
could be less objectionable than carryover basis, the degree of improvement

epending in part upon the details of the alternative. . .
e I%.rccss{i;vc aI:xd re;ro(rssirc taration.—Each alternative would in our opinion

result in excessive taxation and an income tax ou unrealized appreciation at

death would be regressive,
Perpetuation of “Lock-In".—FEach alternative would be less objectionable than
carryover basis to the extent that an appreciation tax is imposed at death, thus

increasing the basis of property to its estate tax value.

Since 1973 when the Committee on Ways and Means of the House of Repre-
sentatives held hearings on estate and gift tax reform and a change in the pqsw
rule for a decedent’s property, the ABA has consistently taken the position
that the basis rule should not be changed. During the 1973 and 1976 heg\rings
our organization suggested an AET as the least oljectionable app‘roach if any
change should be made. We do not intend to support any alternative to repeal
at the 1979 hearings. Based upon the experience of our members for estates
of decedents dying while carryover basis was effective during 1977 and 1978,
the proof of hasis problems have been more significant than we expected and

only a return to prior law will avoid them.
v AMERICAN BANKERS ASSOCIATION.
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DARREL N. VAN ALLEN,
Clearwcater, Kans., February 17, 1979.

DEAR Sir: I ask that this letter be made part of the hearing record regarding
the carryover basis in taxing estates.

The carryover basis is double taxation—or perhaps even quadrupled—we paid
for the land with inflated dollars at inflated interest rates. The property is taxed
when probated and again when sold by heirs. Our heirs are living with inflation—
everything they buy or sell is inflated—what makes you think they are receiving
a bonanza when they inherit property that is assessed on an inflated basis.

Besides being terribly unfair, it is, as a practicality, an impossible tax to
determine—much of our property is impossible to know or guess the carryover
basis (or original cost)-—and then the tax formula requires 61 separate calcula-
tions to arrive at the carryover basls for each piece of property—do you realize
the paper blizzard that requires and the attorneys fees that curtalls?

This seems a very unAmerican process to take property away from heirs after
we have worked very hard to accumulate something for our children. It smacks
of socialism!

Mrs. DARREL (ARLENE) VAN ALLEN,

LAw OFFICES FLAME, SANGFR, GRAYSON & GINSBERG,
Encino, Calif., February 15, 1979.
Re Carryover Basis Repeal. File No. 20.29.
COMMITTEE ON FINANCE,
Dirksen Senate Office Building, Washington, D.C.
Dear S1rs: Because I will be unable to personally be present to testify at the
scheduled hearing set for March 12, 19, and 21, on the carryover basis provisions,
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I am writing this letter in hopes that it might be considered by the Senate Sub-
comittee on Taxation and Debt Management,

I am a tux attorney, certitled as a “Tax Specialist” by the State Bar of Cali-
fornia and have an LL.M in tax. My law practice is restricted to tax related
matters, Needless to say, I have more than a passing interest in the adoption by
the Congress of meaningful tax legislation. It is to that end, that I'm writing
this letter.

With respect to carryover basis, I urge total repeal of the concept. If Con-
Conugress wishes to raise additional tax revenue, then as President Carter said
when he was running for office, enact laws that are clear and simple to under-
stand and to administer. Do not raise taxes by making the law so complicated
through carryover basis rules. I personally view as a fraud the “tax reduction”
granted by raising the “exemption” from $60.000 to an “exemption equivalent”
of about three times that figure . . . only to offset such action by creating income
taxes through carryover basis rules where income taxes never previously existed.

Communicate to the Committee, and to the President, that if they wish to in-
crease taxes, then just merely increase the tax rates, The Internal Revenue
Code is complicated enough, and after ten years of experience practicing tax
law, I'm convinced that the complexity of the law is in major part attributable
tn the lack of backbone of our Senators and Congressmen who seek to “reduce”
taxes with one hand, and at the same time, with the other hand, increase taxes
.. . camouflaging such increases by making the tax law complex, obtuse.

In summary, carryover basis rules are a horrendous morass. I urge total re-
peal of the carryover bhasis statute. And, if additional revenue is needed, I sug-
gext that the President and Congress take the simple, straightforward approach,
of merely increasing the estate and the income tax rates.

Sincerely yours,
Howarp L. SANGER,

FoLLMER, WEST, ERDMANN & CLEM,
Champaign, 111, September 12, 1978.

Hon. CHARLES PERcCY,
U.8. Senate, Washington, D.C.

Dear SENATOR PERCY: As an attorney practicing oxtensively in the area of
probating estates of decedents, I have been pondering for some times what to say
in a letter to you regarding the dreadful carryover basis provisions of the 1976
Tax Reform Act. Even if the wisdom of the theory of the provisions were conceded,
which I do not concede, administratively the provisions are absolutely unwork-
able for the average modest estate, As noted in a recent issue of the Kiplinger
Tax Letter, a xerox copy of the first page of which is enclosed herewith for your
reference, I fear that a great many of my colleagues are not even aware of the
substantial problems of the Act and that their clients may be incurring enormous
civil, if not criminal, penalties for failure to comply with these unworkable
new laws and the regulations which have only recently begun to come out.

For those of us who are well aware of the provisions and are trying desperately
to meet the new requirements, the task is great and the cost of com,liance to our
clients must evenituily reflect the enormous additional burden which has been
thrust upon them by this most illconceived provision, which was rushed through
the Congress at tl e eleventh hour without even a minute of debate.

Assuming that your own personal and household goods exceed $10,000 in
value, including jewelry, silverware, furniture, automobiles, and other property
held for your family's personal use, could you determine how much you paid
Fyears ago for a sofa or a set of china or a stamp or coin collection or a painting?
What about your tax basis in items which were given to you, such as silver or
china or erystal received as wedding presents (your tax basis is its cost to the
people who gave it to you many years ago—do you know what they paid?)?
What about the family heirloom which has been handed down by gift from
generation to generation probably without any federal gift tax returns having
ever leen filed? If even you don't know these items of information—and I would
suggest that many of them, such as the cost of the wedding presents, are un-
knowable—how in the world do you expect your Executor to be able to find out?
The only help which the new provision gives for such unknowable situations
is that in such cases the hasis shall be treated as the fair market value of the
property as of the approximate date that the property was acquired by the
‘decedent or by a preceding owner (in the case of a gift to the decedent). In the
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stamp collection and many other situations, this is no help at all hecause the
Executor would have no idea even when the property was acquired. Thg kicker.
of course, Is that new Code Section 6694 provides for penalties up to $7,500 for
failure to provhle such information unless “it is shown that the failure is due
to reaxonable cause and not to willful neglect.” The burden of showing such
reasnmable cause, of course, is on the Executor.

Bevond the penalties, the same problems of discovering tax basis apply if the
estate or bencficlary sells the carryover basis property and is thereby forced
to try to figure out how much income tax he owes.

As with so many other unduly complex provisions of the Internal Revenue
Code, I fear the result is that our taxpayers, the overwhelming majority of
whom are honest and want to flle a proper and complete income tax return,
are deciding more and more that there 1s no way in the world that an accurate
return can be filed, even with the best of intentions, So why even try? I'm sure
you can see the practical ramifications of Congress’ playing an active, even if
unintentional. role in making our country a nation of tax cheaters. I am ab-
solutelr convineed that this is becoming a serious problem,

I strongly urge you to introduce or support legislation to repeal the carry-
over hasis provisions of the Tax Reform Act of 1976 or, in the alternative, to
introduce or support legislation to postpone the effective date of the carryover
basis provisions until a more workable system can be worked out.

T wonld also note that the several Internal Revenue agents with whom I have
discussed this ave as frusrrated and confused by the new law as my clients and
I are. I don’t think the IRS even has grass root support from its own agents
in the field for this terrible change.

Very truly yours,
RicHARD O. ERDMANN.

Enclosure.

ForLLMER, WEST, ERDMANN & CLEM,
Champaign, Ill., September 12, 1978.

Hon, ApLATI STEVENSON,
U.S, Senate, Washington, D.C.

DeAR SENATOR STEVENSON : As an attorney practicing extensively in the area
of probating estates of decedents, I have been pondering for some time what
to say in a letter to you regarding the dreadful carryover basis provisions of
the 1976 Tax Reform Act. Even if the wisdom of the theory of the provisions
were conceded, which I do not concede, administratively the provisions are ab-
solutely unworkalte for the average modest estate. As noted in a recent issue
of the Kiplinger Trx Letter, a xerox copy of the first page of which is enclosed
herewith for yvour reference. I fear that a great many of my colleagues are not
even aware of the substantial problems of the Act and that their clients may
be ineurring enormous civil, if not eriminal, penalties for failure to comply
with these unworkable new laws and the regulations which have only recently
beaun to come out,

For those of us who are well aware of the provisions and are trying desparately
to mecet the new requirements. the task is great and the cost of compliance to
our clients must eventually reflect the enormous additional burden which has
been thrust upon them by this most illconceived provision, which was rushed
thronteh the Congress at the eleventh hour without even a minute of debate.

Assuming that your own personal and household zoods exceed $10.000 in value,
including jewelry, silverware, furniture, anutomobiles. and other property held
for your family’s personal use, could you determine how much you paid years
ago for a sofa or a set of china or a stamp or coin collection or a painting? What
abont vou tax hasis In terms which were given to you, such as silver or china ar
erystal received as wedding presents (your tax basis is its cost to the people
who gave it to you many years ago—lo you know what they paid?)? What
ahout the family heirloom which has been handed down by gift from generu-
tion to generation probablv without any federal gift tax returns having ever
been filed? If even you don’t know these items of information—and I would
suggest that many of them. such as the cost of the wedding presents, are un-
knowable—how {n the world do you expect your Executor to be able to find
out? The only help which the new provision gives for such unknowable situa-
tions is that in such cases the basis shall be treated as the fair market value of
the property ns of the approximate date that the property was acquired by the
decedent or by a preceding owner (in the case of a gift to the decedent). In the
stamp collection and many other situations, this is no help at all because the
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Executor would have no idea even when the property was acquired. lee kicker,
of course, is that new Code Section 6694 provides for penalties up to $7,500 for
failure to provide such information unless “it is shown that the failure is due
to reasonable cause and not to willful neglect.” The burden of showing such rea-
sonable cause, of course, is on the Executor,

Beyond the penalties, the same problems of discovering tax basis apply it the
estate or beneficiary sells the carryover basis property and is thereby forced
to try to figure out how much income tax he owes.

As with so0 many other unduly complex provisions of the Internal Revenue
Code, I fear the result is that our taxpayers, the overwhelming majority of whom
are honest and want to file a proper and complete income tax return, are deciding
more and more that there is 1o way in the world that an accurate return can be
filed, even with the best of intentions, So why even try? I'm sure you can see the
practical ramifications of Congress’ playing an active, even if unintentional, role
in making our country a nation of tax cheaters. I am absolutely convinced that
this is becoming a serious problem.

I strongly urge you to introduce or support legislation to repeal the carryover
basis provisions of the Tax Reform Act of 1976 or, in the alternative, to intro-
duce or support legislation to postpone the effective date of the carryover basis
provisions until a more workable system can be worked out.

I would also note that the several Internal Revenue agents with whom I Luve
discussed this are as frustrated and confused by the new law as my clients and
and I are. I don't think the IRS even has grass root support from its own agents
in the field for this terrible change.

Very truly yours,
RicHARD O. ERDMANN,

Enclosure,
STATEMENT OF THE TAx COUNCIL

The Tax Council is a non-profit business membership organization concerned
with tax policy. Since its inception in 1967, The Tax Council has emphasized
the benefits accruing to all sectors of our economy from increases in our nation’s
stock of capital. The Council consistently has advocated a tax return structure
that would encourage capital accumulation and preservation.

These are important matters in the context of the current condition of our
economy. Lagging capital investment in this country has contributed to low pro-
ductivity levels and minimal real economic growth. The rate of private net sav-
ings (personal and corporate) as a percentage of GNP was only 5 percent in
1978, the lowest rate in thirty years. We continue to save at a much lower rate
than other western industrial countries.

Thus, it is important to avoid tax policies which have a negative impact on the
formation and preservation of capital. The Tax Council believes that the carry-
over basis provision of the Tax Reform Act of 1976, if implemented, would have
sich an impact on the growth of capital in this eountry, particularly with respect
to risk capital. We urge the repeal of the provision.

The Assistant Sceretary of the Treasury for Tax Policy, Donald Lubick, has
stated: “To us the issue is not the workability of the 1976 carryover rules. . . .
The issue is instead whether income tax Hability on gains acerued by a de-
cedent at his death ought to be entirely and irrevocably forgiven.” We would
agree with the Secretary that the issue is not workability. We believe the real
issue is whether additional taxation of capital should be imposed at death.
We're not disturbed, as is Mr. Lubick, over the possibility of some income tax
Hability on acerued gains heing entirely forgiven.

In the first place, the income that huilds most estates has been subject to tax
during the lifetime of the individual. often at high marginal rates. And secondly,
there is the estate tax itself, Regardless of the liberalization of the exemption
under the Tax Reform Act of 176, the estate tax can still serve as a heavy im-
post on the transfer of capital,

In fact, the Treasury’s argument as to fargiveness of income tax lability on
capital gains is seriousty undermined by its own proposal, in the name of equity
and administrative feasibility, to raise the minimum basis for carryover purposes
to 175,000, the same as the expanded estate tax exemption. Treasury wonld
forgive a lot of gains hut not those which most likely wonld be asvociated with a
significant family business enterprise or farming operation that other public
policies purport to encourage.

1The corporate net savings component is adfusted for the overstatement of inventory
profits and the understatement of depreciation caused by inflation.
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It is the position of The Tax Council that not only should the carryover basis:
provision be eliminated, but that we should encourage the preservation of such
capital by enacting a credit for capital gains taxes paid during one’s lifetime
against estate taxes due at death. This may be too much to accomplish at this
particular time but a worthwhile objective nevertheless.

The present carryover basis process dees appear to be completely unworkable,
especially with regard to establishing original basis and for determining a fair
distribution of the assets of an estate. But no matter what “clean up” administra-
tive procedures are advanced, we believe the concept of carryover basis is too
badly flawed to retain in any form,

Because we believe the case against carryover basis to be basically one of
capital preservation, The Tax Council emphatically rejects so called “trade off”
alternatives such as imposing capital gains tax Hability at death or an addi-
tional estate tax on appreclated assets. These measures might impose less ad-
ministrative cost than carryover basis but would merely switch one economic

burden on the capital sector for another.

Explanation of the provigion

Under prior law, an heir was able to use the market value of inherited assets
at the time of the decedent’s death (or alternate valuation date) as the cost
basis for calculating capital gains when selling the assets. The carryover baxis
provision of the 1976 Act would require that gains be calculated by using the orig-
inal cost of the assets to the decedent as the basis. Estates with a gross valuation
of less than $60.000 wonld not be subject to the carryover basis process.

Under carryover basis, a “fresh start” transition rule holds that the adjusted
basis of an asset which the decedent held on December 31, 1976, is increased,
for purposes of determining gain, to its fair market value on that date. With
regard to this rule, every asset, except marketable bonds and securities, is as-
sumed to have appreciated at a constant rate during the entire period the asset
was held by the decedent. The value of marketable bonds and securities is to be
based on the actual market value on December 31, 1976.

When carryover basis was enacted. the Treasury estimated the longrun annual
revenue yield of the 1976 provision to be a little over $1 billion. A more recent
estimate by the staff of the Joint Committee on Taxation suggested an annual
vield of $830 million, based on the 1978 law revisions, and down to $560 million if
the Administration's new minimum basis proposal were accepted.

Rationalc for, and conceptual problems with, carryover basis equity

In testimony before Subcommittee on March 12, Treasury defended carry-
over basis on four points. Y'irst, carryover basis is intended to equalize the tax
liabilities of those =elling assets after death to those selling assets prior to death,
But that intent is not necessarily met, as income taxes paid on predeath sales
of assets can substantially reduced the estate and the impact of the federal estate
tax. If an asset is sold after death, with no fresh start adjustment, the combined
tax may be greater than if the asset had been sold immediately prior to death
because of the sequence in which the estate and income tax obligations are in-
curred. Because of pyramiding taxes, a greater tax may be levied on the postdeath
sale of appreciated assets. In such instances, carryover basis would operate coun-
ter to the intended impact, as pointed out in more detail in an excellent statement
tg7t7hls Subcommittee by Doris D. Blazek of Covington and Burling on July 25,
1977,
The Tax Council’'s position s that n double tax should not be imposed on
capital, but that there should he a credit against estate taxes for capital gaing
taxes paid during life. The effects of our proposal would be a greater preserva-
tion of capital and a reduction of the disparity between predeath and post-

death sales.

Lock-in

The second reason given for the adoption of earryover basis was to overcome
the tendency to freeze assets to avoid paying income taxes on predeath sales,
Treasury contends that, under prior law, there was a “lock-in™ of capital, as
people in their later years who might otherwise sell assets hesitated to do so
because the appreciation of the assets would be subjeet to income tax. On the
other hand, no income tax would be imposed on assets held until death.

However, carryover basis could well encourage a different lock-in of assets,
Because assets generally appreciate over generations and the applicable tax
rates are progressive, hieirs will he encouraged to retain investments, rather
than liquidate them and pay taxes on the appreciation of assets increased by
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carryover basis. The greater the tax rate, the greater the incentive for holding
assets to avoid incurring the tax, thereby diminishing the capital available to
finance new ventures. The expansion of the availability of risk capital was an
objective of Congress when it reduced the capital gains tax rates in the Revenue
Act of 1978, Implementing carryover basis wounld run counter to this objective,

It should be noted that the Treasury Department has acknowledged the po-
tential new lock-in problem in carryover basis, Its testimony on March 12
states that ¢, . . if the [inherited] property continues to appreciate in value, the
capital gains tax would be greater when thie heirs consider selling, and then their
lock-in would be somewhat increased.”

Revenue picld

The third defense of carryover basis cited by Treasury was that implement-
ing the provision will yield additional revenues to the federal Treasury. As
noted above, if implemented, the present carryover basis procedure could re-
sult in an additional annual revenue yield of 2830 million. The staff of the Joint
Committee on Taxation estimates that Treasury's proposed revisions of carry-
over hasis would reduce the long-term annual yield to £560 million,

Revenue estimating in the area of capital gains tax liability has been notori-
ously inaccurate in the past, particularly, of course, because it depends upon in-
vestment or other actions of taxpayers which are subject to change in changing
circumstances. The above mentioned potential lock-in effect could greatly reduce
the revente yield of carryover basis.

On the other hand, continuation of a 8-9¢ annual inflation rate could greatly
expand the extent of inheritances subject to carryover basis above the mini-
mum—potentially at least well beyond the 2¢, of total estates currently
projected for such liability.

Lifctime gifts

The fourth justification of carryover basis is the claim that lifetime gifts,
which are currently subject to carryover basis, and deathtime transfers should
be treated similarly for income tax purposes. It is our position that there is a
vast difference between the act of a persen who, in the prime of life, permanently
foregoes further use of property by giving it away. and the act of a person in
providing by will for the disposition of property at the time when he can make
no further use of it.

When a person makes a gift of property, the continuity of ownership is broken
and his eapital worth is diminished accordingly. By contrast, when property is
sold, the seller's capital worth is diminished only by tlie amount of the capital
gains tax. Unless subsequently given away, the property remains in one form or
another for inclusion in his estate when finally disposed of by will. Thus, there
is no break in the continuity of ownership before death, except for the part of
ownership taken away by capital gains taxation.

The Council's position is that continuity in ownership of capital, in whatever
form through life and until disposed of at death, provides a connection between
tax on lifetime transfers and on the final transfer at death, which should be re-
flected in a credit for the former against the latter. By the same reasoning, there
is nothing to connect lifetime gifts and the transfer of property still owned at
death, and thus, there is no rationale for connecting the taxes paid on the two.
Despite the unification of the gift and estate taxes under the Tax Reform Act of
1976, we believe this reasoning still holds with respect to carryover basis.

ADDITIONAL PROBLEMS
Fresh Start

There are several additional reasons why carryover basis should be repealed.
The “fresh start” rule of the 1976 carryover basis provision is inherently dis-
criminatory and will work to the disadvantage of taxpayers whose assets were
purchased after December 31, 1976. While the fresh start rule is designed to
soften the impact of carryover basis, it will increasingly impinge on capital pres-
ervation in years to come.

In addition, the fresh start rule provides for inequitable treatment for assets
other than marketable bonds and securities, the basis of which canunot exceed
estate tax value. Treasury acknowledges this problem but the specific reform
measures proposed would be applicable only to a fraction of such assets.

Inflation Penalty
Treasury minimizes the effect of inflation on the appreciation of assets and con-
tends that the impact of inflation is neutral under carryover basis. We disagree.
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The carryover basis provision subject assets sold after death to an inflation pen-
alty, as it incorporates inflation into the tax bLase. Because of progressive tax
rates and the inflation factor, the effective rate of taxation may be much higher
than the statutory one. Thus, carryover basis would exacerbate the erosion of
capital by inflation.

One thing is almost certain, if current rates of inflation are nnt substantially
reduced, hundreds of thousands of what are now considered small or middle-sized
estates are going to face a very substantial problem with a carryover rule, fresh
start or not. Either assets will be frozen to the detriment of the most useful
allocation of resources, or capital will be eaten away on its transfer.

Administrative costs

Carryover basis inevitably complicates the process of estates administration,
Without going into detail, which has been developed by other, it is important to
note that there will be obvious adverse economic impact. Because of the complex
process in establishing asset valuations and fairly apportioning assets to heirs
under carryover basis, the administration of a significant estate with a variety of
assets could require much more professional assistance than is currently the case,
Additional expenses would be incurred for the services of attorneys, accountants,
financial institution trust departments, and quite possibly, for computer time, It
is reasonable to assume that in many cases assets would have to be sold to meet
such expenses, which would be particularly unfortunate for estates largely com-
prised of a farm or a small business. While the reform measures proposed by the
Treasury Department may be of some help in simplifying carryover basis, it
appears certain that there still would be considerable administrative complexity
were the process implemented.

Raising the minimum basis

The Administration would exempt from the carryover basis process all estates
exempt from the estate tax by raising the minimum basis to $175,000, the same
as the estate tax credit equivalent by 1981. By so raising the minimum basis,
Treasury estimates that only 2 percent of total estates would be subject to carry-
over basis. Our position is simply that if carryover basis is inappropriate for 98
percent of estates, the provision should be repealed.

Treasury, of course, claims that the 2 percent segment thut carryover basis
would apply to is the segment that own more than 75 percent of all appreciated
assets. Implicit in this position is the notion that concentrations of wealth and
capital are the problem and ought to be reduced through taxation. The amount
of capital passing by testament or gift in any year is only a small fraction of our
total capital and is small in relation to the contemporary rate of accumulation,
According to Professor Michael Boskin, only about 20 percent of our nation's
total stock of capital is passed from generation to generation through wills and
hequests and less than 1 percent of the total is so distributed in any given year.
But just as the accumulation of capital means the creation of new and better jobs
and higher living standards for the public at large, so does the conservation of
capital assure an even lhigher base from which to huild. Capital preservation
through generations can be a eritical source for risk and small enterprise. ‘Though
no known econometric model has measured this effect, its importance is obvious.

The view of The Council, therefore, is that there is not a major prollem of
coucentration of wealth in contemporary America. If there were such a problem
moreover, the tax mechanism would be an inappropriate instrument for dealing
with it because taxation destroys, rather than redistributes wealth.

CONCLUSION

Recause of the considerable negative economic consequences of carryover basis
and the inequitable treatment of estates that would result from its application,
The Tax Couneil urges the repeal of the provision. We also suggest that serious
consideration be given to the proposal for a credit for capital gains taxes paid
during life against estate taxes due at death.

STATEMENT OF Tromas P. SwEENEY, MEMBER, RIcHARDS, LAYTOoN & FINGER,
WILMINGTON, DEL.

Mr. Chairman and members of the subcommittee: I thank you for the oppor-
tunity to come before you to present our views with respect to the repeal of the
carryover basis provisions contained in § 1023 of the Internal Revenue Code of
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1954, as amended. I am submitting these comments as a private practitioner,
having been actively engaged in the prictlice of tax law for approvimately 19
years, 12 of which have been with the firm of Richards, Layton & Finger in
Wilmington, Delaware and in my capacity as head of the Tax Department of
that firm. As will be set forth later in this statement, the carryover basis pro-
visions, if retained, will cause a very considerable increase in the amount of time
and expense involved in the settlement of estates; therefore, it shiould be noted
that we speak against our own cconomic interests as attorneys whose practice
includes a substantial number of estates.

INTRODUCTION

The Tax Reform Act of 1976 introduced the concept of carryover basis with
respect to assets acquired from a decedent dying after Decemlbrer 31, 1976, I’rior
to this the baxis of assets acquired froin & decedent was generally the value of
the property at the date of the decedent's death,® This “step-up” in basis per-
mitted the Executor and/or heneficiaries to sell the decedent’s appreciated prop-
erty without incurring an income tax on that portion of the appreciation oceur-
ring prior to death. Of course, any unrealized losses with respect to a decedent's
property would also be Just for income tax purposes,

The announced rationale for carryover haxis is to subject the appreciation in
value of property to income taxation whether it is sold by a decedent during his
lifetime or by his beneficiaries after his deatl, thereby removing any apparent
inequity as between tho<e who have aceumulated wealth and tlm\o who have not,
for whatever reason. Othier reascuns have also heen given in support of the
carryoveir basis provisions: (i) that prior Inw had a “lock-in” effect which dis-
couraged the ale of aj.preciated assets thereby impairing the mobility of eapital;
(ii) that large amounts of possible revenue were being “loxt” through the
“step-up’ in basis at death; and (iii) that there is already a earryover basis
with respeet to lifetime gifis.

On the other hand, the carryover basis provisions have met with increasingly
vocal criticism as tax practitioners, fiduciaries and beneficiaries have had the op-
portunity to study, interpret, explain and administer these extremely complex
provisions.

We are here teday to emphatieally support the repeal of the earryover basis
provisions, In doing so, we would like to comment on the tax policies underlying
carryover basis and on the extreme difficulties which will be encountered in

administering estates.

TAX POLICY UNDPERLYING CARRYOVER BASIS

Before getting into o more detailed discussion of the stated tax policy ohjectives
of carryover hasic, we wald like to <ot forth what we believe to be 3 very im-
portant considerations in determining whether legislation, such as the earryover
basis provisions, satisfies the overall Federal tax policy. These considerations
are: (1) that the tax laws should be clear and should avoid complexity; (2)
that the tax consequences of everyday events and transactions should be
generally comprekensible to the individual taxpayer: and (3) that tax legisla-
tion must be enforceable as a practical matter so that all tax provisions may he
fully and consictently enforced.

In ather words, oven if proposed tax legislation has the appearance of redue-
ing alleged inequities in the current tax syxtem, is this tax legi<lation going to
be practical, or is it going to suffer from extreme costs in terms of complexity,
mi<interpretation, lack of enforcement, and financinl eost to taxpayers (who must
reexamine and perhaps overhaul current arrangements based on prior income,
gift and ostate tax laws) and to beneficlaries (who must bear the brunt of
higher income taxes resulting from ecarryover basis).

