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VARIOUS TAX PROPOSALS

MONDAY, MARCH 24, 1980

U.S. SENATE,
SuBCOMMITTEE ON TAXATION
AND DEBT MANAGEMENT GENERALLY,
COMMITTEE ON FINANCE,
Washington, D.C.

The subcommittee met, pursuant to notice, at 10 a.m., in -room
2221, Dirksen Senate ce Building, Hon. Harry F. Byrd, Jr.

presiding.

Present: Senators Byrd, Packwood, and Wallop.

[The &ress releases announcinf these heari and the bills S.
110, S. 487, S. 653, S. 1435, S. 1481, S. 1825, S. 1967, S. 1984, S. 2136,
S. 2168, S. 2171, S. 2220, S. 2239 follow:]

(Prees release No. H-15, Mar. 13, 1980)

FINANCE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT SETs HEARINGS ON
Various Tax Prorosals RECOMMENDED BY THE WHite House CONFERENCR ON
SMALL BusINEss

Senator Harry F. Byrd, Jr. (I-Va), Chairman of the Subcommittee on Taxation
and Debt Management of the Senate Finance Committee, announced today that the
Subcommittee will hold a series of hearings centerinﬁ on various tax proposals
recommended by the White House Conference on Small Business. R

Senator Byrd, alo ith ten other Senators, is a mémber of the Small Business
Task Force which ﬁpﬂ Leader Robert Byrd had appointed. Senator Gaylord
Melson of Wisconsin is the Task Force Chairman.

A‘I‘he hearings will be held on Monday, March 24, Friday, March 28, and Tuesday,

1. .

hearing on March 24 will be held in Room 2221 of the Dirksen Senate Office
Buildixf\g!,‘:nd will begin at 10:00 A.M. _

The heannx‘:g Monday, March 24, will center on the Federal estate tax and
Jts impact on the rican family.

Senator Byrd noted that although the estimated receipts in 1980 for all estate and
gift taxes is only $5 billion and is less than will be collected from the excise taxes on
aloohol and tobacco, the estate and gift taxes have a potential devastating effect on
the family and famil‘):owned businesses, “This” Senator Byrd continued, “is be-
cause the estate tax often levied at the precise time that a famil has lost the
princiral wage earner and is underioing a great financial upheaval. The same holds
true for the family business which cannot rapidly recover from the loes of key
grr:onnel. If these considerations are not taken into account in the judicious admin-

tion of the estate tax, havoc magebe wrecked upon the family and small family-
owned and operated businesses may be forced into liquidation.” ~ ~

Senator Byrd said that a number of his oollglues share these concerns and have

introduced bills to ameliorate or avoid these ems. For example, Senator Wallo
has introduced S. 7984, which among other thi would eliminate mateﬁa“i‘gﬁct
pation as a irement for the special valuation of farms and businessee the

estate tax. S.ml984_ would also remove the limitation on the marital deduction and

to $6,000. .
Senator Nelson, r with Senators Baucus, Heinz and Stewart, have intro-
duced 8. 2220, the “Family Business Protection Act of 1980, which is designed to
aid the continuation of family businesses during the transition period follmnm
death of a key family memﬂer. Senator Nelson, along with Senators Pell,

o
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Cranston, Packwood, Melcher, Thurmond, and Jepsen have also introduced S. 1825
which would increase the uniﬁed estate tax credit to $70,700, thereby increasing the
estate tax exemption to $250,000. -

Senator Byrd said that although a number of other bills amending various estate
and gift tax provisions have been introduced, the scheduled hearing will concentrate
primarily on S. 1825, S. 1984 and S. 2220,

Witnesses.—Senator Byrd stated that the following witnesses have been scheduled
to testify at the hearing.

HON. DONALD LUBICK, ASSISTANT SECRETARY FOR TAX POLICY, DEPARTMENT OF THE
TREASURY

A panel congisting of: James Powell, Tax Committee Chairman, National Cattle-
men’s Association; and Steven Wolf of the National Family Business Council.

A panel consisting of: Frank S. rall, irman, Estate and Gift Tax Commit-
tee, American College of Probate Counsel; Dave L. Cornfeld, Vice i for
Publications of the American Bar Association’s Tax Scction; J. Thomas Eubank,
Last iring Chairman of the American Bar Association’s Real Property, Probate
and Trust Law Section; and, Edward C. Halbach, Jr., Chairman-elect of the Ameri-
can Bar Association’s Real Property, Probate and Trust Law Section.

It is expected that the panel o witnesses will appear on behalf of themselves
rather than as representatives of their organizations. Senator Byrd further stated
that if public interest in this area of law is sufficiently great, the Subcommittee
mt‘w consider an additional morning of hearings. -

itnesees scheduled to testify must comply with the following rules:

(1) A copy of the statemerit must be filed by the close of business the day before
the day the witness is scheduled to testify.

@ All witnesses must include with their written statement a summary of the
principal points included in the statement. -

(3) The written statement must be typed on letter-size paper (not leg:l size) and at
least 100 copies must be submitted by the close of business the day before the
witness is scheduled to testify.

(4) Witnesses are not to read their written statements to the Committee, but are
to confine their ten-minute oral presentations to a summary of the points included
in the statement. -

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

Written testimony.—The Chairman stated that the Subcommittee would be
pleased to receive written testimony from those persons or organizations who wish
to submit statements for the record. Statements submitted for inclusion in the
record should be mailed with five (5) copies by Monda April 1, 1980, to Michael
Stern, Staff Director, Committee on Finance, Room gﬁ?l Dirksen Senate Office
Building, Washington, D.C. 20510.

[Prees Release No. H-11, Mar. 20, 1980]

FINANCE SUBCOMMITTEE ON TAXATION AND DzeT MANAGEMENT ANNouNces Wrr-
© NESSES POR THE HEARING ON PROPOBALS FOR THE ENCOURAGEMENT OF SmaLL Busi-
NEsses THROUGH TAx REFORMS AND CAPITAL FORMATION

_ Senator Harry F. Byrd, Jr. (I-Va.), Chairman of the Subcommittee on Taxation
and Debt Management of the Senate Finance Committee had previousl announced
that the Subcommittee will hold a series of hearings focusing on the proposals
recommended by the White House Conference on Small Business. Today, Senator
tﬂmam_n the format and the witnesses who have been scheduled to testify at

earings.
The hearings will be held on Friday, March 28 and Tuesday, Agoril 1 in Room 2221
of the Dirksen Senale Office Building, and will begin at 9:00 AM. each day.

Although the hearings will focus on a numbér of Senate bills recommended by the
White House Conference, Senator Byrd, a member of the Senate Small Business
Task Fome‘., ﬁlx:\phasmd' that the witnesses need not restrict their testimony to these

“We have invited a series of witnesses, each an expert in his field,” said Senator
Byrd. “We welcome their comments on matters of importance to the small business
community, including the Senate bills, other tax R;opoeals, and current problems in
ﬁthe tax area confronting small businesses which have not been addressed in legisla-

on.

The hearings will focus on the following bills:

S. 487—Provides a credit for investment in originial stock of small businesses.

S. 653—Provides for the non-recognition of on the sale of stock if the
proceeds are reinvested.
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S. 1481—Provide a tax credit for investment in qualifying debentures.

8. 2136—0:1301“9 rate reduction.

8. 1485 and S. 110—Depreciation reform.

S. 2171—Would eliminate the mid-year W-2 form.

8. 2168—Permits subchapter 8 corporations to have 100 shareholders.
Provides favored tax

8. 2289 treatment for certain stock options.
8. 1967—Would it the establishment of a reserve for the net gain from

market activities.
Witnesses.—Senator Byrd stated that panels of rts representing the entire
spec&umofmaﬂbusineashavebeeninviwdtomt' . This will include attorney
sccountants, andeeonomistaspecializingintheservicmgofsmallbusineaoesaswe
as institutional advocates and ggemﬁn%hemm businessmen.

Invited to testify on March 28, are: Department of the Treasury; Mr. Miiton
Steward, Office of Adv . Small Business Administration; Small Business Legis-
1ative Council; and Nati Venture Capital Association.

Among those invited to tati?' on April 1, include: National Federation of Inde-
pendent Businessmen; Nati Association of Small Business Investment Compa-

i rules:

(1) A copy of the statement must be filed by the close of business the i? before

m da{n the witness is scheduled to testify, together with the full mailing address of
witness.

@) All witnesses must include with their written statement a summary of the
principal points included in the statement.

) written statement must be typed on lettersize paper (not legal size) and at
least 100 copies must be submitted by the close of business the day before the
witness is scheduled to testify. i

Written testimony.—The Chairman statéed that the Subcommittee would be

to receive written testimony from those persons or organizations who wish
to submit statements for the record. Statements submitted for inclusion in
record should be mailed with five (5) copies b Ag‘il 30, 1980, to Michael Stern,
Staff Director, Committee on Finance, Room 2%2‘7 irksen Senate Office Building,
Washington, D.C. 20510.
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To amend the Internal Revenue Code of 1954 to provide accelerated and
simplified depreciation for small business.

IN THE SENATE OF THE UNITED STATES

January 23 (legislative day, JANUARY 15), 1979
Mr. NELsON (for himself, Mr. Forp, Mr. HuppLESTON, Mr. PELL, Mr. SASSER,
Mr. WEICKER, and Mr. STEWART) introduced the following bill; which was
read twice and referred to the Committee on Finance

A BILL

To amend the Internal Revenue Code of 1954 to provide
accelerated and simplified depreciation for small business.

—

Be it enacted by the Senate and House of Representa-
tives of the United Stales of America in Congress assembled,
SHORT TITLE

Section 1. This Act may be cited as the “Small Busi-
ness Depreciation Reform Act of 1979".
SEC. 2. Section 167 of the Internal Revenue Code of

1954 (relating to depreciation) is amended by adding at the

W =3 D T ok W W

end thereof the following new subsection:



@ g =~ & v o W D =

MNMKO!O(O—‘——-H»-M’—-H.—»‘
U"“WN""OCO@*‘@U‘&QOKQ—O

2

‘“(q) THRER-YEAR UBEFUL LIFE, STRAIGHT-LINE
DEPRECIATION.—

“(a) GENERAL RULE.—In the case of a taxpayer who
has made an election under this subsection for the taxahle
year, the tem; ‘reasonable allowance’ as used in subsection
(a) means (with respect to property which has a useful life of
36 months or more) an allowance based on 2 useful life of 36
months computed under the straight-line method (within the
meaning of subsection (bX1)).

“(b) $25,000 Basis LivMiTaTiON.—For purposes of
this subsection, the basis (as determined under subsection (g))
of property placed in service during the taxable year shall, to
the extent that such basis exceeds $25,000 for the taxable
year, not be taken into account.

“(c) ELECTION.—An election under this subsection for
any taxable year shall be made at such time, in such manner,
and subject to such conditions as may be prescribed by the
Secretary by regulations.

“(d) LIMITATION.—

“(1) GENERAL RULE.—Subject to the exception
provided by subparagraph (2), the provisions of this
gection shall not apply to property to which an election
under section 179 applies.

“2) ExceprioN.—The provisions of subpara-

graph (1) shall not apply to that portion of the basis of
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1 property placed in service during the taxable year
2 which exceeds $25,000 for the taxable year.”.

3 SEC. 3. Subsection (¢) of section 46 is amended by
4 adding at the end thereof the following new paragraph:

5 “(1) APPLICABLE PERCENTAGE IN THE CASE OF
6 3-YEAR USEFUL LIFE, STRAIGHT-LINE DEPRECI-
7 A'}ION.—No.t\\'ithStanding subsection (c)(2), in the case
8 of property with respect to which an election under
9 section 167(q) applies, the useful life of any such prop-
10 erty for purposes of this subpart shall be the useful life
11 determined without regard to section 167(g).”".
12 EFFECTIVE DATE
13 SEC. 4. The amendment made by sections 2 and 3 of

14 this Act shall apply in the case of property acquired after the
15 date of enactment of this Act and placed in service in taxable

16 years ending after the date of enactment of this Act.
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To amend the Tnternal Revenus Code of 1954 to provide & credit for investment
~n original issus stock of small businesses.

IN THE SENATE OF THE UNITED STATES

Feeauaxy 26 (egislative day, FrpRuARY 22), 1979

Mr. NeLsoN (for himself, Mr. ST2WART, snd Mr. PACEWOOD) introduced the
following bill; which was read twice and referred to the Committee on Finance

A BILL

“ Mo amend the Internal Revenue Code of 1954 to provide a
credit for investment in original issue stock of small businesses.
1 Be it enacted by the Senate and House of RWM
2 tives of the United States of America in Congress assembled,
8 SECTION 1. SHORT TITLE. o '
4"~ 'This Act may be cited as the “Small Business Private
5 Investment Act of 1979".

6 SEC.2. ALLOWANCE OF CREDIT. ~

1 (a) IN GENERAL.—Subpart A-of part IV of subchapter

8 A of chapter 1 of the Internal Revenue Code of 1954 (relat-
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2
ing to credits allowable) is amended by inserting immediately
before section 45 the following new section:
“SEC. 44D. INVESTMENT IN ORIGINAL ISSUE STOCK OF SMALL
BUSINESSES.

““(a) GeNerAL Rure.—In the case of an individual
who is & citizen or resident of the United States, there is
allowed, as a credit against the tax imposed by this chapter
for the taxable year, an amount determined under sub-section
(b) with respect to the adjusted basis (within the meaning of
section 1011) of the taxpayér for incentive stock (as defined
in subsection (c)) acquired for money during the taxable year.

“(b) AMOUNT OF CREDIT.—  _

“(1) I&Dlx’lDUALs.-In the case of individuals,
the amount of the credit shall, subject to paragraph (2),
be equal to the sum of —

“(A) 10 percent of the first $10,000 of such
adjusted basis, plus

“(B) 5 percent of any other amount of such
adjusted basis.

“(2) INDIVIDUAL CREDIT NOT TO EXCEED
$3,000.—In the case of an individual, the credit al-
lowed by subsection (a) for any taxable year ghall not
exceed $3,000 (36,000 in the case of a married indi-
vidual filing a joint return).

~ *{c) LIMITATIONS.—
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“(1) OREDIT NOT ALLOWED TO CERTAIN DE-

PENDENTS.—No credit shall be allowed under subsec-
tion (a) to an individual with respect to whom a per-
sonal exemption deduction is allowable for the taxable

. year to another taxpayer under section 151(e).

*(2) CREDIT NOT ALLOWED IF TAXPAYER CON-

- TROLS CORPORATION.—No credit shall be allowed

“under subsection (a) with respect to the amount of the

adjusted basis of the taxpayer for incentive stock in
any corporation if at any time during the taxable year
the taxpayer possessed 80 peréent or more of the total
combined voting power of all classes of stock entitled
to vote. ‘

“(8) APPLICATION WITH OTHER CREDITS.—The
credit allowed by subsection (a) shall not exceed the
tax imposed by this chapter for the taxable year, re-
duced by the sum of the credits allowable under a sec-
tion of this part having a lower number or letter desig-
nation than this sect{on, other than the credits allow-
able by sections 81, 39, and 48.

“(4) CERTAIN TAXES NOT CONSIDERED TAXES
IMPOSED BY THIS CHAPTER.—For purposes of this
section, any tax imposed for the ta.xablé year by sec- |
tion 56 (relating to minimum tax for tax preferences),

section T2(m}(5)B) (relating to 10 percent tax on pre-
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mature distributions to owner-employees), section
402(e) (relating to tax on lump sum distributions), sec-
tion 408(f) (relating to additional tax on income from
certain retirement accounts), section 531 (relating to
accumulated earnings tax), section 541 (relating to per-
sonal holding company tax), or section 1378 (relating
to tax on certain capital gains of subchapter S corpora-
iions), and any additional tax imposed for the taxable
year by section 1351(dX1) (relating to recoveries of for-
eign expropriation losses), shall not be considered tax
imposed b& this chapter for such year.

| ‘5) CREDIT NOT ALLOWED IF TAXPAYER
ELECTS ROLLOVER.—No credit shall be allowed with
respect to amounts paid for incentive stock with re-
spect to which the taxpayer has elected the application
of section 1041 —(relating to sales of small business
)stock).
*(d) DEFINITION OF INCENTIVE STOCK.—

“(1) IN GENERAL.—For purposes of this section,
the term ‘incentive stock’ means original issue common
or preferred stock registered under section 12 of the
Securities Exchange Act of 1934 offered in an unre-

 stricted offer to the public—
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54
“(A) which is issued by a domestic corpora-
tion (other than an electing small business corpo-

ration as defined in section 1371(b))—

" _ "“()_which does not, for the taxable year
in which such stock is offered, have passive
“investment income (as defined in section
1372(e)(5)(C)) in excess of the limitation set
forth in section 1372(e}(5)(A), and
“(ii) the equity capital (within the
meaning of the last sentence of section
1244(c)(2)) of which does not exceed
$25,000,000 immediately ;efore such offer-
“ing, and
“(B) which is part of an issue of stock the
aggregate, sale price of which does not exceed
$7,500,000.

(2) CONTROLLED CORPORATIONS.—In the case
of a_corporation which is a member of a controlled
group of corporations (as defined in section 1563(a)1)),
the equity capital of all members of the controlled
group shall be treated, for purposes of paragraph (1)XA)
this subsection, as the equity capital of the issuing cor-
poration.

(3) STOCK ACQUIRED MORE THAN 180 DAYS

AFTER ISSUANCE; STOCK ACQUIRED BY UNDER-
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6
1 wrITER.—No stock shall be treated as incentive stock
2 for purposes of this section if it is first purchased more
3 than 180 days after the date on which it is issued. No
- 4 acquisition of stock by an underwriter in the ordinary
5 course of his trade or business as an underwriter,
6 whether or not-guaranteed, shall be treated as an ac- -
7 quisition for purposes of subsection (a).
8 (4) CERTAIN REDEMPTIONS AND REFINANCING
9 ISSUES NOT TREATED AS INCENTIVE STOCK.—An
10 issue of stock which, but for this paragraph, would be
11 treated as incentive stock under this sectioxi shall not
12 be treated as incentive stock if, within 180 days before
13 the date of issuance, the issuing corporation (or any
14 other corporation which is a member of the same con-
15 trolled group of corporations, within the meaning of
16 gection 1563, as the issuing corporation) has”acquired
17 stock (including acquisition by way of redemption) of
18 the issuing corporation or of any other member of the
19 controlled group with an aggregate purchase price in
20 excess of 10 percent of the aggregate sale price of the
21 issue of incentive stock. 3
22 “(e) DISPOBITION OF INCENTIVE S.'rocx BerorE IT
23 Is Herp For MOERE THAN 6 MONTHS.—
24 ‘(1) DISPOSITION BEFORE FILING BRETURN FOR
25 TAXABLE YEAR OF ACQUISITION.—No credit is allow-
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7
1 able under subsection (a) wi:th respect to incentive
2 stock aquired during & taxable year which is not held
3 by the taxpayer on the date established by law for
4 filing a return of tax for that taxable year.
5 “(2) OTHER PREMATURE DISPOSITIONS.—If
6 _during any taxable year incentive stock is disposed of
1 by the taxpayer before the stock has been held by the
8 taxpayer for more than 6 months, then the tax under
9 this chapter for the taxable year shall be increased by
10 the amount of the credit claimed by the taxpayer for
11 | any preceding taxable year with respect to the acquisi-
12 tion of such stock.
13 «(3) Excprions.—Paragraphs (1) and (2) of
4 this subsection shall not apply in the case of the dispo-
15 sition by bequest or gift unless— -
16 “(A) the bequest or gift is deductible under
17 section 170 (determined without regard to the
.18 ~ limitations contained in subsection (b)), 2055, or
19 _ 2522, or
20 “(B) the recipient disposes of the stock
21 before the stock has been held -for more than 6
22 months (including any periods of time during
23 which the stock was held by the original
24 purchaser).”. .
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(b) CLERICAL AMENDMENT.—The table of sections for
such subpart is amended by inserting immediately before the
item relating to seetion 45 ﬁhe following new item:

“Sec, 44D. Investment in original issus stock of small businesses.”.
() CoNFORMING AMENDMENTS.—Subsection (b) of

section 6096 of such Code (relating to designa;ion of income
tax payments to Presidential Election Campaign Fund) is
amended by striking out “and 44C” and inserting in lieu
thereof “44C, and 44D,

(d Orepir Nor ALLOWED T0 ESTATES AND
TrusTS.—Subsection (a) of section 642 of such Code (relat-
ing to special rules for credits against tax for estates and
trusts) is amended by adding at the end thereof the following
new paragraph: ‘

“(3) INVESTMENT IN INCENTIVE STOCK.—An
estate or trust shall not be allowed the credit against
tax for investment in incentive stock provided by sec-
tion 44D.”.

SEC. 3. EFFECTIVE DATE.

The amendments made by this Act shall apply with re-
spect to taxable years beginning after December 31, 1879, —
and to stock acquired after the date of enactment of this Act.
For purposes of the preceding sentence, stock acquired before
January 1, 1980, shall be treated (except for purpose;; of
section 44D (c)(3) and (d) of the Internal Revenue Code of
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1 1954) as acquired on the first day of the first taxable year of
2 the taxpayer beginning after December 31, 1979.




16

96TH CONGRESS
18T SESSION ° 6 3

To amend the Internal Revenue Code of 1954 to provide for the nonrecognition of
gain of the proceeds from the sale of incentive stock if those proceeds are
reinvested in such stock, and for an increase in basis for incentive stock held
for certain period.

IN THE SENATE OF THE UNITED STATES

MARCH 14 (legislative day, FEBRUARY 29), 1879

Mr. NELSON (for himseli, Mr. Baucus, Mr. Weicker, and Mr. HUDDLESTON)
introduced the following bill; which was read twice and referred to the
Committee on Finance -

A BILL

To amend the Internal Revenue Code of 1954 to provide for the
nonrecognition of gain of the proceeds from the sale of
incentive stock if those proceeds are reinvested in -such
stock, and for an increase in basis for incentive stock held
for certain period.

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
That (a) part IIT of subchapter O of chapter 1 of the Internal

Revenue Code of 1954 (relating to nontaxable exchanges) is

W N
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2
amended by adding at the end thereof the following new sec-
tion:
“8EC. 1041. SALES OF SMALL BUSINESS STOCK.

“(a) NONRECOGNITION OF GAIN.—If small business
st:ock is sold, gain (if any) from such sale shall, at the election
of the taxpayer, be recognized only to the oxtent that the
taxpayer’s sale price exceeds the cost of small business stock
purchased by the taxpayer within 18 months after the date of
such sale. "

“(b) DEFINITIONS; SPECIAL RULES.—For purposes of

this section— ‘
’ “(1) SMALL BUSINESS STOCK.—The term ‘small
business stock’ means common or preferred stock
issued by a domestic corporation or small business in-
vestment company (other than an electing small busi-
ness corporation as defined in section 1871(b))—

“(A) which does not, for the taxable year in
which such stock is issued, have passive invest-
ment income (as defined in section 1372(e)(5XC))
in excess of the limitation set forth in section
1872(e)(5)(A), and

“(B) the equity capital (within the meaning
of the last sentence of section 1244(c)(2)) of which
does not exceed $25,000,000.
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(2) CONTROLLED coayonmons.—ln the case -

of & corporation which is a member of a controlled
group of corporations (as defined in section 1568(aX1)),
the equity capital of all members of the controlled

group shall be treated, for purposes of paragraph (1{A)

of this subsection, as the equity capital of the issuing
corporation.

“(3) STOCK ACQUIRED BY UNDERWRITER.—No
acquisition of stock by an underwriter in the ordinary
course of his trade or business as an underwriter,
whether or not guaranteed, shall be treated as a pur-
chase for purposes of subsection (a). '

“(4) DEFINITION OF SMALL BUSINESS INVEST-
MENT COMPANY.—The term ‘small business invest-
ment company’ has the same-meaning as when such
term is used in title IIT of the Small Business Invest-
ment Company Act of 1958 (15 U.S.C 681 et seq.),
excepi that such term shall not include an electing

small business corporation (as defined in section

. 1871(b)).

“(c) LIMITATIONS.—

‘(1) 12-MONTH HOLDING PERIOD,—Subsection

(#) shall only apply to gain attributable to sale of small

business stock with respect to which the taxpayer’s
holding period is more than 12 months.
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“(2) APPLICATION WITH SECTION 44D.—Subsec-
tion (a) shall not apply with respect to any small busi-
ness stock with respect to which a credit is allowed
under section 44D for the taxable year in which it is
acquired.

“(d) Basis o? SmaLL Business STock.—The basis of
small business stock purchased by the taxpayer during the
18-month period shall be reduced by the amount of gain not
recognized solely by reason of the application of subsection
(a). If more than one share of small business stock is pur-
chased, such reduction in basis shall be applied to each such
share in chronological order of purchase. The amount of the
reduction applicabie to each share shall be determined by
multiplying the maximum gain not to be recognized pursuant
to subsection (a) by a fraction the numerator of which is the
cost of such share and the denominator of which is the total -
cost of all such shares.

“(¢) STATUTE OF LimiTaTIONs.—If during a taxable
year a taxpayer sells small business stock at 2 gain, then—

“(1) the statutory period for the assessment of
any deficiency attributable to any part of such gain
shall not expire before the expiration of 3 years from
the dalt;a the Secretary is notified by the taxpayer (in
such manner as the Secretary may by regulations pre-

scribe) of—
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1 ““(A) the taxpayer’s cost of purchasing small
2 business stock which the taxpayer claims results
3 in nonrecognition of any part of such gain, ) ) .
4 “(B) the taxpayer's intention not to purchase
5 property within the period specified in paragraph
6 @ or
7 “(C) a failure to make such purchase within
8 such period; and
9 “(2) such deficiency may be assessed before the
10 ‘ expiration of such 3-year period notwithstanding the
11 provisions of any other law or rule of law which would
12 otherwise prevent such assessment.”.
13 (b) Section 1223 of such Code is amended by redesig-
" 14 nating paragraph (12) as paragraph' (13) and by inserting a
15 new paragraph (12) as follows: )
16 “(12) In determining the period for which the tax-
onm payer has held small business stock the acquisition of
18 which resulted under section 1041 in the nonrecogni-
19 tion of any part of the gain realized on the sale of
20 small business stock,-there shall be included the period
21 for which small business stock with respect to which
92 gain was not recoguized had been held, and the period
23 such replacement smali business stock was held as of
24  the date of such sale or exchange.”.
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(¢) CLerrcAL AMENDMENT.—The table of sections for

—

part ITT of subchapter 0 of chaper 1 of such Code is amended

[U- T

by adding at the end thereof the following new item:

“Sec, 1041. Sales of small business stock.”.
4 Sko. 2. The amendments made by this Act shall apply
5 with respect to stock acquired aftér the date of enactment of

6 this Act.

W

A
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To amend the Internsl Revenue Code of 1954 to provide a system of capital

recovery for investment in plant and equipment, and to.encourage economic
growth and modernization through increased capital investment and expand-
ed employment opportunities.

IN THE SENATE OF THE UNITED STATES

June 217 (legislative day, JUNE 21), 1979
. NELsON (for himself, Mr, BENTSEN, Mr. Packwoop, and Mr. CRAFEE)
introduced the following bill; which was read twice and referred to the
Committee on Finance

A BILL

‘To amend the Internal Revenue Code of 1954 to provide a

system of capital recovery ‘for investment in plant and
equipment, and to encourage economic growth and modern-
ization through increased capital investment and expanded
employment opportunities.

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
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SECTION 1. SHORT TITLE; TABLE OF CONTENTS; AMENDMENT

OF 1954 CODE. .
(a) SnorT TrTLE.—This Aét may be cited as the “Cap-
ital Cost Recovery Act of 1979
(b) TABLE OF CONTENTS.—

. Short title; table of contents; amendment of 1954 Code.

. Capital cost recovery allowance.

Changes in investment tax credit.

Amendments related to depreciation.

Disposition of recovery property subject to recapture under section 1245.
Minimum tax amendment.

Technical amendments.

, Effective date.

FEELELEY

(c) AMENDMENT OF 1954 CoDE.—Except as otherwise
expressly provided, whenever in this Act an amendment or
repeal is expressed in terms of an amendment to, or repeal of,
a section or other provision, the reference shall be considered
to be made to a section or other provision of the Internal
Revenue Code of 1954.

SEC. 2. CAPITAL COST RECOVERY ALLOWANCE. -

(a) IN GeNERAL.—Part VI of subchapter B of chapter
1 (relating to itemized deductions for individuals and corpora-
tions) is amended by inserting after section 167 the following
new section:

“QEC. 168. CAPITAL COST RECOVERY DEDUCTION.

“(a) ALLOWANCE OF DEDUCTION.—In the case of re-
covery property, there shall be allowed the recovery deduc-
tion provided by this section.

“(b) AMOUNT OF DEDUCTION.—
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“(1) TN GENERAL.—The recovery deduction for
the taxable year shall be the aggregate amount deter-
mined by applying to the capital cost of recovery prop-

erty the applicable percentage determined in accord-

S B W N =

ance with the following table:

“Capital Cost Recovery Table

The applicable percentage for
the class of property is:

“If the recovery year is— Class1  Class2  Class 8
. 10 20 33

18 82 45

18 24 22

14 16

12 8

(=3 -
-
o

—

“(2) TRANSITIONAL APPLICABLE PERCENT-

AGES.—

“(A) For transitional applicable percentages

®© 00 =N &

for additions to capital account of class 1 property
10 before 1984, see subsection (h)(2).

11 “(B) For transitional applicable percentages
12 for additions to capital account of certain class 2
13 property before 1984, see subsection (h)(3).

14 “(¢) Recovery ProPERTY.—For purposes of this
15 title— -

16 “(1) RECOVERY PROPERTY DEFINED.—Except as

17 otherwise provided in subsection (g), the term ‘recov-
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11

12

13

14
15

16

17
18
19
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ery property’ means tangible property (other than
land)—
“(A) used in a trade or business, or
“(B) held for the production of income.
“(2) CLASSES OF RECOVERY PROPERTY.—
“(A) CLASSIFICATION TABLE.—The classifi-
cation of recovery property shall be determined in

accordance with following table:

“Classification of Recovery Property
“Class 1 Class 2 Class 8
Buildings Recovery property Automobiles, taxis,
and structural not taken into and light-duty
components of account under trucks.
buildings. class 1 or class 8.

,i_i(B)_sl_O0.000 LIMIT FOR CLASS 3.—In the
case of any taxpayer for any taxable year, the
capital cost (for which such year is recovery year

L 1) taken into account under class 3 shall not ex-
ceed $100,000.
“(C) SPECIAL RULES FOR APPLYING THE
$100,000 LIMIT.—

“For special rules relating to the $100,000 limit, see
subsection (1X2).

;'(d) CapIiTAL COST,—
“(1) IN 0ENERAL.—For purposes of this section,
the term ‘capital cost’ means, with respect to any

property, the net addition to capital account for the
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1 taxable year (determined without regard to the séction
2 1016(a)(2) adjustment for such year).

3 *(2) SPECIAL RULES FOR PROPERTY NOT YET
4 PLACED IN SERVICE.—In the case of property which -
5 has not been placed in service before the close of the

6 taxable year—

7 “(A) PAYMENT RULE.—Except as pfovided

8 in subparagraph (B), the addition to capital ac-

9 count shall be-treated as made when payment of
10 an amount is made.

11 - “(B) SELF-CONSTRUCTED PROPERTY.—If
12 the property is constructed (in whole or in part)
13 by the taxpayer, capital cost shall be determined
14 under paragraph (1) without regard to subpara-
156 graph (A) of this paragraph.

18 “(3')"Auoums MUST BE FOR PERIOD AFTER
17 1979.—For purposes of this section, capital cost does
18 not include’ any amount paid or properly charged to
19 capital account for any period before January 1, 1980.
20 “(4) SPECIAL BULES.—

21 “(A) PUBLIC -UTILITY PROPERTY ELEC-
22 r10N.—For election to determine capital cost of
23 public utility property by treating advance pay-
24 ments as made when property is placed in service,
25 see subsection (iX8).
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1 “(B) Tn.msx'rxo;un RULE FOR FISCAL

2 yEAR TAXPAYEES.—For special transitional rule

3 for determining capital cost of fiscal year taxpay-

4 ers, see subsection (i)(5).

5 “(6) TAXPAYER MaY DEDUCT LESS THAN FuLn AvL-

6 LOWANCE.— -

1 ““(1) IN GENERAL.—For any taxable year the tax-

8 payer may deduct all or any portion of the amount al-

9 lowable under subsection (a). The deduction for any
iO taxable year may be increased or decreased at any
11 time before the expiration of the period prescribed for
12 making a claim for refund of the tax imposed by this
13 chapter for such taxable year. ,

14 “(2) CARRYOVER OF UNUSE]S DEDUCTIONS.—
15 Any amount allowable for the taxable year by subsec-
18 tion (a) but not deducted for such tazable year shall be
117 carried forward and may be claimed as-a deduction for
18 any succeeding taxable year. Any deduction so claimed
19 shall be treated as an addition to the capital cost re-
20 covery deduction allowable under subsection (a) for
21 such succeeding taxable year.
22 “(3) ALLOCATION OF DEDUCTIONS.—If by reason
28 of paragraph (1) the taxpayer deducts less than the
24 amount allowable for any taxable year, the amount de-
25 ducted shall be apportioned among the taxpayer’s re-
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1 covery property in the same proporti(;n as the amount
2 allowable in respect of the recovery property bears to
8 the total amount allowable in respect of recovery prop-
4 erty. A similar rule shall be applied in the case of the
- b _allowance of & deduction in & succeediné taxable year
6 under paragraph (2).
1 “(4) ADJUSTMENTS TO Basis.—For purposes of
8 section 1016(a)(2), in the case of recovery property the
9 amount allowable under this subtitle for exhzustion,
10 wear and tear, and obsolescence shall be the amount
11 allowsble by subsection (a) of this section.
12 “(f) RECOGNITION OF GAIN OB Loss AND ADJUST-
18 MENT 'ro CapiTaL Co8TSs ON RETIREMENT OB OTHER
14 DIsPOSITION.—
15 “(1) GENERAL RULE.—(ain or loss shall be rec-
16 ognized on the disposition of recovery property, unless
17 nonrecognition is specifically required or permitted by
d 18 another provisiﬁn of this chapter.
19 “(2) MAss ASSET ACCOUNTS.—In lieu of recog-
20 nizing gam or loss, a taxpayer who maintains mass
21 asset accounts of recovery property may,-under regula-
22 tions prescribed by the Secretary, elect to include in
23 income all proceeds realized on the disposition of such
24 pr;zperty.
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“(8) An.rus_'mi:n'r 70 CAPITAL cOST.—For pur-

poses of this section, if gain or loss is recognized on
the disposition of recovery property, the capital cost of
such property shall cease to be capital cost as of the
beginning of the taxable year in which such disposition
occurs.
“(4) DIsPOSITION INCLUDES RETIREMENT.—For
~ purposes of this subsection, the term ‘disposition’ in-
cludes retirement.
“(g) PrOPERTY EXCLUDED FrOoM APPLICATION OF

SECTION.—

“(1) CERTAIN PROPERTY BXCLUDED.—The term

13 ‘recovery property’ does not include—

14 “(A) prol;erty placed in service by the tax-
15 payer before January 1, 1980,

16 “(B) residential rental property (within the
117 meaning of section 187(), and

18 “(0) property with respect to which the tax-
19 payer—

20 “G) is entitled to elect amortization (in
21 lieu of depreciation), and

22 “(i) elects such amortization.

23 “(2) CERTAIN METHODS OF DEPRECIATION.—
24 The term ‘recovery property’ does not include property
25 if—

63-769 O - 80 - 3 -
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1 “(A) the taxpayer elects to exclude such
2 property from the application of this section, and
3 “(B) for the first taxable year for which a
4 deduction would be allowable under this section
5 with respect to such property—
6 “(i) the property is properly depreciated
1 under the unit-of-production method, ;he re-
8 - tirement-replacement method, or any other
8 method of depreciation not expressed in a
10 term of years, or
11 “(ii) the property is a leasehold im-
12 provement which is properly depreciated
13 over the term of the leasehold.
14 *(3) SPECIAL RULE FOR CERTAIN PUBLIC UTIL-
15 ITY PROPERTY.—

- 18 ~ “(A) IN GENERAL.—In the case of public
17 utility property (within the meanix;g of section
18 187()(3)A)), such property shall be treated as re-
19 covery property only if the t;.xpayer uses & nor-
20 malization method of accounting.

21 “(B) USE OF NORMALIZATION METHOD DE-
22° FINED.—For purposes of subparagraph (A), a tax-
23 payer ;1ses & normalization method of accounting
24 with respect to any public utility property if both
25 the taxpayer's rates and its operating results on
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= 1 its regulated books of account reflect a tax ex-
2 pense determined by—
3 “G6) a method of depreciation on the
4 property whxch is the same as, and
5 “(ii) a depreciation period for the prop-
6 erty which is no shorter than,

1 the method and period used to.determine its de-
8 preciation expense on the property for purposes
9 of establishing its cost of service for ratemaking

10 purposes.
11 “(C) SECRETARY TO PRESCRIBE BEGULA-
, 12 r10N8.—The Secretary shall provide such regula-
: 13 ' tions as may be necessary or appropriate to pre-
g 14 vent the reflection (directly or indirectly) in rates
15 or operatiné results of an amount of tax expense
- 16 which is inconsistent with either the depreciation
17 method described in subparagraph (B)(i)-or the de-
18 preciation period described in subparagraph (B)ii).
19 “(4) CERTAIN BALES, LEASES, AND OTHER
20 TRANSACTIONS .IN PROPERTY PLACED IN SERVICE
21 BEFORE 1980.—The te.rm ‘recovery property’ does not
22 include property acquired directly or indirectly from a
28 person who used such property before January —l,

24 1980, if—
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“(A) within 1 year after the property is so
acquired, the property is leased back to ‘such
person, or

‘“(B) the person so acquiring the property
bears a relationship specified in section 267(b) to

the person using such property before January 1,
1980. ’

“(h) TRANSITIONAL APPLICABLE PERCENTAGES FOR

Crass 1 PROPERTY AND CLASS 2 PROPERTY.—

‘(1) IN ORNEBAL.—The Secretary shall pre-
scribe tables setting forth transitional applicable
percentages—

“(A) for additipns to capital account of class

1 property before January 1, 1984, and

- “(B) for additions to capital account of class

2 property before January 1, 1984.

If for any taxable year for any property there is a
transitional applicable percentage, such transitional
percentage shall be substituted for the applicable per-
centage set forth in subsection (b).

“(2) TRANSITIONAL APPLICABLE PERCENTAGES
FOR CLASS 1 PROPERTY.—The transitional applicable
percentages for class 1 property shall be determined
in accordance with the following assigned recovery
periods:
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whransitions! Rocovery Periods for Class 1 Property
The transitional applicable
“For additions to percentage shall be based on
capital account a capital cost recovery period
in— of the following l}umber of years:
1980 18
1981 18
1982 curcvircrirensemsssressnisusansiassstesssiststsssstasssiianes 14
TOBB .ovvvsiureessemsessssersnasasessasssesmasmasisass s st s st b0 12

“(3) TRANSITIONAL APPLICABLE PERCENTAGES
FOB CERTAIN CLASBS 2 pROPERTY.—The transitional
applicable percentages for class 2 property shall be de-

termined in accordance with the following assigned re-

covery periods:
«Teansitional Recovery Periods for Certain Class 2 Property
The transitional applicable
“For additions to percentage shall be based on

capital account ’ » capital cost recovery period

in— of the following number of years:
1980 ADR lower limit.
1981 ADR lower limit minus 1 year,
1982 ADR lower limit minus 2 years.
1988 ADR lower limit minus 8 years.

The capital cost recovery period determined under this
paragraph shall in no case be less than 5 years.

‘(49 ADR LOWER LIMIT DEFINED.—For pur-
poses of pa.rs,graph (8), the ADR lower limit for any
class of property is the lowér limit of the asset depreci-
ation range in effect on June 27, 1979, for such class
of property under section 167(m). For purposes of tha

. preceding sentence, lower limits in excess of 9 years
shall be treated as equal to 9 years, and any lower



34

13
1 limit which is not a whole number of years shall be
2 rounded down to the next lower whole number of
3 years. )
4 “(5) TABLES TO BE SIMILAR TO SUBSECTION (b)
5 TABLE.—The tables prescribed under paragraph (1) for
6 any class of property for any assigned recovery period
1 shall be based on principles similar to those used in the
8 construction of the table under subsection (b) for that
9 class of property.
10 “(i) DEFINITIONS AND SPECIAL Rl;rLEs.—For pur-
11 poses of this section—
12 “(1) RECOVERY YEAR 1, ETC.—The term ‘recov-
13 ery year 1’ means, with respect to any capital cost, the
14 first taxable year for which a deduction with respect to
15 such cost is allowable under suhsection (a). The imme-
16 diately following taxable year shall be recovery year 2,
17 and the taxable years-which follow shall be numbered
18 accordingly. _
19 “(2) SPECIAL RULES FOR APPLYING THE
20 $100,000 LIMIT FOR CLASS 3 PROPERTY.—
21 “(A) IN GENERAL.—If for any taxable year
22 the capital cost (for which such year is recovery
23 year 1) of automobiles, taxis, and light-duty
24 trucks exceeds $100,000, the taxpayer shall
25 select the items to be treated as class 3 property,
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but only to the extent of an aggfegate capital cost
of $100,000. Such a selection, once made, may be
changed only in the manner, and to the extent,
provided by such regulations.

“(B) MARRIED NpiviDUALS.—In the case
of & husband4 or wife who files a separate return,
the limitation under subparagraph (A) and under
subsection (c)(2X(B) shall be $50,000 in lieu of
$100,000. This subparagraph shall not apply if
the spouse of the taxpayer has no property which
may be taken into account as class 3 ﬁroperty (for
which this is recovery year 1) for the taxable year
of such spouse which ends within or with the tax-
payer’s taxable year.

“(C) CONTROLLED oroups.—In the case of
a controlled group, the $100,000 amount specified

-under subparagraph (A) and under subsection
(cX2)(B) shall be reduced for each component
member of the group by apportioning $100,000
among the compenent members of such group in
accordance vﬁth their respective amounts of capi-
tal cost of -automobiles, taxis, and light-duty
trucks. |

“(D) PartnersHIPS.—In the case of a

partnership, the limitation contained in subpara-
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1 graph (A) and in subsection (c)2)B) shall apply
2 with respect to the partnership and with respect
3 to each partner. '

4 “(E) CONTROLLED GROUP.— For purposes of -
5 this paragraph, the term ‘controlled group’ has
6 the meaning assigned to such term by section
7 1563(a), except that the phrase ‘more than 50

- 8 percent’ shall be substituted for the phrase ‘at

9 least 80 percent’ each place it appears in section
10 1563(a)(1).

11 “(3) PuBLIC UTILITY MAY ELECT NOT TO TAKE
12 INTO ACCOUNT ADVANCE PAYMENTS.—

13 “(A) In aeNEraL.—In the case of public
14 utility property (within the meaning of section
15 1670)(3)), the taxpayer may elect to treat all ad-
16 ditions to capital account for the period before
11 property is placed in ser;ice as made during the

-18 taxable year in which the property is placed in

19 service. '

20 “(B) EFFECT OF ELECTION.—An election
21 under subparagraph (A) shall apply to all public
22 utility property of ihe taxpayer for the taxable
23 year for which the election is made and all subse-
24 " quent taxable years unless the Secretary consents

25 ' to a revocation of such election.
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13
14
15

16
117
18
19
20
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“(4) MAKING OF ELECTIONS.—Any election (or

selection) under this section shall be made at such time
and in such manner as.the Secretary may by regula-
tions prescribe.
“(5) TRANSITIONAL RULE FOR DETERMINING
CAPITAL COST OF FISCAL YEAR TAXPAYERS. —If—
“(A) the taxpayer’s taxablo year is a period
“other than the calendar year, and
“(B) a transitional applicable percentage ap-
plies to additions to capital account in any portion
of the taxable year,
then the capital cost for such taxable year shall be sep-
arately computed for each portion of a calendar year
included within the taxable year.
“(j) Cross REFERENCE.—

“For speclal rule with respect to certaln gain derived
from disposition of property the adjusted basls of which
is determined with regard to this section, see section
1245.”

SEC. 3. CHANGES IN INVESTMENT TAX CREDIT.

(a) APPLICABLE PERCENTAGE.—Subsection (c) of sec-

tion 46 (relating to qualified investment) is amended by

adding at the end thereof the following new paragraph:

“(7) APPLICABLE PERCENTAGE FOE RECOVERY
PROPERTY.— Notwithstanding paragraph (2), the appli-
cable percentage for purposes of paragraph (1) shall

be—
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“(A) in the case of class 1 or class 2 recov-
ery property (within the meaning of section 168),
100 percent, or |

“(B) in the case of class 3 recovery property
(within the meaning of section 168), 60 percent.”

(b) OrepIT FOR EXPENDITURES BEFORE PROPERTY '

7 Is PLacED IN SERVICE.—Subsection (d) of section 46 is

8 amended to read as follows: .

9
10
11
12

13

14
15
18
17

18

19
20
21
22
23

“(d) QuALIFIED PROGRESS EXPENDITUBES.—

“(1) IN GENERAL.—The amount of the qualified

" investment of any taxpayer for the taxable year (deter-

mined under subsection (c) without regard to this sub-
gection) shall be increased by the aggregate of the ap-
plicable percentage of each qualified capital cost of the
taxpayer for the taxable year.

“(2) QUALIFIED CAPITAL (OST.—For purposes
of paragraph (2), the term ‘qualified capital cost’ means
the capital cost described in section 168(dX1) for the
taxable year with respect to any property which has
not been placed in service before the close of such tax-
able year if such property, when placed in service, can
regsonably be expected to be recovery property which
is section 88 property.
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*(3) APPLICABLE PERCENTAGE.—For purposes
of paragraph (1), the term ‘applicable percentage’ has
the meaning given to such term by subsection (eX7).

“(4%1:1_0 QUALIFIED PROGRESS EXPENDITURES

~ FOR PROPERTY FOR YEAR OF RECAPTURE.—In the

case of any property, no qualified progress expendi-
tures shiall bé taken into account under this subsection
for the first taxable year for which recapture is re-
quired under se(::tion 47(&)(3) with respect to such prop-
-erty, or for any taxable year thereafter.” ..
(c) AMENDMENT OF RECAPTURE RuLes.—

(1) IN GENERAL.—Subsection (a) of section 47
(relating to certain dispositions, etc., of section 38
property) is amended by redesignating paragraphs (5),
(6), and (7) as paragraphs (6), (7), and (8), respectively,
and by inserting after paragraph (4) the following new
pg;a.-gr;)h: ‘

()  SPECIAL RULES  FOR RECOVEEY
PROPERTY.—

~ “(A) GeNERAL RULE.—If during any tax-

able year section 38 recovery property is disposed

of, or otherwise ceases to be section 88 property

[rwih; respect to the taxpayer, before the close of

the recapture period, then the tax under this

chapter for such taxable year shall be increased
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by the recapture percentage of the aggregate de-
crease in the credits allowed under section 38 for
all prior taxable years which would have resulted
solely from reducing to zero the qualified invest-
ment taken into account with respect to such
property.

~ “(B) RECAPTURE PERCENTAGE.—For pur-
poses of subparagraph (A), the recapture percent-
age shall be determined in accordance with the

following table:
“Tf the taxable year in which The recovery percentage

the recovery property ceases for each class of

to be section 38 property is: property is:

Class 1 and
Class 2 Class 8
The taxable year in which placed in
TN RIVIOO i isnenassnienne 100 percent 100 percent.

The first taxable year after the year

in which placed in service ........... 80 percent 68 percent.
Thesecondtaxableyearaftertheyear

in which placed in service ........... 60 percent 83 percent.
The third taxable year after the year

in which placed in service ........... 40 percent 0 percent.
The fourth taxable year after the year

in which placed in service ........... 20 percent 0 percent.

‘(0) DEFINITIONS AND SPECIAL RULES,—

“(i) SECTION 88 BECOVERY PROPERTY.—
For purposes of this paragraph, the term ‘section
38 recovery property’ means any section 38 prop-
erty which is recovery property (within the mean-
ing of section 168),
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“(i)) RECAPTURE pERIOD.—For purposes of

" this paragraph, the term ‘i-ecapture period’ means,

with respect to any property, the period consisting
of the taxable year in which such property is
placed in service and the 4 succeeding taxable
years (the 2 succeeding taxable years in the case
of class 3 property).

“(iii) CLASSIFICATION OF »%OPERTY.—For
purposes of this paragraph, property ghall be clas-
sified as provided in section 168.

“Gv) PARAGRAPH (1) NOT TO APPLY.—
Paragraph (1) shall not apply with respect to any
recovel;y property.”’

(2) TECHNICAL AMENDMENTS.—

(A) Subparagraph (D) of section 47(a)8) is
amended—

(i) by striking out “paragraph (1), para-
graph (1) and inserting in lieu thereof
“paragraph (1) or (5), as the case may be,
such pax;agraph", and

(ii) by striking out “PARAGRAPH (" in
the subparagraph heading and inserting in
lieu thereof ‘“PARAGRAPH (1) OR (5)".

(B) Parag_raph (8) of section 47(a) (as redes-
ignated by paragraph (1) is amended by striking
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out “paragraph (1) or (3)” and inserting in lieu
thereof “paragraph (1), (8), or (5)”.

(C) Subparagraph (B) of section 47(a)(7) (as
redesignated by paragraph (1)) is amended by
striking out “paragraph (5)” and inserting in lieu
thereof “paragraph (6)".

() AMENDMENT OF SECTION 48.—The last sentence
of section 48(a)(1) (defining section 38 propérty) is amended
by striking out “includes only property” and inserting in
lieu thereof “includes only recovery property and any other
property’’.

SEC. 4. AMENDMENTS RELATED TO DEPRECIATION.

(a) ReEcovERY DEDUOCTION TBEATED A8 DEPREOCI-
ATION.—Subsection (a) of section 167 (relating to depreci-
ation) is amended by adding at the end thereof the following
new sentence: “In the case of recovery property (within the
meaning of section 168), the recovery deduction allowable
under section 168 shall be deemed to constitute the reason-
able allowance provided by this section, and such property
shall be considered for purposes of this title as property of &
character subject to the allowance provided ‘under this sec-
tion."”

() No AppITIONAL FIRST-YEAR DEPRECIATION FOR
RECOVERY PROPERTY.—Paragraph (1) of section 179(d)
(defining section 179 property) is amended by striking out
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“gnd” at the end of subparagraph (B), by striking out the
period at the end of subparagraph (C) and inserting in lieu
thereof *, and”’, and by adding at the end thereof the follow-
ing new subparagraph:
(D) which is not recovery property (within
the meaning of section 168).”

(¢) TERMINATION OF CLASS Lire SysTeM.—Subsec-
tion (m) of section 167 (relating to class lives) is amended by
adding at the end thereof the following new-paragraph: -

“4) TerMINATION.—This subsection shall not
apply with respect to property placed in service after

December 31, 1979.”

SEC. 5. DISPOSITION OF RECOVERY PROPERTY SUBJECT TO
RECAPTURE UNDER SECTION 1245.

Paragraph (3) of section 1245(s) (defining section 1245
property) is amended by striking out “or” at the end of sub-
paragraph (0), by striking out the period at the end of sub-
paragraph (D) and inserting in lieu thereof “, or”, and by
adding at the end thereof the following new subparagraph:

“(E) recovery property (within the meaning
of section 168).”
SEC. 6.- MINIMUM TAX: AMENDMENT.

Subsection (a) of section 57 (defining items of tax prefer-
ence) is amended by inserting after paragraph (11) the follow-
ing new paragraph: ]
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(12) CAPITAL COST RECOVERY DEDUCTION.—

“(A) IN GENERAL.—With respect to each
property which is class 1 or class 2 recovery
property (as determined. under section 168) and
which is subject to a lease, the amount (if any) by
which the recovery deduction allowed for the tax-
able year is greater than the straight-line capital
cost recovery amount determined in accordance
with subparagraph (B).

“(B) STRAIGHT-LINE OAPITAL COST RECOV-
ERY AMOUNT.—For purposes of this paragraph,
the straight-line capital cost recovery amount
ghall be the amount of the depreciation deduction
which would have been allowed for the taxable
year had the taxpayer depreciated the property,
beginning with the middle of the taxable year in
which placed in service, under the straight-line
method for each year of its useful life assuming—

“(i) & useful life of 10 years in the case
of class 1 recovery property, and

“(ii) & useful life of b years in the case
of class 2 recovery property.

“(0) LIMITATIONS.—

“G) CorrPORATIONS.—This paragraph

shall not apply to any taxpayer which is a
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1 corporation (other than an electing small
2 ) business corporation as defined in section
38 1371(b)) and a personal holding company (as
4 defined in section 542). -
5 “(ii) PROPERTY MANUFACTURED OR
6 PRODUCED BY TAXPAYER.—This paragraph
i 1 shall not apply with respect to any property
8 which is manufactured or produced by the
9 taxpayer.
10 “D) PARAGRAPHS (2) AND (3) DO NOT
11 APPLY TO nxcovﬁnv PROPERTY.—Paragraphs
12 (2) and (8) shall not apply to recovery property
13 (within the meaning of section-168).”
14 SEC.7. TECHNICAL AMENDMENTS,
15  (a) EArNINGS AND PROFITS.—
18 (1) Subsection (k) of section 312 is amended by
17 redesignating paragraph (3) as paragraph @) and by
18 inserting after paragraph (2) the following new
19 paragraph:
20 *(3) EXCEPTION FOR BECOVERY DEDUCTION.—
21 If for any taxable year a recovery deduction is allow-
22 able under section 168 with respect to any recovery
28 property, then the adjustment to earnings and profits
24 for depreciation of such property for such year shall be
25 the amount so.allowable (but not in excess of the

63-769 0 -~ 80 ~ 4
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| straight-line capital cost recovery amount determined
under section 57(aX12)B)).” ‘
(2) The paragraph heading of paragraph 2) of
section 812(k) is amended to read as follows:

1
2
8
4
b " 4(2) EXCEPTION FOR OERTAIN METHODS OF DE-
6 PBEOIATION.;—".

1 (b) AMENDMENT OF SECTION 381.—Subsection (c) of
8 section 381 is amended by adding at the end thereof the fol-

9 lowing new paragraph: )

10 “(27) "UNUSED DEDUCTIONS UNDER SECTION
11 168.—The acquiring corporation shall take into ac-
12 count (to the extent proper to carry out the purposes of
18 this section and section 168, and under such regula-
14 tions as may be prescribed by the Secretary) the items
156 required to be taken into account for purposes of
16 section 168 in respect of the distributor or transferor
117 corporation.”

18 (c) AMENDMENT OF SECTION 383.—Section 883 (relat-
19 ing to special Mmﬁom on certain carryovers) is amended
20 by striking out “‘and to any net capital loss” and inserting in
21 lieu thereof “to any unused deductions under section. 168(e),

22 and to any net capital loss”.

28 SEC. 8. EFFECTIVE DATE.

24 The amendments made by this Act shall apply to tax- |
25 able years ending after December 81, 1979. ‘
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96t CONGRESS
1ST SESSION ° 1 48 1

To amend the Internal Revenue Code of 1954 to provide a credit against tax for

To

S Ot o W N e

investment in small business participating debentures, and to provide addi-
tional tax incentives for the issuance of such debentures.

IN THE SENA’i‘E OF THE UNITED STATES
Jury 11 (legislative day, June 21), 1979

. Weicker (for himself, Mr. Baucus, Mr. HatcH, and Mr. HAYAKAWA)

introduced the following bill; which was read twice and referred to the
Committee on Finance

A BILL

amend the Internal Revenue Code of 1954 to provide a
credit against tax for investment in small business partici-
pating debentures, and to provide additional tax incentives
for the issuance of such debentures.

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
SECTION 1. ALLOWANCE OF CREDIT FOR INVESTMENT IN

SMALL BUSINESS PARTICIPATING DEBENTURE.

(a) IN GENERAL.—Subpart A of part IV of subchapter

A of chapter 1 of the Internal Revenue Code of 1954 (relat-
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2
ing to credits allowable) is amended by inserting immediately
before section 45 the following new section:
“SEC. 44D. INVESTMENT IN SMALL BUSINESS PARTICIPATING
DEBENTURE. ‘

“(s) GENERAL RULE.~1In the case of a taxpayer who
is a United States person there is allowed, as a credit against
the tax imposed by this chapter for the taxable yea:r, an
amount equal to the lesser of—

“(1) the product of—

““(A) 1/2 of 1 percent of the proceeds of any
small business participating debenture which is
acquired by the taxpayer during the taxable year
for money from .the small business issuing such
debentures, multiplied by

“(B) the number of years ending after the
date of acquisition and before the maturity date of
the debenture, or A
“(2) b percent of the proceeds of any such deben-

ture.

“(b) LIMITATIONS.—

(1) MAXIMUM DOLLAR AMOUNT.—The credit

allowed by subsection (a) for any taxable year shall not .

exceed $5,000 ($10,000 in the case of a joint return).

“(9) CREDIT NOT ALLOWED FOE DEBENTURES

ISSUED BY A RELATED PARTY.—No credit is allow-
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1 able under subsection (a) with respect to a small busi-

2 ness participating debenture issued by a small business

3 in which the taxpayer has an interest. For purposes of

4 this subsection, a taxpayer shall be considered as

b having an interest in the issuer of a small business par-

6 ticipating debenture if—-

7 - “(A) in the case of a small business partici-

8 pating debenture issued by & corporation, the tax-

9 payer is considered, under gection 318, to own—
10 “G) 10 percent or more in value of the
11 stock, or | .
12 “(ii) stock which represents 10 percent
13 or more of the voting rights

14 in the corporation or in a corporation which is a
15 member of the same controlled group of corpora-
16 tions (within the meaning of section 1563(a)), or
17 “(B) in the case of a small business partici-
18 pating debenture issued by a small business not
19 organized as a corporation, the taxpayer owns, or
20 is considered to own (under regulations prescribed
21 by the Secretary similar to the regulations pre-
22 scribed under section 318), more than 10 percent
28 - of the profits or capital in the business.
24 “(3) DEBENTURES ISSUED BY PERSON HOLDING

25 TAXPAYER'S DEBENTURES.—If— -
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1 “(A) a taxpayer acquires a small business
2 participating debenture from a small business, and
3 “(B) such small business or a person with an
4 interest in such small business acquired, before
5 the chuisition described in subparagraph (A), any
6 such debenture from the taxpayer or any small
1 bﬁsiness which the taxpayer has an interest in,
8 no credit is allowable under subsection (&) with respect
9 to that amount of the proceeds of the debenture ac-
- 10 quired by the taxpayer which is equal to the amount of
11 the proceeds of any such debenture acquired from the
12 taxpayer or the small business in which the taxpayer
13 has an interest.
14 “(4) APPLICATION WITH OTHER CREDITS.—The
15 credit allowed by subsection (a) shall not exceed the
16 ~ tax imposed by this chapter for the taxable year, re-
17 duced by the sum of the credits allowable under a sec-
. 18 tion of this part having a lower number or letter desig-
19 nation than this section other than the credits allow-
20 able by sections 31, 39, and 43.
21 “(5) CERTAIN TAXES NOT CONSIDERED TAXES.
22 IMPOSED BY THIS CHAPTER.—For purposes of this
23 section, any tax imposed for the taxable year by sec-
24 tion 55 (relating to alternative minimum tax for tax-
25 payers other than’ corporations), section 56 (relating to




61

5
minimum tax for tax preferences), section T2(m){5)}B)
(relating to 10 percent tax on premature distributions

to owner-employees), section 402(e) (relating to tax on

lump sum distributions), section 408(f) (relating to ad-

ditional tax on income from certain retirement ac-
counts), section 409(c) (relating to additional tax on re-
tirement bonds), section 531 (relating to accumulated
earnings tax), section 541 (relating to personal holding
company tax), or section 1378 (relating to tax on cer-
tain capital gains of subchapter S corporations), and
any additional tax imposed for the taxable year by sec-
tion 1351(b)(1) (relating to recoveries of foreign expro-
priation losses), shall not be considered tax imposed by
this chapter for such year.

“(c) CARRYOVER OF UNUSED CREDIT.—

“(1) ALLOWANCE OF CREDIT.—If the amount of
the credit determined under this section for any taxable
year exceeds the limitation provided by subsection (b)
(1) or (4) for such taxable year (hereinafter in this sub-
section referred to as the ‘unused credit year’), such
excess shall be a small business participating debenture
credit carryover to each of the 7 taxable years follow-
ing the unused credit year, and shall be added to the
amount allowable as a credit by this section for such

years. The entire amount of the unused credit for an
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1 unused credit year shall be carried to the earliest of
2 the 7 taxable years to which such credit may be car-
3 ried, and then to each of the other 6 taxable years to
4 the extent that, because of the limitation contained in
5 paragraph (2), such unused credit may not be added for
6 a prior taxable year to which such unused credit may
1 be carried. _
8 «(2) LimrraTioN.—The amount of the unused
9 " credit which may be added under paragraph (1) for any
10 preceding or succeeding taxable year shall not exceed
11 the amount by which the limitation provided by subsec-
12 tion (b) (1) or (4) for such taxable year exceeds the
13 sum of —
14 “(A) the credit allowable under this section
15 for such taxable year, and
16 “(B) the amounts which, by reason of this
17 subsection, are added to the amount allowable-for
18 such taxable year and which are attributable to
19 taxable years preceding the unused credit year.
20 “(d) PREMATURE DISPOSITION OF SMALL BUSINESS
21 PARTICIPATING DEBENTURE.—
22 (1) DISPOSITION BEFORE FILING RETURN FOR
23 TAXABLE YEAR OF Acqmsxﬁon.-—No credit is allow-
24 able under subsection (a) with respect to a small busi-
25 ness participating debenture acquired during the tax-
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able year which is not held by the taxpayer on the

date established by law for filing & return of tax for
that taxable year, if, as of that date, the taxpayer has
disposed of Lhe'_ debenture after holding it for less than
"12 months and 1 day.
“(2) OTHER PREMATURE DISPOSITIONS.—
“(A) IN GENERAL.—If during any taxable

year a small business participating debenture is

disposed of, or under paragraph (3) or (4) is treat-

10 , ed as having been disposed of, by the taxpayer
11 before the maturity date of the debenture, then
12 the tax under this chapter for the taxable year
13 shall be increased by an amount which bears the
14 . same ratio to the amount of the credit allowed to
15 the taxpayer for any preceding taxable year with
16 respect to the acquisition of such debenture as the
17 number-of months between the date of disposition
18 and the date of maturity of the debenture bears to
19 the number of months between the date of acqui-
20 sition and the date of maturity of the debenture.
21 “(B) CARRYOVER ADJUSTED.—In the case-
22 of any disposition described in paragraph (A), any
23 V carryover under subsection (c) shall be adjusted by
24 reason of such disposition.
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1 “(3) BECOMING A RELATED PABTY TREATED AS
2 pI8POSITION.—For purposes of this subsection, & tax-
3 payer shell be freated as having disposed of a small
4 business participating debenture whenever the taxpayer
5 becomes & related party (within the meaning of subsec-
] tion (b)(2)) to the issuer.
1 “(4) CERTAIN ACTIONS BY ISSUER TREATED A8
- 8 DISPOSITION BY TAXPAYER.—If the issuer of the
9 small bpsiness participating debenture—
10 “(A) issues, during the 2-year period begin-
, 11 ning on the date o} issuance of such debenture,
12 securities which are subject to regulation by the
: 13 Securities and Exchange Commission,
= 14 “(B) ceases, during any taxable year of the
15 issuer beginning before the date of maturity of the
16 debenture, to derive more than 50 percent of its
17 aggregate gross receipts from sources other than
18 royalties, rents, dividends, interests, annuities,
19 and sales or exchanges of stocks and securities
20 (determined under rules similar to the rules pro-
21 vided in section 1244(c)(1)(C) and (c}(2)-(A) and
22 (B)), or
23 (0) is, during any taxable year of the issuer
24 beginning before the date of maturity of the de-
25 benture, a party to a reorganization described in
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subparagraphs  (A) through (D) of section
368(a)(1)
then, for purposes of this subsection, the taxpayer shall
be treated as having disposed of the small business
participating debenture on the last day of the taxable
year of the taxpayer (i) during which such securities
are issued or (ii) in which the taxable year of the issuer
described in subparagraph (B) or (C) ends. For pur-
poses of subparagraph (C), the Secretary may, to the

extent necessary, prescribe regulations (which are

based on principles similar to the principles which

12 apply under section 368(a)(1)) which shall apply in the

13 case of a reorganization (or similar transaction) involv-
A 14 ing a trade or business which is not organized as a
: 15 corporation.
é 16 “(¢) DEFINITIONS AND SPECIAL RuLEs.—For pur-

17 poses of this section—

18 “(1) In GEsEBAL.——The term ‘small business par-
19 ticipating debenture’ means a written debt instrument

20 issued by a qualified small business which—

21 , “(A) is a general obligation of the qualified
22 . . small business, s
23 “(B) bears a stated rate of interest not less
24 ~ than the rate prescribed by the Secretary under

25 section 483(c)(1)(B),
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1 “(C) has a fixed maturity,
2 “(D) grants no voting or conversion rights in
3 the qualified small business to the purchaser, and
4 “(E) provides for the payment of a share of
5 ° the total earnings of the issuer.
6 “(2) QUALIFIED SMALL BUSINESS.— _
7 “(A) IN OENERAL.—The term ‘qualified
8 small business’ means any domestic trade or busi-
9 ness (whether or not incorporated)—
10 “(i) the equity capital of which does not
11 exceed $25,000,000 immediately before the
12 small business participating debenture is
13 issued,
14 “(ii) with respect to which, at the time
15 the small business participating debenture is
16 issued, the face value of all outstanding small
117 business participating debentures issued (in-
18 cluding such debenture) does not exceed
19 $1,000,000, and
20 “(iii) which has no securities outstand-
21 ing which are subject to regulation by the
22 Securities and Exchange Commission at the
23 time of issuance of the small business partici-
24 pating debenture.
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- “(B) CONTROLLED GROUPS.—For purposes
of determining under subparagraph (A) the equity
capital and outstanding small business participat-
ing debentures of—

“G) a member of the same controlled
group of corporations (within the meaning of
section 1563(a), except that ‘more than 50
percent’ shall be substituted for ‘at least 80
percent:‘ each place it appears in section
1563(a)(1)), and

“(ii) & member of a group of trades or
businesses (whether or not incorporated)
which are undér common control, as deter-
mined under regulations prescribed by the
Secretary which are based on principles simi-
lar to the principles which apply under
clause @), -

the equity capital and outstanding debentures of
all members of such group shall be taken into
account.
“(0) EQuiTY CAPITAL.—For purposes of
this paragraph—
“(i) CORPORATION.—In the case of a
corporation, the term ‘equity capital’ meang

- the aggregate amount of money and other
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1 property (taken into account in an amount,
2 equal to the adjusted basis to the corporation
3 of such property for determining gain, re-
4 duced by any liabilities to which the property
5 was subject or whicil were assumed by the
6 ’ corporation at such time) received by the

corporation for stock, as a contribution to

8 " capital, and as paid in surplus, other than
amounts received as the proceeds of small
10 business participating debentures issued by
11 "~ the corporation.
12 i) NONCORPORATE BUSINESS.—In
13 - the case of a trade or business which is not
14 organized as a corporation, equity capital
15 ‘ ghall- be determined under regulations pre-
16 - scribed by the Secretary which are based on
17 principles similar to the‘ principles which
18 apply under clause ().
19 (3) SUBCHAPTER 8 CORPORATIONS.—In the
20 case of an electing small business corporation (as de-
21 fined in section 1371)—
22 “(A) the amount of the credit allowable
23 under subsection (a) for the taxable year shall be

24~ apportioned among the persons who are share-

Ll
3
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holders of such corporation on the last day of the

taxable year, and-

“(B) the dollar limitation contained in sub-
section (b)(1) shall apply with respect to such cor-
poration and with respect to each shareholder.”.

(b) CreR1cAL AMENDMENT.—The table of sections for
such subpart is amended by inserting immediately before the
item relating to section 45 the following new item:

“Seo. 44D, Investment in small business participating debenture.”.
(c) CONFORMING AMENDMENTS.—

(1) Subsection (b) of section 6096 of such Code
(relating to designation of income tax payments to
Presidential Election Campaign Fund) is' amended by
striking out “and 440" and inserting in lieu thereof
“440, and 44D".

' (2) Paragraph (3) of section 55(c) of such Code
(relating to credits against alternative minimum tax for
taxpayers other than corporations) is amended by
redesignating subparagraph (D) as (E) and inserting
after subparagraph (C) the following new subpara-
graph:

“(D) SMALL BUSINESS PARTICIPATING DE-
BENTURE CREDIT.—For purposes of determining
under section 44D(c) the amount of any small
business participating debenture credit carryover
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1 to any other taxable year, the amount of the limi-

2 tation under section 44D(c)(2) for the current tax-

3 able year shall be deemed to be—

4 “() the amount of the credit allowable

5 under section 44D for the current taxable

6 year without regard to this subparagraph,

1 reduced by

8 “(ii) the amount equal to the lesser of

9 (D the amount of the credit allowable under

10 section 44D for the current taxable ye;ar

11 without regard to this subparagraph, or (II)

12- the net tax imposed-by this section for the

13 current taxable year reduced by the sum of
: 14 the amounts of reduction described in clause
T 15 (&) of subparagraphs (A), (B), and (C).”.

