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REVISION OF FEDERAL ESTATE TAX LAW

MONDAY, MAY 17, 1976

U.S. SENATE,
COMMITTEE oN FiNANCE,

Washington, D.C.
The committee met at 9:30 a.m., pursuant to notice, in room 2221,

Dirksen Senate Office Building, lion. Walter F. Mondale, presiding.
Pr sont: Senators Byrd, Jr., of Virginia, Mondale, Bentsen, Curtis,

Hansen, and Dole.
Senator MONDALE. The committee will come to order.
I am very pleased to chair this hearing of the Finance Committee

to consider re form of the Federal estate tax law. I wish to thank the
committee's distinguishedd chairman, Senator Long, for his support in
holding this hearing.

We shall have the opportunity today to hear from representatives
from farm and smll business organizations and experts in estate tax
reform and to consider various legislative approaches that have been
proposed. I welcome this opportunity to focus the attention of the
committee on this most compelling issue.

The burden of the present estate tax law is unquestionably one of
the most serious p).oblems confronting America's farmers and small
businessmen. The present estate tax exemption of $60,000 has re-
mained unchanged since 1942. As a result, thousands of farms and
small businesses are being sold because their heirs simply cannot
afford the staggering costs of inheritance.

In 1950 there were 5.6 million farms in this country. By 1959 this
number had decreased to 4 inilhon. Today, only 2.8 million farms
remain.

In 1942, the average value of land and buildings per farm was only
$6,000. Even with equipment, the value of a farm was far below the
exemption level of $60,000. Today the average value of land and
buildings per farm is approximately $150,000. And farm experts have
estimated that the investment in equipment required by today's
highly sophisticated farming techniques is equal to that in real estate.
This places the average farm investment near $300,000, some 20
times greater than that in 1942.

These figures do not, portray: the full dimensions of the estate tax
problem facing farmers; We will have several witnesses today testify-
m, to that effect.

fhe National Farmers Union has estimated that a farm valued at
$320,000 typically produces family income of only $10,000 to $12,000
per year. Other funds are put back into farming operation. At this
income level, it is small wonder that these farmers are unable to build
ip savings or other liquid assets over their lifetimes to cover the costs
of passing their farms on to their families at their deaths.

(1)
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The burden of the estate tax on small businessmen is similar to
that facing the owners of family farms. Many have built their bu-i-
nerves ip over their lifetimes through years of hard work. They have
directed the earnings back into growth. These businesses are the
sources of livelihood for them and their families, and one of their
strongest desires is to see their efforts continued by their heirs.

Yet, in planning for their families' futures, they recognize the dan-
gers in leaving them their businesses, with heavy estate tax obligations.
Even families which have been willing to undertake the risks in
attempting to continue these businesses are often simply unable to
because ofthe inflexible structure of the existing law. 'Die result. in
either event is that these small businesses are forced to be sold to
larger concerns. Thik is one of the chief concerns that we have.

Certainly, nothing is more important and sacred to American life
than the notion of ily fatming. The farm ought to remain in the
hands of family ownership, and the same is true for small businesses.
It is vital both" to our economy and in terms of the competitive needs
of this Nation and, also, to the social health of this Nation.

What we will be exploring today is a host of proposals and concerns
directed d toward what. I hope will be an estate tax reform incorporated
as an amendment to the pending Iax Reform Act.

(A presw release announcing thee hearings and a statement by
Senator Dole follow:)

(Press release. Committee on Finance, May' 12. 19761

FI.N.%n: Coi stitri A.mtiovuw'is ADDITIONAL hrAlluIS s ox R:visiox or
FtOi tIL ESTAVT: T.%x LAwS

The Honorable Russell B. L'sng (1)., La.), Chairman of the Menate Committee
on Finance, announced today that the Committee will hold additional hearings
ton revision of the Federal estate tax laws on Monday, May 17, 1.976. These hearings
will be chaired by Senator Walter F. Mondale (1)., Minnesota) and will begin at
9i:40 A.A. in Room 2021 of the Dirke, Senale Office Buiding.

The following witnesses have l)een tentsitivelv scheduled to it pear on May 17:
The Hloiorable (aylord Nelson, Senator from Wisconsin; The honorable Edward
M. Kennedy, Se ittor from Ma.sachusetts; Mr. IRe uben L. Johnson, Director of
IAgislative Services, Natioml Farmers Union; Mr. Carroll G. Wilson, President,
Minnesota Farm Bureau Federation; Mr. William N. Kelly, Government Oper-
ations Task Force, National Conference of State Legislators; Mr. James P.
Wicker, Small Business Council, Minneapolis and Saint Paul Chambers of
Commerce; Mr. Paul F. Butler American Bankers Association, accompanied by
Mr. iUchardl Covey; and Mr. Prank S. Berall, Chairman, Committee on Estate
and (ift. Tax Reform, American College of Probate Counsel.