The recent fiurry of tax legislation has served to complieate rather than
simplify the tax laws and their application. Something so ordinary as the sale
of a residence hy o hushand and wife has become a major tax plmming event,
given the various elections which may be based on particular circumstances.
This unfortunate trend away from simplicity is rowhere more evident than in
carrvover hagic. The old system of permitting a step-np in hasis with respeet to
assets acqnired from a decedent has many practical advantages which we
strongty helieve far outweigh any disadvantnge

1 For these purposes, this is deemed to include the alternate valuation date.
~ 43-465—179 9
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(1) Equity

In his statement before this Subcommittee? Mr. Lubick reiterated the stated
position of the Department of Treasury that step-up in basis creates significant
horizontal and vertical inequities. He repeats the oft stated example of two
taxpayers, A and B, who each own the same number of shares with the same
basis in the same corporation. A goes to his stockbroker and sells his shares.
After leaving his broker's office he and his friend B are both run over and killed
by a car. It is stated that B was about to go to the stockbroker to seel his shares.

Because A sold his stock before he died, a capital gains tax is incurred on
the appreciation of his stock. However, B’s stock passes to his heirs with the
increased basis and no capital gains tax. If B's heirs sell the stock the next day
at the same price as A sold his stock, B's heirs would pay no capital gains
tax because of the step-up in basis.

The fact that A’s heirs receive less total value in property Lecause the stock
was sold prior to A’'s death is pointed out as demonstrating disparate income
tax treatment occurring solely because of the timing of capital gains recognition.
However, the argument that the above example illustrates a total lack of hori-
zontal and/or vertical equity as between taxpayer A and taxpayer B says too
much,

Mr. Lubick correctly states that the estate tax and the income tax systems are
separate systems, the former applying to the transfer of property and the latter
to the receipt of income. Let there be no mistake, however, that the primary
reason for the ‘existence of these tax systems is to raise revenue and that only
in structuring these systems are a variety of other policies given consideration.
As a result, there are various types of “inequity” throughout our tax system,
stuich as graduated income, estate and gift tax rates, charitable and marital
deductions, exemptions for dependents, credits to reduce or eliminate taxes for
gifts and estates, exclusions for small gifts, and special treatment with respect
to gains and losses on the sale or exchange of capital assets. to name a few.
All of these are integrated into our tax system for social, economic and prac-
tical policy reasons, even though they may be inequitable on a horizontal or
vertical hasis.

There are also inequities in our tax system hased on the timing of events, such
as the one illustrated above. But to say that the illustration above stands out as
an‘example of extreme tax inequities is going too far. For instance, assume that
taxpayers A and B had a basis in the stock far in excess of its current market
valne. Is it not inequitable to have the unrealized losses disappear with respect
to B and not with respect to A? Yet this is the current state of the law. Or sup-
pose that taxpayer B’s wife was killed earlier that day, thereby losing the marital
deduction for taxpayer B’s estate? From a tax standpoint, this unfortunate event
may represent a financial catastrophe to B and his beneficiaries, solely due to
timing.

In other words, hypothetical fact situations can be used to illustrate nearly any
point desired. The bhasic questions are whether the “inequity”. if anv, is such
that the earryover basis provisions represent a practical solution and whether
the “solnution” would produce other inequities.

For instance. it has been suggested (and apparently agreed to in principle
hy Treasury) that carrrover basis is <0 complex that it should not apply to estates
not required to file Federal estate tax returns, thereby eliminating nearly 98¢,
of estates from the proposed carryover basis rules. However, this points up very
clearly the implicit problem with carrvover basis—that it is so complex that it
would be unworkable to have it apply across the board to all decedents and.
therefore, it is necessary to limit {ts application only to large estates. Is this
Yeqr*ty”’? We think not.

(2) Lock-in effect

It is alleged that the owner of highly appreciated property will not sell such
property during his lifetime but will, instead, make a decision to hold such prop-
erty until his death so that his heneficiaries may receive a step-up in basis. Cer-
tainly. there are cases where this is true; however, we dispute the hlanket state-
ment that this is an overriding consideration, If the owner of several assets must
sell one, he is going to choose to sell the one with the least tax impact to him,
whether or not carryover basis is the law. It is simply a question of selective

2 Statement of Donald C. Lublek. Assistant Secretary of Treasury for Tax Poliey,

bhefore the Sennte Commlittee on Finance, Subcommittee on Taxation and Debt Manage-
ment, Mar. 12, 1878,
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buying and selling, based on current income tax law. It should be noted that
the Revenue Act of 1978 has increased the long-term capital gains deduction in
an effort to soften the impact of the sale of appreciated capdtal assets. Therefore,
assuming there is any "lock-in” effect with respect to highly appreciated assets,
the Revenue Act of 1979 would appear to relieve this pressure.

More importantly, carryover basis would aggravate rather than relieve the
“lock-in" effect because beneficiaries would receive the highly appreciated assets
with a low basis (with certain adjustments), and would, therefore, Lbe further
discouraged from making any sales. The longer the beneficiary holds the appre-
ciated property and the more the property appreciates, the more severe the
“lock-in” effect will become.

If the proponents of carryover basis Lelieve that decisions concerning the dispo-
sition of appreciated assets are distorted by the knowledge that if the asset were
not disposed of there would be a step-up in basis upon death, then we believe
that decisions concerning the disposition of appreciated assets will become even
more distorted by the possibility of reducing one's assets helow the limit for the
application of the carryover basis provisions. We are not saying that we disagree
with raising the minimum lmit for the application of carryover basis; we are
simply stating that the necessity for doing so illustrates clearly that carryover
basis is so complex that it should not apply across the board and that this fact
alone is sufficient reason to repeal carryover basis in its entirety.

(3) Revenue loss

The proponents of carryover basis have stated that up to $20 billion of gain
escapes income taxation annually, although we are not sure how this figure was
determined. Nevertheless, if carryover basis is simply a revenue-raiisng measure,
then there are certainly other more simple ways of approaching the problem.

At the heart of this issue, however, are the questions whether there is any
justification for simply increasing the revenues and whether there is any justifi-
cation for taking this revenue from a very small segment of our society, simply
based on some feeling that they should not profit from their investments. The
inecuity of singling out a small segment of taxpayers in order to raise the
revennes s of serious concern to us. especially in light of the lack of fiscal respon-
sibjlity demonstrated by the United States Government over the past 20 years.
Government expenditures continue to rise, putting more pressure on Congress to
increase the revenues. Because inflation has made it nearly impossible for the
lower and middle classes of our country to contribute more to the revenue,
revenue-raising measures are aimed at “soaking” those who have had the fore-
sight to form, accumulate, and preserve capital. Rather than increasing the
revenues in this way, we sincerely believe that cutting Government expenditures
(and lowering the revenues) should be the primary task of Congress.

(4) Capital formation

As a corollary to the above we firmly believe that carryover basis would have
a decidedly adverse effect on capital formation. This assumes that it is still the
policy of the United States Government to encourage capital formation and not
to remove capital from the economic system or to discourage capital invest-
ments., It would certainly appear to be anomolous for the United States Govern-
ment to discourage capital investment when such investment creates jobs
(thereby increasing taxable income) and gives the country a more sound eco-
nomie base. It has been the desire and ability of the people of thix country to
start their own bhusinesses or invest in business that has permitted this country
to grow and expand as rapidly as it has and to provide a very high standard of
living for most of its citizens. This is not a time to remove the incentives for
individual capital formation.

(5) Gift tax carryover basis

It has often been mentioned by the proponents of carryover hasis that because
property transferred by gift during the donor’s lifetime has a carryover basis to
the donee that the same should apply to property passing through an estate to
the decedent’s beneficiaries. However, as has been often pointed out, a gift {s a
voluntary event and a donor must consider the various consequences of making
a gift. including the fact that he should provide the donee with the hasis of the
gift. Also, gifts are usnally isolated situations involving a small portion of the
donor’s overall estate,

On the other hand, death is an involuntary event and affects all assets owmned
by the decedent at the time of his death. There is certainly no reason to believe
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a person dies to obtain a tax advantage, even though a person might know that
by dying his appreciated assets will be subject to an estate tax and will receive
a step-up in basis. More importantly, the decedent is not here to tell us what the
basis is or to give useful information in determining the basis. The reasons for
not applying carryover basis to the situation of a transfer related to the death
of the transferor far outweigh the desire to make carryover basis apply to death-
time transfers just because it applies to inter-vivos gifts.

(G) Tar on inflation

It is an inescapable fact that much of the appreciation in value of assets is a
result of inflation, In other words, a house purchased for $30,000 in 1960 and
sold for $70,000 in 1978 would simply permit the seller to buy another house of
the same quality and size for §70.000. The problem is that after paying a capital
gains tax (ignoring for these purposes any permitted deferral of such tax), the
taxpayer will be unable to purchase an equivalent house because he has been
deprived of his capital. Granted, not all appreciation is due to inflation; how-
ever, inflation is a significant consideration which should no longer by ignored
by the tax laws.

(7 Liquidity

With step-up in basis an exccutor could sell appreciated property if, for in-
stance, it were necessary to raise funds for the payment of debts, taxces, cte.,
without the threat of incurring high capital gains taxes. Under earryover basis
an exceutor will have an exceedingly difficult problem beecause of the threat of
incurring income taxes on the gale of appreciated asseis, the incurrence of
which taxes may necessitate further sales of property.

As a corollary to this Mquidity problem it should be noted that carryover basis
would serve to aggravate the problems of the owner of a closely-held family
business. Section 303 of the Internal Revenue Code is designed to ease the
burden of having to sell clogely-held stock after the death of the owner, but the
carryover basis provisions did net coordinate properly with § 303, Siailar preb-
lems exist with respect to § 306 stock and the lack of any provision with respect
to the removal of the “{aint” upon the death of the owner of such stock. These
two problems have been the subject of much comment and although the Revenue
Aect of 1978 partially dealt with tucese problems, they serve to itiustintte the lack
of coordination of the carryover basis provisions with the announc d tax poliey
of Congress to relieve the overall tax burden on the owners of clo.sely-held fam-
ily businesses.

COMPLEXITY OF CARRYOVER BASIS

As we previously stated, we firmly believe that tax laws shonld be practical—
i.e., they should be comprehensible to taxpayers, capable of heing applied, and
capable of being evenly enforced. Carryover basis does not fulfill any of these
objectives.

(1) Proof of basis

Probably the most unworkable aspeet of carryover basis is the requirement
that the executor ascertain the decedent’s cost basis in ench of the assets in the
estate, with few exceptions. It is our position that this proof of hasis require-
ment will become a nightmare because of the passage of time hetween the date
of acquisition and date of death, the fact that the owner of the property is not
alive to explain whatever records he may have kept or their locution, the prob-
ability that many taxpayers will not keep adequate records, and thie extreme dif-
ficulty of ascertaining the basis of certain types of personal property and collec-
tions.

The proponents of carryover basis have said that the fact that taxpayers may
not keep adequate records is an insuflicient reason for repealivg » tax law re-
quiring the production of records. Ilowever, the problems arising from the
failure of a taxpayer to retain adequate records with respeet to thoe cost of vari-
ous assets is not a matter to be taken lightly. Even though a taxpaver must know
his basis for income and gift tax purposes, these are generally volunta ry matters
the result of lifetime decisions, and the taxpayer is usnally alive to take the
responsibility of proving his basis. However, it is difficult to explain to a 23
vear old taxpayer that he must keep records of everything he purchases in ease
he still owns the property when he dies becuuse the 25 year old taxpaver eannot
imagine himself dying within the next 40 years. Neither is there any reason
to expect that records with respect to closely-lield businesses or capital improve-



129

ments to personal restdences will be any more carefully retained, given the fact
that these records have had tux significance for years and people simply ignored
such record-keeping. There is no reason to expect this to charge just because the
basis in such assets will carryover to their beneficiaries. In fact, the attitude of
many individuals is that what happens to his assets after his death is not his
worry but is the problem of his beneficiaries. There comes a point when a tax
provision hecomes unworkable as a practical matter, and carryover basis repre-
sents such a situation.

Again, the need to substantially increase the minimum amount of personal
property which would be subject to carryover basis points out the obvious hard-
ships which would be created by having carryover basis apply across the board
to all taxpayers. The Treasury Department is, in effect, admitting that it will
not treat a taxpayer with a $15,000 stamp collection whose total estate is $100,000
equally with a taxpayer who also has a §15,000 stamp collection but whose total _
estate is $1,000,000. This is, of course, an inequity created by carryover basis.

Further, the fact that the owner of the property is no longer living will make
it extremely difficult to find, interpret, and reconstruct whatever records the
decedent may have left. If no records can be found, then it is the apparent in-
tention of the Internal Revenue Service to make some sort of haphazard guess
as to the cost basis of the decedent. If the executor attempts to construct a cost
basis himself, and the Internal Revenue Service later wishes to challenge this
basis, then any income tax return filed with respect to the sale of such assets is
also called into quest:on. This matter of *“suspended basis” may continue for
years. It is this type of provision that will make it extremely ditficult to comply
with or enforce carryover basis.

In our firm we have had some first hand experience with the problems of as-
certaining the basis of property owned by a decedent. To illustrate, a decedent
had a collection of silver spoons which had been acquired over a peried of nearly
50 years from places all over the world, Nome of the spoous had also heen gifts
to the decedent by her parents and by her husband. There were no records of
the cost, time, nor place of acquisition of these spoons. Were it not for the sus-
pension ot carryover basis, we are sure we would still be trying to construct the
basis of these spoons.

We were also involved in the settlement of an estate involving a number
of valuable antiques and a book collection which had been passed down to the
family by gift rather than by inheritance and the decedent had been given the
book collection prior to the passage of a gift tax statute. Again, little or no infor-
mation was available which would lead us to a reasonable determination of the
basis of the books.

Another very real problem in ascertaining the basis of stock and securities is
the need to account for capital changes, such as stock dividends, stock splits, ete.
Our firin represents a corporate fiduciary and we have been informed that the
following amount of time was spent determining the basis of securities in the
estates listed:

Gross estate__.____ S $32, 000
No Federal return. - ______

11 securities (hours) oo _.____ 6
Gross estate_ o ______________ $138, 000
Federal estate tax payable__ ... $45
14 securities (hours) . ______ 12
Gross estate_ .o~ £802, 600
Federal estate tax payable_________ $80, 787
30 stocks and 9 bonds (hours) 12
Gross estate oo = $490, 700
Federal extate tax payable $106, 138
23 seeurities (MOUPS) oo oo e 23

It was reported that the reason it took so much time to ascertain the basis
of the stocks in the above estates is that there were inadequate records from the
decedent and that many assumptions had to be made, such as using the date of
the stock certificate as a starting point, assuming fractional shares purchased,
using values determined from capital change services, and determining sales on a
first in, first out basis.

And ever if adequate records are found by the executor and the executor com-
plles with the reporting requirements by notifying the Internal Revenue Service
and the beneflciaries of the basis of such assets, the sheer magnitude of the infor-
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mation to be compiled would render the system unenforceable. Under the proposed
regulations with respect to reporting requirements as promulgated, the executor
does not have to supply exact informmation to the Internal Revenue Service but
only to beneficiaries. How, then, will the Service enforce carryover basis?

‘Thus, the question is not whether taxpayers should be expected to keep records
with respect to the costs of their acquisitions, but whether such expectancy is
practical considering the difficulty of enforcing an executor's representations with
respect to a decedent's basis in property or the beneficiary’s representation years
later when the property is actually sold.

(2) Increased fiduciary responsibilitics

Another aspect of the carryover basis provisions that causes us great concern
is the ircreased responsibility and liability of fiduciarfes. Not only must a fiduciary
ascertain the cost basis of the decedent’s assets, but he must also make elections
eoncerning which personal and household effects will qualify for the present
$10,000 exemption ; must decide which assets may Le sold in order to raise funds
for debts, taxes, etc., with the smallest amount of tax consequence:; must decide
whether high or low basis assets will be used to fund pecuniary bequests such as
a marital deduction bequest ; and may, under State law, be responsible for decid-
ing how to distribute high or low basis assets among beneficiaries (possibly by
taking into consideration the income tax brackets of the various beneficiaries).

It is argued by the proponents of carryover basis that executors already have
various elections to make and the addition of a few more should cause them o
problems. This is the same as saying that a person already has so many problems
that the addition of a few more problems should not be noticed by him. When will
it stop?

We have found that the administration of an estate under current law (and
without carryover basis) is an extremely time-consuming, diffienlt job, There
is absolutely no justification for making the death of an Individual taxpayer
even more of a burden on the family of the deceased and those who are attempt-
fng to administer the estate in good faith and in full compliance with current
tax laws. Fees charged by corporate fidueiaries and attorneys are high enough
as it is and the addition of more time-consuming work in the administration
of an estate will most certainly increase the amount of these fees simply as a
matter of recovering time and effort spent in compliance with the carrvover
basis provisions. Rather than seeking to complicate further the matter of
administering an estate, thereby inereasing the cost to the survivors of decedents,
Congress xhould be seeking to simplify the passage of the assets at death so that
the survivors may receive the same with a minimum of cost and time,

(3) Computations

The number of computations required in order to ascertain the carryover
hasic of an asset is staggering. If the asset was acquired prior to December 31,
1976. then the “fresh start” value of the asset must be determined as of Decem-
ber 31, 1976, This determination depends on whether the asset i a marketable
security or not (a question that is replete with problems). After the “fresh start™
value is determined, then the hasis must be determined hoth for gain purposes
and loss purposes. Thus, an asset will often have two bases that must be
computed.

Once the fiduciary has made the above computations, then there are certain
death tax adjustments that must be made, which death tax adjustments have
bLeen the subject of mueh controversy since it does not appear that they are
workable, Of conrse, in the face of such an attack, the Treasury Department has
decided to “simplify” the death tax adjustments. However, the simplified system
suffers from a lack of equity as between taxpayers living in different states.

After the death tax adjustments are made then there is & minimum basis
adjustment which is based on the relative net appreciation of all carryover
hasis assets. Since this adjustment can only be made if the basis of all carry-
over hasig property is known, it is clear how problematical the unknown basts
of only one asset will be.

Tle offer of Treasury to simplify these adjnstments so as to remove much of the
complexity of the computations 18 welcome. Nevertheless, it again points out the
inecredible imperfections of the earryover basis provisions, even though these
provistons are supposed to be a method of making our tax system more equitable.
We submit that the carryover basls provisions are a needless complexity.
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THE ALTERNATIVES

The two primary alternatives that have been mentioned in conneetion with
carryover basls are the additional estate tax (AET) and the capital gains tax
at death, both of which are considerably simpler than carryover basis. However,
these alternatives suffer from the primary problem of carryover basis and that
is the requirement that the decedent's basis in his property Le ascertained by
his executor or beneficlaries. ‘'hey also present liquidity problems since the
taxes are triggercd by the owner’s death. Therefore, an estate may not only have
to pay estate and inheritance taxes, but also income tuxes hased on the apprecia-
tion of assets in the estate, whether or not the assets are sold.

CONCLUSION

In conclusion, it is our position that carryover basis should be repealed in its
entirety, based on our strong belief that it is too complex, too costly, too difficult
to administer and enforce, and is not a satisfactory solution to whatever tax
equity issues may be raised by step-up in basis. Our tax system is already so
complex and is already taking so much money from taxpayers that the voluntary
aspect of our tax system is being stretched to the limit. If people find the tax
laws too comnplex to understand and also believe them to be confiscatory, volun-
tary compliance will quickly Lecome thie exception rather than the rule.

Carryover basis i{s an example of tax legislation that should be repealed be-
cause it does not fulfill the goal of practicality and enforceability that is the
cornerstone of our tax system.

NATIONAL CoTTON COUNCIL OF AMERICA,
Memphis, Tenn., March 22, 1979.
Hon. RusseLL B. L.oNg,
Chairman, Committce on Finance,
U.S. Senate,
Washington, D.C.

DEAR MR. CHAIRMAN : We respectfully request that this letter and the attached
statement of Mr. W. F. McFarlane on behalf of the National Cotton Council
be put in the record of the lhearing on carry-over basis provisions of the Tax
Reform Act of 1976.

Mr. McFarlane’s statement demonstrates (1) the bewildering complexity
of those provisions, (2) the virtual impossibility of complying fully with them,
and (3) the confiscatory impact on estates which include a commercial family
farm or other real estate held for many years.

National Cotton Council delegates, at their 1979 annual meeting, unanimously
instructed the Council to work for repeal of the 1976 carry-over basis provi-
stons and return to those provisions of the prior law. Accordingly, we respectfully
urge your committee to support such repeal.

Sincerely,
C. HokE LEGGETT, President.

STATEMENT OF W. F. MCFARLANE FOR THFE NATIONAL COTTON COUNCIL OF AMERICA

I am W. F, McFarlane, a cotton, grain and vegetable farmer of Clovis, Cali-
fornia. My statement is in behalf of the National Cotton Council, the central
organization of the raw cotton industry, representing cotton growers, ginners,
warehousemen, merchants, cooperatives, manufacturers and seed crushers, It
was prepared in collaboration with my personal tax attorney, Mr. Baxter K.
Richardson, of ¥resno, California.

I. BACKGROUND

(1) Prior to the Tax Reform Act of 1976, all property passing from a decedent
took a new cost basis for all income tax purposes equal to the value thereof at
the date of death (or, if the alternate valuation date were selected for federal
estate tax purposes, then the value on that date). Thus, if an asset were pur-
chased for $50 was worth $100 at the date of death, and was then sold for $110,
taxable gain would be $10. Similarly, that asset would from the date of death,
if depreciable, have a depreciation base of $100.

(2) Under the Tax Reform Act of 1976 (as modified by the Revenue Act of
1978), approximately speaking, the cost basis of property in the hands of a
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decedent’s successors shall e the same as in the hands of the decedent, subject
to certain adjustments:

(a) 'The cost basis of marketable securities will be their value on Decem-
ber 31, 1976, if owned on that date.

(b) Appreciation in value since acquisition by the decedent will never-
theless be added to cost hasis, in an amount which is proportionate to the
percentage of days that the asset wag held up to December 31, 1976, of the
total number of days the asset was held from the date of acquisition to
date of death (less, however, depreciation taken on the asset, if depreciable,
prior to death).

(¢) Approximately speaking, the amount of death taxes attributable to
the appreciation in value of an asxet will he added to cost basis (but basis
can never exceed the fair market value at date of death).

(3) Revenue impact of carried-over basis: According to the Joint Committee
on Taxation explanation of the 'Tax Reform Act of 1976, by 1981 all the estate
and gift tax changes in that legislation would result in a revenue loss of
£1,449,000,000. However, carry-over basis alone would result in a revenue gain
of $162.000.000. Thus the carry-over basis provisions were projected to save
to the Government an amount equal to about 10 percent of the revenue to be
lost from the otker provisions. ("Che principal revenue loss of £1,350,000,000 per
year was attributed to the unified rates and credit.)

(4) Argument in faver of carry-over basis: .\ main argument in faver of
carry-over basis is that elderly people would no longer hold off seiling property
in order that it might have a new income tax cost basis after death. Also, chance
(sale of property immediately before an unexpected death versus inability to
complete projected sale before death) would not affect the tax status of any
taxpayer.

(5) Arguments against carry-over basis:

(a) Compliance problems will be formidable and substantial noncompli-
auce will be widespread due to complexities and ignorance and lack of avail-
able time of tax return preparers and advisers, and neglect of property own-
ers and their successors.

(b) Tax motivations will still enter into pre-death ang post-death planning
of transactions, in a substantial way, and indeed, tax consultants will have
more work to do than before.

(r)As time passes, a substantial addition to tax burden at the death of
the family farmer.

These arguments against carry-over basis are elaborated below.

II. DISCUSSION IN DETAIL

(1) To illustrate both the compliance problem, and the possible problem of
prohibitive taxation of the successors of a family farmer, the impact of carry-
over basis on a family farm may be illustrated by an example. In this example
it is assumed that land and buildings were acquired on January 1, 1967 ; that
equipment was all purchased from time to time after December 31, 1976 ; and that
the date of death is December 31, 1996. (The assumption is further made that
the dollar remains constant as to the property from this date to December 31,
1996, the date of death.) The details of the family farm example are as follows:
Item: Asgsets

320 acres land at $1,750 per acre
Buildings . _ ..

Equipment (depreciated value) -
Equity in growing and harvested crops
Cash and equipment . e
Cooperative retains. oo e

Total assets o e e e

Tiabilities (long-term and crop finanecing) - ______________________ 219,700
Equity oo e e 658,000

Total 8§77, 700

. 1The example is for the most part constructed on the basis of appendix table 13 to
‘Returns to Equity Capital by Economic Class of Farm,” Economic Research Service,
U.S. Department of Agriculture, Agricultural Economic Report No. 347 (August 1978).
These ftems are approximately twice the percentages shown on the table referred to.
The larger percentages are used on the basls of the writer's experience with family farms
in the area of Fresno, California.
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Further, it will be assumed that there are many different items of equipment.
Under 81023 (carry-over basis provision enacted in 1976), the cost basis of
each item must he computed separately. The formula to be applied in every in-

stance is as follows:
X=A4--B4+C,

where:

X =total carry-over basis

A=cost basis of asset just before death

B=adjustment for appreciation (if purchased before Jan. 1, 1977)
C=adjustment for death taxes.

B is ascertained by application of the following formula:

B=[(DD—A-—AD) -‘;g—f,]m

where
DD=date of death value

AD=total amortization or depreciation deductions taken ‘with respect to
asset
OHP=number of days asset held prior to Jan. 1, 1977 (*‘old holding period”)
THP=total number of days asset held (‘“‘total holding period’’)
Q=pre-Jan. 1, 1977 amortization or depreciation allowed or allowable
Note.—The B adjustment cannot be made for the purpose of computing loss.

C'is ascertained by application of approximately the following formula:

—PD=(A+B)
C="2= T X (FTH8T),

where

TA=total fair market value of all assets subject to estate tax
FT=VY¥ederal estate tax
ST=State death tax.

Note.—This formula accurate only if the State death tax 13 an estate tax, and is an
approximation. Most States impose death taxes not computed in the same manner as
Federal estate taxes. In every cuch case there must be two computations—one for Federal
estate tax and one for State death tax adjustments.

To illustrate application of the above forrmula, assume that when the property
was purchased in 1969 830,000 as properly allocable to a building depreciable
over 40 years, and that straightline depreciation was taken. Further assume that
federal estate tax is $103,000 and that state death tax is $17,000. Application of the
formula would then be as follows:

Application of Formula

Assumptions:
Original cost of asset .. . eos (A)$0, 000
Value at date of death. _ _ . . o 49, 000
Depreciation taken to date of death_. 22, 500
Federal estate tax. . - - oo oo oo e - 103, 000
State death tax. .. e 17, 000
B=[(40 000—7,500 — 22,500) 3’65°]+7 500
d ’ PP10,9504 7 "
=3,333+7,500=10,833
_ 40,000—(7,500+10,833) "
C= 575,700 X (103,000 17,000)
=2,062
Carry-over basis thus is:
A=pre-death cost . _ . __ . __ e $7, 500
B=adjustment for appreciation_ _ ____ o amaeea- 10, 833
C=adjustment for death taxes__ ____ o eemo- 2, 962
21, 205

Carry-over basis. . o e
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The frightening complexity of compliance is apparent if it {s assumed, instead
of as set forth above, that death occurred in, say, 1985, at which time there were
still on hand ten pieces of equipment purchased at various times prior to Janu-
ary 1, 1977. The above formula must be applied separately for each and every such
item to determine carry-over basis. The complexity does not disappear as to items
of equipment purchased after January 1, 1977 ; rather, the adjustment for appre-
clation, item B in the first formula above, is not made, but the adjustment for
death taxes must still be made—separately as to each item.