16 (d) TREATMENT OF ORIGINAL IsSUE DiscounT IN-

17 TEREST.—Section 1232 of such Code (relating ta;J bonds and

—
®

other evidenees of indebtedness) is amended by adding at the

[
©

end thereof the following new subsection:

“th) SMaLL BUSINESS PARTICIPATING DEBEN-

N O
- O

TURES.—Any small business participating debenture (as de-

33
(3]

fined in section 44D(e)) issued by a trade or business other

[
<«

than a corporation shall be treated, for purposes of this sec-

ao
TS

tion, as if it were issued by a corporation.”.
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S8EC. 2. TREATMENT OF INCOME, GAINS, LOSSES, ETC. ON

SMALL BUSINESS PARTICIPATING DEBENTURES.
(2) CAPITAL GAINS TREATMENT OF EarniNgs.—Part
IV of subchapter P of chapter 1 of the Internal Revenue
Code of 1954 (relating to special rules for determining capital
gain and loss) is amended b& adding at the end thereof the
following new section:
«SEC. 1256. EARNINGS DISTRIBUTIONS UNDER SMALL BUSI-
NESS PARTICIPATING DEBENTURES.

“(a) In GENERAL.—For purposes of this subtitle, and

except as provided in subsection (b), amounts actually paid

12 during the taxable year to & taxpayer in respect of a small
13 business participating debenture (as defined in section
14 44D(e)) which constitute the distribution of a share of the

15 earnings of the issuer, shall be treated as long-term capital

16 gain.

11 ““(b) SuBSECTION (8) NoT TO APPLY.—

18 “(1) CREDIT mSALwasn.—

19 “(A) IN GENERAL.—If no credit is allowable
20 under section 44D(®)(2) with respect to any de-
21 benture, subsection (a) shall not apply to any dis-
22, tribution in connection with the debenture for any
28 taxable year. '
24 “(B) PARTIAL  DISALLOWANCE  OF
26 cREDIT.—If any amount of the credit is not al-
26 lowable under section 44D(b)3), subsection (a)

"63-769 0 - 80 - 5
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shall not apply to that_portion of the amount con-
stituting s distribution of a share of earnings in
any taxable year which bears the same ratio to
the total dmount constituting a distribution of a
share of earnings as the amount of the proceeds of
the debenture with respect to which the credit is
not so allowable bears to the total proceeds of the
debenture.

@ @ 3 B O B 0 N

“(2) PREMATURE DISPOSITION.—If the taxpayer

10 is treated as having disposed of the small business par-

11 ticipating debenture under section 44D(d) (3) or (4),

12 subsection (a) shall not apply to any such distribution
13 . in connection with such debenture for the taxable year
14 of the disposition and any subsequent taxable year.

— 15 “(8) SECTION 801 TO APPLY.—

T 16 “(A) IN GENERAL.—Any amount to which
17 subsection (a) does not apply by reason of para-
18 graph (1) or (2) shall be treated by the taxpayer
19 and the issuer in the same manner as a distribu-
20 tion of property to which section 301 applies.
21 - “(B) NON-CORPORATE BUSINESS.—In the
22 case of & trade or business which is not organized
23 as a corporation, such amounts shall be treated in
24 - & manner determined under regulations prescribed

25 by the Secretary which are based on principles
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gimilar to the principles which apply under sub-

paragraph (A).

“(c) SPECIAL RULES For PAYMENTS. ——For purpost -
of this section and section 163(e)—

“(1) TIME FOR PAYMENT.—Payments under sub-
gection (a) shall be deemed to have been made on the
last day of a taxable year if the payment is on account
of such taxable year and is made not later than the
time prescribed by law for the filing of the return for
such taxable year (including extensions thereof).

“(2) ORDER OF PAYMENTS. —Any payment in re-
spect of a small business participating debenture shall
be treated first as a payment of interest until all inter-
est required to be paid under the debenture for such
taxable year and preceding taxable years is paid and
then as a payment of earnings.”’.

() CLERICAL AMENDMENT.—The table of sections for

such part is amended by adding at the end thereof the follow-

ing new item:

“Seo. 1256. Earnings distributions under small bysiness participating debentures.””.

(c) Losses ON SmaLL BusiNgss PARTICIPATING DE- h

BENTURES TREATED AS ORDINARY Loss.—Section 1244 of
such Code (relating to losses on small business stock) is
amended by adding at the end of subsection (d) the following
now peragraph:.
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“(6) SMALL Busmnés PARTICIPATING DEBEN-
TURES TREATED SAME AS SECTION 1244 STOCK.—
“(A) IN OENERAL.—For purposes of this
_section, any loss on a small business participating
debenture issued to an individual shall be treated
as if it were a loss on section 1244 stock issved

to that individual. '
“(B) SUBPARAGRAPH (A) NOT TO APPLY.—

“(i) CREDIT DISALLOWED,—

“I) IN GENERAL.—If no credit is
allowable under section 44D(b)(2) with
respect to any debenture, subparagraph
(A) shall not apply to any loss in con-
nection with the debenture for any tex-
able year.

“({m PARTIAL DISALLOWANCE OF

creDIT.—If any amount of the credit is
not allowable under section 44D(b)(3),
subsection (a) shall not apply to that
portion of the loss in any taxable year
- which bears the same ratio to the total
loss as the amount of the proceeds of
the debenture with respect to which the
credit is not so allowable bears to the
total proceeds of the debenture,
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(i) PREMATURE pisposiTION.—If the
taxpayer is treated as having disposed of the
gmall business participating debenture under
section 44D(d) (8) or (4), s:ubparagraph (A)
ghall not apply to any such loss occurring
during the taxable year of such disposition or

any subsequent taxable year.”.

(d) INTEREST DEDUCTIBLE A8 INTEREST Ex-
pENSE.—Section 163 of such Code (relating to interest) is
amended by redesignating subsection (e) as (f) and by insert-
ing after subsection (d) the following new subsection:
"(e) INTEREST AND OTHER AMOUNTS PAID ON SMALL
BusiNess PARTICIPATING DEBENTUEE.—
“(1) In geNEBAL.—For purposes of this section
(other than subsection (d)), amounts paid as interest,
and amounts paid as a share of earnings, on a small
business participating debenture (as defined in section
44D(e)) shall be treated as interest.
(2) PARAGRAPH (1) NOT TO APPLY.—  ~
‘(A) CREDIT DISALLOWED.—
“G) In GENEBAL.—If no credit is al-
lowable under section 44D(b)(2) with respect
23 to any debenture, gubsection (a) shall not

24 apply to any amount paid as & share of earn-
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1 ings in connection with the debenture for any
2 taxable year.
3 “(ii)) PARTIAL DISALLOWANCE OF
4 cReDIT.—If any amount of the credit is not
5 allowable under section 44D(b)(8), subsection
6 (2) shall not apply to that portion of the
7 amount paid as a share of earnings in any
8 taxable year which bears the same ratio to
9 the total amount paid as a share of earnings
10 as the amount of the proceeds of the deben-
11 ture with respect to which the credit is not
12 so allowable bears to-the total proceeds of
13 the debenture.
14 (B} PREMATURE DISPOSITION.—If the tax-
15 payer is treated as having disposed of the small
16 business participating debenture under section
17 44D(d) (3) or (4), paragraph (1) shall not apply to
18 any amount paid as a share of earnings during the
19 taxable year of such disposition or any subsequent
20 taxable year.”.
21 SEC. 3. EFFECTIVE DATE.
22 (a) In GENERAL.—Except as provided in subsection (b),
23 the amendments made by this Act shall apply with respect to

L4
-

taxable years beginning after December 31, 1979, and to

[
(-}

small business participating debentures acquired after the
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date of enactment of this Act. For purposes of the preceding
sentence, small business participating debentures acquired
after the date of the enactment of this Act and before Janu-
ary 1, 1980, shall be treated (except for purposes of section
44D(d) of the Internal Revenue Code of 1954) as acquired on
the first -day of the first taxable year of the taxpayer begin-
ning after December 31, 1979.

() Proceeps Usep To REPAY Loans.—The amend-
ments made by this Act shall not apply to any small business

participating debenture issued before or during calendar year

1980 if the proceeds of such debenture are used to repay any

12 loan of the issuing small business other than a loan—

13 (1) with a stated rate of .interest in excess of the
14 prevailing rate of. interest .for businesses in the area in
15 which such small business is located, and

£ 16 (2) secured by the inventory or: accounts receiv-

17 able of such small business.
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To amend the Internal Revenue Code of 1854 to adjust the unified credit against

To

estate and gift taxes to take into account the rate of inflation.

IN THE SENATE OF THE UNITED STATES

SerTEMBER 28 (legistative day, June 21), 1879
NeLsoN (for himself, Mr. Peir, Mr. RoTH, Mr. CBANSTON, and Mr.
PAcKWoOD) introduced the following bill; which was read twice and referred
to the Committee on Finance

A BILL

amend the Internal Revenue Code of 1954 to adjust the
unified credit against estate and gift taxes to take into

~ account the rate of inflation.

@ =1 O Gt B O D e

Be it enacted by the Senate and House of Representa-
lives of the United States of America in Congress assembled,
That this Act may be cited as the “Estate Tax: Adjustment
Act of 1979", ‘

" 8E0. 2. (a) subsection (a) of section 2010 of the Internal
Revenue Code of 1954 (relating to unified credit against

" estate tax) is amended by striking out “/$47,000” and insert-
- ing inlieu thereof “$70,700". - ' ' :
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(b)(1) The table contained in subsection (b) of such sec-

1
2 tion 2010 is amended—

3 (A) by striking out “38,000" in the item relating
4 to 1979 and inserting in lieu thereof ‘48,200";

b6 - (B)- by striking out 49 500" in the item relating
6 to 1980 and inserting in lieu thereof “58,900"; and

1 (0) by striking out “$417,000" in -the caption
8 thereof and inserting in lieu thereof_k“$70,700".

9  (2) The heading for such subsection (b) is amended by
10 striking out “$47,000” and inserting in lieu thereof
11 “$70,700".

12 (c)(1) Subsection (a) of section 6018 of such Code is

13 amended by striking out “$175,000” in paragraph (1) and
14 inserting in lieu thereof $250,000".
15 (2) Paragraph (3) of section. 6018 of such Code is

16 émended—g

11 (A) by striking out “$175,000" in subparagraphs
18 (C) and (D) and inserting in lieu thereof ““$250,000";
19 (B) by striking out $147,000” in subparagraph

20. . (C) thereof and inserting in lieu thereof “$179,600";
21 and ]

22 (C) by striking out “$161,000” in subparagraph
23 (D) thereof and inserting in lieu thereof “$213,000”.
24 - SEc. 8. (a) Subsection (a) of gection 2505 of the Internal
95 Revenue Code of 1954 (relating to unified credit agamst gift
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1 tax) is amended by striking out “$47,000” in paragraph (1)

2 and inserting in lieu thereof “$70,700". -

8 (BX1) The table contained in subsection (b) of such sec-

4 tion 2505 is amended— .

b (A) by striking out 38,000 and inserting in lieu

8 thereof “'48,200"; '

7 (B) by striking out *'42,600" and inserting in lieu

8 thereof 58,900"; and

9 (C) by striking out *“$47,000” in the caption
10 thereof and inserting in lieu thereof ““$70,700".
11 (2) The hesading of such subsection (b) is amended by
12 striking out “347,000" and inserting in Lieu . thereof
18 “$70,700".
14 SEO. 4. (s) The amendments made by the first section of
15 this Act shall apply to the estates of decedents dying after
186 December 31, 1978.
117 (b) The amendments made by section 2 of this Act shall
18 apply to gifts made after December 81, 1978.
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To amend the Internal Revenue Code of 1954 to allow a corporation which deals
in securities to establish & reserve for the net gain from certain market

making sctivities.

‘IN THE SENATE OF THE UNITED STATES

Noveuses 1 (legislative day, OOTOBER 15), 1979

Mr. NEL8ON introduced the following bill; which was read twice and referred to
the Committee on Finance

A BILL
To amend the Internal Revenue Code of 1954 to allow 8
corporation which deals in gecurities to establish a reserve
. for the met gain from certain market making activities,
1 Be it enacted by the Senate and House of Representa-
2 tives of the United States of America in Congress assembled,
.8 Thatthis Act may be cited as the “Capital Formation Incen-
‘4" tive Act of 1979". - e Ll
5 .. ~-SBO. 2. (s) Part VIII of subchapter: B of chapter 1 of
¢ the Internal Revenue Code.of 1954 (relating .to special de:
7 ductions for corporations) {s amended by adding ‘at the end
8- thereof the following few section:. * . - . Vi
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“SEC. 261. MARKET MAKING RESERVE.

~(a) ALLOWANCE OF DEDUCTION.—In the case of &
corporation which is engaged in market making activities
during the taxable year, there shall be allowed as a deduction

c«pww.—'-'

for such taxable yea.r an amount equal to the a.mount of addx-

7 ties during such taxable year.
8 . ‘() LiMITATIONS.—

9 “(1) AVEBAGE POSITION..—NO deduction shall be
10 alloﬁed. under subsection (a) if the amount of the addi-
11 tions to the reserve for the taxable year exceeds 30
12 percent of the fair market value of average positions

18 carried for market making activities by the taxpayer
14 during the ta.xa.ble year.

15 - @) 81, 000000 RESERVE.—No deduction shall
i6 be allowed under subsectmn (a) for any taxable -year
17 - for any addition to the reserve, if, as of the close of the
18 - .--taxable year (after -aljustment under subsection (o)),
19 the reserve exceeds $1,000,000.

20 . .. ;'(3).TAxABLB INCOMB.—The amount of the de-
21 duction allowed under subsection (s) shall not exceed
92 - - the taxable income of the taxpayer for the taxable yesr
28 - - (determined without regard to this seotion).

24  “(c) ADJUSTMENTS TO BESBRVE.—.

25 “(1) REQUIRED WITHDRAWALS FROM _EB-
26 SERVE.—At the close of each taxable year, the tax-




18

8
payer shall withdraw" from the reserve: an amount
equal to the excess of— L .

“(A) the amount of the additions to the te-
gerve for which a deduction was’ allowed for the
10th taxable year preceding siich taxable yest,
over - : B <

«(B) any withdrawal from the reserve during

any preceding taxable year: .undér - paragraph’ ®).
which was treated as & withdrawal of any addi-

tions made to the reserve during such 10th pred
ceding taxable year. " -

#(2) ADDITIONAL WITHDRAWALS.—At the close

of the taxable year, the taxpayer may withdraw from

" the reserve- any amount in excess 'of the amount dé-
scribed in paragraph (1). Any such withdrawal shall be
treated as a withdrawal of additions to the reserve fn
the order in which such additions were made to ‘the ré-
- gerve, beginning with the earliest such addition. ’
“(d) DEFINITIONS AND SPECIAL RuLes.—For pur-
poses of this section— ' o
*“(1) MARKET MAKING aotiviTies.—The term’
‘market making activities' means the purcha.se and sale’
of over-the-counter equity securities by s ‘dealer in 86-°
curities, or any “specialist permitted to- aot‘asn dealef,’
who holds ‘himself out (by entering- quotatxons in sn-
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inter-dealer communications system or. otherwise) as
being willing to buy and sell over-the-counter equity
securities for his own account on a regular or continu-
ous basis. '

“(2) GAIN FROM MARKET MAKING ACTIVI-
r1E8.—The term ‘gain from market making activities’
means the net gé.in realized from the sale or exchange
of over-the-counter equity securities—

“(A) of corporations which, on the last day
of the taxable year of the taxpayer preceding the
taxable year of the sale or exchange, had
$25,000,000 or less of equity securities in such
corporation outstanding, and

“(B) which are held by the taxpayer primar-
ily for sale to customers in the ordinary course of
“hig trade or business.

*(3) OVER-THE-COUNTER EQUITY SBECURITIES.—
The term ‘over-the-counter equity securities’ means
any equity security .not traded on a registered security
exchange.

“(4) AVERAGE POSITIONS FOR MARKET MAKING
AorviTIES.—The term ‘average position for market
making activities’ means the average monthly inven-
tory positions for over-the-counter equity securities of

the taxpayer for the taxable year..
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“(5) CONTROLLED GEOUP OF. COBPORATIONS.+
For purposes of applying the limitations under subsec-
tion (), all members of the same controlled group of
corporations shall be treated as one corporation. In any
such case, the deduction allowable by #ibeection (s) for
each such member shall be its proportionate- sht;é of
net gain from market making activities taken into ac-
count in determining the amount of the deduction. For
purposes of this ‘paragraph, the term ‘controlled group
of corporations’ has the megning given to such term by
gection 1563(a), except that ‘more than 5O percent’
ghall be substituted for ‘at least- 80 percent’ each place
it appears in section 1563(aX1). | '

“(6) CORPORATE Adomsnjlons.—ln the case of
the acquisition described in section 381(s) (1) or (2) of
assets of a corporation by another corporation, the 80~
quiring corpox:ation shall not succeed to any Teserve és-
tablished under this section.”. T
(b) Seotion 81 of such Code (relating to certain increases
in suspense accounts) is amended—

) by striking -out “There” .and inserting “(8)
There"’; and '

(2) by adding at the end thereof the following new
subsection:
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41.-7t .%0b) WitTHDRAWALS FroM MAmKET MAKING Re-

2 -SERVES.—There shall be-included in gross income for the

TR gt TS

'8 taxable year the amount of any withdrawal from any market
4 - making reserve under séction 251(c).”. - .
‘8 " ~{4)(1) The, tablé-of sections for part VII of subchapter B
"6 -of chaypter 1 of ‘such Code is nmended by inserting at the end
7. thereof the following new item:. BRI )
. 7.1 vBeo. 351, Market thaking reserve.”. :
8 - (2)A) The hesding for .section 81 of such Code is
9 ‘aménded by inserting “OR REDUCTIONS IN MARKET
: 10 MAKING RESERVES" after “ACCOUNTS".
11~ . (B) The itern relating to section 81 in the table of sec-
12 tions for part IT of subchapter B of chapter 1 of such Code is
13 amended by inserting ‘“‘or reduction in market making re-
14 serves” after “‘accounts’’. .
16 - - 8go. 8. The amendments made by section 2 of this Act
16 shall apply to taxable years beginning after December 31,
17 1979. - : ‘
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To amend the Internal Revenue Code of 1954 to provide an unlimited marital
estate and gift tax deduction, to modify provisions relating to special valua-
tion of certain farm and other real property, and for other purposes.

IN THE SENATE OF THE UNITED STATES

NoveuBsEe 6 (legislative day, NOVEMBER 5), 1979

Mr. WALLOP introduced the following bill; which was read twice and referred to
the Committee on Finance

A BILL

To amend the Internal Revenue Code of 1954 to provide an

 unlimited marital estate nd gift tax deduction, to modify

provisions relating to speclal valuation of certain farm and
other real property, and for other purposes.

1 Be it enacted by the Senate and House of Represenla-
2 tives of the United States of America in Congress assembled,
3 SECTION 1. SHORT TITLE. '

4 This Act may be cited as the “Estate and Gift Tax
5. Aﬁeﬁdmentb of 1979". °

6 SEC. 2. UNLIMITED MARITAL DEDUCTION.

1

(8) EsTATE TAX DEDUOTION.—

63-769 0 - 80 - 6
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(1) IN oENERAL.—Section 2056 of the Internal
Revenue Code of 1954 (relating to bequests, ete. to
surviving spouaes) is amended-—- .
(A) by stnkmg out subsectlon (c) and rede-
signating subsection (d) as subsection (c); and
(B) by striking out “‘subsections (b) and (c)”
in subsection (a) and inserting in lieu thereof
“subsection (b)".

) (2) TROHNICAL AMENDMENT.—Paragraph (8) of
section 2057(e) of such Code (relating to’ definition of
p.roperty passing from a decedent) is amended by strik-
ing out *2056(d)" and inserting in lieu thereof
2056(c)"".

(b) G1FT TAX DEDUCTION. —

(1) IN oPNEBAL.—Subsection (s) of section 2523
of such Code (relating to gift to spouse) is-amended to
read as follows:

“(a) ALLOWANCE OF DEDUCTION.—Where a donor

19 who is a citizen or rosident transfers during the -calendar

20 quarter by gift an-interest in property to a donee who at the

21 time of the gift-is the donor’s spouse, there shall be allowed

22 as & deduction in computing taxable gifts for the calendar

23 quarter an amount with respect to such interest equal to its
24 value.”.

e
-

e
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(2) TECHNICAL AMENDMENT.—Section 2523 of
such Code is amended by striking out subsection (f).

0 Errective DaTEs.—The amendments ‘made by
subsection (a) apply to the estates of decedents dying on or
after- the date of the enactment of this Act. The amendments
made by subsection (b) apply to gifts made on or after such
date.

SEC. 3. VALUATION OF CERTAIN FARM, ETC., REAL
PROPERTY.

(8) DEFINITION OF QUALIFIED REAL PROPERTY.—

1 In GENERAL.—Paragraph (1) of section
2032A(b) of the Internal Revenue Code of 1954
(relating to definition of qualified real property) is
amended—

(A) by striking out “50 percent” in subpara-

graph (A) and inserting in lieu thereof “85

percent”’, '

(B) by inserting ‘‘and” at the end of subpara-
graph (A), and

(O) by striking out subparagraphs (B) and ©
and redesignating subparagraph (D) as subpara-

graph (B).

(2) TECHNIOAL AND CONFORMING AMEND-

MENTS8.—
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1 (A) Paragraph (7) of section 2032A(c) of
2 - such Code (relating to cessation of qualified use)
3 is amended to read as follows:
4 “(7) CESSATION OF QUALIFIED USE.—For pur-
5 poses of paragraph (1)(B), real property shall cease to
6 be used for the qualified use if such property ceases to
1 be used for the qualified use set forth in subparagraph
8 (A) or (B) of subsection (b)(2) under which the property
9 qualified under subsection (b).”.
10 (B) Paragraph (3) of section 2032A{e) of
11 such Code (relating to inclusion of certain real
12 property) is amended by striking out “(C)” and
13 inserting “(A)i)".
14 (C) Paragraph () of section 2032A(e) of
15 such Code (relating to definition of material par-
16 ticipation) is repealed.
17 (D) Subparagraph (C) of section 2032A(h}2)
18 of such Code (relating to replacement property) is
19 amended to read as follows:
20 (0) Paragraph (7) of subsection (c) shall be
21 applied by not taking into account periods after
22 the involuntary conversion and before the acquisi-
28 tion.of the qualified replacement property.”.
94 . (b) REPEAL OF $500,000 LiMITATION.—Subsection (a)

95 of section 2032A of such Code (relating to value based on
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- use under‘[;@foﬂerty qualifies) is amended to read as
follows: -
“(a) VALUE Basep oN Use Unper WHICH PrOP-
_gRTY QUALIFIES.—H— -
(1) the decedent was (at the time of his death) a
citizen- or resident of the United States; and
.(2) the executor elects the application of this sec-
tion and files the agreement referred to in subsection
(dX2),
then, for purposes of this chapter; the value of qualified real
property shall be its value for the use under which it quali-
fies, under subsection (b), as qualified real property.”’. '
(c) PropeRTY REQUIRED TO Be Henp ONLY FOR 10
‘YEARS.— - _ : : .
M In GEI@EBAL.——Section“2032A(c) of such Code
(relating to tax.treatment of dispositions and failures to
.use for qualified use) is amended by striking out “15”
and inserting 10" in paragraph (1), and
(2) TECHNICAL AMENDMENT.—Paragraph (3) of
gection 2032A(c) of such Code is repealed.
(d) Section 2032A -of such Code is amended by adding
 at the end thereof the following new subsection:
“(i) SPECIAL RuLES FOR EXCHANGES.—

“(1) TREATMENT OF PROPERTY EXCHANGED.—
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“(A) IN GENERAL.—If an interest in quali-
fied real property is exchanged—

“(i) -no tax shall be imposed by subsec-
tion (¢) on such exchange if the interest in
qualified real property is exchanged solely
for an interest in qualified exchange property -
in a transaction which qualifies under section

' 1081(a), or

“(ii) if clause (i) does not apply, the

- amount of the tax imposed by subsection (c)

on such exchange shall be the amount deter-

' mmgd under subparagraph (B).

“(B) AMOUNT OF TAX WHERE PROPERTY
BRECEIVED IS NOT SOLELY AN INTEREST 'IN
QUALIFIED EXCHANGE PROPERTY.—The amount
determined under this subpara;,gnph with respect
to any exchange is the amount of tax which (but
for this subsection) would have been imposed on
such exchange reduced by an amount which bears

- the same ratio to such tax as—

“(i) the amount of the interest in quali-
fied exchange property received by the tax-
payer bears to ‘
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“(ii) the sum of the money and the fair

market value of all property received in the
exchange.

#(2) TREATMENT OF QUALIFIED EXCHANGE
PROPERTY.—For purpo-sés of subsection (6)—

* “(A) any interest in qualified exchange prop-
ertyahallbetreatedinthesamemannara.aifit
were a portion of the -interest. in qualified real
property which was exchanged, and

“(B) any tax imposed by subsection () on
the exchange shall be treated as a tax imposed on

a partial disposition. '

“(8) QUALIFIED EXCHANGE PROPERTY.—For
purposes of this subsection, the term ‘qualified ex-
change property’ means real property which is to be
used for the qualified use set forth in subparagraph (A)
or (B) of subsection (bY2) under which the real proper-
ty exchanged therefor originally qualified under subso_o-
tion (a).".

{(¢) ELECTION REQUIREMENT OF SprciAL RULES FOR

21 INVOLUNTARY  CONVERSIONS REPEALED.—Section
99 2032A(h) of such Code (relating to special rules for involun-
28 tary conversions of qualified resl property) is amended—

TR
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Pt (1) by striking .out *‘and the qualified heir makes
‘- an election under this subsection” in paragraph (1)(A);

and
.:(2) by striking out paragraph (5).
() NET SHARE RENTALS.— o
(1) IN OENERAL.—Paragraph (7) of section
. 2082A(e) of such Oode (relating .to method of valuing
farms) is- amended by redesignating subparagraph (B)
as subparagraph .(C) and by inserting after subpara-

- . graph (A): the following new subparagraph:

-“(B) VALUE BASED ON.NET SHARE RENTAL
IN CERTAIN CASES,—

;. “(i) In GENERAL.—If there is no com-

.-parable land from which the average annual

- gross rental may be. determined: but there is

~-icomparable land from which the average net -

. share rental may be ‘determined, subpara-

graph. (AXD) shall be applied by substituting

‘average net share rental’ for ‘average gross
-cashrental.. - . v

“Gi) NET SHARE RENTAL.—For pur-

~*, poses of this paragraph; the term: ‘net share

" “rental’ means the excess.of—
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() the value of the produce re-
ceived by the lessor of the land on
which such produce is grown, over -

“(I) the cash operating expenses
of growing such produce which, under
the lease, are paid by the lessor.”.

(2) CONFORMING AMENDMENT.—Clause (@) of
gection 2032A(e)(THO) of such Code (as redesignated
by subsection (a)) is amended by striking out “‘may be
determined” and in;erting in lieu thereof “may be de-
termined and that there is no comparable land from
which the average net share rental may be deter-
mmed”

() EFrECTIVE DATE. —The amendments made by this
gection shall apply to the estates of decedents dying on or
after the date of the enactment of this Act.

SEC. 4. ANNUAL GIFT TAX EXCLUSION.

- (a) INCREASE IN AMOUNT.—Section 2503(b) of the In-
ternal Revenue Code of 1954 (relating to exclusion from
g1fts) is amended by stnliking out “$3,000” and inserting Vin
lieu thereof “‘$6,000". A

(b) ADJUSTMENTS FOB GIFTS MADE Wrmm 8 YEARS
oF DEATH.—Paragraph (2) of section 2085(b) of such Code
(relatmg to exceptions to adjustments for gifts made within 8

years of decedent’s death) is amended by inserting after
\
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“donee” the second place it appears the following: “, or if
the decedent was so required with respect to gifts to any
donee, that portion of such giits excludable by reason of sec-
tion 2503(b) (determined with regard to section 2518(s)".

(c) EFFECTIVE DATES.—The amendment made by sub-
section (a) shall apply to gifts made after December 31,
1979. The amendment made by subsection (b) shall apply to
the esta.t.eshof decedents dying after December 31, 1876.
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To amend the Internal Revenue Code of 1054 to reduce the rate of tax on
corporations.

IN THE SENATE OF THE UNITED STATES

DEcEMBER 14 (legislative day, NOVEMBEE 29), 1979

Mr. Nerson (for himself, Mr. Baucus, Mr. BogeN, Mr. MATSUNAGA, Mr.
StEwarT, Mr. PeLL, Mr. WEICKER, and Mr. DurkiN) introduced the
following bill; which was read twice and referred to the Committee on

Finance

A BILL

To amend the Internal Revenue Code of 1954 to reduce the
rate of tax on corporations.

1 Be it enacted by the S_e;zate and House of Representa-
2 tives of the United Stales of America in Congress assembled,
3 That this Act may be cited as the “Small Business Tax Re-
4 duction Act of 1979".

5 SEC. 2. Subsection (b) of section 11 of the Internal Rev-
é enue Code of 1954 (relating to amount of tax on corpora-

7 tions) is amended—
4
i

i
1
1

— ey
.
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(1) by striking out “17 percent” in paragraph (1)

I

and inserting in lieu thereof “15 percent”;

(2) by striking out “$75,000;”" in paragraph (3)
and inserting in lieu thereof “$100,000;",

(3) by striking out “$75,000 but does not exceed
-$100,000" in paragraph (4) and inserting in lieu there-
7of +$100,000 but does not exceed $150,000”, and

(4) by striking out *$100,000,” in paragraph (3)

W 0 1 & Ov W N

and inserting in lieu thereof *$150,000,".

10 Sec. 3. The amendments made by the first section of
11 this Act shall apply with respect to taxable years beg’inning‘
12 after September 30, 1979.
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To amend the Internal Revenue Code of 1954 to permit an electing small

To

business ocorporation to have thirty-five shareholders and to issue certain
sdditional stock.

IN THE SENATE OF THE UNITED STATES
DrcEMBER 20 (legislative day, DECEMBER 15), 1979

. NELSON (for himself, Mr. BAUCUS, Mr. Borex, Mr. HUDDLESTON, Mr.

MATSUNAGA, snd Mr. STEWABT) introduced the following bill; which was
read twice and referred to the Committee on Finance .

A BILL

amend the Internal Revenue Code of 1954 to permit an

~ electing small business corporation to have thirty-five share-

holders and to issue certain additional stock.

' Be it onacted by the Sonate and House of Representa-
tives of the United States of America in Congress assembled,
That this Act may be cited as the “Subchapter S Capital
qumatiqp Act _of 1979". '
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SEC. 2. SECTION 1371 AMENDMENTS.

Section 1871 of the Internal Revenue Code of 1954
(relating to small business corporation definitions) is
amended—

(1) by striking out “15 shareholders” in para-
graph (1) of subsection (a) and inserting in lieu thereof
100 shareholders”.

(2) by inserting “except as provided in subsection
(D,” before “have” in paragraph (4) of subsection (a),
and

(3) by adding at the end thereof the following new
subsection:

“(f) AppITIONAL OLASS OF SToCK MAY B Is-
SUED.—A corporation shall not be treated, for the purpose of
subsection (a)4), as having more than one class of stock if
the second, or any other additional, class of‘ stock is issued in
accordance with regulations prescribed by the Secretary
under which the isaua.ncé of such stock will not have any
effect upoﬁ the allocation of income among the shareholders
of the corporation.”. l
SEC. 8. EFFECTIVE DATE.

The amendment made by section 2 of this Act shall
apply with respect to taxable years beginning with or ineal-
endar years beginning after the date of enactment of this Act.

F
I
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TommmmmmmmmaiMmmmumaﬂyw-amm
beﬁxmi:hodwtumimtedemployeobefore.lmmsl only upon the
" peoeipt of & written request, and for other purposes. :

IN THE SENATE OF THE UNITED STATES
DeCEMBER 20 Oeghlt_tivo day, Dscu_gmn_ 15), 1979

M. N1sox introduced the following bill; which was read twice and referred to
' ) , the Committes on Finance .

To amend the Internal Revenue Code of 1954 to provide that
' an early W~2 must be furnished to a terminated employee
~ before January 81 only upon the receipt of a written re-

quest, and for other purposes. : -
Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,

That subsection (a) of gection 6051 of the Internal Revenue

Code of 1954 (relating to receipta for employees) is

amended— )

(1) by striking out “‘on the day on which the last
payment of remuneration is made” and inserting in lieu

-1 O e W D =
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thereof “within 30 \days after receipt of & written re-
quest from the employee if earlier’’; and

(2) by adding at the end thereof the following new
sentence: “In the case of an employee whose employ-
ment is terminated before the close of a calendar year,
the t;rr ployer shall furnish the employee, on the day on
which the last payment is made, & general written no-
tice stating that (A) the employee may request in writ-
ing that such information be provided within 30 days

“of such request if ‘earlier than January 81, (B) an
amount of Federal taxes has been withheld, and (C) if

the employee is entitled to & refund, he must file a .
Federal income tax return hased on information which,

unless a request is made by the employee, will be sent

1o the employee at his last known address before Janu-

ary 31 of the next calender year.”.
Sk, 2. The amendments made by this Act shall take

18 effect 30 days after the date of enactment of this Act.
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To amend the Internal Revenue Code of 19534 to provide for the exclusion from
the gross estate of a decedent of a portion of the value of certain interests in
a farm or trade or business if the spouse or children of the decedent
materially participate in such farm or trade or business.

IN THE SENATE OF THE UNITED STATES

JANUARY 24 (egislative day, JANUARY 3), 1980

Mr. NeLson (or himself, Mr. Bavcus, Mr. Hrinz, an) Mr. STEWART) intro-
duced the following bill; which was read twice and refetred to the Committee
on Finance

A BILL

To amend the Internal Revenue Code of 1954 to provide for the
exclusion from the gross estate of a decedent of a portion of
the value of certain interests in a farm or trade or business
if the spouse or children of the decedent materially partici-
pate in such farm or trade or business. )

1 Be it enacted by the Senate and House of Representa-
9 tives of the United States of America in Congress assembled,
3 That (a) this Act may be cited as the “Family Business Pro-

~4 tection Act of 1980".

PR “ y -
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Sec. 2. Part III of subchapter A of chapter II of the

Internal Revenue Code of 1954 (relating to gross estates) is
amended by adding after section 2040 the following new
section:

“SEC. 2040A. FAMILY BUSINESS INTERESTS.

*“(a) GENERAL RULE.—The value included in the gross
estate with respect to such interest by reasons of this section
shall be—

“(1) the value of such interest, reduced by

“(2) the scetion 2040A value of such interest.

“(b) LIMITATIONS.—

“(1) 50 PERCENT MINIMUM EXCLUSION.—In no
event shall the application of this section and section
2040(c) result in the inclusion of the decedent’s gross
estate of less than 50 percent of the value of such
interest.

“42) AGGREGATE REDUCTION.—The aggregate
decrease in the value of the decedent’s gross estate re-
sulting from the application of this section and section
2040{(c) shall not exceed $500,000.

“(¢) Derinrtions AND Speciar Ruvpes.—For pur-
poses of this section— .

(1} SECTION 2040A PROPERTY DEFINED.—The
term ‘section 2040\ property’ means any interest in

any real or tangible personal property which is devoted
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to use as & farm or used for farming purposes (within
the meaning of paragraphs (4) and (5) of section
2032A(e)) or is used in any other trade or business and
is passed to the spouse or any child of the decedent (or
both).

':i2) SECTION 20404 VALUE.—The term ‘section
2040A value' means—

“(A) the value of the interest (determined
without regard to this section), reduced by
“(B) 5 percent for—each taxable year in

which the spouse materially pal;ticipated in the

operation of the farm or other trades or business

and 5 percent for each taxable year in which any

child of the decedent materially participated in the

farm or other trade or business.
For purposes of subparagraph (B) and subject to the
provisions of subsection (d), any individual who has
materially participated in the farm or other trade or
business during the taxable year in which the date of
death of the decedent occurs shall be treated as having
materially participated in such farm or trade or busi-
ness during the 5 succeeding taxable years.

“(3) MATERIAL PARTICIPATION.—The term ‘ma-
terial participation’ shall be determined in a manner

gimilar to the manner used for purposes of paragraph
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(1) of section 1402(a) (relating to net-earnings from
self-employment).

“(4) CHILD.—The term ‘child’ includes a step-
child and adopted child of the decedent.

“(d) Tax TREATMENT OF DisprosiTioNs AND Fair-
URE TO USE.—

“(1) IMPOSITION OF ADDITIONAL TAX.—If,
within 5 vears after the decedent’s death, the spouse
or any child of the decedent—

“(A) disposes of any interest in section
2040\ property (other than by a disposition to
the spouse or any child), or

“(B) ceases to use the section 2040A
property as a farm or for farming purposes or in a
trade or business.

“(2) AMOUNT OF ADDITIONAL TAX.—The
amount of the additional tax imposed by paragraph (1)
shall be an amount equal to the excess of—

“(A) the amount of the tax which would
have been imposed by section 2001 determined
without regard to this section, over

“(B) the amount determined under section

2001 with regard to this section.”.
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1 (b) The table of sections for part ITI of subchapter A of
2 chapter II of such Code is amended by inserting after the
: B 3 item relating to section 2040 the following new item:
“Sec. 2040A. Family business interests.”.
4 SEC. 3. The amendments made by this Act shall apply
5 to the estate of decedents dving after December 31, 1979.
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To amend the Teternal Reveane Code of 1854 with respect to the income tax
treatment of incentive stock options.

IN THE SENATE OF THE UNITED STATES

Janvary 30 (legislative day, Janvagy ), 1980

Mr. Packwoon (for himself, Mr. NELSON, and Mr. CRANSTON) introduced the
following bill; which was read twice and refesred to the Committee on Finance

A BILL

To amend the Internal Revenue Code of 1954 with respect to
the income tax treatment of incentive stock options.

1 Be it enacted by the Senate and House of Representa-

(8-}

tives of the United States of America in Congress assembled,
That (a) part II of subchapter D of chapter 1 of the Internal
Revenue Code of 1954 (relating to certsin stock options) is

amended by adding after section 422 the following new

[=~ T B S L

section:
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1 “SEC. $22A. INCENTIVE STOCK OPTIONS.

2 “(a) In GENERAL.—Section 421(a) shall apply with re-
3 spect to the transfer of a share of StO(‘i( to an individual pur-

, 4 suant to his exercise of an incentive stock option if—

) “(1) no disposition of such share is made by him
6 within 2 vears from the date of the granting of the
T option nor within 1 year after the transfer of such
8 share to him, and
9 “(2) at all times during the period beginning with
10 the date of the granting of the option and ending on
11 the day 3 months before the date of such exercise,
) 12 cuch individual was an emplovee of either the corpora-
13 tion granting such option, a parent or subsidiary corpo-
14 ration of such corporation, or a corporation or a parent
15 or subsidiary corporation of such corporation issuing or
16 assuming a stock option in a transaction to which sec-
17 _tion 425(a) applies.
18 “(h) INCENTIVE STOCK OpTION.—For purposes of this

19 part, the term ‘incentive stock option’' means an option grant-
20 ed to an individual for any reason connected with his employ-
21 ment by a corporation, if granted by the employer corpora-
99 tion or its parent or subsidiary corporation, to purchase stock
23 of any of such corporatit;ns, hut only if—

24 ‘(1) the option is granted- pursuant to a plan
25 which includes the aggregate number of shares which

26 may be issued under options, and the employees (or
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class of employees) eligible to receive options, and
which is approved by the stockholders of the granting
corporation within 12 months before or after the date
such plan is adopted; )

“(2) such option is granted within 10 years from
the date such plan is adopted, or the date such plan is
approved by the stockholders, whichever is earlier;

“(3) such option by its terms is not exercisable
after the expiration of 10 vears from the date such
option is granted;

“(4) the option price is not less than the fair
market value of the stock at the time such option is
granted;

“(5) such option by its terms is not transferable
by such individual otherwise than by will or the laws
of descent and distribution, and is exercisable, during
his lifetime, only by him; and

“(6) such individual, at the time the option is

granted, does not own stock possessing more than 10

" percent of the total combined voting power of all

classes of stock of the employer corporation or of its

parent or subsidiary corporation.

23 Paragraph (6) shall not apply if at the time such option is

24 granted the option price is at least 110 percent of the fair

25 market value of the stock subject to the option and such
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1 option by its terms is not exercisable after the expiration of 5
2 years from the date such option is granted. For purposes of
3 paragraph (6), the provisions of section 425(d) shall apply in

4 determining the stock ownership of an individual.

5 “(c) SPECIAL RULES.—
6 “(1) EXERCISE OF OPTION WHEN PRICE I8 LES8
1 THAN VALUE OF 8TOCK.—If a share of stock is trans-
8 ferred pursuant to the exercise by an individual of an
9 option which would fail to qualify as an incentive stock
10 option under subsection (b) because there was a failure
11 in an attempt, made in good faith, to meet the require-
127 ment of subsection (b)4), the requirement of subsection
13 (b)4) shall be considered to have been met.
14 "‘(2) VARIABLE PRICE OPTION.—

_ 15 “(A) IN GENERAL.—For purposes of subsec-
16 tion (b)(4), the oplio:; price of a variable price
17 option shall be computed as if the option had been
18 exercised when granted.

19 “(B) DEerINITION.—For purposes of this
20 paragraph, the term ‘variable price option’ means
21 an option under which the purchase price of the
22 stock is fixed or determinable under a formula in
23 which the only variable is the fair market value of
24 the stock at any time during a period of 1 year

25 which includes the time the option is exercised;
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exeept that such term does not include any such
option in which such formula provides for deter-
mining such price by reference to the fair market
value of the stock at any time before the option is
exercised if such value may be greater than the
average iair market value of the stock during the
calendar month in which the option is exercised.
“(3) CERTAIN DISQUALIFYING DISPOSITIONS
WHERE AMOUNT REALIZED IS LESS THAN VALUE AT
EXERCISE.—If—

“(A) an individual who has acquired a share
of stock by the exercise of an incentive stock
option makes a disposition of such share within
the 2-year period described in subsection (a)1),
and -

“(B) such disposition is a sale or exchange
with respect to which a loss (if sustained) would
be recognized to sqch individual,

then the amount which is includible in the g.oss
income of such individual, and the amount which is de-
- ductible from the income of his employer corporation,
as compensation attributable to the exercise of such
option shall not exceed the excess (if any) of the
amount realized on such sale or exchange over the ad-

justed basis of such share.
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“(4) CERTAIN TRANSFERS BY INSOLVENT INDI-
VIDUALS.—If an insolvent individual holds a share of
stock acquired pursuant to his exercise of an incentive
stock option, and if such share is transferred to a
trustee, receiver, or other similar fiduciary in any pro-
ceeding under the Bankruptey Act or any other similar
insolvency proceeding, neither such transfer, nor any
other transfer of such share for the benefit of his credi-
tors in such proceeding, shall constitute & disposition of
such share for purposes of subsection (a)(1).”.

(bX1) Section 421(a) of such Code (relating to general
rules in the case of stock options) is amended by inserting
“422A(a),” after “422(a),”.

(2) Section 425(d) of such Code (relating to attribution
of stock ownership) is amended by inserting “422A(bX6),” -
after “422(bX7),”.

(3) Section 425(g) of such Code (relating to special
rules) is amended by inserting “422A(a)2),” after
“422(a2),”. ‘

(4) Section 425(h}3)B) of such Code (relating to defini-
tion of modification) is amended by inserting *‘422A(X5),”
after “422(bX86),". '

(5) Section 6039 of such Code (relating to information

required in connection with certain options) is amended—
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(A) by inserting “, an incentive stock-option,”

—

2 after “qualified stock option” in subsection (a}(1),

3 (B) by inserting “incentive stock option,” after
4 ‘‘qualified stock option,” in the second sentence of sub-
5 section (a), and

6 ) (C) by adding at the end of subsection (d) the fol-
1 lowing new paragraph:

8 “(4) The term ‘incentive stock option’, see section
9 422A(b)..

10 (6) The table of sections for part II of subchapter D of

11 chapter 1 of such Code is amended by inserting after the item
12 relating to section 422 the following new item:
- “422A. Incentive stock options:"".

13 Sec. 2. The amendments made by this Act shall apply

14 with respect to options granted after the date of enactment.
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~ Sepator Byrp. The hour of 10 having arrived, the committee will

. come to order.

*  Throughout the 20th century, a fundamental purpose of the
estate tax law has been to prevent massive concentration of wealth

* and power in the hands of a few.

I support this objective. -
Enormous wealth in the hands of a few threatens the openness

a.:.nd‘ opportunity which is the heart of the American concept of

Jjustice.

While the fundamental philosophy behind the estate tax remains
sound, the economic realities of the past several years necessitate a
review of the current law.

Inflation, fueled by excessive Government deficit spending, has
 caused & rapid increase in the value of assets subject to the estate
. tax, with no increase in real value.

Family farms and small businesses are finding it harder and
harder to continue in operation from generation to generation
because of lack of liquid capital to pay estate taxes.
~ Investment capital needed for future economic growth is now

scarce and becoming scarcer.

Each of these factors must be considered in structuring an estate
tax which meets the underlying policy goals of the tax without
" eradicating savings and investment accumulated over a lifetime or
incentives for private capital formation.

In 1976, Congress made major revisions in the estate tax. These
revisions, on the whole, were a step in the right direction. The
~ exemption from estate taxes was raised; the gift and estate taxes

were unified; the top marginal estate tax rate was reduced; a
generation-skipping tax was imposed; and special use rules for
valuing farms were developed.

The 1976 revisions did not, however, solve all of the problems
associated with the estate tax and created new problems.

The carryover basis provisions were included in 1976. Fortunate-
ly, Congress has acted to repeal these provisions which would have
been disastrous for farms, small businesses, and the average
American family. ,

- The revisions in 1976 have also created greater technical com-

- plexity in the tax law.

The wag:l earner sees the value of his estate, with assets such as
a home, driven up by inflation. The estate tax is becoming a tax
upon inflation. Today, the inflation rate is 18 percent. Assuming
inflation of only one-half the current rate— percent—in the
future, the estate tax could indeed be heavy. -

For example, at a 9-percent inflation rate for the next 20 years, a
house worth $70,000 today would be worth $421,000 with no change
in real value. An estate tax levied upon such an asset could wreak
havoc upon many families.

Farmers are finding the special use valuation rules difficult to
~ use and in need of revision.

 The current estate tax exemption is small when compared with

cagiet:]lsformation needs of small businesses.

ision of the estate tax laws to ease the tax burden on family-
owned businesses and encourage the continuity of family owner-
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ship was a top recommendation of the delegates to the recently
completed White House Conference on Small Business.

The hearings today, centering around the estate tax law and its
effect upon families and small businesses, are the first in a series
which will examine the tax recommendations of the White House
Conference.

While a number of bills amending various estate and gift tax
rovisions have been introduced in the Senate, S. 1984, introduced
y Senator Wallop and others, and S. 1825 and S. 2220, introduced

by Senator Nelson and others, have been set for consideration in
these hearings. Also, the subcommittee looks forward to hearing
general recommendations and suggestions about estate tax revi-
sions which may be needed to meet the problems posed by the
estate tax for families and family businesses.

I might say at this point, the distinguished Senator from Wiscon-
sin, Mr. Gaylord Nelson, is very much interested in this entire
field. Several of the bills being considered today were introduced by
Senator Nelson. He is chairman of an ad hoc task force on small
business appointed by the Senate majority leader.

The chairman of this subcommittee happens to be a member of
that task force also. Senator Wallop is very much interested in this
matter and has introduced legislation, and his bill will be consid-
ered todav.

I might say, for the record, that the Treasury Department was
invited to testify at this hearing but called Friday afternoon to say
that scheduling difficulties made it impossible for them to be pres-
ent this morning.

Before calling on the first panel, I would like to call on the
distinguished senior Senator from Oregon, Mr. Packwood, who is
the ranking Republican member of the subcommittee.

Senator Packwood? -

Senator Packwood. I have no statement, Mr. Chairman.

Senator Byrp. Senator Wallop?

— Senator WaLLop. Mr. Chairman, I have a statement but I would
just as soon get on with the hearing and just insert the statement
in the record.

Senator Byrp. Very well. Without objection, your statement will
be inserted in full in the record.

[The statement of Senator Wallop follows:]

PREPARED STATEMENT OF SENATOR MaLcoLm WALLoP

I want to thank the Chairman of the Taxation and Debt Management Subcommit-
tee for holding these hearings on S. 1984 and the other tax proposals recommended
by the White House Conference on Small Busniness. It is gratifying to see that
C¥aairman Byrd continues to take a leadership role on behalf of family-owned farms
and businesses.

Senator Byrd, I have Leen impressed by the amount of interest.created by these
hearings, indicated by the number of people who have requested to testify on the
legislation before this Subcommittee today. The constraints of time have made it
%Hoedble for some of these groups to testify at today’s hearing, but I hope that we
blih have more time during future hearings to listen to more testimony on these

The bills before the Subcommittee today offer some alternatives to existing tax
provisions in an attempt to recognize the changing needs of farmers and family-
~owned small businesses. I am delighted that Senator Nelson is lending this Subcom-
mittee the experience and insights he has gained as Chaltman of the Small Busi-
ness Committee. We share the same goals and concerns in this area, and 1 look
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forward to working with him on changes in the tax laws essential to the grewth of

~In the past few weeks Congress has suddenly become aware of the array of
economic problems facing the nation. We have new converts to supply side econom-
:"jos and scores of born again budget balancers. As we struggle for answers to
~ inflation, high interest rates, and the broad fiscal aspects of our economic problems,
it is essential that Congress also pay close attention to the effects these conditions
have on family-owned farms and small businesses. If we adopt new policies or fail to
examine how existing laws result in the destruction of small business, then all of
our attention to the general econcmy will be misguided. Inflation, high interest
rates and taxes create unique problems for small business which I look forward to
examining through these hearings. -
- " One of the most prominent concerns in the minds of farmers, ranchers, and small
businessmen in Wyoming is the interaction between inflation and the estate tax
laws. The escalating prices of farmland make it extremely difficult for the average
~* farm family to meet the rising burden of estate taxes. Too often, farm families face
the difficult choice between extended periods of indebtedness and the sale of the
family farm. The immediate result is that we see increasing amounts of agricultural
land going inte subdivisions or into the hand of large corporations or foreign
investors. What we have at stake is not just the transfer of farm ownership from
. one individual to another, but a chan%e {n the character of American agriculture.

My concern is that unless we remove the complexities and needless burdens created
by the estate tax laws, we may preside over the destruction of the family farm.

One of the most important changes called for in this area is the unlimited marital
deduction called for in S. 1984. Providing an unlimited marital deduction recognizes
that most married couples regard themselves as a single economic unit. Upon the
death of the husband, many wives of farmers and small businessmen discover that
their work on the farm or business over the years were inconsequential in the eyes
of the LR.S. An economic unit that was shared over a lifetime is suddently recog-
nized for estate tax purposes as being “his’” and cstate taxes must be paid on the
estate. .

I simply cannot accept this premise. When I speak of the contributions made by
farm and ranch wives, | am not making a historical reference to their contribution
in setting this country. There is a n to change this provision in the estate tax
laws so that they reflect the role played by wives as equal partners in running a
farm or small business today. The contributions of a wife as bookkeeper, business
manager, financial consultant, as well as homemaker are essential to the acculum-
lation of assets and merits recognition in the estate tax laws. Such a change in the
estate tax laws would not only ease the estate tax burden on family-owned farms
and small businesses, it would remove an outdated inequity in the laws as well.

Senator BYrp. The panel which the committee will now hear will
be a panel of four: Mr. Frank S. Berall, cochairman, Estate and
Gift Tax Committee, American College of Probate Counsel; Mr.
Dave L. Cornfeld, vice chairman for publications of the American
Bar Association’s Tax Section; Mr. J. Thomas Eubank, last retiring
chairman of the American Bar Association’s Real Property, Pro-
bate and Trust Section; Mr. Edward C. Halbach, Jr., chairman-elect
gf;g’ge American Bar Association Real Property Probate and Trust

ion.

Mr. Eubank, suppose we call on you first. .

STATEMENT OF J. THOMAS EUBANK, LAST RETIRING CHAIR-
MAN, REAL PROPERTY, PROBATE AND TRUST LAW SECTION,
AMERICAN BAR ASSOCIATION -

Mr. EusaNK. Thank you, Senator Byrd.

. Because of jobs that I have and have had in various bar associ-
ations, I have tried to stay in touch with lawyers from coast to

coast in this country-about the problems that their clients, who are

- the taxpayers of this country, are having in connection with the

pracgcal aspects of estate and gift taxation and related income

. taxation.
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A central theme that I have heard, when I talked to these
lawyers recently, is the increasing difficulty that the taxpayers are
having in paying the estate tax, not only with regard to farms and
other family businesses, but with regard to virtually all estates.

Another central theme I have heard involves the complexity of
the laws and the difficulties that the taxpayers are facing in com-
plying with those laws, in spite of full good faith efforts to do so.

With those thoughfs in mind, ] would like to emphasize this
morning the subject of rates, the estate and gift tax rates. -

First, I would like to approach the subject with inflation in mind.
Now, I am sure that every Member of Congress is acutely aware of
the income -tax increases that result automatically from inflation
in combination with progressive rates. It may be that some Mem-
bers of Congress have not focused on the estate tax rates in this
regard, for exactly the same thing is happening there.

In order to get into the subject, I have started with an estate of
$2650,000 at the beginning of 1977, a date I selected because that
was.when the current rate first went into effect.

Then I assuméd a 10-percent inflation rate per year for the next
. 80 many years, say out to 7 years, the beginning of 1984, and I
assumed that there were no real changes-in values of the proper-
ties, only changes commensurate with the inflation rate.

That means that 7 years afterwards—that is, at the beginning of
1984—a $250,000 estate will be a $500,000 estate, and it will mean
that there has been a tax increase on that estate from $23,800 in
1977 all the way up to $108,800 in 1984.

lSer‘;ator Byrp. Excuse me. May I ask you this question to get it
clear?

Are you saying that because of inflation, the value of the estate
will double in 7 years? .

Mr. EuBANK. Yes. At a 10-percent annual rate for 7 years, the
net result, if the values move right along with inflation, is a
doubling in value of the properties; and we will also be assuming a
50-percent decline in the value of the dollar during the same
period, that being the mathematical result.

Now, that dramatic increase from $23,800 to $108,800 should be
adjusted, however, because the taxes payable in 1984 would be
payable with 50 cent dollars. Therefore, in order to use constant
dollars, I have, in appendix A to my statement, cut in half the
taxes. ;

For example, I cut that $108,800 tax figure down to $54,400. In
other words, in constant dollars, inflation coupled with progressive
rates would have increased the tax on that relatively modest estate
from $23,800 to $54,400. That, of course, is an alarming increase
that I doubt that Congress had in mind when enacting the current
" rates.
~ In appendix A to my prepared statement, I have shown calcula-
tions for estates of other sizes all the, way up to $2.5-million.

An interesting pattern develops. With constant 1977 dollars, the
tax increase for a $2.5 million estate is 28 percent; and this per-
centage increase drops as the estate size is lowered until it reaches
22 percent for estates in the $1.25 million and $1.56 million range.

i
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But, as you drop lower in estate size, the increase starts going up
dramanca{l y. In the case of an 1977 estate of $500,000, the increase
is 37 percent in constant dollars.
 In the case of & $250,000 estate, which is in the lower range of
" taxable estates, the percentage increase is an alarming 129 percent.

" 'In other words, the tax on that $250,000 estate will have increased
~ under these assumptions from 10 percent in 1977 to 22 percent of
the estate in 1984, B

I think that appendix A, with the information there set forth,
leads to a number of important conclusions.

First, this combination of inflation and progressive rates calls for
_ adét;t)ments downward throughout the schedule.

_ nd, it calls for a substantial increase in the unified credit,
: gll}’xglaolg the device that now exempts estates from taxation below

Third, I note that the need for adjustment in the rates is the
greatest in the case of estates at the lower end, especially in the
case of estates between $175,000 and $500,000.

Fourth, I note that inflation is having the effect of once again
taxing the smaller estates that Congress exempted and intended to
exempt in 1976 from the estate tax process.

Under these assumptions, in just a few years from now, an estate
of $88,000 in 1977 will have doubled in size and will have entered
the taxable category. -

- Next I would like to approach rates with special use valuations
_in mind. You recall that in 1976, Congress passed a new section on
special use valuations for farms and other family businesses

primarily on real estate. How is this section working? -

Overall, it is working spasmodically and with great unevenness.
There are severe administrative difficulties, one of which involves
the crop-sharing problem.

The law, as written, provides clearly that the discount in value
occurs for farms in those areas where a cash rental is the prevail-
ing custom; but in those areas where the prevailing custom is a
: ﬁntal based on crop-sharing, the intended reduction in value is not
‘happening.

ll.Jn the case of those farms having a determinable cash value
rental, the discounts are, 1 understand, as much as 70 percent
below fair market value. In the case of those farms in other areas
where the custom is based on crop-sharing, the indication is that
under the five-factor formula, that they have to use there, the rate
reduction is either zero or perhaps as much as 20 percent. -

There are also the family businesses that come within section
2032A and that must use the five-factor formula; they are getting a
:.elatively modest decrease in value compared to the other situa-

ions. ; -

The result is that there is a substantial unevenness under the
special use value section. Many of the considerations that led Con-

in 1976 to enact special use valuation, it seems to me, are
applicable to many other estates. There are the family businesses
not based on real estate. Many of the considerations that led to the
enactment of section 2032A applﬂatoday to those estates.
Also there are the estates that may be the great overlooked
estates, the ones consisting primarily of marketable securities.

-

63-769 0 - 80 - 8
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Why should an estate with a farm or other family business be
preferred in the tax laws over an estate with neither but with
marketable securities in the business corporations of this Nation?

The importance of holdings in these securities must not be over- -
looked if we are to have a private sector economy adequate for the
needs and growth of this country.

Yes, farms and other family businesses have special problems
and special needs that do not exist fully in the case of an estate
with marketable securities; but the estates with marketable securi-
ties have a lot of those problems and many of the rationales behind
section 2032A would lead also to similar considerations and reliefs
- in other estates—even including estates consisting primarily of
“marketable securities. -

For example, it is desirable to encourage the continued owner-
ship of marketable securities in the private sector, just as it is
desirable to encourage the continued ownership of the family farm.

Taxing these marketable securities transfers a portion to the
public sector, where that portion is spent and dispersed in a
manner which does not result in a return of all of that portion to
g:ivate sector capital. This reduction in private sector capital can

made up only by productive increases in private sector capital
or by infusions of after-tax income into private sector capital; and
that, of course, is not occurring nearly as much as this Nation
needs today. ‘

There is a widely recognized shortage of private sector capital
which has led to a decline of our Nation’s productivity.

There is tremendous pressure to increase the special use value
concept. These pressures signal to me that the estate taxes are too
high, not only for these people, but for other taxpayers as well. It is
for that reason that I get into the subject of rate adjustments.

Finally, and very briefly, I want to echo Senator Byrd’'s words a
minute ago about the fundamental purpose of the estate tax. In my
{:ulgment, the fundamental purpose is to tax the very wealthy very

eavily, to limit undue concentrations of wealth and power in a
few, to break up those concentrations and to enhance equality of
opportunity.

With those thoughts in mind I now ask whether it makes any
sense to tax an estate of $500,000? Is that the size estate that we
are trying to break up? - B

What about a $1 million estate or even a $2 million estate? Are
these concentrations of wealth really significant?

Are they ones that we want to break up? Are not these holdings
the very backbone of the private sector economy that we wish to
preserve because they are 1 enough to include significant in-
vestment capital needed in the private sector economy but not

enough to create undue social problems? .
ith these thoughts in mind, I have set forth in my prepared
remarks some basic proposals. I have suggested that the unified
credit be increased su tially.

Inflation alone would cause an increase to an exemption equiva-
lent of $350,000; but I believe that when the fundamental purposes
are considered, the unified credit ought to be set so that estates of
$500,000 and under would be exempted entirely from the compli-
cated estate tax process.
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As to rates, I have suggested that above $500,000 they start
somewhat lower than they are right now, that they start some-
where around 25 percent and that they increase very moderately to
_ a substantial amount—say $2.5 million—where they would have
reached approximately 35 percent.

Further, 1 would suggest that after $2.5 million, the rates start
increasing very sharply until they get to the top amount and the
top rate, which are, as you know, now $5 million and 70 percent.

Once the new rates have been fixed and are in mind and once
the unified credit has been reduced, then I would suggest that a
- very close look be given to the special problems of farmers and
other family business owners to see how much their problems have
been solved by a general rate reduction and a general unified
"_credit increase.
 In a preliminary effort to do that, I have included appendix B
that makes a stab in that direction. It shows that these rate reduc-
tions would produce very substantial relief but probably not as
much as may be needed.

" Once the new rate system and the new credit are fixed, then we
ought to look at the special problems and consider not only the
- special use valuation section, but all of the other sections that
. constitute a part of the overall relief for farmers and other family
business owners.

To tick them off, those would include: the estate tax deferral as a
‘matter of right sections; the stock redemption for death tax section;
the interest rate on deferred tax sections; and others.

Section 2032A, the special use valuation section, is in need of
revision and rethinking, if for no other reason, in order to smooth
it out and to make its effect more even. 4 .

As a part of this proposal, I am suggesting that sections 6166 and
6166A merged. You will recall those are the sections dealing
with estate tax deferral as a matter of right. -

One has a pay-out provision that is easier for taxpayers, but
qualification is very difficult under that section. The other has a
relatively easy qualification provision, but a more difficult pay-out
provision. ' :

My suggestion is that consideration be given to merging those
two sections, incorporating the more liberal features of each into
the merged section. Hand in glove with the deferral is the stock
redemption section for death taxes. That is section 303. .

This section got a lot of attention in 1976. The net result was
that the 35-percent qualifying test got moved up to a 50-percent
test. It was first moved up to a 65-percent test by the House, but
the conference committee moved it back to a 50-percent test.

At the same time, they left the 35-percent test in effect for one of
_the estate tax deferral sections. I never have been able to. under-
stand that; and as part of my pro today, I am asking Congress
to consider going back to the pre-1976 version of section 303, except
that the test ought to be 35 percent of the adjusted gross estate,
rather than 35 percent of the aEooss estate.

1 would like to suggest that the subcommittee and the
Congress reconsider the subject of interest rates on deferred taxes,
especially in light of recent developments. We all know that special

provisions were made in very limited situations for a 4-percent rate
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where the estate tax was deferred under section 6166. That 4-
rcent rate is in effect for amounts up to a little over $300,000 in
eferred tax.

Congress, when it fixed this, had in mind that the next jump
would be up to the then-current rate of 7 percent. That rate now,
of course, is 12 percent and that is an enormous jump that many
businesses cannot make. .

Thank you very much, Senator.

Senator Byrb. g‘hank you, Mr. Eubank.

Mr. Berall?

S';‘ATEMENT OF FRANK S. BERALL, COCHAIRMAN, ESTATE AND
GIFT TAX COMMITTEE, AMERICAN COLLEGE OF PROBATE
COUNSEL :

Mr. BeraLL. Thank you, Senator Byrd. I am Frank Berall from
Hartford, Conn. . -

The'lt:g are three administ b;?tive bggxt)t:ix;lsg that tle;?uld like to take
up, with your permission, before my testimony.

First of all, I want to stress that I am here in my individual
capacity as a private attorney and my views do not necessarily
represent those of any group with which I am associated '

nd, I noticed in preparing my testimony last night that there
- were several t; aphical errors—mag card mistakes—on some of
the pages. I would like to replace these pages before this testimony
is printed, if that is possible, this week. )
nator BYrD. Yes.

Mr. BeraLL. Third, if time permits, my remarks do run a little
lon%gdthan the allowable 20 minutes. 1 do not want to cut into
anybody else’s time, but if it is possible to run a little over, I would
like permission to do so.

Senator Byrp. I think we can do that. -

Mr. BeraLL. Thank you, Senator.

I want to begin by stressing what Mr. Eubank has already point-
ed out and what you have pointed out, Senator Byrd, that basic
policy of Congress in enacting the estate and gift tax laws is to
prevent the concentration of large amounts of wealth and power.
Actually, in the opinion of most of us who have studied the history
of the estate and gift tax laws has been really incidental and
relatively unimportant to these and the new generation-skipping
transfer taxes.

Just as a matter of figures, the Federal estate anlc‘logﬂ taxes and
the %eneration-d;ipping taxes are estimated to produce approxi-
mately $56 billion in current fiscal years and it is my understanding
that the entire Federal tax take is estimated at $616 billion. This
means that the transfer taxes are really 0.81 percent of total
Federal revenues. ,

I think the conclusion to be drawn from the relative insignifi-
cance of the estate and gift taxes to revenue production is that the

changes that I believe are necessary, which are generally in accord- -

ance with the changes believed to be necessary by my other col-
leagues on this panel, although they may lose some revenue, will
so improve the system by making it a less onerous one with respect
to the family farm, the small business, capital formation, the need
for the surviving spouse to be fully protected with income during
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his or her life, et cetera, that these changes are worth givil;g up a
- very small fraction of the total Federal revenues in order to
achieve them. ' :

" Furthermore, what I am also going to suggest is that the kind of
- restructuring needed in the Federal estate and gift taxes would be
in the direction of making it easier to comply with the laws, both
“-on the part of the Internal Revenue Service and their ability to
~administer these laws, and on the part of the taxpayer; namely, the
estate and its personal representatives. This means, gentlemen,
that simlilifieation of the tax laws should be one goal of tax policy.
With that overall view of my philosoph% of what we should do in
“restructuring these laws, I want to echo Tom Eubank in his stress-

“ing the importance of major rate reduction in the lower brackets.
" We are inz about estate taxes on estates under $2.5 million, an
" increase in the unified credit, which I think is well in order in the
- light of inflation, plus something which lack of time prevented Mr.
“Eubank from mentioning, and that is the need to make an infla-

tion adjustment to the $3,000 gift tax exclusion.

Let me briefly mention some history on that point. The gift tax
exclusion originally was $5,000 when the first permanent gift tax
was enacted in 1932. It was reduced to $3,000 in 1942 and it
remains at $3,000. :

Gentlemen, I respectfully suggest that the Congress consider in-
creasing the gift tax exclusion to as much as $10,000, to adjust it
for the inflation since 1942.

The main thrust of my testimony this morning is going to be in
the area of the marital deduction, with particular attention to the

~ proposals made by Senator Wallop with respect to the unlimited
. marital deduction, the expansion of the’ marital deduction on a
quantitative basis which Senator Wallop has in his bill, and an
additional concept which must accompany ang quantitative expan-
sion of the marital deduction, which I call the qualitative expan-
_ gion of the marital deduction.
Let me lay a foundation for my recommendations by describing
briefly the f‘l'.\sto of the marital deduction and its status today.
- First of all, as 1 think all of you gentlemen are aware, there are
two kinds of legal systems with respect to property in the United
States today. One of them is the common law system derived from
the law of England. This exists in most States. The other is the
‘community property system which exists in eight States in the
%quthwest and the West as well as the Commonwealth of Puerto
ico. :
It was the conflicting tax results between these two systems of
“]aw which, in 1948, induced the Congress to pass the marital deduc-
tion and attempt to equalize the treatment of Federal estate and
gift taxes with respect to property fpa:s)eving from decedents in com-
rsntgxtg:y property States with that from decedents in common law

Senator Byrp. What year was that?

Mr. BeraLL. It was in the Revenue Act of 1948, which also
brought in the joint return filing system for income tax purposes.

Under community property concepts, half of the property ac-
quired during a marriage—other than by gift or inheritance—is
attributed to each spouse. An attempt was made in the 1948 Reve-
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nue Act to have a 50-50 split of other property. But it was not
entirely successful because in a common law State if the spouse
with the lesser amount of property died first, the marital deduction
granted for up to 50 percent of the adjusted estate—which
was the original marital deduction in the 1948 Revenue Act—
would be obviously of very little use. Thus, the wrong order of
death defeats the attempt to equalize the tax through the marital
deduction, unless there- been substantial transfers during life.

The Revenue Act of 1948 provided for this as well and it allowed
a marital deduction for transfers l:iy ift. Half of the gifts between
spouses were allowed as a marital deduction.

.. Then, in 1976, there was a major restructuring of the marital

deduction concept. Briefly, this gave the estate tax marital deduc-
tion to the greater of one-halt of the adjusted gross estate or
$250,000. In addition, it provided for a gift tax marital deduction
for the first $100,000 of gifts and 50 percent of all interspousal gifts
over $200,000.

The problem with the marital deduction as it currently exists, is
that the surviving spouse, in order to receive a qualifying marital
deduction interest which would result in the reduced estate tax at
the death of the first spouse to die, must receive an interest equiva-
lent to absolute ownership. In other words, the interest must be
taxable in his or her estate at his or her subsequent death.

That in itself makes sense, and I would not propose that it be
changed. What I am going to s:ggest is that we try to simplify the
whole concept of the marital deduction and eliminate a monstrous
rule, known as the terminable interest rule, which, in essence, says
that for a surviving spouse to have the equivalent of absolute
ownership, he or she must have an interest which does not termi-
nate either before or at death and then pass to somebody else.