Written testimo,,l.-Senator Iong stated that the Committee would be pleased
to receive written testimony from persons or organizations who wish to stilIlit
statements for the record. 'Jhe Chairman noted that a number of people, have
already testified before the Committee or have submitted written statements on
the subject of Federal estate and gift taxes in connection with the hearings
that were held by the Committee (in II.R. 10612. Those wiose views already
appear in the record of those hearings need not submit further testimony or written
statements at this time.

Statements submitted for inclusion in the record should be typewritten, not
more than twenty-five douible-spaced pages in length, and mailed with five copie
b Monday, May 31, 1976, to Michael Stern, Staff Director, Senate Finance
Committee, 2227"Dirksen Senate Office Building, Washington, I).C. 20510.

STATEMENT OF SENATOR DOLE

Mr. Chairman, I appreciate this opportunity to restate to our Committee
the urgent need for comprehensive reform of the Federal Estate Tax Laws.

No section of the Internal Revenue Code is in greater need of reform then the
the estate provisions. Not since 1942 has Congress adjusted the Federal Estate
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Tax ex,.mnption level. In that time, inflation has so eroded the value of the dollar
that the $60,000 exemption in current law would have to be raised to well over
$200,000 to afford the same degree of estate tax relief as was provided in 1942.
Yet for years, Congress has stood Idly by while the cruel tax of inflation takes a
large r and larger bite out of the estates of farmers, small businessmen and women,
11d1others in all sections of the nation.

I am deeply disappointed that our colleagues on the IHouse Ways and .Means
Committee, a group dominated by so-called "Tax Reformers", chose to ignore
the plight of the small businessman and farmer when it passed H.It. 10612 last
year. For the House Bill not only overlooks one of the most flagrant instances of
tax inequity in the Internal Revenue Code, it also faiL to address a growing
national problem-The serious inroads into our farmland base being made each

- year by increasing urbanization. I am jpleaiwed that some of the "Tax Reform"
inenibers oif (our Committee have, unlike their House counterparts, recognized
thse problems and have sponsored meritorious estate tax reform legislation.-

NCKD TO MAINTAIN OUR FARMLANDS

As our population increases, there is a rapidly expanding need to maintain our
farmland base for production of food. The evir increasing urban sprawl is de-
ereasing the availability of farmland, and it is only due to our increasing efficiency
and technology that we have been able to meet expanding agricultural needs with
a diminishing base. But we cannot continue this trend indefinitely. We mnst,
take ste to slow, if not reverse, this process of urban development of farmland
to be ale to meet our future food production needs.

Apart from the problem of a diminished agricultural base it is becoming in-
cr(asinly difficult to reach or even find open or natural spaces near our urban
areas. L.and values near th(.se areas become prohibitively high based,on their
potential for development. When a farm or other "Real Property" estate in such
an area parK'es by inheritance into new ownership, current provisions (of the
Internal Revenue Code require that the estate tax be imposed on the "Market
Value" of the property.

The most recent l)Department of Agriculture data indicates that rural land
values in the year ended November 1, 197:, displaYed the sharpest increase
tinee 1120. As land values increase, the Federal Ustate Tax increases even more
due to the progressive rate structure. To alleviate this unfair tax burden on the
family farmn and to afford a similar degree of relief to others who might incur
substantial tax liabilities in the future, I have introduced two bills and cosponsored
another to inereae the estate tax exemption level to $200,000 and to modify the
system wherely land values are determined. Th(e much needed reforms are
based on the premise that all citizens should receive relief from the punitive
impact of inflation operating through a fixed exemption in our estate tax law.

COMSM-ND PMWSIDENT FORD

I commend President Ford for making similar proposals to provide relief from
the unfair and inequitable Federal Fstate Tax. Although I have not included it
in my proposals, I believe the Administration's suggest ion for a substantial
liberalization of estate and gift tax marital deductions has great merit and should
be seriously considered by the Committee.