Suppose further, as is certainly often the case, that the decedent had acquired
some of the real estate and buildings from his parents many years ago by gift, and
that the parents had purchased the property long ago and records were no longer
available ; or perhaps, the parents had inherited the property in, say, 1910. Under
these circumstances the ascertainment of original cost and interim depreciation
would be impossible, yet the computations must be made under the statute, some-
how. In this connection one must keep in mind that each improvement to the real
property is a separate item for the purpose of computation of carry-over basis.

In a typical case, the farm may not be the only asset of the family. Let us
assume that the family has in addition the following assets:

Acquisition Date of

item Cost date death value

Baby grand pian0. .. ..o eeieaan $3, 500 1959 $8, 000
Antique chest__..._...____ 700 1959 5, 000
Other items of furniture. [¢4] 57) 3,500
Stamp collection. . ... - ()] ) 20, 000
Personal automobile. ... ..o iicicacccenan 6, 000 1978 4,000

In the first place, there is no authority in the statute for aggregation of assets.
Therefore. a separate carry-over basis computation would have to be made, except
for a point discussed below, as to each and every of the above items. including
each and every single stamp in the stamp collection and each and every single
item of furniture. However. the present law allows a $10.00¢ exemption to the
computations for personal items, The executor would have to select which per-
sonal-items against which to use this exemption. Presumably, he would select low-
cost, high-value {tems, such as the piano. Supposing the grand piano is given to A,
the antique chest to B, and the stamp collection to €'; and the executor allocates
£5.000 of the $10,000 exemption to the chest, $5,000 to the piano. and none to the
stamp collectinon: do A and M have a right of action against the executor for dis-
criminating against them? If so. may they require the exemption to be prorated
to each and every appreciated asset in some manner? If so, would the executor
further bhe required to consider different probable income tax brackets of the
various distributees, should they sell the asset distributed? That these questions
are not frivolous is shown by the decisions already in the hooks that remainder-
men are entitled to an adjustment if an executor deducts administration expense
for income tax purposes rather than estate tax purposes. Estate nf Birbdy, 140 Cal
App. 2d 326, 295 P.2d 68, and that a proportionate share of postdeath apprecia-
tion of estate assets must he allocated to the widow’s share when distribution is
to he made at the lower of date of distribution or estate tax values, Matter nf
Jéannmwll, 45 MISC. 24 57, 256 N.Y. Supp. 24 149 (Surr. Ct. Nassau County,
1965)

Possibly a suggestion would be made for aggregation of honsehold furniture
items or all stamps in a stamp collection. but any such aggregation would miss
the mark as to specific, nnusually valuable items. If aggregation were permitted
oxcep; for such items, who would make that decision, and according to what
criteria?

Thus it is seen that the problems of compliance are formidable, The writer of
this memorandum recently conversed with a well-respected, old-time attorney,
who has practiced in the writer's county for 50 years and has for years specialized
in probate work. He remarked, as to carry-over basis, that-in his opinion most
practitioners would not give it any consideration at all, and that non-compliance
(not deliberate, but because of inability to cope) would be massive. Informal con-
versations with examining Internal Revenue agents shows that they have the
same expectation and consider the problem formidable. There is no question but
that most practitioners would prefer an increase in the estate tax rates, in the
rather minor percentage amount that would necessarily be involved, to offset the
revenue loss that would result from permanent repeal of the carry-over basis
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provisions. Many taxpayers would undoubtedly prefer this because the increased
tax would likely be less than the extra practitioner fees required to work out the
complexities of the tax lability.

The 1978 Act provided some relief, by providing for a “minimum basis.” Where
records do not exist or it is more advantageous, that provision can be applied.
However, no flduciary would dare to neglect making all the computations so
that if the computed carry-over basis were more advantageous it could be
used. Therefore, under principles of estate and probate law, it is doubtful that
the minimum basis provision will be helpful to fiduciaries. It is to be kept in
mind that fiduciary problems exist even though family members serve as
fiduclaries. Other family members may well criticize the fiduciary in question,
involving the family in expensive litigation.

The compliance problem is compounded by the face that one must assume
that a death tax return may be audited, and that aduit will produce changes in
the federal or state death tax. Audits frequently do not occur, or are not even
commenced, until two years or more after death, Changes in the taxes would
necessarly produce changes in the carry-over basis adjustmeant for death taxes.
Thus, every income tax return filed until completion of audit proceedings may be
wrong and, due to the possibility of lengthy litigation over the death tax returns,
it would appear that protective clalms for refund of income tax must be filed in
every case.

At this time, there is a $G0,000 overall exemption to carried-over basis. It will
he apparent that such exemption is meaningless for a family farm of 320 acres.
The suggestion has been made that the problem would be alleviated if the ex-
emption were increased to $175,600. The foregoirg discussion shows that such
increased exemption will be of little help to the family farms, In the wirter's
area (Fresno County, California) there are many 40- and 80-acre operations
improved to vineyards or orchards, almost all of which would greatly exceed
$175,600 in value on today’s market. For true relief from formidable compliance
problems, the exemption would have to be & minimum of $500,000.

(2) Overall tax effect. The foregoing discussion has pointed out the problems
of compliance which render carry-over basis undesirable, However, the combina-
tion of death tax and income tax can render taxation on top-bracket assets
almost confiscatory. Let us assume that the estate above posited must sell 60
acres of unimproved land in order to meet demands of the bank for pay-off of
financing and of the state for death taxes. (The estate tax payment would
probably be deferred under S6166 or S6166A.) Assume further that the 60
acres cost $400 in 1969, Carry-over basis is computed as follows:

A=400X60 ______. - e mmm $24, 000

’Ax13aox60 _________________________________________________ 27, 000
4,000 _

0_87- 205 X120,000 oo 7,383

Total carry-over basis. .o ecemeem +-58, 383

If the property is then sold at $1,750 per acre, the death tax value, the total
price is $103,000, for a taxable gain of $46,617. Probable maximum federal capi-
tal gains tax would then be amout 28 percent of the gain or §$13,053. Thus, on
the 60 acres, total taxation would be as follows:

Item Amount
Yederal estate tax (top bracket, 83 percent net of State death tax credit_ $34, 650
State death tax (top bracket, estimmated at 10 percent) .. . 10, 500
Capital gains tax oo et me 13,053

Total taXAU0N o o e e 58, 203

It is thus seen that on this moderate-sized family farm, top dollar taxation is
in reality at 55 cents on the dollar. The only solution to the family is not to
sell any property for a long time, if ever. It is argued that carry-over basis
removes taxation as a consideration In economic decisions, because elderly
people will, with carry-over basis. have no motivation to freeze or hold onto
property. To the extent, if any, that that might be so, it is obvious that the
converse result will obtain after death, so that heirs will be tempted to assume
unreasonable debt burdens (to pay death taxes—state death taxes usually
are not deferrable), expenses and debts, rather than making sales which other-
wise might be economically more desirable,
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What if family farmers, and fiduciaries among them or involved with them,
simply ignore the provisions? Under SG6039A, and applicable regulations, any
executor tnust furnish a notice to the Internal Revenue Service within 9 months
after the date of decedent's death as to whether or not certain information
has been provided to the distributees. That information consists, essentially,
of the baris adjustments to deterrnine carry-over basis, broken down to each
step in that adjustment., If there are subsequent adjustments because of
examination of the estate tax return, then amendatory information must be
furnished within 3 months after completion of those proceedings. Failure to
do so involves $100-per-failure penalty as to the Treasury (per item?) with
$5,000 maximum, and $30 per failure (each item?), with $2,500 maximum, as
to each beneficiary of the estate. It would also seem that failure to comply
might be a crime as defired in $7206 (felony of filing a false return—false
because of erroneous basis information), or S7203 (wilful failure to file a
return or supply information). Upon the basis of the writer's experience, it
appears there would not be enough prosecutors and judges to handle the volume
of these offenses which almost inevitably must occur with continuation of the
carryover basis provisions, because of the near impossibility and burdensome-
ness of compliance.

III. REVIEW OF ARGUMENTS FOR AND AGAINST CARRY-OVER BASIS

The argument is made, as pointed out, that with carry-over basis, elderly
people will no longer hesitate to sell property because of the near-confiscatory
level on moderate-sized estates of the combination of death taxes and income
taxes. However, an implication of the pro-earry-over basis argument is that
less tax planning will be involved. The opposite will, however, be true. Follow-
ing are only some tax planning points which will have to be considered and
done if carry-over basis becomes and stays a part of the law :

{(a) Plan for sales before death, so that the capital gains tax will be re-
moved from the taxable estate. Carcful computations would of course be
required to determine relative brackets and the profitability of this approach.

(b) If a corporation or partnership exists, which has heen held for a long
time before 1976, or which was formed ir a tax-free transaction from assets
held for a long time before 1976, then transfer new assets as acquired to
that entity. Thus, “new’ assets will be turned into “ol1” assets.

(¢) Gift planning must be done with cost Lasis in mind—selecet “new”
assets rather than “old” assets for lifetime gifts,

() Give substantially appreciated assets to charity.

() Avoid cash bequests in wills—inctead. provide specific gifts, which
under new S1040 can be distributed without incurring tax, whereas, eash
gifts might require sale of assets by the estate with income tax consequences.

() As already indiecated, estate distributions must be plarned with alloea-
tion of high- and low-cost-hasis assets to various distributees to minimize
taxes overall, with broad area for pessible controversies among distributees
or among distributees and fiduciary.

(7} Do lifetime mergers with conglomerates in order to receive conglom-
s;rnfo stock which will then he an “old” asset—thus destroying the family

arm.
IV, CONCLUSION

Carry-over hasis should never become effective and should be repealed perma-
nently, for the following reasons:

(1) Compliance in many eases will be hurdensome and exnensive, possibly
involving litigation within the family or with fiduciaries, and may be prac-
tically impossible.

(2) Because of the near-confiscatory effect of a combination of death taxes
and income taxes on appreciated assets sold after death, assets will he
“frozen” after death.

(3) Many new complexities will be introduced into tax planning, with
artificial tax considerations interfering seriously with econnmic decisions.

(4) A point not made above--state laws are at this point in eenfusion :
the federal government should promptiy take a clear position that there will
be no carry-over bhasis so that state legislatures may be encouraged to drop
ﬂllP _ié]e(;l once and for all and the handling of estates be simplified and
clarified.
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INTERNATIONAL COUNCIL OF SHOPPING CENTFRS,
New York, N.Y., March 21, 1979.
Senator HERMAN E. TALMADGE,
Russcll Senate Office Building,
Wushington, D.C. 20510

DEeAR SENATOR : I am Executive Vice-President of the International Council of
Shopping Centers (ICSC), the trade association of the shopping center industry.

The ICSC is a business association of more than 6,500 members consisting of
shopping center developers, owners, operators, tenants, lenders and related enter-
prises. ICSC represents a majority of the estimated 18,500 shopping centers in
the United States.

It is my understanding that this year the Senate Finance Committee will be
considering the carryover basis provisions of the Tax Reforin Act of 1976 which
were suspended by last year’s tax bill.

ICSC testified before the Finance Committee during the last Congress on the
serious deficiencies and inadequacies of the carryover basis provisions, and urged
their repeal. (A copy of this testimony is enclosed.)

We continue to urge the repeal of these provisions. Further examination of
these provisions by ICSC has decpened our conviction that the 1976 Act created
an administrative nightmare for taxpayers, added substantially to the cost and
complexity of managivg a decedent’s estate, and produced provisions which vio-
late the hasie goals of tax reform : simplicity, fairness, and efficiency.

The carryover basis provisions will have an adverse impact on the economy
by reducing the total supply of investment capital and inhibiting the free fow
of capital through a disincentive to sell appreciated property.

The carryover basis provisions are thearetically unsound and administratively
unwoyskable, and we urge your support of efforts to repeal them.

If you have any questions or comments regarding our position, please contact
o Washington counsel : Edward C. Maeder, Winston & Strawn, Suite 1040, 1730
Pennsylvania Ave., N.W., Washington, D.C. 20006, 202/393-5550,

Thank you for your consideration,

Sincerely,
ALBERT SUSSMAN,
Inclosure
INTERNATIONAL COUNCIL OF SHOPPING CENTERS,
XNew York, N.Y., October 6, 1977.

SUMMARY OF STATEMENT OF INTERNATIONAL COUNCIL OF SHOPPING CENTERS
ox ILR. 6713

A. Carryover basis of property acquired from or passing from a decedent under
the 1976 act.

1. The carryover basis provisions of the 1976 Act have increased the tax burden
upon owners of small businesses, diseriminating against small business and favor-
ing large corporations,

2. The 1976 Act has also ereated an administrative nightmare for taxpayers,
adding substantinlly to the complexity and cost of managing a decedent’s estate.

3. The earryover basis provisions are diametrically opposed to the basic goals
of tax reform—simplirity, fairness, and efficiency.

{a) Simplicity—(1) The carryover basis rule has added greatly to the com-
plexity of the laws which will be manifested in higher professional and adminis-
trative costs.

(2) Because most taxpayers did not have notice of the necessity of keeping
records of the purchase of various items, few if any records of purchases have
heen maintained, Many taxpayers acquired assets with the intention of holding
them until death and had no need under prior lJaw to maintain records. They ac-
quired such assets in good faith with thoughtful planning and now the ground
rules have been suddenly and drastically changed.

(b) Fairness.— (1) The “fresh start” formula which determines the carry-
over basis as of December 31, 1976, is based on an erroneous assumption that the
appreciation in the value of the property occurs ratably over the period the
decedent held the property. A shopping center’s value does not increase in a steady
continuum,

(2) The arbitrary nature of the “fresh start” formula will encournge heirs of
a decedent-owner to dispose of a bhusiness by means of a tax-free merger. The
affeet of the earryover basis provision, thus, is to encourage mergers between

small bucines and larger companies.
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(3) The “'fresh start” formula fails to account for the actual high {nflation
rate occuring during the several years preceding December 31, 1976.

(4) The “fresh start” formula also discriminates against owners of property
other than marketable securities. Holders of other securities, small business
owners and shopping center developers are penalized because they have no public
market and because they have created the value in their assets rather than mak-
ing initial, substantial capital investments.

(¢) Efficiency.—(1) Income tax revenues are generated only if the heirs sell the
property acquired from the decedent.

(2) Carryover basis provisions have an incentive which encourage heirs of
property acquired from a decedent to hold on to the property unles it can be
transferred by means of a tax-free merger.

(3) As a result, investinent capital, rather than having mobility may become
frozen, thereby limiting the supply of capital required for economic progress and
depriving the Treasury of revenue from its accretion.

4. Recommednations.

(a) The carryover basis provision should be repealed.

(b) Alternatively :

(1) The carryover basis provisions should be amended to permit assets
owned by decedent prior to 1977 to fall within the provisions of the old law.
Gains and property previously acquired would still be subject to income taxa-
tion when sold by living owners, and there would be notice so that adequate
records could be kept,

(2) The law should he amended to give taxpayers the option of either com-
puting the basis under the “fresh start” formula or establishing a date of
death value or basis by an independent appraisal.

(3) The provisions should be amended to apply prospectively from a date
sufficlently in the future which would permit banks, executors, and other
interested parties to comprehend the new rules and plan accordingly.

1. INTRODUCTION

Mr. Chairman and members of the Committee: This statement is submitted
on behalf of the members of the International Council of Shopping Centers
(“ICSC”). The ICSC is a business association of more than 5,000 members.
About 60 percent of our members develop and/or own shopping centers. About
15 percent are retail companies, the major share of whose stores are operated
in shopping centers, Most of the developer-owner members of ICSC own from
two to four shopping centers each, and collectively represent a major share of
the estimated 16.000 shopping centers in the United States.

New shopping center construction requires a total annual investment of over
$6.6 hillion per year for bhuildings, stores, fixtures, and equipment. It is esti-
mated that shopping centers provide regular employment for more than 5 miltion
sales and store personnel and that several hundred thousand more are en-
gaged in the construction end of the business. The rippling affect on employ-
ment and related businesses, among them display advertising, maintenance and
cleaning, lezal and accounting. and the manufacture of gnods sold in the centers,
is considerable. We have a significant influence on the total United States econ-
omy. Previously, retail trade was concentrated in individual stores and center
business distriets, But, by 1976, 36.3 percent of all retail trade amounting to
2217 billion was conducted in 17.523 shopping centers. It is estimated that in
the 1977-78 period 80 percent of total new retail square foantage constructed
will be in shopping centers. In the same period 83 percent of new department
stores square footage will he constructed in shopping centers.

One of the principle purposes of the 1978 Act was to reduce the tax burden
upon the owners of small business, many of whom are participants in shopping
centers. The 1976 Act, however, has increased the tax burden for these tax-
payers, diseriminating against small business and favoring large corporations.

The 1976 Act has also created an administrative nightmare for taxpayers,
adding substantially to the complexity and cost of managing a decedent’s estate.

II. CARRYOVER BASIS OF PROPERTY ACQUIRED FroM OR Passixg
FroM A DECEDENT UNDER THE 1976 AcT

A. PRIOR LAW

Under prior law, the cost or other basis of property acquired from or passing
from a decedent generally was “stepped-up” to its fair market value at the date
of death or the alternate valuation date.
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B. 1976 ACT CARRYOVER BASIS PROVISION
1. General.

The 1978 Act provides that the basis of most property acquired from or passing
from a decedent who dies after December 31, 1976, is to be the same as the
decedent’s basis immediately before his death (with certain adjustments). The
basis of appreciated property is increased by Federal and State death taxes
attributable to the appreciation in that property. In addition, the aggregate
basis of all carryover basis property may be increased to a minimum of $60,000.
A $10,000 exemption is provided for household and personal effects of the de-
cedent. However, the basis of property cannot be increased above the estate
tax value by these adjustments,

The carryover basis provision is effective for property acquired from, or pass-
ing from, a decedent after December 31, 1976.

2. Transition rule.

(a) Fresh start.—As a transitional rule, the adjusted basis of property which
the decedent is treated as having held on December 31, 1976, is increased, for
purposes of determining gain (but not loss), to its fair market value on De-
cember 31, 1976. In essence, this rule was designed to continue the application
of prior law with respect to appreciation in property occurring before January 1,
1977, and to provide everyone with a “fresh start” with respect to the carryover
basis rule for property acquired from a decedent,.

(b) Special valuation rule—In order to avold the necessity of obtaining
an appraisal on all property held on December 31, 1976, the 1976 Act contains a
provision which requires that all property. other than a marketable bond or
security, be valued under a special valuation method for purposes of this transi-
tional rule. In general, the special rule determines the adjustment by assuming
that any appreeciation since the acquisition of the property until the date of the
decedent’s death occurred at the sawme rate over the entire time that the decedent
is treated as holding the property.

The special valuation method must be used for all property other than market-
able bonds or securities. Thus, the special valuation method must be used even
though the executor or beneficiary of the decedent can establish that the fair
market value of the property on December 31, 1976, is other than the value deter-
mined under the special valuation method. Under the 1976 Act, the value of
marketable honds or securities for purposes of the transitional rule is to be based
on actual market value on December 31, 1976.

Under the special rule, the amount of the increase in basis is equal to the sum
of (1) the amount of all depreciation, amortization, or depletion allowed or
altowable with respect to the property during the period the decedent is treated
as holding the property prior to January 1, 1977, and (2) the portion of the
appreciation on the asset since its purchase that is assumed to have occurred
during the period that the decedent is treated as holding the property prior to
January 1, 1977.

The appreciation treated as occurring hefore December 31, 1976, is determined
by multiplying the total amount of appreciation over the entire period during
which the decedent is treated as holding the property by a ratin. The ratio is
determined by dividing the number of days that the property is considered to be
held by the decedent before January 1, 1977. by the total number of days that the
property is considered to be held by the decedent.

The total amount of appreciation is computed by subtracting from the fair
market value of the property on the date of the decedent's death a recomputed
basis, which is basically equal to the purchase cost of the property.

3. Exrample of carryover basis provision applied to shopping craters

This complex provision can best be explained by an example of the computa-
tions necessary to arrive at the “fresh start” basis. Although the example con-
cerns the owner or developer of a shopping center, its principles are applicable
to small businessmen and other parties comprising a shopping center.

Mr. Jones died in 1979 owning a shopping center which cost $500.000 and was
worth $2,500,000 at the time of his death. In his will. Mr. Jones devised the
property to his son. Mr. Jones held the property for 3.000 days, 2,000 of which
occurred before 1977. Total depreciation allowed or allowable on the property
up to the time of his death amounted to $100,000, and of this amount $70,000 was
allowed or allowable before 1977. The fair market value of the property on
December 31. 1976 was $2.000.000. The adjusted basis of the property immedi-
ately before Mr. Jones’ death was $400,000. For purposes of determining the son’s
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adjusted basis in the shopping center for purposes of future depreciation or gam
on sale, Mr. Jones' basis at death is increased to the December 31, 1976 value as
follows :
(a) $70,000—depreciation allowed or allowable before 1977 ; plus
(b) $1,333.333—%2,500,000 fair market at death less the $400,000 adjusted
basis at death, less the $100,000 total depreciation taken by Mr. Jones up
until his death, multiplied by the fraction 2.000;
3,000
(c) $1,403.333—pre-1977 appreciation adjustment.
The son’s basis for thie property would therefore equal his father's basis at death
of $400,000, plus the pre-1977 appreciation adjustment of $1,403.333 or $1,503.333
(plus adjustments made for Federal and State death taxes and minimum basis).
This is the result even though the actual fair market value on December 31, 1976
was $2,000,000.

C. PROBLEMS WITH THE CARRYOVER BASIS PROVISIONS

Three of the acknowledged basic goals of tax reform are simplicity, fairness,
and efficiency in the tax laws. The carryover basis provisions are diametriecally
opposed to all three of these goals.

1. Simplicity

The concept of tax simplicity refers to the eaze of administration and coni-
prehension of the tax laws. The carryover basis rule has added greatly to the
complexity of the laws which will be manifested in higher professional and
administrative costs.

As illustrated above, the computation of the appropriate carryover hasis which
an heir will report upon the sale of property acquired from a decedent will re-
quire at least four separate sets of calculations for each item of property. These
calculations are further complicated by the requirement of records substantiating
the cost of these items.

For the average taxpayer, this will involve many items, perhaps thousands.
bought at different times for various prices. Some of the items may have been
purchased in groups without a price allocation for each itemn but for a total
unallocated sum.

Because most taxpayers did not have notice of the necessity of keeping such
records, few if any records of purchases have been maintained. Many taxpayers
acquired assets with the intention of holding them until death and had no need
under prior law to maintain records. They acquired such assets in good faith
with thoughtful planning and now the ground rules have been suddenly and
drastically changed.

Moreover, determmining the purchase price of items acquired many years ago,
occurs at a time when the individual-purchaser is not available to recall the
transaction. In many circumstances it will be difficult even to determine the date
on which the decedent aequired the property. This problem is further aggravated
in situations where post-acquisition costs are associated with various items of
property. Without adequate records the potential for disagreement and litigation
between the taxpayser and the federal government is enormous.

Consider the confused situation where an individual purchased property in
1960, added to it again in the form of land and/or buidling in 1963, then put an
addition on the building in 1970. How can one possibly determine the basis under
these circumstances under the prescribed “fresh start” formula?

2. Fairncss

(a) Erroncous assumption of ratable appreciation.—The “fresh s*art” for-
mula which determines the carryover basis as of December 31, 1970, arbitrarily
prorates appreciation over the period from the date a business first began to the
date of death of the owner. The formula is based or an erroneous assumption
that the appreciation in the value of the property occurs ratably over the period
the decedent held the property. This assumption is invalid and ineguitable when
applied to property where the actual rate of appreciation prior to January 1,
1977 is greater than the rate of appreciation after Janury 1, 1977. The exanple
above illustrates this inequitable result,

With respect to a shopping center, the execution of long-term leases prior to
the completion of the project substantially enhances the value of the center. As
the appreciation rate of the shopping center slows down, the longer the owner
keeps the shopping center, the greater the amount of value which will be subject
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to capital gains tax. For example, if a shopping ecenter s constructed in January,
1975 and long-term leases are executed in March, 1975 and the owner of the
shopping center dies in January, 1980, the ““fresh start” formula would pro-rate
appreciation evenly over the full period the decedent owned the shopping center
even though substantially all of the increase in value occurred hefore Decem-
ber 31, 1976. This would preclude the heirs of the decedent-owner from a proper
stepped-up basis reflecting the more rapid appreciation rate occurring prior to
January 1, 1977.

Assume that the shopping center was owned equally by two partners. The
heirs of the two partners would be arbitrarily treated differently where one
partner dies early in 1977 and the other partner dies many years later, even
though there may be very little difference in the value of the shopping center
between the two dates of death.

Similarly, the heirs of a decedent who developed a shopping center many years
ago would have a significant difference in their tax treatment compared to the
heirs of a decedent who developed a shopping center in the 1970°s.

(b) Discrimination against small busincss.—This inequity will encourage heirs
of a decedent-owner to dispose of a shopping center by means of a tax-free
merger. Instead of selling for cash and paying a large capital gains tax on the
gain resulting from the lower basis, the heirs will look for a tax-free combina-
tion with a larger enterprise. The affect of the carryover basis provision, thus,
is to encourage mergers between small business ard larger companies. Beeause
of the desirability of merger, moreover, the heirs will be in a weaker nezotiating
position vis-a-vis, a larger company, and the law results in a discrimination in
favor of big business at the expense of small business.

(e) Failure to account for actuel inflation rate.—The “fresh start” formula
also fails to account for the high rate of inflation occurring during the several
years preceding December 81, 197G. This rate was significantly greater than the
present or reasonably foreseeable rate of inflation. The formula thus arbitrarily
denies an heir the higher step-up in basis for pre-January 1, 1977 inflation anad
unrealistically requires a lower baxsis for the property,

(d) Discrimination against owners of property other than marketabie scecu-
ritics-—The “fresh start” formula also discriminates against small business
owners and holders of property other than publicly traded bonds and seeurities.
The quoted price of listed securities on Decemher 31, 1976 determines the hasis
on that date, but other property is arbitrarily deemed to be a value determined
by a mere proration from the acquisition to the value at date of death, Ilolders
of securities in small businesses, many of whom are tenants in shopping centers.
are penalized because they have no public market. This is aggravated by the
fact that very small companies have their greatest growth during early yvears
and the rate of appreciation levels off as companies approach their maximum
potential and their founders age. Moreover, this formula discriminates against
real estate developers, especially shopping center developers who initially create
the value in their assets during the development and construction periods of
the project—in contrast to taxpayers who make substantial initial capital invest-
ments and thus have a relatively higher initial cost basis.

8. Revenue raising cfficiency

Income tar revenues are gencrated only if the heirs sell the property acquired
from the decedent.—According to legislative history, the reduced tax on capital
galus was desigued to encourage the sale of assets so that capital can flow to
new enterprises and move into new industry. The carryover basis provixion has
an opposite incentive which encourages heirs of property acquired from a dece-
dent to hold on to the property unless it ean be transferred by a means of a
tax-free merger as discussed above. As a result, investment capital, rather than
having the mohility desired by Congress, may become frozen, there¢by limiting
the suppiy of capital required for economic progress and depriving the Treasury
of revenue from its accretion. This is particular'y serious in light of the neces-
sity to encourage capital formation in industry.

The following example of ‘‘negative basis” property illustrates a potential
reason for the reluctance of heirs to sell appreciated property acquired from a
decedent which is subject to a mortgage or other Hability.