I do not want to go into the complexity of this terminable inter-
est rule. I just want to say that, over the years since this was added
in 1948 there has been a tremendous amount of litigation over it.
Knowled%eable attorneys are able to draw marital deduction provi-
sions without running afoul of the terminable interest rule, but
. many lawyers in general practice who occasionally do some estate

,glann.inlgnviolate this rule, which is administered very technically

y the Internal Revenue Service and is really unnecessary to pro-
tect the revenue or implement the policy of the marital deduction.
The other defects, as I see them, in the present marital deduction
are that gifts are made between %pousee who are frequently un-
aware that they must be reported for gift tax purposes. There is a
requirement in the law that all transfers in excess of $3,000 must
be reported on a gift tax return. It is against human nature to
W husbands and wives to comply.
ose of us who practice law privately are constantly advising
our clients that they have to file back gift tax returns to straighten
out the mess of transfers, either outright or into joint ownership
which have been made over the years.
- So the gift tax law creates noncompliance problems because it
runs counter to the concept that most married people have that the
gromrty acquired by them during their marriage is “our property.”
erhaps a great many people in this country, even those living in
the common law States, have what is really a community property
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_concept of marital property. But the Congress cannot change the
property laws in the common law Statey, nor do I think that it
should chonge them, even if it could. What it can do is conform the
taxation of property passing-between spouses to generally accepted
practices in the country so that noncompliance can be reduced and
 the tax laws simplified. There is a normal tendency on the part of
" most married couples, at least in a first marriage, to want to give
everything to each other. As attorneys we have to resist this for
tax reasons. )
Even if the proposals which I am suggesting are adopted by the
" Congress,-in many large estates it will still be necessary to lean
against this tendency, for practical reasons, so as not to give every-
thing to a first spouse and have little left over should something go
wrong with the marriage or for the children. But I have some
- suggestions that will deal with that. .

Another problem with the existing laws with respect to the
marital deduction is that they do not allow for the very common
situation of the second and subsequent marriage where there al-
ready are children by the first marriage. The client who wants to

dispose of his property in a will or trust which he is executing in
contemplation of a second marriage is concerned because he really
wants to protect the children of his first marriage while, at the
same time, making sure that his second wife has sufficient proper-
_ ty to take care of her for her entire life.

-What he really would like to do in many instances is to give his
second wife a life interest in the property, let her have all the
income for life, but let the remainder pass to the children of his
first marriage at her death. But this type of interest does not
qualify for the marital deduction.

I propose that the law be changed to permit the marital deduc-
tion with the revenue lost recovered at the death of the surviving
spouse. After all, even under present law, the marital deduction is
basically a tax postponement device. Therefore, if the property is
not taxed at the death of the first spouse, it should be taxed at the
death of the second one.

Finally, there are a number of technical complexities with re-
spect to the terminable interest rules and the rules that require
tracing of property, particularly in joint tenancies, which I think
can be eliminated with a resulting simplification of the administra-
tion of the tax laws and without any great loss of revenue.

In summary, the problems of the existing rules are of great
complexity, low public awareness of how theg‘rhggerabe, widespread
misinformation, widespread noncompliance, difficulty in adminis-
tration and enforcement, probably relatively low revenue produc-
tion and inequities between people who live in the community
property and common law States. The past measures take to cor-
rect these have not really worked out well.

What is the solution? Conform the laws to what most people
believe it to be. What a large majority of people do is arrange their
ownership of marital property in the way that suits the particular
Eurpoee of their marriage, while acting as though there were no

ederal gift taxes. My point is that there no longer should be any
gift tax return filing roquirements for gifts between spouses.
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How do you deal with this? You provide that g’ transfer be-

tween spouses while they are alive will be ignored for gift and
estate tax purposes. This means that you should permit tax-free
gifts between spouses in either direction. Then you do not have to
worry about reoordkeejlmg You can get rid of a lot of joint proper-
ty problems, perha of them between spouses, and then you go
one step further. You give a tax-free unlimited marital deciuction
against the Federal estate tax so that you have both tax-free inter-
spousal gifts and tax-free death-time transfers to the surviving
spouse. But if you do that, then in the interest of preventing rather
unfortunate results in estate Ylanning and administration, forcing

" property on spouses to the exclusion of children as well as doubling
up estates at a second death, in my opinion you must couple the
unlimited marital deduction with a marital deduction for any
transfer which provides the donee spouse with current beneficial
enjoyment, even though the remainder is not disposable by the-
donee spouse. This is what I mean by the qualitative expansion of
the marital deduction. But this also means that all property receiv-
ing the marital deduction in the first estate must be taxed at the
g:a:h of the surviving spouse as if it were part of the latter’s

te. -

This does not mean that there will be additional tax on the
estate of the surviving spouse. What should occur where there is a
life estate in trust for the surviving spouse is that the latter should
be allowed to elect whether to qualify the life estate for the marital
deduction, so that there will be no tax at the death of the first

use. Then the tax should be on the marital trust corpus at the
th of the second spouse. ) ‘

By itzl.::mg the corpus of this marital deduction trust, on which_
there been no tax previously paid, on toi) of the estate of the
second spouse, the progressive rate scale will tax it at the top of
the rate range applicable to the estate of the second spouse to die,
doing it in such a way that it does not require any payment of the

_~tax on the marital trust out of the estate of the second spouse. In
other words, the tax is on the trust itself, but at the top rate

apf»licable to the surviving spouse’s estate. A

think that you have to provide for flexibility in estate planning.

This means that the surviving spouse should be allowed to elect

whether a trust in which she does net have the equivalent of

absolute ownership will qualify for the marital deduction.

'In other words, if the will or trust of the first spouse to die calls
for setting up a life estate in trust for the entire property to pass to
the surviving spouse with the remainder to the children, then the
instrument can permit the spouse to elect to have the trust or any
part of it qualify for the marital deduction. This election should be
made after the death of the first sgouse to die. To the extent that
any trust qualifies for the marital deduction, it must then be taxed
at the death of the second spouse.

. It is true that this might lead to a little complexity because of
the ellgction but, gbantlldermeEt:; if we u::lopt the ‘ﬁ;”“‘“‘ that %
panel is making an . Eubank made, of having a $500,

exemption equivalent to the u.niﬁ’ed credit, then we are ing

about estates of less than 1 percent of the population. This
percent can afford to have the complexity, in the interest of giving
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flexibility. These estates can afford to retain the attorneys to do

" this job so that they can have a sound estate plan.
= The result of lishing the terminable interest rule will be
* increased flexibility in bo premortem and postmortem planning.
There will be no need for ﬁople to choose, if they are in second
i between the tax benefit of the marital deduction and its
heriting their children by a rior marriage
ich she can then

proposal, their children from their first marriage can be pro
completely and a marital deduction share still be given to the
second spouse. The second spouse can either -accept or reject the
tax postponement of the marital deduction, while retaining the
interest itself for her life. In my written statement, there is consid-
erable more details as to how this can be arranged.

What I would like to cover briefly, are two other important
points with respect to different aspects of the estate tax law.
" The first has to do with the fact that unification of the estate
-* and gift tax laws is not complete. There are several sections in the
* ‘Internal Revenue Code which are holdovers from the dual transfer
“ tax system which existed prior to 1977, While my written testimo-
 ny gives technical details about all of these sections, all I want to
. cover in my oral testimony is the so-called 3-year rule.

The 3-year rule provides that if a gift is made within 3 years of
death and if tha(}:ogift is either a future interest; a present interest

ta;‘a.n

" in excess of $3, y transfer with respect to a life insurance
i paid on one of these transfers, the gift is going
grossed up into the estate of the person dying with 3 years of

making it.
" This rule replaced the old 3-year contemplation of death rule, but
it is automatic. It creates a number of problems, apart from the
~ fact that it is really unnecessary in a unified tax system, except for
.~ those gifts that consist of a tax id on the gift made within 3
years of tax. Those are gifts which should still be included in the
gross estate under the 3-year rule as should transfers made with
to life insurance policies. But the rest of the 3-year rule

" ghould be eliminated. Let me give you a bizzare example that is
causing trouble in planning. -
_ The rule basicglog is a notch rule. In other words, a client can
give -a gift of $3,000 every year of his life and he can die and the
" gi:‘a, if they only amounted to $3,000 per year in the last 3 years
fore this death not only need not be reported—and I am ing
_about present interest gifts—on ift tax returns, but these gifts
~ need not be grossed up back into the estate.
" So let’s suppose that on January 1 of the year in which he later
dies he gives a $3,000 check to his adult son and then later on buys
him a tie for Christmas. He has given more than $3,000. As a
result, that entire transfer, which may amount to $3,005, is going
to be entirely includible in his gross estate. That is what the law

says.
{ts is ridiculous. We tell our clients to hold their transfers down
to $2,900 so they have a little flexibility in case they inadvertently
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pay a subway fare or a dinner check or something like that. But it
should not be the case at all. The rule is archaic and creates other
complexities in planning and administration. Therefore, my recom-
mendation is that except for the amount Xaid in gift taxes on a
lifetime transfer within 8 years prior to death and on transfers
with respect to life insurance, the 3-year rule be abolished.

The final recommendation that I have has to do with the or-
phans’ deduction. Conoeptuallg 'gerhaps this made some sense, but
as it was added by the-1976 Tax Reform Act, it has caused a
monstrous mess. It is a complex deduction equal to $5,000 a year
for the number of years an orpaned child is under 21. What do you

get it for?
You get it for an interest in property that is includable in the
decedent’s estate that or has passed from the decedent to

the child either outright or in a form that if the property were
going to a spouse, would qualify for the marital deduction. So you
must include this in the child’s gross estate. It must be includable
if it is to qualify.

It is not available if the child has a surviving parent. Both
parents have to be dead. And that makes sense. It is not available
if there has been a divorce and a parent is still alive. It is not
available if the child has been orphaned and the surviving parent
has a surviving spouse. That does not make very much sense at all
because the surviving spouse is just a step-parent then, unless
there was an adoption. ;

It is available if there has been an adoption except, gentlemen, if
the adoption was intended solely to obtain the benefit of the or-
phans’ deduction. I think that is ridiculous. How can Eou ever
prove in court that an adoption was intended in order to obtain the
orphans’ deduction? It is a laugh.

Interests qualifying for the orphans’ deduction include outright
transfers and the equivalent, plus some very complicated transfers
in trust.

The problem practitioners have with the orphans’ deduction is
that only a very small minority of estates are going to qualify for
it. Since no one ever knows in advance which estate is going to
qualify, you have got to put orphans’ deduction provisions into
every instrument you draw, or at least explain the situation to the
client. If you do not do it, you would be acting unethically and not
in the client’s best interest, but by doing it you create additional
work, it costs the client more, et cetera. If you do not do it there
may be additional tax should the client die, and an orphans’ deduc-
tion be available. .

Gentlemen, I think that the ambiguities and uncertainties that
are inherent in the concept of obtaining the orphans’ deduction are
so_great that unless you can simplify the orphans’ deduction so
that it can be obtained when you have any kind of a disrosition
passing to an orphan—and that could be defined reasonably as at
" present, except with this adoption nonsense and not havin,
orphan if there is a surviving spouse in the second marriage. If you
cannot simplify this so that it is in line with what people normally
want to put into the instruments, you should get-rid of it entirely.

I appreciate the time that you have given me, and I think that, if
some of the changes that we have all suggested in our papers,
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particularly the major changes that are being stressed orally, are
-adopted, you will make great progress in the direction of simplifica-
on of the system and eliminate a lot of the brakes that currently
‘exist on capital formation hurting the family farm and small busi-

esses.

Thank you very much.

Senator BYRD. k you, Mr. Berall.
Mr. Cornfeld?

. STATEMENT OF DAVE L. CORNFELD, VICE CHAIRMAN FOR
PUBLICATIONS, AMERICAN BAR ASSOCIATION'S TAX SECTION

" Mr. CornrFeLD. Thank you, Senator.
Mfyl"oname is Dave L. Cornfeld. I am also a private practitioner. I

am from the Midwest, St. Louis, Mo.

I, too, want to stress that I am testifying in my individual capac-
ty and that the views expressed are solely my own. They should
ot be construed as representing the views of the American Bar
Assocbi:tion or any other organization of which I happen to be a
. member, -

1 want to second the views of the receding members of the panel
‘with respect to the need for simplification of the laws as a way of
‘cutting down on needless extra work and legal expense for the
- American taxpayer. ‘

The laws should be made in such a manner that as many taxpay-
‘ers as possible can handle their intrafamilial economics in a way
that they would without regard to any tax law. )

As Mr. Berall indicated, husband and wife should be able to
‘transfer funds back and forth and the tax collector should not be
interfering with the famil handling of finances.

. There are a number of suggestions that 1 would like to discuss
that would simplify the present iiﬁ and estate taxes and would be
“consistent with the way peo le handle their finances in real life.
First, under the gift tax laws, at the present time, there are
" many technical gifts that are made which are not reported by
. téaxpayers. These are gifts which are made for consumption by the
onee. :

The typical situation where a taxpayer is furnishing the support
of an indigent relative, an aged parent—here there is no leg
“ obligation to do so, but there may well be a moral obligation.
: e laws of the various States differ. In some States, a taxpayer
. will have an obligation to support an aged parent. In most States,
he does not, but we should not discriminate against the individual
who finds a moral obligation to support a parent or some other

relative. .
The income tax laws give him a personal exemption for doing

that.

" At the other end of the spectrum, the gift tax laws say that he
should be filing a gift tax return if the amount of that support is
more than $3,000. -

We also have a situation of support of children, sending them to
college. At the present time, tuition at a private college will far
exceed the available annual exclusions and yet, in most States,
after age 18 now, there is no legal obligation to send that child to

college.
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Thus, we have a situation where theoretically a gift tax return
should be filed. My own oginion is that, in most cases, gift tax
returns are not being filed, but we should make the law consistent
Wi'i'lllxthe in & peoplgfafpmte' pared statement that was made b

ere is a pro in my pre men was e
the American Law Institute back in 1968 which would treat aﬁ
such expenditures for support and maintenance of individuals for
the use of any person living in the household, any minor child,
whether or not living in the household, and the current education-
al, medical or dental cost of any person not a taxable gift.

In addition to that, I would recommend the exclusion of gifts of
the use of tangible property. If I let somebody live in my house
rent-free, it should not constitute a taxable gift. Also, there should
be an exclusion for a gift of tangible personal property which is
going to lose a substantial part of its value by the end of 1 year,
with certain limitations—it might be $3,000 or $4,000.-If I make a
gift to a relative of a television set and also I make a cash gift in
the amount of the annual exclusion, I should not have to file ?o‘ggﬁ
tax return. As Mr. Berall indicated, there are many people y
who mal - gifts of exactly $3,000 and then also make some kind of
a birthday gift as well. Technically they should be filing gift tax
returns.and if they die within 3 years the entire amount will be
back into their estates.

At the present time, most of these taxpayers are blissfully un-
aware that they are required to file a return. I would also second
the need for an increase in the annual exclusion, but even that
increase in the annual exclusion will not solve the problem of the
gift for consumption.

There is another problem with the gift tax return requirements
in that, in order for a husband and wife to treat their gifts as split
gifts under the present law, it is necessary that they file a return.
At the present time, there are many, many taxpayers who when
asked about prior gifts, say that they give $6,000 every year, but do
not have to report it because they can split it with their wives.
That is not technically correct.

They must file a return for splitting and that can come back to
i)lag'ue them later on, because once the spouse has died it is too
ate to file the split return. You cannot file a delinquent return at
that time. And at death, the excess over $3,000 will be brought
back into their estates if this were to be uncovered.

I would sy, t that no return be required in any case where the .
total gifts of the husband and wife do not exceed the amount that
they could give away under the sﬁlit gift requirement.

At the present time, many of them are not ﬁliniaanyway. If they
did file, it is just one unnecessary operation. They have to go pay to
have a gift tax return prepared and at the end of the line there is
:;laox tax. This is an area where you could simplify life for the

payer.

I would also suggest that the husband and wife should be permit-
ted to split gifts when they do file a gift tax return on any basis
that they wish, regardless of the 50-50 requirement. There ‘are
situations where one of the spouses may have made gifts in excess
of those made by the other. Under our progressive rate structure,
or where one may have already used up the unified credit and the
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should be Sermitted to split the gifts so that they
can equalize their tax liability, not just equalize the amount of the
current gifts.
-1 want to second Mr. Berall’s recommendation as to the unlimit-
“ed marital deduction. I believe that this would hel immeasurably
in simplifying our tax structure and it would also eliminate what is
a present inequity in the law which hinders interspo i
‘during lifetime. Any time, under our present law, because of a
‘quirk, you make a gift to a spouse of more than $100,000 plus the
_annual exclusions, there will be a greater increase in the survivin
gpouse’s gross estate for estate tax purposes than will be remov
: ! _As & result, there will be an in-
for the family where you have a gift of
ample given in my repared statement
,000 out of a $1 million estate, instead
dditional tax of some $47,000 in the

result of a unification of the gift and
, as Professor Casner stated in the ALI project,
_.any time that you have a unified system it will be necessary to
" have unlimited marital deductions to avoid inequities.

The unlimited deduction would also eliminate the groblems in-

_ volved in joint property. Prior to 1976 in all cases you had a double
" tax, whenever someone made a gift by buying property and placing
" it in joint names. There was a gift tax when that was done and the
whole amount of the property was included for estate tax purposes.
" The 1976 act has changed that in part insofar as spouses are

concerned. Now if there is a gift as a result of the joint property,
only one-half of it is treated as a gift and one-half is included in
the estate for estate tax purposes.

However, that is not true for joint owners other than spouses
~ and in many cases, particularly after one of the spouses has died,
" the survivor places property in joint names with their children,
perhaps in the mlstai' en belief that they are somehow simplifyi
the inistration of that property. In many of those cases, there
is an understanding that all of the income will be retained by the
- - parent and that the parent will control the property. Technically,
#- 1f that were documented, there would be no gift. nfortunately,
:  _unless they go to a lawyer, there is rarely a documentation of that
understanding and on the face of it, there appears to have been a
taxable gift which will show up when the estate tax return is filed
- and the taxpayer subjected to penalties and interest for not having
filed a gift tax return.

My recommendation is that, in all instances involving joint prop-
erty, there should be no gift unless the parties elect to have a gift
at that time.

We should have the same treatment for spouses as for joint
tenancies between persons who are not married.
) At the present time, placing real property in joint names does
- not result in a gift unless the parties jle a gift tax return and

make an election. That rule does not aggly to personal property.
There is no reason to have a distinction tween real prcxrty and
personal property in this regard. People are going to go ead and
take title to property jointly without any advice and knowledge of
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the gift tax laws and we should simplify those laws for the Ameri-
can yer.

I would like to go back and cover one other administrative l?rt;b-
lem, which is both a gift tax problem and an estate tax problem,
and which is particularly significant with respect to gifts of inter-
ests in farms and closely held businesses and which at least for the
knowl le today may be discouraging such gifts, which should
be actually encouraged.

At the present time, if you make a taxable gift and-pay no gift
tax because of the unified credit, the statute of limitations never
starts to run with respect to the valuation of that gift. As a result,
if you make a gift in a later year, the Internal Revenue Service can
come back and say that the gift that you reported 10 years ago was
valued too low:mmd,~for—the purpose of determining what your
bracket is on the second gift, can reevaluate your first gift.

Now that we have unified the gift tax and the estate tax, we
have the same problem when the estate tax return is filed because
then the Internal Revenue Service can come back and say the total
of your adjusted taxable gifts was much more than you had report-
ed on your gift tax returns and the burden of proof in that situa-
tion, as in most tax matters, is on the taxpayer. The executor is
going to have a terrible job, since the donor is no longer around. It
may be 20 years after the date of the gift of the closely held stock
:ll;a mgt:;test in a farm and you have to go back and try to evaluate

t gift.

_ The problem can be solved if, as was the case prior to 1976, the

taxpayer would be given the right to elect to waive part of the
unified credit so that a tax is paid with respect to that gift. The tax
may be small but it will signal to the Internal Revenue Service,
come in and audit this return if I-fyou want to, and check on the
value because we want certainty. If you are going to fight us on the
value, let’s fight it out now when we have the facts available. Now,
I would suggest that if you permit the taxpayer to waive a part of
the unified credit that the waiver be made irrevocable so that IRS
has some tax to fight about. But I think that it is an important
administrative isgiie.

I want to briefly mention the question of disclaimers. The Tax
Reform Act of 1976 put in a provision which actually restricted the
use of disclaimers in the case where somebody might not want to
receive some pro(ﬂ:crty from the estate and would turn it down.

The right to disclaim is important in post-mortem planning,
particularly in cases of farms and closely held businesses. The rules
should be made uniform. I want to refer to the article by Thomus
Wiley of Phoenix, Ariz,, which is a part of the prepared statement
of Mr. Eubank which spells out the problems in this area better
than I could if I had all day. I have also enclosed as an appendix to
my statement a recommendation by the American Bar Association
which covers the situation and I believe that it is an area that

uires some study. »

I may have a few more minutes, I would just like to mention
another area of complication which.is the new eneration-skippinsg
tax that has been put in by the Revenue Tax Reform Act of 1976.
This, too, is an area of great complication. '
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We have no regulations as yet so we do not even know the full
extent of the complexity that we will run into in attempting to
- draw wills for our clients, to let them take care of the members of
“ their family, the natural objects of their bounty.
1 have three specific recommendations, one relating to the effec-
tive date, because this has created a great deal of complexity in
“* requiring us to amend wills by codicil to be certain that we do not
-~ do anything that will trigger the new tax for any decedent who
- dies before January 1, 1982. Now, I would think that that could be
gimplified and my recommendation would be that the law not
apply to anyone who dies before January 1982 regardless of when
“they wrote the will and regardless of what kind of an amendment
" they made to their wills.
At the present time, deleting a specific bequest of $500 to some
- friend with whom you have fallen out can cause the whole will to
. be tainted and this is the kind of mistake, I think, that may well
§ {1:ve been made by lawyers who were not familiar with the new
- law. :
: Senator Byrp. Excuse me. You mean to say that a person could
~ not have put a codicil on a will?
~ Mr. CornreLD. If you write a codicil to your will today, and if by
0 doing you add $1 to a residuary trust which would otherwise be
a generation-skipping trust, and if you die before January 1, 1982,
that trust will be fully tainted, not just the $1 that has been added
to that trust. :
Senator. WaLLor. By withdrawing the codicil or modifying it?
Mr. CorNFELD. If you modify the will in any respect, which
would add anything, $1 to that trust. The law at the same time
.. says if you have a grandfathered, irrevocable trust that was in
existence and if you make an addition to it today, only the pro rata
part is tainted.
" But in the case of a will, if I have slipped up and I have drawn
" the codicil wrong, I will have made that whole will subject to the
" pew tax. I also think that there should be provisions which would
~ permit members of the family to act as trustees without tainting a
trust, where the trustee does not have any opportunity to benefit
personally from that trust. At the present time, that is only per-
mitted in very limited restrictive forms. It does not, for example,
permit me to have my son act as trustee for a trust where my wife
will be the life beneficiary and, at her death, the property will go
to my grandchildren. While that trust may qualify for the grand-
child exclusion but it will be a generation-skipping trust because I
have used my son as a trustee, even though he could never get
hing for himself. ; .
.. Finally, the $250,000 exclusion provision needs changing because
it now requires, at least by the committee reports, the vesting of
the interest in the grandchild so that it will be subject to estate tax
in the grandchild’s estate in order to tﬁualify or the $250,000
exclusion. That creates a number of problems and I would think
that if the interests of the grandchild is valued by ordinary valua-
tion methods so that it would meet the $250,000 amount it ought to
qualify. .
Actually, in most instances there will be the equivalent of an
estate tax on whatever goes to the grandchild in trust because of
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the generation-skipping tax on that amount if the grandchild dies
and the property goes to the next generation.
have, in my prepared statement, and I will not take the time
now, an instance that I have in actual (fractioe where an elderly
gg?le consulted me and they could not do what hey really wanted
0. -

They had an estate of less than $150,000 but that could have
been made subject to a tax of $38,000 if they set ug the trust in the
way that they wanted to for the primary benefit of a retarded
granddaughter but where they did not want the granddaughter’s
estate to get the property but rather wanted it to go to their other
grandchildren at the death of that granddaughter.

I thank you for the opportunity to be here.

Senator Byrp. Thank you, Mr. Cornfeld.

Mr. Halbach?

STATEMENT OF EDWARD C. HALBACH, JR.,, CHAIRMAN-ELECT,
REAL PROPERTY, PROBATE AND TRUST LAW SECTION,
AMERICAN BAR ASSOCIATION

Mr. HaLBacH. Thank you, Senator Byrd.

I am, I guess, on last here to show that there is some break in
the uniformity of our views. It could be fairly said that, at least
traditionally, I speak more with the mentality of a tax collector -
than of one representing private clients.

I want to emphasize that I do :})ea.k on my own behalf. I am a
law professor at the University of California. I do not speak for
that institution. I am chairman-elect of the real property, probate
and trust section, as was pointed out, but I do not or that
section or the American Bar Association (which has no position on
the matters now before you).

Like the other panelists, I speak on my own behalf.

I believe in a strong estate tax; probably I am more disinclined
than others on this panel to see that tax deemphasized.

On the other hand, I share many of the concerns that they have
e , and this relates not only to the kinds of concerns that
Mr. Eubank in particular addressed in talking about the relation-
ship between this tax and the capital base in this country. Forma-
tion of capital and the preservation of the capital base, I think, are

ignificant problems togay.
ose are complex questions. I am not altogether clear that the
most desirable place to give relief is through the estate and gift tax
system. Selectively, certain kinds of income tax relief might be as
advantageous with respect to capital formation.

I was saddened to note last night that Arthur Okun had died,
whom I am sure many of you know and who-has contributed in
many ways to tax policy in this country. He has recently made
some provocative and interesting rroposals relating these capital
and productivity issues _to the problem of inflation and, in part, he
suggests consideration of certain kinds of income tax incentives
that relate to holding down wage increases and using that addition-
al money for capital formation. -

The point I really want to make is that this is a very complex
;;%,M but these issues are related intimately to the estate and
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_ There is one area in which I am very much in harmony with the
“other members of the panel on, and our views are strikingly har-
-monious here: The specifics of the estate and gift tax laws are
unn ily complex.
" Sometimes it is imtﬁossible to avoid complexity in a tax system
that must cope with the risk of skillful avoidance by taxpayers. But
‘1 am thoroughly convinced that many of the complexities in the
Code are unnecessary—in this body of law, very much unnecessary.
1 would like to emphasize that probably throughout the tax field,
but especially in the transfer taxes, sumplicit is directly and inti-
_mately related to equity.

If you have a tax system that is hazardous even for experts who-
_are mortal, you impose the obvious rigks and the failures in their
work, even minor ones, can produce enormous differences in the
_tax treatment of taxpayers who, from a policy viewpoint, ought to

be viewed as similarly situated. This is the type of result that
follows when you draw fine distinctions between cases that are,
from a tax policy viewpoint, substantially identical. OQur tax law, in
this area, is just overrun with those kinds of distinctions.
. Fine distinctions relate intimately to the question of equity. If
_one taxpayer can avoid the tax impact imposed on another use
" his or her lawyer is a little more crafty, or the lawyer is fortunate
enough to function in a mistake-free manner that day, you get
__great disparities of treatment between this taxpayer and other who
ought to be treated similiarly but whose lawyers were not so
illed or lucky. ) )
Another result of that kind of fine distinction is intrusiveness
- and economic distortions, plus high cost to the taxpayers. The

emphasis on high priced, sophisticated counsel in our tax system is

ient al y without increasing it.
I must say that I look back with amusement on the comments of

- Assistant Secretary of the Treasury Cohen when he called the 1969
Pax Reform Act the Lawyers’ and Accountants’ Relief Act. I
_wonder if he realizes how little relief it gave to the accountants

and lawyers who needed it the most, those who are struggling to

maintain the level of competency adequate to deal with the prob-

lems they see in their practices. -
" A lawyer is a sitting duck for a malpractice suit, If that compe-
tency is maintained, for subjecting his clients to inequities and
excessive payment of taxes.
It really has, I believe, gotten to the point where this is one of
the more serious kinds of pollution around—the pollution of our

Internal Revenue Code. Well-intentioned legislation, well-inten-
tioned regulations have accumulated and added up over the years
to the point where nobody really can breathe very easily in that
environment. Some of this is attributable to a loss of perspective on
the part of policymakers, particularly those concerned with devel-
- opment of regulations.

1 listened with the kind of amusement—at least I would chuckle
if it were not so painful—when Dave Cornfeld was talking about
the codicil and new chapter 13. I was on a small panel that was
gdng a crash program for lawyers imm ediateli after the 1976 act.

meone in the audience asked if it were ible that the i
of a codicil which was revoked before the decedent died woul

63-763 0 - 80 - 9
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constitute a change in the generation-skipping transfers under the
will, thus possibly forfeiting the grandfather protection under chap-
ter 13. Obviously, we felt that it should not be and would not be
but one member of the panel said humorously that we nevertheless
recommend revocation by burning. We thought that was a joke!
The proposed regulations that came out a year ago under those
grandfather provisions stated that a revoked codicil would lose you
your grandfather protection. Honestly, they did, and we had
thought that possibility was funny not serious.

The grandchild exclusion in the generation-skipping tax is an-
other matter of the same kind. The problems, some of which Dave
Cornfeld alluded to, some of which were mentioned in Tom Eu-
bank’s statement and in mine, are problems that will arise out of
the regulation making process.

We know certain things that are going to be contained in some of
those regulations which, if there is not a change of position within
the Treasury, are going to create some distinctions that simply
invite inequity of treatment.

I say this although I, probably more than anybody else in this
room, am a believer in chapter 13. I believe, painful though it is,
that it was a needed and important change in our transfer taxes. I
do not believe in the freedom that we have had in the past to use
generation-skipping trusts to escape taxes. I have not relished
having to teach students in my classes and lawyers in CLE pro-
grams how to exploit the weaknesses in the tax law, including
using the traditional generation skipping opportunities, so I
thought those changes were needed.

I am a supporter of it, but I too am alienated and offended by
some of the things that are being proposed by those responsible for
administration and rulemaking under this legislation.

I did not believe, personally, that the statute should have includ-
ed the quarter of a million dollar grandchild exclusion. But it is in
the statute, and it is shocking for the regulations to, in effect,
undermine it and to draw the lines between where it is available
and where it is not on the basis of unnecessary distinctions that
require sophisticated and error free counsel. A lawyer whose intel-
lect was not distorted by careful study and knowledge of the tax
laws would make mistakes that would cause his client to be treated
very differently from the clients that are fortunate to hire these
three people [indicating the other panelists]. If they do-not show
their mortality bfy making a minor slip, their clients will get away
with all kinds of things that my clients could not. That is why I
teach—to get into the ivory tower where I am not such a hazan{v to
my clients. That type of thing in the tax laws is a tremendous
shame, and we are seeing more and more of it where it is not
really necessary.

Little of what this panel is recommending here today has reve-
nue at stake. Most of our suggestions address defects that are not
justified by any concern over revenue, although that is not true of
everything. In my observations I shall try to be careful to point out
where I believe there are revenue considerations involved. Let me
begin with some of those, because they pose some troublesome
problems.
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_ Special use valuation, and some issues in tax deferral, admitted]
involve difficult problems to be dealt with for farmers and s

i ry much with the comments Mr.
Eubank made earlier that, we should try to deal with these prob-
ems in a generalized way that is not selective, that does not favor
and, discriminate against another. We need to use more
i than we have used in trying to deal with the special
problems, to the extent that they are special, of farmers and small
usiness owners. ,
- Serious issues-arise whenever as you grant a subsidy through tax
we—and I do not mean by that term necessarily to be hostile to
all subsidies. Frankly, however, special use valuation and certain
deferred tax payment privileges at low rates of interest constitute a
ignificant subsidy. One could very well make the argument that, -
by placing this subsidy in the estate tax laws rather than some-
where else, we create two general t{pes of problems for ourselves.
" One, subsidize only to those pe(){) e who have inherited opportu-
nities and interests in farms and closely held businesses. If my son
and daughter inherit the family farm from me, you give rehef to
them in their efforts to retain it, so that they are not be as
distressed as they otherwise would be by liquidity problems in
‘meeting tax obligations. But the problem is equally acute, and in
‘many respects more serious, for the young person who wants to go
into farming but whose father or mother id not have a farm to
leave to him.

If we really believe in the family farm and the closely held
business, we need to do something to make subsidies more gener-
al—or else we should have second thoughts about the subsidy. That
does not necessarily mean that what we have. been doing in this
area is wrong, but I am concerned about the scope of it. I am
-concerned about the unevenness of it. )

Second, if we do have special privilefes for certain qualifying
‘taxpayers, the inevitable result is to include highly complex rules
“for qualification. Those rules operate unevenly even within the
“target group, the group to be benefited. They may deny eligibility
“to people who ought to be viewed as similarly situated to some
others who do qualify. Unfortunately, unless we are careful and
imaginative about the way that we do this, the very eligibility
_standards will create an incentive for people not to take care of
their own liquidity problems. If I have an estate in which my
_closely held interests or my farm may fall just under the eligibility
_requirements, I am induced to give away my insurance and my
liquid asseté in order to qualify. I am thereby encouraged to aggra-
- vate the very liquidity problem we are ;gxaxrlﬁ to alleviate. Again, I
want to emphasize that this is not nec ily decisive of whether
- we should have these special privileges, although I do have some
. skepticism myself, but it has a great deal to do with how they are
de’i%ned if we go forward with them and if we expand them.
: ese are reasons why 1 think that general rate relief and in-
_creasing the size of the exemption, if there is to be tax relief in this
ares, is more desirable. '

,There is another area that several members of this panel have
discussed where I find myself a little bit more on the negative side.
_ That has to do with the gift tax annual exclusion.
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I very strongly believe that we should not increase the annual
exclusion. I recognize the problems that have been talked about,
but I do not believe the annual exclusion is now the way to give
tax relief. I do not see why such relief should be available only to
those who make transfers during life and not at death. ‘

I, myself, have five children. If, in a few years, I am fortunate to
get an average of 2 grandchildren per child, and have 10 grandchil-
dren, and if my children are conventional enough to get married to
have those grandchildren, I would have 20 prospective donees in
the family—5 children, 5 in-laws and 10 grandchildren. My wife
and I, because we can give $6,000 to each of them, can give away
about $120,000 a year—if we could afford that. That is quite a bit
of tax depletion without even having to file a tax return, since I
am in a community proper]tly State. Elsewhere -a married person
would merely have had to file tax returns to split the gifts with a
spouse,

Certainly we could adjust the gift tax annual exclusion upward.
But what it would mean is that one in my situation, if I were
extremely wealthy and if my children are grown, could give away
about a quarter of a million dollars tax-free each year if you double
the exclusion; if you raise it to $10,000 I could give away something
in the vicinity of $400,000 tax-free each year. -

I think that is a mistake. If we can afford that kind of relief, we

would be better off to give it in the estate tax-and make it availa-
ble also to those who financially or psychologically do not feel able
to undertake large giving programs. Again, it is selective in a way
that tends to be counterproductive. It increases complexity, too. It
is easier for me to give away significant amounts if I have market-
able securities to fund a large gift program than if I have a closely-
held business. Or, if I go through some complex, costly rearranging
of my affairs, maybe incorporate my farm, then it may become
easy for me to (join in that gift program.
That kind of-selective relief, I believe, is a serious mistake. I am_
concerned about the problem that Mr. Cornfeld addressed earlier
when he talked about exceptions for what in the American Law
Institute studies were referred to as gifts for consumption, includ-
ing for education. I do think we should make it explicit that those
things are not gifts. Nobody reports them now. Nobody attempts to
enforce the gift tax law with respect to them. They are de facto
exceptions—unless you happen to have a lawyer who is both
knowledgeable and scrupulous. Such a lawyer may encourage you
to report such gifts. That is a bad way to have tax laws applied and
enforced. And the need¢d changes can be made without excessive
complexity. - . ]

Let me move to some of the other areas on which the members of
this panel apparently agree. I believe the material deductions
should be increased, preferably to a 100-percent marital deduction.
I think total exemption of inter-spousal transfers is long overdue.

The Treasury itself, the last time that it gave careful study to
the estate and tax laws and made its report im 1969, made that
recommendation. The Treasury concluded it could afford to open
up the marital deduction in that fashion. , .

There are tax costs involved in that, of course, and I would like
to address those in a minute. But there is no place where an
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* investment in the tax m could be more -advantageous than -
‘through the marital deduction. The costs are far less than one
~might assume, and that investment can broadly simplify the
:K:tem and make it more equitable, as no other realistic change in
he law could do. It changes the whole background against which
other problems are viewed, even on the problems of jointlﬁ held
d;:i:erty that have been mentioned here and the question of how to

sal with employee death benefits. Largely these troublesome
* ijssues would be mooted. Thus, a whole array of problems changes
" character as soon as you open up the marital deduction. Many of
" the complexities that we now have just simply disappear.

With respsct to the simplicity/complexity question, let me em-
- phasize something. When 1 say simplicity, I am not talking about
. ease in reading and understanding the terms of a statute; we could
- Jearn to understand carryover basis—to understand what is in that
.- gtatute. By complexity I mean that the better you know the stat-
~ ute, the harder it is to live with. That characterizes carryover
: basiﬁthat characterizes other objectionable features of the present
tax law.
~ The main objections to the present 50 percent marital deduction
- are threefold.
One, there is a serious danger of double taxation in a single
generation when an estate is not properly planned, because proper-
"ty left outright to a spouse in excess of the marital deduction will
 be taxed to the first decedent’s estate, and~that same property is
~ then subjected to another tax when the spouse dies, and the
" spouse's top brackets.

We do have a credit for property previously taxed, but it declines
20 percent every 2 years and expires after 10; and the average
woman in this country who outlives her husband does so by a little
- over 10 years and the total credit is lost. -

That double taxation is serious. ,

Second, the order of deaths has been referred to. In discussing
carryover basis, Treasury spokesmen spent a lot of time talking
about the a hypothetical situation in which a truck killed some-
body and did not kill somebody else, noting the inequities that
- resulted under the traditional new-basis-at-death rule because one
* person lived too long and sold his proper&\; before getting a new
~ basis. He thus pays capital gain tax. But the one who died before
selling his property could not take it with him but could take it far
. ‘enough to get it a new basis. His family could then sell without a
capital gain. :

Tom Eubank and I once had a conversation in which Tom sug-
gested that we should follow that truck around the corner to see it.
run over another person—the spouse of a wealthy person with
substantial separate property. That wealthy person was counting
on the marital deduction to produce estate equalization—to split
the estate. The way the marital deduction works, however, if the
less wealthy spouse dies before the wealthier one, that opportunity
is lost. There is another inequity that didn’t seem to trouble the
’é‘;::sury’s carryover basis advocates, even though it is easily reme-
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If the pro were community property, that equal division of
estates is a]‘x);a% accomplished. "i'his ?sea great and more impor-
tantly, unnecessary inequity between comparable taxpayers.

Certainly if the taxpayer tries to deal with that by making gifts
to his spouse during their lifetimes and to split the estate in time,
or if he just does the kinds of things that the other panelists have
been tali:.mg about innocently—putting property in joint tenancy
or in community property torm—his is making a taxable %iﬁ.

That is the third objection to the limited marital deducation. It is
a natural thing for people to place all or most of their property in
{:)int tenancies these days. It hagpens regularly. With real estate

rokers, it is automatic. -Stock brokers tell us out on the West
Coast that eastern transfer agents do not understand community
property, so they have securities issued in joint tenancy form. It is
the standard advice given down at the beauty parlor, and now that
men go there too, we are all in trouble. It is just a “natural thing”
for Keople to do. This should not be a taxable gift between spouses.
It should not have that kind of result, and the limited relief at-
tet'lgﬁted in IRC section 2515 often makes matters worse.

ere is a flaw in the gift tax marital deduction, one that creates
a problem that you cannot deal with unless you allow a 100-percent
interspousal exemption, at least in the gift tax.

That flaw follows from the fact that the gift tax marital deduc-
tion is 50 percent of the amount actually given. The estate tax
marital deduction is 100 percent of the amount given, up to an
aggregate of half the adjusted gross estate. That makes a tremen-
dous difference. If I split my estate with my wife at death, no tax
problem; it is tax free, in effect. That is proper and permissible
- estate splitting. If I do the splitting during my life, however, half of
what I have given to her is a taxable gift.

The problem can only be resolved, I think, either by a 100
percent marital deduction or by an alternative that makes gifts
during life subject to a complete, 100 percent deduction, possiblg
with some kind of a section 2035 transfer-in-contemplation-of-deat
rule to deal with transfers on the deathbed. -

Now, on a different aspect of the marital deduction, the termina-
ble interest rule has been talked about earlier. I only want to
emphasize that the terminable interest rule is a horror and that it
18 an unnecessary horror. Again, the 1969 studies by the Treasury
itself say we do not need to keep that feature of the law. This is, 1
think, merely a matter that has not been changed'as a result of
sheer inertia.

Obviously our congressional committees have very important
things to do beyond dealing with the details of these laws, but
these are the kinds of things that ought to be developed in the
Treasury and put before you. It can be done. It was been worked
out before, and revenue is not at all at stake; there is no need to
worry about tax loss.

The 100 percent marital deduction does involve some tax loss,
most of it merely in the form of revenue postponement. What is a
g:’rmanent tax loss is the elimination of double taxation, where the

vernment should not be collectin%‘ the second tax anyway. The
rest of it is temporagy. It puts off the tax from the first spouse’s
death until the second. _
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If you would like me to elaborate I can, but the one thing I
would like to emphasize is that tax deferral in the estate tax is not
" like an interest-free loan, as it is in income tax. It is very different.
.. If you defer the tax on an estate tax, you enlarge the tax base.
. This compensates the government fully and adequately for the
-deferral and, given the graduated tax rates that we have, unless
~‘your estate is extraordinarily large and has reached the top brack-
“ et, the Government will be more than made whole after that
" deferral. ‘
Finally, let me just say that, with respect to joint tenancy and
" tenancy in entirety, the serious problems of complexity and inequi-
: fly in those areas can be eliminated. This can be done even if you
o not give a 100-percent exemption for intersppusal transfers, by
. ning, as David Cornfeld sugfgested, some of the provisions
exemptin%eeertain inter vivos transfers. Even more important, this
. area can be simplified by treating joint tenancies the same as we
* now treat tenancies in common.
That too was recommended by the Treasury in 1969. There is no
" rieed whatever for the present treatment of joint tenancies, which
is a very complex statute, now we have unified the taxes. That
statute—section 2040—was designed before the taxes were unified.
It made some sense then. It makes no sense any longer.
- In 1976, we modified the joint tenancy rules a little bit to reflect
" this. In 1978, we tried further to change those rules. All we have
done is to have increased the length of section 2040 and made it
more complex. In short, it is n less and pointless; it is easy to
correct; and revenue is not in issue.
Next, the orphans’ exclusion and the whole subject of disclaimers
" have been made complex in ways for which there is no revenue or
policy justification.

to the present qualification rules. Literally, the joint committee
staff in 1976 tried to allow the so-called amily trust to qualify.
Literally, they rewrote the statute extensively in 1978 avowedly to
authorize the family trust to qualify. It does not. It still does not.
They cannot do it, apparently. They have already spent more
money trying—and they have not even got to the regulations yet—
than could possibly be at stake in that area in the next century.
They are “protecting” against a problem that does not exist.

Disclaimers—I can only urggc{ou to take a look at my written
‘ isclaimers. 1 proposed a simple solu-
_tion to the worst of what was done with the disclaimer rule in
1976. 1 do not know anybody outside of the current Treasury De-
partment staff that thinks that the changes in the disclaimer rule,
especially the one srovision that makes it hard to qualify your
disclaimer, is sound. People within the Treasury—we have not
heard the basis for their view. They did not state why, when it was
included in the ’yrofosala that came out of the Ways and Means
Committee in 1976. It was not even disclosed to Congressmen read-
ing the report that they were making that kind of sweeping
change. It was virtually smuggled in, and it is a tremendous

change.
The net effect of the provision I urge be deleted from 2518, if I
can freely characterize, is that it requires you on your deathbed to

There is no reason why-the orphans’ deduction has to be subject
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see your lawyer before you see your doctor. It is a shame. A person
who makes a timely disclaimér should be treated as if the provision
disclaimed was never put into the will. It is as simple as that.
*~ England has lived fine with a much broader disclaimer rule even
than what I am proposing. , .
Virtually all of the things this panel is sugfesting about cleaning
up the details of the estate and gift tax law have little or no
revenue at stake. Most of them were suggested earlier by the =

Treasury itself. _
Those are the points I would like to conclude with. Thank you
vesrz much.
nator Byrp. Thank you very much, Mr. Halbach. I want to

thank all four of you. '

I think it has been a very interesting discussion. It is certainly a
complicated area. 4

I have a few questions, then I want to yield to the Senator from
Wyoming. First, I want to say that Senator Nelson will be here
quite soon. He is very much intersted in this matter. -

He had a longstanding commitment in Wiscqnsin last evening.
He is gettini the first plane back, and he wi%l be here shortly.

Let me ask you this. I am speaking now of Senator Wallop's
gzgﬁosal——to permit an unlimited marital deduction. Now, Mr. Hal-

, ] understood, your explanation reasonably well.

All four of you have advocated that, have you not?

Mr. EuBaNnk. Yes, I think all four have.

Mr. HaLBAcH. Orally or in our statements, yes.

Senator Byrp. I have been under the impression that a 50 per-
cent marital deductjon:would be adequate. Capsule, if you will, why
you think that 50 percent is not adequate and why it should go to
unlimited? I know you did it a moment ago. If you could just do it
very briefly. ) .

Mr. HaLBAcH. Let me do it in terms of traditional interspousal
<—<-—behavior.

valnglace most of the property that I own in joint tenancy with
my wife, I have made a taxable giit now. To the extent that it is
land, we can disregard that gift, at least temporarily, under section
2515, which creates some problems that in smaller States are worse
than the problems itself. In any event, depending the circum-
stances—on the types of properties involved and, to the extent it is
land, on whether 1 make an election—either all of this joint tenan-
¢y property will be included in my estate for tax purposes or half of
it will with the other half treated as a gift for tax purposes. Thus, I _
am accountable for the full value of the &)roperties one way or
another for tax purposes, with the marital deduction probably cov-
ering for half their value. -

Yet, on my death, the whole of these properties go to my wife, to
be included in full eventually in her estate. :

The net result is that the whole value is taxed in her estate after

half was taxed in my estate. She gets an inadequate credit or no
credit at all, depending on how long she outlives me. It is the
doubling up of the tax on what might be called half-interest in that
property that creates the problem.

re are times when there can be a doubling up of the tax on
100 percent of the property involved.
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deduction, and then further when you gave us the quarter-million
minimum figure in 1976. Martial gifts larger than already covered
by that minimum or the 50-percent rule are going to be the result
only of mistakes or failures to minimize taxes. They won't be to
avoid taxes. You see, we are not going to consciously plan for that
result. It would give the government more revenue if we did. Some
now do this by error and by planning that is not optimal from a
tax standpoint.

All we want to do by these proposals is tossee that, when the
government gets more revenue this way—whzn we do overquali-
fy—that the taxpayer is not aggravated; what we seek is merely to
take away the double tax. That is the main thing.

Senator BYrp. Your view is, that an unlimited marital deduction
does not appreciably affect the revenue to the government in the
long run?

Mr. HaLBAcH. Yes. In the short run, however, it does.

Senator Byrp. As I understand it, let’s take an estate of, say,
$500,000. ‘The marital deduction would be $250,000 and the estate
tax would be in the first instance on the $250,000 remainder.

Then later on, when this other spouse dies, then there would be
a tax on that $250,000 plus whatever the spouse picked up from the
death of the other spouse. .

_ Is that right?

Mr. HaLBacH. Well, if we assume that we start with a half-
million estate and I give my wife half of it. Let's say I die and I
give miy wife half of it. That would.bring our estate each to the
level of $250,000. I have equalized the estates, because my wife has
$250,000 too. But what we have to do now, in order for my wife not
to pay another tax on the properties on which I have already been
taxed, is that I must refrain from giving that property to her in
any form that will be included in her estate. If I give it to her in a
fashion that will be included in her estate, then the property will
be taxed a second time on her death.

Senator Byrp. If it is not included in her estate, it is not subject
to the marital deduction then?

Mr. HaLsacH. That is right, but even if it will be in her estate
the marital deduction does not cover this; any excess over half the
estate in your example. Under the present law, there is no marital
deduction if I give her anything over that $250,000. But if I should
make a mistake and do so anyway, as in the case of joint tenancy
property that passes to her by right of survivorship, or if my will is
outdated—I drew my will when it was wise to leave everything to
her; now, with inflation, the values have gone up.

Remember the $250,000 figure, when you enacted the 1976 act,
was a substantial amount. Today it is a nice home. Pretty soon it is
going to be a garage.

We are getting to the point where, in order to pass to my wife a
reasonable amount, or even in an estate for which I do not think
taxation is serious and so I do not plan for it, I subject to tax in my
estate property that will then go into my wife's estate and be taxed
again. -

What we are asking for is, for the people who do not plan so as
to avoid that risk, that you take the double tax off.
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In fact, Mr. Berall and some other proposals, would go further.
ey would say that if mX wife has all our properties in her estate
hen she dies, you should allow an election that would, in essence,
m‘r?:it her to have half taxed in her estate and retroactively throw
alf back into my estate.
I am not sure that I would urge that we go that far due to the
mplexities involved for taxpayer and ?ovemment alike, but at
east I would urge you to take the double tax burden off spouses
ho defectively plan their estates. :
“That is what we are really talking about, the person who makes
perfectly understandable, innocent mistake now gets hit with an
ustifiable double tax.
ou see, we wisely lessened the use of the trust as a generation
kipping device in 1976, but your law still requires me to use a
rust to avoid double taxation in my generation. It is a peculiar
The trust was formerly used to keep the Government from
its tax bite each generation. Now, we still have to use it to
e Government from getting a second bite, in a single gen-
T bwhere tax policy does not and should not seek to take that
ite. :
You let me use the trust to avoid the double tax. Of course, you
do not say it is against public policy to do so, but with no social
economic or tax policy justification, you penalize the person who
does not use the trust so as to keep that property out of the
survivor’s estate.
That is basically what I am driving at.
Senator Byrp. I am not sure I understand that. I will have to
meditate on that. I am not sure I totall{ understand it.
~ Mr. CORNFELD. An example may clarify your $500,000 estate.
If the estate is properly planned so $250,000 goes to the surviving
spouse and the balance is left in a trust where she gets only the
income for life—or perhaps gets nothing and then it goes to the
children so that it will not be included as a part of her estate—we
end up with two taxable $250,000 estates. is ascumes no appre-
ciation, that everything stays constant.
The tax, at 1981 rates, would be slightly under $24,000 on each
estate or a total of $48,000.
- Now, if we follow this unlimited marital and you actually use the
unlimited marital and you pass the whole $500,000 to the survivi
‘gpouse, we would have no tax at the first death. But at the secon
"‘s‘fsgh,oo%here would be a $500,000 estate on which the tax would be
" So that you can see that the difference is about $60,000 more tax
‘to the Government. If somebody took full advantage of the marital,
even if somebody under that rule would have left $175,000 so it
‘would not be taxable, we would reduce that extra $60,000 by
-$47,000, There would still be $13,000 more overall tax to the Gov-
rnment on both deaths as a result of the unlimited marital, even
as $500,000, so that the Government loses
on the first death but picks up that $24,000 lus an addi-
the second death, I think that would more than
-offset any interest charge on that deferral.
"¥f the arithmetic is followed, and the Senator will study this,
-there is an inescapable conclusion that there really should be no
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loss to the Government other than in the situation under today’s
law where somebody is just ill-advised and makes a mistake.

Mr. HaLBACH. If the individual makes a mistake today, and even
with an unlimited marital deduction, pushing the property all into
one estate. But what happens now, and what we would seek to
avoid by a full marital deduction, is that you also g}ay tax on the
first death, and that really aggravates the problem. With an unlim-
ited marital deduction, at least you get rid of the taxz on the first
estate. Most people would not take advantage of it, but if they did
by mistake, the penalty would not be as extraordinary as it is
under the present law. _

Mr. BERALL. Three other points which should be mentioned here,
in summarizing the points that Mr. Halbach and Mr. Cornfeld {'ust
made, are that, first of all, an unlimited marital deduction, like
any marital deduction, is not a real deduction but a postponement
of the tax. The Government will pick up this tax in the same
generation, at the death of the surviving spouse.
~ Second—and again, I am talking about the quantitative expan-
sion of the marital deduction—the unlimited marital deduction will
go a long way to bringing the tax system into line with what most
people seem to want, particularly people who have moderate-sized
estates. They want to leave everything to the spouse. If we let them
do that with an unlimited marital deduction, we may be postpon-
ing tax but stacking the surviver's estate into higher brackets. But
at least we are conforming the tax laws as to what most of our
clients in the lower brackets seem to want. :

The third point I want to make has to do with the qualitative
marital deduction. Perhaps I feel more strongly than other mem-
bers of this panel, that it must accompany the unlimited quantita-
tive expansion. That is not going to cause the Government ony
great loss in revenue, although you are still postponing the marital
deduction, but what you are permitting is that the person who has
subsequent marriafes——and‘mday, we _find that maybe one out of
two marriages end in divorce rather than death and people do
remar?v—-thwe ple should be able to protect the children of
their first marriage while obtaining a marital deduction. There
should be some flexibility here in estate planning to allow elections
after death, if they want the unlimited marital and want the
marital to ap;:;fr to just a life estate.

These can all be put into the tax law without causing major
revenue losses and without causing great complexity but they will
allow more flexibility for people.

Senator Byrp. The great reason, as I see it, for a change in the
present estate tax law is what you mentioned about a home.

Now, the price of a house has gotten so great now, and it is going
up all the time because of inflation. In the example I developed, at
a9 Percent inflation rate, a $70,000 house today would be valued at
$421,000 20 years from now. Twenty years is not very long, really.

And if a person died owning a home, and $100,080 in other
ﬁts, that is $521,000 on which the widow would have to pay a

"And I would assume that most families would have to sell the
house in order to be able to pay the tax, and if you sell the house,
_you have a capital gains tax on it.

e
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‘If you sell it 2 or 3 years later, something like that.

Mr. Eusank. I think you have hit the nail on the héad, Senator.
t is that kind of problem that led you to focus on rate reductions
and a substantial increase in the unified credit.
~ Already people are hitting those situations. That house has not
appreciated that much yet, but we can see it happening. We can
see it is right around the corner, and it takes time to get new bills
through, and the time to start is now.

" Senator Byrp. Well, one other question about Senator Wallop'’s
bill. He pro to increase the annual gift tax exclusion from
$3,000 to $6,000. ) :
. Mr. Halbach opposes that, as I gather. The other three of you
approve it, except you would take it up to $10,000?
: . BerarL. 1 would advise that, Senator, in light of inflation,
but I would also stress that Mr. Cornfeld and Mr. Halbach pointed
out that the transfer for consumption problem should be taken out
of the ambit of the gift tax laws.
" And college tuition at high cost colleges of about $9,000 a year
should not be a transfer that requires a gift tax return to be filed,
or a gift tax paid.
- Senator BYrp. Are you saying if a parent today sends his 18-year-
old or 19-year-old daughter or son to Harvard, Yale, what have
you, at $9,000 tuition, then the parent owes a gift tax on paying
that tuition? _
- Mr. EUBANK. Apparently that is the law in many States. Under
‘the Federal laws that is so because that child is now an adult in
most States and under the laws of most States, the parent owes no
legal obligation to support an adult child.
. So if the parent pays those expenses or gives the money to the
‘child for those expenses, apparently that is a gift.
" Senator BYrp. That does not seem very reasonable to me.
Mr. CorNFELD. Or to us. 4

- Mr. Hareach. I am concerned about the same problem. My point
of disagreement is that I believe we can and should deal with this
problem by expressly exempting transfers for education and con-
“sumption. That would also take care of supporting an elderly
“parent and all kinds of other situations. _
.. 'The reason I hesitate to see an enlarged annual exclusion is that
it then becomes so broadly usable even beyond the purpose you are
‘discussing, to the point where it is a means of transference of
wealth, not of support, not for need, but really transferring large
- amounts of wealth tax free.
~ If you want to give relief there, I would rather see you exclude
“such transfers than to see you put in an enlarged exemption for
- gifts generally; the latter requires me to go after that- special
privilege during my lifetime but doesn’t allow the tax break to
- thoge who can't or don't give wealth away until later. That is my
- main concern.

.1 have no hesitation at all in saying that we need to do some-
-thing to liberalize the opportunity to give money for consumption,
- education, support, and that sort of thing, It is only the s ificant
, ement of the transferee’s estate through tax-free channels
- that I was concerned about.
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The goal of the annual exclusion was to keep the Internal Reve-
nue Service out from under the Christmas tree. I think $3,000, now
enlarged by gift-splitting is adequate for the purpose—even on a
wedding you have two donees, not one. If you are having a wed-
ding, you have a son and daughter-in-law, or a daughter and son-in-
law; that means $12,000 my wife and I could give the couple
without even blinking an eye.

Now, if I were to plan carefully, even if I want to give them a
$20,000 automobile, I can give them half at Christmastime and half
after the first of the year. ~

There are a lot of possibilities to accomplish reasonable objec-
tives without opening this thing up too widely. That is what I
sought to avoid by emphasizing an exception for consumption and
education rather than a direct enlargement of the annual exclu-
sion.

Senator Byrp. The $3,000, as I recall it, goes back to about 1942,

Mr. HaLBACH. 1942, _

Senator BYRD. It goes to the value of the dollar in 1942 and 1980.
It is considerably different.

Mr. EuBANK. Senator, we are all in agreement that something
needs to be done with this gift tax exclusion. We do have a differ-
ence as to what ought to be done.

We are all in agreement that it ought to be liberalized. Ed
Halbach said the $3,000 amount should not be changed, but the
problems should be taken care of through a gift-for-consumption
approach.

I guess I am at the other extreme. I suggested simply a dollar
increase to something above $6,000. I have suggested about $10,000
without any gift-for-consumption exception, which I think would be
fairly complicated. The exception would probably be workable, but
a $10,000 exclusion would be a lot simpler.

That is the reason I took my approach.

Senator BYRrp. I guess most 19- or 18- or.20-year-olds except those
who are out working on their own, they are either in college with
the parents paying the tuition or they are living at home, and I
guess technically, under the present laws you have to charge them
for rent, for food and for everything else.

Mr. EuBaANK. Certainly that is unclear.

Mr. HALBACH. It is at least arguable.

Senator Byrp. Senator Wallop.

Senator WaALLoP. Thank you, Mr. Chairman. I have only a few
questions and I really wish in many respects that I could sit here
" and llisten to-you gentlemen all day because it's a very informative
panel.

I gather when anybody talks of the existence of either gift taxes
or inheritance taxes that most people really don’t view that from a
revenue standpoint. Is that a fair characterization?

Mr. HaLsacH. I think so: As a matter of fact, even the econo-
" mists most favorable to these taxes say that if you're after revenue,
this is a very clumsy and wasteful way to get it. ;

Senator WALLop. So that in theory it exists for a social purpose
and for others, because they're afraid to say that they don’t ap-
prove of that social service.
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land than it would be to do it in the relatively selective way that's
involved here. I'm not sympathetic to the special problem involved
here, but what troubles me again is the selective way in which this
relief is offered. If a person doesn’t have a family member interest-
ed in farming, I would still think it would be important if you
really want to keep that land in farming, to make your subsidies
broad enough so that another purchaser with a family farm inter-
est could reach it.

That’s the trouble I have, you see, with doing it through the
estate tax rather than some more general subsidy.

Mr. EuBank. Senator Wallop, let me comment also on that. I
think your point is well taken that there are special problems and
special n in the case of farms. One of the things that struck me
as I prepared for today is that some of these things exist in the
case of other estates, too. Take for example, a closely held business
that's not based on real estate; many of the same very consider-
ations exist there. )

The most acute”problems, though, exist in the case of a farm.

Senator WaLLor. And I would agree with you, and still do in
many respects up until about 3 weeks ago when you start seeing
interest rates the way they are now. Nobody can borrow enough
money to keep the family drug store in business long enough to
satisfy an inheritance tax. -

Mr. EuBaANK. And the problem extends to the personal residence,
as Senator Byrd was talking about. It's going across the board, and
that’s what led me to start with the idea of a reexamination of the
rate and credit system. Then we can turn to special situations and
special needs later.

Senator WaLLop. In li§ht of that, Mr. Eubank, would you keep
the 70-percent maximum? :

Mr. Eusank. I address that in my prepared remarks. That is a
difficult one. I think it needs reexamination from time to time. I
personallg believe that the estate tax ought to be very heavy in the
case of the very large estates because of the social concerns, but
* what is a very large estate? I think that's what varies from time to
time.

It used to be, if you go back long enough, that a $2 million estate
was enormous. It's still a lot, but we reach the maximum now at $5
million, and I think that that needs reconsideration. It may be that
Congress would think that it ought to be left there. It may be that
the magic number ought to be somewhat higher than that.

Senator WaLLor. Mr. Chairman, that satisfies me. I may have
some written questions after I've had a chance to review all your
testimony. If that's all right, I would like to be able to ask for your
cooperation. .

" r. EuBank. We'd be happy to respond to any additional ques-
ions.

Senator BYrD. Before this panel leaves and we have another
panel, I don’t know whethecregou commented specifically on two
pieces of legislation introdu by Senator Nelson. Both of these
- grew out of recommendations by the White House Conference on

mall Business. Incidentally, one reason for this meeting today is
to consider some of the proposals made by the White House Confer-
_ ence on Small Business.
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Now S. 1825, introduced by Senators Nelson, Pell, Roth, Cranston
and Packwood, would not establish a permanent mechanism for
adjusting the estate tax exemption for inflation? However, it would
increase the exemption for 1979, 1980, and 1981 to account for
inflation since 1976. So that in effect would be, I guess, an indexing
for that period of time. i

Now the second proposal, S. 2220, introduced by Senators Nelson,
Baucus, Heinz, and Stewart, would increase the exemption to
$500,000 for certain family-owned businesses.

Do any members of the panel have comments on either of those
or both? A -

Mr. EuBank. I might make a brief comment here. I can see the
need and the pressure for that kind- of relief involving farms and
familgo(!))usinesses. This would be a new kind of increase, with a
$500,000 ceiling on it. . ‘

My first answer is that we need a general rate reduction, and
then we can start looking at problems like those new reliefs. There
are needs for new reliefs, but there are problems with that kind of
approach. It's another inroad into a general rule of estate tax
valuation on the basis of fair market value. We've already got
inroads into that, and there is pressure for more inroads.

The purist in me says that we ought to try to resist those
inroads. On the other hand, the practical in me says that some
need relief and some may have to get it that way.

I wonder if that's the best way to give them the relief, and I
suggest we look at this special relief after a general rate reduction,
or in conjunction with it. .

Mr. BERALL. I think, Senator, that a procedure which I might,
with all due respect to the committee, suggest concerning the
amendment of the estate and gift tax laws is that you consider
putting these bills together into an omnibus bill which would con-
tain the general rate reduction and the increase in the exemption
_ which are nontechnical provisions with the most widespread effect
on the country. Then flush out the bill with a great many of the
technical suggestions that we have made in our various submis-
gions here, particularly in the area of the marital deduction and
the expansion and liberalization of the extended pay-out rules
which are beneficial not just to the farms but to small closely held
businesses and other illiquid estates.

And I think that this comprehensive revision in bill form is
something that could be looked at very carefully as it goes through
the Congress. Whether you try to put it on to a bill coming over
from the Ways and Means Committee or whether you try to have
it originate there is a matter of procedure that obviously the Con-
gress has to decide. But I think you really do need comprehensive
revision of the estate and gift tax laws along the lines we discussed
and starting—I agree with Mr. Eubank—with the rate reductions
and possibly even raising the rates in the estates over $10 million
above 70 percent because of the social pu of the estate tax.

Then I think once you've done that and you've raised the ex-
emption, you continue looking at the marital deduction and the
otglgxe:'h technical provisions, as you put this comprehensive revision

ether. : :

63-762 0 - 80 - 10
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Senator BYRrp. In other words, it's suggested that possibly the two
proposals-of Senator Nelson, or at least one of those, and I don’t
supf»ose vou'd necessarily want both, and the proposal of Senator
Wallop could be meshed into one and in the meshing process take
into consideration a change in the rates? .

Mr. EuBaNK. Exactly.

Senator Byrp. Thank you gentlemen very much. It's been a very
worthwhile discussion, very helpful to the committee. The commit-
tee is appreciative for each of you being here.

[The prepared statements of the preceding panel follow. Oral
testimony continues on p. 224.]

SUMMARY OF STATEMENT BY J. THOMAS EUBANK

[This statement is made by me as-an individual and not as a representative of an{
firm or organization. I am engaged in the private practice of law at 3000 One Shell
Plaza, Houston, Texas 77002.] .

I start with two central themes: the difficulty all taxpayers are having in paying
estate taxes, not only as to farms and other family businesses but as to all proper-
ties; and the difficulties most taxpayers are having in complying with the tax laws
and the need for simplification.

1. The rates and inflation.—The effect of inflation and progressive estate tax rates
is examined. Alarming estate tax increases are found, even if allowance is made for
the decreased values of dollars used to pay the taxes. This is especially true for
" estates around $250,000 in value. Many estates exempted from tax in 1976 are now
. subject to tax because of inflation.

2. The rates and special use valuations.—Needs and pressures exist for more relief
as to farms and other family businesses; but many of the reasons for relief apply
also to all estates. Those needs and pressures signal general}y that estate tax rates
are too high for everyone. Special problems remaining as to farms and other famil:
businesses after a general rate reduction should be determined and considered.

&. The rates and the fundamental purposes of estale anglf'iﬂ taxes.—Those funda-
mental purposes are to tax the very wealthy very heavily because of social and
economic concerns. The&’go not apply today in the case of a $500,000 estate or even
one of $1,000,000 or $2,000,000. Estate taxes affect the viability of our private sector
economy and should be reconsidered in the light of fundamental purposes.

4. The outline o{ a basic proposal.—(a) Increase the unified credit to an exemption
equivalent of ,000. Thereafter, start rates at about 25 percent, increasing slowly
to about 35 percent at $2,500,000. (b) Revise and rethink special use valuations. (c)
_~ Merge and liberalize the two provisions enabling a deferral of the estate tax as a

-matter of right. (d) Change the section reEarding stock exemptions to pay estate

taxes. to its form before the 1976 Act. (e) Liberalize the rates of interest on estate

“tax deferrals. (f) Increase the gift tax annual exclusion to $10,000,

- 8. Keeping in mind some 1976 tax increases.—When considering rate reductions
and a unified credit increase, kee&in mind that the unified transfer system adopted
in 1976 had the effect of substantially increasing taxes for many taxpayers.

6. An unlimited marital deduction.—This is an old idea, whose time has come,
partly because of social conceins. Free transferability betweén husband and wife
would enable many individuals to give legal effect to their basic feeling of marital
partnerahig and morality. It would offer a tem rag solution in the case of farms
‘and other family businesses, when one spouse di 0 revenue loss should occur in
the longdrun. Massive simplification would result.

7. Additional proposals.—(a) Sim?lify the o?‘})an's deduction or repeal it. (b)
Amend the disclaimer provision to follow the 1974 American Bar Association pro- .
.poeal or the 1968 American Law Institute pro; . (c) Solve some troublesome
.problems with the statute of limitations that resulted unexpectedly from the unified
transfer system and the new generation-skipping transfer tax. (d) Delete most of the
provision regarding transfers within three years of death. (e) Prepare to correct, at
somefda?;x in the future, numerous problems under the new generationskipping
transfer tax.

PREPARED StateMeNT OF J. THOMAS EuBaNk -

In preparation for today, I talked with a number of lawyers from coast to coast,
asking them about important reforms needed in federal laws-pertaining to estate
and gift taxes and related income taxes. Answers I heard often involve farms and
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other family businesses, special use evaluations, and estate tax deferrals. Although
the points were specific and sometimes technical, a central theme underlying most
of what 1 heard is that severe difficulties are being encountered in pa; estate
- taxes, as they become due or, if deferred or financed, when installments me
due. It soon became afparent that this central theme is not confined to estates
consisting primarily of farms and other family businesses, but instead extends

- increasingly among all estates now taxable under the federal laws.

Another central theme I heard involves complexity and difficulty in complying
with the tax laws in spite of all reasonable efforts to comply. )
" The estate and gift taxes have unusual features when compared to other taxes.

They produce only about $5 billion a year, less than the excise taxes on alcohol and
tobacco. Yet, they generate enormous problems and concerns among taxpayers. This
. is because of the crucial and often devastating effect they have on the family,
coming as they do ungredictably on the death of a member when the family is often
at its weakest, psychologically and financially. Moreover, from a national viewpoint,
the estate and gift taxes constitute a substantial tax on capital in the private sector
economy, aggravating problems there having to do with the economic strength and
productivity of this nation. These effects are the reasons why Congress and the
taxp‘ay‘irs h':;re had, and will continue to have, such concern an interest as to these

cular taxes. :
A subject 1 emphasize today thus has to do with the estate and gift tax rates. An
_encouraging feature of this subject is that it leads to the possibility of simplifying
the laws and enhancing both compliance and enforcement conn with the laws.