The es-sential point is that we must act now to make these needed changes.
The pending legislation in our Committee, 11.1t. 10612, provides an ideal op-
portunity for true "reform". If we adopt the proposals most of the members of
('ur Committee seem to favor, we will assure that small farms and businesses
will not be literally driven out of business because of excessive Federal taxation.
No longer will children be forced to sell the farms and businesses their parents
have worked a sulmtantial portion of their lives to develop. That is surely a change
in tax law worthy of the label "reform".

HOUSE CONCURRENT RESOLUTION NO. 5061

A C',.'1%CcRRZ7T RMSOLUTION memorlalling the Congress of the Vnited Stat"s to act on
ljorint leglslaton which increases the Federal Estate Tax Exemption from $00,000to S210,000.

WnBEm.ts, The Federal Estate Tax, on transfers at death, is computed on a
* "taxable estate" after deduction of a $60,000 specific exemption; and

WuFR:As, Inflation, rising prices, and improved technology in recent years
have pushed values of farm property upward. U.S. farmn real estate values per
acre in early 1975 averaged about eleven times higher than in 1940 and three
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times higher than in 1960. Since 1940, the average size of farms has more than
doubled. Consequently, many landowners find that the value of their real estate
that would have escaped estate taxes a few years ago is now of such value as to
incur major estate tax payments; and

WIHERIEAS, The estate tax has been a permanent part of the federal revenue
system since 1916. The present $60,000 exemption has been in effect since 1942
and the present rate scale since 1941. Although all federal tax rates have been
changed infrequently and have seriously lagged behind the general rate of infla-
tion, only the ift tax has remained fixed for as long a time as the estate ta x: and

WHEI A8s, In recent years, changes in federal estate tax laws have been pro-
posed. Bills carrying out federal estate tax reform have been introduced in both
the H1ouse of Representatives and the Senate. Since the $60,000 exemption was
established a generation ago, it is apparent that inflation has caused capricious
changes in the original intent of Congress: Now, therefore,

Be it resolved by the House of Rtepresenialies of the State of Kansas, the Senate
concurring therein: That the legislature of the state of Kansas respectfully petition
the Congress of the United States to amend the federal estate tax law. As a
minimum, these amendments should include (1) an increase in the standard
estate tax exemption to reflect the effects of inflation since the present $60,000
exemption was set in 1942; and (2) provisions for basing the value of farmland
and open spaces at levels reflecting their current use rather than their highest
possible use. We ask that this issue be classified as a high priority so that the
average farm family and every citizen will get relief from those revisions; and

lie i further resohed: That the secretary of state be directed to seiid enrolled
copies of this resolution to the President of the United States Senate, the Speaker
of the United States house of Representatives and to each member of the Kansas
delegation in the Congress of the United States.

I hereby certify that the above CONCURRENT RESOLUTION originated in the
Hloui.:, and was adopted by that body

March 30, 1976.
D. S. McGrmI,
Speaker of the House.

L. 1). 11AzEN,Chief Clerk of the House.
Adopted by the Senate April 1, 1976.

Ross 0. Docn:N,
President of the Senate.
LEE KENNEty,
Secretary of the Senate.

Senator MONDALE. Our first witness is Senator Nel.ion, who is the
Chairman of the Senate Select Committee on Small Business. He has
(lone a great deal of work in this field aid his committee haq heki
hearings on this proposal. I look forward to hearing Senator Nelson
testify.

STATEMENT OF HON. GAYLORD NELSON, A U.S. SENATOR FROM
THE STATE OF WISCONSIN

Senator NKELSON'.%Mr. Chairman, I have hearings starting that I am
conducting in the Labor Committee on the Humphrey-Hawkins full
employment bill, go if the chairman doesn't mind, I will submit my
statement for the record and simply summarize briefly the lrincil4lo
that we are concerned about, which'is really the main issue.

I note you have a very distinguished panel representing the various
farm organizations in the country as well as the Smaller Manufacturers
Council and Small Business Council of Minneapolis.

.Mfr. Chairman, the first question we deal with here is the question
of whether there should be an estate tax exemption at all. If we agree--
at least I do-that there should be, then what should the level of that
exemption be?



Senator Packwood and I and our staffs have worked on this question
along with others in the Small Business Committee. I am well aware
that the Senator from .Minnesota, Senator Mondale, has worked on
proposals and conducted hearings in behalf of our Small Business
Committee out in .Minneapolis on this issue.

There are a number of proposals that have been introduced in both
Houses of the Congress addressing themselves to this particular
question.