Assume that the decedent bought real estate In 1960 for $20,000; the real
estate appreciated in value to $150.000. The decedent took out a loan securcd
by a mortgage in the amount of $100,000 on the property and died when the
property—apart from the mortgage—was worth $110,000. Assuming that the

43-465—790——10
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“fresh start” adjustment and the addition of the estate taxes on appreciation
raise the decedent’s $20,000 basis to $70,000 for his daughter to whom he left
the property by will, The heir thus acquires property from the decedent with a
net worth of $100,000 to her ($110,000 minus $100,000 mortgage). However, if
she sells the property, she will have a taxable gain of $40,000 ($110,000 minus
$70,000 basis). If she is in the 3539, tax bracket, the sale costs her a tax of
$14.000 (35% of $40,000). The tax would be $4,000 more than her economic
henefit of $10,000. Consequently, she would incur an economie loss and would
not sell the property.

The 1976 Act has enhanced the “lock in effect” of a large gain in the value
of an asset. The testator-to-be used to be locked in to a gain, knowing that it
would disappear for income tax purposes if he would hold the property until
death. The heir is now also locked in. This carryover of basis thus promotes
ever increasing concentration among successive generations of a successful
wealth-accumulating family, as each helr faces a substantial tax i{f he disposes
of the appreciated property. This provision provides a permanent disincentive
to sell appreciated property which becomes greater the longer the property is
held.

D. RECOMMENDATIONS

Because of the complexity and problems created by the carryover basis provi-
sions, we recommend that these provisions be repealed.

A less desirable alternative would be to permit assets owned by a decedent prior
to 1977 to fall within the provisions of the old law. This would be a great step
toward alleviating some of the hardships and gross inequities inherent in the new
law.

Gains on property previously acquired would still he subject to income taxation
when sold by living owners, and there would be notice so that adequate records
could be kept for use where the sale was eventually made by an estate or by heirs,

We also recommend that if the carryover basis provisions remain in th» law
that they be amended to give taxpayers the option of either computing a 1asis
under the *fresh start” formula or establishing a date of death value or basis by
an independent appraisal. This would also alleviate much of the burdens and
inequities existing in the present law.

If, because of the very complex and substantial problems presented by the
carryover basis provisions and the relatively short time for study of these provi-
sions since the enactment of the 1976 Act, the time for immediate action is inade-
quate, we recommend that the provisions be amended to apply prospectively from
a future date. Setting an effective date sufficiently in the future (sometime after
December 31, 1978) would permit banks, executors, trustees, attorneys. acconnt-
ants, the Congress and other interested parties to comprehend the new rules and
plan accordingly.

NATIONAL ASSOCIATION OF WIFAT GROWERS,
Washington, D.C., March 30. 1979.

Hon. HARRY F. BYRo,
Chairman, Subcommittee on Taxation and Debt Management Generally, Senate
Committee on Finence, U.S. Senate, Washington, D.C.

DEAR SeNATOR BYRD: The National Association of Wheat Growers, a commadity
organization representing wheat producers in the states of Arizona, California,
Colorado, Idaho, Kansas, Minnesota, Montana, Nebraska, New Mexico. North
Dakota, Oklahoma, Oregon, South Dakota, Texas. Washington, and Wyoming,
wishes to express its support for the repeal of the carryover basis provision
established hy the Tax Reform Act of 1976.

Prior to the enactment of this provision, beneficlaries inheriting appreciated
property received a stepped-up basis on the property at the time of inheritance,
and each generatinn of a farm family was subject to capital gains tax only on
the appreciation which occurred while they owned the property. This procedure,
however. was radieally changed by the carrsover basis provision which bases
capital eains on inherited property on the decedent's acquisition price.

An efficient wheat unit requires a substantinl investment in property to be ecn-
nomieally viable. Tax pollicy which imposes a heavy capital gains Hability on top
of the regular estate tax, will force liquidation of family farm property to sntis.
fv tax bills and lead to the division of family farm enterprises Into les< effictent,
uneconomic units. Estates which are valued below the exemption and do not have
to pay any estate tax are also hit by the carryover basis provision, if some of the
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‘property or assets must be sold by the heir. Additional and potentially insur-
mountable problems can be seen in the distribution of farm property to a de-
.cedert’s heirs when the property to be divided is not of equal value and carries
different tax bases. Also, the determination of the basis on farmland acquired
forty to fifty years ago will be extremely difficult and must be made even if the
decedent’s estate is exempt from any estate tax. .

We see no relief from the impact of the carryover basis on family farms
through an increase in the step-up basis to a higher dollar amount. Any figure
which might reflect present conditions will soon be rendered meaningless by fur-
ther unrealized appreciation. Repeal of the carryover is the only workable'solution
to the problem as it affects wheat farming operations.

We appreciate your consideration of our views and ask that they be included in
the record of the Subcommittee’s hearings on this matter.

Sincerely,
WiNsTON WILsON, President.

COMMITTEE OF BAXKING INSTITUTIONS ON TAXATION,
New York, N.Y., April 27, 1979.

COMMITTEE ON FINANCE,

U.S. Senate,

Dirksen Senate Office Building,
Washington, D.C.

GENTLEMEN : The Committee of Banking Institutions on Taxation is an associ-
ation of officers of various financial organizations who are charged with the re-
sponsibility for tax compliance. Founded in 1913, CBIT represents nearly 60
financial institutions as set forth jn the attached directory. Its membership in-
cludes representatives of most of the major trust departments in the nation.

We do not wish to join the trend to politicize the subject of carryover basis;
the thrust of our Committee’s statement is from the point of view of the pro-
fessional executor in his role as a tax practitioner. Qur membership has been
actively engaged in workirg with complexities of carryover bhasis and has en-
countered a variety of substantial difficulties. Statements from various individua!l
member banks will be found in the appendix. These statements are extracted
from comments by the following banks:

Chase Manhattan Bank, N.A.

Chemieal Bank.

Garden State National Bank.

Morgan Guaranty Trust Company of New York.
New Jersey Bank.

Provident National Bank.

1. Complerity Dcfeats Compliance—Qur experience to date proves that the
entire concept is extremely complex for most executors, attorneys and testators.
In a very substantial number of cases we have found that most people have not
kept correct and complete records of costs and dates of acquisition,

The law may be unenforceahle. While every estate is subject to these pro-
visions, even those that may not file an estate tax return, we believe that most
non-corporate fiduciaries have made little or no attempt to comply with the
law. Furthermore, the Internal Revenue Service has ahdicated its statutory
function of enforcing the statutes in this area as evidenced by Form 5970 and
Treasury Decision 7540. which did not answer the requirements of the law nor
demonstrate ability so to do by the IRS.

I1. I8 There Really a Loophole?—The current trend in legislation is directed
toward reduction of tax on capital gain as evidenced by recent legislation. Carry-
over basis is in conflict with this trend. Appreciation in assets is subject to the
estate tax on death so that carryover basis is an added tax burden. Some con-
sider the traditional “step-up” on death to be a “loophole” for income tax purposes.
What is a “loophole” or is not is really a philosophical and political question.
For example. there are those who suggest that not suhjecting the proceeds from
life insurance to income tax is also a loophole—most would disagree with this
conclusinn,

Most appreciation in nassets results from inflation. The asset has not increased
in value; rather the dollar has decreased. Witness the fact that the Consumer
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Price Index based upon 1967 as 100 has just crossed 200. This leads us to the
concept of “indexing” which would also be a burden to administer.

Capital gains are certainly not the same as interest, dividends and wages.
Most nations do not tax capital gains at all, and those few that do, have rates
much lower than in the United States.

1I1. I8 Cost Worth the Results?—Carryover basis provisions have proven to he
far too costly to administer by those who have made tne attempt. Added to this
burden are the lengthy and complicated computations necessary to compute the
fresh start or Section 1023 adjustments particularly where a marital or charitable
bequest is made. This problem is compounded when there is one simple “line
adjustment’ on audit of the estate tax return since it will cause a recomputation
of all adjustments.

Dealing with carryover basis is an extremely expensive procedure, the cost of
which must ultimately be borne not only by an estate but also by the public
generally, For examples, see attached exhibits. Chase Manhattan estimates an
additional $50,000 of expense annually, Chemical Bank has already experienced
a 15 percent increase in time to administer the average estate. Morgan Guaranty
cites an example where 100 hours of time was consumed in determining the cost
basis of certain property.

1V. Solution is Repeal.—If loss of revenue is a factor, then the tax rates for
taxable estates of $5,100,000 or more may be increased to make up for the loss
in revenue.

Janking institutions acting as professional fiduciaries feel that it is in the hest
interest of the public we serve to recomnend repeal of this statute. We make
this recommendation even though the more complexity that is enacted into the
tax law the greuater the opportunities for the appvintmment of a professional
fiduciary such as ourselves. Nevertheless, we support the repeal of this ill-con-
ceived plan of taxation.

In reviewing the various alternatives proposed, we note that for the most part
all take into account the decedent’s basis. This is the c¢rux of the problem, It
is our recommendation that if an alternative is found necessary, it nor be
dependent upon the cost basis of the decedent.

Respectfully submitted by,

COMMITTEE ON BANKING INSTITUTIONS ON TANATION,
By RoBERT A. GARBER, Vice Chairman.

THE CHASE MANHATTAN BaNx, N.A,,
New York, N.Y., Junuwary 11, 1979.

Mr. RiciARD J. BUSHELON,
Vice President, United States Trust Co.,
45 Wall Street, New York, N.Y.

DEAR Dick : CBIT Response on Carryover Basis,

In response to your memo of January 5th, a canvass of our administrative
officers and estate tax staff reveals that in approximately one-half of all estate
assets administered since the 12/31/76 carryover basis rules no determinable cost
basis could be found and 12/31/76 values were employed.

The most severe case was one estate of 300 listed securities where through the
years the assets had passed through a number of brokerage accounts and sireet
names and the decedent maintained no cost records. In this instance over £20,000
]in long term gains resulted from the use of 12/31/71 values with no offsetting
0ssces.

In those instances where some records were available, invariably the establich-
ment of cost became an after hours or weekend activity on the part of the admin-
istrator since our work loads are such that they do not easily adjust for addidenal
non-fee productive jobs.

In my earliest estimate I projected that carryover could add $50M to my tax
expenses and have no reason to change this estimate based upon our experience to

date.

Sincerely,
Jack

Jonx K. DaLy,
Vice President.
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Ricnnarp B. CovEy, Esq.,
Carter, Ledyard & Milburn, E8qs.,
2 Wall Strecet, New York, N.Y.

DEAR DIcK : In response to your recent request for information concorning the
Chase experience with carryover basis in estates, a canvass of our estate adminis-
trative officers and our estate tax staff reveals that in approximately one-half of
the 30 estates administered between the 12/31/76 introduction of the carryover
basis rules and the announcement of the postponement of the effective date, no
determinable cost basis of assets could be found and 12/31/76 values were em-
ployed. In the case of tangible personal property no basis could be found in all 30
estates except for a few recent purchases discovered in check books, We detected
no discernible trend that the size of the estate influenced the development of basis
information, If the decedent was a careful recordkeeper, facts to determine basis
existed. If the decedent was careless, no useable records could be found. The one
significant discovery we made was that if the decedent had maintained either a
custody or investment management account with our bank and subscribed to our
tax service, rather complete basis record as to securities were in our possession.

The most serious ease we encountered was one estate of 300 listed securities
where the decedent was a heavy trader and through the years his assets had
passed through a number of brokerage accounts and street names and the dece-
dent did not maintain cost records. Estate Counsel engaged the services of an out-
side broker who devoted 57 hours to research at £30 an hour and produced nothing
in the way of usable basis records other than a hill for the estate for 82,8750,

In those instances where some records were available, invariably the estahlish-
ment of basis became an after hours or weekend activity on the part of the estate
administrator as our account work loads are such that they do not easily adjust
for additional non fee productive jobs.

In my carliest estimates to Bank Management, I projected that carryover and
the introduction of systems to maintain these records could add 30.000 per
annam to Trust Department expenses and I have no reason to change this esti-
mate based upon our experience to date.

Cordially,

Manager, Taxr Scrrices G;oup.

CHEMICAL BANK—INTEROFFICE
FERRUARY 16, 1970,
T'o: John Fisinger V. P.
From: Paul F. Feilzer.
Subject: Administration of Estates in reference to establishing information to
determine tax basis of assets in accordance with the Tax Reform Act of 1976.

Rince the 1976 Tax Reform Act took affect on January 1. 1977, 170 New Iistates
have entered Administration under the authority of The Chemical Bank as
Executor, Co-Executor or as agent for individual fiduciaries. The additional time
and personnel used in the administration of these new estates has Dbeen
considerable.

The efforts of the Estate Administration staff is outlined below, hut does not
take into ernsideration the time spent by the Fiduciary Tax Department, who
must caleulate the tax basis of assets, when and if adequate information can be
obtained, I know that this procedure takes a great deal of time in itxelf.

As of January 1, 1977 the Estate Administration officers and administrators
made extensive reviews of all records on decedents after Jannary 1, 1977. This
procedure included the eollection of all of the decedents records (when avail-
able), including check records, investmoent records, personal correspondence, tax
reeords. statement of paid bLills, inventorics of tangible properts, ond. inter-
views with associates and business partners. Although this revisw wonld ordi-
narily appear impressive, the facts show that in the majority of Estates the
decedent did not maintain records that provided the necessary information to
rrepare new basis information.

The BEstate Administration staff has spent many hours on each new estate.
in review of check bLook records to determine when stocks, real property ot
tangibles were acquired. In most cases, the assets were purchased and/or re-
ceived by the decedent in years prior to the records available. (On average, most
estates have available checking records for six to eight years prior to death).
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It is a very rare case, when we find detailed records that describe a pertod longer
than ten years. Most assets of v lue that have appreciated on date of death,
were owned for twenty or thirty years. This fs particularly the situation in
regards to personal property, real estate and stock interests,

We have found that it is not the exception, to find literally no records at all.
This situtalon exists in the $100,000 estates abd the $1,000,000 estates. Even
in these situations, (where no apparent records are found) the estate adminis-
tration staff will spend several days looking for records, ard duplicating infor-
mation that may be found. For instance, duplicating stock and bond certificates
to record registration dates (which will be lost when these assets are trans-
ferred into the estate names). The registration dates often give a clue as to when
a stock may have been acquired, but in no way can this information be con-
sidered accurate. Checkbook records are reviewed, a procedure that often takes
several days. When checkbook records are not available, attempts at receiving
duplicate records from banks has proven fruitless,

For one reason, bank records are usually destroyed after a period of years,
and, if records are available the effort needed by the issuing bank to recover
tlie records is often very time consuming. Another bank does not want to take
the time of their staff to recover old records on an account that is usually
closing, or may have closed several years prior to a decedents death. Even in
cases when Chemical Bank as Executor, has offered to pay the other bank for
their efforts, we have not been able to obtain adequate information. In most
cases it is simply not available.

The exception to the above, is in those estates where the decedents employed
an accounting firm to audit their records, or. when a decedent had an invest-
ment advisory account at Chemical or another banking or investment institu-
tion. There are several estates that fall into this eategory, hut for this procedure
the decedent paid accounting and/or investment fees of several thousands of
dollars a day.

The time spent on obtaining (trying to) information to properly document
estate records in accordance with the 1976 law, has averaged almost 15 percent
over and above the average estate administration time, Even with this extra
time. proper information has not heen found in the majority of the accounts,

I understand, that in those estates where complete information was found,
that there still remained many long days by the tax department before proper
basis information was calculated.

GARDEN STATE NATIONAL BANK,
Paramus, N.J., February 2, 1979.
Mr. RicHARD J. BUSHELON,
Seerctary, Committee of Banking Institutions on Tazation, United States Trust
Co., 45 Wall Strecet, New York, N.Y.

Dear TIR. BusHELON : T am writing with respect to the carry-over tax costs
about which you wrote over a month ago. Our greatest difficulty is learning
the decedent’s costs. The fresh start valuation on listed securities is useful for
one xet of adjustments only.

. Inltlxe suburbs, real estate frequently is an asset, but no cost records are
ound.

Erample A. (46-02856). Real property acquired by decedent as vacant land.
Executor can find no records of cost of construction or otherwise finds obviously
incomplete records,

Erample B. (41-02349). Improved real property acquired hy decedent who
from time to time made additions and improvements. FExecutor has copy of
original closing statements but has no knowledge of dates and costs of im-
provements and additions,

Personal effects present & similar problem where the value at death greatly
exceeds the $10.000 exclusion. Stamp collections. coins, and various collections
are other examples. Under that Example A (46-02836), we have an estate with
a collection of paintings appraised at £110,000. The decedent displayed the col-
lection as heing entirely of old masters that he had acquired at various times
at bargain prices. Upon death, it wus found that many were not genuine but
were good pictures hy artists of the same period who commanded lower prices.
Our question is whetlier or not thera was a loss on the basis of the decedent’s
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costs? There are no formal records of the purchases. Although we do have
checkbooks, we have no knowledge who sold him the paintings.

Parenthetically in this estate, recomputing the Federal Income Tax Return
of the Executor under the 1978 Tax Reform Act resulted in additional Federal
income tax,

Although we have some records of man hours employed in working out the
carry-over cost basis in estates, these records are not complete. We have not
had the staff to have someone work uninterruptedly on such matters. I am in-
formed that we estimate we must budget 15 minutes per investment when costs
are known. Without costs, we estimate the time to be fifteen minutes to one hour
per investment,

Example A. (46-02934). In an account having 59 securities with an accountant
who could supply most of the initial costs, four and one-half (41%) hours were
consumed in developing costs of those few investments for which there were no
records.

Even when the decedent’s costs are on his records, we find such records are
not complete when the investments include stocks of corporations which charac-
teristically pay *‘return of capital” dividends. Usually the decedent takes no
notice of the fact that such dividends result in a reduction in his cost basis.

Example A, (41-02854) (46-02931) :

American Electric Power Company, common,
Central Vermont Public Service, common.
Pacific Telephone and Telegraph Company, common.
Philadelphia Electric Company, common,
Censolidated Edison Company of New York.

Example B.:

Pacific Gas and Electric Company, common.
Hackensack Water Company, common.
Public Service Electric Company, common.
General Public Utilities, common.

United Corporation, common.

We have no experience after the carry-over basis hecame effective with estates
holding E. 1. duPPont deNemours stock. Youn will recall that many years ago there
was a spin-off of General Motors capital stock. There Is a foreseeable calculation
in estates having holdings of duPont before the spin-off dates. The General
Motors stock will be a part of the computation if that stock is also on hand at
death.

You will observe that the latter two kinds of adjustment that stockholders are
required to make themselves on such holdings call for a measure of knowledge
and recollection by the fiduciary. Because it is not self-evident which corpora-
tions paid ‘return of capital” dividends, the fiduciary must investigate ALL
stocks to make sure the costs are properly adjusted.

Very truly yours,
JouN P. RosE,
Senior Vice President.

MoRGAN GUARANTY TRUST Co. OF NEW YORK,
New York,January 31, 1979.
Mr. R1CHARD BUSHELON,
Viee Pregident, U.S. Trust Cr,.,
New York, N.Y. .

DEAR Dick: In accordance with your letter of January 5th, I have attached
data on several estates in which the determination of cost basis has been par-
ticularly troublesome.

With respect to carry over basis itself I think our committee’s position in favor
of repeal is correct. As for any alternative, I believe we should oppose any plan
that requires the determination of the decedent’s cost basis such as the taxation
of gains at death. A discounted valuation of a percentage each year with a
maximum limitation on the total discount might be sn acceptable substitute
provided the annual percentage was not too high. For simplification there should
he no adjustments to this discounted value. One drawback of this ronute would
be that tax cost figures and estate tax values would be different and might well
lead to administrative problems,

Perhaps the best and most simple route would be an additional estate tax of a
certain percentage or a scaling back of the unified credit or a combinafion of
both. This putx us baslcally back to pre 1976 reform act law.
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Finally, it is conceded by just about everyone including the Treasury that carry
over basis is incapable of administration and in order to correct some of its
defects changes have been suggested that would eliminate all but 29 of
all estates from its provisions. It seems to me, and I think that this point should
be emphasized, that if carryover basis is bad law for 98¢5 of all estates it is bad
law for 1009 of them and 2% should not have to suffer under a bad law merely
because of their size.

Sincerely,
Bos
RoBERT F. NEUBURGER,
Vice President.,
CARRYOVER BAsIS EXAMPLES
Case No. 1

This estate included a stamp collection of over 500,000 stamps held in a cor-
poration of which the decedent was the sole stockholder. After many hours of
research it was determined that it was imposisble to determine the decedent’s
costs, However, since the estate was primarily distributable to charity, the tax
problem was mitigated. In this same estate over sixty hours time was spent
in determining the cost of some of the decedents securities. For other securities
it was impossible to determine costs,

Case No, 2

This involved a very substantial estate where the tangible personal property
exceeded $5,000,000.00 covering thousands of items acquired over a prolonged
period of time. Over 100 hours time was spent in determining the cost basis of
these items from the decedents records. Some costs were impossible to determine,

Case No. 3

This estate involved a very elderly lady who had no cost records for eithet
her personal property or securities. Her brokerage firm is no longer in existence
nor was possible to secure any information from transfer agents. In all, over
thirty hours were spent in a futile effort to determine costs.

NEw JERSEY BANK, N.A.,
Paterson, XN, J., January 18, 1979.
Mr. RrcitArp J. BUSHELON,
United States Trust Co..
45 Wall Street, New York, N.Y.

DEAR MRr. Busnkrox : I am responding to your letter of January 5. 1979 wherein
vou ask us to supply rou with examples where we have had diffienlty with carry-
over basis. We have had a few problems in this area which this letter will outline:

1. Specific examples of cases in which proof of basis was not possible: a) we
had a decedent who had inherited stocks frem her mother and father's estate
who died in the 1920’s and 1930's. The Extate tax returns of the parents were not
available and there were no colse relatives to confirm dates of death. b) we had
a decedent who was single with no close relatives and had acquired stocks and
bonds through purchases and kept ne records, The hrokerage agency which the
decedent had dealt with no longer had records or knew when the assets were
acquired,.

g. Specific examnle of cases in whieh determining the basis involved an ex-
traordinary amount of time and expense in relation to the size of the estate: we
had a decedent who acquired stocks and bonds through purchases, inheritance,
and subserintions. Only the hrokerage slips were kept, Tax costs had to be worked
up by hand chorking all eapital changes for cach lot. Semetimes we had to ask
for quotes from hrokerage agencies if only the dates of acquisition were available.

If I can be of any further assistance to you please do not hesitate to contact
me.

Wonld yon please correct your mailing list to reflect the correct address of Mr,
Richard F. Ward, a member of CBIT, as follows:

¢/0 New Jersey Bank, N.A.
P.0. Box 2177,
Paterson, New Jersey 07509.
Sincerely yours,
(Mrs.) Gamn M. Cass,
Taxr and Accounting Supervisor,
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PROVIDENT NATIONAL BANK,
Philadelphia, Pa., January 15, 1979.

Mr. RicHARD J. BUSHELON,

Chairman, Conference Committee, Committce of Banking Institutions on
Tazration, % United States Trust Company of New York, 45 Wall Street,
Nctw York, N.Y.

Dear MRr. Busnerox: In response to the Committee’s request for information
describing specific examples of problems encountered with carryover basis, we
are pleased to submit the following :

1. Specific examples of cases in which proof of basis was not possible and the
reasons.

a. In an estate grossing more than $1,500,000, the decedent had absolutely
no records of cost bases or dates of acquisition of any of his assets. Repeated,
strenuous and very time-consuming attempts were made by the Bank,
counsel for the Estate, the individual Co-Executor, who was a close business
associate and friend of the decedent, and the surviving spouse to uncover
information relating to basis; but it was impossible to do. Causing the
greatest problems was the decedent’s tangible personal property-—more than
400 items valucd over $332,000. The lack of information concerning both
cost bases and dates of acquisition made it impossible to even estimate the
carryover basis of these items. Although the amendment by the Revenue Act
of 1978 to Scction 1023(h) of the Code could be assumed to have provided
some relief for us in this specific estate, this would definitely not be true
if death had eccurred even during the early 1980s, since no assumption conld
be made validly which items, if any, of this property had been owned by the
decedent on December 31, 1976,

b. To date, our experience has shown that it is impossible to definitively
establish bases of assets in more than 25 percent of the estates we are
handling because the needed records are not available either among the
decedent’s papers or from any other sources, such as stock brokers, attorneys,
or other lifetime advisers.

2. Specific examples of cases in which proof of basis involved an inordinate
amount of time and expense in relation to the size of the estate,

a. During his life, the decedent was an extremely active trader (not a
broker) of sccurities. Althongh he had maintained reasonably good (although
not always legible) security records, the sheer number of individnal assets
owned at death involved an inordinate amount of time and expense required
to be devoted {o computing carryover basis in relation to the size of the
estate. The estate was valued at $380,000, composed primarily of more thau
120 individual securities, representing over 200 individual tax lots. The
time required to prove the basis of these assets consumed more than 80 hours,
considerably increasing our costs (including overtime wages) for the ad-
ministration of this estate,

b. In 1972, our customer purchased for $10,000, S97 shares of a mutnal
fund. Dividends were reinvested in additional shares, and she receives a §75
quarterly cash distribution from the fund. Although our customer is still
living, we felt that it was advisable to develop cost information concerning
this asset now, rather than in the future. A= of December 31, 1977, the total
holding was valued at approximately $13,100, and was composed of 29 indi-
vidual tax lots. It required 19 hours to compute the basis for each lot of this
asset,

8 The details of any time studies made by trust institutions or law firms in
complying with the carryover basis requirements, and particularly the proof
of basis aspeet of the law.

a. A time study of the work involved with carryover basis was made by
an in-house specialist in that field, Based on a detailed collection of data
during a continuous six-week period, it was concluded that, on average, 52.9
minutes was required per asset per tax lot to handle the requirements of
carryover basis. Although the study did not allocate this time hetween
proving basisx and computation of the adjustments to hasis, it ean be cate-
gorically stated that at least two-thirds of the total time, or 335 minutes, is
required to prove basis, Moreover, the study did not include any time required
for re-computation of adjustments to basis by reason of changes in estate of
inheritance tax liabilities, which would tend to further increase the amount
of time needed to fulfill the requirements of the carryover basis law,
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e have provided the American Bankers Association with a similar response
to thelr request for this same information.
Please let us know if we can provide you with further information or assistance
in any way.
PAuUL A. GERNEY,
Vice President.

LAwW OFFICES OF MILLER & CHEVALIER,
Washington, D.C., June 13, 1979.
Hon, HarrY F. ByRp, Jr,,
Chairman, Subcommsttee on Tazation and Dedbt Management Generally, Com-
mitteo on Finance, U.S. Senate, Washington, D.C.

DeAR SENATOR BYrp: Pursuant to the Subcommittee’s press release of January
31, 1979, the following comments are submitted to encourage the Subcommittee
and the Congress to repeal the carryover basis provisions of the Internal Revenue
Code. These comments are submitted on behalf of the H. E. Butt Grocery Com-
pany of Corpus Christi, Texas, a family business of the type which Congress has
frequently sought to protect but which could be subjected to serious injury if
carryover basis remains in the tax law.

The Subcommittee has been presented with ample evidence that carryover basis
is unworkable and unfair, It is unfair to the investor, and especially the entre-
preneur, who is confronted by a radical change in the tax rules applicable to his
investment. It is nnfair to the executor, who bears the brunt of the enormous ad-
ministrative burden imposed by carryover basis. And it is unfair to the heir or
other recipient of carryover basis property.