1. The rates and inflation.—First, I aYproach the subject of rates with inflation in
" mind. Every member of Co doubtless is acutely aware of income tax increases
produced automatically by the high rate of inflation experienced in recent years, as
it triggers the higher progreesive rates. 1t may be that some in Congress have not
yet focused on the same phenomenon in the case of estate and gift taxes. Estate and
gift taxes are increasing too, even when measured in constant dollars, as a result of
inflation and progressive rates. -

Attached to this statement is Appendix A, which graphically illustrates this tax
increase. There I have included a $250,000 estate on January 1, 1977, when the
current rates became effective, and have looked at the same estate seven years later
on January.1, 1984. If one assumes that the inflationary rate during each of these
seven years is 10% and that no change in value has occurred except an increase
commensurate with inflation, that $250,000 estate will be a $500,000 estate at 1984
with no real increase in value. The tax on that estate will increase from $23,800 in
1977 to $108,800 in 1984. To produce an accurate measure of the effect of inflation
alone, a unified credit of $47,000 has been used in all calculations, even though the
credit was less than in 1977. Some would note, however, that because of inflation,
the tax in 1984 is payable in fifty-cent dollars when compared with the tax in 1971,
- Thus, to measure the tax increase in constant 1977 dollars, the $108,000 tax has
been halved in Appendix A to $54,400. The tax increase in constant dollars is thus
from $23,800 to 400, which is, most would agree, an alarming increase that
Congress probably did not intend in 1976 when it enacted the present rates.

n Appendix A, I have been shown similar calculations for 1977 estates ran&ing
from $250,000 in value to $2,600,000 in value. An interesting pattern develops. Wit

constant 1977 dollars, the tax increase for a $2,500,000 estate is 28 percent. This
: percenta%e tax increase drops as the estate size iz lowered, until it reaches 22
sereent or 1077 estates of $1,250,000 and $1,600,000. Then it starts increasing
ramatically as the estate size is lowered further. In the case of a 1977 estate of

%500.000. the percentage increase is 37 percent. In the case of a 1977 estate of

250,000, the percentage increase is an alarming 129 percentage. Stated differently,
the tax on the estate increases from 10 percent of the estate to 22 percent of the
estate, without any real increase in the size of the estate.

Appendix A leads to several important conclusions. One of the combination of
- inflation and rate progressivity creates problems calling for downward adjustments
in rates throughout the schedule, if the basic level of taxation set in 1976 is to be
maintained. Second, the unified credit that will reach $47,000 in 1981 is in need of
adjustment upwatd, because its static character relative to inflation and rate
wresw;z {s what producers the dramatic increases at the lower end. Third, the

for adjustments is greatest in the case of estates shown at the lower end(i
specifically, estates between $175,6256 and about $500,000. Four, inflation has ha
and ingly will have the effect of moving many 1977 nontaxable estates, those
below $175,625, into the taxable category, this taxing a great number of estates

Congress did not intend in 1976 to tax. .

In 1976 Congress laudibly exempted estates between $60,000 and $175,626 from
theestatetaxproeess.'!‘herewasnoneedtosubjectthweestabeatot e tax and to
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- the exgmes, dela{s, and uncertainties inherent in the estate tax process. This

r improvement will be largely lost by 1984 unless adjustments are made, for a
1977 estate of $88,000 will othe have entered the taxable category by 1984
under the assumptions used in Appendix A.

Periodic adjustments in the rates and the unified credit thus are essential. The
time to start the legislative process is now. We are now about halfway through the
seven-year period. There is, of course, no reason to await the end of the period,
which is only illustrative. We know that the need has already arisen, ially
‘with a 13 percent rate of inflation last year and one that may be even higher this

year.
When m.llm& for periodic adjustments, I am assuming that Co; is not willi
Inﬂexing in one a;::

i :fow to indexould uniﬁedtc:edit and eitt‘l:e.r»zzlues or tlile r?m‘tﬁe de: o area
course, w generate pressure index throughou system. t
assumption is wrong, then indexing should be considered as a more precise alterna-
" tive to periodic adjustments.

2. The rates and special use valuations.—Second, I approach the subject of rates
with special use valuation in mind. In doing so, I focus on how the purposes and
problems which led Congress in 1976 to enact section 2032A now lead to a number
of clg:nges, including a reduction in estate tax rates and an increase in the unified

. The reasons givex; for enacting section 2032A include these from a 1976 committee

guur committee believes that, when land is actually used for farming urg::eea or
“in other closelt;; held businesses (both before and after the decedent’s death), it is
‘ine i value the land on the basis of its potential “highest and best use”
i ially since it is desirable to encourage the continued use of property for
- farming and other small business purposes. Valuation on the basis of highest and

‘best use, rather than actual use, may result in the imposition of substantially
“higher estate taxes. In some cases, the greater estate tax burden makes continu-
" ation of fi , or the closely held business activities, not feasible because the

income potential from these activities is insufficient to service extended tax pay-
ments or loans obtained to pay the tax. Thus, the heirs may be forced to sell the
land for development tKt‘:rpoaes Also, where the valuation of land reflects specula-
tion to such a t the price of the land does not bear a reasonable relation-
ship to its earning capacity, your committee believes it unreasonable to require that
_this “ tive value” be included in an estate with respect to land devoted to
fi or closely held businesses.

Ani reason that could have been given is based on the unity concept. The sale
of some of a farm or other family busin eeatogaythetaxo n is not feasible
because the rema.ining portion would not be a viable economic unit, thus necessitat-

a sale of all rather than just a part of the unit if any sale must be made.

reas, in the case of marketable securities, it is often feasible to sell some of the
holdings to the tax and to keep the balance.
. How is n 2032A worki In some instances, it is working so as to grant
substantial relief. In others where relief was intended, it is working slightly or not
at all. In those instances not within the ambit of the section but with many of the
same problems, it is, of course, working not at all. Overall, it is working s odi-
cally and with great unevenness. Only temporary regulations are available, and
those cover only three areas among many. y estates which have elected to use
section 2082A have found their reductions in value denied or delayed because of
administrative problems. One such problem arises when the practice in a given area
.is to lease farm land on a cropseharing basis rather than for cash. The Internal
Revenue Service apparently is taking mﬁon that capitalization based on cash
rentals under section 2032A is not a le in those areas, because cro i
cannot be equated to dollars in order to determine the average annual gross cas
‘rental for comparable land used for farming purposes and located in the localliltg
where the decedent’s farm is located. Some of these problems are addressed in bi
before this Congress, such as S. 1984 and 2220, which include expansions of the
valuation relief now existing.
- Reductions in value as to farms having a determinable cash rental are as much as
.70 percent below fair market value. In instances, the section is working so as

to ﬁnt substantial reljef.

- uctions in value' as to farms not having a determinable cash rental, for

gnmphthmmanmwhmmaﬁngmntdsm t, are either non-
are that under five factor formula set

‘mtwmwmhﬁm
iuhni:ea. hﬁeaomoeg(eal)fe?:thngt redx:aei:io g:“ogeﬁing gslmmattertinwbye
) W] ns not ex n

possible in some instances.
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Family businesses other than farms can receive no valuation reduction except
: underlthlcla five factor formula. As indicated, any reduction there is non-existent or
very slight.

e must not forget the many estates which need relief and come within much of
the general rationale behind section 2032A, but which do not come within the
narrow confines of that section. There are the near-miss estates, which almost
qualify- but fail slightly, as well as other family businesses which section 2032A
simply is not intended to cover. Many of the reasons for section 2032A are applica-
ble also in the case of near-miss estates and other family businesses.

Also, there are the estates primarily consisting of marketable securities. Why

_ ghould an estate with a farm or other amily business be preferred in the tax laws
over an estate with neither but with marketable securities in the business corpora-
tions of this nation? The importance of holdings in these securities must not be
overlooked if we are to have a private section economy adequate for the needs and
wth of this country. In view of the problems noted above as to farms and other
amily businesses, my question thus becomes whether some relief to some extent is
not needed in the case of other properties, such as marketable securities. After all,
some of the reasons noted above are applicable also in the case of marketable
securities. First, it is desirable to encourage the continued ownership of Tnarketable
securities in the private sector. Taxing them transfers a portion to the public sector,
where that portion is spent and dispersed in a manner which does not result in a
-- return of all of that portion to private sector capital. This reduction in private
_gector capital can be made up only by productive increases in private sector capital
or by infusions of after-tax income into private sector capital; and that is not
occurring now as much as the nation needs. There is a widely-recognized shortage of
rivate sector capital, which has led to a decline of our nation’s productivity.
'geoond. some marketable securities, like some farms, have low income potential
that is insufficient to service extended tax payments or loans obtained to pay the

Strong needs and pressures thus exist to clean up, and even to expand the ambit
. of, section 2032A so as to solve problems and to groduce more evenness and fairness.

These needs and pressures signal generally that estate taxes are too high. The
answer is first to reduce the estate tax rates and to increase the unified credit as to
all taxpayers. In conjunction with and in the light of the reduced estate tax rates
and an increased unified credit, the entire package of relief grovisions for special
situations should be re-examined to determine the manner and extent of relief still
needed under the reduced rates and an increased unified credit. That reexamination
should include not only special use valuations under section 2032A, but tax defer-
rals under sections 6166 and 6166A, limited exemptions under section 303 from
dividend treatment, and low interest under section 6601. An important op| rtunity
may exist here to simplify the laws and to enhance both compliance an enforce-
- ment connected with the laws.

3 The rates and the fundamental tpur of estate and gift taxes.—Third, 1
,gpprgagh the subject of rates with the fun amental purposes of estate and gift taxes
in mind.

.Although it is clear that the estate and gift tax laws were never intended
primarily to produce revenue, the legislative history of those laws includes only
gparse statements of fundamental purposes. At an American Assembly program

uring December of 1976 on “Death, Taxes, and Family Property,” those purposes
were examined in depth, and this summary was published:

Americans who acquire and hold property express themselves in the way they
deal with it: using it, spending it, saving it, giving it away. The social order around
us tends to honor our choices on the basic theory that private decision making is
better than public control. To hold pm?ee:‘.! and to have wide discretion over it are
closely associated with our concepts of freedom.

One's property rights, however, are not absolute and accommodations must be
made to the interests of others in society. Care must be taken that wealth does not
give rise fo excessive power—that is, the power unduly to limit economic oppor-
funity or to govern the lives of others.

One aspect of private property, and a traditional area of free choice, has occupied
this Assembly’s attention: the right of succession and the freedom to dispose of
property during life and at death. The Assembly has examined the extent to which
that right and that freedom should exist or be limited.

. Intervention by society is justified to curtail harmful concentration and perpetua-
tion of economic power. In addition, freedom of testation may be regulated so that
- property is not given to persons or in forms that are believed unfair to family
- ‘members or otherwise socially undesirable.
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SOME BASIC PREMISES

Much of the law of succession has origins in the past, some of which are no longer
compelling or relevant.

e are concerned that much of today’s law and even some recent leg:::lation
including tax legislation, has developed without adequate analysis of fun ental
reasons for or against public intervention.

Our systems of wealth transfer can be appreciated, or property altered, only after
their -premises, structures and procedures have been stzl;jlected to oghilosophieal
m testing them against economic, social and political values of today. The

ly has attempted that, with particular emphasis on the transfer of substan-

_tial wealth from one generation to another.
** " The institution of succession serves a variety of values cherished by a free society.
These include reinforcement of family ties and responsibilities, economic and social
furalism, and encouragement or private philanthropy to improve the quality of

e

At the same time, transfers of substsntial wealth tend to conflict with other basic
social values, includins equality of opportunity, dispersal of economic power, reward
according to merit, and avoidance of rigid clase distinctions.

Perhape at a more fundamental level, the institution of succession is a proper
- response of society to elemental motives, ranging from concern for one’s immediate
fumily to a desire to extend one’s personality beyond death. In fact, established
-~ patterns of inheritence may be the least objectionable means of deciding property

ownership on a person’s death. -

Excessive unearned wealth, however, may arouse deep-seated resentment, and
poesibly alienation from society, over someone’s “getting something for nothin&.”

Examined from an economic perspective, the right to transfer wealth has the
positive values of fostering incentives in the form of rewarding industry, ingenuity
and creativity, encouraging capital formation through saving and investment, per-
- mitting continuity of on-going enterprise, and supporting diversity in priorities. In
addition, such transfers are, indeed, often justified by significant, if but not always
evident, economic contributions by those who receive them.

There also may be adverse economic implications in permitting significant wealth
‘transfers, including loss of potential tax revenues, tolerance of continuing concen-
trations of economic power, inefficiency in investment resource allocation and re-
duced incentives to productivity among heirs.

It should be n that there was not in this Assembly, any more than there is in
" American society as a whole, a consensus concerning the amount of individual

wealth to be considered objectionable when one weighs the particular poeitive and
: negativuualities enumerated here. It was frequently suggested that the impact of
those qualities may vary considerably depending upon the character and dispersion
of the wealth transfers involved. It would appear that limitationa on wealth trans-
mission ultimately will be set by political juvggments rather than solely by a process
of reasoning and logic. )

TAXATION OF WEALTH TRANSFERS

There will continue to be a call for the relatively modest revenues generated by
transferred taxes, but a realistic assessment of the justification for these taxes must
focus on their role in redistribution of wealth. This fact, however, does not lead us
to a conclusion that the goal of redistribution, in light of other relevant social aL )
economic considerations, now justifies either an increase or a decrease in the
present levels of death and gift taxation.

Three years of changg since that summary, the ravages of inflation, and further
thought about those damental purposes have all led this participant in that
American Assembly program to the conclusion today that fundamental Yurposes
and consideration j’\'mify. and require, a decrease in many of the present levels of
estate and gift taxation.

The fundamental purposes of the estate and gift tax laws are to tax the very
wealthy very heavily, to limit undue concentrations of wealth and power in a few,
break up those concentrations, and to enhance equalilﬁ&f opportuni'g‘. Without
loubt, those purposes apply today with respect to very e estates. The highest
estate tax bracket, rzgcgemntssm reached at $5,000,000 today. Whether the highest
bracket should be ed at $5,000,000 today is a question worthy of consideration;
but the very large estates are not my concern today. The more modest estates are

concern.
In view of the fundamental pm})osesoftheestateandgiﬁlaws,whichlbelim
have been neither stated well in legislative histories nor observed well when laws
were written, I now ask whether it is proper to tax a $500,000 estate very much.

gé
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. What about a $1,000,000 estate or even a $2,000,000 estate? Are those really concen-
trations of wealth and power that we want to break up significantly? Are not those

- holdings the very backbone of the private sector economy that we wish to preserve,
because they are large enough to nclude significant investment capital needed in
the private sector economy. but not large enough to create undue social groblems?
Comparatively, estates below $250,000 in value typically consist ln;gely of personal

_ assets, such as residences, household goods, personal effects, autom iles, and boats,
. and are woefully short of investment capital. Because of these differences in the
" pature of asset depending on estate size, our estate tax laws have tended in the
ate to hit investment capital harder and personal assets easier. Exceptions in
"~ the income tax laws for residences indicate the same is true there to an extent. A
" nation wanting to be stronger economically would uuy uisfavor investment capital,

ngress

ressed in 1976 about farms and their ogroductivity for the nation should be

expanded to include a concern for all productive investment capital, which our
nation needs so much. -

: As we all know, the estate tax i)rooess is complicated and costly. Experta are

" required to plan an estate properiy before it goes through the process and to
”  administer one properly during the process. Moreover, the process requires IRS

* personnel and money. goes all this on balance contribute anything to the national
° good in the case of a $500,000 estate? None that I can see, and none according to
- ‘'most of my colleagues from coast to coast who make their living as the experts
- planning and administering estates. -
" For too long we have had estate and gift tax rates that tax too many estates too
much, without regard to why they are being taxed at the assessed rate and whether
the tax is falling too heavily on investment ca ital. The fundamental purposes o
estate and gift taxes call for reduced rates at all levels except the highest, and they
~ call for an increased unified credit.
t° 4 The outline of a basic proposal.—(a) Rate reductions and a unified credit
. increase: Below, when discussing new rates specifically, I focus on estates_below
$5,000,000 in value. It has been necessary, however, to assume a top rate and a top
amount for that purgose. The top rate and amount under the proposal have been
left as they are now, 70 percent on aniounts above $5,000,000.
This does not mean that the top rate and amount should be left as they are now,
a subject not emphasized in this statement. Under the idea that a very large estate
should be taxed very heavily, is a very large estate one in excess of $5,000,000,
$10,000,000, or what Obviously, this amount shoald be reconsidered from time to
time as conditions and thinking chanfe.
At least in the light of inflation, if not also in consideration of capital formation
*- requirements, the top amount could be increased. If that is done, it could affect my
. proposed rates on amounts below $5,000,000. 1 should mention that m, %xbog')sed
rates on amounts below $5,000,000 would reduce taxes on the first $5,000, ofa
very large estate, but not on amounts-above that.
At the other end of estate sizes, namely, the smaller taxable estates, the exemp-
tion equivalent of $175,625, produced by the $47,000 unified credit, should be at leaat
.~ doubled to $350,000. Inflation alone will soon require that. An increase to $500,000
‘- would be justified because the fundamental purpoees of estate and gift taxes simply
. do not make much sense today in the case of a 3500.000 estate.

What should be done between $500,000 an 1000,000? My suggestion is that
rates above $500,000 start at a lower rate than y, say about 25 percent, and that
they increase very modestly to about 35 percent until a certain estate size is
reached, after which the rates would increase sharply as they move to 70 percent at
the $500,000,000 level. What that certain estate size should be is difficult to deter-
mine, but it could be as much as $3,000,000 and should be at least $2,000,000. Those
amounts sound large, I know; but we must keep in mind that a farmer with 500
acres of choice farmland free of debt worth $4,000 per acre has a $2,000,000 estate,
~ not counting his machinery, livestock, insurance, and othe:lrroperty.

Originally, I intended to be much more vague or gene i is statement as to
_ the néw rates. I have gone beyond that intention, but with veat that these
proposals are very tentative and subject to the need for further testing and refine-
ment. It may be that Congress should adopt rates even lower than those
but the rates should not be higher than the general levels of those
- (b) Revising and rethinking special use valuations: As discussed above, much of

tho need and pressure to libralize secton, 20324, would b leeuors Y, epect
a rates and increas e u it for yers. i

lems which farmers and owners of other family businesses have s
the light of those adjustments, should then be considered. That will involve sections
2032A, 6166, 6166A, 6601, 303, and possibly others.

i
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In all events, section 2032A is in need of revision. It has numerous technical
problems, some of which have been mentioned above. Additionally, it produces
uneven results that call for other revisions and possibly some fundamental rethink-
ing of the nature of the relief. For example, some havesérroposed that the relief
under section 2032A should -be transfe to section 6166 and there transformed
from reduction of value to forgiveness of tax and interest installments, achieving
basically the same result but with simpler laws and procedures.

All revisions and rethinking, however, should involve the entire package of relief
provisions as to farms and other family businesses. Before exact answers can
reached, we need further analysis, as well as comment and proposals from the
taxpayers with special problems and their organizations.

As a preliminary s:f toward that analysis, | have asked myself how much of the
present relief afforded by section 2032A would be granted automatically by the
- reduction of estate tax rates and the increased unified credit. In order to

ustrate that, as well as certain other comparisons, I have prepared Appendix B.
The six columns do not allow for inflation since 1976. The next seven columns
(7-13) attempt to allow for inflation during the seven years following 1976, under
the same assumptions about inflation used in Appendix A. .

From Appendix B, I draw a number of conclusions as to the relief that would be
granted automaticafly by the proposed reduction of estate tax rates and the in-
creased &x,niﬁed credit,mgnth respect to farms and other family businesses and with

other pro| es.

inflation since 1976 is disregarded, Column 5 shows that many estates with the
maximum reduction of value under section 2032A, $500,000, would be benefited by
%ﬁroposed rates and credits even if section 2032A is di ed. Those that
not are those with values from slightly below $750, to allihtly above
$1,000,000. If inflation since 1976 is considered as in Appendix A, Column 12 of
Appendix B shows that none of those estates would be nefited by the proposal,
with those in that same range suffering the most in terms of percentages. The
gropoaed rates and credit would t automatically much of the relief now granted
ﬁ‘a maximum use of section 2032A, but not all esrecially if inflation is considered.

us, if the same relief as to farms and other fam ly business is to be continued, a
need for relief in some form would continue, even under the proposed rates and
credits. Appendix B uses the maximum reduction in value under section 2032A in
all examples; at the lower end, where the severest problems arise, 8 maximum
3 reduction will not in fact be available in many instances, and the relief under the
.~ proposed rates and credit may partially offset or even exceed the benefit of a lesser
. reductritt‘gn in value, not only as to the farm or other family business but as to other

properties. .

In the case of estates not qualifying under section 2032A, Column 6 shows that
the propoeed rates and credit would result in substantial reductions in estate taxes;
— - but if inflation is considered, Column 13 shows that the reductions in estate taxes
’ would be much less and indeed modest, especially in the case of larger estates. The
greatgst l'e:';aductioma could be where they should be, among the smaller estates
considered.

As noted above, whatever is to be done with the relief now afforded by section
2082A should be considered not only in the h%:t of the proposed rates and credit,
but also in the light of other changes discussed below. .

() Merging and liberalizing the sections creating estate tax deferrals as a matter
of right: For an estate to qualify for an estate tax deferral under section 6166, it
must include an interest in a closely held business that-exceeds 65 J)ereent of the
adjusted %m estate. For an estate to qualify for an estate tax deferral under
section 6166A, it must include such an interest that exceeds only 35 percent of the
value of the groes estate or 50 gement of the taxable estate. The payout is longer for
2111%6 e;:ate under section 6166, but qualification is easier for the estate under section

As a reason for enacting section 6166 in 1976, a committee report includes theee

“The present provisions have proved inadequate to deal with the liquidiz prob-
lems by estates in which a substantial portion of the assets ofa
- closely held business or other illiquid assets. In many cases, the executor is forced to
sell a decedent’s interest in a farm or other closely held business in order to pay the
estate tax. This may occur even when the estate qualifies for the 10-year
provided for closely held busineeses. In these cases, it may take several years before
ess can regain sufficient financial stre! to generate enough cash to pay
estate taxes after the loss of one of its principal owners. Moreover, some businesses
are not so table that thez eld enough to pay both the estate tax and interest
especially if the interest rate J




149

_Even with the new section 6166, the deferral provisions are proving inadequate to
deal with those liquidity problems, and they would continue to be inadequate, to a
considerable extent, even under the relief roposed here as to rates and the unified
credit. Additional relief that is badly needed could be Franted by merging the two
sections and ienerall by retaining the more liberal features of each. It may be
highly advisable, additionally, to iberalize the merged section even more. For
xample, the fifteen-year payment period could be increased to twenty years.

. (d) Amending the section arding stock redemptions to pay death taxes: An
lm?ortant part of the special relief rovisions as to farms and other family business
is

§

found in section 303. It provides in limited situations that a qualified redemption
of stock to pay estate taxes and related items will be taxed as a capital gain, even
- though the redemption would have been treated under other sections as a dividend
= distribution and taxed as ordinary income. .
*" Before the 1976 Tax Reform Act, one of the requirements for qualification under
gection 803 was that the value of the decedent’s stock in the corporation included in
his groes estate must constitute at least 35 percent of his gross estate or 650 percent
5 his taxable estate. I am going to call this the 35 percent test.” That same test was
then the law under section 6166 for an estate tax deferral as a matter of right.
“When the bill which became the 1976 Act first passed the House, the bill renum-
bered old section 6166 as 6166A, left it unchanged in substance, and inserted a new
gection 6166 providing for a payout more liberal than under section 6166A but
calling for a much stricter test based upon 65 percent of the adjusted gross estate.
That test I am going to call the ““65 percent tes A
Now to the point. That bill when 1t first passed the House changed the 35 percent
test in section 303 to the much stricter 65 percent test. Why? The committee report
gays only that this change “appears desirable” and that it makes ‘“‘this special
capital gain treatment available only where the closely held business interest consti-
gs?s a substantial part of the estate. . . .” While severly clamping down on section
(]

the bill left the 35 percent test for estate tax deferrals under section 6166A, The
rhyme and reason for all this was obscure or non-existent. The Senate made no
change in the bill as to section 303. When the bill reached the Committee of
Conference, the light began to dawn, and the 65 percent test was changed to a 50
percent test, 60 percent being exactly halfway between 65 and 35 percent.

These changes in section 303 were not in order in 1976, and they are less in order
now because of the special problems as to farms and other family businesses.
Especially under the proposal that sections 6166 and 6166A be merged and that the
more liberal features of each be used, including the 35 percent test of section 6166A,
section 303 should be changed so as to have the 85 percent test.

(e) Liberalizing the rates of interest on estate tax deferrals: In 1976 Congress
enacted section 6601(j) and limited the 4 percent per annum interest rate to the
- estate tax on the first $1,000,000 of farm or closely held business property provided

it qualifies under section 6166. Qualification for a deferral under another section,
not even section 6166A, will not produce this relief. The 4 percent rate cannot apply
to an amount of tax greater than $345,800; and the maximum is almost always less
than that. All other estate tax deferrals under various sections, as well as those
under section 6166 in excess of the maximum allowed, were made to bear interest at
“the lar rate on deferred payments. That regular rate was 7 percent then. It is

now 12 percent per annum, .

As noted in the language last quoted, “some businesses are not so profitable that
they yield enough to pa*y both the estate tax and interest especially if the interest
rate is high.”” A rate of 12 percent per annum is high. It is extraordinarily high
_when compared with the 7 percent rate Congress had in mind in 1976. Even a rate
of 4 percent per annum may be hifh in the case of a farm or other family business,
especially wheu it produces a yearly profit before interest e;gense of only 2 percent
- of value and especially if reductions in value under section 2032A are not available.
In that same committee report, it is stated as follows:
~ “Allowing the reduced interest rato at a 4 percent level for a limited amount of

tax is intended to reflect the problems that smaller businesses have in generating
- enough income and cash flow to pay interest at a normal rate and amortize the
- principal amount of the estate tax liability. It is felt that the 5-year deferral period
plus the reduced interest rate on the tax attributable to the first $1 million in value
of a closely held business should, in most cases, give the business time to generate
sufficient funds to pay the estate tax and interest thereon without the business
ha to be sold to satisfy the estate tax liability (including a period for adjustment
after the loss of one of the principal owners).”

That feeling mentioned may have been true in some cases in 1976, but it is true
today in fewer and fewer cases.
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I have not had a chance to develop specific proposals about interest rates, but it is
crucial that they be liberalized generally. It may be necessary even to grant in
limited situations a rate below 4 percent per annum,

The jump today from a 4 percent to a 12 percent rate is so high that many
businesses simply cannot begin to make that olympian height. Would not it be wise
to consider also a scale upward from 4 percent for the shorter jumpers, before the
bar is set at 12 Seroent? Similarly, the plight of those not rs% ing for a section
6166 deferral and facing a 12 percent rate as to the very first dollar of tax deferred
under other sections should be considered. Some of those might be helped by being
included within a liberalized section 6166 already pro , and that is another
reason for the proposal; but still there are some deserving of attention who never
will be within section 6166. - - -

Nor should we forget those tar:myers who are not entitled to a tax deferral under
any section. Those needing to cash to pay estate taxes have always been able
to consider the posesibility of borrowing the money privately. The prime rate on
those loans, recently set in excess of 18 percent per annum, precludes that possibil-
ity for many and forces a liguidation of substantial holdings at a time and price that
may be most unfortunate. problem argues both for lower interest as to those
té:xxpayers and for reduced estate tax rates and an increased unified credit for all

ers.

M In ing the gift tax annual exclusion: The annual exclusion for gifts has

- remained at $3,000 since 1942. If that amount was correct in 1942, it ghould be
$10,000 or more now. If viewed anew, without regard to the 1942 amount, but in the
light of the underlzi&% reasons and needs today for the annual exclusion, it should
be increased to $10, or more now.-Viewed from any direction, the need for an

,in;;ée?\s:t is so obvious that one wonders why the increase was not included in the

The necessity for a substantial annual exclusion has been undisputed throusgothe
years. In 1932, when the Sentate Finance Committee set the amount at $5,000, it
said the exclusion ‘“‘on the one hand, is to obviate the necessity of keeping an
account of and reporting numerous small gifts, and, on the other, to fix the amount
sufficientl e to cover in most cases wedding and Christmas gifts and occasional
gifts of relatively small amounts.”

There are other necessities for a substantial annual exclusion. Consider the mil-
lions of situations each year when taxpayers provide financial support to relatives
and friends without any legal obligsation to do so:

1. Transfers by an adult child to or for an aged parent to provide food, clothing,
shelter, and basic amenities; and

2. Transfers by a parent to a young adult child to provide for college education or
for an automobile or for getting married and starting a family.

Under the laws of most states, these transfers are gifts, because the transferor

" “has no legal obligation to provide for those parents or young adults, as he or she has
in the case of minor children. Although the Internal Revenue Service to my knowl-
edge is not actively pursuing the taxpayers in this situation under the gift tax laws,
most of my colleagues believe that these transfers are gifts under the federal gift
tax laws as they are written, and we worry whether the Service is going to start

_pursuing taxpayers in this situation.

The recent changes of the age of majority from twenty-one years to eighteen years
in most states have aggravated the problem. Inflation too has aggrava the
problem. Take the college education of an eighteen year old as an example. The cost
of that education for one year may be from $3,000 to $10,000. Christmas and
birthday gifts and a gift of an automobile are to be included in the total for gift tax
purposes. If the total is $5,000 during a year, a gift tax problem may be avoided
automatically in a community property state by a husband and wife; but in all
otherutates,‘giﬁtaxretumsmustbefedw t the total in halves 80 as to bring
each below $3,000. If the total is more than $6,000, a:g $9,000, there is Joing tobe a
taxable gift (or gifts) of at least $3,000 regardless of what is done. Up to certain
limits, a gift tax payment can be avoided at the time because of the unified credit;
but at death, the $3,000 taxable gift will be brought into the amoungo%pon which the
estate tax is calculated, resulting often in an estate tax on the $3,000, even tho
death occurs twenty years after the gift. The $3,000 subject to the estate tax ma;
split equally between the husband and wife or may be all in one estate, dependi
upon how the gift tax returns are completed.

Taxpayers sunpl{- do not understand that helpin%aged nts or young adult
children m? involve serious gift tax problems. Much less Jo they understand that
Christmas, birthday, and weddi glga may do so. It never occurs to them. It is
unrealistic to think that it ever
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Inflation since 1942 and a static exclusion of $3 000 have made many taxpayers
jawbreakers. Keeping the annual exclusion at $3,(500 will continue to make many
taxpayers lawbreakers. . . .
A word should alse be said about the role of professional advisors in connection
with the $3,000 exclusion. Most laymen have a very vague idea of how the gift tax
‘perates. As previously pointed out, they clearly do not regard wedding gifts, Christ-
mas gifts, and birthday gifts as transfers which have to be taken into account in
‘computing total gifts for the calendar year. Nor, as indicated above, do they consid-
er ent of college education expense as a gift. It is only when a professional
. such as a lawyer or accountant, advises them of the necessity to file a gift
tax return that they become aware of this obligation. It is almost impoesible, even if
an effort is made, for professional advisors to police their clients’ actions in this
“regard. Even more important is that conecientious taxpa%ers who seek professional
vice are put at a diggdvantage vis-a-vis the laymen who do not seek advice and
ever file gift tax returns and who thereby, in fact but not under law, ?reserve
g credits intact. On the other hand, if taxpayers consult a pro essional
and are told of the need to file gift tax returns to cover any amounts in excess of
000 annual exclusion, many of them feel under an obligation to file the
turns and use part of their unified credit. If the exclusion is substantially in-
creased, the law would be more in conformity with what taxpayers believe it to be,
Iassive violations of these kinds would be avoided, and those who conscientiouly
ob%\the law would no lonfer be at such a disadvantage.

e amount of the exclusion creates another trap for the unwary, in that gifts
made within three years of death are included in a decedent’s estate if a gift tax
return was required to be filed in connection with the gifts. This means that if a
combination of college education expenses, birthday gifts, and Christmas gifts for a

hild are made by a parent within three years of death totalling more then $3,000,
they come back into his estate, even the $3,000, as if they had not been made. In
community property states where community property is being used to pay those
- expenses or make those gifts, then $6,000 is the measure; but in many casea,aiust the

college education alone i Ogging to exceed this. Of course, for donors in all other
states, anything over $3, will cause a problem, because even if the spouse
" consents to have his or her $3,000 exclusion used in connection with a gift, a gift tax
“ return must be filed. It is clear that Congress's intent in excluding from section
. 2035 treatment those gifts for which no return was required to be filed was to
. isolate and exempt those relatively small gifts which most people make from time to
time. It was a ‘‘de minimus” rule. In 1980, ifts of at least $10,000 per donee should
certari(ilily 1be considered “de miniumus,” and the annual exclusion should be raised
accordingly.

S Keepgxg in mind some 1976 tax increases.—Before leaving reductions of the
_ estate and gift tax rates and increases of the unified credit and the gift tax annual

_exclusion, we should keep in mind the effect of the new unified transfer system
adopted in 1976. That new system had the effect of substantially increasing for
-~ many taxpayers the total estate and fgift taxes on their properties. This increase

occurred even after giving allowance for two changes that benefited taxpayers: (1)
- the modest rate reductions throogghout the schedule and (2) an increase in the

exemption equivalent from $90, of exemptions for estate and gift taxes to the
unified exem timuivalent of $175,625 effective in 1981 and thereafter.

The unified t er system was desi%ned to increase the total estate and gift
taxes when a taxpayer makes taxable ifetime gifts and then wills the balance
remaining after making the gifts and paying the gift taxes, so as to make that total
:ﬁproxnnate more closely what the estate tax would have been had he or she willed

the yerg’pertieq without having made any lifetim;fiﬁ.s. For many taxpayers, this
had the effect of increasing the total taxes substantially, because this took away one
of their opportunities to reduce taxes.

This change is not mentioned here to urge a repeal of the new unified transfer
system or to question the reasons for the change. It is mentioned here, however, to
suggest that this tax increase in 1976 should be kept in mind as one factor among
many when we now consider reductions of the estate and gift tax rates and in-
creases of the unified credit and the gift tax annual exclusion.

" The 1976 increase for many taxpayers in the total estate and gift taxes on their
groperties, after allowing for the general rate reduction and the increased exexgg
‘tion equivalent, was as much as 36 percent in the illustrations included in Appen

C. :
- 6. An unlimited marital deduction.—~Just as most taxpayers do not realize that
routine gifte to children may have gift tax problems, many do not realize that
gift to his or her spouse may have gift tax problems. When a husband has his stoc!
registered in his name and his wife's name as joint tenants or tenants by the
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a common occurrence, he has a gift tax problem unless the gift is

limits of the gift tax marital deduction and annual exclusion. Since many

of those husbands understand neither the deduction nor the limits, they act without

regard to the law, thinking that one ought to be able to make any gift to his wife or,

in manyhea?is, té;hg?kmg she owns his property as much as he does and that a
transfer is not a

The reasons for an unlimited marital deduction, however, go far beyond taxpayer
compliance, It is an idea esmed by many time to time, even by Professor Staniey
Surrey in 1948 I am told. y of mi colleagues from coast to coast were never
enthusiastic about the idea, because they considered it, strictly from a tax view-
point, disadvantageous if used because of the stacking of properties in the surviving
spouse’s estate and the taxation there at higher rates. Recently, a number of factors
have started to bear more strongly on the idea. Some of the factors are old, some
new; some involve taxation concerns, some social concerns. Many people have
recently concluded, and I am one, that the unlimited marital deduction is an idea
whosee has come,

A compelling new factor is social. Because of a wife’s inestimable contributions to
the marrmetwean her and her husband, some financial, some of other kinds, but
with her cial contributions often being indirect and without direct financial
reward to her under law, the women of this country and man{ of
in ingly concluding that there should be under law a substantial sharing of the
wealth of a marital r:rtneuhip. a8 under community property laws. In Wisconsin,
for examPle. a bill is pending to provide for sharing along those lines; and the
pressure for laws of that kind is increani.n‘iand doubtless will continue to increase.

The opposition to new state laws along those lines is formidable. Recognizing that
enactment may not be imminent in many states, these advocates are asserting that
the federal tax laws should now be changed so as to permit tax-free transfers
between spouses during marrisge and at the death of a spouse. Many spouses want
to make voluntary transfers so as to uce, in those subetantial shar-
ing. The estate and gift tax laws block those transfers for many by extracting tolls
in the form of taxes on transfers. The idea is that if an unlimited marital deduction
is enacted, individuals can effectuate sharing now, without having to await enact-
ments in their states. Moreover, many husbands and wives believe, and have always
believed, that properties generated bX either during the mamﬁ are truthfully and
morally, if not legalx really “ours” and not “his or hers.” unlimited marital
deduction would enable those people to give legal effect to their basic feeling of
marital partnership and morality. i

As to this special concern and any dispute about whether sharing should be the
law, an unlimited marital deduction is neutral, for it would merely give to each
spouse the option to share or not.

A change to make the tax laws conform with basic ideas of citizens about what
those laws are and ought to be is an exciting opportunity. How would this idea fit
with tax considerations?

The unlimited marital deduction should not lose revenue in the long run. In fact,
when it is used, it may increase revenue in the long run because of estate-stacking.
Over the near term there may be a revenue loss to the extent it is used; but not
eveb one by any means would use it because of the estatestacking and other
problems.

It would offer another relief that could be used by owners of farms and other
family businesses. If the owner dies first, he or she could completely defer all estate

tax problems by willing all properties or substantially all to the surviving spouse.
. Some may elect to do that, in effect mﬁme, even though the problems may be
worse when the second spouse dies. Whetaer to do that or not is an election that
can be given properly to the ones most directly involved. After all, the mmary
consideration may be to kee}) the surviving spouse in busineses, not the children.

Perhape the most exciting feature is the simplification of the tax laws that would
mult.ﬁm&y,asareeultofthe 1978 Act, we have in the law a small step toward
recognition ing that is eom%ex, namely, a reduction in value of joint
interest property under section 0 where the surviving spouse has materially

ipated in a farm or other family businees. Another such step is now pen
fore Congrese, in the form of reductions in value under a new section 2040
where the apouse has materially participated. These steps are complex and can be
;adww dsg;:pl 7 and easily, with respect to the surviving spouse, an unlimited
on.

Simplification continues on and on. Obviously, many of the complications of the
marital deduction sections, 2056 and 2523, both for estate and gift tax grpoaes,
would be solved automatically. Drafting wills and trust agreements would be vastly
simplified by the stroke of a legislative pen. The joint interest estate tax provision,

the men are
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gection 2040, is gtill a mess, after efforts to improve it in 1976 and 1978, All of those
sroblems between husband and wife, who own a vast majodrli;ty of the joint interests
svolved, would be solved automatically. Some of the most di icult problems we face
oday involve transfers between spouses, during life and at death, of life insurance
‘and em l?ee benefits. 'I‘heg include not only problems under sections 2042, 2039,
and 2085, but also those under gift tax sections, all of which are solvable automati-

cally. -

Free transferability between husband and wife: its time has come! i
7. Additional ﬁ)ropooals.—-(a) Revising or repealing the orphan’s deduction: A
udatory idea the orphan’s deduction, it is a mess in application because of its
rovisions and is, I fear, costing the taxpayers far more now in 1 | expense and

‘irouble than the value of the relief the orphans of this nation will receive in the

-future.

+To explain this harsh verdict, I mention only two of the problems. The first is
: that the extremel complex terminable interest rules deve e(:Fed for the marital
“deduction are made generally ap licable to the orphan’s deduction. Using those
“rules on the orphan’s deduction, W! ich is 8o small and scarce in reality, is like using
: our most sophisticated missile on a rare bird. In 1978 Congress created an alterna-
tive to these rules, the qualified minor’s trust, the complexities of which are now
-undetermined in extent Lecause not even the experts can agree on how to create

mplexities
lem I mentioned is that
ities must be encountered and contended with frequent-
h children are seldom orphaned. Whenever a lawyer is preparing a
t with a minor child, a common occurrence, the lawyer must explain
rphan’s deduction to determine whether the parents wants to use
t. The lawyer is uncertain in explaining and the parent in understanding. If the
“answer is yes, then the lawyer must wrestle with the complexities and try to
~provide for the deduction, with special provisions of great length and complexity,
often disposing of properties irrationally in order to comply with the statute, section
_ 2057. The problem is that all of this costs the parent more legal expense now when
the will is prepared, in order to provide or not to provide for an event that is very
unlikely to occur. Often the parent has a relatively modest estate and should not
- have to spend money in this way.
If the orphan’s deduction is to be retained, section 2057 should be amended to
" provide for the deduction automatically if there is any orphan, regardless of the
disposition of the parent’s property. The ibility that the parent’s property is not
oing to his or her orphan ¢child, at least to the extent of the amount of the
eduction, surely must less than one in a million.

beu t::a? han’s deduction cannot be made that simple, it should, in my judgment,
.-be re .. . -

The present situation is more bizarre than most of Lewis Carroll’s. .

(b) Amending the disclaimer provision: The disclaimer provision, section 2518, is
also in disarray, 1 hate to report. An explanation of the problems is necessary in
order to see the answers.

Before the 1976 Act, the federal disclaimer laws generally were dependent on
applicable state law: if the disclaimer was valid under state law, it was usually valid
for federal tax gurposes; and the converse was true. This relationship worked
reasonably well, but far from perfectly.

One problem was that state laws varied from state to state, producing a not
completely uniform result under federal law. A classic example was the Harden-

case, where an intestate heir could not validly disclaim under Minnesota law
(many other states provide the contrary) and hence could not do so for federal tax

purposes.

7" Another problem was that the Internal Revenue Service occasionally disagreed as
to whether a feature of state law was reasonable and proper and tried to prevent its
apghcatmn for federal tax purposes. A classic example was the Keinath case, where
a husband left his property for his wife and then on her death to his son if living.
The wife died nineteen !ears later, whereupon the son disclaimed within a short
time after his mother’s death when the bequest to him became fixed in nature and
amount. This disclaimer was valid under state law and was held to be so under
federal law, over the Service’s objection that nineteen was too long.

A 1976 committee report states that a purpose of section 2518 was to achieve
“yniforin treatment” and a “uniform standard” for determining the time within
which a disclaimer must be made. This the new section did not achieve at all. An
unstated pu apparently was to overrule the Keinath case prospectively. This
_new section did most certainly.
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What else did the drafters of section 2518 do? Whoever they were, they created a
 federal law of disclaimers and made disclaimers, for federal tax
t not only on the new federal but on applicable state law as in the
. Thus, instead of having a single test for disclaimers, as in the past, we now have
_two tests, both of which must be passed. It is obvioua that the variations
. state laws are still with us. The problem was noted to some extent in a 197
report. It was observed if the federal requirements are satisfied, a
to be given effect for federal tax eveniftheapﬁica‘g:

g .

permi by federal law is not vyalid because it was not within six months as
requiredf buyl :pplicable state law. The Service is at fault there, but the statute is at

greater fa S

What else did those drafters of section 2518 do? They either ignored or considered
and rejected some fine proposals available then. One was by the American
Bar Association in 1974. Another was proposed in principle as part of the American
Law Institute estate and gift tax recommendations ado in 1968. Both proposals
are cited in a footnote to a 1976 committee report. two proposals are de-

_scribed favorabld by Thomas W. Wiley of Phoenix in a paper prepared by him
" recently, which is included as Appendix D with his permission.

The problems with section 2518 extend deeply into the substance of the new
federal law of disclaimers. It is inadequate and poorly conceived. What kinds of
partial disclaimers are permitted is one uncertainty among many.

In connection with any revision of the section, the abeolute nature of the nine-
month rule must be reconsidered carefully. The rule now is the disclaimer must be
made no later than nine months after “the date on which the transfer creating the
interest in such person is made,” for example, within nine months after a taxable
transfer such as the testator's death or the creation of an irrevocable trust. Part of
the rule is that the only exception occurs in the case of a disclaimant under twenty-
one years of age. uently a person who may wish to disclaim never learns
time to disclaim that he or she is named in a will. The will may not have even
surfaced for nine months. Consider this example. A wills property to B for life, then
to C outright, but B can aPpoint the property to ax’:(yone in the world exoert B. More
that nine months after A’s death, B appoints to X, who has never h of any of
this before. Under the nine-month rule, it is too late for X to disclaim.

Consider a much more common example. A husband wills eve to his wife
for life, then to his children outright. Under the nine-month rule, his children, if
they are over twenty-one years old, have to decide and act within nine months of
their father’s death if they wish to disclaim. Often a rational decision is impossible

. to make then, because the children do not know, :vaﬁrectivel , when the property
.. will come to them (that is, when. their. mother will die), how much value the
: property will have then (that is, how much their mother will have needed and how
much what remains will have gone up or down in value), what the properties will be
then (that'is, whether there will still be properties in which the children have
:‘pecial interests), and how much wealth and health the children will have then. But
ecide they must, under the nine-month rule. This example is, of course, the
Keinath case. The court found that it was reasonable if the child disclaimed within
a few months after the mother’s death, when all these eguestiona became answer-
able, provided, of course, the child had received no benefits before, Congress over-
. ruled that decision in 1976, as well as all other disclaimer possibilities not within
3 the nine-month rule. - :
5 There is a problem here involving the Keinath case and the nine-month rule, as
to which people have differed. If the Keinath result is wrong, then the nine-month
rule is wrong, at least as wrong, and I say a great deal more wrong.

When the tax technicals want to overrule a specific case, it would be nice if they
confined themselves. When they wanted to overrule the Byrum case in 1976 (involv-
ing section 2036), they messed up much more. When they wanted to overrule the
Keinath case in 1976, they messed up much more. It would be nice if someone took
away their blunderbusses and issued them small bore rifles along with safety
instructions and common sense. A lot people in t.hisoountriare getting tired of
lt;laving to reconstruct the good that some tax technicians shoot away with their
;nfgciﬂeglly. what is wrong on balance with a rule that a disclaimer is all right if

nade within nine months after the time of a taxable transfer or the time when a
disclaimant’s interest becomes fixed and certain, whichever is later? I hope Congress
will consider this question. It is not an easy one, but I say the answer on balance is

-
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(c) Statute of limitations considerations: Under present law taxpayers face great
uncertainty with respect to when, if ever, they can be assured that the Internal
Revenue Service will not challenge valuations of transfers made duri life and the
computation of taxes with respect to them. If a gift tax return is filed in connection

with a transfer, the statute of limitations with respect to transfers made during the
- period covered Ly the return runs at the end of three years from the date the return

filed; or, if values on the return are found to be understated by more than 26
percent, there is a six-year statute of limitations. However, if no tax is paid in
* connection with the transfer, the Internal Revenue Service is free, in effect, at any

time to reopen that closed year b{ asserting in a subsequent year with respect to
which the statute has not run that, by reason of undervaluation of prior gifts,
. transfers for that open year are to be taxed in a higher bracket than was reported
by the taxpayer. That is the effect of any cumulative tax which takes into considera-
tion prior gifts in deterinining rates. .

In order to insure that the Internal Revenue Service is foreclosed, within either
¥ the three- or six-year period, from raising the valuation issue, a tax has to be paid.
However, the Inte Revenue Service has, both in public and private rulings,
taken the position that no taxes can be paid until the unified credit is oongfletely
" consumed. Its use is mandatory, not elective, as was the case with the
000 gift tax exemption. Taxpayers cannot even choose to waive (and hence Jose)
of the unified credit in order to pay a tax to commence the running of the
statute. There is no reason why use of the unified credit should be mandatory, with
the result of placing taxpayers in the untenable position of having to make substan-
tial gifts before there is any certainty with respect to valuation.
- " Even if the unified credit is used up and tax paid, present law does not make it
clear that values as reported on the gift tax return cannot be reopened for estate
= tax purposes or, for that matter, in connection with the determination of a genera-
L tion-skipping transfer tax. Therefore, not only should the use of the unified credit be
made discretionary, but any mechanism for the final running of a statute of limita-
tions with respect to valuation on inter vivos transfers should clearly foreclose the
IRS from arguing about valuation with respect to the estate or gift tax or the
neration-skipping transfer tax. Before the gift and estate taxes were unified and
fore there was a generation-skipping transfer tax, this potential estate tax prob-
lem did not exist when the statute had run as to a gift, because the gift had no
bearing on the estate tax. It is not clear, with the unified transfer tax and the
generation-skippin, transfer tax, that this is now the case.

(d) Transfers within three years of death: In view of unification of the estate gift
taxes, which results in ':eounting' 1 all taxable transfers made during life in comput-
ing the estate tax, does it make any sense to retain subsections (a) and (b) of section
20357 The section includes in a decedent's estate, at federal estate tax values, all
_transfers made within three years of death, except those made during that period
for which no gift tax return was required to be filed. All that subsections (a) and (b)
now accomplish is to reflect, for estate tax purpose, an appreciation or depreciation
in value that might have occurred between the date of the transfer and the date for
estate tax valuation. Would it not be sufficient merely to gross up, and include in
the decedent’s estate, any gift taxes paid on account o transfers within three years
of death? That is, subsection (c) could be left. The insurance provision now contained
in section 2035(b), if wanted, could be moved to section 2042. This would place the
decedent’s estate in the same position as it would have been had the transfers not
been made and had no gift tax on them been id, except for any appreciation or
depreciation that might have occurred during that period. It woul simplify the law
and would make the 1976 changes in section 2035 more palatable to taxpayers, with
only a minor change in the substance of the present law. The whole concept of
unification was to have taxable inter vivos transfers included in the ultimate estate
tax basis. Now that that is accomplished, subsections (a) and (b) of section 2035
really are no longer needed and are a needless complexity in the tax laws.

(e) The %eneration-skigping transfer tax: Few people realize that we have under
Chapter 13 a completely new tax, the generationskipping transfer tax, which
should be added to the of the income tax, the estate tax, and the gift tax. At
times since 1976, I have thought that the most serious defects in the 1976 Act could
lie in Chapter 13, except, of course, the defects in car;yover basis. The problems
under Chapter 13 have not yet started occurring; and for that reason alone, they

are, can , not pressing {

When 1 say they have not yel started, I mean that events are not occurring which
trigger the tax n. The problems, however, are occurring in great frequency in
the planning when wills or trust agreements are prepared.

press of time in preparing this statement prevents me from addressing the
problems. Let me see if I can use a short cut. Shortly after the 1976 Act was

L
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enacted, Richard B. Covey of New York City issued a book with 1562 pages of text
explaining the new generation-skipping transfer tax and noting numerous problems
and uncertainties. :d:!,thatbookismmthhdedmonwithasupplement,
containing 326 pages 86 pages of text respectively. I mention this as an indica-
tion of the massive problems that must be faced before too long.

Let me also mention one problem amongb‘rrniany that surely will concern Congress.
When this new tax was passed, Co ously did not intent to involve smaller
eetates. Accordingly, it included a ,000 grandchild exclusion for that purpose. It
hnot.however.workinginmn , many instances where it was intended to work.

The grandchild exclusion was intended to work this way. If one wills pro, to
his two children for life and then to each child’s children, the generati pping
transfer that occurs upon each child’s death is softened or eliminated by the
$250,000 exclusion upon gach child’s death as to properties passmtg to the child’s
children (grandchildren of the testator). Potentially, a maximum of $500,000 could
be excluded, $250,000 as to each child.

uently, in that situation, the properties are not left to the hildren
outright, but are left in a non-vested trust for one or more of them. If that is done
,000 dchild exclusion is not available. If the child’s taxable estate and
le gifts and the child’s trust total in value more than $175,625
an in the trust ing to a grandchild in a non-vested interest trust will
m" new tax and the new tax process. If a vested trust for the grandchild is
the exclusion will be available, but thousands of wills are being drawn without

this technicality in mind. )

This problem resulting from the vested interest requirement arises in another
situation even more frequently.-Suppose one wills property in trust for his children
to age , for example, and provides that if any child dies before that
leaving n, his or her share will pass to his or her children. The will provi
aimﬂarl{ for a non-vested trust to age thirty for grandchildren. This kind of will is

ical for modest estates in many parts of the country. If the child dies before age
leaving children, a generation-skipping transfer will have occurred, and no
grandchildren exclusion will be available,

Would it make much difference to the Treasury if the vested interest requirement
is relaxed, 8o that any of the commonly used trust arrangements for grandchildren
d to terminate before death will be all right? It would make a lot of
difference throughout the nation among a lot of taxpayers for years to come.
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APPENDIX A

How Inflation Increases Estate Taxes

1 2% 3 4% Sew 6 7
Percentage of Percentage of
- Estate Payable Estate Payable Estate Tax
Estate Size Estate Tax as Tax Estate Size Estate Tax as Tax 1/1/84 in 1977 Dollars
1/1/71 1/2/77 1/1/17 {Col. 1 doubled) 1/1/84 1/1/84 (Col. 5 halved)
$ 2,500,000 $ 978,800 392 $ 5,000,000 $ 2,503,800 50% $ 1,251,900
2,000,000 © 733,800 37z 4,000,000 1,833,800 467 916,900
1,500,000 508,800 342 3,000,000 1,243,800 412 621,900
1,250,000 401,300 322 2,500,000 978,800 392 489,400
1,000,000 298,800 30z 2,000,000 733,800 k244 - 366,900
.750.000 201,300 272 1,500,000 508,800 342 254,400
500,000 108,800 222 1,000,000 298,800 302 149,400
250,000 23,800 102 500,000 108,800 222 54,400
M Taxable estate plus adjusted taxable gifts,

Percentage Increase
in Tax Using 1977
Dollars (Increase from
Col. 2 ve. Col. 7)

8

Ll A unified credit of $47,000 1s used in calculating the taxes in Cols. 2 and 5, without allowance for any other credit

28%
25%
22%
22%
232
262
ki
1292

891
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ArpENDIX C

- This Appendix is designed to illustrate how the unified transfer system adaoﬁted in
'1976 has increased the total eetate and gift taxes for many taxpayers, after allowi
r the reduction in rates and the increase of the exemption equivalent in 1976.
"It is assumed here that a taxpayer made alifetimegiﬁofhalf rropexties more
thanthreeyeanbefmlﬁsdeath andtpathewilled o other half, less his gift tax,
at his death. Net amounts after deductions are used. It is also assumed that no gift
annual exclusion was available as to the gift. :
If the taxBayer had properties with a value of $2,500,000, his gift would have been
nder the law before 1977, his gift tax would have been calculated on
000 Eaxh tax exemption of $30,000) and would have been
1317,400; his estate tax would have been calculated on $872,600 ($1,250,000 less the
gn {ax fees the $60,000 exemption) and would have been $278,662; total taxes would
ve been $595,962. Under the law in 1981 and thereafter when the unified credit
has peaked at $47,000, his gift tax would be calculated on $1,250,000 and would be
300 ($448,300 less 337.000); has estate tax would be calculated on $2,098,700 and
,163 less the gift tax less $41,000); total taxes would be
82,163, which would be a 81 percent increase over total taxes previously of

If the mbeyer had properties with a value of $5,000,000, his gift would have been
,000. Under the law before 1977, his gift tax would have been calculated on

2 470,000 ($2,500,000 less the gift tax exemption of $30,000) and would have been
7 ,625; his estate tax would have been calculated on $1,702,875 ($2,500,000 less the
ﬁ tax less the $60,000 exemption) and would have been $619,269; total taxes would
ave been $1,356,894. Under the law in 1981 and thereafter when the unified credit
g‘peaked at $47,000, his gift tax would be calculated on $2,500,000 and would be
8800 ($1,025,800 less $47,000); his estate tax would be calculated on $4,021,200
and would be $868,780 ($1,894,680 less the gift tax less $47,000); total taxes would be
1.3453,580. which would be a 36 percent increase over total taxes previously of

1,356,894,
ff the taxwer had properties with a value of $10,000,000, his %&would have
been $5,000,000. Under the law before 1977, his gift tax would have been calculated
 on $4,970,000 ($5,000,000 less the gift tax exemption of $30,000) and would have been

$1,836,975; his estate tax would have been calculated on $3,103,025 ($5,000,000 less

the gift tax less the $60,000 exemption) and would have been $1,320,894; total taxes
~ would have been $3,157,869. Under the law in 1981 and thereafter when the unified
credit has geaked at $47,000, his gift tax would be calculated on $5,000,000 and
would be $2,603,800 ($2,550,800 less $47,000); his estate tax would be calculated on
$7,496,200 and would be $1,747,340 ($4,298,140 less the gift tax less $47,000); total
_ taxes would be $4,251,140, which would be a 35 percent increase over total taxes
previously of $3,167,869.

[AppENDIX D)
AMERICAN COLLEGE OF PROBATE CouNsEiL, MIDYEAR MEETING 1980
DISCLAIMERS: A NEED FOR MORE REFORM

- (By Thomas W. Wiley)

_This article will focus on history, policy and the need for reform in the area of
disclatmers. It will begin with a bnef resume of the law prior to the Tax Reform Act
of 1976 ¢* 16 Act”) and then summarize the effects of the "76 Act and its numerous
~ problems. Next the major possible alternatives to existing law will be outlined along
. with a discussion of the author's personal preference.

EVOLUTION OF PRESENT LAW
Disclaimers (or renunciations as they are interchangeably called) are not new. As
a property law concept they were recognized long ago as %‘eret of the English
common law.! As a En& and estate tax concept, they have also been recognized and
have been accepted by the courts and the government as a valid means of prevent-
ing gift or estate taxation under a variety o ciricumstances.? .

1 8ee Uniform Probate Code, Comment to Subsection (a), § 2-801.

1 See Genern!rl{ L. Newman & A, Kalter, Postmortem Estate Planninm-ABA 1976 (herein-
after cited as ewman~Kalter§ Martin. Perspectives on Federal Disclaimer Legislation, 46 U.
- Chi. L. Rev. 816 (1979) r cited as Martin).
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Prior to the *76 Act the federal tax provisions were scattered about in the Internal

nue Code and Regulations.® And while the provisions were vague and incom-
Flew in many respects, they clearly allowed disclaimers of many property interests
or both gift and estate tax J)urposes.‘ The validity of a disclaimer depended for the
most part on its validity under state law.®

The Code and Regulations expressly recognized disclaimers for several specialized
estate tax purposes. E(;g. if a disclaimed interest passed by the terms of the trust or
will or by operation law to a surviving spouse, it could qualify for the marital
deduction.® If a disclaimed interest the terms of a trust or will or by
operation of law to a charity, it could qualif)y'_ for an estate tax charitable deduc-

on.” The Code and Regulations under § 2041 expressly permitted the disclaimer of
a general power of appointment.®

According to the ations,’ there were two principal requirements for a valid
disclaimer. One was that it be made within a reasonable time after the transfer and
the other was that it be valid under state law. The problems arose out of conflicts
between state and federal law and the lack of uniformity among the staie laws. The
following are two illustrative, but by no means exhaustive, examples of federal and
state law conflicts under the prior law.

In most states under common law or by statute a disclaimer of an interest passing
under a will is valid, whereas in the absence of a statute, a disclaimer of an
‘intestate share usually is not valid.** In Hardenbergh v. Commissioner,* the court
:&ht:lt}a the requiremt:nt u%ti ig;ef a}a:ﬁn&éha&x the disclaimﬁr dmustthbe vaggaﬁr

W purposes or fede: purposes. Under the app e
Minnesota law which 3id not have a statute allowing disclaimer of an fntestate
share the intestate share was deemed to vest automatically in the heir and an
attempted disclaimer of the share was, therefore, not valid for tax purposes. That
result was not necessarily wrong but from a tax policy standpoint it was undesira-
ble, since people identically situated in substance would be_differently treated
depending upon whether or not the state had a statute permitting disclaimer of an
intestate interest. .

Another example of the conflict between state and federal law arose in Keinath v.
Commissioner.'* There, a trust under & will provided income for a surviving wife for
life, remainder to a son if living and if not to his issue. The wife died 19 years later.
Within 6 months after that the son disclaimed his remainder interest. The disclaim-
er after the death of the wife was valid under state law. Despite that, the govern-
ment contended the disclaimer was not valid for federal tax purposes since the
“reasonable time” for disclaiming ran from the date of death of the father who
created the trust and not from the death of his wife who was life income benefici-
ary. The Tax Court with the government. The Eighth Circuit, however,
reversed and held for the taxpayer, saying that the state law rule was reasonable
and should control in determining the time within which to make the disclaimer.

TAX REFORM ACT OF 1976

Shortly after the decision in Keinath the 1976 Act was adopted. The disclaimer
provisions are primarily found in new Code Section 2518 relating to gift taxes;

3 See Martin, supra note 2, at 321 n.18. See generally ABA Tax Section Recommendation No.
1974-2, 27 Tax Law. 818 (1974).

4See Martin, supra note 2, at 321 n.21, 316 n.3.

sSee generally H.R. Rep. No. 94-1380, 94th Cong., 2nd Sess. 66 (1976), 1976-3 C.B. 800; J.
McCord, 1976 Estate and Gift Tax Reform (1977); Frimmer, Disclaimers After the Tax Reform
Act of 1976: Chaos Out of Disorder, 31 U.S. Cal. L. Center Tax Inst. 811, 814 n.17 (hereinafter
cited as Frimmer, Chaos}

*‘iRC. 32056(dX2XA) repealed by the Tax Reform Act of 1976).

*LR.C. § 2055(A)

* Treas. Reg. § 20.2041-dX6).
s(éx'ls‘reu.) (ls‘geg. $ 25.2514-3(cX5) (1958); Treas. Reg. §25.2511-1(c) (1958); Treas. Reg. § 20.2041-
1 See gene'rally Uniform Probate Code, Comments, § 2-801; Newman-Kalter, supra n.2 at 11;
Martin, supra n.2, at 318; Frimmer, Disclaimers and Elections 109, 116 (Outline presented at

PLL Pro&ram, 1979).

17 T.C. 166 (1951, afi'd), 198 F.2d 63 (8th Cir. 1952), cert. denied 344 U.S. 836 (1952).

u58 T.C. 352 (1972), rev'd, 480 F.2d 57 (8th Cir. 1973).

13(a) General rule.—For purposes of this subtitle, if a person makes a qualified disclaimer with
respect to any interest in property, this subtitle shall apply with respect to such interest as if
the interest had never been transferred to such person.

() Qualified disclaimer defined.—For purposes of subsection (a), the term “qualified disclaim-

" means an irrevocable and unqualified refusal by a person to accept an interest in rty
but only if—(1) such refusal is in writing, (2) such writing is received by the transferor of the

Footnotes continued on next page -
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they are incorporated b{ reference into new Code Section 20451 relating to estate
taxes. Section 2518 spells out in considerably more detail than did the previous
regulations, the requirements for a valid discleer. The Committee Re state
that the purpose of the legislation was to achieve uniformity in the application of
the tax law to disclaimers.” That this was the goal is not apparent from examing:f
the result. If it was, it surely was not attained. One suspects, perhaps a bit ?ni -
:ly, that the main object of the legislation was to reverse the rule in the Keinath
case, which is did very explicitly. In that respect, uniformity was obtained. In most

other important respects it was not.
INADEQUACY OF THE 1876 ACT

. A few examples will show how inadequate the 1976 Act was and point up the
. conflict of laws problems it created or left unresolved:
1. Under new Section 2518 there is a qualified disclaimer only if “as a result of
disclaimer the interest to a person other than the laimant without
y direction on the part the disclaimant.” This “pass to” requirement
because if the disclaimer is not valid under state
to” someone else without directions by the dis-
the 1978 Act modified or clarified one aspect of this
by stating expressly that if the surviving spouse is the
ge perty may nevertheless pass to the surviving aﬂ)ou.so.“ This
OV W ing spouse disclaims—for example, all or part of a
marital deduction gift—and the intereet falls into a residuary trust under which she
basanincomeinterest.Undermoststatelawsadisclaimerofthistypew
presumbly be valid regardless of who makes it.!" Now, under federal tax law, if
apzeam to be valid only if made by a spouse.

Under the new law, the Harden » problem is not solved, it is not even
_addressed. A disclaimant may comply with all of the rules for a quaiiﬁed disclaimer
as set out in § 2518, but under some state laws, an interstate interest still cannot be
* validly disclaimed.’® Therefore, it will not “pass to” someone other than the dis-
 claimant without any direction on the part of the disclaimant and so will not
- q r fede ul .

uali'g for federal purposes
3. To have a qualified disclaimer under the new Act there must be an unqualified
~ refusal to accept the interest and three technical requirements in addition to the
“pass to'" requirement, must be met:
(a) It must be in writing.'*
aeg:r

(b) The writing must be delievered to the transferor of the interest or his 1
representative or the legal title holder of the interest not later than 9 months

the later of (i) the day on which the transfer creating the interest in the disclaimant
is made, or (ii) the day on which the disclaimant attains 21.2

Footnotes continued from last pa&e

interest, his legal representative, or the holder of the leﬂl title to the property to which the
interest relates not later than the date which is 9 mont te on
which the transfer creating the interest in such person is made, or (B) the day on which such
person attains age 21, (3) such person has not accepted the interest or any of its benefits, and (4
as a result of such refusal, the interest pasees without any direction on the part of the person
m theduclmmeranqpusugither—(A)wthenpouseofthodecenLor(B)waperm
other the person making the disclaimer.

(c) Other rules.—For purposes of subsection (a)—(1) Disclaimer of undivided portion of inter-
sL——AduclAimervglthmpecttoanundividedporﬁonofaninwmtwhkhmeehtherequin-
ments of the sentence shall be treated as a qualified disclaimer of such mn of the
inurst.g?) n.—Apowerthhmpectwpropertylhaubenuwdmmin in such

“"Fm_"pmvisigps relating to the effect of a qualified disclaimer for purposes of this chapter,

see section .
sHR. Rep. No. 94-1380, 94th Cong., 24 Sees. (1976); H.R. Rep. No. 94-1515, 94th Cong., 24
Sess. (1976). P

2. UST6). | ¢ of 1978, P.L. 95-600, § 702(mX1), 92 Stat. 2985 (1978) (amending LRC. $ 261501)
See generally Aud DL Roventio Act of 1978 Brings Major 8 (oo siate and Trust
BT Y Journal of Trxation &4, 83, (1979)

"'See generally McCue, Disclaiminers: A Survey of LRC. Section 2518 And the Illinois
- Disclaimer suw{x. 11978 U'({lglégl)"P' 395, 402-03; 11-8th Tax Mngm't (BNA), Estates, Gifts, and

3 MWr 198 F. 2d 63; LRS. Private Letter Ruling Nos.
82002{ 7803065; v, Using Disclainers in Post Mortem Estate Planning: 1976

Law Leaves Unresolved lssuce, 48 Journal of Taxation 322, 828 (1978); Martin, supra note 2, at

$23-26; Frimmer, Chace, supra note 5, at 818-24.
w RC. § 2618(bX1).
»#R.C. § 2518(bX2).
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(¢) The disclaimant must not aoceé)t the interest or any benefit under it.»

(d) Section 2518 apparently provides that the disclaimer must be made within the
prescribed time even though the person involved has no knowl of the interest
that may be disclaimed. The Uniform Acts*® and most state laws allow a disclaimer
within the prescribed time after the person entitled to disclaim has actual knowl-

ed?e of the interest.
e) Most state laws deal adequately and alm:fariately with such items as powers
of appointment, joint tenancies and partial disclaimers. On these subjects, ion
2618 is woefully equate, and also appears to be in conflict with many as; of
the ‘s‘tate laws.3% The Regulations when we get them may help but probably not
much.

ALTERNATIVES FOR REFORM

In view of all this, it seems obvious that the new federal disclaimer rules were not
well thm;f]ht out, were not coordinated at all with the general trend of state law
and actually created more problems than they solved. Most people would agree that
the present situation is not acceptable. The question is what should be done. The
follcwin% are four possible solutions.

1. Exclusive reference to State law.-—One alternative would be to look exclusively
to state law to determine whether there has been a valid disclaimer, and if there
has, treat it as valid for federal gift and estate tax purposes. The late Austin
Fleming, who was a reporter for the Uniform Disclaimer Acts, was an advocate of
this poeition. His view and the view of many others working on state legislation was
that if the states adopted well-conceived and reasonably uniform laws, the federal
law should simply meke reference to them in determining what is a glt:caliﬁed
disclaimer. This approach has a great deal of merit. Most states now have disclaim-
er statutes and while there are differences in wording there do not appear to be

many differences in substantive result. .

Looking solely to state law however, is probably not politically feasible. It would
in theory at least allow states to adopt disclaimer rules which could be considered
abusive when applied to tax questions. And what is abusive is a matter of opinion.
Witness the Keinath case. What the 8th Circuit thought was a perfectly reasonable
state law rule, the tax writers of the 76 Act thought was out of line and had to be
reversed. While the exclusive reference to state law is alluring, the trend is the
other way, and it is difficult to believe that the Treasury or the Congress would
accede to this solution.

2. American Bar Association’s proposal.—The second alternative is one which was
pro by the Section of Taxation and adopted by the American Bar Association
in 1974.3! It was made available to the tax writers of the '76 Act and was either
considered and rejected or ored. That proj advocated the adoption of new
Code Sections 2518 and 2045. However, ike the '76 Act, the ABA's pr:goeal
contained all of the details necessary to make a comprehensive and coherent federal
disclaimer statute. Many of the concepts and some of the language from the Uni-
form Disclaimer Acts were incorporated. This ABA version would have had the
virtue of bringing the federal law very close in line with the state laws that had
then and have since been enacted.