UNFAIRNESS TO THE INVESTOR

Small businesses in America derive their strength in large part from the will-
ingness of investors and entrepreneurs to risk their capital in new and develop-
ing business ventures. In the context of the family business, it cannot he gainsaid
that an important, and often paramount, factor in motivating such investments is
the prospect of passing the business on to one’s descendaats, free from substantial
enenmbrances, The potential income-tax liability imposed in a carryover basis
system i3 such an encumbrance, Tt {s true that the tax is not due until the business
or part of the business is sold. Meanwhile, however, like an unpaid mortgage, it
will limit the beneficiary’s freedom and frustrate the businessman's natural am-
hitinn to pass the husiness on to his children intact. To the extent that any busi-
ness property must be sold to pay administration expenses and taxes, including
the new income taxes imposed on such sales under carrrover basis, the difficuities
of passing a family business intaet to one's descendants are only aggravated.

At the hearing on March 12, 1979, members of the Subcommittee correctly
pointed out the particularly oppressive effect of carryover hasis on small busi-
nesses. In the estate tax provistons of the Tax Reform Act of 1976, Congress re-
vealed a commendable concern for small businesses, in providing for special
valuation, deferred parment of estate taxes, and. more generally, an estate tax
credit equivalent to an exemption substantially greater than under prior law.
Nevertheless, with the enactment of carryover basls, also in the Tax Refrom Act
of 1978, Congress may well have taken away with one hand even more than it
had intended to give with the other.

Continning concern for small businesses in the present Congress is indicated
by the introduetion of varions bills, including S. 545, to increase the amonnt of
depreciation allowed with respect to certain small business property, by Senator
Chafee, & member of the Subcommittee: 8. 653. the “Small Business Capital
Preservation Act of 1979.” by Senator Nelson. chairman of the Committee on
Small Business: and 8. 655, the “Small Business Investment Incentive Act.”
by Senator Weicker. the ranking Republiean on that Committee. To honor its
demonstrated commitment to small businesses, it is necessary that Congress
relieve them from the burdens of carryover basis.

UNFAIRNESS TO THE EXECUTOR

Perhaps the most consplenons hurden imposed hy earrrover hasis i the burden
of determining cost hasis itself. It is one thing to expect a living person to recall
the cost of property he has acquired long ago. Tt is an almost impossible task
for his executor in the absence of complete records. It must be remembered that
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in family businesses which have grown fiom small beginnings to substantial
enterprises, the recordkeeping in the early stages of development may have heen
minimal. In a noninvestment context such as the acquisition of household goods,
records of cost simply do not exist. It is no answer to provide a so-called “mini-
mum basls,” like that contained in § 1023(h) (3) of the Internal Revenue Code.
An executor is & fiduclary. under a high standard of duty to the beneficlaries of
the estate, including, we suggest, the duty to estahlish a basis higher than the
minimum if he can. Moreover, the minimum basis provided under § 1023(h) (3)
is available only for computing the “fresh start” adjustment for property held
on December 31, 1976. Thus its availability will decline as time passes. The
assumption seenmis to be that in response to the 1976 Act the public has now begun
to keep complete records. That this will never be the case is illustrated daily
to those involved with the administration of decedents’ estates.

Even where it is possible to determine or reasonably estimate the carryover
basis, the process will greatly increase the expenses of administration. Moreover,
hecause of the many complex interrelated computations required, the process
will be slow. At the same time, the executor will be required to raise the cash
needed to pay debts, taxes, and expenses—frequently hy selling assets for which
a basis has not been finally determined. In other words, he will be selling blind,
without the opportunity to assess the tax consequences of his actions that simple
fairness dictates every taxpayer should have. Under present law. in effect through
December 31. 1979, the executor always has that opportunity. He can be certain
that the basis of any property he sells will be its value on the date of the dece-
dent's death. Even if he later elects the alternate valuation date provided under
§ 2032, he knows that the basis of any asset sold before that date is its value on
‘the date of sale.

Under carryover hasis, once an executor does determine basis, if he can, he
still faces the formidable task of distributing property to beneficiaries in a
manner consistent with his fidueciary duty to treaty all beneficiaries equally. The
proponents of carryvover basis have not suggested how the executor can do this
when he must consider not only the value of property he distributes, but also
the large potential income-tax liability he thereby imposes on heneficiaries. While
executors have experience under present law dealing with the appreciation that
occurs during the administration of the estate, these amounts of appreciation
are searcely to be compared with the unrealized appreciation accumulated during
a lifetime (or even sueccessive lifetimes) that the executor in a carryover basis
system would have {o allocate among beneficiaries.

P’roponents of carryover basis sometimes charge that professional fidueciaries
and tax practitioners have had no difficulty employing carryover principles in
the case of lifetime gifts and income in respect of a decedent. But these alleged
precedents are by no means the same. A gift, unlike death, is a voluntary act.
and a carryvover basis is an appropriate means of preventing abnse, The prop-
erty which i« the subject of a lifetime gift is specifically selected for that pur-
pose, and the gift tax return provides a record of the hasis, made by the don.r
while he is alive. Moreover, the donor of a lifetime gift is not a fidueiary and
has no duty to treat donees equally. Income in respect of u decedent. on the
other hand, typieally results from a recorded transacticu, frequently entered
into only shortly before death, and generally basis is considered to be zero in
any event.

T'nder carryover basis, the executor's problems are aggravated by his inereased
need for cash to pay the income taxes generated by his sales, even when those
sales themselves are compelled hy his need for cash to pay debts, expenses, and
other taxes. As previously stated, when Congress passed the Tax Reform Act of
1976, it was clearly concerned about the liqnidity of estates—especially those
including small and elosely-held husinesses. If Congress at that time had nnder-
stnod the adverse effects of carrvover basis on liquidity, it is doubtful indeed
that earryover hasis would ever have been enacted.

It is no answer to provide a minimum agegrecate hasis for estate assets or
exemptione for various types of assets, even with the increased mits now nro-
posed by the Treasnry Department. Extates which fall below the lHmits will be
henefited because, for those estates, earryover hasis will have been effectively
renealed—which is the correct solution, Bnt executors of estates ahove the linits
will have all the problems previonsly deseribed, plus the additional prohtem of
solecting the property to be eligible for the varions exemptions, all within the
rigid requirement that a fiduelary treat all heneficlaries equally, Thus, any
rationale for such exemptions and exclusions applies with equal force to estates
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of any size and compels the conclusion that carryover basis should be entirely
repealed.

Finally, either of the currently proposed alternatives to carryover basis—a
capital gains tax at death or an additional estate tax on unrealized apprecia-
tion—would be at least as objectionable. Under such alternatives, the problems
of uncertainty and fiduciary duty might be somewhat relieved. But the problem
of estate liquidity and the effects on closely-held businesses would l:ie greatly
aggravated. And, of course, the chief problem—the problem of determining a
decedent’s basis—is common to all three proposals. Only a forthright and simple
repeal of carryover basis will solve these problems in a manner that is fair and
administrable,

UNFAIRNESS TO THE IIEIR

Carryover basis not only produces difliculties in its administration, it is un-
sound in principle. In the first place, the soundness of taxing any capital gain
as “income” {s open to considerable doubt, espeeially to the extent that gain
merely represents the well-recognized effects of general inflation, At least it
must be acknowledged that the views of reasonable people differ on the subject.
Thus, the miethod under present law of assigning preperty a basis equal to its
date-of-death value produces a rough compromise to compensate for inflation.
As a result, under present law, the heir or other beneflciary of a decedent’s estate
begins to measure his taxable gain or loss approximately at the time he receives
the properiy. In other words, his tax consequences depend on a holding period
which is within bis control. If he recognizes a taxable gain, it is attributable
to his decision to hold the property for as long as he does, and to dispose of
the property when he does, thus maintaining consisteney with the fundamental
principle tliat realization of income is somehow related to the taxpayer's volun-
tary acts or choices. Carryover basis subverts this principle by compelling the
heir to pay tax on gain accrued during a period for which he is not responsihle.

The proponents of carryover basis frequently distort the issue by referring
to the resuit under present law as a “stepped-up” basis, thus implying a windfall
to the taxpayer. Although the present law frequently produces a “stepped-up”
basix, in most instances this merely reflects the fact of general inflation, for
which such step-ups are rough compensation. In fact, basis under present law
is simply the date-of-death value, whether “stepped up™ or “stepped down.” Thus,
the heir ix properly held accountable for both gains and losses accruing while
he holds the property, and none hefore. For example, marketable stocks gen-
erally declined during 1977 from their December 31, 1976, “fresh start” values.
When earryvover baxis was deferred from 1977 to 1980, some heirs of decedents
who had d¢ied in 1977 found that the basis of those stocks was lower than (he
“fre<h start” basis they would have had. In other words. sume of those heirs
might have actually saved income taxes as a result of carryover basis. Congress
might provide transitional relief for those taxpayers who sold property in reli-
ance on the law Congress had enacted, but carryover basis remains an unsound
cons~ept, even in 1977 when it might have saved some tax,

‘The unfairness of imputing to the recipient of carryover basis property the
gain aceruing before it comes under his control is magnified when that recipient
is the executor. Proponents of carryover basis often cite the example of the two
investors whan decide to sell their stock and are run over by a truck one minute
after the first investor has made his sale and realized his gain, but the second
investor is still on his way to the broker's office and his sale must be made
by his executor. Under present law, these two salse are indeed treated difTer-
ently, simply because they are indeed different. The lifetime <ale is a voluntary
act of realization, In contrast, the executor's primary task is liquidation. In
addition, he is made responsible not only for the decedent's debts but also for
administration expenses, including taxes. Thus, the executor’s sale is pursuant
to duties thranst upon him; it is no more “volnutary” than death itself. There
ix no inenusisteney in treating the executor’s obligated liquidation differently
from an investor's voluntary act to realize his gain. The mere “intention” to
visit the broker's office cannat be given any tax signifieance, any more than
would an “intention” to make a charitable donation. The law should tax only
the act of realization. and for that reason Loth carryover basis and any alter-
native system of {axing appreciation at death are altogether unsound.
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RECOMMENDATIONS

For the reasons stated and for other reasons amply demonstrated hy the
testimony and comments submitted to the Subcommittee, carryover basis should
I:e entirely repealed.

‘The problems raised by carryover basis are fundamental and cannot be solved
by “cleaning up” the statute, If Corgress nevertheless decides to retain carry-
over basis in a moditied form, then, as a minimuw, assets acquired bLefore the
date of enactment of the legislation should be exempted. In this way, the in-
vestor or entrepreneur who has wade investments over a lifetime in reliance
on present law would nert find the rules changed in the middle of his life or,
worse, at the end of his life. Such an exception would also create the greatest
likeliiood that citizens would respond by beginning to keep adequate records,
it least of major purchases,

Any attempt te make carryover basis acceptable, short of outright repeal,
should give consideration to the special circumstances of family businesses, in-
cluding the unusual problems which can he caused by illiquidity. For example,
stoek which is redeemed to pay death taxes and administration expenses under
§ 303 should be exempt from carryover basis, in addition to any other exemptions
that might be applicable, Similarly, the Subcommittee should recommend an
exemption from earryover hasis for an “interest in a closely held business” which
qualities an estate for deferral of estate taxes under § 6166 or § 61G6A, In addi-
tion, whenever any corporate stock is valued with reference to the value of
the asyets owned by the corporation, in accordance with Treasury Regulation
§ 20.2031-2(f) (2), awd the underlying assets themselves would qualify for
an exemption or other special treatment under the carryover basis rules, then
the stock should also qualify for the saine exemption or special treatment.

Consideration shoutd be given to preferred stock, which plays a eritical role
in the capital structure of many clevely-held family corporations, Of course,
a “fresh start” adjustment wiil not Le needed i€ previourly held assets are
excludwd from earryover basis, as they should be, BDut if a “fresh start” adjust-
ment is necded, provision shonld be miade to recognize the fact thut nonparticipat-
ing, nonconvertible preferred stock never apprecintes above its stated redemption
price, and the fiction of constant day-by-day appreciation, now reflected in
§1023(h) (2), should be abandoned. New § 1023(h) (5). which would have been
added by 2. 281 in the 90th Coagvoes aid which the Treasury Departinent sup-
ported, would have achieved this desirable result with respect to preferred
stock issued lefore 1977, But obviously, it is ouly fortuitous if stock qualifies
for such a limited provision. The appreciation taken into account with respeet
to preferred stock issued in exchange for commeon stock at any time should he
limited to the period of time attributable to the common stock before the
exchanye.

In conelusiom, carryover basis should be entirely repealed, or at least its
offectivencss should Fe made purely prospective and its severe impact on closely-
el family husinesxes should be reduced. The Subcommittee is nrged to use its
hest efforts to secure such a Jegislative solution Lefore January 1, 1980, to avoid
the uncertainty that prevailed throughout the consideration of the “Technical
Corrections Act” in 1977 and 1978.

Respectfully submitted,

DAvIn W. RICHMOND.



APPEXNDIX

BACKGROUND AND ISSUES
RELATING TO

CARRYOVER BASIS

I. INTRODUCTION

The carryover basis provision described in this pamphlet has been
scheduled for hearings on March 12, 19, and 20, 1979, by the Subcom-
mittee on Taxation and Debt Management Generally of the Senate
Committee on Finance.

In connection with this hearing. the staff of the Joint Committee on
Taxation has prepared a description of the prior and present income
tax treatment of property acquired from a decedent, the principal
issues raised by carryover basis, and possible alternatives to carryover
basis. The estimated revenue effect from repeal or certain possible
modifications of carryover basis also is presented.
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II. SUMMARY

Under the law prior to the Tax Reform Act of 1976, the basis for
determining gain or loss from sales of property acquired from a de-
cedent generally was the value of the property at the date of the
decedent’s death. This was commonly referred to as a “step-up” in the
basis of property at death. Thus, if property owned by a decedent had
appreciated after it was acquired, that appreciation never was subject
to the income tax. On the other hand, if nondepreciable property had
declined in value after the decedent acquired it, the decline in value
never could be deducted for income tax purposes.

Where property is transferred by gift, the basis in the hands of
the donee is generally the same as the donor’s basis. Also, where in-
come had been earned by a decedent but was not properly includible
in his last income tax return, the recipient is taxed in essentially the
same manner as the decedent would have been if he had lived to receive
it, i.e., the tax attributes are carried over to the beneficiary.

The Tax Reform Act of 1976 provided that the basis of most prop-
erty acquired from a decedent after December 31, 1976, was no longer
generally to be determined in reference to its fair market value on the
date of the decedent’s death.! In general, the basis of such property
was to be the same as the decedent’s basis immediately before death
with certain adjustments (i.e., a “carryover basis”).

The 1976 provision was added because Congress believed that prior
law resulted in discrimination against those persons who sell their
property prior to death as compared with those whose property was
not sold until after death. Postponement of a sale until after the
owner’s death could result in all appreciation occurring before death
not being subject to the income tax. In addition, Congress was con-
cerned that prior law resulted in persons iostponing sales to avoid
tax on the appreciation and that this “lock-in"” effect impaired the
mobility of capital.

In order to prevent a portion of the appreciation from being taxed
by both the estate and income tax, an adjustment was provided to in-
crease the carryover basis by Federal and State death taxes attributable
to the nét appreciation of property subject to tax. In addition, in order
to exempt smaller estates from administrative- burdens arising from
carryover basis, a $60,000 minimum basis adjustment was provided.
Also, in order to prevent retroactive effect from the adoption of carry-
over basis, a ‘fresh-start’’ adjustment was provided. Under that adjust-
ment, the basis of an asset acquired from a decedent was to be stepped-
up to its value on December 31, 1976, for purposes of determining gain
if the asset had been held by the decedent on that date.

i1 The carryover basis provisions were added to the 1976 Act by the Conference
Committee. These provisions had been included in a separate bill dealing with
estate and gift taxes swhich had been reported by the Ways and Means Committee.
The Senate Finance Committee has ot reported a carryover basis provision.
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The carryover basis provisions have been-criticized as being ex-
tremely ‘complex and administratively unworkable. Administrators
of estates testified that compliance with the provisions caused a tre-
mendous increase in the time required to administer an estate and re-
sulted in raising the cost of administration. In response to the prob-
lems raised, the Revenue Act of 1978 postponed for three years the
carryover basis provisions, making the provisions applicable only to
property of decedents dying after 1979.

Tho Administration strongly opposes further deferral or repeal of
the carryover basis provisions. It argues that the appreciation on in-
herited assets passing annually is a%out $20 billion (at 1979 levels)
and that, under prior law, this appreciation would not be subject to
the income tax. During the 95th Congress, the Treasury Department
endorsed a number of proposed amendments to simplify the applica-
tion of carryover basis and to have it only apply to larger estates. One
of these proposals would have increased the “minimum basis” adjust-
ment amount from $60,000 to $175.000. It is estimated that, if carry-
over basis applied only to estates having carryover property with a
value of more than $175,000, only about 2 to 3 percent of all estates
would be subject to the carryover basis rules.

On the other hand, opponents of the carryover basis provisions state
that no amount of “clean-up” can solve its major defects and make it
work in a relatively simple manner. They point out that it is extremely
difficult or impossible to prove the basis of certain property, and that
this proof of basis problem cannot be satisfactorily solved. In addi-
tion, they argue that it would be unfair to apply these provisions to
only a small number of estates. They also argue that coverage of only
a small number of estates indicates that the provisions are too costly
to administer in most cases.
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III. BACKGROUND—INCOME TAX TREATMENT OF PROP-
ERTY ACQUIRED FROM A DECEDENT

A. Prior to the Tax Reform Act of 1976

1, Summary of provisions

Under the law prior to the Tax Reform Act of 1976, the cost or
basis of property acquired from or passing from a decedent was its
fair market value at the date of the decedent’s death (or at the
alternate valuation date if that date was elected for estate tax pur-
poses).! Thus, if the fair market value of the property had appre-
ciated after the decedent acquired it, that appreciation never would be
subject to income tax. On the other hand, if nondepreciable property
declined in value after the decedent acquired it, the decline in value
never could be deducted for income tax purposes. The basis of property
acquired from or passing from the decedent under prior law was often
referred to as a “stepped-up basis.” ( Although basis may have been ad-
justed upward or downward at death, upward adjustments were more
common, partly because many types of property tend to appreciate
over time, and partly because individuals may have disposed of their
loss property prior to death, but tended to hold property which had
appreciated.)

For the Eurpose of determining what property was given a stepped-
up basis, the test was generally whether the property was included in
the gross estate of the decedent. In addition, the surviving spouse’s
share of community property was treated as if it were acquired from
the decedent (and received a stepped-up basis) even though that por-
tion of the community propertv was not includible in the gross estate
of the decedent. The purpose of this rule was to equalize the basis treat-
ment of a surviving spouse’s share of community property with prop-
erty passing to a surviving spouse in a common law State.

Where property is transferred by gift, the basis of the property in
the hands of the donee is generally the same as the donor’s basis. How-
ever, this “carrvover basis” was increased by the amount of any gift
taxes paid on the transfer by gift, but not in excess of the property’s
fair market value as of the date of the gift. An exception to the carry-
over basis rule is provided in computing any loss resulting from the
sale or other disposition of property acquired by gift. Under that
exception, the basis of the asset for purposes of computing loss is the
Jesser of the fair market value of the property on the date of gift or
the basis of the property in the hands of the donor. Where the asset is
sold at a price greater than the fair market value at the date of gift,
but less than the basis of the donor, then neither gain nor loss is recog-
nized on the transaction.

! For purposes of this discussion, a reference to the fair market value at the
date of the decedent’s death will include reference to the value of the property
on the alternate valuation date.



158

In addition, where income had been earned by a decedent but was
not properly includible in his income tax return, the petson receiving
the income must treat the income essentially in the same manner as the
decedent would have if he had lived to receive it. Thus, the tax treat-
ment of this income, called income in respect of a decedent, carries
over to the recipient of the income. However, a separate income tax
deduction for the Federal estate tax attributable to an item of income
in respect of a decedent is allowed to avoid double taxation.?

2. Previous proposals for change

Prior to the 1976 Act, the law relating to the income tax treatment
of property acquired from a decedent had remained generally un-
changed since the enactment of the income tax laws in 1913. However,
in 1963, the Kennedy Administration proposed imposing a capital
gain tax on unrealized appreciation on property held at death. Gen-
erally, gain would have been recognized in a decedent’s final income
tax return as if the property had been sold immediately prior to death.
In response to that proposal, the Committeec on Ways and Means,
during the markup of the bill which became the Revenue Act of 1964,
tentatively agreed to adopt a “carryover basis” provision. The tenta-
tive decision was subsequently reversed, and the reported bill did not
contain any changes to the treatment of property held by or acquired
from a decedent.

In its tax reform studies published in 1969, the Treasury Depart-
ment recommended taxation under the income tax, in a manner similar
to that of capital gains, of the appreciation in the value of assets
transferred at death or by gift.

Finally, in 1972, the American Bankers Association recommended.
as an alternative to either capital gains at death treatment or carry-
over basis, the imposition of an additional estate tax on appreciation.
This recommendation was developed in connection with a proposal
for comprehensive revision of the estate and gift tax laws.

3 In the typical case where income is realized before death, an income tax is
imposed on the realized gain. In addition, an estate tax is imposed on income
retained after payment of the income tax. Thus, there is normally both an
income tax and an estate tax imposed on income. However, any income tax
paid on income realized before death reduces the amount of the gross estate
subject to the estate tax. As a result, there is no estate tax imposed on the
portion of the income used to pay the income tax. However, where the income
is realized after death, the value includible in the gross estate is not discounted
for any potential income tax liability. Consequently, in those cases where income
is recognized after death, the carryover basis rules and other rules where income
is taxed to the decedent’s beneflciary (income in respect of a decedent, joint and
survivor annuities, etc.) provide that the amount of income subject to the income
tax is reduced by the amount of estate taxes imposed on the income item, In the
case of income in respect of a decedent, a deduction for estate taxes attributable
to the income item is allowed. In the case of carryover basis, an adjustment to
the basis of the property is allowed.

All of these types of adjustments are designed to achieve a result similar to the
result reached when income 18 recognized before death. In the interest of brevity
and simplicity, that purpose Is often referred to #s “avolding double taxation.”
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B. Carryover Basis Under the Tax Reform Act of 1976

1. In general

Under the 1976 Act, the Congress adopted a carryover basis provi-
sion for property acquired from a decedent. The provision was to
apply with respect to property acquired from a decedent dying after
December 31, 1976.

The Congress believed that prior law resulted in discrimination
against those people who sell their property before death as compared
with those whose property was not sold until after death. Also, the
Congress believed that repeal of the stepped-up basis rules would re-
duce the lock-in effect upon investments which resulted when older
persons refrained from selling property because they realized that the
appreciation would be subject to income tax if the sale were made
then, but would not be if the property was held until death and later
sold by the estate or heirs. In addition, the Congress believed that a
carryover basis rule for property acquired from a decedent eliminated
an unwarranted difference in treatment between lifetime gift trans-
fers, whichh were subject to a carryover basis rule, and deathtime
transfers.

2. Description of provisions

General

Under the Tax Reform Act of 1976, the basis of most property
acquired from or passing from a decedent dying after December 31,
1976, was not to be stepped up (or stepped down) to reflect the fair
market value of the property on the date of death. Property which was
no longer entitled to this adjustment based on fair market value was
referred to, under the Act, as “carryover basis property.” Property
which was not carryover basis property continued to be governed by
the basis rules of prior law.

The Act added a new provision (sec. 1023) to provide rules for
determining the basis of “carryover basis property.” In general, the
basis of carryover basis property acquired from or passing from a
decedent dying after December 31, 1976, was to be the decedent’s basis
immediately before his death with certain adjustments discussed below.

Where the carryover basis rules apply, the gain on the sale or other
disposition of property received from a decedent was to be taxed to
the recipient who sold. or otherwise disposed of, the property. This
gain reflects any decrease in basis of the property in the hands of the
decedent from depreciation, depletion, or amortization deductions
taken by him. Therefore, the gain on the sale of such property was
characterized as ordinary income to the extent provided by the recap-
ture provisions (secs. 1245, etc.) of the Code. In addition, cost deple-
tion, depreciation, and amortization was to be computed 1n reference
to the carryover basis.
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The Act generally did not limit the adjusted carryover basis to the
fair market value of property acquired from or passing from a dece-
dent. Thus, in the case of investment assets held by the decedent, losses
as well as gains were measured by reference to the basis of the property
in the hands of the decedent.

However, losses that typically occur in connection with personal and
household assets were not allowed to offset gains attributable to the
investment assets of the decedent, since these losses would have been
treated as nondeductible personal losses if they had been realized by
the decedent during his life.

Dejinition of carryover basis property

Generally, the term “carryover basis property” includes all property
acquired from or passing from the decedent (within the meaning of
section 1014(b)). Thus, the term generally covers all property which
received a stepped-up basis under prior law. However, there are a
number of exceptions to the general rule.

First, the Act excepted life insurance on the decedent’s life from
the definition of carryover basis property. Second, the Act made a num-
ber of other exceptions for property where the income attributable to
it is already taxed to the recipient under present law.?

Third, the executor of the estate may elect to exempt up to $10,000
worth of household and personal effects of the decedent from the carry-
over basis rules by making an election designating which items are not
to receive carryover basis treatment. If the executor makes such an
election, the personal and household effects to which the election
applies would receive a stepped-up basis, as under prior law.

Adjustments to carryover basis

In addition to a transitional “fresh start” adjustment described be-
low, the Act provided three adjustments that are made to the adjusted
basis which is carried over from the decedent. Under the first adjust-
ment, the basis is increased by Federal and State estate taxes paid by
the estate attributable to the appreciation in the carryover basis prop-
erty. Second. after the adjustment for Federal and State estate
taxes, if $60,000 exceeds the adjusted bases of all carryover assets, the
bases of appreciated carryover basis property is increased by the excess.
Finally, the basis of carrvover basis property is increased by any State
death taxes which are paid by the distributee of carryover basis prop-
erty and which are attributable to any remaining appreciation in carry-
over basis property received by that distributee. However, in no event
may the basis of any asset be increased by the three adjustments in
excess of its fair market value on the date of the decedent’s death,

Adjustment for“fresh start”

Under the Act, the adjusted basis of property which the decedent
was treated as holding on December 31, 1976, was increased, for pur-
poses of determining gain (but not loss), by the amount by which the

* Sections 72, 402, 403, 423(c), 424(c) (1), 691, and 1014(b) (5) (and sec. 1014
(b) (9) with respect to property included in the gross estate where the donee has
sold it before the decedent's death). For purposes of the exception with respect
to payments and distributions under a deferred compensation plan. life insurance
proceeds payable under the plan and excludible under section 72(m) (3) are
treated as taxable to the beneflciary and thus excluded from the term “carryover
basis property.”
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fair market value of property on December 31, 1976, exceeded its
adjusted basis on that date. In essence, this modification continued
prior law with respect to appreciation in property accruing before
January 1, 1977, and provides everyone with a ‘“fresh start.”

In order to avoid the necessity of obtaining an appraisal on all
property held on December 31, 1976, the Act contained a provision
which required that all property. other than securities for which mar-
ket quotations are readily available, be valued under a special valua-
tion method. The special rule was to be used where the carryover basis
property does not reflect the basis of property which, on December 31,
1976, was a marketable bond or security. In general, the special rule
determined the adjustment by assuming that any appreciation occur-
ring between the acquisition of the property and the date of the dece-
dent’s death occurred at the same rate over the entire time that the
decedent was treated as holding the property.