In addition, it provided a mechanism for solving the problem that arises when
state law is not as liberal about disclaimers as is the federal law. The classic case is
Hardenbergh, described earlier, on disclaimer of an intestate interest. The A.B.A.
proposed federal rule would have allowed such a disclaimer.?? However, under some
state laws it is still invalid since the intestate interest vests immediately and
directly in the heir. To solve that problem the A.B.A. proposal would have allowed
the disclaimant to make an ap; r:}priate transfer by deed or assignment to the taker
who would have been entitled if a disclaimer under state law had been valid.??
Under the proposal, the disclaimant could not accept a benefit or assert any other
dominion or control over the interest, except to perform the ministerial act neces-
nﬁ:o put title in the proper place.

ministerial act provision would also solve the problem where the state law
requires the disclaimer within six months or perhaps less, while the federal law
allows nine.3¢ If a disclaimer is made after the six months but before the end of

# LR.C. § 2518(bX3); See also Private Letter Ruling No. 7808078.
30 8a¢ e.g. Uniform Disclaimers of Property Interests Act § 20b).
'°ﬁo§§memlly Frimmer, Chaoe, supra note 5.

" Tax Section Recommendation, supra note 3, at 818.

:: {«t at 819.

#41d. See also Martin, supra note 2, at 3563,
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nine, it would still be valid for tax purposees if the disclaimant by deed or assign-
ment causes title to pass to the proper person.
ive federal statute coupled with a

This approach by the A.B.A.—a comprehensi
lenmerhi act provision to achieve uniform treatment in all states—seems to me to

be quite workable. Several years of effort went into the pre tion of that promnl
and while it may not have solved all the conceivable problems it would have been
substantially better than what was final;r adopted in 1976.

§. Taxation of disclaimers.—A third alternative which would be a radical de&ar-
and present law, would be to tax disclaimers just as though
were taxable gepex:l;dpowers of appointment. This has been suggested in an inte
| reasoned article in the University of Chicago Law Review by Professor
John H. Martin.3® Professor Martin argues that disclaimed property should be a
‘part of the transfer tax base because the disclaimant has the power either to take

“the property as his own (analogous to & general power) or to allow it to pass to

someone else (analo.gous to the lapse of a general ‘y;ower).
" Professor Martin’s article will x'e‘l:y reading, but, with all due respect, his solu-
on is unsatisfactory. It is true that the disclaimant has-an option in the first
- {nstance to take the property or interest in pmfrty as his own which makes it
. gimilar in that res; to a general power. On the other hand it seems unfair to
: upon a person who has never accepted or benefitted in any

from the power or the property interest disclaimed and is unwilling to do g&

to the distinction is that a disclaimant must promptly disavow any rigl
have; whereas the holder of a general power taxable under current law may
i i During that time he benefits from

‘ hi):wer over a long period of time.
*keeping options open and being able to consider carefully whether or not to
exercise the power and if so, how.
~ Also, taxation of a disclaimer would involve imposition of a rapld-fire double tax.
- There would first be a transfer tax upon the donor or the decedent’s estate that

created the interest. Then within nine months there would be a second tax imposed
- on the donee-disclaimant or his estate. If a credit is allowed for the prior transfer
: tax, it would defeat the purpose of taxing the disclaimer. But if no it is allowed,

there is, it seems to me, a very inequitable double tax.
.. Purthe , taxing disclaimers would not simplify the law. It would merely~ . 7
> gubstitute a whole new set of very complex substantive and procedural problems for -
~ those we now have. Exceptions to the geperal rule would need to be carved out. For
example, it is doubtful whether anyone would want to tax the disclaimer of special

rs, or administrative rowers. It would be terribly complex uﬁ draw the line. \ ¥
ow P

amount of the tax based on the disclaimant’s transfer tax rate. That concept is not -
- new, but its application here would be very complicated. .
© All in all, tion of disclaimers is not an appropriate solution.
4. American Law Institute Proposal.—There is a ourth alternative which seems to
provide the most satisfactory solution. It was proposed in principle as part of the
American Law Institute estate and gift tax recommendations adopted in 1968.» The
. recommendation is in two parts. The first states that the Internal Revenue
-~ Code should define what constitutes a disclaimer. The second states that a
timely redirection of the destination of a property interest should be regarded as a
- disclaimer for the purpose of determining the transfer tax consequences of the
original transfer. Under this proposal the disclaimant would be able to determine
the person or persons to take the property as a result of the disclaimer, unless the
alternative takers were designated by the will or trust of the original transferor, If
that general approach is adopted, refinements would be needed which the ALI did

not attempt to provide. :
It wi be g\ighly desirable to have a comprehensive statute which fully and
completely defines the qualifications for a disclaimer and interests that may be

this the ABA Tax Section recommendation ** mentioned earli-

disc .In
mht serve as a guide since it was an effort to draft such a comprehensive
f statute using the best of features found in the Uniform Acts and various

state laws.
The manner in which the disclaimant may redirect the disclaimed property

" should undoubtedly be restricted to some extent. For instance, the persons to whom
redirected might be limited to family members and perhape

- 88 Martin, supra note 2.
» ALl Federal, Estate and Gift Taxation (1968).

# Supra note 3.
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qualified charities. é‘hat would make the disclaimant’s power similar to a limited
power of appointment which generally is a non-taxable type of power.

The power to redirect should allow not only for outright transfers but for creation
of split-interests and the usual tygc of families and charitable trusts. For tax
purpoees, everything should relate back to the donor or testator who created the

ing redirected. That would insure, among other things, that generation-
skip) trusts could not be created by a disclaimer to avoid any taxes that could
not have been avoided b¥' the original donor or testator.

There are a number of good reasons for supporting this approach:

(a) It is fair and equitable for the taxing system to allow a measure of post
mortem estate planning such as this would g:mit. It is not a loophole for use in
larger estates where the donor or testator already adequate estate planning
advice. If he has had good advice, he is generally not going to leave it to one of his
survivors to rearmngl;the estate plan. In any even e proposal would noti&ermit
a survivor to accomplish any tax saving which could not have been accomplished in
the first instance by the donor or testator. There are situations in which disclaimers
can have the effect of increasing or decreasing the marital deduction, increasing the
charitable deduction, shifting aYrope*rl’:;' ‘to a emallér estate, and perhaps causing a
generation skip, but this is all true under present law. The difference between
present law and the proposal is that present law does not provide any flexibility; it
simply depends ugon a nFid state law as to who the alternate taker or takers might
be in the event of a disclaimer, unless the will or trust happens to provide for the
alternate takers. It seems to me that allowing a disclaimant to redirect the groperty
among family members would be most useful in moderate sized estates where the
planning was not adequate in the first instance. In those situations there is a great
deal of equity in allowing the family to do some shifting without incurring adverse
tax consequences.

. (b) The g;oposal as outlined would establish uniformity throughout the United
States so that all taxpayers similarly situated would be treated the same for federal
gift and estate tax purﬁosea. Under the system proposed it would not matter what
the state law rule might be oonceminf a disclaimer. If the disclaimer is qualified
under the federal rules and if the disclaimed interest is properly and timely redir-
ected by appropriate deed or other instrument it would qualify for federal purposes
whether or not it would qualify for state purposes. This would eliminate virtually
all of rgx‘iet complications and conflicts that exist under present law and provide real
uniformity.

(c) The final reason is simplicity. The way to achieve real simplicity in the area of
isclaimers, as with most complicated J) lems in estate planning, is to spell out
completely and -precisely all of the details ret‘ulred to cove in er to
interpret and apply the law. This is not terribly difficult to do with respect to
disclaimers—it just has not as yet been done. If it could be done in a sintgle federal
statute that is comprehensive and fair and allows for a limited amount of flexibility
in post mortem family planning, we would have meaningful reform.

STATEMENT BY ATTORNEY FRANK S. BeraLL or Corp, BRENNEMAN, TIGH,
KoLETsKY & BERALLE, HARTFORD, CONN.

OUTLINE SUMMARIZING MAIN POINTS
iI. Views expressed are individual ones and do not represent those of any organiza-

on.

II. Policy of estate and gift tax laws is to prevent concentration of large amounts

wealth and power.

A. Revenue raisingels incidental and relatively unimportant.

B. Policy should carried out without interfering with continuation of family
farms and businesses or impairing living standards of surviving spouses or dis-
co ing capital formation. )

C. uction of costs of compliance and simplification of tax laws are important.

Il. While other speakers are stressing importance of rate reduction and an
increase in the unified credit, I will concentrate on the need to expand marital
deduction, both guantitatively and qualitativei}i'l, conform the iloint tenancy rules to
actual practice, ide additional relief for illiquid estates of farmers, small busi-
nessmen and others, increase the $3,000 present interest gift tax exclusion and
exempt transfers for consumption from the gift tax, complete unification of the gi
_and estate taxes by restructuring the provisions dealing with incomplete t:

and transfers within three years of death, revising the provisions conce dis-
claimers, repealing the orphan’s deduction, allowing the unified credit for gift tax
purposes to be elective, broadening the ascertainable standard exception to general
powers of appointment, returning the alternate valuation date to a year after death
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and the return ﬁlingdateofls months after death and permitting elections even
gﬁerthedateforﬁlmganutatetaxremmhaspaued. . -
“ A. Brief history of the present marital deduction and joint propertx' provisions.
i ‘B. Proposal for expansion of the marital deduction quantitatively and qualitative-
ly.

'tlldl; wad tax-free transfers between spouses during life and at death are
vocated.

2. This must be coupled with allowing the marital deduction for any transfer,
which provides the donee-spouse with current beneficial enjoyment, even if the
reihainder is not di le by the donee-spouse.

" (a) All property receiving marita) deduction in first estate must be taxed at death
of surviving spouse as if it were part of latter's estate.

(b) Surviving spouse should be allowed to accept or reject qualification for marital
deduction, in effect giving option to prepay death taxes on a life estate (as preseutiy
occurs) or to ne their payment until termination of the life interest.

{c) Terminable interest rule should be abolished.

(d) Result will be increased flexibility in pre-mortem and post-mortem planning,
without forcing people in second mmmﬁfls to choose between the tax benefit of the
marita] deduction and protecting their children by a prior marriaie.

C. Dealing with the liquidity problems of family farms, closely-held businesses,

etc.
1. Technical improvements to and simplification of the special use valuation rules

is essential.
2. Alternatively, consideration should be given to replacing the concept of

use valuation with a phased-in forgiveness of the estate tax attributable to farms
and closely-held businesses.

_ 8. Definition of closely-held businesses eligible for deferred payment of estate
taxes should be broadened, the most liberal rules of the existing deferred gayment
-election sections should be adopted and expanded and objective standards should be
set to determine reasonable cause for extension of time for payment of estate tax in

all cases.
D. The $3,000 present interest gift tax exclusion should be increased in line with
-inflation and_transfer-forconsumption should be excluded from the gift tax base.
" E. Transfers within years prior to death (except for gift taxes paid on them and
vmeu with respect to life insurance policies) should not be included in the groes
. F. The uncertainties and problems with respect to disclaimers should be cleared
- up and solved.
""Q. The orphan’s deduction should either be repealed entirely or simplified so that
nérmal family trust dispositions would qualify for it, where there are eligible
org\am who are beneficiaries.
s ~ The alternate valuation date should be lengthened to a year after death and -
~ estate tax returns should not be reﬁnred until 15 months after death.
1. This was the way the law was before 1971.
2, Estates large enough to re%uire the filing of federal estate tax returns are less
 than 8 percent of all estates under present law and in many instances it is difficult
ipfe:i%td i}n ible dto té}:tam all necessary data for filing a return within the 9 month
: o) eath.
3. Earlier distributions of estates has not been facilitated by the 9 month (as
against the 16 month) filing requirement, since in most instances extensions are

rejuected anc‘l,gmnted.
.. 4, The period of time during which chu:g:s in values occur after death should be
a ful'lrﬁeear rather than the present 6 months.
- L alternative valuation date election and other elections which can only be
- made on timely filed estate tax returns should be permitted even if a return is
- late, since other penalities exist to deter late filing.

IV. Conclusion.

STATEMENT OF INDIVIDUAL VIEWS OF ATTORNEY FRANK 8. BERALL

The views expressed in this statement and the proposals for changes in the
foderal estate and gift tax laws advocated herein are the individual views of Attor-
ney Frank S. . None of the professional groups with which he is associated
ha sta the h 24, 1980
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g:d are not to be considered as the official position of any organization to which he

longs.
- BUMMARY OF STATEMENT

The basic goal of Co in originally enacting federal estate and gift tax laws
and in the subsequent mes which haze been made to them has been to prevent
the concentration of large amounts of wealth and the power that goes with it, in the
hands of a relatively small number of families. Revenue raising has been only an
incidental and relatively unimportant consideration. In fwtiat‘l?e receipts from the
estate and gift taxes in 1980 are estimated at five billion dol out of total federal
tax collections of six hundred billion dollars. Thus the estate and gift taxes amount
to about eighty three hundredths of a percent of federal revenues.

While estate and gift taxes to prevent a build up of excessive accumulations
of wealth from one generation to another is established policy, it is most imtportant
not to interfere with the national objectives of encouraging continuation o familz
businesses and farms or impair the standard of li of a surviving spouse, It
equally important to eliminate disincentives to capital formation and to encourage
venture capital to invest in new enterprises to provide health growth in the private
sector of our economy. Finally, effective tax inistration, hol down the cost
of complying with the tax laws and collecting taxes, coupled with the maintenance
of respect for our system of vo!untaxz compliance require that the furtherance of all
these objectives be carried out with due regard for the need for simplification of the
Internal Revenue Code. .

It has become increasingly clear in recent years that the complaints by fiduciaries
and beneficiaries of estates all over the country of unnecessary delays and extra
costs of estate administration have arisen not so much as a result of antiquated
systems of dprobfate but rather from administrative problems created by the federal
and state death tax laws. There is a need for a closer intergovernmental relation-
ship as well as for leadership from the federal government to persuade the states to
conform their death tax aﬁems to the federal estate tax, 80 as to simplify the
collection of death taxes at both levels of government.

The extensive changes to the estate and gift tax laws made by the 1976 Tax
Reform Act and subsequent legislation n further revision and refinement to
&hm;gaotg features Tlv‘vhic are oounterp;oductive and tend ttl? df?uf::t the g.btgve_ m:fe-

on jectives. The pending repeal of carryover basis is the major in
right direction. But, nl:v that this ill conceived device has all but been elix%inatad

the tax laws, it is time for the Congress to take a close look at the entire
stru of the federal gift and estate taxes to correct many of the flaws that have
become increasingly apparent as practitioners and the Internal Revenue Service
have obtained experience under the changes in law made over the last few years.

. The generation-skipping transfer tax, an entirely new concept in the tax laws
which was enacted as of the Tax Reform Act of 1976 requires study.
However, while the problems that are beoomir:ﬁ apparent in this area of the unified
transfer tax system are serious ones, due to the nature of the generation-skipping
tax itself there has been far less experience with it in operation ¢ with the other
1976 estate and gift tax changes. Thus, it would be better to postpone any considera- -
**on of the generation-skipping tax until some of the more urgent problems y
:g’x‘)larent in the federal estate and gift tax components of the unified transfer tax

cture have been solved. .

The principal areas of concern of the author of this statement are with the

fundamental concept and philosophy of the marital deduction itself and the rules

Jjoint tenancies with right of survivorshi& and tenancy by the entireties,
since these areas require scrutiny and revision order to make the tax laws
conform to the property concepts that many married couples have and provide
security for surviving X e the present rates of the unified gift and estate
taxes in the kind of tionary era we are in operate far too harshly on the small
and medium sized estates, and the need for a comprehensive overhaul of the rate
structure and en increase in the exemption is paramount to accomplish the above
stated objectives, this statement does not deal with rates or the exemption because
they are being covered extensively in the statement and testimony of Attorney J.
Thomas Eubank of Houston, Texas,

The problems encountered by the familg of a deceased farmer, small business
owner and owners of other relatively illiquid assets include the difficulties in raising
sufficient cash to pay death taxes and estate settlement charges without having to
liquidate the farm, small business or other assets. If liquidation these' most
important small businesses either lose their identity by merging with firms
,lk%‘:rder to survive at all, or elsemare totaltlg &estroyro;’db lin sales gt a s ifice price.

existing provisions designed to deal wi ese ems, such as the special use
valuation rules, the extended payout rules for eatatg taxes and the rules permitting
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£ redenapﬁona from an estate to pay taxes and estate settlement charges with-
t dividend consequences do not give sufficient relief, ‘
In addition to the major areas of rates, marital deduction and joint ropert{; and
the rules designed to provide liquidity, there are numerous other p ons in the
"gift and estate tax laws which should be revised in the interest of a fairer and more
effective transfer tax system. These include the rules governing incomplete ante-

ortem ers, transfers within three years of death, disclaimer, orphans deduc-
ggn and fertam wther technical matters, all of which are covered in this written

STATEMENT

idelines
?ohcy objgzutives of the leaders in the movement which led to the enactment
oderal estate tax-in 1916 (which had been preceded by a federal inheritance
mnd then a period of time without any federal death taxes) were primarily to
¥ up large accumulations of wealth, with revenue ralsi only a seconx'ary
consideration. President Theordore Rooeevelt, before leanv;x’xf office in 1909, referred
to the malefactors of great wealth and the need to curtail their power. views
were shared by many in Congrees who, seven years later, helped the federal
estate tax. The federal gift tax was initially enacted in 1926, re ed in 1928 and
reenacted in 1932. Its pnma? objectives ware to prevent avoiding the federal estate
tax and prevent reduction of income taxes by splitting income producing property
family members and trusts.
the post-enactment history of the federa) estate and gift tax law shows that
over the years there has been little consensus as to whether their purpose was to
control fortunes or raise revenue, these taxes have in fact produced a rela-
tively rtion of total federal revenues (now less than one percent). Therefore,
the present F;tiﬁcation for having these taxes with all the damage they do to small
{ amily farms and surviving spouses must be to prevent excessive concen-
nondw?i;ls?’ d the effici f the tax system in achieving it, cannot
owever, purpose, and the efficiency of the tax system In ac eving it, cann
be the only criteria to be apflied in judging the tax system. Other significant
criteria include the stability o
veliance that major changes in the law will not render the plan useless (or worsee) by
the time the property owner dies; the understandability of the system, at least to
, 80 that it can be dealt with competently in carrying out the
i i ?stem is desirable, it is not always possible to
[ simple and understandable tax structure that is equitable—striving for
equity often results in complexity, creating problems of understandability to proper-
owners and their attorneys); the neutrality of the system, so that actions need not
be distorted to achieve tax objectives; and the certain of the system (a corollary of
both Understan o deral sotels The ety Pl iy hanged
in keep! e an aws 8ul y unc]
from 1948 bhrougllxnfmﬁ.
~ Achieving certainty of sfplication of the estate and gift tax laws sometimes runs
counter to i complete equity since, in striving for the latter, uncertainty is
all too often created. (A key illustration of this is what ha pened to the provisions
t,n_xm%“:tccumulatiom trusts during the enactment of the Tax Reform Act of 1969,
-with her changes made to them in 1976, still leaving an unduly complex struc- -
“ture). This is more important from the standpoint of the property owner than from
that of his law¥er. since uncertainty in the application o the tax laws creates
or the property owner and increases his lawyers’ fees. -
Another desirable principle is that the laws apply uniformly to similarly situated
taxpayers. However, it is not always possible to achieve these results without
foregoing other objectives. For example, an unlimited marital deduction (or even the
nt greater of $250,000 or fifty 3ereent marital deduction) penalizes people who
o unmarried. An ar&;ment could be made that one’s marital status at death
should not determine the amount of the federal estate tax; on the other hand, the
limination of the marital deduction would bring back the inequities that existed
between the eight community property states on the one hand and the rest of the
:g:ntrx on th“o;’;t(l;fer, prior ttl‘: i:: ermet bAect of 1948. It would m me;lta ogu&c;r to
social pol ens| e impact on surviving spouse of- on
the estate of the first tohﬁe.
‘Therighuoftheta.:}n&fmustalsobecomideredinanytaxsystem.'l‘h_e
tgxme'r (in the case Foderal estate tax, it is the decedent’s estate), if
H tly liquid will find that the payment of the federal estate tax im! a
great bardsiyxip, sometimes forcing the sale of family farms, ranches or 1 busi-
hesses or the loss of the family home. Easing the burden of the tax where an
estate’s assets are relatively illiquid is an extension of the ability to pay principle
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;inee, & an illiquid situation there Is inadequate ability to pay the tax without
‘orced sales. .

Last, but not least, taxpayers should have the right to expect an efficient system
of tax collection. In most g:ﬁes this should lead to the earlier closing of estates,
while providing for extensions in those situations involving lack of liquidity or other
hardships.

B. Interspousal tranfers and joint tenancies

The nature of inter vivos and death-time interspousal transfers and how to tax
them has never been satisfactorily resolved, although it was first dealt with when
Congress estab the marital deduction for transfers of separate property in the
Revenue Act of 1948 and then again in the liberalizing changes made to the gift and
estate tax marital deduction by the 1976 Tax Reform Act and the Revenue Act of
1978. The marital deduction was originally adopted in an effort to bring about
greater equality in the operation of the gift and estate tax laws in community
giroperty and common law states, In view of the fact that community property is

vided between husband and wife on a 50-50 basis, the marital deduction was
origina.ll&imiwd to about 50 percent of the donor sgouse's estate. More tgrecisely,
‘the gift marital deduction is the first $100,000 and then 50 percent of the excess
over $200,000 of each &ﬂ from one spouse to the other, and the maximum estate tax
marital deduct::& ti: e greater of g°250.ooo or 50 percent of the deceased spouse’s

e interest of each spouse in community property is ordinarily the equivalent of
outright ownership, subject to the managerial control of the community property
that I:ll::f be vested in one of the spouses. In particular, a spouse's interest in
community property does not ordinarily terminate on death.

Thus, the so-called terminable-interest rule was developed under which transfers
toa of certain terminable interests do not qualify for the marital deduction.
In r words, generally speaking, the donee spouse must receive an interest
somewhat equivalent to outright ownership, for the gift to her to quali{{I for the
marital deduction. The technical requirements to qualify an interest other than
outright ownership for the marital deduction are fairly coﬁglex, and the Internal
Revenue Service and many courts have taken a highly technical approach to these
requirements, with the result that all too frequently good faith efforts to meet the

leﬁl requirements have failed.
community property states, except for a partial marital deduction for the
excess of the $250,000 minimum marital deduction over the deceased spouse's

of the community property (known as the community property adjustment) the
marital deduction is only available for separate property. Under certain circum-
stances, moreover, separate property of one spouse that reached that character as a
result of the conversion of community property to separate pmpeﬂ is tainted for
marital deduction purposes and must still be regarded as comm t{arropexty.m
working out the marital deduction. In effect, the um m deduction
available in a community property state for death time transfers consists of the
community property adjustment and approximately one half of the value of the non-
tainted separate property, but transfers on death of community property cannot be
utilized to make up the allowable marital deduction since only of the communi-
? property is includible in the adjusted estate (the base for the marital

eduction). There are several problems which exist here. First of all, the unified gift
and estate tax transfer laws, despite the above two mentioned ch:ses and numer-
ous tinkerings with the survivorsglip property rules in 1954, 1976 1978, are still
not in accord with the real life assumptions with respect to marital property held by
the av taxpayer in this country.

It would not be an overstatement to say that there is no single problem which
ives more trouble in estate planning and administration than interspousal trans-
ers made without any advance awareness of the fact that they are gifts, causing

great difficulty to those of us who are obliged to advise couples that they have made
unr:g:rted ifts which, whether or not they are immediately taxable, nonetheless
req the filing of gift tax returns and the impairment of the exemption equiva-
lent to the credit against the unified estate an giﬁ;tax.lfanyof&ese.oou les
- should go to some other practitioner who either out of ignorance or by design

to advise them of their need to comply with the gift tax laws, they t be better
off in terms of lowered compliance costs (mostly legal fees) if not actual taxes, than
if they went to a more knowgedgeable or more ethical practitioner.

Many, if not most married couples basicall asproach property acquired by them

. during marriage as ‘‘our mperty." The e{gh community property states (and

Puerto Rico) have adopted this concept to a greater or lesser degree, at least with
mpecttopmpeﬁyaﬁuiredaﬁermarﬁagefromaoumotherthangiﬁsorinher&

tances. The concept of survivorship property (whether it be a joint tenancy with
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Y to in this text collectively as “joint tenancies” or “joint ownership”). The
‘gingle most di ishing characteristic of a joint tenancy is its “survivorahig"
feature. Upon the death of one spouse the title (and full ownership) or a jointly- d
“aseet passes to the surviving spouse. This mht of the survivor to the propertg is not
generally affected by the decedent’s will, other testamentary documents, or by laws

relating to in% .
On its surface, this form of ownership appears to carry into reality a typical and
normal intramarital attitude that “what is mine is yours”. The apparent simplicity
the perceived normality of the arrangement act her as a running tide and
many spouses to blind and unsophisticated ownership of their property in ﬁnt
% tenancy. nthablindneuiscured{atgngledandconfusingwebof ntially
’;di_aastmtaxreaulta and fnmtrateddwpomtivedesiredbecomesviaible. i-ﬁiityu
* that what starts out as a legitimate quest for a symbolic “oneness” is ownership of
the marital go&erty ends as an almost infinitely complex pattern of results at croes
ose sought. No sinister acts or motives bring this about—it derives
rom the application of little-known provisions of the federal gift and estate tax
laws. Seldom is a nsible canvass of these laws made on creation of a joint
tenancy. At a later date, often accidentally, the consequences are studied and
and by then the entrapmex;zgi:e:&&arent. The basic position put forward
le series of events derives from an
ry pattern which can and should be altered to
- remove from the arena of tax-entrapment inter-spousal acts of a widespread nature
which currently run afoul of an unduly complex and little-known area of the law
. for which no sensible enforcement mechanism exists or has ever been conceived.
- - 2, Gift taxation of Je:ntly-owned pmgrties.—'l‘he federal gift tax comes into play
in two aspects of joint ownership: i creation and its termination during life.
(a) Creation: When personal property (other than joint bank accounts and co-
or transfi

Dr. Marx‘m ives her share of profits of $25,000 from her profeseio:
ration and 'destoinvestthemoneyinthestockmr When the y
er arranges the has:ﬁ;t is most likely that he will recommend, or perhaps
d tation, tthestockbetiﬂedintbenameaofJohnandMary
as “joint tenants with right of survivorship” or a functional equivalent creating a
*oint tenancy”. For normal and usual interspousal reasons, this will, in all likeli-
bood.bethefomoftitle.Atthispoint,MaryhasmsdeagiﬁtoJohnofSlz.ﬁoo.
This is because Mary allofthefundsforthepurchasebutmeeivedamte
law property interest only one-half of the assets.!

the actual te wp;rtylntemtamdem-mined ret'ean tomﬂrl“:i
) Eropoﬂlom erence
30 that wmddnotbopofmuymhﬂfexeepﬂnthm lew situations where the
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Real property purchased prior to Jan 1, 19556 was treated in a similar
manner. To reguce the inad\lr,ertent gifts so uently made in the acquisition of
realty owned by married couples, Internal Revenue Code Section 25156 was ado,
in 1954. This provides that no gift is made upon the creation of an interspousal joint
tenancy in real property unless treatment as a gift is affirmatively e on a
timely filed gift tax return. In other words, without the election the spouses own the
real profrt‘{l in proportion to their contributions for federal gift tax purposes.
Howevr, by filing a timely election the srouse who contributes more than his or her
propoﬂ.fonate share may treat the creat
than his or her proportionate share.

The jointly-held bank account and co-owned government security present still
another complication of the joint property mystique. Here there is no gift tax on
creation as such, but withdrawal of more t one's own contribution without
accountability for that withdrawal is a taxable event.

There are thus three sets of gift tax variables at creation of a joint tenancy for
the married couple to bear in mind. Acquisition of stocks, bonds, and all property
except real estate, bank accounts, and co-owned government securities results in a
gift without ang'other action than acquisition in joint form if the purchase was not
made with funds “owned” in the same proportion as the progrty interest acquired.
Real estate results in no gift on the same facts, but it can be a gift if affirmative
action is taken. Bank accounts and co-owned government securities result in no gi
at creation but may result in a gift if a noncontributed amount is withdrawn
without accountability. This is just the beginning, but John and Mary can be
fo,ﬁi‘ven if they are already confused!

e 1976 Tax Reform act added a new fractional interest rule which provides that
where a “qualified joint interest” is created between spouses after 1976, only half of
its value is included in thm estate of the first spouse to die. Among other
requirements to obtain a quali joint interest are that in the case of personal
property, the creation of the interest must have been a gift subject to federal gift
tax and in the case of real property, the donor must have elected to treat creation of
the joint tenancy as a gift for federal gift tax iurposes. The other requirements are
that the interest must have been created by the decedent or the decedent’s spouse
or both after 1976 without any other joint tenants.

In the case of pre-1977 joint tenancies, a qualified joint tenancy can be created b,
severance of the pre-1977 joint tenancy and recreation in a transfer sub to gi
tax. The 1978 Revenue Act added an additional provision to the effect that if a
donor-spouse elected to report a gift of the &ropertiy in a gift tax return filed with
respect to any calendar quarter in 1977, 1978 or 1979, the pre-1977 joint tenancy
does not have to be severed and recreated, but the donor-spouse making the election
is treated as if he made a gift for the calendar quarter for which the return is filed.
The gift equals the appreciation attributable to the donated portion of the consider-
ation fu.gshed by the donor-spouse at the time of creation of the joint tenancy.

The need for nc¥uanal computations in determining the amount of the gift when
a joint tenancy in real or personal property is created after 1978 has been eliminat-

unless the fair market value of personal property can be ascertained only with
reference to the life expectancy of one or both of the spouses.

The above ibed provisions, added by the 1976 and 1978 Acts have received a
very cold reception by knowl le estate planning lawyers, accountants and
trust men. Well advised clients do not create qualified joint tenancies out of pre-
1977 survivorship property. A far better way of lm.ndhng thi:fro‘p:rty is to sever it
into a tenancy-incommon or have a complete transfer made of it to one or the other
of the spouses. Furthermore, estate pl practitioners rarely if ever advise the
creation of any kind of joint and survivorship property (the one exception might be
to hold rearlogoperty in joint tenancy in a non-domiciliary jurisdiction, to avoid
ancillary o?hol te there), r:;\d the new qualified joint tenancy is inferior to other
methods ding property.

Unfortunately, the mqioritg of people and their less well informed advisors are
attracted to joint tenancz and have become even more confused than before by this

y Congress. It is recommended that all of these provisions
be repealed and the law restored to the way it was before the 1976 Tax Reform Act
with reepect to joint and survivorship property except that with respect to inter-
;Founa.l transfers, only 50% of this would be included in the first decedent’s estate.
h‘an unhmim‘tled marital dedu;tiig: ji:m'id&w’ this sh;t;lg frecld ude any need for

vlni ons gove nancy prope e uses.

(b) ermimt!on: The second time John anchigry may run mﬁﬁf the gift tax
laws is upon termination of a joint tenancy during life. For personal property and
real property acquired m to 1954, a gift occurs when one spouse receives more
than his pro rata (on share of the property held in joint tenancy, without

on as a gift to the spouse contribution lees
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e contribution. For joint bank accounts and co-owned government securities,
‘a withdrawal in excees mntz%utgx;h wit:iout acequntability og_eratb:s asa tez;;xix-
those assets and a e withdra spouse. For tenancies e

e an his actuarially-determined

}gﬁrﬁuaﬁﬁmﬂonespomneeimmon actuarially:
-interest. Foi? x property acquired after 1954 as to which no election was filed, a

3

/gift occurs
Lgn.

spouseedonotdividetheprooeedsonthebasisoftheirmpecﬁve

tions.

" In the case of termination of a qualified joint interest (the creation of which was a
axable gift) severance into a tenancy-in-common will not have any gift tax conse-
1 but should the entire property or its proceeds be put into the sole name of
@embothspmmthergstﬂtwinbeataxablegiﬁ. -
8, Estate toxation of jointly-owned properties.—The scheme for taxing jointly-
“owned properties other tenancies in common upon the death of either spouse
a: some surface aspects of rationality, but is an a inistrative disaster area for

he taxpayer. At the death of the first spouse, Section 2040 includee in his estate
hxbm“bo tax the value of the jointly-held properties proportionate to his or her
‘contribution to the cost of acquisition. For exam'}»le, if John died owning $200,000
worth of stock in joint tenancy with Mar{and if John had provided all the funds to
3 the stock, the entire value of the stock is included in his groes estate for
ectatetaxpurpooes.'l‘hieistmeevenifagiﬂoocurredupouthecreationof
the joint tenancy, although an; gift tax paid upon the creation of the joint tenancy
g‘beapplieduacredxt the estate tax.
:" Suppose, on the other hand, that had worked and that her efforts resulted
in & contribution to the cost of the Value proportionate to that contribution
“can be excluded from John's groes estate. Yet to achieve that result, John's executor
*: faces a monumental task, and he is specifically given the burden of groof under
& Treasury ons Section 20.2040-1(a). To_discharge it, he must “trace” the

?mpectiveoontribnﬁonsofJohnandMarytotheooatof uiring the property in
uestion. In many instances, this ma{ involve looking back 10, 20, 30, or more years.

i ible to trace with even a semblance of acc

because these types of records rarely exist and few memories are accurate over suc

enixclgle, assume that a deceased John and his surviving Mary purchased 100
7 stock in joint tenancy in 1940 for $2,000. To the best of her recollec-
Mary believes that this $2,000 came primarily from John's salary but that she
' tod $500 from her savings prior to the marriage. She is justifiably vague
about this, however, and has no records of any kind to substantiate it.'l'hrouf a
sale of this stock and investment of the proceeds in various stocks, John
Mary had $200,000 worth of stock ‘in joint ten at his death. Mar{a $500
prorates to $50,000 and John's $1,500 to $160,000. However, all of the $200,000
in John's groes estate because Mary cannot prove she contributed $500
xmrchne price of the original stock. Such is the consequence of an inability to
an event that occu 85 years earlier—hardly a rational way of taxing

an .

Amngmbﬂity to “trace” the contributions is a result of the same {nterspousal
attitude which created the joint tenancy. John and Mary quite typically tended to
view their aseets as “ours” and it would have been inconsistent—a veritable breach
of faith—to document the source of funds used to purchase property. In the previous
example, that attitude would cost John's estate in estate taxes from little up to the
* full marginal rate, depending on other variables. .
.~ The na%reqxﬁrement, under penalty of potentially heavy taxation if it cannot

be done, another complex rule for John and K{ary In practice they are
virtually never aware of it at the time the crucial acts are occurring, and conse-
quently almost never prepared to meet it. Even a sophisticated and studied cou le
preparing afﬁrxnativalgew meet the burden would have a monumental task.
record keeping would be interminable—a virtual career of premortem planning, for
the records would have virtually no other use than in estaglishing the estate taxes
in the first decedent’s estate.

_ 4. State low inconsistencies.—Both the federalgiﬁtaxandestatetaxlawseendto
run inconsistently with state law concepts of the ownership of joint tenancy proper-
ty. In a true joint tenamheither individual is able to terminate the joint tenaxiz

a_convx:nmtoa party.’l‘het}ﬁrdpartywillbedeemedtomeive
on of the asset as a tenant in common with the remaining ¢ joint tenant.
Thus, there is an “ownership”’ right in each joint tenant s ent fo support a

1 of that joint tenant’s fractional ownership to a third under state law.
Itexistiwithoutregardwhowuxeintemtwasacqnired. whe ergfﬁorfot
-consideration. There is, however, no such “‘ownership” for purposes federal

g
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estate tax if the particular joint tenant acquired his right by gift, or is unable to
“trace” contributions which may have been made to the acquisition coet. ]

A tenancy by the entireties shows some differences here, for no conveyance by
either of the tenants by the entireties is sufficient to transfer title in the nce of
a joinder in the conveyance by the other tenant.

There are additional problems and differences with state laws, such as rights to
income, rights to encumber, rights of creditors, state gift and death tax laws, and a
host off*qm—iabint t!ees. To compoun oonﬁmptison ttlix‘ere is alu;.itthe prollzé;m of th&' oon:lmti:e-
ﬂlnq 0 nancy property concepts with community pro concepts, an

mtabfg varianeescyamongr?he community property jurisdx’::‘iions in dpealing with

ilemma.
This discussion assumes that the vast majority of states recognizes that each joint
tenant does in fact have a property right, and that it extends to a pro rata share of
the underlying pmpemi.e., two joint tenants—each owns one-half interest;
three—each owns one-third, etc. While it-less clear in entireties situations, it is also
assumed that there is a state law recognition of a property right in each spouse, but
its qualification is based on an actuarial computation rather than on a simple
proration as in the joint tenancy situation.

While it is acknowledged that federal tax law need not necessarily be bound by
state law concepts, the Congress should be aware that the more numerous the
differences the more confusion for the taxpayer. The point is that there are few
areas of common experience for American taxpayers which are more confusing than
the joint property area and that such confusion, largely based on taxation statutes,
is irrational, counter-productive and should be eliminated. Since the most frequent
owners of joint interests are husband and wife any step that tends to lessen
confusion in the interspousal area is a big step in the right ion.

6. Problems with the existing Federal estate and gift tax treatment.—The efficien-
cy of m::: can properly be tested by its effectiveness in revenue raising and
by its rative enforcement and equitable application. It is submitted that the
federal estate and gift tax system of interspousal acquisition, ownership, and dispo-
sition of jointly-owned property is defective on all of these counts.

(a) Revenue raising: The adoption of Section 2515 in 19564 appears to have been a
clear recognition of the ineffectiveness of the 3'ointftenancy provisions to raise reve-
nue by the federal gift tax. Certainl‘y. husband-wife ownership of realty is a signifi-
cant economic event—for most couples the most significant lifetime accumulation of
capital they make. If the release of the revenue from so widespread a taxable event
was justified—presumably because of widespread noncompliance with the gift tax
laws—then we may assume retention of the balance of the scheme can raise little
revenue. While the matter of compliance and enforcement is interrelated with
revenue ra:i:]g, these points are separately di . ‘

In final ysis, it is certainly not the revenue burden on the taxpayer that is at
the heart of the jointly-held property problem, A scheme of taxation of such proper-
ty raising identical or greater revenue should be fully acceptable if it could be fau:ﬁ'
administered and enforced and if it was capable of equitable application to
taxpayers in functionally equivalent situations. While actual revenue statistica were
unavailable to the writer, it is unlikely that they are very great in the joint tenancy
giili et:lax area. The other deficiencies in the system far outweigh the revenue in-
volved.

() Administration: There are thorny and difficult aspects of the system which
present abnormally complicated administration problems. Many of the elements are
subjective. Others depend on less than satisfactory evidence. Still others are subject
to no mechanism for verification.

A subjective element is the “inadvertent gift”. What happens when the conse-
quences of a transaction under the statute characterize it as a “gift” and no action
of any kind is taken because there is no knowledge of the provisions of the statute?
Is intent a factor? Should it be? How is intent formulated subsequent to a transac-
tion to be interpreted? Many practitioners have suggested that arguments be ad-
vanced that John and Mary had a “partnership” in the farm, ranch or business,
even though nothing consistent with a partnership ever occurred contemporaneous-
ly with a series of acquisitions in joint form. The formulation of that intent would
be after the fact. Should it control

In the 1978 Revenue Act the concept that spouses were in partnership was added
to it estates of decedents “g{);:ng after 1978 to elect to reduce the value of jointly
and closely-held farm and business property to reflect both an interest factor on
contributions made to acquire the property and a factor for materialzlfaﬁicipating
- in the operations of the enterprise. The armount excludible from the value of an
eligible joint interest otherwise includible in the gross estate is determined by a
formula permitting a reduction of two percent for each year the surviving spouse
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mnteﬂalli partici tgat.ed in the business (up to 8 maximum of 509%). This percent is
then applied to eezeeasofthevalueofthejointinterectwerthesumofthe
consideration ished b{ the decedent plus assumed ap, reciation at the
' rate of six percent simple intereet for the period it was invested in the farm or
) iness and the original consideration furnished by the surviving spouse pius
m appric:ntiion ?t the same rate and for the same period (this is known as the
) consideration).
~ After ying the percentage rate to the excess of the value of the joint interest
- over the adjusted consideration, the adjusted consideration furnished by the surviv-
ing spouse (that is the amount of the surviving :Pouse’a original consideration plus
-~ assumed appreciation at the rate and for the period described above) is then added,
oatting the amount excludible from the value of the jointly held interest otherwise
le. For the purpose of the formula the determination of whether the surviv-
ing spouse mate yparticipatedinthebusineesinagivenyearismsdeina
" manner similar to the manner used with regard to net earnings from pelf-employ-
~-" ment under Section 1402(aX1), thus leaving the last word as to a definition to future
. pegulations. The election is to be made according to tions and must be
no later than the time for filing the estate tax return plus extensions. The adoption
of unlimited tax-free interspousal transfers would avoid the need for theee and
© many other complex provisions.

Wgere the election is unavailable (which will be in most cases) tracing must be
.. done, unless the executor decides to concede includibility of the entire ‘amount of
the joint property. No one who has ever endeavored to “trace” can be satisfied that
there is adequate hard evidence available. Gaining the evidence that is available is
expensive, time-consuming, and subject to abuses, ovegxghts. and conflicts. An
abeence of evidence, or even of a casual recollection, can lead to inequities.

What machinery for detection and verification exists with personal property
acquisitions? Joint account withdrawals? Billions of dollars in stocks and bonds and
bank accounts exist in joint form without any administrative mechanism to
theﬁlingofneceesarygiﬁtaxretum.Whodoea“own" the reservoir of funds in a
joint bank account to which each member of a married eoug}e contributes
separate and si ly compensated emgloyment? How can su¢| i

M v_ariﬁed?lnpointoffact,most ‘tracing” proceeds on the basis of determin-
pu

of funds in that ratio to 'tionofanasset.'l‘hatisaﬁently
inaccurate based on suppositions indulged in only for tax purposes. The fact
is that the commingling was perceived of as making the funds “ours” with direct
ownership abandoned in the process.
© Enf}o)rcement: Enforcement is the other side of the administration coin. It is
) oneofthemxlyweaklinksinthejolnttenancymsystem.
Realization of income is subject to a series of objectiv:ll{ verifiable evidences—
. chief among them being the withholding system and the i ormation return. In the
case of the income tax such enforcement mechanisms as withholding and informa-
tion at the source reporting contribute to enforcement. There is no ogous
system under the gift tax law and one is often innocently unaware that a gift with
tax consequences—has occurred. .
‘I‘hereisnoalertingsignalwhenjointhgro isaoquiredasthereinintho
- {ncome tax area, for example, when witl olding information is filed. And while
n pers and television are filled with advertisements for income tax services
and “tax tips’ from preparers, the kind of information available on the gift tax
consequences of joint tenancy acquisitions is often misinformation. Indeed, much of
the problem may very well stem from an extraordinary level of dissemination of
misinformation in the area. How many inadvertent gifts (unreported as well) have
occurred from advice on title holdinf given to a married couple by a stock broker,
realtor, banker, or car salesman (indeed, by an ill-informed lawyer or aceountant)‘f
“Every‘:ody takes it in “joint’” goes the homily, and John proceeds to open a joint
brokanﬁnwoonnt. acquire stocks in joint tenancy, buy the house in joint tenancy,
open a joint bank account, and buy the car in joint tenancy, because “‘eve:
B 07 83y o s it gt i
is on a wholesale , there are inadve 3
yet no system of reliable detection and enforcement exists. The sopﬁf&u&ed citizen,
.eeunaandachngonmrahadvioe.isatadisadvantage.mspwperdinlmre,
filing, and payment of tax when appropriate is a lonely performance in an area
where “everybody” is certainly not O I two things, and possibly a third. First
wi a an ibly a . Fi t
“would raise the awareness of the problem. Second, it would result in a more
ovephandedtmhnentofallmp:gemi‘inally. it ht raise revenue, though the
+ curious nature of the acquisition of joint holdings & to skepticism on this point.

=700~ 00 - 12
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’ t are generall of an “installment” type. Stocks are bought
gfcwnhneﬁ?ap{.ﬁ;m: mm‘my\dmdwith gﬂoﬁwerdyuult
90k fair statement to suggest ﬁn&tﬁxmﬂ and annual
yxclusi and thus little revenue would be

2
%
§

‘- between citizens of community statec and common law property states.
- mmdm;ﬂttode»fmetho noncom in husband-wife acquisi-
tions of jointly- 1d realty. It is submitted that nei r of these revisions went far

enoug! and the complexities introduced in 1976 and 1978 have not helped the
on. -

Inequity goes beyond the statutory scheme. Uneven administration and enforce-
ment ‘"t’y additional sources of inerguity. How many inequitable results have oc-
-curred because "tractg' could not be achieved or achieved with any degree of
reliability? How equi lehittoaceeptthepmrmdtimel returns and pay-
ments of a careful and sophisticated taxpayer while taking no to identify and
. require compliance from ill-advised taxpayers who are doing what '

does?
- With to in:gl.ity at the level of the statutory scheme, the major chore is to

complete what was left unfinished in 1948—the matter of interspousal transfers. An
example l'h“:lx:s: John and Mary Community Property versus John and Mary
W

)

W Property are a very similar couple. Equally dili-
: what “everyone” does'in a common law state.
mumall eir assets in a joint tenancy. They view it as a substitute for a s
jes. So far, so He has an estate composed of the full $500,000 but he
a surviving and the joint pm%o ualifies for the marital deduction. So,
mkﬁlwmm«tateofs ,000. Then Mary Common Law Proporty
dies. Her estate is $478,600 (the $500,000 less the estate tax). Her tax is $92,209. The
Wminhotbmmmsnsm. Myr. and Mrs. Common LawPrgﬂy have
aw i 370,809moreinfedernlestatetaxesthanMr.aners. mmuai:f
the sequence of deaths is reversed, the difference is also substantial.
d there is no marital deduction. His federal estate tax is
$98,800 compared to the $42,800 by his friends a few miles away in the
community property jurisdiction, a difference of $56,000.
" 6. A possible resolution of the problems.—The preceding material is intended to
something of a horror story. It is a story with at least these chapters: Great
complexity; Low public awarenees; Widespread misinformation; Widespread non-
com : Difficult administration and enforcement; 8 low revenue pro-
d ; Inequities among citizens of the same and of different states; and Insuffi-

- It has been that an extension of Section 2515 to all inf t tenancies
Mde.xzhmmmzwmmwmﬂnm
i liminated, all of nt uncertainties
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the particular purposes of the marriage while acting as if there were no federal gift
taxes as far as husband and wife transactions are concerned. That translates to an
isting pattern of interspousal transfers being made with a widespread and fla-
grant ard of the existing federal gift tax laws. Since no great impetus to
correct this appears to be forthooming, it would aptmar to be a logical extension of
-the statutory efforts of 1948 and 1954 to “provide that no arrangement of property
by and between spouses during life in any form of title in their names whatsoever
will be a taxable event for purposes of the federal gift tax.” In other words, there
- gshould be totally free lifetime interspousal transfers of property for federal gift tax
purposes.

:° Admittedly this is a broad progosa! to deal with the joint interest problem.
" However, the joint interest form o title holding is really just symptomatic of the
- whole area, although it symptomatizes the worst part of the disease.* To cure joint
tenancy problems only while leaving other interspousal transfers as {8 would again
create mass confusion. The auﬁgestion is simply a “giveup” of a major area of
noncompliance. This woul ﬁ: far toward making

the territory under exploration a civilized and settled one.
) ot?ttihmony vgetail '&ropoeed andinexistlng p;mrtod%r&ting elements to curtail reckless use

o privilege. These are an integral of the proposal.

1. t estate tax cha are daimble?—-v};\at of the estate tax? Profound
qneations can be and have been raised by others concerning the estate taxation of
“marital property’” and interspousal transfers. The purpose here is not to addrees
- guch broader questions, but to examine only the widespread use of joint property by
. married couples. As an extension of that concern, two estate tax problems are

important. One is the estate taxation of jointly-heid property. The second is the
_ problem inherent in the free lifetime interspousal transfers proposed as a solution
to the former when death occurs within three lﬂears of the transfer.

8. Problems in estate taxation of jointly he property.—The principal problem is
that of tracing. Tracing is an extremely inexact activity, and the necessity of it to
~ achieve a reasonable result is a heavy burden for taxpayers who never knew

roblem was coming. There are undoubtedly :nany situations where inequities arise

gem‘ use of the abeence of records or the absence of & surviving spouse in
n of his or her faculties, including an accurate memory.

It would seem that this tracing problem should be susceptible of a reasonabl
gimple solution. The problem is the inexactitude and inequity of tracing. It
submitted that a rule of certainty, easily applied, administered, and enforced, would
be an answer.* The estate of the first member of a married couple to die owning
jointly-held property would include one-half of the fair market value of that proper-
ty. No tracing would be required or allowed. While it could be argued that the
tenancy by the entireties situation should be treated differently, with the use of the
actuag;l value, as distinguished from a simple fraction of one-half, it is submitted
that it is desirable to come reasonably close to a national standard which can be
aﬁlpl_ied evenly in every state, and that the half and half treatment does this with no

cant loss of revenue.

Inter vivos interspousal transfers within three years of death.—Regardless of the
overall solution of the problem of transfers within three years of death, how should
the suggested free interspousal lifetime transfer tProblem be handled? Let us first
look at a situation more than three years before death which does not involve {oint
-property. Despite his awareness of the unified transfer tax, John thinks that his
estate planning will best be served by constitutlng‘ Mary the owner of half of his
asects. He transfers into her name alone some 250,000 of his $500,000 estate,
- petaining the other $250,000. Even thoufh this gift is outright, John has no tax to

because of a marital deduction of $125,000 plus $3,000 exclusion, leaving & net

ift against which a portion of the exemption equivalent to the unified credit will be
offset of $122,000. John dies leaving an estate of $250,000. His estate can still use
$53,625 of the exemption equivalent to the credit and with an optimum marital

«There is, for example, the nightmarish area of untitled mslemml rtﬁ'lmch as household
.fumhhinm.&omefmmnofhncib&epemdpwgny.u as art coin and stamp collec-
ﬁmeanbeupodwﬁuofeomidaublevalue. ew married couples consider their

pa-.oultynmythineothu;than;?:::".th h the laws of most states would not accept &

'mmctmmtmldbe:rpro whether or not there were free inte

st death. It would be a rule of ce tywdw ofﬂwdnoltbcgvumud
the decedent. If there were free in fars ot death, it would simply

under such procedure. If not, it would enter into com of the marital deduction as joint
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ded:ztx&g:ovhion there would be a marital deduction of $196,375. There is no tax
on .

At Mary’s death, her estate includes the $250,000 given her by John and $196,376
received as marital deduction assets for a total of $446,375. The federal estate tax on
her estate is $82,284. .

John could, had he wished, have chosen not to use the marital deduction leaving
Mary an interest in a nonmarital trust. Since his estate had only $63,625 of
remaining exemption equivalent to the credit there would have been a tax of
$52,498 and at 8 8 uent death the tax on her $250,000 would be $21,400,
makiﬁatotalof 3,898. gives a tax saving, as a result of not using the estate
marital deduction, of $8,386. From a planning vi int this might not be worth-
while saving, considering the loes of the use of $52,498 during Mary’s life after
John's death but it illustrates the interaction of the taxes.

Now assume that the suggester] free interspousal lifetime transfer provisions are
the law, and that the transfer to Mary is beyond the three-year period. The bi
difference is that the unified credit is preserved in its entirety and can be
without diminution against the estate tax in each estate. This is equivalent to the
usual situation in a community prorertmrisdiction. Equity demands that similar
treatment be accorded married couples throughout the countrly.

Now take the same transaction into the three-year period. It would appear pro
to assume that if a substantial donative transfer was to be made at a point in life
which might be within three years of death it would be done with sophisticated
advice. That advice would very typically be accompanied by the esrepmtion‘ of a
dispositive instrument which would use an optimum marital deduction formula.
Hence, even if gifts-made turn out to be within three years of death the overall
disposition of the estate after the transfer is up under Section 2035 will still
result in substantial tax saving at the first death. The gift might have resulted in
tax, but this would be only r exhaustion of the exemption equivalent to the
unified credit of $175,626 and full utilization of the $100,000 gift tax marital deduc-

tion.

1t takes little imagination to conceive of circumstances in which very large
transfers might be engineered from a death bed with a consequent heavy loss of
w,lﬂ realization of revenue. To switch the tax timing on $3,000,000 from a terminal-
ly ill spouse to a healthy surviving spouse with no other assets would poetpone
realization of $444,400 in federal estate tax even assuming full use of the estate tax
marital deduction. The re for $6,000,000 of assets is $1,061,800 and that for
$10,000,000 is $2,112,200. To mpone realization of amounts of revenue in this
magnitude by admitted death- transfers is certainly beyond the purview of the
sugﬁ:tiom being made here.

t then would be a sensible form of limitation on an otherwise exempt trans-
fer to a surviving spouse during the last three years befcre death? The principal
objective being urged here is to permit all U.S. estate taxpayers to “spli " their
taxable estates with their surviving spouses during their lives without g! tax
consequences and with effectiveness for estate tax purposes. To await th to
achieve this under the pattern set in 1948 means that it will not be achieved if the
less affluent spouse precedes the more affluent spouse in death. In such cases
lifetime transfers to achieve the split without risking the less reliable sequence of
death seem to be the equitable answer. If Section 2035 is not all but repealed, as
recommended elsewhere in this statement, then the concept of the “split” but no
more should be structured into a revised Section 2035, This would call for a gross-u
in the estate of a decedent of all transfers to a spouse with the three year perl
followed by includability in the decedent's estate of all assets in excess of —
essentially the same thing that hap, in applying Section 2036 to qualified
transfers to a surviving spouse under Revenue Act of 1948,

Another brake on massive death-bed transfers in large estates is a reference to
simple and intelligent estate taxation mathematics. It is readily apparent to the
mmt{.f:f estate planners that the use of a “100% marital deduction” or complete-
ly lifetime interspousal transfer of all property to a surviving spouse w be
appropriate only in small estates. So long as there is a graduated tax bracket, total
taxes on both estates will almost always be higher if the entire quantum of the
property of both spouses is taxed at only one time rather than two times. Simplisti-

viewed, the estate tax exemption of the first deceased’s spouse is lost if all of
the property is taxed at the death of the survivor. Perhaps then the overall situa-
i beurvadbymakiﬂtmiblebomafuelifeﬁmeintenpmmal
transfer or a “100 percent marital deduction” while leavinango appropriate profes-
s!ooglaé :epplimtion of planning concepts the way in which this particular privilege
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10. Inter vivoe transfers of joint and community property.—As previously men-
tioned, there should be a r change with res to inter vivos interspousal
transfers. The gift tax marital deduction, unlike estate tax marital deduction,
does not permit a 100 percent deduction for \asoto 50 percent of the estate. The gi
tax payer gets a deduction for the first $100,000 (in excess of the annual excl )
of the actual amount given to his spouse, no deduction for the next $100,000 and a
deduction for 50 percent of the excess over $200,000. This means that returns must
be filed for relatively small gifts, a requirement fre?:xnently ignored, leading to
disrespect for the law on the part of many people and impoeing onerous filing and
pa'ﬁeent requirements on the conscientious and well advised taxpayers.

same policies that led to adoption of the Section 2515 exemption fromn the gift
tax of the creation of a tenancy by the entirety or a joint tenancy with right of
survivorship between husband and wife in rea) estate (in the absence of an election)
should be e ded to many other interspousal transfers made inter vivos. Section
2516 should be extended so that all transfers into joint ownership, including commu-
:i;yd:roperty transfers, by either spouse, regardless of the source of the funds,

be treated as exempt unless the spouses elected to have them treated as
com| i transfers. Thus, the umbrella of Section 2515, now limited to real estate,
should be extended to stocks, bonds, savi acoountsandallotherttgzesofpropero
ty. Even tenancies in common should fall into this shelter, since tendency of
peog}:increatingallofthe:ﬂiointintemtsiswgivehalfofan ate amount,
so that such a rule would ly rather closely parallel the present policy on joint

tenancy.

Undcgr existing provisions of Section 2515, termination of a real estate joint
tenancy between spouses or a real estate tenancy by the entireties may or may not
result in a gift, demding on the ratio of original contributions and the roperty
interests acquired. is freqgently the occasion for an inadvertent gift. nsion
of i 15 to m of property, without any attention to the inadvertent gift
problem, would e te the existing problems of noncompliance in this area. As
an inducement to taxpayer awareness and compliance, a new type of taxpayer
election in this area is 8 below. ’

Unawareness is the reason that many transfers into interspousal co-owner-
ship form are not coupled with elections to treat the transfer to the noncontributing
spouse as a gift. Existing Section 2516 requirements uiring the election to be
made on a timely return operate as a trap, for when the couple finally becomes
aware of the possibility that the transfer ml&ht have been a gift, it is almost always
too late for a timely return. To constitute the noncontributing spouse as an owner
then would require a gift of the entire one-half interest. Appreciation and inflation
aggravate the problem since current fair market value would be involved in a
transfer at termination of the joint interest. If that valye is higher, and if the
termination would involve a transfer of an asset acquired by gradual payments over
a period of time, the gift tax consequences can be very severe.

As an example, consider a house bought with a purchase price of $50,000 and a
$10,000 down payment. M.ort%age yments in annual increments are made. Had
elections been made on timely gift tax returns to treat the down u{)aa{ment and
annual mqr'gaﬁ:epay;nent as gifts, little if any of the exemption equiv ent to the
credit against umﬁedgiﬁandestabetaxwouldbeused.Ontheotherhand,if
?heelgcﬁonsarenotmadeandifaaeveranceiseffectedon a scale with each spouse
reeeivmione-half of the proceeds and the appreciated value is $250,000, the conse-

ce a$125.0003i£(ofwhich$25. is in excess of the gift tax mari
uction) by the contributing spouse to the noncontributing spouse. This can be
very disadvantageous in many situations.

A relatively simple statutory change to permit the election to be made on a
return, whether timely or not, would relieve the situation. It is particularly perti-
nent if the Section 2515 change is made, for nonrealty ers are
virtually han in this fashion now. Acquisition of a security in joint form under

law involves a gift. The tax now remains due, based on fair market value at
acquisition, under toda slaw,andeanandshouldbepaidonantum,whethar )
timely or not. The leeventwasacquisition,annotanythingmhequent.m
hboingurgedbmforexpandedSection%lShthatacquidﬁonremahthetaxsbh
event, withthaelwﬁonanﬂablotomatthemnsforuagi&atanyﬁmem .
muﬁﬁm.hmmmequuﬁmdqiﬁmwwouldmmdnmmﬁlm
opoﬁaescloaethetranmﬁon,but,when t is cl the closure would relate back to
wquisiﬁoncostmdwouldnotrequimafairmarhtvaluetramferatthedaud

closure.

11. Joint at death.—If section 2056 is amended to t the titative
exanaton of the Taarital deduction this will end maniofthemmipmblm?vlu:;mpoct
tojointtomncypropertybetweenspomeaatduth. ever, should the Congreess

E
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not be willing to go as far as to %zmit the unlimited quantitative expansion of the
marital deduction, then Section 2040 should be amended so that at death only half
of the held in any form of tl{c;int ownership between spouses would be taxed
in the te of each spouse, without the need for tracing. The complex rules
enacted in the 1976 Tax Reform Act and 1978 Revenue Act, introducing the new
concepts of qualified joint tenancy and related problems should all be repealed. But
any held in joint ownership for which no gift tax has been paid at the
creation of the joint should be removed from the adjusted groes estate in
figuring the base on which marital deduction is computed at death. This is the
present approach to community property.

12. The unlimited marital deduction.—Dissatisfaction with the marital deduction
stems from these concerns: First, it does not achieve complete equality of tax
treatment as between community and non-community property states because the
marital deduction for lifetime transfers is limited to 50 percent of the value of each
gift to the donee after the initial {IIIOOOOO deduction and the non-deductible
gecond $100,000.¢ , it still results the imposition of a transfer tax or at
least the impairment of the exemption on the movement of &roperty from spoiv» to

use and forces them into an unnatural record-keeping of inte: transie:s if
htobeoom&liancewiﬂathelaw.'l’hird,frnuentlythetax t has to be paid
as a result of an interspousal transfer comes at the death of a spouse, a time w|
significant sources of income may disappear, and hence not a time when a further
economic adjustment should be requg'ed to pay taxes on the transfer. Fourth,
unneceesary complex distortions are n to give the ving spouse on
donor spouse’s death the optimum marital dﬁuction to avoid overqualg/iong and the
unnecessary ‘Hramidmg tax in the surviving spouse’s estate (an interrelationship
exists with exemption equivalent to the unified credit, other credits and the
genernﬁom-sukcig_ging transfer tax); and Fifth, in smaller estates, the 50 percent
marital ded n 18 frequently inadequate to provide the surviving spouse with an
adequate tax-free amount

A 100 percent marital deduction with no disqualification of community property
would eliminate all the concerns mentioned in regard to the present marital deduc.
tion and bring to full fruition from a tax standpoint the often expressed attitude of
husband and wife t.hatig the property is “ours,” without regard to the technical legal
ownership requirements.

Under present law the unified gift and estate tax rates might be built ngeby

i e transfers to persons other than the donor’s spouse to the point where
adequate provisions could not be made for the spouse at death out of what would be
left after the tax bite. This danger did not exist to the same degree under the pre-
1977 dual tax :ﬂ:tem because.no matter how extensive the lifetime transfers were a
fresh start at bottom of the estate tax schedule was available to the 50 percent
dtl;‘a’:wah?uld,not qualify under a 50 percent limitation on the maximum mrarital

on.

A 100 percent marital deduction makes it possible in passing property on to
otherstotakefulladmugeofthzbottomtmnsfertaxbmckeuofboth’s’poum.
Even though all the property is owned by one spouse, the donor spouse can pass one

:

half over to the donee without any tax, and the donee spouse can give half of
that half away in her ime and the erhalfonherdeath,andthedonorm
can do . This results in only two bottom rate schedules being utili

ion of the 100 percent marital deduction would cause some revenue loss.

to ix C to the American Law Institute 1968 Reporter’s Study at

page 410, in the run the revenue would be about 7 percent less than with the
pre-1976 50 percent marital deduction.

13. Extension of the credit. for prior transfers.—If the donee-spouse dies first, half

of the property will be included in her or his eetate, and the entire rty will

subsequently be included in the donor-spouse’s estate. This is t:‘r

roblem that
ally exists where gifts are made to a spouse. It can be alleviated by an extension of

the existing credit for property previously taxed in the estate of one spouse, with
&eﬂmhaﬁond&epgmn?{en-ywﬁgﬁmdm%mntmndMMt
-occurs every two years. This extendedcreditmleforprqpertypnvé&u&l{

taxed in inter-spousal transfers would permit a looofpercentundmﬁnnhed
of the number of years between the death of the spouses.
unfortunate whipsaw consequences of the same property being included in
the estates of two decedents (usually spouses) could be solved by extending the

s Under wmmumiz mﬂy laws half a husband’s accumulated for example, wil!
become his wife’s w taxable transfer, and will thus be re from
estate even if the wife is the to die. In a common law state the husbend would
all the accumulated earnings taxable in his estate, if he survives, unless he had made gifts to
his wife before her death.

-
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mitigation of the statute of limitations frovisiona in Sections 1311 through 1815 into
the eal with inconsistent income tax determina-
tions that either give the government or the taxpayer an unfair advan which
cannot be rectified because of the running of the statute of limitations. provi-
sions permit the reopening of the statute of limitations under certain conditions in
the interest of fairness. However, they are quite complex and the extension of them
to the federal estate tax will add further complexity to them. The same objective
can be accomplished through the use of the above-described 100 percent credit for
on prior transfers between spouses. .

14. Qualitative-expansion of ¢ marital deduction and elimination of the termina-
ble interest rule.—’ marital deduction should be available for any full income
interest passing to the surviving spouse, re&ardless of whether there is a general
power of appointment aooompanyinﬁt. In other words, any transfer which provides
the donee-spouse with the current neficial enjoyment of community or separate
Eoperty should qualify to the extent of the full value of the property. In the case of

come-producing property, current beneficial enjoyment means the right to receive
theinoome.'l‘hus.atmsferintmtwithdirqctiomwpayg,heincomeg.othe
donor’s wife for life, with remainder over to dem%nated beneficiaries and with no
power in the wife to change the destination of the property on her death would
qualify for the marital deduction under this current-beneficial-enjoyment test. This
ty{;cof trust can be used where the donor-spouse wants to protect his children from
be left out as a result, for example, of the second marriage of his spouse.

Deductibility would be available in the first estater,vrrovided that the interest is to
be included in the second one. Furthermore, the surviving spouse should be allowed
either to acce] orretctthemaritaldeductiontaxresutinthequalifyinqlimited
g.wmtmﬁm mc oB\:l :{x‘:re he or she r::eives onlt a ‘l!ife m 'l‘hg:, in t}fﬁecit;

L ve an option to prepay the dea when there
a straigh:llﬁ estate, but still receive &i life estate.

In essence, the Section 2056 terminable interest rule would be abolished in the
interest of simplicity, to make it easier for the non-specialist to avoid problems and
to avoid the whipsaw effect of the inconsistency involved in requiring inclusion in
the survivor's estate in situations where the marital deduction is not always availa-
ble in the estate of the first spouse. This is illustrated by cases involving overly
broad powers to allocate between principal and income or to retain unproductive
assets, so that not all the income requirements for a marital deduction power of
appointment trust are met and cases where the power of a%polntment does not
qualify as a general mer of appointment under Section 2056 but nonetheless falls
fon 1 definition of a general power of appointment. Another
example of cases which would be ameliorated by this change are those where there
is disallowance of the deduction in the first estate because of a requirement of
survivorship running beyond the allowable six-month period which actually is satisi-
ﬁedsothatttehepropertydoeeinfactpauwthesurvivinsspouseandiamedintlw

place upon a property owner. He must do somet! th his property that he
mightnototherwisewishtodo.Whﬂehemaybeperf ywillingtoprovxdeforhh
awm,hemynotwanttodothisinawa thatallowsthatspomewdivertthe
from his children after his death. fears may involve a concern over
themrvivmga;éamue’aremarﬁaseorwhereadonorhasafamilybya
spouse then remarries leadi wthefeartlmttheaecondapousewillnot
make adequate on for the chil of the first marriage. To mitigate this
situation, a limi intere-tshouldbeallowedwqualifyforthomariuldeducﬁon.
lfthedeeedent’sspmmeleavecthesurvi' spounanintarestwhichwﬂlame

estate.
Perhaps the worst aspect of the present mquxr:jr:;x{: is the compulsion they
ectl:

2

property.thenthoﬁnteotateisallowoda the

tum of ownership which requires estate taxation when he or she later dies.
rather parallels the present marital deduction, except that it substitutes for
the technical terminable interest rules a basic rule which simply and directly states
mzmmumqumﬁmmmxmmﬁhmmmum
cause inclusion in the surviving spouse's te if retained until death (which, of
maamthat.lfthemrvivordhpoeesofitbeforedeath,ithsuwectm
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instrument, if the widow accepts this tender, it should be deductible in her hus-
band’s estate and her acce ce of it.as a marital deduction gift will constitute a
stipulation that it will be includible in her estate when she later dies. Unless her
husband expressly conditions this bequest on her acceptance of it as a marital
deduction bequest, however, she could take the property rights but decline the tax
ol uences through mortem planning and prepay the tax by declining to
take it as a marital deduction gift. She could still have the right to the income (she
need not forfeit her rights under the will) but she only declines to take it as a
marital deduction gift. .

Protection of the husband’s other beneficiaries is important in such a situation.
This could be accomplished by having the additional tax caused by this unanticipat-
ed enlargement of his taxable estate borne specifically by the assets which caused
that enlargement, that is, the assets tendered but rejected for the marital deduction.
Of course, the husband may include an apportionment clause to the contrary, but
Sections similar to the tax apportionment for life insurance under 2205 and er3

,o_f t:g ointment under 2207 should be put into the Code to deal with the unp ed
situations.

These proposed changes should not cause a significant loss of revenue, but would
give more more ﬂexibl;xlax:r to estate planning, particularly at the post-mortem stage;
the election could actually i because

result in partic cases in revenue advantaﬁz
of prepaying of taxes that would otherwise not be due until the wife’s death. This
election, however, would most likely be used in cases where it would be advanta-
from a rate viewpoint. In any event, where it does reduce the tax, it does so
removing an inequity rather than creating one.
The introduction of current-beneficial-enjoyment test, allowing a qualitative ex-
ion of the marital deduction and the accompanying elimination of the termina-
le-interest rule might be said to give the common law states some advantage over
the communityproperty states, in that in the latter the surviving spouse will end
up owning outright, with full control, one-half of the community property, whereas
in a common law state the same tax benefit can be produced by giving the surviving
wnly a life interest. This is true, but even in a community property state the
’s half of the community property could also be quali for the
maritel deduction by giving the surviving spouse only a life interest therein. More-
over, it owuld be possible in a communit; progerty te, if one spouse can transfer
his share of the community property to the other, for a spouse to transfer his share
of the community property to the other spouse without any transfer tax cost and
then the receiving spouse could deal with the entire property in the same way as in
a common law state.