Under the Act, the December 31, 1976, value of marketable bonds
or regional exchange: securities regularly traded in the national or
1976. Marketable bonds or securities are securities which are listed on
the New York Stock Exchange, the American Stock Exchange, or any
city or regional exchange in which quotations appear on a daily basis,
including {oreign securities listed on a recognized foreign national
or regional exchange; securities regularly traded in the national or
regional over-the-counter market, for which published quotations are
available; securities locally traded for which quotations can readily
be obtfainsd from established brokerage firms; and units in a common
trust fund. :

Adjustment for Federal and State estate taxes

The Act increased the basis of carryover basis property by a portion
of the Federal and State estate taxes attritbutable to the net apprecia-
tion in value of carryover basis property. The purpose of the adjust-
ment for Federal and State estate taxes was to prevent a portion of
the appreciation from being subject to both the estate tax and the in-
come tax. For this reason, the adjustment was limited to the portion of
the Federal and State estate taxes that is attributable to the apprecia-
tion in the carryover basis assets. That portion for each individual
carryover basis asset was to be determined by multiplying the net
Federal and State estate tax after all credits by a fraction., The nu-
merator of the fraction is the amount of appreciation in the individual
carryover basis asset and the denominator is the total value of all
property of the decedent subject to the estate tax.

The adjustment to carryover basis provided under the Act was made
only with respect to property which is “subject to tax” for Federal
estate tax purposes. For this purpose, the Act provided that prop-
erty for which a charitable or marital deduction is allowed (secs. 2053,
2106 or 2036) is not considered to be “subject to tax.”

Income in respect of a decedent

The Act made two amendments to section 691 (relating to income
in respect of a decedent) in order to more nearly equate the treatment
of items of income in vespect of a decedent with the treatment given to
carryover basis property. First, under prior law, the recipient of in-
come in respect of a decedent was permitted a deduction only with
respect to Federal estate taxes which were attributable to the income
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in respect of a decedent. The Act broadened the types of taxes for
which a deduction was allowed to all Federal and gtate estate taxes
(as defined in section 1023(a) (3)) attributable to that income. ‘

Second, under the Act, the deduction for Federal and State estate
taxes attributable to income in respect of a decedent was computed on
the basis of the average estate tax rate on the decedent’s estate rather
than the highest marginal rates.

Basis of property acquired by gift

_The Act provided that the increase in basis of property acquired by
gift is limited to the gift tax attributable to the net appreciation on

the gift.
Procedural aspects of carryover basis

(1) Decedent’s basis unknov:n.—1In some cases, it will be extremely
difficult, if not impossible, for the executor to determine the basis of
some of the property owned by the decedent. Consequently, the Act
contained a provision which permits the executor and the Internal
Revenue Service to assume that the purchase cost of the property to the
decedent (or last purchaser, where relevant) is the fair market value
of the property on the date that it was purchased. In essence, this pro-
vision permits the executor and the Service to assume that the decedent
(or other relevant person who last purchased the property) paid fair
market value for the property at the time of purchase.

(2) Information required to be furnished by ewecutor—In order
for the Service and the recipients of property from a decedent to
know the carryover basis of that property, the Act added a provision
which required the executor to provide such information concerning
carryover basis property to the Service as may be required by regula-
tions. Failure of the executor to provide this information was to re-
sult in the imposition of a penalty on the executor equal to $100 for
cach failure with a maximum amount for all such failures equal to
$5,000. It was expected that the Service would establish a procedure
under which the executor was deemed to have met this reporting
requirement if the executor had done everything reasonable to obtain
the information, but was unable to do so.

In addition, the provision required the executor to provide to each
recipient of property from a decedent the adjusted basis of that prop-
erty with the adjustments provided for Federal and State estate taxes
and minimum basis, but before adjustment for State succession taxes.
Failure to provide this information would have resulted in the im-

osition of a penalty on the executor of $50 for each such failure (un-
ess such failure is due to reasonable cause) with a maximum amount
for all such failures of $2,500.
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C. Revenue Act of 1978

1. Postponement of the carryover basis provisions
The Revenue Act of 1978 postponed the effective date of the carry-
over basis provisions so that they only will apply to property acquired
from decedents dying after December 31, 1979. For property Eass'mg
or acquired from a decedent dying before January 1, 1980, the basis of
pmperty will be its fair market value at the date of the decedent’s
death or at the applicable valuation date if the alternate valuation
provision is elected for estate tax purposes, The Act provided that the
basis of that farm or closely held business real property will be the
amount determined under the special valuation provision if elected
for estate tax purposes rather than fair market value based on its
highest and best use.
he Act also postponed the effective date of the changes made by
the 1976 Act relating to the deduction for estate taxes attributable to
income in respect of a decedent. For the postponement period, the
deduction will be based on the highest marginal rates rather than the
average rate and will be determined only for Federal estate taxes
rather than for both Federal and State death taxes. As a conforming
change, the basis of property included in a generation-skipping trans-
fer which occurs during the postponement period, as a termination
by reason of the death of the deemed transferor, will be determined
in the same manner as for property acquired from or passing from a
decedent during the postponement period (i.e., a stepped-up basis).

2. Technical corrections

The Revenue Act of 1978 also contained several technical corrections
to the carryover basis provisions. The following provisions were in-
cluded in the technical corrections.

An alternative method was provided to ascertain the fresh-start
basis of tangible personal property. This elective method was pro-
vided because Congress believed that it would be difficult for an execu-
tor to determine the basis or acquisition date of some items of tangible
personal property. Under this rule, the fresh start value would be
determined by discounting back the date of death value under a for-
mula using an 8 percent annual rate, compounded for the period from
1976 until the date of death.

Another change provided that debt (including non-recourse debt)
is to be ignored in determining the amount of appreciation for pur-
poses of making the various adjustments. This change was designed
to eliminate possible distortions in allocating the various adjustments
among assets on the basis of appreciation when an asset was subject
to a nonrecourse debt. Without the change, appreciation would be
measured without regard to debt in some cases but would be reduced
by nonrecourse debt in other cases.

Another amendment clarified that a fresh-start adjustment may
be made only once for any item of property.
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Another amendment provided that carryover basis property auto-
matically satisfied the holdin riod for long-term capital gains.
Therefore, all capital assets sold by the executor or heirs will qualify
for long-term capital gains treatment.

Another amendment clarified that the adjustment for State death
taxes would be made on the basis of State death tax rules determining
wl}ich property is subject to tax rather than the Federal estate tax
rules,

Another amendment clarified that all stock redeemed under Code
section 303 (relating to treatment of redemptions of closely-held stock
to pay death, etc. taxes) would qualify for capital gains treatment.
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IV. CARRYOVER BASIS ISSUES
A. Tax Equity Issues

There are two principal arguments made in favor of carryover
basis which are based on tax equity considerations. First, it is argued
that it is inequitable to impose a greater combined income and estate
tax burden with respect to property sold during a person’s life than is
imposed with respect to é)roperty held at death. Second, it is argued
that it is inequitable to discriminate in favor of deathtime transfers
and against lifetime gift transfers by allowing a step-up in basis for
appreciation which has not been subject to income tax for deathtime
transfers but providing a carryover basis for gift transfers,

The argument relating to unequal tax burdens may be illustrated
by comparing the net after-tax proceeds retained by a decedent’s
beneficiary in the case of a sale before death for a $100 gain with the
case where property with $100 appreciation is retained until death,
subsequently sold by the decedent’s estate and ¢hen distributed to the
beneficiary. Assuming application of a capital gains tax rate of 28
percent and a marginal estate tax rate of 50 percent actually, a 49
percent rate applies to the portion of a taxable estate from $2 million
to $2.5 million), the net amount retained by the decedent’s beneficiary
would be as follows:

Sale before Asset retained

death until death

Amount of gain or appreciation. _ .. $100 $100

Capital gains tax_ .. _.__.......... 28 0
Amount included in gross

estate___ . ____________... 72 100

Estate tax_ ... _ ... __________ 36 50

Net amount to beneficiary____ $36 $50
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Under these tax rates, the effective tax rate for the combined income
and estate taxes is 14 percentage points higher in the case of the sale
before death.! Using the highest estate tax marginal rate of 70 percent,
the effective tax rate for tﬁe combined income and estate taxes is 8.4
percentage points higher in the case of the sale before death. The
proponents of carryover basis (or an alternative tax at death) argue
that this represents a significant difference in the respective effective
rates. In addition, the proponents emphasize the significance in the
difference in treatment by stressing the dollar amount of appreciation
which is estimated to pass annually from decedent’s estates and which
would never be subject to income tax under the stepped-up basis rules.?
It has been estimated that approximately $20 billion in untaxed ap-
preciation passes from decedents annually.

Many proponents of carryover basis ge]ieve that this equality of
treatment argument makes a stronger theoretical case for taxation
of appreciation at death than it does for carryover basis. However, be-
cause of other considerations, such as additional stress on liquidity
needs if tax is imposed at death, there is a preference for carry-

®
! Under carryover basis, the combined estate and income tax burden gen-
erally is the same as in the case of pre-death sale after taking the income tax
from a post-death sale into account. This may be illustrated as follows:

Amount included in the gross estate. o oo mcmaae $100.0
Estate tax at 509 marginal rate_ .. oo 50.0

Net amount to beneflelary oo oo oo oo eeeee 36.0

In this illustration, the net amount to the beneficiary in the case of the sale
before death and the sale after death under carryover basis is the same. In
actual practice, the net amount to the beneficiary may not be identical in both
cases because the marginal income tax rate of the decedent and the beneficiary
may nof be the same.

* Since a tax shelter investment is usually highly leveraged and usually results
in deductions in early years which exceed the amount of a taxpayer's cash
(and property) investment in the tax shelter, the tax basis of a tax shelter im-
mediately prior to the taxpayer’s death often may be less than the amount of
the liability owed with respect to such a shelter. In such a situation, the taxpayer
cannot dispose of the shelter without recognition of gain. Also, if carryover basis
applies, the income recapture potential inherent in the shelter property cannot
be eliminated by retaining the property until death (or rolling over the property
into another tax shelter) because the liability in excess of basis problem will
remain for the taxpayer's executor or heirs. Conversely, under a stepped-up basis
approach, it appears that a substantial part of the income recognition inherent
in tax shelter property is usually eliminated (because the basis after the step-
up to fair market value will usually exceed the amount of liabilities to which
the property is subject). Proponents of carryover basis point out that carryover
basis tends to discourage, to some degree, investments in tax shelters and that
stepped-up basis tends to encourage tax shelter investments (and, in particular,
to encourage taxpayers who have invested in tax shelters to continue to invest
in additional shelters relying on the stepped-up basis as a bailout).

Opponents of carryover basis argue that, to some extent, tax shelter invest-
ments have been curtailed by provisions in the 1976 and 1978 Acts (other than
the carryover basis provisions) and that, if further limitations are desired, they
should be made directly, not through the carryover basis provisions. Some op-
ponents of carryover basis also argue that even if there are some inequities in
the tax shelter area under a stepped-up basis approach, these tax shelter
problems are relatively insignificant when compared with the problems in a
carryover basis approach.
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over basis, or an acceptance of carryover as the next best approach, by
these proponents. Since the unrealized appreciation ultimately will be
taxed if there is an actual disposition, the carryover basis approach
is considered generally consistent with the equality of treatment argu-
ment by these proponents although there may be considerable deferral
of the income tax compared with taxation of gains at death.

On the other hand, a number of persons acknowledge the theoretical
correctness of the equality of treatment argument for carryover basis
but favor its repeal for practical, administrative reasons. They are
convinced that the complexity, administrative burdens, and financial
costs incurred to comply with the provisions outweigh the need to have
complete equality for all similar situations. They argue that the prob-
lems under carryover basis are so great that its continuance in the tax
law will have a serious adverse impact on our self-assessment system of
taxation,

Others reject the correctness of the theoretical justification for
carryover basis or believe there are basic differences involved in selling
or retaining assets which justify different tax consequences. It has
been argued that a person who has accumulated wealth through tax-
able transactions usually has had an economic benefit of diversification
of investments whereas the person who has accumulated wealth by
holding assets for appreciation has had less diversification in invest-
ments and possibly greater risk in holding assets over a longer period.
In this light, it is argued that the differences in tax burdens in these
cases are justified.

Another distinguishing aspect urged by some opponents of carry-
over basis relates to the fact that most pre-death sales are made volun-
tarily and with assumed knowledge of the consequences upon the
amount of property which eventually will be passed on to the tax-
payer’s heirs and beneficiaries. Although carryover basis does not di-
rectly trigger recognition of unrealized appreciation, it is argued that
the involuntary act of dying will have the practical effect of causing
some income tax consequences under carryover basis since some portion
of the appreciated assets may have to be sold to liquidate debts or
pay administrative and funeral expenses.

Others argue that it is undesirable to impose an income tax on pre-
death from the sale of inherited property because it has already been
subject to the estate tax. It is argued that the progressive estate tax
rate schedule does a fair job of taxing appreciation at little adminis-
trative cost.

Carryover basis ritles also have been criticized because they may in-
crease the financial burden placed on some estates due to the incoms
tax attributable to sales of appreciated property to liquidate debts and
pay expenses. It is said that the tax impact “mushrooms” because
it then is necessary to sell additional property to pay the income
tax on the other sales made to pay debts. Also, it is argued that in-
equities arise because manv of these sales may occur under forced
and disadvantageous conditions, quite unlike those which prob-
ably would have been selected by the decedent for a lifetime sale.
Further, it is argued that the potential income tax burden resulting
from such a sale may be a particularly acute problem in the case of
illiquid estates consisting primarily of closely held business interests.
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On the other hand, some proponents of carryover basis have su%—
gested several ways to provide some relief for the liquidity pro
lem, It has been suggested that the special extended payment rules
provided for the payment of certain state taxes (e.g., secs. 6161(a)
(2), 6166, 6166A) and the special rule for capital gains treatment of
closely held business stock redemptions to pay death taxes (sec. 303)
could be expanded to cover the income taxes incurred by an estate on
the sale of carryover basis property.

Proponents of allowing a step-up in basis for property passing on
death also have criticized the carryover basis rules on the ground that
recent proposals to modify those rules would eliminate 98 percent of
all decedents’ estates from the operation of carryover basis. For pur-
poses of coverage under carryover basis, it is argued that is unfair
to single out a small fraction of the estates whose executors must
contend with a complex provision. In this instance, it is argued that
reasonable classifications of covered and exempt estates should not be
based solely on the size of the estate.

In addition, these proposals also have been criticized on the ground
that a “notch” problem would be created if an exclusion is provided for
estates having carryover basis assets with a value equal to or less
than the minimum basis. That is, those estates valued at less than
the carryover basis threshold would receive a basis equal to their
estate tax values. and assets of estates which are equal to or
cxceed that threshold would receive a carryover basis. Thus, the income
tax consequences to the recipients of property would depend substan-
tially on whether the value of the gross estate was under or over the
carryover basis threshold. Tt is argued that inequities might arise with
respect to the treatment of assets in estates of relatively comparable
value for estate tax purposes. For example, assuming that a $175,000
carryover basis exclusion was provided, as has been suggested by some
proponents of carryover basis, if two decendents had made an identi-
cal lifetime investment at a cost of $200,000 and the value had de-
clined so that one decedent’s gross estate with one other asset was
$175,000 but the other decedent’s gross estate was $1 less, then the
built-in loss of $25,000 ($200,000 cost less $175,000 value) would be
allowable for a sale of the investment by the estate or beneficiaries of
the first decedent, but no amount of loss would be allowable upon
the sale of the investment by the estate or beneficiaries of the second
decedent. It is further argued that undue stress might be placed on
planning possibilities in anticipation of death with respect to estates
within a reasonable range of the exclusion amount. Thus, for example,
debt payments might be deferred or accelerated, or new loans arranged,
to manipulate the size of the gross estate in order to come under the
carryover rules if it is advantageous to do so, or to avoid them if that
is advantageous. .Accordingly, it is argued that routine transactions
might have far greater significance with new planning techniques for
those who have access to sophisticated counsel and that these rules
would be a trap for the unwary for those who do not.

Conversely, it can be argued that Congress continuously has found
it appropriate to differentiate between small and larger estates. Prior
to 1977, this line was set at $60,000 under the estate tax specific exemp-
tion, and subsequently set at $175,000 to conform to the unified estate
and gift tax credit. The proponents of carryover basis argue that a
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dollar amount exclusion for smaller estates is appropriate for several
reasons. First, a major portion of appreciation passing from decedents
annually will be attributable to estates of wealthier decedents. Thus,
it is argued that the significant portion of appreciation which is not
being taxed for income tax purposes will be covered even if a dollar
exclusion is provided. Second, it is argued that in the case of larger
estates, adequate cost records are more likely to be maintained for in-
vestments in stocks, bonds, and real estate,

Opponents of carryover basis also have argued that it may result
in inequities to beneficiaries depending upon choices made by the exec-
utor. For example, a residuary legatee may be adversely affected if an
executor sells property to fund a bequest, and apportions taxes to the
residue. rather than transferring property directly. Similarly,an exec-
utor’s choice of assets for the personal and household effects exemp-
tion, or in funding a bequest with high or low basis property, may
affect the income tax consequences ultimately experienced by the bene-
ficiary or heir, and this i3 viewed as creating new tax disparities.
Proponents of carryover basis argue, conversely, that any executor dis-
cretion may result in some differences in the taxes finally borne by
heirs, and that this problem is not peculiar to carryover basis.

Another equity-related issue concerns the question of whether carry-
over basis results in regressive taxation. Under the carryover basis pro-
visions, an adjustment to basis is permitted for the estate and death
taxes attributable to appreciation. Because of the progressive nature
of the estate tax rates, a greater basis adjustment is permitted in the
case of larger estates where the marginal estate tax rate is higher. This,
in turn, may result in a proportionately greater reduction of income
taxes to larger estates upon an ultimate sale of the property. Using a
capital gains rate of 28 percent and the top estate tax rate of 70 per-
cent, the effective income tax rate for pre-estate tax appreciation is 8.4
percent (28% X30%) after reflecting the death tax adjustment. With
a capital gains rate of 28 percent and a marginal estate tax rate of 40
percent, the effective income tax rate is 16.8 percent (28% X60%).
It has been contended that this result is unsound and amounts to re-
gressive or “upside down” taxation.

On the other hand, proponents of carryover basis argue that the ad-
justment is greater in larger estates because they pay proportionately
more in estate taxes. They contend that this does not mean that the
income tax is regressive or that the adjustment should be denied. The
funds to pay an income tax on the entire appreciation are not available
due to the ecstate tax imposed on the appreciation and, therefore,
should not be subject to income tax. It is argued that, although the
effective rate of tax may be higher in smaller estates, this comparison,
by itself, generally is inappropriate. They point out that the proper
comparison is the comparison of the total of the estate and income
taxes to the value of the cstate and that this is consistent with the
progressive rate structure, as it should be. Thus, using the preceding
illustrations, the combined estate and income tax rate for appreciation
in the 70 percent estate tax bracket is 78.4 percent (70% +8.4%) for
the largest estate and the combined rate for appreciation in a 40 per-
cent estate tax bracket is 56.8 percent (40% +16.8%).

ny ntg N 70 19
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The proponents argue that the purpose of carryover basis and the
estate tax adjustment to basis is to treat a taxpayer selling propert’y
before death and one selling property immediately after the decedent’s
death in substantially the same manner. If a taxpayer sells appreciated
property prior to death, no estate tax is imposed on the income tax
attributable to appreciation. The estate tax adjustment. is designed to
achieve a similar result and prevent a portion of the appreciation from
being subject to both estate taxes and income taxes. Also, the carry-
over basis adjustment for death taxes provides the same kind of relief
from double taxation as is provided by allowing an income tax dedue-
tion for the Federal estate tax attributable to an item of income in
respect of a decedent where the peson actually receiving the item must
treat it as taxable income.
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B. Liquidity Issues

Those supporting a stepped-up basis for property acquired from a
decedent frequently argue that any other tax rule is likely to generate
significantly adverse financial problems for illiquid estates. This could
result, under carryover basis, From a “mushrooming” of income taxes
due on the sale of appreciated assets which were being disposed of to
ruise the funds to pay debts, expenses, and death taxes. Such income
taxes, in turn, could necessitate other sales of appreciated property,
which then would generate additional income taxes. This problem, it 1s
urgued, may be especially acute where an estate is comprised largely of
a closely held business. It is said that liquidity needs and the carriyli-
over basis rules aggravate the difficulty faced by an executor in reach-
ing sales and funding decisions.

To the extent that illiquidity problems might be accentuated by in-
come taxes due on the sale of appreciated carryover basis assets, it can
be argued that these concerns actually relate to the time when taxes are
payable, not the amount of the tax. To deal with these problems, and
thereby to accommodate illiquid estates, some would suggest that the
various special estate tax rules presently in the Code could be modified
or extended to the income tax. These provisions relate to special ex-
tensions for the payment of the estatc tax (secs. 6161(a) (2), 6166,
6166A) and capital gains treatment for redemptions of stock in a
closely held corporation to pay death taxes and funeral and adminis-
trative expenses (sec. 303).

Any, or all, of these special payment rules could be extended to in-
clude income taxes due on the sale of appreciated carryover basis prop-
erty where an estate meets certain requirements related to illiquidity.
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C. Lock-In Issues

“Lock-in” may be described generally as the reluctance of individ-
uals to incur taxes upon the realization of accrued appreciation in
assets they hold. Assuming an asset continues to represent a reason-
ably good investment, lock-in effects generally would increase if the
accrued appreciation will not be subject to income taxation if the
asset is held until some specified future event. Since parties who be-
come “locked-in” to their investments are reluctant to sell them,
lock-in may adversely affect the mobility of capital.

Proponents of carryover basis have contended that allowing prop-
erty which passes at death to attain a basis equal to its fair market
value at the time of the decedent’s death accentuates lock-in and gen-
erates a significant immobility of capital. Since income taxes on ac-
crued appreciation can be avoided entirely if the basis of property
that passes at death is stepped up to its fair market value at that
time, many individuals may be reluctant to sell appreciated property
prior to death.

Since carryover basis would result in the imposition of income tax
upon the ultimate sale of appreciated assets, proponents argue that it
would de-emphasize the lock-in effect. In addition, they contend that
it would aid capital formulation.

Conversely, opponents of carryover basis argue that it does not elim-
inate, but rather perpetuates, lock-in since the potential income tax
liability also carries over to the beneficiary. Thus, under carryover
basis, the decedent’s beneficiary may also refrain from selling an asset
because of the income tax consequences although the amount of un-
realized appreciation may not be as much as it was in the hands of
the decedent because of the increase in basis for death taxes. Opponents
of carryover argue that the stepped up basis rule removed the lock-in
effect once each generation. They also argue that the lock-in effect
under carryover basis increases for a beneficiary as additional appre-
ciation in value accrues after the decedent’s death.
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D. Administrative Problems

1. Proof of basis problems

Opponents of carryover basis argue that proof of basis problems
are so significant that carryover basis is unworkable. They argue
that adequate records for ascertaining cost basis simply do not exist.
Moreover, they argue that records also do not exist for the purﬂose
of determining when a decedent had acquired property by purchase
(rather than by gift or inheritance) so that the rule permitting use
of acquisition date fair market value as the basis will provide no re-
lief for inadequate cost records. Although the problem may be more
acute with certain types of property, it is argued that proof of basis
problems can arise with respect to any kind of groperty, including
marketable securities. Unlike the situations where basis must be deter-
mined for lifetime sales or gifts, the inadequate records problem is
said to be impossible for executors for deathtime transfers because the
person who was in the best position to supply information concerning
cost, and when and how an asset was acquired, is deceased.

Opponents also point to specific types of rqf‘:erty which typically
may involve inadequate or incomplete records. The assests most often
mentioned include personal and household effects, personal residences
(and particularly numerous improvements to a residence made over a
relatively long period of time), stamp and coin collections, and in-
vestments in mutual fund shares where dividends have been reinvested.
It is argued that most people simply do not keep sufficient records
concerning these assets. Nevertheless, under carryover basis, an execu-
tor would have an obligation to use his best efforts to ascertain the
decedent’s basis. It is argued that unreasonable costs are incurred in
attempting to ascertain basis and eventually these additional costs will
have to be passed on to beneficiaries.

Another point raised is that, even if diligent efforts have been made
to ascertain basis, there is nothing to prevent an Internal Revenue
agent from challenging the basis, long after an estate has been closed,
when a beneficiary sells the assets and reports a gain or loss on his in-
come tax return. This is referred to as being part of a “suspended basis”
problem. This aspect of the suspended basis problem arises because the
mere furnishing of basis information to the IRS or beneficiaries will
not create any tax deficiency or overpayment so that the issue could
be litigated. (Another aspect of the “suspended basis” problem relates
to estate tax audit adjustments which increase the basis adjustment
for death taxes.) .

Many proponents of carrvover basis believe that the proof of basis
problems are overstated and that most of the troublesome areas re-
late to “esoteric” assets and can be resoived in a variety of ways. Pro-
ponents argue that most of the proof problems are handled in prac-
tice under present law for sales and exchanges, gifts, and items of
income in respect of a decedent, and that carryover basis for inherited
property does not involve any significantly different problems. Pro-
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ponents argue that when cost records are unavailable, secondary
sources are available in many instances to ascertain cost basis or the
time of acquisition. ¥or residential property, proponents arguc
that secondary basis sources would inciude the permanent records
maintained by a local recorder of deeds, property tax assessment
records, building perniit records, and property schedules and binders
prepared in connection with casualty insurance policies. Some pro-
ponents of carryover basis also would respond to the problems for a
personal residence by providing a special exclusion and by permit-
ting an adjustment to basis for each year a decedent had owned the
residence (such as $25U0 to $500 annually) to cover small improve-
ments for which no records were kept.

With respect to other types of property, proponents argue that sec-
ondary sources include third party records, the permanent books
of account of a closely held business, commercial publications show-
ing the capital adjustments for publicly owned corporations, in-
surance schedules for specially covered items (such as jewelry, antiques,
and  works of art), and mcome tax returns (e.g., depreciation
schedules and dividend income schedules which could be used to ascer-
tain the number of shares owned during a taxable year by reference
to commercial dividend publications).

A number of changes have been suggested by some proponents to
deal with proof of basis problems. One suggested change is to increase
the $10,000 personal and houschold effects exemption so that fewer
items for which basis records may not be normally kept would be
treated as carryover basis property. Another suggestion is to change
the exemption to cover nonbusiness or noninvestment tangible personal
property so that definitional complexities concerning personal and
household effects would be eliminated. .Another suggestion is to permit
averaging of basis for similar items of property which have been ac-
quired at various times. This change would apply where aggregate cost
is known but unit cost records are not kept (e.g., mutual fund shares
acquired through dividend reinvestinents, and stamnp and coin collec-
tions). Also, as noted above, 2 number of suggestions are made by pro-
ponents to deal with proof of basis problems for a personal residence.

Proponents also argue that increasing the minimum basis will in-
directly deal with proof of basis problems because smaller estates,
where it is lcss likely that adequate records have been maintained,
would not be under the carryover system. As a transitional matter,
proponents also argue that the discount formula (included in the 1978
Act) for ascertaining the frest start basis of tangible personal prop-
crty will alleviate to some extent the proof of basis problems for this
type of property. Proponents have also suggested further changes o
the discount back apprcach that would make it more beneficial in ad-
dressing proof of basis problems. Among these changes, some pro-
ponents have suggested broadening the category of assets eligible for
disconnting. reducing the discount rate from 8 percent to 6 percent,
and providing a flcor percentage of date of death value below which
fresh-start basic will not fall (e.g., 25 to 50 percent of date of death
value). Proponents argue that there will generally be no need to cx-
tend a discount back approach to assets acquired here after Decem-
ber 31, 1976, because taxpayers were on notice after that date that basis
records would be essential,
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Opponents of carryover basis argue that these changes will not
solve the proof of basis problems because basis and acquisition date
records are nonexistent.

2. Fiduciary responsibilities

Opponents of carryover basis argue that it may create severe prob-
lems of fiduciaries. 1f assets must be sold to liquidate debts or pay
administrative or funeral expenses, the executor must evaluate the
consequences of selling specific high or low basis assets or distributing
them to beneficiavies. Also, in the case of any distribution to a benefi-
ciary, an executor may have to consider the future income tax conse-
quences to the beneficiaries from a sale by them of high or low basis
assets. Generally, an executor is under a fiduciary duty in funding
pecuniary bequests to treat beneficiaries fairly. Normally, an executor
would take a number of factors, such as yield and growth potential,
into account in distributing property in a fair and equitable manner.
Arguably, under carryover basis, an executor must also take an asset’s
basis into account in evaluating the fairness of a possible distribution
bacause of the potential income tax consequences of a sale of appreci-
ated or depreciated assets by the distributee. It is argued that this con-
sideration makes an executor’s job extremely difficult. Moreover, it is
argited that State law generally is unclear as to whether an exccutor
would breach his fiduciary duties, and therefore be subject to sur-
charge, if proper recognition is not made for basis in making
distributions,

In addition, it is argued that, under the subject to tax require-
ment property deductible under the estate tax law as a charitable or
marital bequest will not be eligible for a death tax adjustment for
IFederal estate taxes attributable to appreciation, the amount of this
adjustment for high or low basis assets must be taken into account
in deciding which property should fund charitable, marital, or other
bequests. Opponents argue that this creates uncertainty of tax conse-
quences during a significant portion of the period of estate admin-
istration because many facts about basis have not been establishel
when funding and sales decisions must be made. Opponents also argue
that choosing property for the personal and household effects exemp-
tion creates the same kind of problem.

Opponents argue that these problems do not arise solely in the con-
text of estate administration but also arise in connection with estate
planning. Thus, these basis considerations would be relevant to invest-
ment and will drafting decisions (including the advisability of makin
specific bequests or devises of particular items of property although
this kind of bequest or devise would not create these fiduciary problems
in the administration of estates.)

Proponents of carryover basis argue that most reasonably sophisti-
cated executors can cope with these decisions. They argue that deci-
sions of this nature must be made even without regard to carryover.
basis. In particular, they contend that a similar situation arises when
a funding decision must be made with respect to the distribution of an
item of income in respect of a decedent. Proponents also contend that
in those situations where there are extremely difficult funding deci-
sions, the executor could put the matter before the probate court to
review distributions.
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3. Complexity of computations, exemptions and adjustments

Cost basis

Opponents of carryover basis argue that the mere mathematical
computations required to comply with the provisions are extremely
burdensome and result in unreasonable costs being incurred. They
argue that the task of ascertaining a decedent’s cost basis may
involve numerous computations. For example, even where an aggre-
gate cost is known, the determination of basis for stock may involve
computations to allocate cost to additional shares received as stock
dividends while the stock had been owned by the decedent. In addi-
tion, similar problems are said to arise with respect to mutual fund
shares acquired through dividend reinvestments. The proponents of
carryover basis argue that the provision of a basis averaging rule for
similar items of property would reduce the number of computations
which might otherwise be required.

Personal and household effects exemption

Opponents of carryover basis also argue that selection of property
eligible for the personal and household effects exemption will entail
some computational complexity. These problems may rise in cases
where it might be necessary to ascertain cost or assign an allocable
portion of the exemption to particular items included in a set or
collection, e.g., allocation of original cost or a remaining exemption
amount to a set of silverware purchased and valued for estate tax pur-
poses as a collection where the individual units making the set might
have varying costs and values. Proponents of carryover basis contend
that this is not a significant problem and that any potential problems
would be eliminated through an increased exemption for any non-
business tangible personal property. Further, they argue that this also
would address the definitional complexity relating to personal and
household effects. They also argue that any difficult choice faced by an
executor in applying the exemption could be resolved by making it
mandatory that the exemption must be applied to eligible property on
the basis of ascending estate tax values. Opponents respond that, while
that approach might resolve an executor’s discretionary problems in
selecting property for the exemption, it would create a new type of
suspended basis problem because audit adjustments of estate tax values
may change the items eligible for exemption under the dollar limita-
tions.

Fresh-start adjustment ‘

Opponents of carrvover basis argue that the fresh-start adjustment
to basis is complicated for several reasons. First. with respect to
marketable securities, the fact that the fresh start adjustment is made
only for purposes of gain may make it necessary to maintain two bases
for each security, i.e.. a “split-basis” problem. Second. with respect to
nonmarketable securities, it is necessary to make calculations under
the holding period formula for allocating appreciation to pre-1977
periods. It also is argued that it is not always clear as to whether a
security should be treated as marketable or nonmarketable. If certain
securities having a relatively fixed value. such as preferred stock, are
treated as nonmarketable, it is argued that the time apportionment
formula is inequitable because it treats appreciation as having accrued
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after 1976 when in fact the value has changed very little since
accquisition. :

Another problem raised by opponents concerns the treatment of
appreciation when therc have been substantial improvements after
1976 to property which is eligible for the fresh-start adjustment be-
cause it originally was acquired before 1977. It is argued that the
concept of substantial improvements creates definitional problems.
Also, it is argued that in these cases it is difficult to allocate the ag-
gregate value of an improved property to portions representing its
condition on December 31, 1976, and the improvements which were
made after that date. In other words, an improved property is tradi-
tionally valued in its present state, and the sum of the values for sepa-
rate acquisitions and 1mprovements may not equal the whole value of
the improved property.

The proponents of carryover basis argue that many of these prob-
lems could be resolved or alleviated by several changes in the law.
The split-basis problem for marketable securities could be eliminated
by permitting the fresh-start adjustment to be made for loss purposes
as well as gain. The marketable security rule could be extended to
cover property, such as preferred stock, with a relatively fixed value
to eliminate potential inequities and the definitional complexities in-
volved in categorizing property as a marketable or nonmarketable
security. Some proponents also argue that making a discount-back
formula for determining fresh-start basis available for more types of
property would reduce the complexities of applying the time appor-
tionment formula to nonmarketable property. Under this approach,
it only would be necessary to know the value of the property for estate
tax purposes and that it was owned by the decedent on the fresh-start
date. Then, fresh-start basis could be determined by applying a per-
centage taken from a table (based on the time elapsing from the fresh-
start date to the date of the decedent’s death) to its value for estate
tax purposes.

Carryover basis proponents argue that the problems relating to sub-
stantial improvements are not insurmountable. Thus, apportionment of
value to improvements might be considered analogous o other situa-
tions where an aggregate value must be apportioned to component
parts. A common example of where this type of apportionment is done
involves the allocation of an aggregate purchase price between land
and building for depreciation purposes. In this case, the apportion-
ment is made on the basis of the relative values of the components.
Another common case involves the so-called component method of
depreciation where an aggregate amount is allocated to the various
components of a building for depreciation purposes.

Death tax adjustments

Opponents of carryover basis argue that the adjustments to basis
for death taxes are perhaps the most complicating espect of carryover
basis. As indicated above, the opponents argue that there is a busic
question of which property will qualify for an adjustment becaus. v.n¥
property subject to tax is eligible for the adjustment. Thus, tax ci:::
quences may be uncertain for sales by an executor, or for distris: ...
to a surviving spouse, during the estate’s administration becs iy~ et
that time it may not be certain as to how much property will ncc #
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subject to the estate tax under the marital or charitable deduction.

Moreover, for sales by an executor, the amount of gain for the fiduei-

ary’s income tax return may not be readily detrminable until after

the estate tax has been calculated finally for pt :poses of making the
adjustment to basis, It is argued that this problem will arise frequently

because the administration of many estates can span several taxable

years.

Another problem raised by opponents relates to the “suspended
basis™ of assets until an audit has been completed, Thus. it is argued
that a great deal of complexity may arise because the death tax adjust-
ment may have to be recalculated for every carryover basis item if a
single change results in a higher or lower estate tax than was reported
on the return as filed. In this case, opponents say that the problem
is not just that numerous recalculations must be made but that the
fiduciary’s and beneficiaries’ income tax returns also may have to be
amended to adjust the amount of gain reported for sales of assets or
the amount of depreciation claimed for depreciable assets acquired
from the decedent.

Ovponents argue that the computational complexities of the
death tax adiustment are too difficult even in those cases where
the assets eligible for the adjustment are identified and the informa-
tion necessary to make the adjustment is known (net appreciation and
the amount of death taxes to be allocated). They argue that the num-
ber of calculations reauired are onerous. For cach carrvover basis
item, there might be three separate calculations, i.c., an adjustment
for Federal estate taxes, another for State estate or inheritance
taxes paid by the executor, and still another for State inheritance
taxes paid by the beneficiary. QOpponents argue that these calculations
are extremely burdensome.

On the other hand. proponents of carryvover basis argue that changes
could be adopted to eliminate or substantially minimize these prob-
Tems. Some have suggested that the identification of property eligible
for the adjustment is not as great as portraved bv others but,
assuming that it is a significant problem. they would permit an adjust-
ment for any carryover property sold by the executor even though the
proceeds may be used to fund a marital or charitable bequest.

Other proponents argue that a simplified “rough justice™ death tax
adjustment could alleviate suspended basis problems and reduce the
number of calculations required. Under the simplified adjustment pro-
cedure advocated by some proponents, a single death tax adjustment
would be made in reference to the highest Federal estate tax rate to
which the estate was subject. Since the rate would be taken from the
estate tax rate schedule hefore any credit for State death taxes is de-
termined, no separate adjustment would be made for State death taxes.
Also, in order to mitigate suspended basis problems. the taxable estate
would have at least $50,000 in the hizhest rate bracket or the next pre-
ceding rate would be used to make the adiustment. proponents argue
that audit adjustments in most cases normally will not push the amount
of the taxable estate into the next bracket by as much as $50.000, and,
therefore, recalculation of the death tax adjustment would be required
infrequently.

Opnonents generally agree that the “simplified rough justice” ap-
proach has the virtue of simplicity., However, thev contend that it
does not satisfy any reasonable fairness test. For sinaller estates, the ad-
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justment would be permitted for amounts which are not actually paid
ecause of the unified estate and gift tax credit. In addition, it would
discriminate against beneficiaries who acquire property from a de-
cedent who resided in a State which imposed a death tax exceeding
the credit allowable against the Federal estate tax. In this case, the
adjustment would be too little. However, in other cases where the State
imposed no death tax or one that was less than the credit allowable,
the adjustment would be too great. Opponents argue that the simplified
adjustment would permit adjustments for “phantom” taxes and have
“upsidedown” resuﬁs in other cases. Also, opponents argue that basing
the adjustment on Federal inclusion rules results in distortions as be-
tween the property being adjusted and the property which actually was
subject to tax. This results from the fact that States may provide
different kinds of exemptions and limitations.
Opponents also argue that the simplified adjustment does not solve
the suspended basis problem but merely changes the point at which
recalculations must be made.

Minimum basis odjustment

Opponents of carryover basis argue that the $60,000 minimum basis
adjustment also is very complicated. Since the amount is apportioned
on the basis of relative net apprepriation, a great number of calcula-
tions may be required and, where numerous assets are involved, the ad-
justment for each asset may be quite small. Opponents also argue that
if the basis of one asset is unknown, so that its net appreciation cannot
be determined, then a suspended basis problem is created for all carry-
over items because the amount allocated for any asset depends upon the
relationship of its net appreciation to net appreciation in value for
all property.

Proponents of carryover basis argue that these problems are not
overly significant because most moderate and large sized estates al-
ready have assets with an aggregate basis exceeding $60,000 or even
higher amounts and are unaffected by the adjustment. Proponents have
suggested increasing the minimum base limit and reordering the ad-
justments so that the minimum basis adjustment would be made first
and thus become a floor for other adjustments. Also, some have sug-
gested that a threshold exclusion from carryover be provided so that,
if the value of carryover property in the gross estate was equal to or
less than the minimum basis amount, the property in the estate would
not be subject to carryover.

Others have suggested that executors be permitted to select assets
eligible for the minimum basis adjustment so that the number of cal-
culations would be reduced, suspended basis problems arising because
the basis of an asset is unknown, would be eliminated and the current
income tax burden would be minimized by permitting maximum ad-
justments to assets sold by an executor. Opponents argue that discre-
tionary allocation of the minimum basis adjustment would often place
the executor in an untenable position of benefiting one beneficiary to
the detriment of others.
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4. Finality of basis determinations

In addition to the suspended basis problems arising from the vari-
ous basis adjustments, opponents of carryover basis express great con-
cern about the lack of any procedure to finally determine cost basis
during examination of the estate tax return. Thus, it may be several
years before basis is challenged by the Internal Revenue Service upon
examination of a beneficiary’s income tax return which reflects gain or
loss from the sale of carryover property.

Some })roponents of carryover basis have suggested that a proced-
ure similar to a declaratory judgment procedure could be provided
to litigate basis questions during the period of administration of an
estate. Other have suggested an administrative type procedure sim-
ilar to binding arbitration which would deal with basis issues without
the formality and cost of a judicial proceeding.

5. Reporting requirements

Many opponents of carryover basis complain about reporting bur-
dens. As indicated earlier, the 1976 Act required reporting of -carry-
over basis information to the Internal Revenue Service and to the
beneficiaries. Failure to supply information was subject to penalty.

Proponents of carryover Basm argue that the reporting and sugplly-
ing of information is necessary under a carryover system and the
provisions are quite like information reporting requirements in other
areas of the tax law.

Some have argued that it will be necessary for the Internal
Revenue Service to maintain basis information to make a carryover
system workable. It is argued that beneficiaries simply will fail to
keep, or will lose, basis information submitted to them by an executor.
These people were highly critical of Treasury regulations issued un-
der the 1976 Act because no detailed information was required, and,
therefore, no permanent basis records could be maintained to supply
missing or lost information to beneficiaries in the future.
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V. ALTERNATIVES

Except for repeal of carryover basis, most of the alternatives to
carryover basis involve some type of tax on appreciation at death, The
three most frequently discussed are a single rate additional estate tax
(AET), a gra(clluate appreciation tax, and a capital gains tax.

A. Single Rate Additional Estate Tax (AET)

Under the AET proposal, a single flat rate of tax would be imposed
on the net appreciation included in the decedent’s gross estate. No
AET would be imposed below a minimum basis. The basis of property
subject to the AET then would be increased or “stepped-up” to its fair
market value at the date of death. However, unlike the other two pro-
posals for an appreciation tax at death, the AET would not be de-
ductible in computing the regular estate tax. In order to avoid com-
plexity, there would be few, if any, exemptions from the tax.

Proponents of the AET point out that its biggest advantage is one
of simplicity, especially if there were no exemptions (such as an
exemption for property passing to charity). They state that the com-
putation is straight forward and the complexity involved in making
various basis adjustments required under the carryover basis provisions
is eliminated. In addition, the AET would eliminate the “suspended
basis” problems since the basis of assets would be determined with
finality upon audit of the return.* Further, some argue that the lock-in
problem would not be as great under AET as under carryover basis
for property owners since holding until death will not comglebely
avoid an appreciation tax and for beneficiaries since the basis of prop-
erty sulll)ject to the tax would be stepped-up to its fair market value
at death.

Opponents of the AET argue that it is unfair to impose & tax on
appreciation because of an involuntary occurrence such as death since
income has not been realized and funds may not be available to pay
the tax. Also, they argue that, compared to carryover basis, AET in-
creases the liquidity problems that are already severe due to the high
rates of Federal and State death taxes. In addition, it is argued that
AET, as compared to carryover, would provide a worse lock-in effect
for some taxpayers (i.e., where the AET would be lower than the capi-
tal gains tax) and would create for others an artificial incentive for
lifetime sales (i.e., where cagital gains tax would be lower than the
AET). Since measurement of the appreciation tax base requires a de-
termination of basis, proof of basis problems would also arise under an
AET. Further, to the extent that exemptions are provided, most of
the complexity of proof of basis and the basis adjustments under
carryover would be retained. Other opponents of the AET proposal
argue that a single rate AET is inequitable since it would impose a
single rate of tax without regard to the size of, or the amount of
appreciation in, the estate.

1 A problem would remain to the extent that special exemptions from AET were provided.
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B. Graduated Appreciation Tax at Death

Another alternative that has been discussed is to tax appreciation
at death under a graduated, rather than a single, rate schedule. In ad-
dition, the tax would be deductible in computing the estate tax, and
the executor could elect to apply the carryover basis provisions.

Proponents of an appreciation tax at death contend that this pro-
posal achieves a greater degree of equity between taxpayers than the
AET. They point out that taxpayers who sell property before death
and those who hold their property until death are treated in sub-
stantially the same manner. This proposal, as compared to AET, takes
into account the size of the estate and the amount of appreciation un-
der a progressive rate schedule. In addition, to the extent that the
amount of tax imposed on appreciation at death more closely approxi-
mates the amount of tax that would have been imposed on a lifetime
sales, the lock-in problem is substantially lessened.

Opponents of a tax on appreciation at death with graduated rates
argue that it is unfair to impose a tax upon an involuntary occurrence
such as death. There has been no realization of income, and the impo-
sition of a tax on unrealizea income is contrary to the principle of
taxing according to the ability to pay. Proof of basis problems would
also arise under a graduated appreciation tax at death. In addition,
election to apply carryover basis retains the complexity of proof of
basis and the basis adjustments while at the same time forcing the ex-
ecutor to make additional computations and evaluations in determin-
ing whether or not to make an election. Further, it is pointed out that,
in many estates, an appreciation tax at death would substantially
aggravate an already serious liquidity problem.
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C. Taxing Gains at Death

A third alternative, an example of which was proposed by the
Treasury in 1969, is to tax appreciation at death in &« manner similar
to that in which capital gains are taxed. Under this alternative, no
tax would be imposed on gains equal to or less than a minimum basis.
The proposal would allow an unlimited exemption for transfers be-
tween spouses or to charity, and a limited exemption for transfers
to orphan children and of personal and household effects. Under the
proposal, the appreciation tax would be an estate tax deduction, and
the gain taxed would be eligible for special averaging treatment. The
basis of property which is subject to the tax would be stepped-up
to its date of death value.

Proponents of this recommendation argue that it coincides with
principles of vertical equity, i.e., comparably situated parties are ac-
corded similar tax treatment regardless of whether the appreciation
in any particular asset is realized before or after death. Moreover, no
duplicative taxation would result, they argue, because the estate tax
base would be reduced by the applicable appreciation tax. Since this
is the same result as that which is obtained where estates have been
accumulated from ordinary income and capital gains realized prior
to death, proponents contend that this method of taxing gains at death
would eliminate lock-in because it substantially would equalize pre-
and post-death tax consequences.

Conversely, it has been argued that it is inappropriate to tax un-
realized gains at death, and that any such proposal would create un-
necessary problems of liquidity and raise tax complexity. For example,
elections related to the unlimited interspousal and charitable transfer
exemptions could force individuals to make unnecessary and specu-
lative evaluations of the advantages of any particular transfer. In
addition. Proof of basis and fresh start adjustment problems would be
similar to those under carryover basis.
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VI. TRANSITIONAL ISSUE

Apart from any decision Congress may make concerning the treat-
ment of basis of property acquired from a decedent dying after 1979,
there are additional issues relating to the retroactive postponement
of the carryover basis rules by the Revenue Act of 1978, Some have
argued that & carryover basis election should be provided with respect
to property acquired from decedents dying after 1976 and before the
day after the date of enactment of the postponement (November 9,
1978). The argument for a transitional carryover election is based on
equity considerations, i.e., it is argued that it is unfair to retroactively
change the ground rules after sales and distributions have been made
in reliance upon the law in effect when the sales and distribution
decisions were made. A typical example often used in arguing for a
transitional election involve the case where an asset acquired from a
decedent, with a cost basis in excess of its date of death value, is sold
by an executor or beneficiary to offset gains from sales of other prop-
erty or income from items of income in respect of a decedent received
by the executor or beneficiary. Thus, after postponement of carryover
basis, there will be no offsetting loss and possibly an additional gain
from postdeath appreciation of the item of property having the excess
cost basis. It is argued that, but for reliance upon the carryover basis
provision, property acquired from a decedent and other appreciated
property held by a beneficiary might not have been sold.

As passed by the Senate, the Revenue Act of 1978 would have
permitted an executor to elect the carryover basis rules with respect
to estates of decedents dying after 1976 and before the date of enact-
ment of the act. If elected, the basis of all property passing from a
decedent would have been determined under the carryover rules (in-
cluding property that was not sold or distributed before the date of
enactment). The election was to be irrevocably made within 120 days
after the date of enactment. The election provision was deleted by the
committee of conference on the Revenue Act of 1978.

If a transitional election should be provided, some may argue that
carryover treatment should apply only to assets sold during the transi-
tional period and that the stepped-up basis rule should apply to all
other assets. It is argued that this approach would minimize the com-
plexities of carryover basis and, since regulations have not been pro-
mulgated for carryover basis, minimize the uncertainty of applying
the provisions to a wide range of assets. On the other hand, some
argue that this approach would provide relief which is more generous
than warranted. It is argued that this approach in effect would permit
executors and beneficiaries to have relief two ways, a stepped-up basis
for appreciated assets and a carryover basis for loss assets.
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It has also been nrgued that, if an election is provided, the carryover
basis rules applicsible during the transitional period should be stream-
lined to deal with the complexities of carryover and uncertainties
because of the absence of Treasury regulations. Some have suggested
that the carryover rules should revised so that no adjustments
would be permitted and carryover basis would be determined solely in
reference to the decedent’s cost basis. On the other hand, others argue
that if the rationale for relief is reliance upon the law existing at the
tinie sales and distributions were undertaken, then the provisions
should be closely identical to those upon which reliance was based.

43-465 0 - 79 - 13
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VII. REVENUE EFFECTS

The revenue effect of carryover basis depends upon the amount of
appreciation passing at death. This is estimated to be $20 billion in
1979 as shown in Table 1. This was derived from 1972 estate tax returns
which were extrapolated to 1979 wealth levels based upon historical
estate tax Statistics of Income data for 1960, 1962, 1965 and 1969. The
1973 IRS capital gains study provides length of holding period data !
which, in conjunction with an estimate of the growth in market value
of appreciating assets, yields a long-run estimate of the portion of
market value which is appreciation. These calculations produced ap-
preciation ratios of 49 percent for corporate stock and 30 percent
for real estate. A 1965 Treasury Department study found comparable
ratios of 36 and 26 percent respectively.? Multiplying the appreciation
ratios for particular wealth classes by the amount of wealth on the
1979 estate tax file yields an estimate of $16.5 billion of appreciation
passing at death on returns which would have filed under a $60,000 fil-
ing requirement. The estate tax file offers data on wealth holdings of
corporate stock and real estate which yields the appreciation estimates
of $8.3 billion and $7.2 billion, leaving $1.0 billion of other
appreciation.

Once these amounts of appreciation have been imputed to the estate
tax file, computer runs of alternative minimum bases and basis ad-
justments yield the estimates of how much appreciation would still
pass at death. These amounts are then adjusted for an average five-year
deferral period between the time the appreciation passes and the heir
realizes it. Finally, a capital gains tax rate appropriate to the heir is
applied, yielding the revenue estimates.

Table 2 shows the effect of increasing the present
law $60,000 minimum basis. A $175,000 minimum basis would
leave 53,000 estates (2.7 percent of all decedents) with
appreciation which, when taxed upon realization by heirs,
would yield long-run annual revenue of $560 million.

This is a reduction of $273 million from the present law
$833 million annual revenue effect.

Table 3 shows comparable estimates for allowing a marginal estate
tax basis adjustment, a $25,000 minimum basis for household effects,
and a $100,000 minimum basis for personal residences. The estimates
for these three proposals assume the overall minimum bases shown in
the first column,

1 There is reason to believe that assets held until death are more highly appre-
ciated than assets sold lifetime. Thus, these estimates may be less than they
would be if the holding period at death were known.

2 Working paper by Gerald Brannon, Henry Copeland. and Nelson McClung,
Office of Tax Analysis.
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TABLE 1.—EsTIMATED ATPRECIATION PassiNg AT DeaTH 1N 1979
[Billions of dollars)

Total Appreciation___ .. 20.0

Total Appreciation on Estate Tax Returns:*_______________ 16.5

Corporate stock_____ . ______ 8.3

Real estate__.___ . 7.2
Business, farm, other__.______________________ 41
Residences o . 3.1

Other__ ol L0

! Assuming a $60,000 filing requirement.

TasLe 2.—LoNG Run! ANNuUAL ReveENUE ErrFeEcT OF PRESENT Law
CARRYOVER Basis? WitH INcREasEpD MiNiMum Basis, aT 1979
LEvEL oF WEALTH

Revenue

Estates passing appreciation loss

versus

Percent-  Revenue present

Returns? age of effect law

Minimum basis (thousand) decedents (millions)  (millions)
$60,000 (present law) __ 187 9.4 $8334_ ______._.
$100,000. _ . __________ 106 5.3 702 $131
$150,000_ __ . ___.____._ 64 3.2 598 235
$175,000_ .. _______ 53 2.7 560 273
$200,000_ . ___________ 44 2.2. 528 305
$225,000. - __________._ 38 1.9 501 332
$250,000_ _ . __.__.____ 33 1.7 476 357
$300,000_ _ ______.___. 26 1.3 . 433 400
$400,000_ ... _______ 18 .9 369 464
$500, 000 ............. 13 7 324 509

1 20 years, when there is no effect from ‘“‘fresh start.”

? Without postponement. .

3 Under a $60,000 filing requirement.

* This estimate would have been $1,229 million with capital gains taxation as it
was pnor to the Revenue Act of 1978.
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TasLE 3.—LoNg Run ! ANNuAL REVENUE ErrFEct VERSUS PRESENT
Law oF? CaArrYOVER Basis Wire INcrREasEp MiNiMuM Basis,
MARGINAL EsTATE Tax Basis ApjusTvENT, $25,000 HOoUsEHOLD
Errects MiNiMum Basis, Anp $100,000 RESIDENCE MINIMU\{
Basis, AT 1979 LEVEL oF WEALTH

[Millions of dollars]

$25, 000 $100, 000

Marginal mzmmum minimum

Increased estate basis for basis for

minimum laz basis household personal

Basis basis adjustment ® effects ® residence
$60,000___ ______________. $121 $5 $123
$100,000_____ $131 119 4 93
$150,000___.. 235 o117 3 69
$175,000.____ 273 115 3 62
$200,000__ . __ 305 113 3 57
$225,000_ . _ . 332 112 2 54
$250,000. . __. 357 111 2 . 52
$300,000. . __. ) 400 107 2 46
$400,000_ .. __ 404 99 1 39
$500,000__.__ 509 92 1 33

120 years, when there is no effect from ‘‘fresh start.”
1 Without Postponement.
# Assuming the minimum basis change in the first column.



APPENDIX B

QUESTIONS SUBMITTED BY SENATOR DOLE TO TREASURY DEPARTMENT AND
THEIR RESPONSES TO THEM
Maron 14, 1979.

Mr. DoNALd C. LUBICK,
Deputy Assistant Secretary for Taw Legislation,

Department of the Treasury,

Washington, D.C.

DeAR DoN: Pursuant to the March 12 hearings before the Subcommittee on
Taxation and Debt Management on “carryover basis,” 1 have additional ques-
tions which will be made part of the Record. I would appreciate the answers
before the hearings are resumed.

1. Please explain how life insurance is treated for minimum-basis purposes
under the 1976 carryover basis rules? What is the current Treasury position?