As previously mentioned, if terminable interests qualify for the marital deduction,
then a transfer would be considered to be made by the donee-spouse whenever the
current beneficial enjoyment ceases. This will be on her death, if she is given a life
interest, but may be prior to her death if she is given a current interest until she
remarries or for some stated period of time. Thc:arroperty she is treated as transfer-
ring on the termination of her current beneficial enjoyment may to predeter-
mined beneficiaries, It would not be fair to her to su her r assets to the
payment of the tax assessed on this imputed transfer. Furthermore, the tax on this
transfer should be at the top rate for the taxable period involved, so that the tax on
other aseets transferred by her in such period is not higher than it otherwise woul
be. Insofar as deathtime transfers are concerned, this will mean the imputed trans-
fers will always be taxed at the donee spoutz'n uitimate p rate. Insofar as lifetime

[-Y

which other transfers are taxed.
I&Eleetbnasto!im%' itionof!ax.—Underthegmentmaﬁhlc}ed i

;

there is no election & le o pay the tax on a marital deduction gift at
the time of the transfer and eliminate from er taxation the movement of the
beneficial t out of the 3. Somewhat the same end may be
&coom)| zgi‘ the a benefit that does not g for the
a is a curren
the ares of marital deduction gifts will tremendously. An election
should betg:ntotuatu marital deduction gift as to the
transfer tax at the it is made wiith provision that no transfer tax d then be
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imposed on the termination of the donee-spouse’s current beneficial enjoyment. This
would mean that if the entire current benefit were conferred on the donee-spouse in
the form of life interest, one-half could be taxed at the donor-spouse’s death and the
other half at the donee-spouse’s death (or any other fractional division), if that
appeared desirable in the icular case. Also, the donee-spouse could be given the
outright ownership of property and an election made to pia}y a tax thereon (or on
some part) at the time of the donor spouse’s transfer and, if the property on which
the tax had been paid could be traced, no tax would be payable on its {ransfer by
the donee-spouse. .

16. Analysis of the proposed expansion of the marital deduction.—The major

lem with a complete exemption from tax for transfers to a spouse is that these
would be at the expense of transfers to other members of the transferor’s family.
When the spouse will need all of the income to live on—as will usually be the case
with the small and medium sized estate—this result should not have an adverse
effect. However, in the case of a | estate, where the income is more than
sufficient to satisfy the spouse’s needs, the tax “pull” of avoiding all tax may lead to
unwise dispositions ignoring other family members, at least until after the spouse’s
death. A shift to a current beneficial enjoyment tﬁeory (qualitative expansion) for
marital deduction qualification would ameliorate this situation, particularly in cases
of second marriages and children by a first marrig:. b{ permitting the first spouse
to die to contro} the disposition of the property r the surviving spouse’s death.
Nevertheless, the problem will to some extent remain. Another problem is that
when a part of the estate is more than sufficient to satisfy the spouse’s needs a
question arises as to whether postﬁgnement of the collection of all tax as a result of
an unlimited marital deduction should be permitted. These two problems could be
dealt with by putting a ceiling of one or two million dollars on the quantitative
expansion of the marital deduction.

C. Liquidity Problems

One of the most important Yroblema in the federal estate tax area involves the
illiquid estate, whose principal asset is a farm or closely-held family business or
even some other asset the forced sale of which would cause considerable hardship.
These problems can arise as a result of improﬁer estate planning, rapid appreciation
in the value of an asset, or reluctance to sell an asset for sentimental or business
reasons. The inability to pay death taxes in a timely fashion is referred to as the
“liquidity problem’’

reful business and estate lanninsecan help to eliminate the liquidity problem.
Moreover, the tax laws already provide installment payment %rivi eges for use in
situations in which an estate contains a farm or other closely-held business. How-
ever, experience has shown that these installment payment privileges are not
liberal enough and certain othér provisions of the Internal Revenue Code create
barriers to the use of those privileges.

e special use valuation rules of Section 2032A were enacted in 1976 to ﬁive
special treatment to farms and closely-held business real estate, by permitting them
to be valued on the basis of their actual rather than potential use.

The problem with these special use valuation rules is that they violate the
criteria of neutral:tg. uniformity and equity, while adding substantial complexity to
the planning and ministration of estates with this type of propertty in an attempt
to avoid creating new estate tax shelters. On the other hand, they fail to cope with
the problems experienced by most other illiquid estates without these assets. While
these rules have found acceptance by many farmers and their tax advisors, the
Internal Revenue Service has administered them in such a technical and hostile
}nrs:‘neuhat the Congressional objectives in enacting them have been largely

rated.

Two alternate approaches can be taken in this area. One would be to make
technical improvements and simpli the operation of the rules, making it clear to
the Treasury that their administration is not to be handled in such a way as to
frustrate their underlying legislative polic* The other agcﬂroach would be to replace
the use valuation concept entirely, re u:? on 2032A and related
statutory complexities. This should only be done i the farm organizations are
samﬁeg_' that farmers would be better off under a different system tgrovidimater
relief for all illiquid estates and closely-held businesses, relieving their hai ps by
establishing rules that set more liberal and objective standards in granting exten-
sions for Kment of federal estate taxes, coupled with a phased in forgiveness of a
portion of the taxes owed by qu ing farms and closely-held businesses (whether
o; a::: g:ﬁllatter own real estate) if their operation continues to remain in the hands
of the y. : ; ‘

It is ex that the proposal to allow an unlimited marital deduction ‘will
substantially ease liquidity problems by poetponing the death taxes’ which would

y
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otherwiaebepayableonassetstramfened pmme‘l‘huwillgivothe
mmtimetophnforthedhponﬁonofanﬂliqmd at the best

pocsihle pm or altemhvely. more time to accomplish businees and estate plan
vailability of funds when death taxes eventually become due

insurethesacurityof Mvingmaotgebeea u;gwill utlu?ﬁill b:mllhel LA+4

a use o neceasary to
raise funds to wﬁaytuesmthrupectwafamilyfarmorbume; until after the
death of the widow herself. It is expected that these benefits will be of special help
in connection with estates of moderate size.

Inaddxtion, a reduction of transfer tax rates will helg to ease liquidity problems,
hylawu'ingtheamountofmduemthmpect n asset.

Besides the proposals outlined above, which emllymstall
specific are contained here which are design ed to ease limgopmbleml
inthocmeof estam containing farms and clooely-held busineases.

cases seems appropriate, because such estates tend to encounter more
sevmliquiditypmblemathandoestateeoontmmngothertypuofmm

To mztherchangesinpmentmlutomakexteasierforestam tajnig
farms or other closely-held businessee to qualify for installment payment of dea
taxes over periods of up to 20 years

tohr:band certain ﬁducuu'iea should be able to obtain a discharge from
personal ility for taxee on illi dnseta,whenthetimeforpaymentofthm
taxes has been extended, that the executor or fiduciary pays those taxes
which are not subject to the extension and furnishes adequata security for payment
of the taxes. In general, subject to normal businees safeguards, a
interest in the id asset will constitute adequate security in such cases.
ingly, the Government should not only permit deferral of taxes, but should bear
partoftherhkthattheilliqmdassetmaydeclineinvaluedunngthedefeml

od.
me:ixecutou should be permitted to enter into security agreemontc,inlieu of bonda,
when extensions of time for payments of taxes are requested. A modified
qummcintwomdbemtﬁndMuﬁmtbﬁtgwahWMWmhgwmugz
agreement provisions are not utilized. In gene: security agreemen
wouldreeembletho.eauthormedby&atelawund meU form Com Code.
Additional time should be provided for making redemptions of closely-held busi-
neuatockatupitalgaimmmwpaydeathtaxesatt table to the inclusion of

that stock in the groes

These rovxswns, taken together, should make it poesible for the
owners of any viable armin!a ration or closely-held business to genecrate the
resources needed to pa taxes and estate settlement costs which become

dueatthetimeofdea with respect to such assets.

1. Broaden itions of closely-held business eligible for deferred payment of
estate tax.—(a) deferral sections: Section 6166A permits installmen peyments
of estate taxes attributable to a farm or closely-held buainen for up to ten years (if
th‘mtofdm%te)s oxeeedse:ther:!tﬁ glthagmestataorso
percen taxable roadly o a business as
one in which 20 ntoftbevﬂueofmneuuinﬂw t's estate or in
which there are 15 or fewer. or shareholders
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vecommendations for liberalization of the Section 6166 and 6166A extended payout
vrovisions. There should be no material participation requirement in order to have
the farm or other closely-held business e ible for the fhased in forgiveness and
extended payout requirements. (Senator Wallop’s bill, S. 1984 proposes repeal of the
material participation requirement with respect to the s use valuation rules,
since many commentators have been critical of the restrictive character of this

requirement.)
%e hased in 16 tax forgiveness provisions recommended above as a replace-
ment for the use valuation rules would greatly simp! estate administra-
tion of farms and closely-held businesses, since there would be no need for a
vecapture tax, no more concern over material cipation or over the other prob-
Jems created by the eomgl‘exities of the special use valuation rules.
" The definition of an terest in a closely-held business should be breadened to
deal with situations in which an estate may be unable to pax the tax because its
nsist substantially of an interest in a farm or unliquid business which does
ot meet the present tests. Thus the definition of a closely-held business should
include a business 20 Keroent or more of the value of which (or of the voting stock of
was owned either actually or constructively by the decedent, or the stock of
hich was not traded on an exch or in the over-the-counter market. This would
‘expand the definition of closely-held busineeses to cover nearly all cases where the
ghares of a corporation may not be readily sold at their approximate fair market
ue.
Constructive ownershils rules attributing to the estate stock owned by siblings,
y d be a'g?lied. These would extend the Section 6166 treat-
ment to thoee situations where the estate owns less than 20 percent of the business
ractical purpoees, the estate is no more liquid than if it owned more. This
:is because diffusion of ownert;‘}lniigl amggﬁ family members_is unlikely by itself to
result in diminution of the liquidity p: lem, icularly because of the difficulty
-in aemnﬁia minority interest in a closely-held usiness to an unrelated third partg
where other important shareholders are members of a gingle family. The tests of 8
percent of the gross estate or 50 percent of the taxable estate should be re laced by
a requirement that the business be only 20 percent of the groes estate or 25 percent
_of the taxable estate.
" The alternative definition of a closely-held corporation—that it have fifteen or
leas shareholders—should be replaced by a test as to whether or not the stock is
- traded on a securities exchange or in the over-thecounter market, since this really
-~ deals with whether the estate is in a position to liquidate its shares, regardless of
" the number of stockholders. Similarly, the requirement that there be fifteen or less
partners should be liberalized (for partners ips) so long as the 20 percent test

remains.

®) Withdrawal and ecceleration: Another serious problem for the illiquid estate
for which a deferral has been obtained may arise because a withdrawal from or a
disposition of the interest in the business can, under certain circumstances, cause
acceleration of the remaining installments of the estate tax, without providing the
estate with sufficient liquid assets with which to pay it.

Section 6166AhX1XA) and 6166(gX1XA) respectively provide in substance that, if
thdrawals from the cloeely-held business equal or exceed 50 or 331 percent or
. more of the closely-held business is sold or exchanged, the payment of the remain-
: in%hf:dsml estate tax is accelerated.

. re appears to be no justification for an acceleration of the federal estate tax

 regardless of the percentage of the closely-held business which is either withdrawn

- or sold, so long as the withdrawal or sales proceeds are applied substantially to pay

- the remaining estate tax due, and, in fact, the statute provides for exceptions in the
here the proceeds are used entirely for the payment of

exc]

~fedemleetatetax.8utnotalloftherrooeednshouldhavetobeap lied against the
federal estate tax to prevent an acceleration of estate tax payment%. Some of these
will be neesed to pay state death (taxes or other debts) which fall due

the period of the estate installment payouts.
If 6166 required all of the withdrawn funds or sales proceeds to be applied
‘tothefederalutmmx,theexecutorwhousedmchfundsorsuchproceedato y
: duthtaxumdoﬁxerdebuwouldthenhavewbomwanequalamoun of
forthofederdeshtetuatthenextinmﬂmentduednu.'l‘hishardly
alleviate the monetary problems of the illiquid estate. The exception to
nhouldapplyifatleastbalfofthepmoeadamundtopaythetedeml

problem arises under Section 61 X1XB) and 6166(h)X1XB). These make

from the general acceleration on where there is a distribution in
of stock under Section 308. The last paragraph of subparagraph (B) of

3
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both of these sections provides that the exceptions will only apply if an amount of
the estate tax not less than the redemption distribution is applied on the next
installment of the federal estate tax. This requirement that the entire distribution
be applied afalnst the federal estate tax causes the same liquidity problem noted
above, namely, that where a distribution is necessary to pay the state death taxes or
pressing debts, it is then necessary for the executor to thereafter borrow the
same amount of funds to ag;j)ly a?sainst e federal estate tax, thereby compounding
his illiquidity problems. Aﬂ n it Is recommended that only a portion of the redemp--
tion distribution, such as half of it, be required to be paid on the federal estate tax
at the time the next installment is due.
- Also, a “disposition” under Sections 6166(GX1XAXi) and 6166(hX1XAXii) and a
“digtribution under their sub aphs (B) should be so defined that, when notes
are received in exchange for the corporate stock, the "disposition” or “distribution”
wouh}eg;&e?medlto occur only when payments are made on the notes or the notes
are or a loan.

2.p8et objective standards for reasonable cause for deferring payment of tax, and
extend the period to 20 rs.—In addition to providing for more liberal relief

rot ); pet;mittli,ng ins 1men!; ent ofdestlabe ltaﬁ ?;ell; a period oi; geabr: to be
available a broader class of farms and closely-held businesses, the ten-year
extension under Section 6161(a)X2) (permitted whenever a fiduciary can show reason-
able cause for his inability to pay the estate tax when due) should be available on
an objective basis, rather than giving the Internal Revenue Service discretion to

t this privilege only if an examination of all the facts and circumstances
iscloses that a request for an extension of up to a year is based upon reasonable
cause. This extension should be for up to twenty years. -

The Senate Finance Committee Report to the Excise, Estate and Gift Tax Adjust-
ment Act of 1970, gives six examples in which there would be reasonable cause for
an extension:

The first example involves situations where farms or closely-held businesses com-
prise a significant 0gortion of an estate, but not enough to satisfy the percentage
requirements for obtaining a Section 6166(a) extension. Although these interests
could be sold to unrelating persons for their fair market value to obtain funds to
pay tl:.e estate tax, the executor could raise the funds from other sources if he had
more time.

The second example deals with an estate of sufficient liquid assets to pay the tax
when otherwise due, - where the assets were located in several jurisdictions and not
immediaterg/ subject to control of the executor, so he cannot readily marshal them.

The third example is of an estate a substantial part of whose assets consist of
rights to future payments (annuities copyright royalties, contingent fees or accounts
receivable), where there is insufficient cash with which to pay the estate tax when
g't‘hem due and a loan cannot be obtained, except upon terms inflicting loss upon

e estate.

In the fourth example, the estate includes a claim to substantial assets which
cannot be collected without litigation, so that the size of the gross estate is unascer-
tainable as of the time the tax is otherwise due.

The fifth example deals with assets must be liquidated at a sacrifice price or in a
demessed market, to pay the estate tax when otherwise due.

the sixth example, the estate has insufficient funds (without borrowing at a
higher rate of interest than that generally available) to pay the entire estate tax
when otherwise due, provide a reasonable allowance for the family during the
remaining period of administration and satisfy claims against the estate. The execu-
tor has made a reasonable effort to convert assets in his possession to cash (other
than an interest in a closely-held business to which Section 6166 applies).

In all six of these cases, an extension of time to pay the tax for up to twenty years
should be automatically fgranted upon representation of the existence of the
lem in a sworn affidavit from the executor. This would still leave to the discretion of
the Internal Revenue Service other cases where an examination of the facts and
circumstances discloses that a request for an extension for up to twenty years
(presently ten years) is reasonable. However, in these other cases, the Code should
require the Commissioner to grant such an extension unless he determines that
there is reasonable cause not to grant one. Should it later become apparent that the
faxpag: submitted false or insufficient information, existing civil and criminal
penalties are adequate to deal with that problem.

3. the maximum extension to 20 years.—The present maximum genod
for ing extension of time to pay estate tax under Section 6161 and 6161A is
texégrears and it is fifteen under Section 6166, but an extension under Sections
6166 and 6166A must be elected at the time the return is filed. This election should
also be available if a deficiency s assessed and, furthermore, installment payments
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of the tax under the conditions described in both Sections 6161 and 6166 should be
permitted for up to twenty years.

4. Reduce interest rate on extensions to half of that currently @cﬁbed—ln all
cases where payment of the estate tax is to be deferred under ion 6161, 6163
(dealing with extensions for the payment of estate tax attributable to a future
lixy\terest). 6166 la;ul 6166A, the inter:i?t 189!1705u"d 't): l.e“\"faduced & half of tthe rlat% current;

prescribed. For many years, un , inf was at only 4 percen
rate on extensions of time for undue hardship (Section 6161(aX2)), because of a
future interest (Section 6163), or where there was a closely-held business in the
estate (Section 6166), although the regular six percent interest rate applied to
twelve-month extensions under Section 6161(aX1). The 4 percent rate now applies
mto the taxsi)& the first million dollars of farm or closely-held business property

r Section .

Effoctive June 30, 1975, the preferential rate of interest was abolished at the same
time that interest rates were raised to 9 percent (now 12 ﬁpercen:‘l at least until
February 1, 1982). The Senate Finance Committee explanation of the ¢ that
eliminated the preferential interest rate overlooked the fact that estates olding
closely-held businesses and other illi uid assets must not only earn profits to pay
the interest charge, but also to pay the unpaid installment of estate tax. It would
further the purposes of the extension provisions as originally e ed and the
liberalizations as p! to reinstate a preferential interest rate which would rise
and fall in proportion to the current rate of interest for income tax purposes. (For
the next two years at least, this would be 2 percent higher than the preferential
rate ava_ilnbl::f utni:ler Section 6166.) uld . to sol set. Hquidit

Adoption e above proposals would go a long way to solve m quidity
problems exm:enoed by estates. From the standpoint of sound tax ioli%i the
uniform a tion of these provisions, regardless of .the nature of the uid
assets, would further the objectives of neutrality, equity, and uniformity of apr ca-
tion of the estate tax laws, as well as providi certainty that relief would be
available in most cases.

5. Create an extended alternate valuation date for hard to value assets.—Great
difficulties are created for estates holding hard to value assets and for the Internal
Revenue Service in dealing with these assets. Current rules require apprai
which can be expensive, can result in costly and time consuming controversies with
the Internal Revenue Service, and may result in unfairness to one side or the other
when assets ‘are sold within a reasonable period after death. Therefore (besides a
recommendation made later in this statement to set the alternate valuation date at
one year), it is recommended that where an estate holds assets described in Section
6161(aX1), 6166 or 6166A or real estate or tangible personal property (other than

roperty which depreciates in value due to the lapse of time or no use—such as
family car) at the time of filing of the return, the executor should be permitted

to elect a deferred alternate valuation date for such property (separate from the
normal election with respect to valuation dates) which would permit the valuation
of these assets to be postponed foraperiodofuptothreeyeamfollowingthedaﬁeof
the filing of the estate tax return with valuation to be fixed by actual sale or, if
none, by a‘pﬁminl at the end of the period. Needless to say, unless otherwise
deferrable, the federal estate tax attributable to these illiquid assets should be paid
on an estimated basis and there should be a tolling of the limitations as applied to

questions aff%theoe assets.

6. Revision of Section 6165.—Under existing Section 6165, District Directors may
require, as a precondition to the granting of an extension of time to pay taxes, and
the taxpayer ‘f"ummh a bond for up to double the amount with respect to which an
extension is granted. Administrative practice under Section 6165 varies widely and

the procedure may be expensive to taxpayers.
Itis 'tiatSectionGlssbemvisedw rmit the use of security arrange-
ments, of bonds, when extensions of time for payment of taxes are requested.

The bonding requirement would be retained for use in those situations in which a
satisfactory security agreement is not furnished. The bond

of unpaid tax, plus any anticipated additions thereto, including the interest which
mayreaonablyboexpoctedtoaocrueontheunpaidtaxdurmgtheemnsionof

arrangements islon ln! an6¢l165 voue authoritz:irﬁ Ofofbo ds.
asmortgogo. escTow agreemen ou n
Wformofmﬂt wmchwﬂlberequiredinaspociﬂcdmﬁon
be left to the n of the District Director. Theee provisions would also
establish the method of creating security interests in roperty in accordance with

the terms of a security ment, the furnishing of collateral which is to be
to these secyrity in the standards for determining the neceesary amount of
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collateral, the way in which security agreements become effective, the method of
terminating security agreements and interests, and the rights of the District Direc-
tor in the event of default in payment of taxes. Theoﬁsﬁromed provisions of Section
6165 follow the basic pattern and terminology established gathe Uniform Commer-
cial Code, which has now been adopted in a majority of the States.

In determining the amousit of collateral to be furnished to secure the payment of
taxes when an extension of time has been granted under Sections 6166 or 6166A,
Section 6165 should provide that the decedent’s interest in a closely-held business
(including farms) shall, in all cases, constitute adequate collateral to secure the
payment of taxes imposed with respect to that business interest. Such collateral will
normally be ade(;ubte to secure the Government’s interest, since the tax with
respect to a closely-held asset will always be smaller than the value of the asset
itself. However, an exception to this rule may be made in situations in which the
closely-held business is encumbered by prior liens. In such cases, the District Direc-
tor may demand enough additional collateral to give reasonable assurance that he
will ultimately collect the unpaid tax and any additions thereto.

In instances in which the decedent’s closely-held corporate stock has been fur-
nished as collateral subject to a security interest, the District Director will be
entitled to all the ;}'ﬁbu granted to stockholders by local law, including notice of
corporate actions ch might impair capital. In addition, in order to provide for
instances in which local law does not provide adequate safe Section 6165
should specifically provide that the District Director is entitled to 90 days notice of
sales of corporate assets of a value greater than $1,000 (other than sales in the
ordinary course of business), to notice of the declaration of a dividend, and to notice
of ang::hor action calculated to have a substantial effect upon the liquidation value
ofa , including changes in the salaries of officers or directors. Failure to furnish
such notice will constitute a default, which will authorize the District Director to
enforce his security interests.

1. Revision of section ££04.—Section 2204 relieves the executor of personal liabili-
ty for subsequently determined estate tax deficiencies only in those instances in
which the executor pays in full the amount of the estate tax which has already been
determined to be due. Consequently, a Section 2204 discharge cannot be obtained
when an extension of time to pay estate taxes has been requested. A related
problem arises in instances in which trust assets are includible in the estate. In
such instances, fiduciaries administering the trust may find themselves liable as
transferees for unpaid estate taxes, even though the executor of the estate may
have been discharged under the provisions fof Section 2204.

To deal with these problems, ion 2204 should be revised to permit an executor
to be discharged from personal liabilit{ if two conditions are met. First, the executor
must pay all taxes and additions, ircluding deficiencies, which have been assessed
prior to the date of discharge and for which no extension of time for payment has
been requested. Second, the executor must enter into a Section 6165 security agree-
ment (or furnish an adequate bond in lieu of a security agreement) to assure
gaymentoftaxeointhoseinstancesinwhichanextauionoftimehasbeenrequeeb

Similar rules should apply to fiduciaries other than executors who hold assets
which are includible in the gross estate. If such a fiduciary makes a timely applica-
tion for a certificate of discharge from personal liability for unpaid estate taxes, and
if the executor fulfills the two conditions outlined above, the fiduciary should also
be relieved from personatl liability for those taxes.

Another minor change which could be made in Section 2204 would give the
Service up to 18 months from the date of filing of an estate tax return, to issue a
certificate of discharge to an executor or other fiduciary. This conforms with the
Service’s normal estate tax audit cycle.

8. Section 308 revisions.—Under present law, ca‘ﬂi:al gains treatment is accorded
to certain redemptions of corporate stock to pay death taxes, funeral and adminis-
tration expenses. In order to qualify for this favorable treatment, the redemption
must be accomplished by a corporation whose stock comprises more than 50% of the
value of the decedent’s adjusted estate.

to conform to the Wbe r rised

It is proposed that Section be revised
of Sections 6166 and 6166A. Section 303 redemption should

provisions

to extend over a period of 20 but the use of notes or similar devises to avoid
these time limitations would be ended. Thus, the maximum time period for Section
803 redemptions would match the 20 maximum time period for payment of
taxes set forth in proposed Sections 6166 and 6166A.
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D. Mfequr-consumptiop and the inadequacy of the $3,000 present interest gift

tax exclusion
major prob! creasingly serious in the area of inter vivos
trmsfmmeotherthanthe u-eoftbelonor.Oneofthueiseauudbytho
ing abou gift tax consequences of providing financial

ered support. The average person does
ﬁlinga%turetumandmimpﬂrmentoﬂheexem ong\hi ent to the credit
against the unified gift d wil

benefits d thoee I &)orequh'ﬂdorifhepaylthemedwd' bills of a sick
relative and theee exceed $3; %?ear for anxl:cne person.

While it is clear that the use of funds to di hargealegalobligatlonofagipport
does not involve a taxable gift, a second problem arises because expenditures
deemedtodischarﬁealegalob' tion to su portanotherﬁrsonmdetaminedon
the basis of local law, which is neither orm nor clear in this area. Thus, to the
extent that freedom from gift tax liability is founded on the legal-obligation test, the
federal gift tax (or more accurately the requirement to file a gift tax return and
impair unified credit) is im) on some and not on others in identical
circumstances, solely because of a difference in applicable local law.

Both &rﬂoblems have been compounded by the eonﬁnui% and ever acceleral

aﬁonwhﬂethegiﬁtaxannualexclusiouofss. has not been ¢!
gince it was reduced to that figure in 194 after original being set at $5,000 in
1982. At the time the exclusion was cut to $3,000, this was lieved to be sufficient
to take care of most birthday, Christmas anniversary gifts, while the ofroblem of
transfers for consumption was not a serious one then. As a matter of fact, the
widespread adoption of the reduction of the age of majority from 21 to 18, coupled
with the elimination of a requirement to support children over 18 in many states,
has further aggravated the transfer for consumption problem during the last ten

Therefore, not only should the present gift tax annual exclusion be increased to a
in line with the d:grecwtmn of the dollar over the last 88

wliem $10,000), but in addition various so-called ‘“transfers for consumption"

uld ezcludedfromthegiﬁtaxbue,withontngardwwhethertbe in fact

involve a discharge of a legal oblig.aéion to support a dependent. This tend to

sliminate the g e Canother, and th B o] L e by applying th tax

n to sup) an , and thus promote eq y applying

i tggnmev_nyinallstatea.Attheumetime,teincreueln

the gift tax annual exclusion will restore what the iatter has lost to inflation over

yeamThebasiuproblemisrespon' to normal family incts with respect

to intra-family transfers of property an preventing these shiftings of property
interests from affecting the beginning rate applicable to death-time transfers.

The “transfer-for-consumption” proposal no significance so far as transfers-
for-consumption between t;sauaell are concerned if the unlimited marital deduction
is adopted. If this unlimi marital deduction is not adopted, then the transfer-for-
consumption proposal should apply to interspousal transfers, too.

The proposal with respect to transfers-for-consumption should apply only to life-

rs,nincetheunderlyingpoﬁcyofthepropoaaldounotearrymr
dgniﬁeanﬂytodeath-ﬁmedisposiﬁom,intboumemannerthattheannualper
donee exclusion is not available with respect to death-time transfers.

While a “transfer-forconsumption” exception may raise some difficult factual
issues in borderline situations, in most cases & will fall clearly on one side
oftheuneorﬂwothar.mmtionofthedifﬁcultbordoﬂinem justified to
accomplish the larger benefit of excl ing typical transfers that are motivated by
considerations other than the buildup o wealth in the transferee. When such a

g

m»sferoccunitahould.ofemm,beimmateﬂalwbethert}wp-ymenthmadem
behalf of the transferee. such a transfer occurs it should, of course, be
immaterial whether the nt is made on behalf of the transferee or to the
transferee for the purpose.

It is recommended mexpenditmuhonldboexcludedfmmtbe ift tax if it
hforthabemﬁtofanymnddinainﬂxedonor’ahounhold.foﬂhe efit of a
time student (defined under




i 188

dependent on the donor for su pmvided the expenditure is reasonable in
amount under a facts and ch-cmnggL

E. The completed versus uncompleted gift problem

(Internal Revenue Code Secs. 2012, 2035, 2036, 2037 and 2088.) Under present law,
a lifetime arrangement with respect to px'aper'tjvle ‘may or may not be a completed

tax purposes. Moreover, even though arrangement involves a comp!

for gift tax purposes, it may not remove the value of the property from the
s groes estate for estate tax purposes. This treatment of such completed
lifetime gifts—in other words, the area of double transfer taxation—has been
t to be necessary to prevent lifetime transfers that have some of the charac-

of a death-tune transfer from ewapx:ﬁothe higher estate tax rate schedule,
the gift tax paid on these transfers tha subject to estate taxation will
%mto a credit ugainst the estate tax assessed on the same transfer (LR.C. gec.

It is proposed to eliminate this double taxation area by treating every arrange-
ment as-involving either a lifetime transfer or a death-time transfer, but never

ﬁggg

both. This elimination will p the transfer tax structure.
Under the present unified tax, the ultimate tax liability is designed to be :Kg
mately the same whether a transfer occurs during life or at death Hence.

betmnbfeﬁmeanddeath-hmetrmsfmmbedmwnw erever is mostconven
fent. Under the pre-1976 Tax Reform Act dual tax system, on the other hand, it
beeameimportantnottotreatasa lifetime transfer an yarrangementwithsigniﬁ
cant testamentary features, because the tax burden on lifetime transfers was gener-
dl{notanadequate substitute for death taxes.
Retained or granted powers.—Often a transferor retains (or confers on a trustee
andther) power to determine later the ultimate disposition of property trans-
ferredbyhim In such cases, it is p that under a unified tax theexistenceof
apowerinahfetxmeamgements ould not prevent a transfer from being com
for transfer tax purposes unless (1) the power can be exercised in favor of the
, and (2) the power is exercisable by him alone or in oor?unction with ono
who does not have a substantial interest that would be adverse
exercise of power.

The acceptance of this policy in the power cases would result in a completed
mmnnymnathatwouldbesubjecttoeatatemestoday It would allow a t: er-
or to retain many strings on a transfer and nevertheless get the value of the future

out from \.nder transfer taxation, as long as the strings do not permit the
muafw " thetpmpm ll’“kwmni”{c is that a lifetime
curren enjoyment.— proposed a
ment under which the traneferor retains the current beneficial enjoyment of 5;

transferred p regarded as an inoomplew gift even though the mterests
others in the ransfernd mem the termination of the current
isac

enjoyment are irrevocab) hange from present law, under which an
irrevocable tramfer of p with income retained Ey involves a
completed gift of r interest for gift goss

mnabomduddmmemfero{ugroamw p\u&oua
2036), with a credit for some or all of the tax (IRCSec 12)
lneliminauythedoubletax area, this transfer has been placed uneomonlp
ed gift eide of the line with the result that it would be taxed as a tmnsfer y at
the .poggh thogxmtransfem e hishldi:gb th tgf

wil hmﬁ 0! e paymen

e O e e thonis, cortain £ become possessory.—It is
X reversionary in is ce — ro-
pondthnﬂf the transferor retains a reversionary inberwtthatiseertainwbeogme
MZI- be treated as mahnxn; oompleted of only the interests that
gaeadn interests uent to this reversionary
terest would treatedutramferredonlyu the termination or transfer of
the reversionary interest. The retained interest that is certain to

bompamyhclontotheretained—cumnbbenoﬁcid—enjoym ent case insofar
aint«uhthatfdlowthantnmdinw concerned nd the two should be

L‘h benefits.—It is p that any inter vivos t as to

t of employee death ouldheonthounoom gift side of

Such an thliken wlthcum bweﬁtaretainedb
employee and be treated accordingly. The ployeedeathbeneﬁtmle

'T!\emahthl and
with modifications from mhmnnm&mmmhwlmﬁmuﬂommm
Estate and Gift Taxation (1968).

EEF.
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The limitation of this comparison to corporations whose securities are listed on an
exchange is a technical defect in the law. Accordingly, Section 2031 should be
amended to permit comix.risons with the securities of other corporations engaged in
the same or a similar line of business, regardless of whether their securities are
listed on an exchange. -

Under regulations promulgated pursuant to Section 2031, tangible grsonal prop-
erty is valued at the price at which an item or comparable item could be obtained in
the retail market. Thus, replacement value is the criterion for valuation rather
than the g:ice obtainable in the market or markets available for the holder of the
gropert ing valued. This :ggroach of the Service was regected by the United

tates Supreme Court in United States v. Cartwright, 411 U.S. 546, 93 S. Ct. 1713
(1973), which involved the valuation of shares of an open-end mutual fund. The

rice obtainable by the executor or donor in whatever markets are available to him
18 the only fair measure of value.

Accordingly, amendment of Sections 2031 and 2512 (gift tax) is recommended to
provide that tangible personal property be valued for estate and gift tax pum at
the price obtainable by the executor or donor in the market or markets available to
him. If this pro is coupled with the previously made one permitting an election
of a delayed valuation date for hard to value assets, many of the valuation disputes
that now occur would be avoided and the large expense incurred by estates possess-
ing closely-held businesses in obtaining appraisals of them for tax purposes could
also be reduced, if not entirely eliminated in a large number of cases.

H. Estate tax credit for gift tax paid

Section 2012 should be amended so that in computing the limitation on the estate
tax credit allowed for gift taxes paid in respect of property included in the dece-
dent’s gross estate, the estate tax attributable to such property should equal the
reduction in estate tax if such property were removed from the gross estate. At
present, the estate tax credit for gift tax paid in respect to property included in a
decedent’s groes estate for estate tax purposes is limited to the lesser of the gift tax
paid or the estate tax allocable to the gift.

Those limitations are computed under present law by a complicated method
involving the average gift tax rate and the average estate tax rate. Substitution of
the highest applicable bracket rates detertnined under present law would greatly
sitnplify the computation of the credit and would reduce the number of cases in
which the credit is partially lost by application of the limitations. Thus, the compu-
tation used to determine the amount of gift and estate taxes allocable to property
subject to both taxes for purposes of the limitations should be changed to reflect the
incremental amounts of gift tax and estate tax attributable to the doubly taxed
property.

I. The spousal-transfers-to-others-problem (Sec. 2513)

Under present law, when a gift is made by a married person to a person other
than his spouse, one-half of the gift can be treated as if made by the non-donor
spouse for federal gift tax parposes. This is referred to as gift splitting by husband
and wife. Gift splitting has been allowed since 1948 and came into the picture as a
part of the tax legislation that was designed to equalize to some extent the tax
situation in community and non-community property states.

If the subject matter of a gift is community groperty and the donee is not the
spouse of the donor, the gift is one-half from each spouse without any election since
each owns one-half of the donated property. Gift splitting in common law states
produces the sarhe gift tax result.

1. Gift splitting at death.—Gift splitting is not now allowed with res'pect to
transfers made at death. That is, a surviving spouse cannot have one-half of the
death-time transfers made by the deceased spouse to others attributed to her. The
deceased spouse could make a marital deduction death-time transfer to the surviv-
ing sﬂpouae and she could in turn give it to a beneficiary of the deceased spouse and
in effect produce an ultimate result comparable to the {ﬁ splitting result available
for lifetime transfers. If a deceased spouse makes a death-time transfer of communi-
ty property to another and the surviving spouse acquiesces, the result is a lifetime
gift by the surviving spouse of one-half the community property and a death-time
tramf‘er by the deceased spouse of the other one-half. In a sense, it could be said
that gift splitting is available for death-time transfers of community property while
as to non-community ?ropert’{ a more cumbersome procedure to accomplish the
same end must be employed. To reduce the complications in relation to other than
community property, and to achieve greater equality of treatment between commu-
nity and non-community property, it is proposed that gift splitting be extended to
death-time transfers.
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3&#&' in ratios other than 50-50.—The nt law ires that one-half of
maxbythedonor be attributed to the consen non-donor .
mfmthatammferoffmmlwtym the

unlimited

marital deduction is adopted, that the gi ;pu allowed on any basis agree-

ahle to the consenting non-dono! m the 1 pemntmaﬁhl’dedncﬁmh

d give any portion of an intended hu‘ﬁxmn

sheewldbeeomethadonoroﬂhatporﬁon.'ﬂnmrnu}t be allowed

tohe.ceomﬁhhadduecﬂybyh«wmenﬂngtobetreabdmtbedmwdmy
portion.'l'heapeninsupof‘ spliting in this way would also

communi , 8o that on a gi of community property to another, ei

Wthmmwdummdmymmdmm

munity property.

mt’maﬁ spﬁuh:gtodeathﬁmetransfenmgkaitemnouﬁlmme
's rate schedule. This is not particularly significant because

underﬂw“iﬁduansfertaxmchuﬁhmﬁonmm?thebeginningmm

-thatwmbea;:pﬁcabletommretmnsfers,lifeﬁmean

ing non-donor-spouse.

J. Repeal of the orphan’s deduction

propertywhichisineudibleinthe&ecedent’sgmaaeatateapdwhich“ or has
y fmm_thetieeendent_tto ﬂs:lghﬂdei}??r og:eright 9t';lmd:df°m T%ewi;re the
property passing to spouse, it wo qualify for mari uction. terest
must be includible in the child’s groes estate, is unavailable if the child has a
aurvivingparent.e\veniftherehasbeenadivorce and is unavailable where the
child has been orphaned but his parent is survived by a spouse, although the latter
is merely his step-parent. A relationship created by legal 1mtmn is treated as one
lacing a bl relationship, so the existence of a disp natural parent of an
¢child will not bar the availability of the deduction, unless the adoption was
intend% solely to obtain the benefit of the provision. (How could that ever be
roven?
P Interests l?uhfymé for the orphan’s deduction include outright bequests, bequests
under the Uniform Gi to Minors Act and trusts similar to thoee q ifying for the
marital deduction, including a single trust for the benefit of a number of orphaned
children as a group, called a “qualified minors’ trust”.

While only a very small minori of estates will qualify for the orphan’s deduc-
tion, since no one ever knows in advance which estate will qualify, estate 2planmng
for any family with children under 21 or which may have children under 21, has to
include an orphan’s deduction provision (or at least the matter must be discussed
with the clients). Failure to do this in the unlikely event of the client's estate being
eligible for the orphan’s deduction, will result in the loss of this deduction, produc-
ing additional tax, dissatisfaction with the attorney who prepared the estate plan
and a pote tial malpractice claim against him.

The ambiguities and uncertainties inherent in the concept of obtaining the deduc-
tion, at least in any form of trust which will provide proper_protection for the
orphan’s shares, the fact that the concept of treating orphans differently from other
beneﬁciaﬁelisinappmpriateinanedatetaxasdminctﬁvmaninheﬁmmem
and most important of all, the rareness of its utility but the universality of the need
to include it in an estate plan, cries out for its elimination as unnecessary

K. Allowing the unified credit for gift tax purposes to be elective .

The use of the unified credit for gift tax pu should be made elective, so that
where gifts of closely-held stock or other to value assets are made, the donor
mnelwttoforegotbeexemptionequivalenttothecredit.pageasmallgiﬁux(uhe
could before the 1976 Tax Reform Act) and obtain the benefit of a statute of
umitatiomwithmpedmmevaluaofthemeudonated.mAmeﬁmBar
Association’s Tax Section is currently working on a legislative recommendation on
this subject.
memimbkammdaoeﬂmwymmlmmofappoim

Section 204_1(!:)(1)(1}‘)‘ should bet :;nend«ed to mndforth‘:h a.oertﬁatmable a:ahx:dnrd
exception. This permits a deceden invade property benefit without having
mmmmmmmmmwmwmmmmmh
ﬁmiudbymmrtdmbbmdudrqhﬁngtohhhealth.odmtm.mpwtor

i .Thisaxoepﬁonfmmmdaringapowe_ruagenemlmd;p—
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Fointmem should be extended so it applies to a power exercisable by a decedent in
avor of his dependents. Thus, the life beneficiary of a trust would then be able not
only to invade co for his benefit under the ascertainable standard rule, but also
to ixnct that it paid to his dependents if needed for their health, education,
support or maintenance. . .

M. The alternate valuation date should be extended to a year following death and
returns not required until 15 mont

From the introduction of the concept of an alternate valuation date into the
foderal estate tax law at the start of the great depression of the 1930s until the
Excise, Estate and Gift Tax Adjustment Act of 1 the alternate valuation date
was one year following death. In 1970, as a result of an expensive settlement of a
postal strike, Congress accelerated the payment of estate and gift taxes by, among
other things, providing that the federal estate tax return would be due within nine
months (instead of fifteen months) of death, with an alternate valuation date of six
months from death instead of one year. .

The federal cstate tax'return filing requirements will apply only to less than
three percent of all estate of decedents dying after 1980. In many estates to which
they apply (estates in excess of $175,000), it is difficult to obtain all of the data
necessary to file a complete and accurate return within nine months after death. As
a result, in many if not most cases, extensions are requested for filing of estate tax

resulting in estates not being closed any faster by virtue of bei uired
to file returns within nine months of death, since executors are usually able to
convince the Internal Revenue Service that there is reasonsble cause to allow
extensions to fifteen months after death.

Since the objective of obtaining earlier distribution of decedent’s estates (by
shortening the time during which a federal estate tax return can be filed) has not
really been accomplished for the small minority of estates large enough to file a
federal estate tax return, there is little point in perpetuating the present practice. It
would be far more sensible to go back to the fifteen month filing date requirement.
As a corollary to this, a return to the former year from date of death alternate
valuation date would be more equjtable, since it would give estates a more reason-
able period of time between the date of death and the alternate valuation date to
experience market fluctuations. .

N. Permit elections even after the date for filing the federal estate tax return has

Several elections, principally the one to use the alternate valuation date can only
be made op a timely filed return (that is on a return filed within the p: i
period for filing the federal estate tax return or an extension thereof). The existing
penalties for the late filing of a federal estate tax return (5% a month up to 25% of
the tax shown due on the return, together with one-half of one percent (interrelat-
ed) interest, as well as the lar interest on late pa{ments) are a sufficient
deterrent to the late filing of a federal estate tax return. In cases where the estate
can show reasonable cause for late filing and late payment of the tax, the late
pa{ment penalties (but not the interest) are excused.

t seems unnecessarily harsh to pcnalize an estate even further by preventing it
from using the alternate valuation date election and other elections which can now
only be made if the return is timely filed. While it may not have been the intent of
the to impose this as an additional penalty, and perhape it was put in the
law merely for the convenience of the Internal Revenue Service, since there are
many elections (such as whether certain expenses are taken as deductions on the
federal estate tax return or the estate’s income tax return) which are adjusted after
the filing of the federal estate tax return during an audit, there seems to be little
reason to impose the terribly onerous penalty of loss of the use of the alternate
valuation date and other elections in addition to the existing penalties for late
filing. Accordingly, it is recommended that the alternate valuation date and other
electionsa be available at any time while the estate tax statute of limitations remains
open.

CONCLUSION

The pro made in this statement have all been designed to retain the basic
concept of the unified estate and gift tax system to prevent, retard and break up
concentrations of wealth, while at the same time ease the burdens, many of
them caused by the tremendous inflation which has occurred just since 1976, on
surviving spouses, famildi farms and businesses, and people who have acquired a
modest amount of worldly goods which they wish to on to their descendants,
other relatives and charities. Simplification of the inistration of the tax laws
and reduction of the costz of complying with them are also major considerations.
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journals and frequeu&lri Jectures in the field of taxation, probate and estate plan-
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Attorney Berall’s mailing address is Copp, Brenneman, Tighe, Koletsky & Berall,
111 Pear! Street, Hartford, Connecticut 06103. Telephone number (203) 249-5261.

Snmﬁ or DAvE L. CORNFELD

My name is Dave L. Cornfeld. 1 am a mrtner in the law firm of Husch, Eppen-
berger, Donohue, Elson & Cornfeld of St. Louis, Missouri. I have practiced law in St.
Louis for over 35 years, with heavy emphasis on tax and tax related matters,
includingpmbateandeatateplanning.l ve taught a graduate course in ‘‘Pre-
mortem and Post-mortem Estate Planning” as an adjunct professor at the Universi-
8 of Miami, and am currently a time member of the faculty of Washington
niversity in St. Louis teaching the course on “Income Taxation of Estates and
Trusts” in the graduate program there. At present, I am a Vice-Chairman of the
Section of Taxation of the Americna Bar Association, serving as Editor-in-Chief of
The Tax Lawyer.
I am here testifying in my individual capacity and not as a representative of any
~anization. The views expressed in this statement and in mg testimony before this
Committee are solely my own individual views and should not be construed as
representing the views of the American Bar Association or the Section of Taxation
of the American Bar Association or any other organization of which 1 am a member.
The present gift and estate tax laws (toﬁther with certain related income tax
provisions) are a complicated maze of highly technical provisions which are ex-
tremely difficult for even the most experienced estate planner to comprehend. The
law contains many inequitable and harsh rovisions which as Senator Byrd has
noted can have a potential devastating effect on the family and family-owned
businesses. In many instances, it rewards artificial courses of conduct while penaliz-
ing natural familial financial activities and relationships. Where properly advised,
husband and wife are compelled to conduct their finances in a manner which is not
conducive to a sound happy family relationship. Inproperly advised, they may be
subjected to excessive and inequitable taxation. In many instances, the law is
ignoredandunenfomdwith respecttofsmrigsfﬁabewmetheordinaryciﬁzenis
unaware of the requirements and would p ly be up in arms if made aware.
Even where the taxpayer has competent counse] and is aware of the problems
created by the gift and estate tax law, there is nevertheless an unnecessary deter-
rent effect upon the creation of capitai and the growth of family-owned businesses.
In all too many instances, the complexity of the law compels unnecessarily hgl;
and unproductive legal and other administrative expense. In all such instances,
law should be changed. Revenue loss, if an ,mthegovemmentwouldbeminimal
and more than offset by the benefits to t economic condition of our citizenry.

-
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This testimony necessarily can cover only some of the more significant substan-
tive and administrative lems. I shall attempt to cover these problems in prinei-
rather than to recommend specific technical statutory language. Any speci
suggestions should be considered merely &s illustrative of thi;gnnicple
discussed and not necessarily the only ‘method of achieving the des! result.

GIFT TAX PROBLEMS

Transfers for consumption .

Perhaps the area of gift taxation which is most ignored both in voluntary taxpay-
er compliance and in enforcement is the imposition of tax on gifts which are
intended to be and are consumed by the donee. Typical situations involve support
payments for the support and maintenance of parents or indigent relatives, for
whom the taxpayer has no legal suﬁport obligation under state law, college tuition
payments for adult children and other payments for the support and maintenance
of adult children. I am satisfied that the number of gx& tax returns filed reporting
such gifts is far rarer than the number of such ‘gifts”.

At present, the imposition of gift tax depends upon local law obligations of
support which are far from uniform. In some states there may be a legal obligation
to sy an indigent parent, in most states there is not. Why should an individual
who lives in a state which does not imppose a legal obligation to support a parent or
other relative be penalized for recogni a moral obligation? The income tax laws
reward him with a special deduction. gift tax law, if complied with, would
impoee a tax. The gift tax law should be consistent. Such ‘gifts” should be encour-
aged as contributing to a sounder society through healthier family nelationshl;'pa.

It is no solution to the problem created by the law, that in actual practice few
such gifts are reported. It does not lead to a general respect for the law to have a
tax which is generally ignored. It is also no answer that there may be partial relief
through the existence of the annual exclusion. Even if increased from its present
inadequate $3000 level, the exclusion is likely to be insufficient in moet instances.
Private college tuition alone today would exceed the highest increased level of
exclusion seriously proposed. In addition, requiring the exclusion to be used for
suprort creates inequitable treatment in comparison to taxpayers who can use the
exclusion to create capital for their donees.

The American Law Institute, in its Federal Estate and Gift Tax Project in 1968
recommended the following:

Resolved, that an expenditure for: (1) any person residing in the Transferor's
household, or the benefit of a minor child of the transferor, whether or not he
resides in the transferor’s household, or (2) current educational, medical or dental
costs of any person, or (3) current costs of food, clothing and maintenance of living
accommodations of any person or ;ersons in fact dependent on the transferor, in
whole or in part, for sup; provided such expenditures are reasonable in amount,
be excluded from t er taxation under either a dual tax system or a unified
transfer tax. A transfer is not an expenditure s0 as to come within this exclusion if
it results in the transferee acquiring property, other than prog.erty usable by the
transferee primarily for his educational or medical t;:mrposes, which will retain any

ignificant value after the passage of one year from the date of the transfer.
_would recommend the adoption of the American Law Institute proposal with the
following modification; there should also be an exclusion of gifts of the use of
tangible property for personal use by the donee and not for the production of
income, and of outright gifts of tangible personal property not ex in%SS,OOO in
value (or some other reasonable amount) for such personal use if such tangible
personal p rty may be expected to lose at least one-fourth (or some other reason-
able fraction) of its value within the first year after the gift. Under this recommen-
dation, permitting a person.to occupy premises owned by the taxpayer would not
constitute a le gift whether or not dependency could be proved. Likewise, a
“gift” of a television set could be disregarded even if an additional gift equal to the
annual exclusion were also made.

At the present time many donors make gifts of exactly $3,000 a year in cash to
family members without filing gift tax returns, blissfully unaware that they are
required to file a return because during the same year they also made birthday gifts
of ties or candy in addition, so that total taxable gifts for the year exceeded ga,ooo.
While it may seem that the foregoing problem is of no real significance, the present
rules under § 2035 would cause the entire $3,000 as well as the value of the tie or
candy to be subject to estate tax if the donor dies within three years. It is not likely
that under such a rule, audit controversies will arise with respect to estate taxes
where such $3000 gifts have been made within 3 years of death.
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Annual exclusion and split gift return requirements

Raerdlea of the rules for transfers for wmth annual exclu-
sion 18 too low. Despite inflation, the exclusion has at $3,000 since 1942,
Mmatmtmmatmwii;l overdue.

The rec t that a retuen be rtotakégdva:lmeofthu-pﬁtgiﬁ
"cmgj%lss}mldbeehminatedwhmmeonlyﬁxm‘ by both spouses
xnot the mlmiomavailab!eona-pltgﬁbashformchgm&

In cases, hxpayeuwbomakemmggainemafﬁ. , but not more
thanﬁ.ooo.domtﬁleretuminthe belief that no return is
%eam‘wof.thagizbelonpwﬂxp%".sgfaﬂmtpmp t:i the
teral legal can cause serious adverse consequences in r years.
Consent mﬁﬁ be conclusivel where no adverse tax ce to the
operation of t&%‘faﬁ%ﬁewtggd?s%ﬁ?&wmmémm&i:ﬁm%
preeen 2 presen
i mM&Aﬂwillbalaterﬁen,mymmmendaﬁon
further ’tmi?emu"" f § 2513 permitting split gifts should be
ons o sp!
ma&etoallowmchgiﬁstobesp‘tonanyhuiathespomdeﬁrenther
waﬁﬁymeguis.&chmmendmentwou!dpermitwweqmﬁnﬁm
available cmds'tsmdgiﬂmbrsckeb.mﬁmaﬁomwhenommhaﬂ
mﬁeahrgeramountof&ax&blegifuthantheoﬂnring?oryeau. i
spouses to equalize their respective tax liabilities would conducive to
familial relationshipe. Any revenue deferral resulting from such acfnha;ﬁe would be
extremely minimal. It would be a worthwhile change for improved y relations
and equity in the tax law.

Interspousal transfers

The present law imposes artificial limitations and restrictions on riormal inter-
economic relationships, that is, the relationships which would be created
nt any tax considerations. A system which would ﬁ::rmit unlimited interspousal
transfers without immediate tax would permit families fo establish their inter-
m:al economic relationships with only minimal regard for tax considerations.
should be no material overall revenue loss, but merely a deferral of tax
payment at most until the death of the surviving smsa Such deferral, however,
would be of great significance to many families in planning for retirement and for
security in the event of the death of the bread-winni spuusexw revenue loss can
be offset by Congress in its determination of the ove 1 rate ule. The husband-
marital partnership” should be permitted to utilize the full fruits of their joint

labors unreduced by death taxes during their respective lifetimes.

The inequity of the present limitation on interspousal transfers has been aggra-
vated by unification of gift and estate taxessbéy tae 1976 Tax Reform Act. As the
American Law Institute stated in its April , 1968 draft discussion of Major
Problems in Federal Estate and Gift Taxation, prepared by Professor A. James
Casner as Reporter: “The 100 percent marital deduction is almost essential where a
unified transfer tax is involved.” The correctness of this observation has been
proven as a result of the 1976 Tax Reform Act which uniﬁedth;fiﬂandmtetax.

Under the new law, there is a severe tax penalty on substantial inte: gifts.

te lifetime marital gifts in excess of $100,000 plus annual exclusions will
multinagnaterincmueinﬁmdone&cpoun’sgmestatethantheresu]ﬁng
reduction in the donorspouse’s taxable base. As a consequence, there will be a
r combined tax on both deaths in every case where the donor-spouse prede-
ceases the donee-spouse and the donee-spouse’s estate will be subject to tax.

The ¢ ing example will illustrate the effect of current law. For purposes of
gimplicity of iflustration, the effects of the $3,000 exclusion and state death tax
cre(fit are ignored and the 1981 unified credit is used. It is assumed that the famil
has total assets of $1,000,000, all of which are “owned” by the spouse who wi
predecease the other. It is also assumed that the predeceasing spouse’'s Will take full
advantage of the marital deduction and provides that all aseets in excess of the
maximummariuldeducﬁonarewbeleﬁintrustforthebeneﬁtofthasurviving
spome‘butinsuchamannerasmavoidestatetaxthemninthemrviving
spouse’s estate at the surviving spouse’s death. The tax calculations, showing the
consequences or no gift and gift of $200,000, would be as follows:

- %o gl 200,000 gt

Doners estate before R 1,000,000 1,000,000
Gt 1o spouse 0 200,000
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No gift $200,000 gt
Donor’s estate ot desth 1,000,000 800,000
Maximum marial deduction at desth 500,000 400,000
Taigble estate 500,000 400,000
Adisled taxable gifts 0 100,000
Tox base 500,000 500,000
198 tax 108,200 108,500
Dones’s estate (gl and marital bequest) 500,000 600,000
1981 tax 108,800 - 145800
Combined taxes of donor 3nd donee 217,600 ' 254,600

In the example, the additional $100,000 of gifts to the spouse costs the family
’3’1,000 in additional tax. A sound tax system with due regard for improvemnent of
‘amily relationshipe should not discourage interspousal gifts.

Without an unlimited marital deduction an even greater inequity and tax trap for
the unwary may result under the unified gift and estate tax law, if the in usal
transfer is in the form of joint property. This may be illustrated the
following example (again for convenience, the annual exclusion is ignored): Assume
a taxpag: has assets of $500,000 which he places in joint tenancy with his spouss as
395"&:‘ ift will be treated as having a value of $250,000 resulting in a marital

jion of $125,000 and a taxable gift of $125,000. If the donee-spouse J:redeceaaa
the donor-spouse, the entire amount will again belong to the donor. At the death of
the donor, the donor will have a taxable estate of ,000 and adjusted taxable
gifts of $125,000 so that there will be an estate tax computed on $625,000 even
though the entire family wealth never exceeded $500,000.

In addition to the problems caused by the limitations on the amount of marital
deduction available for the gift tax or estate tax the present requirements for
qualification of a gift or bequest for the marital deduction are too hxﬁhl technical
and interfere with the manner of making interspousal gifts which would be followed
in the abeence of tax consideration. The chief problem is caused by the so-called
terminable interest rule. This rule denies any marital deduction if the interest
transfered may pass to someone other than the spouse or the spouse’s estate upon
the ooccurrence or failure to occur of an event or contingency. There is an exception
only for transfers of life estates with powers of appointment meeting highly techni-
cal te. This rule has led to much litigation, has increased the cost of will
drafting and estate administration and interfered with the accomplishment of the
donee or testator spouse’s normal desires for disposition of the family assets to
achieve financial security for the entire family.

Whether or not the unlimited marital deduction is adopted, the terminable inter-
est rule should be eliminated. A deduction should be allowed for the value of any
interest passing to the spouse. Such interests should be valued under normal valua-
tion procedures but without regard to any contingency other than the :goune's
death. In order to prevent tax avoidance, the following rule could be adopted:

U the occurrence or failure to occur of the event or contingency (including the
death of the spouse) terminating the spouse’s interest, the original gift or be(‘ueat to
the donee-spouse would be revalued upon the basis of the actual facts. At such time,
the donor-spouse, if living, would be treated as having made a non-marital gift to
the extent that the value of the ‘gm as revalued proved to be less than the marital
deduction previously allowed. If the donor-spouse has died, then the estate tax
?nviomly assessed and paid would be similarly recomputed based upon the actual
acts. The additional tax would be due within some reasonable period (such as 6
months) after the termination. Any tax due would be collectible out of the gift or
begict property, if collection could not be made from the donor or donor's estate.

application of these rules to a specific example will illustrate. Let us assume
that a decedent’s entire estate is left in trust with income payable to the spouse for
life or until the spouse remarries. A marital deduction would be allowed for the
actuarial value of the spouse’s life interest without regard to the remnrria‘fe contin-
gency. However, if the spouse remarries five years r the decedent’s death, the
original marital deduction would be recomputed and allowed only to the extent of a
five year income interest. -
Administrative provisions—statute of limitations
xpayers with peepect to aiation of sifta cepecially siks of real cotate and family
wil valuation o
mm interest. The amount of all taxable gifts (whether or not a gift tax i’s'
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paid)mmﬁdedbeckwthcuubleeltateinmmiﬂngthe_mte
hwhnotentirelyclearastowhetherthevduaﬁonofmchgxﬂ:u
- ?bj:tfttgaxm& paid tatxhpr:spacte::cnhm M,
if a n wi .

i law, abeent regulations, is that a valuation whmoulg
for gift tax purposes with to subsequent gifts would also be

. See § l(b).Hmvet.unleuagiﬁhubem

with to which a gift tax has been actuall paid

or is no statute of tations with res to the value of such

grzviusj for the purpose tax t of subsequent gifts. Sew
2504(c).

The unified credit is a tly mandatory and the Internal Revenue Service has
%um the i ition that it can not be waived. The law is not entirely
,whetherifataxpyerﬁlesaretqmre i agiﬂandmlly

tax (even though not mredto),thepmvuionqofﬁwu.c wi!!beapplie:-f
an

y held business interests many, many
yeaﬂnﬂerthegxﬁ.uinalmostalltaxliﬁgabon, the burden of proof will be on the
yer. The passage of time plus the unavailability of the donor will make the
‘I'ha . proe:geforhtﬁlg be mq&fm&;w. to obtain certainty as to
us, a ure 8 provi or yer to ce as
valuation of gifts even though the unified credit would otherwise eliminate any
immediahetax.ﬂxelawehoudbeamendadtopermitataxpayertowaiveaportiop
of the unified credit for any taxable period for the purpose of invoking the provi-
sions of §2504(c). The waiver once made should be irrevocable for such taxable
mod 60 that the Internal Revenue Service would not be required to litigate only to
no immediate revenue at the end of the litigation even though it is successful.
The waived portion of the unified credit should be available, however, for future

The it;osoeed procedure is of especial importance for farmers and owners of
closel; 1d businesses since gifts of interest in farms, other real estate and closely
held gusmeases present valuation problems leading to potential audit disputes.
Interfamily gifts of such assets should be encouraged and not discou . The
proposed procedure would eliminate a present chilling factor in the making of such

Joint property

Despite many adverse tax ramifications, acquisition and holding of property as
joint owners with right of survivorship has remained extremely popular in this
country. This form of ownership has man advantages from a non-tax viewpoint.
While perhaps it is used chiefly to avoid problems of probate, there are other
sound non-tax reasons for use of such ownership form. In many states, for example,
holding title as tenants by the entirety (one form of joint ownership) will i
protection against claims by the creditors of only one spouse.

In most cases the individuals utilizing this form of ownership are blissfully
mwmofthetaxoonsequences.lnonlyasmallfractionoftheeases.aregiﬁtax
returns filed. In my own experience, I have man times had to advise clients to file
delinquent returns reporting gifts made over a large number of prior years involv-
ing joint property. anfé% “n most cases the amount of tax due has been small or
non-existent. Prior to , the combination of exclusion, marital deduction, and
$30,000 :gac:ﬁc exemption minimized the tax where the gifts were made over a
number of years.

Prior to the 1976 Tax Reform Act, gifts of interests in joint tenancies always
involved a double tax. Where one joint tenant furnished the entire consideration,
there was an immediate gift for gi taxpurpoaeo.exceptin'thecaseofrealestate

held jointly by in which case an election was required for gift treatment.
However, upon death of the donor joint tenant, the entire pro was includi-
i estate for estate tax p! The 1976 Tax Reform Act eliminated

ble in his

thiginaquxo?inthegiﬁand estate tax treatment of joint property insofar as joint
interests of spouses are concerned but the old 'me%uLil le treatment has
continued for other joint tenants such as parent and child. In many cases

death of one parent, the surviving parent will transfer property into joint tenancy
with children.
lnmanyofﬂmeeases,themismundentandingthattheenﬁminoomeﬁomthe
proyertywﬂleomﬁnuewbereoeivedbytheparentandthattheparentwi!leonttol
tbanhnndreinvmment'metramferismademavoid and sometimes in
the mistaken belief that the child will be free to manage property in case of the
mﬁgﬂofmemtkmomtmrehimdmchdﬂm,Manbem
gift mwmﬂm.uﬂmahmrhubeanwmuhed(whomm




198 -

in any case discourage such arrangement and suggest more effective alternatives)
these agreements are rarely documented and potential tax controversies at death
are created. There is no justification for treating joint tenancies differently based
upon the nature of the relationship of the joint tenants. To the extent that different
treatment for gifts between spouses is justified, such treatment should be covered by
the marital deduction provisions. Many, although not all, of the joint tenancy
problems of spouses would be cured by an unlimited marital deduction provision.

In addition, there would appear to be no jurisdiction for treating joint tenancies
in real property differently from joint tenancies in personal property. Gift tax
treatment of all property, whether real or personal, held as joint tenants with right
of survivorship, regardless of the relationship of the parties, should be made elective
in the same manner as provided for tenancies by the entirety in real property under
§ 2515. Such a provision should have no material adverse effect on the revenue since
the well advised taxpayer will not incur such a tax while the unknowledgeable or
ill-advised taxpayer usually does not report such ‘gifts” prior to the time that the
joint tenancy shows up on an estate tax return. While some interest amuaenalﬁes
on delinquent-gift taxes uncovered by estate tax audit procedures may add to the
revenue, they can not be significant.

ESTATE TAX

Unlimited marital deduction and split bequests

For the reasons already stated with respect to lifetime interspousal transfers, an
unlimited marital deduction should be allowed for estate tax purposes. While in
most instances the well advised testator would probably not desire to take advan-
tage of an unlimited marital deduction to its fullest extent, nevertheless the tax
laws should permiit the fullest interchange of property between spouses, both during
lifetime and at death, so0 as to impose a minimum of interference with the marital
relationshiﬁ.

Just as the marital partnership is permitted to file income tax returns on a split
income basis, so should the marital partnership be permitted to be taxed as a unit
with splitting of assets for gift and estate tax purposes. In furtherance of this policy,
the surviving spouse should be permitted an election in connection with the estate
tax return of the decedent-spouse to have an amount up to one-half of all transfers
to third parties made under the Will or by intestate succession to be treated as gifts
made by the surviving spouse. Such a provision would permit the earliest effective
utilization of the unified credit available to both spouses 80 as to minimize the death
taxes payable by the marital partnership and conserving the family assets for the
benefit of the spouses who earned and built up the estate, at least during their
respective lifetimes. Such a provision obviously would merely permit a deferral
until the death of the surviving spouse and should not materially reduce the

ate taxes payable to the government. A similar provision was recommended
by the American Law Institute in 1968.

Gifts within three years of death

The 1976 Tax Reform Act simplified the administration of the estate tax laws by
amending Section 2035 relating to transfers in contemplation of death so as to
eliminate any subjective test and substitute a mandatory inclusion for all transfers
made within three years of death. However, because of the change to a unified gift
and estate tax law, the provisions of Section 2035 are largely unnecessary to prevent
avoidance of tax. The law and its administration could be greatly simplified if the
provisions of Section 2035 were limited to those of Section 2035(c) relating to gift tax
paid with respect to gifts made within three years of death, and (if the present rules
relating to taxation of life insurance for estate tax purpoees are retained), to
transfers of life insurance.

*With respect to other gifts, the section now serves only to pick up for taxation any
appreciation in value of the property transferred over a period of less than three
years but may also result in excluding from taxation any depreciation in value of
such gifts between the date of the gift and date of death. The actual operation of the
section is haphazard. It can operate unevenly and inequitably especially in cases of
gifts of interests in farms, other real estate and closely held businesses if death
unexpectedly occurs within the prescribed three year period.

The section as amended in 1978 also treats taxpayers inequitably in that a gift
having a value of exactly $3,000 may be made the day prior to death and be
excluded for éstate tax purposes; whereas, a gift of $3,001 made two years, 364 days
before death will be brought back into the estate.
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marital deduction provisions. An attem under the 1978 Revenue Act to simp!
the i leaves much to be desi and, for technical reasons, will be unusa-
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ing for the benefit of the orphans, as a group, i in accordance with
i valuation procedures, equals the amount of the permissible deduction. It
should noted, that the maximum allowable deduction for any orphan will be
$105,000, and that even if that orphan were to die immediately t.her:ger with full
ofﬁntamount,therewouldnmbenoeotatetaxsineetheuniﬂedcredit

ilable would shelter more than that amount. -
’l‘heorphaqsdeduction provision is not the kind of provision which is susceptible

unnecessary.
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the holding is less than 65 percent, there is great temptation to strip oneself of
other assets in order to meet the requirement.

While the provisions of section 6166A remain available for estates where the
closely held business interest represents only 35 percent of the estate or 50
mnt of the taxable estate, the other provisions of Section 6166A are less liberal

those of Section 6166. For example, the interest rate required of the estate
under Section 6166A will be 12 percent per annum. The available return from most
closely held family businesses, after payment of income tax, will not reach that rate.
Under these circumstances the interst rate shiould not exceed 6 percent per annum.

Further, the provisions of Section 6166 and Section 6166A are confusing and
create problems in administering because of differing rules and requirements. The
sections should at least be made consistent. I would recommend that Sections 6166
and $166A be combined with a threshold requirement of 35 percent of the adjusted
gross setate (rather than the groes estate) or 50 percent of the taxable estate and
otherwise with the more liberal provisions of each, if Congress desires to encourage
the growth of famil,ly busineases.

In eddition, the Tax Reform Act of 1976 changed the requirements of Section 303
of the Internal Revenue Code permitting a closely held corporation to redeem its
stock for the purpose of providing cash for payment of estate taxes. The threshold
eligibility requirements for Section 303 should be liberalized in order to grant
liquidity relief for the holders of closely held stocks. Under present law, an estate
could qualify for relief under Section 6166A, but be unable to use Section 303 to
obtain the cash to meet the installment payments. At the very least, it should be
restored to the pre-1976 requirements which were substantially the same as those
under section 6166A.

One other problem under § 6166 and § 6166A is that a redemption of all of the
stock will accelerate the due date for payment of the tax even though such redemp-
tion is made by the corporation on an installment note basis to provide payments as
the co tion is able to meet thet and as needed to pay the tax. Both sections
should modified to permit such installment redemption by treating corporate
notes, or other corporate obligations, as stock of the redeeming corporation so as to
prevent acceleration of the tax. The American Bar Association has apgroved a
recommendation for the foregoing ¢ es in Section 6166 and Section 6166A. A
copy of the Report of the Committee of the Tax Section on Estate and Gift Tax
proposing that recommendation is attached as Exhibit A.

Disclaimers
It is obviously desirable that the federal tax laws apply uniformlr to all citizens
less of residence and regardless of individual quirks of state law. In the Tax
Reform Act of 1976 Congress enacted a new Section 2518 and section 2045 dealing
with the subject of disclaimers.

Unfortunately, the new law is not entirely clear as to whether the disclaimer
must also oomﬁl*{ with state law as well as the new federal requirements. As a
result, we are with the same lack of uniformity which existed prior to the Tax
Reform Act of 1976, except that persons desiring to disclaim must meet the more
rigid tests of the federal law in those situations where state law is more liberal. No
provision is made for those cases where state law does not permit a disclaimer.

The American Bar Association, prior to the Tax Reform Act of 1976, adopted a
legislative recommendation permitting disclaimers under special federal rules even

ineffective under local law and providing for uniform disclaimer rules in a
number of other situations not covered by the present law. A copy of this recom-
mendation is attached as Exhibit B. -
Generation skipping transfers

The new generation skiipping tax mfoeed by the Tax Reform Act of 1976 has
added a_new dimension of complexity for the economic planning of the American
family. Because of the newness of the law and the fact that to date there are no
final regulations issued with respect to any of the provisions of this law, it is too
early to attempt an analysis of all of the problems which this new chapter will
createphl witl meglt:on o;xd y a few sfl?)?l;s pll-oblemxt;e w}\ich should be corrected as
promptly as ible in order to simplify family estate planning.