2. The economic “lock-in” theory, is based on the proposition that an elderly
person is reluctant to sell assets and pay an income tax because at death the
assets will receive stepped-up basis. If there is validity to the economic lock-in
theory, has the lock-in effect been reduced by the liberalization of the capital
gains tax made by the Revenue Act of 1978?

3. The Committee has received testimony that carryover basis can perpetuate,
rather than solve, the “lock-in” problem. Because beneficiarles of an estate
will have to pay capital gains taxes when the assets are sold, under carryover
basis, there will be a strong incentive to hold on to assets that have greatly
appreciated in value. Which type of “lock-in"” effect does the Treasury prefer?

4. Do you believe that death should serve as a taxable event? Would the
Treasury support legislation for capital gains at death?

5. What is the position of Treasury on including in the decedent’s gross estate
cash and the basis of assets transferred within three years of death for the
purposes of the minimum basis adjustment?

6. Would the Treasury support a proposal to allow the estate or the benefi-
claries of an estate to succeed to the decedent's unused net operating loss?
Would the Treasury support a proposal to allow the capital loss carryover to go
forward into an estate where it can be used to offset gains which may be realized
by the estate on carryover property ?

7. It has been reported that approximately $20 billion of appreciation & year
goes untaxed. Could you supply the necessary information, accounting, and ex-
planation on how such a figure is derived?

8. The Revenue Act of 1978 permits a once-in-a-lifetime exclusion from gross
income of $100,000 of gain from the sale of a principal residence for certain
individuals. Under carryover basis, it appears that a sale shortly before death
would, in most cases, produce a significant lower tax than a sale after death.
Woeuld you agree with this coneclusion, and how do you justify this result?

9. Section 2039(a) of the Internal Revenue Code provides that an executor
is required to furnish the Internal Revenue Service and the recipient of carry-
over basis property with certain information. Section 6994(a) of the Internal
Revenue Code imposes substantial penalties of the executor do not comply with
the law. What is the current Treasury position on regarding the policy of these
provisions. Do you know if the Internal Revenue Service is prepared to receive,
retain, and supply carryover basis information to individuals who have .. legit-
imate need for it?

10. Under carryover basis, the sale or redemption of stock may result in a
recognized gain. It is possible that multiple sales will be required to satisty the
increased income tax liability generated by prior sales. Would you agree that
carryover basis could have this effect ;

11. 8. 2228, introduced by Senator Byrd and myself last year, provided a
grandfather clause for pre-carryover basis assets. What is the current Treasury
position on grandfathering pre-carryover basis assets?

(189)
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12. On page 9 of your prepared statement before the Subcommittee, you stated
that “there is no new tax imposed if step-up is repealed.” Under step-up basis,
if an estate sold property that was equal to its fair market value, there is gen-
erally no income tax liability. However, under carryover basts, it is now possible
for an income tax to be imposed. Could you elaborate why the Treasury Depart-
ment does not believe that this is a new or additional tax?

13. On page 10 of your prepared statement, you discuss the taxation of infla-
tionary gqins. You state that “there is no way that inflation can account for
increases in the value of that magnitude.” Could you provide for the Committee
the amount of income tax increases that will occur this year because of inflation?
Please supply data to support your statement.

14. On page 2 of your statement you indicate the “Administration is committed
to the prineipal that income tax appreciation accrued at death should not be
forgiven.” However, it appears that the Treasury Department is willing to for-
give the accrued appreciation for some taxpayers but not for othiers. Why should
some taxpayers be subjected to carryover basis and possible income tax liability
while others be exempt? If the old law is inequitable in your opinion, why is the
Treasury Department willing to let it apply for a vast majority of taxpayers?

I will look forward to a reply at your earliest convenience.

Sincerely yours,
Bos DOLE,

U.8. Senate.

OFFICE OF THE SECRETARY OF THE TREASURY,
Washington. D.C., September 17, 1979.
Hon. RoBerT J. DOLE,
U.8. Senate,
Washington, D.C.

DeAr SENATOR DorE: This is in response to your question of March 14, 1979, re-
questing answers to 14 questions for inclusion in the record of the March 12, 1979
hearings on carryover basis before the Senate Finance Subcommittee on Taxation
and Debt Management.

Answer to Question 1

Under the 1976 carryover basis provision, life insurance proceeds includible in a
decedent's gross estate pursuant to section 2042 are not included in the term
“carryover basis property” (Section 1023(D) (2) (B).) The Treasury does not
propose any change to this rule.

Answer to Question 2

The 1978 reduction of taxes on realized long-term capital gains has the effect
of reducing lock-in for almost all taxpayers. However, lock-in remains significant
under any system which permits taxpayers to avoid income tax entirely by hold-
ing appreciated property until death.

Answer to Question 3

As I stated in my March 12 testimony, insofar as lock-in is related to the
forglveness of income tax on appreciation in property held at death, carryover
basis is a second best approach to its elimination. Lock-in is somewhat reduced
for investors concerned with estate planning since carryover basis eliminates
the complete forgiveness of income tax on appreciation which accrued during the
lifetime of the investor. Thus, an investor who knows that appreciation will
be subject ultimately to income tax will no longer take into account the un-
warranted benefit provided by step-up in basis at death. However, it is also true
that if the property is not sold prior to death and it continues to appreciate, the
amount of capital gains tax will be greater when an heir considers selling. In
this case, lock-in would be somewhat increased. As a result, in a carryover basis
gystem, lock-in woulid be decreased for some taxpayers but increased for others.
The net effect on aggregate lock-in cannot be determined fairly.

If lock-in due to step-up were the sole consideration, it could best be reduced
by treating death as a recognition event. If unrealized appreciation was taxed
at the current long-term capital gains rate at death, a significant amount of the
lock-in effect would be eliminated.

Answer to Question 4

In my March 12 testimony I stated that Treasury believes treating a transfer
at death as a recognition event is an entirely acceptable solution to the step-up
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problem. Depending upon the form of such-a proposal, Treasury could support
legislation treating death as a recognition event.

Answer to Question 5

Under the present carryover basis statute, “the term carryover basis property
means any property which is acquired from or passed from a decedent (within
the meaning of section 1014(b))”, and which is not excluded pursuant to statu-
tory exclusions. (Section 1023(b)(1).) Under section 1014(b) (9), property
transferred within three years of death is considered to have been acquired from
or to have passed from the decedent within the meaning of section 1014(h). Ac-
cordingly such property, unless it has been disposed of by the transferee prior
to the decedent’s death in a transaction in which gain or loss is recognizable, is
carryover basls property and the basis of such property is taken into account
for purposes of the minimum basis adjustment,

Treasury believes this is an appropriate rule. It eliminates what would other-
wise be a strong incentive for a decedent to make deathbed transfers of cash
and other high basis assets to manipulate the minimum basis adjustment.

Answer to Question 6

Section 6(a) of H.R. 4694, the Carryover Basis Simplification Act of 1979, intro-
duced by Congressman Fisher, permits a decedent’s estate to succeed to any capi-
tal loss carryover of the decedent which otherwise would be lost. Upon termina-
tion of the estate, the present rules under section 642(h) would provide for the
further allowance of the unused capital loss carryover to the beneficiaries of the
estate. Treasury supports this provision.

Treasury would not oppose a similar provision regarding unused net operating
losses provided that artificial net operating losses generated through tax shelter
investments and the like are not available to the decedent’s estate or successors
in interest.

Answer to Question 7

The gross estates of all decedents in 1979 will contain approximately $20 bil-
lion of unrealized capital gain. Gross estates of $60,000 and above will contain
an aggregate of about $16.5 billion of unrealized capital gain. The balance of
$3.5 billion will be found in estates of less than $60,000.

The amount of unrealized capital gain on assets held at death is not required
to determine Federal estate tax liability and is thus not reported on estate tax
returns. Using income tax return information, however, a reasonably accurate
measurement can be made.

The estimate of unrealized capital gain on assets held at death is made by
using four basic sources of data: (1) a computer file of actual income tax returns
for taxpayers reporting capital gains. (2) a computer file of actual Federal estate
tax returns, (3) Balance Shects for the United States Economy furnished by
the Board of Governors of the Federal Reserve System, and (4) the Statistics of
Income of Personal Wealth.

Taxpayers reporting salss of capital assets on income tax returns must report
the original cost of the asset and the year the asset was purchased. For every
retu:n, the ratio of capital gain to selling price was computed for each type of
asset.

Assuming the same capitul gain ratios for assets held at death, the amount of
unrealized capital gain in assets reported on each estate tax return was computed
by multiplying the ratio relevant for each asset type times the market value of
each asset type in the return. The result, $16.5 billion, is an estimate of unreal-
ized capital gain in assets held at death for gross estates of $60,000 and above
(the pre-1977 law Federal estate tax filing population), Table 1 (attached) shows
the amount of unrealized capital gain by asset type.

The remaining $3.5 billion of unrealized capital gain was accrued by decedents
with estates of less than $60,000. The Internal Revenue Service estimates the per-
sonal wealth of individuals with at least $60,000 of assets. These estimates are
derived by dividing the value of assets of each estate tax return by the mor-
tality rate specific to the age/sex group of the decedent. The estimate of total
wealth for individuals with at least $60,000 of assets is subtracted from the
estimate of total household wealth reported in the Balance Sheets of the United
States KEconomy. The remaining wealth then is the value of assets controlled by
individuals with less than £60,000. By assuming that the mortality rate for in-
dividuals with less than $60,000 is half that of individuals with more than $60,-
000, an estimate of the value of assets passing at death for pre-1977 law nonestate
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tax filers was made. The relevant capital gain ratio was then applied to the
value of assets yielding the $3.5 billion of unrealized capital gains.

Ansicer to Question 8

Under current law, the benefits of section 121, relating to the $100,000 exclu-
ston from gain on the sale of a principal residence will not be available to a
surviving spouse who hax not attained age 55 even if the decedent spouse quali-
fied for the exclusion, nor will the exclusion be available to any other heir unless
that heir independently satisfles the age and holding and use requirements of
section 121. Section 2(d) of H.R. 4694 provides that if a decedent’s spouse could
have qualified for the $100,000 exclusion if a sale were made prior to death, then
the surviving spouse will be treated as having satisfied the age requirement with
respect to the principal residence and therefore will be eligible for the $100,000
gain exclusion if the principal residence is sold. Treasury supports this provision.

However, Treasury does not believe it is appropriate to make the exclusfon
available to all heirs of a decendent who would have qualified for the exclu-
sion had the sale of the decedent's principal residence been made prior to death
The principal reason for the exclusion is to permit individuals who have owned
residences which are appreciated in value over a relatively long period of time
to select alternative living arrangements without regard to tax consequences.
Thus, the exclusion is personal and should be available only if the residence was
the principal residence of the seller. This may or may not be true in the case
of an heir other than the decedent’s spouse. Second, the age 55 requirement of
current law, when combined with the holding and use requirements, properly
limit that the exclusion to those taxpayers for whom it is reasonable to assume
that the appreciation in the principal residence accrued over a relatively long
time period and who have need of the realized appreciation to support their
housing needs during retirement. To ignore these requirements simply because
a principal residence was inherited would result in an unwarranted windfall
to heirs who could not sat'sfy them independently.

Angwer to Qucstion 9

In a carryover basis system, a recipient of carryover basis property needs to
know the basis of the property for purposes of determining gain or loss on a
future disposition. I'resent law (section 6039A and section 6698) imposes upon
an executor the duty to supply carryover basis information to the recipient of
carrvover basis property and imposes penalties for failure to comply with this
reporting requirement unless the executor can show that the failure to comply
was due to reasonable cause and not willful neglect.

Many tax professionals have suggested that a procedure be developed pur-
suant to which executors could achieve a final determination of basis, binding
upon both the executor and the Internal Revenue Service, at the time of audit
of the decedent’s estate tax return. Those who have recommended this pro-
cedure believe it is essential to resolve basis uncertainties and simplify the long-
term administration of carryover basis.

Treasury agrees with this suggestion. Section 2(b) of H.R. 4694 creates a
procedure to enable the basis of any or all {tems of carrvover basis property to
be determined at the time a decedent’s estate tax is audited. As a part of this
procedure, an executor will be required to report the initial basls of each item
of carryover basis property on the decedent's estate tax return. Thus, the Inter-
nal Revenue Service will have and retain this carryover basis information and
will be in a position to supply the information to the recipients of carryover
basis property if the information supplied by the executor is lost.

The requirement that an executor supply carryover basis information to a
recipient is retained in H.R. 4694. However, the penalties for failure to supply
information with respect to carryover basis property have been revised to take
account of the new procedures regarding basis reporting and determination.
Penalties would be imposed under H.R. 4694 only where the executor’s failure
is due to negligence or intentional disregard of rules and regulations.

Ansicer to Question 10

Income tax liability will arise in a carryover system when appreclated prop-
erty is sold. That is a necessary and intended consequence of carryover basis.
Moreover, it may also be necessary for an estate to gell additional property to
raise funds to pay the income tax arising from the first sale. Indeed, some bave
expressed concern that this “mushrooming” income tax, arising froa the end to



193

sell appreciated property to raise funds to pay death taxes, will result in the
forced sale of farms and closely-held businesses.

Two provisions of H.R. 4694, taken together, eliminate this concern. First,
section 7 of the bill combines into one section the two provisions of existing law
which permit the deferred payment of estate tax attributable to closely-held
businesses and farms. The new section contains the more generous provisions of
cach of the two existing provisions. Thus, in applicable cases, payment of estate
tax attributable to a qualifying closely-held business or farm is deferred for
five years and the balance may be pald in up to 10 annual installments com-
mencing in the sixth year after death. These changes should, in most cases,
eliminate forced sale of property to pay estate taxes.

In ~ome cases, however, it may still be necessary tc sell property. Absent
specific relief, the sale of appreciated carryover basis property will result in
income tax liability. Therefore, H.R. 4694 contains a speecial provision which
allows the basis adjustment for estate tax to be allocated to property equal in
value to the sum of death taxes and administration expenses. Thus, so long as
successive heirs continue to own and operate the business or farm, no income tax
liability will arixe when property is sold to pay estate tax. Moreover, this
provision provides some investment flexibility because there is no requirement
that the sales proceeds actually be used to pay death taxes or administration
expenses.

The net effect of these provisions is a more generous combination of liquidity
relief than exists at present. I attach as Appendix A two examples illustrating
their operation.

Answer to Question 11

The Treasury Department continues to oppose the “grandfathering” of all assets
acquired prior to the effective date of the carryvover provisions. When originally
enacted, Congress made the policy decision to subject only appreciation occurring
after December 31, 1976 to income tax. This decision recognized that it would
be arbitrary and inequitable to have tax consequences turn solely on the date
of acquisition of an asset.

We are aware of some diftficulties that have been encountered in the determina-
tion of basis of assets acquired prior to the effective date of carryover basis.
Items of taungible personal property and personal residences have proved partic-
ularly troublesome. Also, the statutory formula enacted by Congress in 1976 to
determine the value of nonmarketable property held on December 31, 1976 has
tangible personal property which was a capital asset in the hands of the decedent.
caused difficulty because the computation required under that formula requires
knowledge of the acquisition date and cost of property subject to the formula.

The proof of basis problems to which “grandfathering” is apparently addressed
can be solved in a less drastic and more equitable manner. In my March 12 testi-
money I set out a number of Treasury proposals designed to eliminate proof of
basis problems for assets acquired prior to the effective date of carryover basis.
ghle‘se 46ssl;‘lggestions have been substantially adopted by Congressman Fisher in

Specifically, H.R. 4694 provides ¢n increase in the tangible personal property
exclusion from $10,000 to $23,000 aud redefines excluded assets to include any
tangible personal property which was a capital asset in the hands of the
decedent.

The “fresh start” adjustment is also modified. While the fresh start adjustment
for marketable securities is determined in the same manner as under present law,
the fresh start adjustment for all property other than marketable securities (and
certain other property having a readily ascertainable value on December 31,
visions applicable to tangible personal property. Also, the fresh start adjust-
1976) is determined under a discount-back formula similar to the present pro-
visions applicable to tangible personal property. Also, the fresh start adjust-
ment will be available for purposes of determining both gain and loss.

The effect of thexe provisfons Is to eliminate proof of basis problems for most
assets acquired prior to December 31, 1976. Iistorical cost will be relevant only
if it exceeds fresh start value. In most eases, it will be possible readily to esti-
mate whether historical cost exceeds fresh start value, Moreover, as noted in the
explanation of H.R. 4604, reasonable methods of basis reconstruction will be
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acceptable. This provision is intended to be administered liberally so as not to
require executors to incur unnecessary expense attempting to document acqui-
sitlon cost precisely.

H.R. 4694 directly addresses the proof of basis problem for assets acquired
prior to the effective date of carryover hasis in an equitable and administrable
manner. It eliminates the need for grandfathering.

Answer {6 Qucstion 12

In my March 12 testimony I stated, *‘there is no new tax imposed if step up
is repealed.” That statement is absolutely accurate. Under a carryover basis
system the income tax on appreciation which occurred during a decedent’s life-
time must be paid when inherited appreciated property is sold by an heir. This
is not a new tax. It is simply the long overdue application of the present income
tax system to appreciation which had been forgiven under step up.

Answer to Qucslion 13
Inflation will inereaxe receipts from the individual income tax by about $9
billion in 1979.

Answer to Question 14

The existing carryover basis provisions have been criticized because those pro-
vixions apply to the estates of decedents who are not subject to the estate tax
system. This occurs because the present minimum basts of $60,000 effectively
excludes only estates of that amount and less from carryover basis while, in
1981, the unified credit will exempt from the estate tax system most estates of
$175,625 or less.

While it is true that virtually all decedents own some appreciated property,
it is also appropriate to recognize that administrative considerations lead one
toward some exemption level, The question then becomes what level is appro-
priate. Treasury helieves it is appropriate to conform the carryover basis system
to the exemption level of the estate tax system. Therefore, carryover basis would
be inapplicable to those estates containing less than $175,000 of carryover basis
property. However, a $173,000 minimum basis is available to those estates which
are subject to carryover basis. The net effect, therefore, is to permit all estates
a minimum basis of up to $175,000. As a result, all estates are treated equally.

Sincerely yours,
Do~NaLp C. LUBICK,
Assistant Secretary (Tax Policy).

Enclosure.

TABLE 1.—Unrealized capital gain in assets held af death by gross cstates in
excess of $60,000

[1979 levels in billions of dollars]
Amount of

Asgset type capital gain
Personal residence_ . . oo e 3.1
Real estate. .o o e ———— 4.1
Securities oo e g g

Noncorporate business assets. o e

Corporate StOCK oo o e e —m—mmcmm e 8.3
Total . _____ e e e —————————————— 16.5
Office of the Secretary of the Treasury. -
Office of Tax Analyst.

APPENDIX A

KXAMPLES ILLUSTRATING OPERATION OF THE LiQuiniTy RELIEF ProvisioNs or 1LR.
4694, TIIE CARRYOVER BBASIS SIMPLIFICATION ACT oF 1079

The overall purpose of the liquidity relief provisions is to prevent the forced
sale of closely-held businesses and farms which a decedent's hejrs desire to con-
tinue to own and operate.

The provision permitting deferred payment of estate tax attributable to closely-
held businesses and farms allows an adequate time pertod over which estate
tax liability may be paid from earnings generated Ly the business. The follow-
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ing examples illustrate that the alowance of a 15-year time period over which
to pay the estate tax attributable to the closely-held business or farm will
in ost cases, prove adequate.

Nonetheless, there may be sitnatfons where efther this relief is insufficient, or,
particularly in the case of closely-held stock, it ix necessary or desirable to
redeem some portion of the stock. As the examples illustrate, a sale or redemp-
tion may be made without income tax consequences if the executor elects to allo-
cate a sufficient amount of the death tax basis adjustment to the property sold
or redeemed. In effect, the sale of property to pay death taxes and administration
expenses is accorded the same income tax treatment as occurred when the basis
of property in the hands of an heir was ‘‘stepped up” to estate tax value. While
there is less aggregate basis adjustrent available for the retained portion of the
closely-held business, this will not cause difficulty because, by hypothesis, the
retained property will not be sold by the heir.

Example 1.—X, a widower, dies on December 31, 1990 with the following assets
(all acquired after December 31, 1976) and labilities. For purposes of illustra-
tion, administration expenses are ignored and it is assumed that the farm doex
not qualify for special use valuation.

Asset/Liability Fair market value Basis
Farm real property - e $900, 000 $200, 000
Farm machinery e 75, 000 50, 000
Cash e 5, 000 5, 000
Life insurance. oo e 10, 000 10, 000

Stocks and bonds- - e 20, 000 12, 000
Debts assoclated with farm._ . ___________ 200, 000 N/A

1. CALCULATION OF ESTATE TAX DUE
Gross estate:

Farm real property . oo oo e e mmm e $900, 000
Farm machinery . . 15, 000
CaSh o —————————— 5, 000
Life InSurance_ . e 10, 000
Stocks and bonds. o oo e 20, 000
Total oo e —————————— 1, 010, 000
Less:

Debts associated with farm-._ . <. $200, 000
Total e e m— e e e——— e ————— 200, 000
Taxable eState - e S 810, 000
Estate tax before unified credit - eemaoen 271, 700
Unifled eredit o . e —— e ————— 47, 000
Estate tax payable e 224, 700

II. ESTATE TAX LIQUIDITY RELIEF-DEFERRED ESTATES TAX PAYMENT

The estate of X qualifies for the deferred estate tax payment privilege under
proposed section 61668(a) (1) (A) because the value of the farm real property
and machinery (net of debts) exceeds 65 percent of X’s adjusted gross estate.
Thus, the estatc of X may elect to pay the estate tax attributable to the farm
real property cnd machinery in up to 10 annual installments commencing in
the sixth year after X’s death at a 4 percent interest rate. The estate tax attrib-
utable to the farm real property and machinery is equal to the estate tax

due X.
closely-held business amount $214,991, 775,000
adjusted gross estate " $224,700 " 810,000

If the executor of the estate of X so elects, $9,709 will be payable at the time
the estate tax return is due, interest of $8,600 will be payable annually for five
years on the deferredl estate tax of $214,001 and that deferred amount may be
paid in 10 annual installments of $21,499 (plus interest) commencing in year 6.

X
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This 15 year payout period, at a modest 4 percent interest rate, should itself
permit the estate to pay the deferred estate tax from funds generated from the
farm operation. However, should it be necessary or advisable to sell property
additional liquidity relief is provided by proposed section 1023 (£).

III. INCOME TAX LIQUIDITY RELIEF-ALLOCATION OF DEATH TAX BASIS ADJUSTMENT

Because X’s estate qualifies for the deferred estate tax payment privilege, the
executor of \X's estate may elect to apportion the death tax adjustment to any
gg;;):z%er basis assets with an aggregate fair market value not fn excess of

The maximum amount of the death tax adjugtment equals, in general, the
highest applicable marginal estate tax rate times the net appreciation in all
carryover basis assets included in the estate. In this example, the applicable
marginal estate tax rate is 39 percent and the net appreciation in all carryover
basis properties is $733,000. The aggregate death tax adjustment is $285,870.

If the executor of X's estate allocated $8,000 of the aggregate death tax
adjustment to the $20,000 of stocks and bonds and $159,211 to farm real property
worth $204,700, those assets could be sold without recognition of gain because
the fair market value of each asset equalled basis. Moreover, under the facts
in this example, the sale would not cause an acceleration of the deferred estate
tax. Thus, the executor would have $224,700 in cash to invest while retaining
the privilege of paying $214,991 in installments at 4 percent interest.

The balance of the death tax adjustment, $118,659, would be available for
allocation by the executor to any other carryover basis assets, subject only teo
the limitation that the per asset adjustment could not exceed .39 times the
appreciation in each asset.

Ezample 2.—Y, a widower, dies on December 31, 1990 with the following assets
(all acquired after December 31, 1976). For purposes of illustration, administra-
tion expenses and debts are ignored.

Asset/Liability Fair market value Basis
Closely-held stoCK. . e e ececcecm—————em $600, 000 $200, 000
Resldence e 250, 000 80, 000
Cash e ———— 25, 000 25, 000
Life insurance. ..o .o 50, 000 50, 000
Marketable stocks and honds_ ..o oo 75, 000 40, 000

1. CALCULATION OF ESTATE TAX DUE
Gross estate:
Closely-held stock
Residence .. __._____
Cash e —————

Total e — e
Taxable estate._ . e
Estate tax before unified credit__ . _______ 345,
Unifled eredit . o e e m————————— 47, 000
Estate tax payable. . e 208, 800

II. ESTATE TAX LIQUIDITY RELIEF—DEFERRED ESTATE TAX PAYMENT

The estate of Y qualifies for the deferred estate tax payment privilege under
proposed section 6166(a) (1) (B) and (C) because the value of the closely-held
stock exceeds 35 percent of Y's gross estate and 50 percent of Y's taxable estate.
Thus, the estate of ¥ may elect to pay the estate tax attributable to the closely-
held stock in up to 10 annual installments commencing in the sixth-year after
Y's death at the statutory interest rate, currently 6 percent. The estate tax
attributable to the closely-held stock is equal to the estate tax due X.

closely-held business amoun!c=__$298,800>< 600,000
adjusted gross estate $179,280° " 1,000,000
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If the executor of the estate of Y so elects, $119,520 will be payable at the
time the estate tax return is due, interest of $10,757 will be payable annually for
five years on the deferred estate tax of $179,280 and that deferred amount may
be p%id in 10 annual installments of $17,928 (plus interest) commencing in
vear 6.

This 15 year payout period should itself permit the estate to pay the deferred
estate tax from funds generated by the business. However, should it be necessary
or advisable to sell property additional liquldity relief is provided by proposed
section 1023 (f).

III, INCOME TAX LIQUIDITY RELIEF—ALLOCATION OF DEATH TAX BABIS ADJUSTMENT

Because Y's estate qualifies for the deferred estate tax payment privilege, the
executor of Y's estate may elect to apportion the death tax adjustment to any
carryover basis assets with an aggregate fair market value not in excess of
$208,000.

The maximum amount of the death tax adjustment equals, in general, the
highest applicable marginal estate tax rates times the net appreciation in all
carryover basis assets included in the estate. In this example, the applicable
marginal estate tax rate is 39 percent and the net appreciation in all carryover
basis properties is $6035,000. The aggregate death tax adjustment is $235,950.

If the executor of Y’s estate allocated $35,000 of the aggregate death tax
adjustment to the $75,000 of marketable stocks and bonds and $149,200 to closely-
held stock worth $223,800, the marketable stocks and bonds could be sold and
the closely-held business stock sold or redeemed without recognition of gain
because the fair market value of each asset equalled basis and the redemption
qualifies as n sale or exchange under section 303. Indeed, the executor could
elect to allocate $109,200 of the death tax adjustment to closely-held stock worth
$298,800 and have that amount redeemed under section 303 without income tax
consequences, Moreover, under the facts in this example, the sale of this amount
of closely-held stock would not cause an acceleration of the deferred estate tax.
Thus, the executor would have $298,800 in cash proceeds from the sale of carry-
over basis assets and $75,000 in cash from Y's savings and life insurance. Estate
tax of $119,520 would be due with Y's estate tax return, leaving the executor
with $254,280 to invest while retaining the privilege of paying $179,280 in install-
ments at 6 percent interest.

The balance of the death tax adjustment, $51,750 or $36,750 under the above
alternatives, would be available for nllocation by the executor to any other
carryover basis assets, subject only to the limitation that the per asset adjust-
ment could not exceed .39 times the appreciation in each asset.
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