In connect;o”z;awi!h the effective date of the new law, the law was made retroac-
tively applicable to trusts which were not irrevocable on June 11, 1976. An excesg-
tion was made for transfers, in the case of a decedent dying before January 1, 1982,
pursuant to a Will (or revocable trust) which was in existence on June 11, 1976 and
was not amended at any time after that date in any respect which will result in the
creation of or increasing the amount of any generation skipping transfer. Under
Yrog'used regulations, pro by the Inte Revenue Service on December 22,

978, the Service takes the position that any amendment which adds to a trust
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" (other than an incidental addition resulting from an administrative or clarifying or
other technical amendment) will completely disqualify the Will or revocable trust as

- an exempt Will or revocable trust.

: WhﬂetheprovinionloftheTuReformActole’lG,asamendedbytheRevenue
Act of 1978, are-certainly gusceptible to such an interpretation, it is obviously
mbleandatrapfort}wunwary.Thus,theexecuﬁonofacodicileanoellinga

.00 -pec&ﬁ: et may subject the ext:htir:gh resé«liuary trus: :inde;e? Wi&l to the
new pping provisions, even tho e decedent dies before January

1, 195.“3: the other hand, it is clear under the Code that if an addition of $500.00

is made to an otherwise exempt trust in existence on June 11, 1976, only a propor-

_ tionate amount of the trust will be subj to the new tax.

’lheeffectivadatetrmisionsahould modified 8o as to treat any increase in the
amount of a generation skippi transfer under a Will or revocable trust in exist-
ence on June 11, 1976 as ca only a proportionate taint and not a complete
taint. The existence of this trap requires augstantial extra legal time by knowledge-

able lawyers in revi documents and advising clients with respect to 9;

ts to Wills which were in existence on or before June 11, 1976. Such

" additional costs should not be im upon the American family.In the light of the

complexity of Chapter 13, it would be entirely reasonable and no substantial threat

T revenue if the effective date were amended so as to apply only to transfers

pursuant to a Will (or revocable trust) of decedents dying after mber 31, 1981,

without regard to the date of execution of such Will or revocable trust.

Another provision of Chapter 13 which interferes with normal family estate

&mlannins is the provision which treats a trustee as a beneficiary even though such

cannot receive any personal benefit fromt the trust. As a result, testators

who do not desire to use a professional fiduciary but would prefer to use one of the
or other younger generation member of the family as trustee cannot do so

without subjecting the trust to the new tax, exce t in very limited circumstances
under Section 261%eX1). Even under those limited circumstances the testator will

. wremum an extremely knowl le and sophisticated draftsman to prepare the

Not only is there a saving of substantial expense, but family members
will have the greatest personal knowledge of the family n . It is only natural for
a testator to choose an able son or daughter as the trustee to determine whether
encroachments for the surviving parent or other family member are needed, espe-
cially in cases where the surviving nt or other family member is incapacitated.
The law should be amended to provide that the term “power” shall not include any
power which is exercisable only in a fiduciary capacity and which cannot be exer-
cised for the benefit of the holder thereof.

Another provision which should be modified in order to permit more flexibility in
famil ments is the provision for a $250,000 exclusion for transfers to

1 hildren. The Joint Committee on Taxation, General Explanation of the Tax

orm Act of 1976, stated: -

““This $250,000 exclusion is to be available in any case where the property vests in
the ograndchiid (i.e., the property interests will be taxable in the grandchild’s estate)
as of the time of the termination or distribution, even where the property continues
to be held in trust for the grandchild’s benefit, and regardless of whether the
grandchild receives his interest under the express terms of the trust, or as the
result of the exercise (or lapse) of a power of appointment with respect to the trust.”

“veating’ requirement imposes conditions which may not be for the best
interests of the family. I can cite one example from my own recent experience. 1 was
consulted by an elderly couple whose to assets were approximately $160,000. All
except one of their children are well off economically and do not need any assist-
ance, but one son is not in secure economic circumstances. Tb:x have a number of
grandchildren, one of whom has health problems and is retarded. The father of that
grandchild has a reasonably adequate earned income. They expressed the desire
that after their death all of their property should be held in trust to provide income
for the son in need for his lifetime and thereafter the income to be available for the
retarded grandchild for her lifetime. 1f the father of the retarded grandchild should

his brother so that the grandchild might need income, then the grand-

child should become a beneficiary of the trust-at that time, with income to be
divided between the grandchild and her uncle. Upon the deaths of both the son and
the retarded grandchild they desired their property to be divided amonscall of the
- other grandchildren. Under the foregoing facta,unlees the retarded g&n hild were
y )y 1

other hand, there was no assurance that
power of appointment at some future time, thus sending the remaining assets to
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str rs rather than their other grandchildren as desired ij this couple. There
would appear to be no reason why the $250,000 exclusion should not be applicable to
the actuarial value of the interests of the grandchildren at the time of a taxable
termination. If the grandchildren die before receiving the $250,000 there will be a
generation skipping transfer at that time, so that no revenue would be lost. The law
should be 80 amended._



EXHIBIT A

COMMITTEE ON ESTATE AnD GIFT Taxes
Tax SecTion REcoMManvaTioN NO. 19796

- 70 AMEND THE INTERNAL REVENUE CODE OF 1954 TO MAKE CON-
SISTENT THE TESTS FOR ACCELERATION OF UNPAID INSTALL.
MENTS OF ESTATE TAX IN CASES OF WITHDRAWALS FROM
CLOSELY HELD BUSINESSES AND DISPOSITIONS OF INTERESTS IN
SUCH BUSINESSES, AND TO LIMIT THE ACCELERATION OF UNPAID
INSTALLMENTS WHERE OBLIGATIONS OF THE BUSINESS ARE RE-
CEVIED IN SUCH TRANSACTIONS.¢ Adopted with the following changes:

Substitute the word “in"* for “*and"’ in the third line of the-frst Resolution, and

mummemdemuMwmmm
mmammw-mw;&wmfm
resalte. :

Cosarrrrz oN Estare ano Gurr Taxes

Tax Secrion RacosmInNDaTiON No. 1979-6

TO AMEND THE INTERNAL REVENUE CODE OF 1954 TO MAKE
CONSISTENT THE TESTS FOR ACCELERATION OF UNPAID IN-
STALLMENTS OF ESTATE TAX IN CASES OF WITHDRAWALS
FROM CLOSELY HELD BUSINESSES AND DISPOSITIONS OF
INTERESTS IN SUCH BUSINESSES, AND TO LIMIT THE ACCEL-
ERATION OF UNPALD INSTALLMENTS WHERE OBLIGATIONS OF
THE BUSINESS ARE RECEIVED IN SUCH TRANSACTIONS.

- RESOLVEDMW[MMM&M@WS«MJTM»
wﬂmgooumqm.amsw.mm

RESOLUTIONS

RESOLVED, that the American Bar Association recommends to the
Congress that the Internal Revenue Code of 1954 be amended to make the _
provisions governing terminaton of the privilege of paying esate tax and-o,
inmallments upon withdrawals of property from a closely held business
consistent with the rules governing termination of such privilege upon the

son of interests in such businesses, and o provide that acceleration
ofunpuidimumnenuofmumwinmtmurwhere interests in a close-
Iy beld business are exchanged for obligations of the business;
REPORT
Summary

Under present law a withdrawal from a closely held business or a disposition of
an interest in such a business can, under certain circumstances, cause accelera-
tion of the remaining installments of estace tax without providing the estate with

N sufficent liquid asseus to pay the tax.

14 13 recommendad (i) that the provisions for acceleration of unpaid installments
upon withdrawal of funds or other property from a closely held business be
made consistent with those relating w0 dispositions; and (if) that the provisions
for acceleration uponcemindinyoﬁdomofminminchebudnmbe mod-
ified 30 that, if obligations of a closely held business are received in exchange for
mminwcbbmines.mchanachmgewmnocuiggttmeknﬁonof -
mpﬁmnmmofmm.wmhobﬁgzdomvdnchem&erbeumd
a3 an interest in the closely held business, so that a subsequent distribucdion. sale.
exchange, or disposition may rigger. acceleraton.

Discussi
Sections 6186 and 6166A permit an executor to elect to pay in installments che

estate tax aaributable to an interest in a closely held business. Under present law
2 termination of the privilege of making installment payment of estate ax under

Tan Lawyer, Vol 32, No. 4
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section 6168 or section ¢4 . ’
closely heid busineas wich rees, 2%rs If ustad percentages of the value of the
determined are withdrawn, or if mag Lo 1 Installment payment privilege was
mmmmaemu”w**m?m“
of, other than by ansfer to certain M"‘“‘““‘.“ma‘l’““
ain tax-free exchanges. Under secuon 816&(g), 5 ﬁ‘h‘n::l f":.""'" to cer-
. one~third or
more of the value of the closely held business, or a dispositon ol une-third o
more of the decedent’s interest. causes such acceleration. Under sectinn
6166A(h) a withdrawal of fifty percent or more of the value of the closely held
business, or a disposition of fifty percent or more of the decedent’s interest,
causes such acceleradion. .

These acceleration provisions do not apply, however, to withdrawals from a
corporation or dispositions of its stock which qualify for spedial treatment under
section 308 if the estate 1ax paid on or before the date of the first instaliment
which becomes due after the distribution (or, under section 61686, any earlier day
which is one year after the date-of the distribution), equals or exceeds the
amount received {rom the corporation pursuant to the section 303 redemption.
Except for secaon 303 redemptions, however. a withdrawal or disposition ex-
ceeding the relevant limitation terminates the privilege of paving the tax in
installments regardless of whether the 'vithdri.ai or disposition :-=vidzs the

. estate with suificient funds to pay the remaining ux in a lump sum.

The withdrawal test in its present form applies only to a narrow class of
taxpayers. Because the withdrawal test covers only withdrawals of one-third or
fifty percent of the value of the business (depending upon whether section 5166
or section 6166A applies), the test will not apply unless the estate has at least that
large an interest in the business. For example, if the estate had a one-fourth
interest in a partnership which qualified as a closely held business the estate
could withdraw its entire interest without causing acceleration of the remaining
unpaid installments. T -

The disposition test, on the other hand, is more even-handed in its operation.
It applies to any disposition of one-third or fifty percent of the estate's interest in
the business, (depending on whether section 6166 or section 6166A applies),
regardless of whether the interest disposed of represents one-third or fifty per-
cent of the entire business (as the case may be).

It is proposed to eliminate the disparate reatment which now exists between
the withdrawal and disposition tests by eliminating the withdrawal test as an
independent test and by making withdrawals subject to the same limitations as
are applicable to dispositions. The disposition test would be further amended to
prevent acceleration to-the extent that the consideration received in the disposi-
tion consists of obligations of the closely held business, since such obligations are
not likely to be marketable except at a substandal discount. It is proposed that
such a ransaction not be considered a disposition that would trigger accelers-
tion. However, the obligations would then in effect take the place of the original
interest in the business, so that a subs *quent disposition of the specified per-
centage of the obligations would trigr  acceleration. Consideration was given to
the difference that will exist betwe.n pre-death and post-death obligations re.
ceived in exchange for a closely held business interest and such difference was
not regarded as material in light of the policy considerations inherent in sections
6166 and 6166A.

Tax Lawyer, Vol. 32, No. 4
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The Section of Taxaton has no earlier recommendation that is related to thig
Recommendation. Recommendation No. 1976-8, which deals in large part wiy
the same subject matzer as this Recommendation, adopted by the Section at the
1976 Annual Meeting, 29 Tax Lawyzx 1185, was not submitted to the House of

as 3 result of the passage of the Tax Reform Act of 1976.

No member of the originating committee or of the Council of the Section of
Taxation is known to have a ial-interest in this Recommendation by virtye
of a specific employment or engagement to obtain the result of the Recommen.
dation. It is recommended that the amendiment be given only prospective ap-
plication. In that case, clients would not be affected in any peading matter.

. PROPOSED STATUTORY LANGUAGE
RESOLVED that the Section of Taxation implement the foregoing by urging the fol.
lownng amendments, or their equivalent in purpose and effect, on the proper commiltees of
the Congrazsc
Sec. 1. Section 6166(g)(1) is amended (o read as follows (eliminate macter
struck through, insert new matter in italics):
(1) DisPOSITION OF INTEREST:

(A) If—

(i) one-third or more in valus of an interest in a closely held business
which qualifies under subsection (o)1) is withdraum from the business,
ov distributed, sold, exchanged, or otherwise dispased of,

Mmmgmfawg’mrmmmmmam
umwwwmojwmwmmwuw
MWMMMWSmm;ﬁMMW.MwWM
Mdﬁpﬁmoj’bﬁcdaybhldbuﬁaﬂ:annccﬁndhmkmt/wauwmy
Mofmh&mnah&:cbubhldmm.mhachanguhﬂmbcdawd
& withdrawal from the business, or distribution, sale, exchange, or other disposi-
mgmwmhwmjnmo/mmqmwm
MMMMW&MM«MW&WMI;MMW
f?W#W‘“‘W‘VM”WWMW
mnk,m.ww&m&uwhohwhmqm&ﬁpm
(B) In the case of a distribution in redemption of stock to which
section 308 (or so much of section 304 as relates to secdon 303)
a

pplies—
® NW shall not apply with respect to
the stock r ; and for purposes of such subparagraph the
" Lot Lawper, Vol 32, No. 4
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interest in the closely held business shall idered
memmwdmugmﬂmh@
(-subparegraph-tA)in-dees-not-eppiy-with-respeet-toithe
deawale-of-money-and-other-properiy-disiributedreand-forpur
;
W‘ '“‘Qd hl “ T . r

money-end-other-properi-distribured:
This subparagraph shall apply only if. on or before the date pre-
scribed by subsection (a}(3) for the payment of the first installment
A which becomes due after the date of the distribution (o, if earlier, on
i abd‘mthedaywhid:hlyaraﬁer&edauoi:hedimﬁbuﬁon),
:hmbpnidmamountof;hemimpaedbyse:ﬁon?&l not less
dunthemountofmonqandoch«proﬁeﬂydisﬁbmed.

(C) Subparagraph (A)i)-dees shall not apply to an exchange of
stock pursuant to a plan of reorganizadon described in subparagraph
(D), (E), o« (F) of section 368(a)(1) nor toan exchange to which section

. 885 (or so much of section 356 as relates to section 355) applies, but
any stock received in such an exchange shall be treated for purposes
of subparagraph (AX#) as an interest qualifying under subsection
(ax1).

(D) Subparagraph (A)}-—dees shall not apply to a wansfer of
property of the decedent to 3 person entitled by reason of the dece-
dent's death to receive such property under the decedent’s will, the
applicable law of descent and distribution. or a trust created by the
decedent.

Sec. 2. Section 6166A(h)(1) is amended to read as follows (eliminate macter
struck through, insert néw matter in italics):

(1) DisPosrTioN OF INTEREST. -

(A) IfJOmmormnhwluofmwminodaubWMm
mmwmmamamﬁmwm.wm
M“M«M&Moﬁmwmq&u‘[w
Wafmprwﬂdhd&ismﬁm:bnﬂmuoppb.admympdd

- qummwhmmmmaummm.mm
~ﬁnﬁc$«r¢wyahhdcbpk:pw“hm.wtowwm
-,mquwmmmﬁndhm‘vfmaﬂam

Tax Lowyes, Vol S2, Ne. 4
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part of such inlevest im the business, such exchange shall not be dermed o
withdrawal from the business, ov a distribution, sale, exchange, or disposition of
3 such intersst in the closaly held business for purposes of this subparagraph, ing
- such obligatiohs shall thereafier be ireated as an inlerest in the closely held
- qumqmmmwampmmwm
- mens, distribution, sale, exchange, or other disposition, in uwhole ot in part, of
such obligations.

(B) In the case of a distribution in redemption of stock to which
section 303 (or so much of section 304 as relates to section 308)
applics, L .

: ‘i)l ": peragraph I"H‘I“ does-not "F" .""u' 'I“F"I' F" with-

M -

WWM .

. (i) subparagraph (A)¢#-dees shall not apply with respect to
e the stock redeemeéd; and for purposes of such subparagraph the
- interest in the closely held business chall be considered to be such
interest reduced by the value of the stock redeemed.

- This subparagraph shall apply only if, on or before the date pre-
scribed by subsection (e) for payment of the first installment which
. becomes due after the date of the distribution, there is paid an
amount of the tax imposed by section 2001 not less than the amount
of money and other property distributed.

(O) Subparagraph (A)i#}-dees shall not apply to an exchange of
stock pursuant to a plan of reorganization described in subparagraph
(D), (E), ot (F) of section 368(a)(1) nor to an exchange to which section
355 (or so much of section 356 as relates to section 355) applies: but
any stock received in such an exchange shall be treated for purposes
of such subparagraph as an interest qualifying under subsection (a).

(D) Subparagraph (A)(i-dees shall not apply 0 a transfer of
property of the decedent by the executor to 3 person entitled to
receive such property under the decedent’s will or under the applica-
ble law of descent and distribution.

Sec.&Tbeamendmcnumdebyucﬁomlmdéshaﬂbeeffeaivemm
respect to estates of decedents dying after the date of enactment thereof.

EXPLANATION OF PROPOSED STATUTORY LANGUAGE
Conforming and cleriral a'mﬂdmman have nat hasa mada

\J




EXBIBIT B

- Conpirrres oN EsTars A-ND Grrr Tixes

Tax Sscrow Ricosuzvoaron No. 1974-2

TO AMEND THE INTERNAL REVENUE CODE OF 1984 TO PROVIDE
FOR ESTATE AND GIFT TAX TREATME“T oF DISCLAIMEB.S

RESOLVED that the jollowing Resokbuli Report be b
-ﬂk‘hﬂnwuTmmtuﬁmolochnmolthsms.
Associstion:

RESOLUTIONS

mvmumi ican Bar Associ ds to the Con.
v—umht«n‘lﬂamc&dlmhwwmmm
mmm!«'bﬁmmpuonlmmundphvuad
proparty thdt is disclaimmed in s spetafic manser within a specified time;
mmtmmmw«'rmnmmdmed'om
nﬁnmmﬁmdmmmﬁdmnuwmebﬂlllwug

the results
RESOLVED t.!ut Recommendstions Nos. 1968-12s and 13a, re.
lating to of di from estate and gift taxation. proposed
tbc&em of ‘l‘m:ion in August 1988, 11 Tax Lawvez 93, 94 71948),
A.B.A. . 212, 213 (1988) and embodied 1n sectica 72 of HR. 11450,
80th Cong,, 1st Se- {1965), be mthdrawn.

REPORT

Summary . )

Mdmwpmmumpwdfmmuudphhnuoum
depends primarily on state !aw. The state !aws are oot uniform oo this subject

and many states have oo law ca it at all. It would be desirsble t0 have Y
heumive federal disclaimer rules which apply umlonnly for federa! tax purposes.
n-wm»mmm rules be enscted to provide that the
dhhmbyspmor personal representative of property receivable by
hinbyhbw’m;ﬂ other transfer is 00t to be considersd a taxsble
Mbyhh!nmnwpﬁtnyuwmnddmtnqumlmhua
are followed. Requirements would include the taking of appropriste action within
ecedent, the effective date of s transfer, or in
tha'-dshminumt.tbcdnz on which the taker's interest is Snally

It-d-ﬁhsomptdmlnmedpmmmgﬁudmuunmb«
cause persone should be free to refuse gifts or inheritadces without suffering ad-
verse tax coosequences if they do oot recsive say benefits ‘rom he property.

Under present law, whethber s disclaimer of property passing by devise, bequest.
intestaey o gift is s tranafer causiog estate and gift tax consequences for ‘he

person making the disclaimer depends cn state law. A dumber of states have en-

dinhmhmhuu.myddnmntm:bwludm&c\hdd
Distlaimer Aet. The Commissioners on Uniform 3tate Laws bave recently pro-
posed & Uniform Disclaimer Act, besed upoa the Model Act.

Despite the existence of such laws aod provisicns coucerning disclaimers, -
signments and relesses in several sections of the Internal Revenue Code of 1964
and Treas-~v Regulations thereunder. there is insufficient spacificity with respect
to the entate and gilt tax consequences of a disclsimer. An even more serious

exists in states that have 20t epacted statutes, since the common law
background of diselaimers is spotty. Court decisions oo the issues presented dif-
{er greatly, often locuting on the technicalities of local !aw with respect 0 the
Tes Lewyer, Yol 127, Ne. &
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Thess techoicalities appear irrelevant to the tax policy questions involved. Cai-
formity of tax trestment is highly desirable and is the major gosl of the Rec-

ommendation. -
Cases have held, for example, that disclaimers of property pasmsing by intestacy
are transfers subject to estate and gift tax Hardenbergh v. Commissioner, 198
P2d 63 (8th Cir. 1952), cert. denied, 344 US. 36 (1952); William L. Mazwell,
17 TC. 1580 (1982). Other cases have long held to the contrary as to property
paming by will. Bg., Brown v. Routzahn, 83 F24 914 (6th Cir. 1933), cert.
dewied, 290 US. 641 (1933). The decisions depend in large part oo whether the
diselaimer was effective under !ocal law. 3tate lsw is a0t uniform (even where
are diselaimer statutes) and it is oot always clesr. The differences in re-
sult sre undesirsble because similar transactions i diferent states are aot now
bdnmtdmi{wmlylmedauudﬁhtapw

‘l‘hm:adgmmhndonotmhh-deﬁniﬁoao“hetem“dhdﬁmer"
or & peovision of general applicstion establishing the tax consequences of a dis-

imer. A disclaimes is, however. trested in certain specific instances otherwise
than as & receipt nintenninpmeﬂyfol!wedbysmmfcbyme recipi- -
@t With respect the donee of a general power of sppointment, sections
2041(a)(2) and 2514(b) provide that the disclaimer or repunciation of 3 power
during lifetime is not deemed a relesse and is, therefore, oot a taxable event.
With respect to the traasferoreof property which is the subject of an effective
diselaimer by the recipient, sections 2085(a) and 2086(d), relating to the estate
tax charitable and marital deductions, respectively, state that the affectad prop-
erty is deemed to pass from the tradsferdr directly to the person who receives it
by reason of the disclsimer. Reg. 1262511-1(c) is also significant because it pro-
vides rules that must be follo in addition to compliance with state !sw, in
order for a disclaimer to be valid for gift tax purposes. Howeyer, the regulation
oot purl;:an to be egapnhmsive and does not solve the problem of varis-

'.. - .
ating state sod federsl law concerning the time within which a disclaimer

be made is unclear. This is illustrated by Keinath v. Commissioner, 180

(8th Cir. 1973), rev’g 58 T.C. 353 (1972). In that case the son of s testator
iven s remsinder interest under a trust if he survived his mother. He was s
and was awsre of the interest, The mother's life estate contiued for 19
and shortly after she died the son discisimed the remainder. The dis-
i was valid under state law; however, the Tax Court held, relying on Reg.
1-1(c), that a disclsimer must oot oaly be valid under state law but must
bamdnvithinamblcﬁmetﬂerthencipientlumol the bequest in
order to be non-taxable. The Court of Appeals reversed holding that under state
law s vested remainder subjected to divestiture may be disclaimed within a rea-
time sfter death of Lhe life tensnt.*The cesult in that case appesrs to be
correct, but it illustrates the difficulty caused by a lack of uniform federsl law.
There could be many varistions of the facta in the Keinath case with different
results in different states depending upon the application of local law.

The Recommendation would amend both the estate and gift tax laws by pro-
viding similar, comprehensive disclaimer provisions.

The Recommendation would provide that a refusal to accept property passing
by intestacy, which would be effective as a disclaimer in the case of a bequest or
devise, would be an effective disclaimer of an intestate share. This should result
in uniformity of trestment. even though 3 sate without a disclsimer statute
would for purposes of local property law and state death taxes ot recogniss the

§

sEiiine
?.Ei ia!isi

E

The Recommendation would eliminate the undesirable situstion illustrated in
the Keinath case by providiog a uniform federsi standard for determiniog the
time within which a disclaimer must be made. In the case of & {uture interest it
would be within nine months after the event when the taker of the interest is
Snaily sscertained and his interest bas become wholly indefeasible. The result
under that test would be the same as the one resched in Keinath. To be effective
the disclaimer must be in writing, must describe the disclaimed property and

" Tew Lewyer, Yo 37, No. &
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property is oot includible in the sstate of the deceased joint tensat,
claimer must be made no lster than nine months after creation of the joi

g

This will allow an effective disclaimer to be made where the designated taker is
uwuswbmmgm'hmdummgvitﬁnthedmdlmIor
making s diselaimer. The right of a personal representative to disclaim is, of
course, fiduciary obligations and the limitations of !ocal law.
No for any adjustment in the transferor’s taxes which msy -
result from a disclaimer. The need for such sdjustments could result from changes
in the smounts claimed ss wmarital or charitable deductions or if the transfer
failed snd the property reverted to the transferor. Unless the transferor hss pro-
vided in the instrument of trenifer (his will or trust instrument) for the rediree.
tiom of the property in the event of a disclainier, the recipient of the disclaimed
interest will be determined under spplicable local law.
The Reporter's Study of the American Law Institute Federsl Estate and Gift
Tax Project (p. 96) recommends that the pesson malking a disclsimer be per-
mitted to direet the destination of the, property in his disclaimer. This recom-
mendation was considered but rejected because it is inconsistent with an under-
premise of proposed sections 2043 and 2518 that coatrol over property
iss L0 & a3 to the person having such control. The power to redi-
rect constitutes control over the property similar to s genersl power, and should
be trested similarly, whether or oot the recipient Jerives s benefit {rom the

of the Recommendation was brought to the attention of

the Section as & result of recent state legisistion afecting disclaimers, the sction

Bankers Association in recommending similar legislation and »

reexaminstion of prior disclaimer recommendations, discussed below, which are
oow thoughs to be insdequate. -

The Recommendation would supersede Recommendations Nos. 1988-12a and

relating to axemptions of disclaimers {rom the estate and gift taxes proposed

'axation in August 1958, 11 Tax Lawvzn $3, 94 (1988), &

ABA. Rxe. 212, 313 (1988), and embodied ‘ogether in section 73 of HR. 11450,

S9th Cong,, s Sess. (1968). Unlike the prior reeommendam'.hn Recommen-

claimed, (2) provides for disclaimers by s legal representative, (3) seta forth the
tachaieal requirements for a valid diselaimer for federal tax purposes sad (4) pro-
vides {or the time within which the disclsimer must be made. The prior recom-
mendstions wers far more limited in scope, merely providing that a disclaimer
was 0ot to be considersd a tranafer and that a refusal to sccept an intestate inter-
ot would be as effective as a disclaimer of a bequest or devise.

It is recommended that the proposed amendments apply to disclaimers made

Tes Lewyer, Vol. 37, Ne. 4
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siter the dete of eoactment. hn&mndth«mmbc'dm&eﬁmo!
Tmﬁun«&dreﬁubmﬂhedxwdmuypendingmam

The Racommendation was formulsted by the Sectica’s Committee om Estate
and Git Tazes. Ithvitbiat.hcspodﬂmpemo(tbl»leﬂl profession
because of the profession’s intersst in promoting rules of taxation which sre
equihbkndunifmlynwlied. .

Nommbcrolt.hConndlmdnomcmbﬂol!boCommitmonElutesnd
Gift Taxes who actively perticipated in prepering this Recommendation has soy
materia} interest in it by virtue of a specific employment or representation of

PROPOSED STATUTORY LANGUAGE .
RESOLVED that the Section of Tazation implement the foregoing by urging
u.lmmm,«m&cqﬁww in purposs and effect, on the
proper commiitess of the Congress: -
S&l.mmdubebtponlchpmllp{mbﬁthB (Estate Tax) is
gmgn%edbyaddh‘mqhtbefouwiummﬁm(wmmmm
italics) : ! .
Sec. 2048. DISCLAIMED PROPERTY.

(0) GuNaraL Rurm—The valys of the gross estate shall not include the
mhcclmyprmﬁydixwwmmdn&
(3) DEFINITIONS —For purposes of thid section—

(1) The term “disclaimer” means on wrevocable, unqualified refusal to
accept properiy, or eay part lh{nof, node and delivered as required by
subsection (¢). . -

(8) The term “property” meons any interest in property wchich, if not
disclaimed, could be inciuded in the gross estal of the decedent
(¢) REQUIRBMENTS POR DISCLAIMBR~

(1) IN OENERAL~No disclaimer of properly shall be effective unless—

(A) such disclaimer is i wnling, describes the disclaimed property,
signed by the person making the disclaimer and acknowledged, and is ds-
mepmwmbmﬂhctmlmmww the fiduciary
ov other person in possession of the property; ond

(B) such disclaimer is delivered—

(5) sm the case of a present inlevest in property which, if not dis-

; would have been acquired by it within the meaning of chap-
m!l,mh!«tkmmmaludedaolmgiIt;

(#) in the case of o present interest in property which, 1] not dis

; mldhwcbcmocm&udbvbcm,dwﬁc ¢ Y
from another decedent, no

such decedent’s death; )

(##3) in the case of a present inlerest in property which, if not dis-
. would have been acquired by the ezercise, release or lapse of
a power of appoiniment, nol later than nine months after the date of
the exercise, releass or lapss; or
(iv) n the case of any fulure interest in property, not later than
nine months after tha svent ohen the taker of the inlerest i finally
ascertained and his interest has becoms indefeanbls.
‘(l) SPECIAL RULES—For purposes of paragraph (1)(B) of thia subsec-

tion— -

(A) clawses (3}, (3 and (iv) of paragraph (1)(B) shall apply to all
property which, if not discloimed, would have been acquired by 7ift
mchwolmtl,m%omhprmumwbom
Mwhw:dhthmmuolthdmwdamdﬂm.
2088, 2037, 2033, 2041 or 2042.

(B) Notwithstanding subparagraph (A), if the beneficiary of life insur-
ance proceeds under o po&vzhahubcmaequindbvmlt within the
maeaning of chaplsr 18 during the lijetime of the insured iz a person

Teo Lowyer, Yol 37, No. &
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other then the dones of the policy, clauss (iv) of peregraph
shall opply to the disclmimer of such proceeds. - R

(C) Clanse (i) of peregreph (1)(B) shall apply Lo the interest
wmmmmeammu&:
tonont by the entirety, but only Lo the exteni lhat yuch interest ip rg,
quired :bondudd’ in the gross estate of (Ae other decodent undy,

(D) Clawse (iv) of pavagraph (1)(B) shall apply lo the inlerest of ,

beneficiary in an annuity or other payment described in ssction 2020,

* (8) BrPBCT OP ACCEPTANCE OR WAIVER OF RIGHT TO DISCLAIM ~Any

other provision of this section notwithstanding, no disclaimer shall be ¢fiqc.
tive if the person meking the disclaimer accepls (Ae properiy, or ezerciagy
proprietary conirol or waives, is wriling, the right Lo disclaim.

(4) DISCLAIMBRS INRPPECTIVE UNDER LOCAL LAW.—~A disclaimer of
property which is ineffective under governing ilate law shall be given efees
Jor the purposs of this section if the property is transferred, within the lime
Aerein Jov delivery of o disclaimer, to the person or persons whe
would have been entitled thereto had the disclaimant predeceased the prioy
holder of the property.

(6) DISCLAIMER 8Y PERSONAL REPRESENTATIVE~A disclaimer made
by o personal representative shall be given effect for the purpose of this sec-
tion if mode within the time and in the manner prescribed herein. A per.
sonal represenialive is an ezeculor or administralor of the estate of a decs-
dent or a guardian, commilttcs or tonservator of the property of an infant or
incompelent, or o persqn performing substantislly similar [unctions under
applicable local law. - . .

Seo. 2. Subchapter Bg{ chapter 12 of subtitle B (Gift Tax) is smended by
sdding thereto the following new section (insert cew matter in italics):

Sec. 2518. DISCLAIMED PROPERTY.

(a) GENERAL RULE~A disclaimer of property shall not be considered to
be & transfer of the property by the disclaimant.
(&) DarINITIONS—For purpdaes of this section—

(1) The term “disclaimer” means an irrevocable, unqualified refusal Lo
accepé property, or any part thereof, made and dekivered as required by
. subssction (¢).

(8) The term “properiy” means any inierest in properly, the (ransfer
of which could be subject Lo the laz imposed by this chapler. -
(¢) REQUIABMENTS FOR DiscLaisiin—

(1) INn ganarat~No disclaimer of property shall be effective unlase—

(A) such disclaimer is in writing, descrides the disclaimed properly, is
signed by the person making the disclaimer and acknowledged, and is de-

Lvered to the persom or persoms bensfiting thersfrom or to the fiduciary

ov other person in possesnon of the properiy; and

(B) such disclaimer is dslivered—

chapter, not later
(%) #s the case of a present inlerest in property which, if not di~
i cloimed, would have besn acquived by bequest, e or inhenionce,
not later than ning months after the date of the decedent’s death;
(i) in the case of o present inlevest in properly which, if not dis-

claimed, would Aave been acquired by the ezericse, relecse ov lapse of

a power of appointment, not loter Lhan nine months after the date of
tha ezercise, releass or lapss; or
(iv) in the cose of any fulure intersst im properly, not laler than

Tas Lewyer, Vol. 27, Neo. 4
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mm«;mmmmqumwam»
certained and Ais inlarest has become indsfeandle.
® SPECTAL AULES —For purposss of paragraph (1)(B) of this subsec~

[

(4) Clouses (9), (i) and (iv) of paragraph (1)(B) shall apply to all
mvuhkh,ilutdﬁddad,wmddhwobui acquired by gift, in-
o chuding such property as may be required (o be included in the gross
muotmm-mumw,m,m.m.wawwa.

(B) Notwithstanding rubparagraph (1), if the beneficiary of life insur-

mmvdcundcrcpoh‘cxthahabcmuquindbv gift within the

g his chapler during the.lifetime of the insured i3 a person

other tham the domes of the policy, clause (iv) of paragraph (1}(B)
shall to the disclaimer of ruch procseds.

(4] lause (i3) of paragraph (1)(B) shall appiy to am interest in prop-

ﬁnﬁdpﬂﬂnbcmﬁ:ﬁgéﬂtlm«mbgmm&um

e
-

(0 the extent that such interest is required Lo be included in the

the dececsed tenant under section 2040.

D) Clavse (iv) of parograph (1)(B) shall apply to the interest of o
bensficiary in an annuily or other payment described in section 2039.
(3) BPrECT OF ACCRPTANCE OR WAIYER OF RUGAT TO DISCLAIM —Any

o_(h-'_pvwi-'ono] ngg‘o-notuimwndiag,mmwbc efec-

.
;

(4) DisCLAIMEBRS INBPPECTIVE GNDER LOCAL Law—A disclaimer of
property which is mefective undep goveming slate law thall be Aven efect
Jor purposes of this sectiok if the groperty is (ranaferred, within the lime
herein Jor delivery”of a disclaimer, to the person or persons who
MWM&WMMM:M&W;:WMMWW
holder of the property. |

(8) DISCLAIMER BY PBRSONAL REPRESENTATIVE—A discloimer mads
by a personal representative shall be given effect for purposes of this sec-
lionilmadcwﬁhhthl&wum&tchmwmdhm A per-
sonal repr tative is an ezeculor or administralor of the estats of a dece-
dent or a guardian, commiltee or conservalor of the property of an infant
or am incompelent, or & peTson performing datanticly snimilar junciions
under applicabls local law. -

. Sec. 3. Section 2041(s)(3) is amended to read-as follows (insert new mstter in

(3) Powzas amrd ums ocroass 31, 1942—To the extent of any

with respect to which thegdecedent has at the time of his
death & general power of appointment crested after October 21, 1942, or
ﬁ&meamvmmw:huumymumhedor
such a power of appointment by a dispodition which is of w:ch nature that
if it were a transfer of property owned' by the decedent, such property
would be includible in the decedent’s groms estate under sections 2035 to
2038, inclusive. Adisdnimaotmcbtpommdcinmardmam’th
seciion 2045 shall oot be deemed o release of such power. For purposes of
this paragraph (2), the power of sppointment shall be considered 0 exist
on the date of the decedent’s desth even though the exercise of the power
hubimm.pn»udmcdvin'dmdawevenwmm@o!m
mﬂ.dmwymmmmd.mmmﬁwium
e‘n,vbcthuorwtouorbdmtbcdauoithdeadcm‘nda&hnoﬁu
has besn given or the power has been exercised.

Sec. 4. So much of sibsection (s) of section 2088 as precedes paragraph (1)
thereof is smended to read as follows (elimins te matter struck through and
insert new matter in italics) : - -

(a) Ie Gevwmar.—For purposes of the tax imposed by section 2001, the
vdmolmmnbhmushnbodeumimdbydedueﬁngfmmcuvdm

Ten Lawyer, Vel 17, Ne. &




214

824 i COMMITTER RECOMMENDATIONS

. of the grom estate the amount of all bequests, legacies, i OF tranafey
- (including the interest which falls into any such bequest, legacy, deving, o

tranafer a8 & result of en—imevoesble the disclaimer aboquut.x.“,'

mam«m.ilthdiuhimbmdcbdede'

for the Aling of the estate tax return and in accordance with section 30

Sec. 5. Section 2088(d) is amended to read ss lolim (eliminate matter
through snd insert new matter in italics) : -

it

- persen—deco—aoi-ersepi-tich—ibierest-Defore-meking—he—diseleimer, ond
tm accordance Witk igelion 2045, such interest shall, for purposes of this
i .88 passing {rom the decedent-to the surviving

if subpa¥sgrapb (A) does oot apply, such interest shall, for pur.
of this section, be considered as passing, 2ot to the surviving
spause, but to. the person who made the disclaimer, in the same manner
s if the disclaimer had not been made.

Seo. 8. Section 2814(b) is amended to resd as follows (eliminate matter struck
through and insert new matler in italics) :
»

(b) Powxas Crzarzo Arrza Ocroszz 31, 1942.—
The exercise or release of a general power of appointment crested after
- October 21, 1942, shall be desmed s transfer of property by tha individual
, posemsing such power. A disclaimer -or-resunetation of such a power of
appointment made ia accordance wilh section 2518, shall not be deemed o
S release of such power, -

See. 7. The amendments made by sections 1 through 6 shball apply to dis-
claimers made after the date of enactment thereof but shall not affect sdversely
any existing righta. - :

EXPLANATION OF PROPOSED S’I-'ATUTOBY LANGUAGE

Tader sections | aod 2 of the Recommendation new sections 2045 and 2518 are
sdded to the Code to provide comprebensive rules ‘or the disclaimer of interests
in property {ov estats and gift tax purposes. Sections 2041(s)(3), 2085(s), 2068
(d)(1), 2056(d)(3) snd 2514(b) are amended by eliminsting any material which
defines or limite a discleimer and by referring in all cases to oew sections 2045

" and 2518 for the definition of & disclaimer. -

As an alternative drafting technique, sections 2045 (relating to disclaimer for
ertate tax purposes) might have incorporated by referesce a substantial portion
of the text of section 2518 (relating to disclaimer for gift tax purposes). How-
aver, because there are some differsnces between. the estate and gift tax statutes
sod becsuss it seems desirable to have s complete statement of the law within
chapter 11 (estate tax)as well ss within chapter 12 (gift tax), the siternative

. ‘Tes Lewyer, Vel 37, Ne. &
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-

Section 3 of the Recommendstion amends section 2041(a)(2) to refer to
hmmthstuydmmofspwadsmmtdnuhh
deemed & relesse of such 3 power, must be made in sccordance with section 2048.
u:mmm.mmmmmm“ preceding sub-
(1) of section 2055(a) in o similar manner. by deleting the requirement
that ssttion thal » disclaimer be irrevocsble (since such s requirement exists

tndnddmcthnqummnbaadmwmerund«mm

the intevest bdmmhus
- Section 8 of thoanmodabcn amends-section %ll(b) to provide that s
: dildnimﬂd;po_urol mmmt«ﬂtmpwmuhuudemle-

Section 7 of the Recommendation provides that the amendments apply to dis-

claimers made after the date of essctment.- In order to avoid s poszble consti-
tutiona) imue it sln provided that no existing rights would be affected ad-
‘w,ca,mnnthcmm.olmenmmtbemhdm:ndm&m which

s disclaimer could be made under the federal law, a disclsimer would still be of-
fective if made within any longer time limit under applicable state law.
Clericsl and conforming amendments hue been omitted.
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StaTeMeNT or EpwaRp C. HALBACH, JR.
SUMMARY OF PRINCIPAL POINTS

A. Gift Tax Annual Exclusion: No increase in the annual exclusion is

od because the tax relief would be distributed selectively, regressively and in ways
that complicate taxpayer behavior rather than aimplifying matters, as could be done
if like revenue i weremdtoﬁmdotherspedﬁanymad even
the lems an increased annual exclusion might alleviate could

be redefining gifts to exclude certain transfers for education and .
consumption

B. Liquidity and Special Use Valuation: The selective (and discriminatory) bene-
fits inherent in these “subsidies” for small business and farms should be cautioualy
handled to minimize intrusion upon equitable treatment of taxpayers and upon
. incentives for the benefited taxpayers to provide for the liquidity needs of their own

estates; these and also simplicity factors that emphasis be shifted from
spegialmvalmﬁontothemdsferral es and that the latter be carefully

C. An Unlimited and Simplified Marital Deduction:
1. No current proposal orreformeomddoaomuchforsi&plidtymdm
handedness in the transfer taxes at so reasonable a cost as a 100% exemption for

interspousal transfers.

&mtable double taxation (plus some undesirable pressure to uge trusts) could
be such a change, as could inequities caused the order of spouses’
deaths as as unfortunate harshness and distortions with respect to inter vivos
transfers and co-ownership between spouses

3. The princi costs would be some revenue moatlivtem .
4. Shor‘: of ap?lOO% deduction, several woﬂhv’vﬁe but less eggxrggte reforms are
P5. The terminable interest rule should be eliminated or greatly simplified, with no

n%.nﬁumt revenue implication.
. Other Important Areas for Reform

1. Joint tenancies should be treated as equal tenancies in common for both
greater equity and ter simplicity, and revenue is not at stake.

2. Sections 2035~ and also § 208%(c) need tS.tite thoroughgoinﬁ reexamination,
hopefully in the context of an unlimited marital deduction as we as to adjust to
the 1976 unification of the gift and estate taxes.

l233‘.)1’11‘110 1976 orphans deduction should be relievege of"ih;l truiczc&gro\:al ir;&rusive and
w unuecmsaryquahfyn:ﬁ uirements—or else it sho re .

4. ’;he 1976 disclaimer rule uld be clarified and improved by repealing a
subsection which precludes socially and equitably desirable mortem corrections
in planning, for its present operation is undesirable, ly not intended by
CaEgTheaé? o Skopping T . "No pasticular pr for legislati

. neration: ping Tax: No pro for on are pre-
sented, but a watchful ngreuwnal interest is urgm' this new inherently
complicated area of future development that is of such great long- i
and where there already are signs of dubious administrative rul —even in
the view of one who strongly endorses this major step in tightening up the transfer

tax system.

-The estate and gift tax provision of the Tax Reform Act of 1976 responded to
several major structural and policy issues affecting the taxation of wealth transfers
during life and at death. Most significant were the unification of the gift and estate
taxes and the enactment of a tax on generation-skipping transfers. uent
actions have cleaned up or undone some of what were widely considered to have
been the mest grievous errors of that legislation. In my view, however, mistakes
remain in some aspects of the 1976 changes, and further changes are needed
elsewhere, especially in revising the law to fit the context of the new unified tax
structure. Sufficient attention n&te!et been given to the need for improved
equity and simplification—and pu?c simgkliﬁcation will prove illusory if we do
not honor the equitable objective o afford:&s e treatment to taxpayers who, in all
fundamental respects, are similarly situated. Petty or arbitrmz g&nm ions invite
'ﬁgyw -and require tedious, often manipulative planning, and thus produce com-

Simplicity, in its most significant sense, is not a matter of merely avoiding
complex language in a statute butispwperlyamatterofnot inj g:lplmty,
distortions and the need (or opportunity) for tedious, manipulative an y plan-
ning into the personal and financial lives of taxpayers. A provision that taxes or
does not tax depending on details, distinctions or requirements that are irrelevant
or insignificant from a policy viewpoint is a provision that requires expensive
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lawyer-work in order to avoid unnecessary taxation-while aleo exposing those with-
ut counsel (or whose counsel are guilty of technical overeight) to harsh treatment
-‘unlike that given others whose positions in all properly relevant respects are
_zjdentical. The transfer taxes remain replete with flaws simply awaiting corrections
that are or ought to be noncontmversiaj; and, of course, other matters ofter opportu-
nities for important long-run simplification and improved equity but involve serious
policy questions or, in my opinion at least, political difficulties.
. In short, our long-run goal should be a sound, fair, efficient system that is both
% gimple to understand and, more importantly, simple to live and operate within. The
ﬁratioal of any revenue reductions that are acceptable to Congress in this area
< ghould therefore be to “finance’” worthy permanent reforms that will improve the
overall quality of the tax system-a capital investment in the system itself. Such an
:{nvestment will pay dividends indefinitely in the form of reduced costs of adminis-
tration by government and of compliance by taxpayers, in the form of enhanced
and honesty on the part of taxpayers whose behavior is fundamental to our
-assessment system, and in the form of greater natural equity and hence reduced

% economic distortion and planning costs in arranging the personal, financial and
testamentary affairs of taxpayers.

INCREASED GIFT TAX ANNUAL EXCLUBION—A DUBIOUS IDEA

A number of proposals have suggested increasing to $5,000 or $6,000 the present
,000 %erdonee annual exclusion in the gift tax. Despite the antiquity of the $3,000
re, 1 believe such an increase is not only unnecessary but highly undesirable. If
substantial relief is to be offered in the gift tax or elsewhere, it would be far more
advantageous to grant that relief by underwriting reforms or concessions where
significant problems exist. Also, an enlarged annual exclusion offers significant
escape only for the extremely wealthy and even then only for those who are induced
to make, wisely or unwisel{.a:ubscantial inter vivos gifts. The increase would thus
aid taxpayers on a selected basis that is both regressive and based on no worthwhile
‘tax policy objective. In addition, it would tend toward further inequitable treatment
of taxpayers who ought to be viewed as similarly situated and would invite complex-
ity in planning, especially with respect to those for whom substantial gift programs
would present problems of liﬁuidity and control because their primary assets are
closely held business or family farming interests—often the very people we are
seeking to relieve of undue pressures, burdens and complexities. Tax relief, if it is to
be given, will be better ocated, simpler and more helpful to these and other
tax“esryers if it takes the form of an increased marital deduction, an enlarged unified
it and gentler rates.
Even the traditional ﬁneroaity of the gift tax annual exclusion has been justified
-on the ground of simplicity of administration and compliance—i.e., “not to have
Internal Revenue aﬁents under our Christmas trees.”” Well-to-do taxpayers, especial-
ly if married and b essed with large families (children, sons- and daughters-in-la
and dchildren) can now annually and with no.transfer tax impact make ex-
tnomry' amounta of gifts to deplete their estates. To double the exclusion would
in many instances allow such taxpayers to give away as much as $250,000, or even
‘more, entirely tax free and without so much as denting their unified credits.
Inflation and problems with certain types of unreported gifts, however, may
present problems worthy of some aftention. As prior studies have suggested, the
most significant of these problems can be dealt wit! l? articulating (or providing for
tions to articulate and clarify) what is now a de facto exclusion for transfers
for education or consumption, where the essential net effect is not to enlarge the
transferee’s own estate. An argument might even be made that the gift of an
expensive automobile or furniture (e.g., as wedding gifts) should be exempted under
such a definition, much as they are now often disregarded; but even here a husband
and wife dgiving to a newly wed couple would have 12,006 of exclusion available to
- them under present law, especially if gift splitting were simplified and granted in
typical situations without the necessary of a return, as the law ought to provide

anyway.
LIQUIDITY AND SPECIAL VALUATION

1 should like to raise some doubts, if I can, concerning the understandable tempta-
tion to confer privileges selectively upon certain taxpayers, which also means to
discriminate against others, in order to deal with liquidity problems or to offer
incentives and subsidies to certain activities. I am amo the many in the public
who believe that the special use valuation adopted in 1976 was a mistake, the

general pue?oees of which might better be accomplished in other ways and the
- principle effects of which were to create inequities and complexities. If special
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incentives are deemed appropriate for the famél{ farm and small business, it would
be better if these openly took the form of subsidies to all who are interested in those
opportunities rather than of special advantages conferred onl! upon those fortunate
enough to inherit such opportunities. These objections would not apply to continu-
ation by a surviving spouse, whose needs are better and more aﬁ priately taken
ﬁzae uc%i anyway through interspousal exemption or at least a liberalized marital
on. .

. To the extent the concern involves liquidity, reasonable but cautiously subsidized
borrowing from the government via tax deferral is preferable. Even here, when
special privileges involved there are both the danger of inequity and the inevitabil-
ity of complexity (not to mention sporadic relief within the intended clase) due to
the need for rules deﬁnlng and confining eligibility. Some restraint and imagination
with ct to such eligibility rules, however, can help significantly to reduce such
oomplen:g and sporadic relief.

It is di t to see why one group of heirs should be preferred over another
merely on the basis of the manner in which the decedents made their fortunes, and
it is difficult to see why special privileges should be available only to those who are
attempting to retain a business that has been given to them rather than to pay off
the much higher debt burden necessary to acquire or develop that business or
farming enterprise on their own. Temporary problems during aaferiod immediately
following an owner’s death, however, may wellﬂiustﬁ{ special aid to meet liquidity
needs at temporarily subsidized interest rates. Here, serious consi
be given to shifting emphasis from special valuation ( ) entirely to better
inf ted and rationalized deferral privileges (reworking §§ 6166, 6166A and their
kin ). All in all, the types of questions here involved and the arguments in favor
of such special privileges are not always easy to resist, but I believe it worthwhile to
re-examine our approach, to shift our emphasis and to consider whether the trans-
fer taxes themselves are a good place to express 8o many of our social and economic
values. The price we are paying is high in terms of equity and complexity, and the
results are not as good as they might be if death tax relief were sought in other
ways.

EXEMPTION OF INTERSPOUSAL TRANSFERS

Despite reservations I once had about a 100 gercent marital deduction, I have
become convinced that the complete exemption of interspousal transfe tial-
ly along lines recommended b{ the 1969 u%oStudiee—is highly desirable and
to be erred to the present 60 percent/$250,000 rule. Total or expanded inter-

exemption is consistent with underlying policies of the transfer taxes, would
contribute significantly to equity in their operation and would offer more simplifica-
tion in tex administration and estate plaxming than any other type of reform, It
would also improve the structural background against which to deal with other
troublesome problems in the gift and estate tax laws (e.g., joint ownership, emplgﬁe
benefits and some of the most distressing of the business/farm problems), In i-
tion to total or partial expansion of the marital deduction, a total or partial revision
of the rules of qualification (the terminable interest rule and its power-of-appoint-
ment trust exception) is called for.

In its 1969 report, following an excellent, long-term, comprehensive study of the
estate and gift taxes, the Treasury noted that existing rules “have curtailed the use
of some natural forms of transfers between spouses.” After mentioning some of such
problems caused by the terminable interest rule, the report noted the unfortunate
necessity of planning to insure ‘“that no more &roperty than the exact amount
needed to utilize the marital deduction passes to the surviving spouse’” because the
result of “‘overqualifying”’ by will or through joint 6wnership “is to leave property in
a way in which it is taxable in the surviving spouse’s estate without a correspondi
deduction in the first decedent’s estate.” The report continues: “It does not appear,
then, that transfers of property between husband and wife are a priate occasions
for imposing tax. An i { difficult burden may be im . . . when property
passes to a widow, particularly if there are minor children. The present system of
taxing transfers between spouses does not accord with the common understandi
of most husbands and wives that the property they have accumulated is ‘ours.
Furthermore, . . . the distinctions drawn by existing law between transfers which

ify for the marital deduction and those which do not qualify have generated
complexities, artificial limitations xw)n dispositions, and considerable liti-
gation.” Tax Reform Studies and Proposals (U.S. Treas. Dept., Feb. 5, 1969) p. 358,

The limited 1976 increase in the marital deduction as it applies to moderate sized
estates ($250,000 or the traditional 50% of the adjusted gross estate), fails to resolve
effecti many of the troublesome problems eoneernoi% interspousal transfers.
Any specific figure will require constant revision; $250,000 represented substantial
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roperty five years ago, today represents a nice home and in a few years will
represent a garage.
%+ 1. Revenue loss.—The Treasury wes right, I believe, not _to be inhibited in its
~proposals, by concern over revenue loss, most of which would be temporary and a
“zsmall price to pay for a long-range improvement in the transfer tax system. (At one
point estimates of long-run revenue loss from a 100 percent deduction were Put at 7
percent of transfer tax receipts, but a substantial portion of any such loss has
already been imposed by the 1976 changes in the allowable deduction for the vast
ma[grity of previously taxable estates.)
. The one enduring form of revenue loss from a 100 percent marital deduction
“would actually be loss of revenue that ought not to be collected anyway and which
Zis not collected from planned estates: double tax in the spouses’ generation under
_ ¢ertain circumstances. Property left to the surviving spouse in excess of the present-
% Iy allowable marital deduction is taxed both: in the first decedent’s estate and then
a‘glam in the survivor's (with an inadequate rg.p.t. credit or none at all). This burden
that can-least afford it, and this double tax reaches beyond
desi present tax law. Thus, unfortunately, the 50_
percent rule requires the use of trusts to provide for one’s spouse if the second tax is
' be avoided—an ironic inversion of the generation-skipping problem. This modest
#evenue loss is therefore virtuall dictated by goals of fairness.
Now that the transfer taxes have been integrated, the other “loss” from a 100
percent marital deduction—a temporary revenue loss—should be modest and soon
recouped. This is actually a deferral of revenue from a greater deferral of taxes
than is now allowed by the limited deduction. In this respect, however, the planni
‘advantages and disativantages of the marital deduction must be understood an
considered realistically bi policymakers as well as by estate planners. After all, the
primary advantage of the marital deduction is in allowing e&ualization of the
‘gpouses’ estates (with deferral to that extent), and this is alread lowed by existing
law. Beyond this estate equalization level, planners must weigh alleged advantages
of further tax deferral against the combined disadvantages (1) of increasing the
eonggreg%e tax base of the two spouses and (2) of subjecting the property eventually
a
death.

igher rate of taxation under the progressive rate structure on the second

ote that unification of the taxes has removed understandable earlier con-

cern over thiﬁgssible effects of gifts the survivor might make during the deferral

riod. Note that, as a practical matter, deferring a transfer tax is not like the

terest-free loan that results from deferring income tax: the government, in, effect,

gets its tax-share of the property by a proportional sharing in the property’s fruits

until the tax is finally collected; the larger tax base at the later time (income and

i, . appreciation during the deferral period) compensates ﬁ:‘}llf' for the deferral, and may

_even overcompensate due to rate progression. Thus, it will rarely be desirable under

a graduated, unified transfer tax for the property owners to plan for more than the
‘estate splitting already allowed by present law. 7

2. Harshness, inequity and other objections to the present system.—In addition to
" the inequity of double taxation in-both estates of property passing to the survivor in
excess of the present marital ‘deduction ceiling (mentioned above), several other
concerns should be noted in justification of a liberalized marital deduction ceiling.
.- One additional inequity is described in the 1969 Treasury report: “The pro|

for the unlimited marital deduction, as it applies to the gift tax, will be of advan-
" tage where the poorer spouse dies first. Under present law, the minimum tax is paid
- if the estate is split equally between husband and wife for tax purposes by, for
example, taking a 50 percent marital deduction on the estate of the first to die,
. paying tax on half, and then paying tax on the other half at the death of the
survivor. . . . This tax saving is lost (except in a community property state) if the
poorer spouse dies first. It could be preserved by giving_ hal the property to the
rooter spouse during life but under present law the gift tax marital deduction
which is limited to hulf of the actual gift to the spouse) would involve a tax penalty.
at the time of the gift. The proposal would permit a married couple to so arrange
_their property holdi that there would be no tax penalty arising from the order of
" their death. would also remove an undesirable discrimination between common
law and community property states.” 1969 Studies, p. 359.

Furthermore, among the most troublesome ractical problems and inequities of
the gift tax is that which arises when the independent property of one spouse is
~ treated as “ours” and is .converted to jointly owned (especmll{djoint tenancy or

community) property. The problem results from the gift-tax marital deduction bei
{imited to 50 percent of the pror:rty iven inter vivos, whereas the present so-call
. 50 percent deduction at death reaﬂ an exemption of 100 percent of the amount
transferred up to a maximum of rcent of the adjusted estate. The
lifetime-transfer deduction, therefore, does fairly correspond to the advantages of

P ———
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community property systems. The 100 nt marital deduaction would, of course,
resolve me; too; the 1976 momtion (which allows complete exemption
for the first $100,000, no exemption for the next $100,000 and 50 percent for the
excess over $200,000) neither mlleem in most substantial estates, nor
does it do anything to eliminate the ic requirement of record , even
with respect to modest gifts. If complete interspousal exemption is n

other steps should be taken to remove the often harsh problems of unintended gifts .
and the ized, sporadically enforced tax liabilities that result from the
natural, almost instinctive and tax-neutral behavior of placing ‘‘our” property in
concurrent ownership.

8. Alternatives to the 100 percent deduction.—Abeent a complete exemption of
intenﬁgsal transfers, this array of current problems can be deﬁt with in a practi-
cally limited but reasofiably workable way by allowing a 100 percent marital deduc-
tion only for inter vivos gifts (not changing the oeiling for transfers at death),
reinforced by a rule that restores to the gross estate (and thus charges against the
marital deduction at death) transfers made during the last three Ieau of the
denor’s lifetime (cf. IRC § 2035). Another approach could be to extend the present
nonrecognition-of-gift rule for joint-tenancy and tenancy-by-the-entirety land (IRC
§ 2515) to other forms of co-ownership by husband and wife, and to personalty as
well as realty, with appropriate adaptations.

4. The terminable interest rule—The 1969 Treasury Studies and many other
proposals have that the present terminable interest rule is unnecessary;
1t is retained only out of sheer inertia. Because it is sadisticaltlg complex, treacher-
ous even for the skilled who are mortal, and unduly harsh with some ity, it
should be changed now. There is no reason to further the demand for sophisticated
counsel and to create excessive risks for non-specialists and their clients, whether in
the context of a 50 percent or 100 percent marital deduction rule. (At present, m
to note one set of examples, general er of appointment perties are
included in a survivor’s groes estate under § 2041 even though the power is defective
to qualify a trust for the marital deduction in the first spouse’s estate under
§ mgs—reeult: wholly unwarranted double taxation againl)

Where a survivor receives only a life interest or certain other limited interests in

roperty, a deduction could be allowed in the first estate if the survivor consents to
r taxation in his estate-(or as a gift if the interest ends during life), with the
increased tax to be born at marginal rather than average rates entirely from such
ital deduction mperty. A similar provision was suggested in the 1969 Treasury
Studies. Short of , the law should at least be changed to eliminate all of the
technical marital-deduction requirements that exceed the irements for inclusion
in the survivor’s estate, so that the terms of the terminable interest rule and the
risks to the taxpayers are confined more rationally to the polciy purposes underly-

ing the rule.
mg. Conclusion: A Workable Marital Deduction. A combination of (a) a simple new
rule to replace the present terminable interest rule and (b) either (i) an unlimited
marital-deduction or (ii) rules that would eliminate both inadvertent gifts and the
need for tax-avoidance trusts for spousal provisions in excess of the deduction would
result in a tax law far less intrusive into c{:x'ivate decisions and planning than the
gl:unt law, and such a combination would also alleviate the almost brutal inequi-
ies of the present marital-deduction rules. Absent tax lff:licy considerations to the
contrary, an ideal state of affairs would allow a property owner to provide for his
spouse as he sees fit, without tax consequences wither influencing or turning on his
:g:ciﬁc decision. This mgfe of neutrality, together with resolving the most urgent of
small business/family farm liquidity problems, is achi le with equity and
simplicity throughout the interspousal transfer area without significant, long-term

revenue loss.

JOINT TENANCIES

Section 2040 and other aspects of the estate and gift tax treatment of Loint
tenancies and tenancies by the entirety are a nightmare to taxpayer in
administration and planning) and government alike; yet it is a nightmare that has
an easy, appropriate and revenue-neutral solution. In fact, the present approach has
no justification now that the estate and gift taxes have been unified.

idence en of the law’s ty is the increasing length and detail of
§ 2040. Additi provigions were added in 1976 and usted in 1978 to deal wi
rroblemawhichneednotexistbutwhichwerecmted Yy an ap that is no
onger warranted because the problems for which it was designed no lo: exist.
Essentially, IRC § 2040 provides a consideration-furnished for i
clusion in the gross estate at death, with a 1976 amendment for qualified inter-
spousal tenanciee plus some further 1978 corrections and amendments; overall the



221

scheme is as deficient as it is complex, because even elaborate refinements cannot
. fit a large square into a small hole. Furthermore, § 2516 (an unfortunatel designed,
" limited rule of non-recognition) can be exem ted (see above), or ought to expand-
- ed and adapted if the present gift tax marital deduction is not improved.
' In short, all that is needed under our present unified transfer tax system is to
" treat joint tenancies as if they were tenancies in common, treating each co-owner as
holding an equal interest. For both estate and gift tax pu this would corre-
spond to both property law and tax policy realities because of the unilateral right of
by each joint tenant. With respect to tenancies by the entirety

>~ geverance
i (where they exist), however, this treatment does not correspond precisely to the

realities of property law in that the interests of the sgousee are not typically equal
or subject to severance by unilateral action. Nevertheless, informed commentary
- and also the earlier proposals of both the American Law Institute and the Treasury
(1969) support this type of proposal, disregarding the distinguishing characteristics
of tenancies by the entirety; this seems especially appropriate inasmuch as that title
form (unlike joint tenancy) is available only to husband and wife. The resulting
comparability of treatment for all forms of concurrent ownership, including commu-
nit propert!', effects a startling simplicity and equity of treatment.

case for change in this area is thus a simple one based on fairness, simplicity
and reality: (a) joint tenancy and other forms of concurrent ownership are matters
about which the public, especially spouses, are generally misinformed, unaware and
virtually incapable of compliance as a practical matter; () inequity and complexity
go hand in hand in this area, as in unusual; (c) past efforts at correction have
understandably failed in a scheme that fails to reflect the realities either of family
life or of property law; (d) administration and enforcement by the government is at
best difficult; {e) equity with community roperty residents can be achieved by the
change; and (f) revenue is not in issue. In all honesty, if there are serious, valid
arguments from any quarter to be made against such a change I have not heard
them and they have not been stated in any of the hearings during which nothirg
more than understandable preoccupation with more urgent concerns has led to the

neglect of this area of obvious and significant reform.

EMPLOYEE DEATH BENEFITS

Recent Congressional efforts have sought both to rationalize and to limit the

ial treatment of qualified employee benefit ;ls)lans and other favored retirement

and death benefit programs. The topic is no doubt politically delicate, but 1 believe

that the special exempt treatment of death benefits is unjustified in the estate tax;

the considerations are in reality far different from what they are in the income tax,

where the policies and the issues are essentially only those of when and how to tax,
rather than issues of exemption.

I see no justification for these particular forms of wealth transmission to be
singled out from-other ways of roviding for one’s family. The complexities and the
discrepancies in treatment should, I believe, and readily can be removed. if a 100%
maritial deduction were adopted, the advantages of eliminating special privileges in
:he death benefit area could be obtained with a minimum of distress and con-

TOVETsY.

LIFETIME TRANSFERS INCLUDED IN THE GROSS ESTATE

Only the press of more u ent Congressional business and the haste with which
the estate and portions of the 1976 Tax Reform Act were enacted would seem to
explain the failure then to rewrite International Revenue Code §§ 2035-2038, the
entire function of which either ceased or changed with the integration of the estate
and gift taxes. After all, the essential purpose and effect o unification was to
eliminate the enormous opportunities for tax avoidance through inter vivos gifts
and to reduce the significance of whether a transfer was subject to the gift or estate
tax. Now that this has been done, there should be a thorough reexamination of the
rules dealing with will substitutes and the whole question of when an inter vivos
transfer should be deemed sufficiently complete to be removed from the estate.

Essentially, as both the American Law Institute and the United States ‘I\'easue?'
reeommendeci earlier when these matters were fatiently and carefully examined,
under a unified system rules should and can be designed to prevent the application
of both taxes to a given transfer. There is no reason for earlier rules to be retained
or merely patched up, and to perpetuate complexities and risks of inequity, when
the problems for which the earlier rules were designed have for the most part
(although not entirely) become extinct. Even 2035 is virtually a relic, except for
dealing with specialized problems involving life insurance and so-called ‘‘gross up”
for tax payments on certain lifetime gifts. Some of the questions about the precise
manner and details of revision (as distinct from whether or not it needs to be done)

- 63-769 0 ~ 80 - 15
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do, in fact, involve some g‘olicy questions, and they have led to different sets of
specific proposals. Although I personally have my own favorite answers to these
various questions, any pro that is carefully worked. out should be able to
;x:ahgrove upon the present situation to the reasonable satisfaction of those who are

THE ORPHANS DEDUCTION

The orphans deduction was enacted in 1976 and is a rather civilized innovation in
our estate tax. Unfortunately, however, the legislation included conditions for quali-
fication that, with some modifications, alle] the terminable interest rule of the
marital deduction. In this situation, neither revenue nor any other policy is at stake
that jlustifies even the existence of detailed qualification rules, which turn out to be
eomial zia ::acherous and unduly burdensome even for planning the simplest of

There are two reasonable alternatives: (1) sim%lg' grant an increased exemption to
an estate based merely on the existence, number and ages of qualified orphans,
without regard to the nature of the decedent’s dispositions; or (2) if it is y felt
necessary to require the deductible property pass in some qualifying form to an
orphan, 1t should be sufficient that the arrangement make any substantial provision
for the orphan (and examples can be put in the legislative history). , the
underlying reasons for the deductions would suggest it should be available even
:!'aot;gh a spouse survives (except so far as mooted by an unlimited marital deduc-
ion).

The importance of doing something to remove the totally unnecessary qualifying
requirements can readily be illustrated in two ways. First, at a cost in staff time
that must already outweigh the foreseeable risks, the Joint Committee Staff has
attempted both initially and again in the 1978 Act to develop rules that would make
perfectly wholesome forms of family trust arrangements (so common in traditional
planning for the possibility of parent’s simultaneous deaths) eligible for the deduc-
tion—but with rhsmayingI lack of success; 1 was told by a high level Treasury
spokesman who had telephoned me on another matter, but with whom I shared my
strange mixture of laughter and tears over this matter, that he agreed that there
. was no need for imposing troublesome qualifying requirements in this area but that
the Joint Committee staff was dealing with that matter. The government's overin-
vestment in this problem has only begun, inasmuch as the more elaborate work of
writing regulations will not be undertaken until the staff investment in statutory
language has been completed. Second, on the private side, the importance of this
question can already be seen in the understandable and widespread overreaction of
lawyers who are prepared to ask for repeal of the whole deduction in order to get off
 their backs and out of the client’s wills (and bills) what turns out to be a very

troublesome planning and drafting problem (involving both the formula amounts
and the terminable interest concerns of marital deduction provisions) to dea! with a
situation that is unlikely to arise and with modest sums at stake but which most
feel cannot ethically be ignored so long as the deduction is in the statute. I do not
feel so hopeless about the orphans deduction if a real new start can be made, but I
(who advocated this deduction in 1976 testimony before the Ways and Means Com-
mittee) will join those who have already given up the faith (see eg., Statement of
Frank Berall, this panel) if the only alternative is for the staff to again attempt to
patch up an inherently defective solution to a virtually nonexistent problem.

~ THE DISCLAIMER STATUTE

Section 2518 was enacted in 1976, ostensibly to bring some uniformity and certain-
ty to an area where this was needed. Some believe federal legislation was not
needed, but I personally do not agree —especially if the legislation has stuck to the
problems it was ostensibly addressing and had not snuck in provisions to cover
other and most dubious concerns of the IRS. What we did not need was a new
definition of a “qualified disclaimer” that would undercut prior concepts and also
sound and socially desirable post-mortem plmning. The statute was drawn almost
punitively, as if there were legitimate concerns and as if revenue were at stake. All
that is needed in order to make the statute workable is: (1) to make it clear again
(a8 it was clear in the past) that the timely renunciation or a general power of
appointment doec not constitute a release or otherwise a transfer of the appointed
interest; and (2) to remove subparagraph (bX4) of the statute, which is an undesira-
ble provision which has already been amended (inadequately) in 1978 and which is
about to become the source (in an effort to narrow the amendment arbitrarily) of a

lation that has no reasonable foundation in tax policy.
short, if a disclaimer is made in a timely fashion, without qualification and
without accepting any of the benefits of the interest or power disclaimed, that
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interest or power should be treated as if it had not been created. The present rule
- "places an unrealistic, unwarranted and excessive demand for wills to be kept
updated and to be perfacted before a testator's death, at the expense of traditional
and socially desirable rpoat-mortem opportunities for adi;ustments to be made (with
~ some but not all benefits being retained by one who wished the lesser benefits). The
rimary imﬁact of the ?rovislon 1 have suggested be deleted is to require regular
{ mistake-free) review and updating of wills to respond to frequently
overlooked changes of circumstance, even on one’s deathbed, under the threat of
" unwanted and potentially adverse results that previously could have been avoided
by prompt t.mortem evaluation and action. The objective of my proposal is
simply to allow to be done, when necessary, by simple post-mortem actions that
which is not prohibited or disfavored in principle, for the decedent could have
maade the adjustments in his will had he had foresight—and time—to do so. That
is, we should treat the results of timely, unconditional disclaimers as if the results
had been accomplished by the testator imself.
To put the net effects of the objectional provision (§ 2518(bX4)) in another way, it
: uires that a seriously ill propenK owner see his lawyer before seeing his doctor,
;:  if he wishes his family to receive the same treatment that is perfectly permissible
" for other families under an updated will. I do recognize that in some circumstances
results must inevitably turn on how a property owner’s affairs have been planned,
but this does not mean that we should accept such situations where not necessary
or dictated by valid tax policy considerations. The fact that occasional disparities in
the treatment of people similarly situated are inevitable does not require that we
accept it where it can readily be avoided.

THE P.P.T. CREDIT

I have some suggestions to make with respect to the credit for property greviously
taxed. This credit fpmsent.lg applies without regard to the generational relationship
between the transferee and the decedent and is so designed as to decline 20% every
two years and to expire after ten. Thus, the average woman who outlives her
husband (by just over ten years) loses the entire credit, and the average widower (by
surviving just over six years) loses most of it (60%). Unless a 100% marital deduc-
tion enacted (which would eliminate the interspousal need for this credit) considera-
tion should be given to retaining a full credit and giving it an unlimited duration
with respect to the estates of surviving spouses, or possi l{l even the estates of all
members of the transferor’s and higher generations. On the other hand, I do not
believe that _the PPT credit should continue to be available at all to younger
generation transferees, even on the declining basis. ]

GENERATION-SKIPPING: NEW CHAPTER 13

The new tax on generation-skipping transfers is based on an intricate but I think
inevitably complex set of provisions. Unlike the carryover basis rules under which
complexity increased as one’s mastery of the statute increased—the sign of a fatally
defective concept—Chapter 13 does become easier to handle and live with as our
understanding of it improves. I personally believe it was, though painful, an essen-
tial reform if we were to have a sound transfer tax system. In fact, I would have
preferred that some of its more lenient provisions had been omitted.

Nevertheless, these "'weaknesses” (as some may see them) are a part of chapter 13
and should be accepted in the reguiations. There is already solid basis for believing
that arbitrary distinctions and fine lines are being drawn administratively that are
justifiable neither by the legislative language and history nor by legitimate policy

-

considerations within the presently given context. The whole area is so new and so
significant in the long run that I urge Congress to maintain a continuing interest in
this part of our transfer tax system. This broad, novel legislation offers man
opport_unities for ill-conceived regulations or rulings to create situations that will
give rise to inequities among similarly situated taxpayers, and thus horribly compli-
cated planning Problems--or opportunities. If, for example, the underlying purposes
of the so-called “grandchild exclusion” and its qualifying requirements are not kept
in mind and if regulations can pose technical requirements beyond what is appropri-
ate to safeguard those policies, we will have situations in which qualification de-
pends on the alertness, expertise and luck of the draftsman, when legitimate policy
considerations would not justify having the result turning on such a specific provi-
sion or detail of draftsmanship.

The regulations should a proper concern for the fairness as well as the integrity
of the system, and this means that regulations and rulings should not attempt to
trap a taxpayer and grab a tax dollar any time it is possible to do so without the
regulation being in flagrant disregard of the clear language of a statute. This may
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be an exaggerated but not totall{ paranoid characterization of some of what we
have been seeing recently in regulations and rulings. In developing the rules of the
game, as distinct from the inevitable adversariness that arises In attemp to
enforce those rules, it is important to guard against even an understandably adver-
sary outlook in order to assure the long-range quality of the system. I hope that
proposed administrative interpretations will not continue to offend even those of us
- who are basically believers in this new tax. Congressional interest and watchfulness,
::we}vet, t;n;‘ay be particularly important in this significant, developing area of the
ransfer taxes.

Senator Byrp. At this point Senator Nelson is in route from the
airport and will be here very shortly. The committee would like to
delay the hearing of the next panel if it's convenient to the two
panelists until about quarter of 1 so that Senator Nelson would
have an opportunity to be here when the panelists begin.

With that in mind, the committee will take a short recess until
say 20 minutes of 1. .

g: brief recess was taken.)

nator Byrp. The committee will come to order. There was a
brief recess. At this point I'll call on the distinguished Senator
from Wisconsin, Mr. Nelson. Senator Nelson is the chairman of the
Small Business Task Force, which was appointed by the majority
leader of the Senate to consider the recommendations of the White
House Conference on Small Business. Senator Nelson was instru-
mental in arranging for the meeting today. Today's meeting and
two subsequent ones will consider various proposals recommended
by the White House Conference on Small Business.

Two measures before the committee today have been introduced
by Senator Nelson, S. 1825, introduced by Senator Nelson for him-
self, Mr. Pell, Mr. Roth, Mr. Cranston, and Mr. Packwood. S. 2220
was introduced by Senator Nelson for myself, Mr. Baucus, Mr.
Heinz, and Mr. Stewart.

The committee had earlier under discussion, or still has under
discussion for that matter, S. 1984 introduced by Senator Wallop
and Senator Thurmond.

Senator Nelson, you may proceed as you wish.

Senator NeLsoN. Thank you, Mr. Chairman. All of us appreciate
your being willing to take the time to schedule hearings on these
important measures that are pending before your subcommittee.

Mr. Wolf, Steven Wolf, is here today on behalf of the National
Family Business Council. Mr. Mark Burrell, who is not here today
is from Green Bay, Wis. He is past president and a current
member of the board of the National Family Business Council,
which has a great interest and concern over the question of estate
taxes and family enterprises. I believe we all share that concern
and recognize that we have a responsibility, in my judgment, to be
sure that the tax laws and inheritance laws and other matters
within our jurisdiction are designed in such a way as to encourage
and help preserve family enterprises within the family.

Mr. Chairman, I awlogize for being here late toda{. I had a
previous schedule in Wisconsin and didn’t return until 12 today.

In order to economize on time I think I will just ask that my
statement be printed in full in the record as though read and then
we can move to admit the witnesses who have come some distance
in order to present their views.

[The prepared statements of Senators Nelson and Dole follow:]
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STATEMENT OF SENATOR GAYLORD NELSON

Mr. Chairman, 1 wish to commend you for your foresight in holding today's
’ ing to consider three major legislative proposals to reform the federal estate
and gift tax laws.
As you know, I introduced the National Family Business Preservation Act of 1980
on January 24. This measure, 8. 2220, is cosponsored by Senators Baucus, Heinz,
Stewart, Leahy, Durkin and Boschwitz.
At the White House Conference on Small Business, 1,625 delegates from every
state in the nation voted as their third highest priority the preservation of the
family-owned business. The proposal was developed as a result of, and in response
_ to, the Conference directive. It is designed to ease the tremendous burden federal
estate taxes impose on many independent family-owned business and farms. By
- reducing that burden, this measure will allow an entrepreneur who has devoted a
lifetime to building an independent enterprise the opportunity to pass the business
on to his children.

This proposal would chagfe current federal estate tax law so that up to one-half

business or & maximum of $500,000 would be exempt
from tax. An heir would eamn a five percent ownership interest for each year he or
she worked in the famil{ business. An heir could accumulate a maximum
percent ownership in the business, not to exceed $500,000 in value, by working 10
years in the business. In order to qualify for the exemption at all, family heirs
would be required to actively work 1n the family business for a minimum of five
years following inheritance o the business.

The concept of this legislation deserves the careful consideration of the Finance
Committee. I realize, however, that technical changes and modifications to various
provisions in the bill may be necessary. Therefore, I look forward to reviewing the
testimony of today’s expert witnesses. T welcome any productive suggestions they
may have for improving the measure.

oday’s hearing will also focus on two other proposals which I have sponsored.

The first measure, the Estate Tax Adjustment Act of 1979, is cosponsored b{
Senators Pell, Roth, Cranston, Peckwoed, felcher, Thurmond and Jepeen. This bill,
S. 1825, would increase the exclusion from federal estate tax to the equivalent of a
$250,000 exemption. Under current law, the estate of a decedent dying after 1980 is
entitled to the equivalent of a $175,000 ezemption. The current exemption is totally
inadequate in light of our double digit rate of inflation. For example, it is fairly
common in mgot(x)wn State of Wisconsin for & small family-owned farm to be valued
at well over $200,000. Values of $400,000 and over are also easy to find. The owners
of these farms are not wealthy individuabi. Mrny of them have never earned more
than $15,000 to $20,000 a year in their lives. The only reason their farms are valued
80 high on paper is because of inflation. And this is another nail in the coffin of the
family farm in America. When the owner of a family farm dies it is extremely
difficult for his or her heirs to retain the farm in the family. Because of the inflated
value of the farm, the estate is “paper’ rich and subject to a potentially stiff federal
estate tax. In many instances, the heirs simply cannot pay the tax and are forced to
gell in order to do so. I believe an increase in the estate tax exemption to $250,0007is
a modest, but necessary step in al!eviatin? the cruel burden inflation has placed on
not only these estates but the estates of all Americans.

1 am also pleased to have joined Senator Wallop in cosponsoring the third bill to
be considered today. This proposal, S. 1984, would effectively eliminate federal
interspousal transfer taxes. Essentially. it would create an unlimited marital deduc-
tion for purposes of computing federal estate and gift taxes. This measure is long
overdue. It recognizes once and for all the contributions a wife makes to the
accumulation of a family’s wealth. Until now, the wife who has worked side-be-side
with her husband on the family farm or small business has been virtually neglected
in terms of her economic contribution to the success of the enterprise. When her
husband dies, the entire value of the farm or business may be included in the
husband’s estate and a significant estate tax ma be imposed.

Two years ago, Congress passed a measure I troduced which reduced the estate
tax burden for these widows. The pro was enacted as part of the Revenue Act
of 1978. It provides that a spouse who has materially 5garticipated in the family
business or farm will be considered the owner of up to 50 percent of the enterprise
for federal estate tax purposes. A wife will be considered to have earned an owner-
ship in the enterprise at the rate of two percent for each year of work. Thus, after
25 years, a wife will have achieved a maximum 50 percent ownership interest. S.
1984 is a natural extension of this proposal. It recognizes the contributions of not
only working wives but also the spouse who stays at home and takes care of the
children and performs all of the necessary tasks which enable her husband to earn
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his living. The old saying that behind every successful man there is a good woman
is more valid than ever before. This bill reflects that fact.

Taken together, the three bills under consideration today are designed to prevent
the federal estate tax law from falling further behind due to inflation. These
proposals will make it easier to preserve family ownership of business from one
generation to another. The adjustments are meant to leave the family farmer, the
independent business person and the surviving spouse in the same position they
would have been in if inflation has not intervened.

We all hope that inflation can be brought under control. But, even if we reduce
the rate of price increases in the future, we must still deal with the inflation that
has already taken place. 1 believe these proposals are moderate, reasonable and
sound steps in dealing with the problem.

STATEMENT OF SENATOR DoLE

Mr. Chairman, the Senator from Kansas is pleased that you have provided the
opportunity for public discussion of the important issue of estate and gift tax
revision. This is an ares involving several of my greatest concerns regarding federal
taxes.

First, I have sponsored with Senator Percy, S. 1859, which would guarantee that
crop share rentals may be used in the formula method for determining the current
use value of qualified farm property. I believe the hearings on S. 1859, held on
March 4, were very informative. This is a subject of great importance for the
continued viability of the family farm and I am gratified that Senator Wallop’s bill,
S. 1984, contains a similar provision and hope there will be further discussion of the
issue at this hearing.

Second, I have long been concerned about the increased burden of Federal taxes
upon the people of this country resulting from inflation. The adverse impact of
_ inflation is not limited to income taxes, but also affects other taxes with a progres-

sive rate structure such as the estate and gift tax. I welcome the opportunity
presented by this hearing to obtain further information on this issue.

Finally, it is obvious that there is a great need for simplification of the Internal
Revenue Code. The estate and gift tax contains many traps for the unwary and is
ripe for review with a goal of providing equitable, understandable rules on which
taxpayers can rely to plan their affairs. I believe discussion of the bills which are
the subject of this hearing today will provide an opportunity to focus attention on
the need for simplification. . )

Mr. Chairman, I look forward to receipt and consideration of the testimony which
we shall hear today.

Senator NELsoN. I'd like to say just one word, however, to Mr.
Wolf. I've gone through your testimony and I think you have some
very good suggestions for improvement in the legislation that we
introduced. And of course that’s the purpose and function of these
hearings, to give an opportunity to those who are knowledgeable
about the subject matter to analyze proposals and make sugges-
tions for their improvement.

As you know we drafted this legislation based upon the general
endorsement of the concept by the White House Conference. Thank
you, Mr. Chairman. -

Senator Byrp. Thank you, Senator Nelson.

The panel consists of Mr. James Powell, tax committee chair-
man, National Cattlemen’s Association, and you have with you,
Mr. Powell?

Mr. PoweLL. Bill Jones of the staff of the National Cattlemen’s
Association.

Senator Byrp. And Mr. Stevan Wolf of the National Family

- Business Council, and you have with you? i

Mr. Worr. Harry Jacobs, president of the Harry Jacobs & Asso-
ciates, Inc. out of Buffalo, N.Y.

Senator BYrp. Thank you. Who would like to proceed first?
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STATEMENT OF STEVAN A. WOLF, PRESIDENT, NATIONAL
~ FAMILY BUSINESS COUNCIL, ACCOMPANIED BY HARRY
JACOBS, PRESIDENT, HARRY JACOBS & ASSOCIATES, INC.

~ Mr. Worr. Thank gou vex‘—Ny much, Senator Byrd and Senator
- Nelson. My name is Stevan olf. m the general manager of the
~ Letty Lane Co. in Westville, N.J. I'ma a third generation of Wolfs
that have been in the candy business since 1945. We're manufac-
. turers and wholesalers of various candy products.
'm also the past president and current government affairs chair-
- man of the National Family Business Council, trustee of the Na-
~ tional Small Business Assoclation, and the NFBC representative on
. the Small Business Legislative Council.
- With me today, as I said, is Harry Jacobs, who's g(resident of the
. ‘Harry Jacobs & Associates Co. out of Buffalo, N.Y., and they're
3 primarily business consultants on business continuity.
Also I'd like to %oint out that Mr. Jacobs was a former middle

" linebacker of the Buffalo Bills Guring the world champion 1964-
" 1965 seasons.
Senator Byrp. We don’t want to get mixed up with you too much.
: Mr. WoLF. It's very nice to have him here with me because
" Harry and I worked together since Harry’s a member of the NFBC
and also on the legislative council committee with me, and he’s
worked directly with me in preparing this statement.

The entire membership of the NFBC also wishes to thank and
compliment Senator Nelson, as well as the other cosponsors, Sena-
tors Baucus, Heinz, and Stewart, for introducing S. 2220. We also

ubcommittee and
in particular Senator Byrd, who understands the problems of
family businesses, for scheduling the hearing at this time.

The National Family Business Council, for your background, is a
nonprofit membership association that was chartered to promote
‘the interests of family business in the United States with all mem-
bers of the council active family business people. Unlike other
trade associations, we do not represent one industry grouping, nor
are we primarily a lobby or special interest group. Rather, our
member base is widely divergent, drawin representatives from a
variety of manufacturing, wholesaling and retailing firms, as well
as some of the professions. }

At this point I would like to vary from our prepared text that
will be put into the record and try and summarize some of the
points that we have here to explain the constructive criticisms that
we had entered, that Senator Nelson also mentioned.

In addition to that, I think Harry would like to comment on
some of the activities and other testimony that was made this
morning. -

Also, in addition to the legislative issues that the NFBC has, we
aponsor seminars and workshops aimed at providing a forum for
the exchange of ideas and information relating to problems

common to the family business community. With over 10 million

family firms in Amcrica, we are the only organization devoted
specifically to the bettermeni of family enterprise.

We also recognize that out of the hundreds of issues that the
White House Conference of Small Business elected as their prior-
ities, we were fourth among the top 20, only 20 votes short of
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second. And I think that gives a very strong indication of how the
small business community feels about the estate tax issue and the
changes that are needed. .

Because of that, Senator Nelson and his staff demonstrated their
commitment and sensitivity to the small business community by
introducing S. 2220 on January 24, 1980, just 7 days after the
closing of the White House Conference.

In reviewing S. 2220, I'd like to review some of the points that we
felt would enhance the objectives of the bill and go a lot further in
accomplishing the goals of perpetuation of family business in this
country. .

Under section (b), the limitations and the 50-percent exclusion,
we feel that the 50-percent exclusion is fully acceptable, but a
definite clarification has to be made as reference to section 2040(c),
joint interest of the Internal Revenue Code. It should be clearly
stated that the qualified recipient, the child of the decedent, and
the spouse, are each entitled to a separate application of this
section with only the spouse required to include section 2040(c) in
the aggregate value of his or her reduction of the decedent’s gross
estate.

This would definitely clarify the problem that we had in deter-
mining where the aggregate total came from. -

Under section (b), the limitations and aggregate reduction, we
strongly feel that the $500,000 limit is inadequate as an induce-
ment to ﬁerpetuate family business. The National Family Business
Council, based on a poll of its members, firmly believes that there
should be no imposition of estate taxes on business assets that are
transferred to qualified recipients.

In its entirety, the estate tax represents such a small segment of
the total revenue that was brought out earlier this morning that
" we feel that the jeopardy that it puts the family business in is
" something that should not be considered in the estate tax law, thus
allowing the family business to pass on without having problems
with the estate tax law and planning for it.

If you take the anticipated loss to the Treasury, which was $0.2
billion of revenue, it represents such an insignificant amount of
percentage that it’s less than one-one thousandth of 1 percent of
:}ﬁe ft:,ot?l Federal budget. And this just goes further in explaining

e fact——

Senator NELsON. Could I ask a question, Mr. Chairman?

The Treasury’s estimate was an estimate based on what?

Mr. Worr. Their estimate was $200 million loss, $0.2 billion in
the first year, or every year, due to these changes.

Senator NELsoN. Under the provisions of this bill?

Mr. Worr. Yes. ~

Senator NELSON. And did they have an estimate of what the loss
would be if you had no tax at all?

Mr. Worr. No, just on the estimates on this bill it would be a
$200 million loss of revenue each year. We feel it's so insignificant
that the specific tax on the business property should be eliminated.

In addition, the gains that were made in the estate tax treatment
as a result of the Tax Reform Act of 1976 have basically been
wiped out by the inflation over the past 3 years. With the increas-
ing trend toward merger and economic concentration in the United
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States, major changes in the estate and gift tax treatment are
needed to insure the continued independence and competitiveness
of the small, private sector of our economy.

We fully and somewhat regretfully_acknowledge the fact that to
eliminate the estate tax on the business entirely is probably some-
thing that will not be immediately accepted. Based on that fact we
would feel that $1 million ceiling or limit would be a first step
toward the eventual elimination of the-tax. So we would like to see
the change from $500,000 on the limit be made at least to $1
million, thus allowing both the spouse and the heir apparent, as
long as he’s materially participating in the company, to have the
opportunity to have this reduction in the value of the estate.

nator BYRrD. Let me see if | understand. You would change the
$500,000 to $1 million?- .

Mr. WoLF. Yes. We feel that that is a very important considera-
tion because $500,000—as a matter of fact, if I may use your
example of the inflation on your house, the inflation that has
caused the increase of your house to go from $40,000 to $250,000 or
‘whatever the example was, just put that into the same considera-
tion for a family business, that you know, was once a very small’
part of—it could be a very small part of the estate, depending on
the size of the estate, but I know the value of our business has
jumped up tremendously over the past 5 or 6 years, and that
$500,000 limit on the business is not going to mean anything. The
property alone will be more than that.

Senator Byrp. Inflation is pushing the value constantly upward.

Mr. WoLr. Right. Therefore, as a first step, the $1 million limit is

significant to have any effect on the business at all, because of the
inflation rate, not only specifically the business but the property
alone that would be involved with a business.
Senator BYRD. Leaving businesses out of it, although we're talk-
- ing about business at the moment, just a home that’s valued today
at $70,000, with a 9-percent inflation rate, which is one-half the
rate we've got noWw, over a period of 20 years, that home would be
valued at $421,000.

So I think that dramatizes, along with the testimony that you're
giving, dramatizes the need to do something about changing the
estate tax laws.

Mr. Worr. Let me clarify this position by stating that later on in
the presentation I talk about separating the business and personal
assets of one’s estate. That could definitely simplify the problem
that we're having with perpetuation of family business. Not only
will inflation increase the value of the family business, but you're
actually putting a burden on the family business for the entire
estate and you know, we're in a situation—you know, I'll be 35 this
year, and to pass on the business—I'm the third generation—to get
it to the fourth generation is going to be an astronomical problem.
My son will be 3 this year and by the time he’s ready to get into
the business, besides the fact that we're having enough struggles as
it is just dealing with the 1980’s, I have a tremendous problem
giving him the business without having the estate tax law com-
_pletely wipe us out because of the inflation rate and many, many
other factors.
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This is something that's very important to us. So a $1 million
limit is just a first step. There has to be something built into this
so that later on, as the values continue to increase, the limit
continues to increase to the point where maybe estate tax should
be completely eliminated from the business assets of one's estate, of
the business property, which is what we feel has to happen so that
the business can on from .generation to generation. And I'll
get into that a little bit later.

Later on in the bill it talks about 2040A property as ‘“‘any inter-
est in a real or tangible personal property.” Here the words “tangi-
ble gersonal property,” by definition, clearly excludes goodwill and
might exclude the value of patents, copyrights, exclusive contracts,
exclusive territories, et cetera, et cetera. -

We think that the term “tangible property” should be removed
because if you get into a case where you have a franchise and
you're Eassing on the franchise from one generation to the next,
goodwill is a significant part of that franchise, in particular a
‘McDonald’s-type franchise, where this is where the whole value of
the estate comes from. .

So we feel that tangible should—to include in tangible property
that's all included in the value of the estate, the business property
of the estate.

Under the proposed law these items could not be taken into
account for section 2040A reduction purposes. However, they still
would be considered by the Internal Revenue Service for inclusion

purposes.

Therefore, both tangible and intangible must be considered
under 2040A. The key is not what_passes but what is included in
the gross estate.

Next, under section (cX1), it limits the deduction only to cases
where the farm or other business interest passes to a surviving
spouse or any child. This particular section should be expanded to
include all those who are covered under the attribution section of
code 318. And of course this would add parents, spouses of children
and grandchildren to the surviving spouses and children. Therefore
a son-in-law could very easily get involved with qualifying for this
" reduction in the value of the estate. i

To limit it only to the spouses and children, I think you're
narrowing down the opportunities that one has to pass on the
business from generation to generaiion, specifically if those spouses
land children are not interested in the business but maybe a son-in-
aw is. -

Section (cX2) which defines the 2040A value of the interest with
regard to this section by reducing the 5 percent of the taxable year,
of each taxable year a qualifying heir materially participated in
the farm or business, is specifically in question.

I think earlier in the discussion this morning there was some
reference being made to the fact that the property itself should not
have—there should not be a tax—I'm trying to understand the
technical part of this, which is really not my forte, but if I under-
stood the testimony this morning, they were referring to not
having a qualified recipient who had materially participated in the
business. Therefore, there could be a tax break for an individual
who does not work in the business but owns the business and can
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hire someone to work in the business, therefore carrying on the
family business but not doing it himself.

And the National Family Business Council is very specific in this
area. We feel, No. 1, that the heir has to work in the family
business in order to effectively carry it on. He has to materially
participate in the business on a regular basis. Obviously, all those
who are in our organization work on a day-to-day basis, and this is
very important. And if the qualified heir is there in the business,
whether he works before, during, or after death, he should have
the opportunity to receive the full 50-percent reduction ug to the
limit established by the fact that he’s willing to take the business
and carry it on in the future.

This is what's most important to us. We're not interested in who
works basically before, but who's going to carry on the business
afterward. This is what’s important to us.

So we strongly urge you to give us the 50-percent reduction with
the full recapture of the tax available if he doesn’t carry the
business on for 5 or even 7 years.

Senator NELSoN. Does or does not?

Mr. WoLr. He should get the full 50 percent irregardless of
whether or not—he should get 50 percent full reduction on the
value of the estate if there’s a qualified heir working in the busi-
ness, if he works in the business during the taxable year of death,
which indicates that if you had a father who passed away and the
son came home from college and went to work, he should qualify
for the full 50-percent reduction.

Senator NELsoN. In how long a period of time?

Mr. WoLr. He should qualify immediately, and if he doesn’t
carry the business on for 5 or 7 years thereafter, full recapture
should be made. I think the point I'm trying to make is that it's
not so important that the business have a qualified heir in the

_business before the decedent passes away but afterward, to carry it

n.

So if there’s a qualified recipient available to come back and
work in the business, that business or the estate should receive the
full 50-percent reduction or the recapture available if he doesn’t
carry the business on for 5 ox 7 years.

I think at this point rather than allow me to go any further with
some of the technical aspects, if it’s all right with Senator Byrd I'd
like to have Harry Jacobs get into some of the sections that he's
more qualified to deal with on a technical basis, and we’ll run a
little bit over our time if that’s OK.

Mr. Jacoss. Is that all right?

Senator Byrp. Yes. Don’t go too far over the time.

Mr. Jacoss. OK. I just have a couple of examples I think of ver
real people that I represent from western New York where this bill
that Senator Nelson has placed in would definitely aid in continu-

couple of thoughts on what I think would be some of the potential
negatives that might be proposed toward enacting this legislation.

Comment on the loss of revénues to the Treasury—they've done
the study so I'm sure that that's actual facts, that the $200 million
is expected loss to the Treasury revenues from estate taxes, but I
think the thing that it doesn’t take cognizance of is the fact that
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the continuity of that business does continue jobs. It does continue
people earning a living paying income on x revenues. The corpora-
tion itself continuing to run and pay corporate tax, which are
revenues. And it also would take—that business continuing would
keep people off of transfer payments, which is the opposite of
revenue to the Government, but cost to the Government.

So those things are not taken into consideration when somebody
says it's going to cost the Treasury $200 million in revenue.

I think the focus of our bill, as Steve has well stated—or Senator
Nelson’s bill and as we observe it, is that the future of our Ameri-
can free enterprise system is really based upon the small business,
and continuity of {those small businesses is what we would like to
see the focus of our conversation focused upon.

Some people say that 6166 and 6166A of the Revenue Code, as
was mentioned earlier this morning, is a solution to that problem. 1
have an attorney-on my staff in Buffalo who was with the Internal
Revenue for 13 years, was a senior estate tax attorney. And his
experience is that that is hardly ever used. It's just not an effective
means of solving that problem.

Another solution they say, well the business could buy life insur-
ance. Well, I started out in the life insurance business in 1962, and
it does do a great job for different problems, and that’s one. of
them, but one of the big burdens that our small business people
face today is the ability to raise capital, and any dollar spent on
zlnslixrance is capital dollars because those premiums are after-tax

ollars,

Four quick examples of actual real people in western New York,
three of them the proposed legislation would aid in business con-
tinuity, the fourth it wouldn’t because the father is dead and they
f.lready had to accomplish what was necessary to solve the prob-
em,

First example, the business started in 1920; 110 jobs are involved
right now. The grandfather willed the business to a father. The
father is now 64 and uninsurable. Two sons in the business, 38 and
34. The father is now making, the 64-year-old, $38,000 a year, so
you know that he’s not been—and that’s the highest salary he’s
ever taken in his history in the business—so you know he’s not
taking all the money out of the business.

When we started working with him and showed him what the
liability of his business and his estate was and on his wife’s death,
it was $350,000 on his death and $350,000 on his wife’s death in
order to pass that business on to the two sons. His comment to
me—now remember, this is a gentleman that’s worked all his life
in this business, the highest salary he’s ever taken is $38,000—his
comment to me was “Give me the $700,000 and let the Internal
Revenue take my business.” Because he never in his life had seen
$700,000, but that's the actual cost of continuing that business.

This doesn’t seem to me, as a man working with that person, a
just reward for having worked all of his life, produced 110 jobs,
which was the mainstay of a small western New York community.
And the people that I do work for and represent aren’t the wealthy
4 percent the Treasury talks about when saying that the bills that
are out here now are only going to affect the top 4 percent. They
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are %he hard-working, the middle class, the work ethic type of -
people.

Same type of situation occurring in another business where the
father is trying to pass it on to his sons in the business and is
unable to. . 4

To go on to conclude, to one that's already transpired, a family
whose business again was owned by a father, wanted to pass it on
to his son-in-law, who was a key person in the business. When he
- died, in order to take care of the taxes and cost of transferring that
business on, the family is now out of control of the business.

So a father again worked all of his life to build a business, to
produce jobs for State and Federal tax revenue, and in the end
result was unable to accomplish what he wanted to with his job.

I think again just to summarize the focus of what we see the
National Family Business Act doing and accomplishing is enabling
this act to solve a portion of the problem of job creation. If we, with
the estate tax system, cause businesses to fold or be purchased by -
. conglomerates, we get into the problem of eroding of base of jobs in
this country. We have a job creation problem right now, and I
think this will aid us in continuing the base.

Senator Byrp. Thank you, sir: —

Senator Nelson?

Senator NELSoN. I have the Internal Revenue Code before me
and I am looking at the estate tax section of the code. I notice that
at $5 million of taxable income the tax is $2,550,800 plus 70 percent
of the excess over $5 million.

I believe the unified estate and gift tax schedule was adopted in
1976. So I would like to examine the schedule to determine what it
was back in 1940. There have been some adjustments made since
that time.

Now suggestions have been made for modifying this proposal.
Some of these suggestions for amendment might be the kind that
might very well be supported by Treasury.

For example, one suggestion is that there be a requirement that
the deceased owner must have owned the business at least 5 years
before death. The obvious thing here is to prevent, I assume, some-
body in anticipation of death, 1 year or 6 months before, simply
buying some business for the purpose of avoiding a tax. Do you
have any comment on that? )

Mr. JAacoss. I guess my comment as a business consultant would
be just the focus of the question. The focus of the question is
pointing toward a tax evasive method of continuity of the business
so that you achieve a tax savings. The focus of what we’re looking
at and I think would be the proper focus of the question would be
the continuity of that business and thereby how the qualified heir
would have to be involved in that to continue the business. If that
qualified heir did notycontinue-that business for a period of time
after the fact, then I would agree.

We're lookin%‘at two different things. The question there I think
is looking at the tax evasive method of doing that, while what
we're really looking toward is a method to develop business con-
tinuity. I don’t know if that answered your question.

Senator NELSON. Well, are you saying you wouldn’t want any
requirement of prior participation?
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Mr. Jacoss. Not on prior but after because we feel definitely
there should be business continuity.

Senator BYRD. Senator Nelson, I wonder if we should hear from
Mr. Powell so that he might participate in the questions.

STATEMENT OF JAMES L. POWELL, CHAIRMAN, TAXATION
COMMITTEE, NATIONAL CATTLEMEN'S ASSOCIATION, AC-
COMPANIED BY BILL JONES, NATIONAL CATTLEMEN'S
ASSOCIATION

Mr. PoweLL. Thank you, Mr. Chairman. I'm a cattleman from
Texas. To my right is Bill Jones with the staff of the National
Cattlemen’s ociation.

The National Cattlemen’s Association strongly supports the con-
cepts contained in S. 1984, S. 1925, and S. 2220. These bills recog-
- nize the urgent need for amendments to the estate and gift tax

laws as they apply to the family-owned farms, ranches, and other
closely held businsses in order to correct certain gaps and over-
sights which occurred in the 1976 Tax Reform Act and the 1978
Revenue Act and to resolve issues which have developed as a result
of Treasury’s interpretation of certain provisions of these acts.

Senator Harry F. Byrd, Jr., chairman of this subcommittee, re-
centl‘y obseryed the necessity for such amendments by stating that
the “estate tax is often levied at the precise time that a family has
lost the principal wage earner and is undergoing a great financial

upheaval. The same holds true for the family business which
cannot rapidly recover from the loss of key personnel. If these
considerations are not taken into account in the judicious adminis-
tration of the estate tax, havoc may be wreaked upon the family
and small family-owned and operated businesses may be forced into
liquidation.” .
ational Cattlemen’s Association urges adoption of these provi-
sions of S. 1984. It endorses S. 1825 and also supports the concept
contained in S. 2220.

NCA recommends and commends Senator Wallop for his intro-
duction of S. 1984 and feels enactment of this bill with certain
modifications and additional provisions would be most beneficial to
the whole agricultural community, as well as to other closely held
businesses. Further, NCA wishes to commend Senator Nelson for
his introduction of S. 1825 and S. 2220 and also Senators Pell, Roth,
Cranston, Packwood, Melcher, Thurmond, and Jepsen for their
sgonsorship of S. 1825 and Senators Baucus, Heinz, and Stewart for
their sponsorship of S. 2220.

Now Mr. Chairman I would like to comment specifically on some

_of the provisions of these bills, taking first S. 1984. This bill con-
tains a number of provisions which would be extremely helpful to
family-owned farms, ranches, and other closely held businesses.
NCA feels that some modifications and additions to this bill would
be a benefit and would carry out its intended purposes.

One, the unlimited marital estate and gift tax exemption. NCA
strongl{esupports this unlimited marital deduction and feels that it
would most beneficial in all situations, but particularly with
respect to transfer of farms and ranches between spouses, either
during the lifetime or death. It is the position of NCA that trans-
fers between spouses are not an appropriate time to impose a tax,
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since there are reasons to maintain the family unit and family
business to provide needed continuity. Examples are given in the
written statement.

Second, the amendments to special farm use valuation provi-
sions. A number of amendments are made by S. 1984 to the farm
use valuation provisions, which was added by the 1976 Tax Reform
Act. Elimination of the $500,000 reduction—this limitation is not
explained in the committee reports and is contrary to the stated
congressional purpose of providing much-needed estate tax relief to
family farms and ranches and encouraging the family ownership
and operation of farms and ranches. )

On a national basis, the value of an average sized farm has more
than doubled since 1972 and further ap reciation ih farm land
values is anticipated. This is demonstra by the fact that in 1950
the average value of farm assets per farm was $23,400. In 1978, this
average per farm value had increased to $250,000.

Senator Byrp. From $23,000 to $250,000?

Mr. PoweLL. From 1950 to 1978, yes.

Senator NELsoN. This is the average value of what?

Mr. PoweLL. Farm assets.

- Senator NELsoN. When you say farm assets——
Mr. PowEeLL. Per farm. That includes the land and the machin-

ery.

Senator NELsoN. Went from what figure to what figure in what
period of time?

Mr. PoweLL. In 1950 the average value of farm assets per farm
was $23,400, according to the USDA’s manual published this year.
It’s handbook No. 551. . ;

-~ Senator NELSON. And then that went up to what?

Mr. PowkLL. It went up to $250,000 in 1978.

Senator NELsoN. This is the average?

Mr. PoweLrs. This is the average.

Senator NELSON. Isn’t that likely to be misleading in the sense
that you aren’t talking about the same size farm. You aren’t saying
that a farm of 200 acres was worth $20,000 in 1950 and ‘is now
worth $250,000. You're probably talking about—in that period of
time, for example, in my State, from 1952 to date, the number of
da‘i)?' farms has dropped from 132,000 to about 55,000. They're

roducing just about the same amount of milk with less cows.
hat’s happened is the farms have gotten larger in size. :

Now if that's the case with your statistics from USDA, they
would need some qualifying, wouldn’t they?

Mr. PowerL. Well, the farm has increased in size to today’s
average of about 440 acres.

Senator NELSON. What was the acreage size in 1950?

Mr. PoweLL. About 276 acres.

Senator NELSON. 276 acres. OK, so they are comparing a 276-acre
farm to today’s 440-acre farm?

Mr. PoweLL. 440 acres.

Senator NeLsoN. All right.

Mr. PowgLL. Should this same trend continue, the average per
farm value in 1983 will be over $500,000 and will exceed $2,400,000
by 2005. Sufficient restrictions are contained in section 3032A to
limit the benefits of the provisions to estates of family-operated
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farms and ranches. Thus, the $500,000 limitation serves no useful
purpose and is in fact detrimental to estates of deceased farmers
and ranchers.

For these reasons, the provision of S. 1984 to eliminate the
$500,000 limitation is strongly supported by NCA.

Removal of a material participation test. A major problem has
been created under present law by the predeath material participa-
tion requirement. This is because farmers and ranchers who mate-
rially participate in the operation of all or a significant portion of
their farm or ranch may be subject to self-employment tax on the
earnings from the business and also might forfeit social security
benefits to which they would otherwise be entitled. )

The result is that in many cases farmers and ranchers will be
forced -to decide whether they want the benefits of farmland valua-
tion for their estates or whether they would rather receive full
social security benefits and not be subject to self-employment tax
on certain of their farm earnings during their lifetimes. Such a
choice is unfair and certainly was not the intent of Congress in
passing the farmland valuation provision.

Problems are also raised by the requirement that there must be
material participation by the qualified heir after the decedent’s
death. For example, an elderly surviving spouse may be physically
unable to materially participate in the farm or ranch operation. A
similar situation could occur with respect to minor children who
inherit the farm or ranch.

Additionally, in many situations a farm or ranch will not sup-
port more than one family unit at a time.

In response to these problems, S. 1984 would eliminate the mate-
rial participation requirement entirely. At the same time, S. 1984
would modify the threshold qualification test. NCA supporis the
concept of modifying the material participation test to make it
workable in light of the problems previously cited. However, NCA
feels there are sound and compelling reasons for retaining some
form of active involvement or participation requirement by the
decedent or by members of his family and by the heirs or members
of their families.

NCA urges consideration be given to substituting some form of
active involvement or participation requirement for both predeath
and postdeath material participatior. under existing law so that the
ills which presently exist under the material participation standard
of section 2032A will be cured.

Additionally, NCA feels that the 65-percent rule of S. 1984 could
pose problems to some farm and ranch estates in qualifying for
section 2032A treatment. This could happen, for instance, where an
elderly farmer or rancher sells a portion of the farm or ranch to
younger members of the family and takes back a note and deed of
trust.

Reduction of the 15-year recapture period currently provided for
in section 2032A is excessive and is not needed to deter speculation
or assure retention in the family of the farm or-ranch land and
continuation of the family operation. Moreover, a 15-year recapture
period may unfairly tie the hands of the surviving family in dispos-
ing of the land for legitimate business reasons.
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Under S. 1984, the 15-year recapture period is reduced to a 10-
year recapture period. This amendment to section 2032A will help
mitigate the potential problems of current law and the substituted
10-year period is fully adequate to assure continued use of the
property for farming purposes and to deter speculation. Moreover,
NCA would suggest that consideration be given to reducing the
recapture period even further to a lesser period, such as 5 or 8

ears.

y Special rules for tax-free exchanges. Under the existing provi-
sions .of section 2032A, the imposition of an additional estate tax
can be avoided on a tax-free exchange of farm or ranch land
involving qualified property only if the qualified property is ex-
changed with another family member.

However, economic factors and climactic conditions frequently
make tax-free exchanges of farm and ranch land advisable, and
there is no reason to restrict such transactions to exchanges be-
tween family members.

This issue is addressed by S. 1984 by providing that no additional
estate tax would be imposed by an exchange of property of the type

~  which would qualify for tax-free treatment under section 1031 of

the Internal Revenue Code provided the property received in the
exchange is used for the qualified use.

NCA endorses such provisions of S. 1984.

NCA would suggest that the secticn 2032A be amended to permit
property received in a tax-free exchange—Mr. Chairman, would it
be satisfactory for me to go slightly overtime?

Senator BYrD. Yes. Don’t go too far overtime, please.

Mr. PowerL. NCA suggests that section 2032A be amended to
permit property received in a tax-free exchange prior to date of
death to qualify under section 2032A as long as the property re-
" ceived in the exchange and the property transferred in the ex-
change would, together, meet the predeath tests of ownership and
material participation or some substituted active involvement test
as previously outlined. A similar rule should also be applied to
qualified replacement property acquired by a decedent within 5
years of date of death with proceeds from an involuntary conver-
sion of qualified real property. ) .

Mr. Chairman, in the balance of the statement——

Sex:iator Byrp. Your complete statement will be published in the
record.

Let me ask you this and then I'll yield to Senator Nelson. As I
understand it, all of you favor S. 1984 -and S. 1825 and S. 2220, but
Mr. Wolf recommends that S. 2220 go somewhat further than the
bill itself. Is that correct?

Mr. Worr. Yes, that’s correct.

Senator ByYrp. Senator Nelson, may I ask you, these two bills,
they represent the substance of the recommendations, some of the
recog?nmendations of the White House Conference on Small Busi-
ness

Senator NELsON. Yes, S. 2220 was a specific recommendation in
the White House Conference. We had already put in another bill
increasing the estate tax exemption simply to compensate for the
inflation that has occurred since the estate tax exemption was

63-769 O - 80 - 16
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raised from $60,000 to $175,000. But S. 2220 did come from the
White House Conference.

I think the testimony has been very useful and valuable. I be-
lieve Federal taxes on interspousal transfers should be eliminated
so that a surviving spouse would not have to pay a tax upon the
estate. Under the current law, you very frequently see an estate
that is taxed twice in a 7-year period. And that, in my judgment, is
unnecessarily burdensome upon the estate and upon the concept of
maintaining the family business. -

So I'm very interested in the suggestions made by today’s wit-
nesses. I shall review the testimony and I may be prepared to offer
a substitute amendment to S. 2220 now that we’ve had the benefit
of an analysis from the witnesses today.

Mr. Jones. Mr. Chairman, might I interf’ect here, and Mr.
Nelson, that with respect to S. 2220, we do feel that there needs to
be some study of the interaction of this bill with section 2032A, the
special use valuation provision, and also we see that you would run
into the same problem with the bill, as it's now written, in materi-
al participation as we're running into with the current law.

we would suggest that those two matters be considered with
respect to S. 2220. We support the concept but we do see those two
red flags. T

Senator Byrp. May I say, Senator Nelson, the four panelists
earlier suggested that it might be worthwhile to consider, your
staff and the committee staff taking these three bills and trying to
work them into one bill, since they deal with basically the same
subject and seem to have the endorsement of most of the witnesses.

I regret the Treasury is not here. I think it's important to get the
Treasury’s position on all these.

Senator Nelson has been appointed chairman of the Ad Hoc
Small Business Task Force. I'm glad to be a member of his ad hoc
task force. Senator Nelson thought that the Congress should give
early consideration to that recommendation to the White House
Conference on Small Business, so we arranged promptly to hold
these hearings. I do think it's important that Treasury present its
view. Representatives of Treasury will be most welcome at the next
two meetings that we will have and I hope that they will be here. I
will contact them again, Senator Nelson, for the next two hearings
that we will hold.

Senator NELsoN. I want to thank you, Mr.Chairman, for the
promptness with which you responded by schedulin% these hear-
ings. I think this is the first set of hearings of any of the commit-
tees on proposals of the White House Conference.

Senator Byrp. Thank you, gentlemen. You’ve been very helpful.

{The prepared statements of the preceding panel follow:

STATEMENT OF STEVAN A. Worr, NaTioNaL FamiLy BusiNess CounciL

Good morning. My name is Stevan Wolf. I am the General Manager of our Family
Business, the Letty Lane Co., Inc., of Westville, New Jersey and am here today on
behalf of the National Family Business Council (N.F.B.C.). I am a past President
and the current Government Affairs Chairman of the N.F.B.C, Trustee of the
National Small Business Association, and the N.F.B.C., representative on the Small
Business Legislative Council. My purpose today is to address Senate bill S-2220.

Mark Burrall, past president and current member of our Board of Directors, from
Green Bay, Wisconsin, has asked me to pass on his personal congratulations and
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thanks to Senator Gaylord Nelson on behalf of all of our Wisconsin members, for
his sponsorship of this most significant and timely legislation.

The entire membership of the NF.B.C. also wishes to compliment and thank
Senator Nelson, as well as its other cosponsors, Senators Baucus, Heinz and Stewart
for introducing S-2220. Also, we appreciate the foresight of the Senate Finance
Subcommittee, and in particular Senator Byrd, who understands the problems of
Family Businesses, for scheduling this hearing at this time.

The National Family Business Council is a nonprofit membership association that
was chartered to promote the interests of Family Business in the United States,
with all members of the Council active family business people.

Our purposes: To insure the survival of individuals working in their family
business and the survival of Family Business within our free enterprise system; to

" - ehcourage the perpetuation of Family Business within the family structure through

the ing of ownership and management from generation to generation; to after
continuing education, a library of information, and other services to the Family
Business community to enable them to more effectively compete in their market-
place; to create awareness of and encourage the use of professional management
skills in the operation of family firms; to hel maintain a strong rrivate sector in
our economy; and to act as the voice for Family Business at Federal, State and local
levels of government. - -

Unlike trade associations, we do not represent one industry grouping, nor are we

* - primarily a lobby or special interest group; rather, our member base is widely

divergent, drawing representatives from a variety of manufacturing, wholesaling
and retailingeﬁrms, as well as the professions. -

Our members are comprised of a network of local chapters and members-at-large
all united by the common bond of working to strengthen and maintain their family
enterprise.

In addition to legislative initiatives, we sponsor seminars and workshops aimed at
providing a forum for the exchange of ideas and information relating to problems
common to the family business community. With over ten million family firms in
America, we are the only organization devoted specifically to the betterment of
family enterprise. -

Of the hundreds of issues confronting the small business community, delegates at
the recently concluded White House Conference on Small Business elected revision
of estate tax laws to encourage continuity of family ownership as the fourth most
important priority. It is interesting to note that only twent{ votes separated this
is}fue from second place. Clearly, this strong display of feeling is a mandate for
change.

Exfsting estate tax laws frequently cause heirs to liquidate the family business or

- to sell the business to a larger, usually public, concern. By providing an incentive to

- keep the enterprise under family. control, that business will continue to pay its

R A I

share of taxes. Employees will be retained, thus eliminating their need to resort to
federal unemployment benefits. Keeping in mind that it is small, privately held
firms which account for the majority of employment opportunities, as well as
technological innovations, we coul therefore expect to derive greater social as well
as economic benefits.

Senator Nelson and his staff demonstrated his commitment and sensitivity to
small business by introducing S-2220 on January 24, 1980, just seven days after the
closing of the White House Conference. While we applaud the princ?lw and overall
a)gproach of S-2220 as drafted, we feel there are clarifications an additions that
should be made in order for the bill to meet its objectives.

SECTION 2040A: FAMILY BUSINESS INTERESTS

Under section (b) Limitations, (1) 50 Percent Minimum Exclusion, we feel that the
50 percent exclusion is acceptable without reference being made to section 2040(c) of
the Internal Revenue Code. It should be clearly stated that the qualified recipient,
the child of the decedent, and the spouse, are each entitled to a separate application
of this section with onlf; the spouse required to include section 2040(c) in the

egate value of his or her reduction of the decedent’s gross estate.

. E_n er section (b) Limitations, (2) Aggregate Reduction, we strongly feel that the
limit of $500,000 is inadequate as an inducement to perpetuate a Family Business.
The National Family Business Council, based upon a poll of its members, believes
that ideally there should be nc imposition of estate taxes on business assets trans-
ferred to qualifying recipienis. In its entirety, estate tax income comprises between
1 percent and 2 .percent of total federal revenues. That portion which can be
ascribed to taxes collected from the value of business assets of family business
owners brings tota: monies under examination to far under 1 percent. If our
Treasury Department claims that a revenue loss of $500,000,000 would result from
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this legislation, that represents only .086 percent of our total Federal budget. This
short term revenue deficit will be more than compensated for by increased tax
funds collected over time as family firms remain healthy and viable. Also, the
government would save on the transfer payments for those workers who have to
relocate or change jobs due to the closing and/or sale of the Family Business.
Monies normally spent on unemployment, welfare, and training would be saved.

In addition, the gains made in estate tax treatment of small, closely-held business-
es as a result of the Tax Reform Act of 1976, have been wiped out by high inflation
rates in the past three years. With the increasing trend toward merger and econom-
ic concentration in the United States, major changes in the estate and gift tax
treatment are needed to insure the continued independence and competitiveness of
the small, private sector of our economy.

We fully and regretfully acknowledge that current political realities make imme-
diate acceptance of this proposition unlikely, and we therefore recommend institut-
“ing a ceiling of 50 percent of the value of the business or $1,000,000 as a first, but
important step toward establishing a significant incentive to transfer a family

- business to a succeeding generation. .

If sections (a) and (b) are going to remain unchanged in substance, the intent
should be clearly spelled out that the 50 percent limitation applies to 50 percent of
the value of only included assets in the decedent’s gross estate. It is clearly not
intended that the 50 percent be applied to non-included assets.

For example, XYZ Corporation is worth $2,000,000. X, a 100 percent owner four
year prior to his death transfers 50 percent of his stock to Y, his son. Upon X's
death, he bequeathed his remaining stock to Y, who had been a material participant
in XYZ Corporation for 10 years. The deduction is limited to $500,000 (50 percent of
the included $1,000,000).

Section (c), Definitions and Special Rules, is capable of being interpreted by the
taxpayer in the broadest possible manner and by the government in just the
opposite way. Terms such as “any interest”, are not specifically defined. We would
strongly recommend adding “includable” so that it is again clear that the reduction
only applies to any interest which is otherwise includable in the gross estate. A
better reading of the section would therefore be ‘. . . any interest, otherwise

_includable in the gross estate. . .”
The term “trade or other business” is not defined and, as written, could apply to
many more entities than merely closely held corporations and/or family partner-
- ships. Without further clarification “trade or other business” could also apply to
holding companies and/or holding operating companies if they fell into the broad
: category of “trades or other business.” For example, assume the assets of XYZ
.- Corporation are purchased by Q during the lifetime of Z, Y and Z for $2,000,000. X,
: Y and Z retire from their operating company and use the proceeds to continue XYZ
Corporation as an investment company.

Later, X dies, leaving his interest in XYZ to Y and Z, his two sons, who were
active in XYZ as an operating company. Assume X's interest in the Corporation was
$1,000,000 and Y and Z were material participants for over 10 years. It would
clearly be beneficial to X’s estate to quali g(for the 50 percent 1eduction. Under the
Section, as written, it is not clear whether XYZ holding company qualifies.

Further, it is not clear if the time Y and Z spent in the old XYZ operating
company counts as material garticipation in the new XYZ holding company. If the
purpose of the law is family business continuity, the format of the business, old or
new, should not matter. In order to give the family business flexibility, the statute
should include the holding comgany and change of business situations. What occurs
when Q buys the assets of XYZ is not the end of one business, but really the
continuation of XYZ old in a different format and the start of XYZ new as a
different operation. The end result is two businesses, and that should be encouraged.

Section (cX1) refers to Section 2040A property as . . . any interest in any real or
tangible personal property . . .” (emphasis added). The term tangible personal prop-
erty, by definition, clearly excludes goodwill, and might exclude the value of pat-
ents,-copyright, exclusive contracts, exclusive territories, etc. These are all valuable
assets in establishing fair market value for estate tax purposes under Section 2031

g of the Code. Under the proposed law, these items could not be taken into account
for Section 2040A reduction purposes. However, they still would be considered by
the Internal Revenue Service for inclusion purposes.

An example of what could occur follows. XYZ is valued under Schedule B of the
706 for federal estate tax purposes at $2,000,000, of which $400,000 is goodwill. The
2040A deduction, assuming the property passes to a qualifying heir, would be
limited to $600,000 instead of $1,000,000. Depending on the tax bracket involved, up
to $140,000 of additional federal estate tax might be paid.
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If an asset’s goodwill is valuable for inclusion purposes then it should be valuable
for 2040A exclusion purposes. It is very clear that the value will not be lowered
under Section 2031 simply because Section 2040A limits valuable assets to tangibles.
Therefore, both tangibles and intangibles must be considered under 2040A. The key
is not what passes, but what is included in gross estate!

Finally, Section (cX1) limits the deduction only to cases where the farm or other
business interest passes to a surviving spouse or any child. This is extremely limited
in nature and does not really encompass what the “National Family Business
Preservation Act” has as its real purpose.

The idea is to allow a deduction for two paramount reasons—prior participation
in a farm or trade or other business and continued future paticipation in the same
farm or trade or business. Why should the deduction be limited to a surviving
spouse or children?

The proposed Section could easily be amended to include those covered under the
attribution Section of the Code (318). This would add parents, spouses of children,
and grandchildren to surviving spouses and <hildren. This would allow an individu-
al owner to receive the deduction if he passed his stock to a participating son-in-law
or a participating grandchild. This would allow for greater flexibilit and much
more realistically cover the usual everyday situations where some members, but not
all. of an individual’s family are in the business.

ion (cX2) defines Section 2040A value as the value of the interest, without
regard to this section, reduced by 5 percent of each taxable year a qualifying heir
materially participated in the farm or business, specifically in question. If the
ualified heir materially participated in the taxable year of death, it's presumed
that he has participated in the five succeeding taxable years at 5 percent per year.
We feel that this rule should be simplified to accom lish its objective—perpetuation
of the Family Business by its Family members. To do this, we strongly recommend-
ed that all 2040A interests be given the full 50 percent reduction as long as the
2ualiﬁed recipient has materially particivated during the taxable year in which the-
ate of death of the decedent occurs.

Another area to be considered is the fact that in this legislation there is no
indication that the heir receives a steﬁped u(}) basis on future capital gains. This
means that if a sale of some or all of the 2040A interest is made following the five
year reca%tl:ne date, there would be a larger capital gain on the value of the 2040A
Interest. This will mitigate the loss in revenue due to the passing of the 2040A
prorerty on to a qualified recipient of the decedent.

If this is acceptable, then instead of a 50 percent glus $1,000,000 limit, all limita-
tions could be removed from the transfer of the 2040A, thus allowing a farm or
business interest to pass estate tax free and, quite conceivably, could be the first in
a series of steps which could do away with the estate tax entirely. Since there would
be not stepped up bases for the heir, the capital gains tax on the 2040A interest
would recaplure the lost revenues at the time of death of the decedent. ,

Under Section (d), Tax Treatment of Dispositions and Failure to Use, the estate
tax originally saved is im if the interest in the farm or business is disposed of
within five years of the date of death, or if the heir ceases to use Section 2040A
propertg as a farm or trade or other business, with the owner being allowed to sell
the 2040A interest to persons included in Section 318 of the Internal Revenue Code.
It must be stated that full recapture of the federal estate tax is required and that
the qualified recipient is responsible for the anment of this tax.

The proposed statute does not indicate who is liable for the payment of the tax.
Therefore, under existing law, the estate would be primarily liable and thus would
have to remain open for a full five years or until the qualified heir did something to
tnlgger imposition of the tax. This may not be the desired result.

& the initial instance, it is the estate and effectively other residuary beneficiaries
to whom the 2040A deduction accrues. However, after the fact, the ball is in the
hands of the qualifying heir. If he continues the business for five years, the deduc-
tion stands; if he does not, the propertgereverts back to its original value and the
estate is liable for any taxes owed. A better wording of the law should make the
(‘t‘lahfying heir liable for the tax his action causes. An example, perhaps, best shows
the potential problem.

X dies, leaving his entire interest in XYZ, Inc. to Y, his son. He leaves the residue
of his estate to Z, & non-relative. Taxes are to be paid out of residue. XYZ, Inc. at
death is worth $1,000,000 and X has a residue after payment of expenses and debts,
but before taxes, of $1,000,000. Since X¥Z passed to a qualifying heir only one-half,
or $500,000, is included in the gross estate (assuming all other requirements are
met). Therefore, instead of paying a gross federal tax (before any credits) of $780,800
only $555,800 is due—a saving of some $225,000. Since taxes come out of the
residuary share, Z would receive $444,200 before any credits or other estate taxes.
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If within five {ears Y sells the business, the estate (effectively Z) would be liable
for an additional $225,000—probably plus interest. There is an obvious solution, i.e.,
allow X to provide for the payment of taxes in his will. In the cited example, that
would work; but if Y were X's spouse, the best saving would undoubtedly be to allow
the maximum necessariy marital deduction. In such a case, it miﬁht not be prudent
or possible to provide for the payment of additional taxes by the recipient of the
business or farm entity. In that situtation, it would be bctter to have a statute
which made the recipient primarily liable for the taxes upon the occurrence of a
2040A(d) triggering event.

Other possible problem areas in 2040A(d) regarding disposition or cessation of use
for 2040A purposes involve the fact that 2040A(d) is so all encompassing in its use of
terms like *“. . . disposition of any interest . . " and . . . if the surviving spouse or
any child . . . ceases to use. . . .

A potential difficulty exists with the ““ceases to use” phrase if through no fault of
their own, a surviving qualifying heir becomes incapable of performing within the
glve tirear period. This stoppage could be occasioned either through disability or

eath.

If the original qualifying heir passes his interest to another qualifying heir at
death, woulsl the original exclusion be continued? Would a second exclus%on be in
order? Is there a further proportional limitation? None of these potentialities are
adequately covered by the statute as written. Death or disability of a qualifying heir
should not trigger imposition of the estate tax saved if a new qualifying heir can
replace the disabled one. Again, this is why it is very important, at the very least, to
extend those covered under the new Section to those spelled out under Section 318.

Also, with regard to the clause “. . . disposition of any interest . ..” (by the
spouse or any child), depending on state law, a 303 redemption to pay taxes and
expenses might be a digposition by the heirs and not the decedent. As noted, this is
contingent on state law and the provisions of the decedent’s will. But such necessary
redemptions could be specifically exempted from triggering status in the original
legislation. The statute, as written, would seem to preclude any corporate reorgani-
zation within five years, and it would clearly prevent any mergers or takeovers
within the same five year time frame. All of these prohibitions would seem to
inhibit business continuity rather than preserving or aiding it.

It-is very clear that the above cited phraseés in 2040A(d) tie the hands of the
estate, the business, and the continuing qualifying owners for a full five years.
When you couple this with the fact that an inadvertent or controllable/accidental
cessation of business, for the briefest of times, triggers payment of a g;t:ntially
inordinate amount of tax and interest, it is very important that this tion be
given the closest scrutiny. If possible, it should be deleted; if not, at least watered

own. Items like the disability or death of the subsequent qualifying heir should not
trigger the tax. Nor should accidental destruction of the property (as through an act
of God). Under the current proposed legislation all of these occurrences would cause
the tax to be assessed. )

With the unification of federal estate and gift taxes, we believe that any bill
which attempts to reduce the value of an interest in property for purposes of
computation of the federal estate tax must also contain a companion provision to
effect a reduction in the federal gift tax as well. In the absence of a companion gift
tax provision, there is a built-in inducement to hold property until death and to
discriminate against inter vivos transfers. Frequenu{, the owner of a family-owned
business will want to make an inter vivos transfer of an interest in that business to
a family member in order to induce or enhance the interest of that family member’s
participation in the business. S. 2220 will have an adverse effect in this regard.

By instituting these changes and making S. 2220 a simple, but complete paﬁag
by which the management and ownership of our Nation’s Family Businesses can

from generation to generation, you will be eliminating a vast bureaucratic
nightmare that represents less than 1/1000th of the total Federal Budget. Also, you
will have effectively separated the business interest from one’s personal property
and allowed the smooth transition to the next generation of owner/manager.

If these changes are not enacted, you will have to contend with other areas of the
federal estate tax laws that are cumbersome, confusing, and very damaging to the
small, private sector. Included in these areas are the need to maintain a fair and
reasonable interest rate oa the estate tax payments in Section 6601 of the Internal
Revenue Code, the approach used by the Internal Revenue Service in valuing a
farm or business, the accumulated earnings penalty tax, the qualifications test for
Section 303 stock redemptions to pay death taxes, and many other areas that can be
read in the fine print of the Internal Revenue Code. s

The original intent of the Federal Estate tax was to limit the amassing of wealth
by individuals. This is a principle with which we do not take issue. We are by no
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means op, to paying our fair share of taxes. In fact, the record will show that
privately held firms have always paid a higher percentage of their profits in taxes
than have the giant corporations and conglomerates. During the past sixty years,
however, changes in our society and economy have resulted in altering the effect of
:’his'llegislation, causing hardship of the transfer of the Family Business within one's
amily.

Recent chanﬁes were made in the Estate Tax Laws in 1976 to aid the transfer of
ownership of the Family Business. These changes will not be enough to maintain a
strong private sector. The continuing spiral of inflation, changes to our econom
brought on by world pressures, and the ever-present energy crisis will take its toll
on discouraging individual entrepreneurs.

Even though there are numerous ways to plan effectively for the transfer of
ownership, the process of estate planning takes valuable time and money away from
constructive uses, thus stifling productivity, ingenuity and technological improve-
ments. Financing the transfer of the ownership within the family then becomes a
critical challange. Inheritance taxes on business assets, multiplied by the effect of
inflation, are so high as to drain funds from working capital, and this, coupled with
the enormously complex task of estate valuation, forces the entrepreneur to think of
retention before growth.

It is difficult enough to plan for the transition of management control at the time
of loss of the founder or entrepreneur. Generally, when the owner of a closely held
business dies, his working heirs have their hands full keeping the business afloat.
This is a crucial period in which the firm is highly vulnerable. In the face of this
fact, it is also their responsibility to battle the government over the current market
value of their business. The government becomes an antagonist, trying to extract
the maximum payment of inheritance taxes, rather than helping the business to
remain a solvent, contributing asset to the economy. This entire process must be
‘made easier to understand and manage. - .

It is not our intent to help individuals amass wealth, but we are interested in the
ﬁerpetuation of our Family Businesses from generation to generation. We feel

eenly about the role that we pl:x in the maintenace of a strong private sector in
our economy. These recommend changes will encourage the emergence of more
entrepreneurs into the marketplace. Also. by creating an easier method by which to
transfer ownership, there will be future generations to maintain these family busi-
nesses. -

Our country will benefit from these changes. By supporting growth in the private
sector, there will be an expansion of the size of the tax-paying universe at al levels
of government. If the estate tax laws are not changed to meet the current and
future needs of our nation’s familg{ businesses, there will be a reduction of this tax
base and further burdens will be placed upon our economy.

Our challenge to you, our law makers, is to recognize the needs of the family
business community as articulated not onli"by the National Family Business Coun-
cil, but also by the delegates to the White House Conference on Small Business. Act
now to preserve this vital source of entrepreneurial opportunity, employment, and
technological development. Reverse the flow which finds the family business a
fading anachronistic dream and help it to flourish once again. Keep the family
business sector strong, and we will in turn do our part in strengthening the
economy and social fabric of America.

THE Davis-DANN AGENCY,

Chicago, I, March 4, 1980.

Mr. ELLioTT MALLON,
Chas. U, Victor Co. Inc., Chicago, Ill.

DEAR ELLiorr: 1 reviewed proposed Bill S. 2220 introduced by Senator Gaylord
Nelson which propcses that some relief from Estate Taxation be gisven decedent’s
estates whose gpouse and/or children work in a family business. an insurance
practitioner, primarily dealing with estate planning for closely held business
owners, I am scutely aware of the need for relief and thus strongly support this
legislation. Indeed, I think that it might not go far enough in preserving this most
important segment of our business community.

e Tax Reform Act of 1976 raised the level at which Estate Taxes will be
incurred, but for those estater which exceed this level the taxes become more
severe. Further, double digit inflation exacerbates the problem, and is really the
most insidious aspect of the Estate Tax. A business may experience a substantial
increase in value, largely attributable to inflation, yet have little if any real growth.
However, this illusory inflationary growth will ultimately be subjected to a progres-
sive Estate Tax. The dilemma to the estate owner should be apparent, as his ability
and industriousness (helped by inflation) causes the business to prosper, it becomes
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more probable that the business will be sold or liquidated at death to generate the
liquidity required to pay taxes.

Estate planners and insurance salesmen are not devoid of certain solutions, but a
review of some of these devices will clarify why in many respects they are less than
adequate and in some cases too expensive to implement (an impediment not ham-
pering the planning for the very wealthy).

1. A coowner of a closely held business usually is party to an agrcement to
purchase his interest at death. That is not the case in a family business where the
interest is to be retained. i

2. In certain instances, a portion of the estate tax can be paid in installments.
This isn't a reduction in the tax but merely a deferral upon which interest is
payable. In a sense such so-called relief often operates in practice as a burden on
the survivors.

3. Freezing. techniques on business valuations can be implemented, but is very
sophisticated and expensive planning.

4. The closely held corporation can buy a portion of the decendent’s stock to pay
estate taxes. However, accumulating surplus to effectuate such a purchase can be
subject to a penalty tax and the extra surplus or insurance acquired to fund the
purchase, increases the value of the stock which further increases the tax.

5. Personal insurance is often a recommended solution to raise estate liquidity but
it would be better if that coverage could all be allocated to the direct needs of
dependents rather than to pay estate taxes. .

6. Employee benefit programs can often provide cash to the estate, but they
cannot be designed to only assist the business owner, and this costs for comparable
benefits to other employees usually prevent these programs from being more than a
partial solution. - ’

The owner of a family business is usually shocked when he learns of the limited
likelihood that his Susiness, his pride and joy, can be preserved for his family. Many -
respond with apathy, particularly since estate and insurance planning may only
offer partial solutions. In my opinion, Congressional action is justified to preserve
the family business which has proven to be one of American’s most productive and
creative resources.

My best wishes for the success of S. 2220.

Very truly yours, -
Heeert J. Davis, CL.U,, J.D.

R CoGEN, SKkLAR & Co.,
Bala Cynwyd, Pa., March 13, 1980.

Mr. Srsv.;m Worr,
Letty Lane Co., Inc.,
Westville, N.J.

Dear Steve: Thank you for sending me proposed Senate Bill S. 2220 which
provides for a change in the estate tax related to family businesses. As a certified
public accountant in public practice for overy twenly years, I believe I am qualified
to comment on this legislation.

My practice includes reviewing tax responsibilities with our clients. We calculate
expected tax liabilities and discuss these results with the taxpayers. With regard to
estate tax, we plan how the closely-held business should meet tﬁese tax responsibil-
ities. Usually, the discussions result in the decision to purchase additional life
insurance or to sell the business to improve liquidity.

Purchasing additional life insurance (when available) adds to the operating ex-
penses of the business. This re%l’lires the business to increase the price of its product
or to have less capital available for expansion. Either way, the business is not
com‘;:titive with large companies which do not require this insurance.

I have seen numerous cases where the owners of a small business usc the other
alternative and sell their business either to prepare for or pay the large estate tax
attributable to this business. In most cases, the purchaser was a larger company.

With inflation artificially increasing the values of even the smallest business, in
my opinion, relief is badly needed to preserve the small, family-owned business in
our society.

Sincerely,
L. MARTIN MILLER.
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THE CENTER FOR FAMILY BUSINESS,
UNIVERSITY SERVICES INSTITUTE,
Cleveland, Ohio, March 14, 1980.

Mr. StevaN A. WoLr,

Letty Lane Candy Co.

Westville, N.J.
_ DEeAR StevEe: It's no surprise to me that people of influence in this country have

"suddenly *discovered” so-called small business. I imagine they feel a lot like the last
skipper of the Titanic when he “discovered”’ a suddent interest in icebergs.
: en it comes to privately owned businesses, most people seem to steam along in
_--a complete fog, caused in great part by that insensitive diminutive “small business.”
It's true that these businesses seem to form a kind of shadow economy, but the
shadow they cast is immense.
.~ Just look around as you drive through any commercial or industrial area in any
. American Citﬁ'é and a little mental arithmetic will soon demonstrate what 1 mean
by immense. Let me bore you with statistics for-a minute.
. Owner-managed businesses account for over 999, of the almost 14 million busi-
. ness enterprises in the country. They em loy over 50% of the nonagricultural
. workers in the private sector and account for 43% of the Gross National Product.

That's almost half of the business output of the entire economy.

- " Think about what these figures mean. The JIRS counted 13.9 million business

" enterprises in 1974, 3.4 million of which were beyond the proprietorship stage. More
than 2.3 million of these were corporations.

Of this total activity, socalled “big business,” the few thousand corporations listed
on the various stock exchanges and traded over the counter, represent a relatively

-. microscopic .04% of all business, and only .3% of all corporations.

These facts are no great secret. So the question arises: why has the closely held
business been so widely mistreated for so long? I don’t believe size or influence is
the key, so much as the negative connotations that go along with the word “small.”

The family-owned business reme as essentially unrecognized because it is widely
looked down upon and—by some—despised. Somehow ‘‘small” has been taken to
mean less good than ‘'big.”

Business owners suffer from a managerial inferiority complex that’s neatly rein-
forced by that smug classification, “small” business.

Because their businesses absorb almost all of their energy, they don't take time to
talk honestly and share experience with each other. Because they built their success
on luck, guts, and raw talent rather than credentials, they don’t seek or receive
recognition from the establishment press. :

Because of this sense of inferiority, they have little idea of the energy their
_independence and success tends to create in others.

In spite of their great numbers, business founders don’t share a commonality of
business interest. They tend, instead, to be isolated, insular and parochial.

These entrepreneurs struggle alone, mostly. And, mostly, they just don’t make it.
Thirty percent of them throw in the towel in the first year. Fifty percent are gone
by the second. According to U.S. Treasury figures, only 25% of the businesses
formed between 1956 and 1973 survive today.

The family-owned business tends to resemble the mule-hard working, productive,
but sterile. It doen’t seem able to survive the first generation, the founder's genera-
tion, and 1 maintain that much of this problem is caused by a general misunder-
standing of just how important these businesses, in aggregate, are to our economy.

Most of our largest corporations, for example, depend for their existence on a
complex and interwoven network of independent suppliers and di