The President, after the Small Business Committee hearings last
fall, earlier this year endorsed an increase in the estate tax exemption.
A number of bills, including those by members of the Small Business
Committee and Finance have been "introduced. The proposal that is
being advanced by Senator Packwood and myself as well as others is
to use a tax credit instead of an exemption.

Now, the first bill we introduced, as a number of us did last fall, was
a bill that increased the exemption and did some other things. After
evaluating over a period of time and having the economists on our
staffs look at it, we have concluded that it would be more equitable to
use a tax credit rather than an exemption. I think that is pretty clear
when one looks at it.

If you have a $60,000 exemption, as you do now, and the taxpayer's
estate is large enough so he is in the 70-percent bracket, then for every
$1,000 exemption it is worth $700 to that taxpayer; whereas with the
taxpayer in the 30-percent bracket, with every $1,000 exemption it is
worth $300. The larger the estate, the greater the benefit per $1,000
of exemption. We think that that is regresive, it is more beneficial
to the rich than those who are not, so we propose a credit.

Now, what level that credit should be will have to be determined by
the Finani-e Committee on this side and the Ways and Means Com-
mittee on the other side as well as the debate on the floor of each
House.

But, in any event, we are proposing a credit. It does two things:
(1) It is more progressive; (2) it costs the Treasury less money. For
example, if it was decided to increase the exemption from $60,000 to
$147,000, that increase in the exemption from $60,000 to $147,000
would cost the Treasury $2,200 million.

On the other hand, if you give a credit of $35,000, which is equivalent
to a $147,000 exemption--give a credit of $35,000, it would cost the
Treasury not $2,200 million but $1,100 million. So it would be a little
more than $1 billion less by wing the tax credit.

The next principle that we incorporate in this proposal is the prin-
ciple of phasing out the credit. Again we will have to decide, by
discussion and debate on the merits, whether it should be phased out,
as we think it should, and, if so, at what level.

We do not have the charts ready yet and I would ask the chairman
permission to submit for the record later this week some charts showing
the impact of a phaseout at various estate sizes.

In any event, we would propose roughly a starting at, say, $300,000
estate 6r thereabouts, phasing out the ta-x credit at the rate of $5,000
every $100,000--in other words, if you had a $40,000 credit, what-
ever it may be, at each succeeding $100,000 after $300,000, phase it
down by $5,000 so that a $400,000 estate would have a $35,000 credit
and a $500,000 a $30,000 and $600,000 a $25,000 credit. Wherever
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you start, it doesn't matter. That is the principle and whatever the
estate-Si million, $1.2 million or $1.3 million-you would finally
phase out the credit entirely. t a sr ut e

Now, that introduces prog into tie tax structure, it does
not cost the Treasury as much and we need not worry as much ii ith
estates up in that level as we do those family-size farms and family
enterprises that are worth $200,000 or $300,000 or $400,000.

Now, that summarizes the principles involved in the proposal that
Senator Packwood-and I and others will be introducing yet this week
and on which we will be submitting to the Chair and to the committee
our variou. statistics and charts showing the impact at each e.,tate
level. Thank you, Mr. Chairman.

Senator MONDALE. Thank you. We will include your fill statement..
We will also include the verve useful editorial in sriport of an estate

tax reform appearing in 'lhe !Rew York Times of Xay 10, 1976. And
I would also ask the staff to find the article I put in the record on the
bite of the estate tax on farming, showing the present tax driving
between 200,000 and 400,000 farm families out of family farms a year.
I would like that article to be included at this point in the record.

(An article and the clarts referred to follow. The .May 10 article
appears at page 19 of this volume.)

(From the New York Times. Feb. 15. 19701

]);,ATi T.Ax.;s COMPE:LLING f1ms To 8,:ui FAnm LAND

(By Roy Reed)

Springfield, Ne.-Lloyd Royal, 59 years old, drives a 7-year-old Chevrolet
with 1 10,000 miles on it. lie lives in an ordinary farmhouse next to a barn lot. If
anyone called him rich, he would laugh.

but if he died his wife, Doris, would have to pay $32,000 to the Internal Revenue
servicee in Federal estate taxes. That's because their modest farm has quadrupled
In value since they bought it, thanks to inflation and spiraling land prices. They
have become "paper rich."

"There's an old saying that a farmer lives poor and dies rich," Mrs. Royal said
this week. "If he died, I'd be in the job market and probably at the minimum
wage, because the only thing I know anything about is farming."

Death taxes are making it increasingly difficult for farm families to keep their
land. Children who inherit land usually pay even higher taxes than spouses. Just
this week, a man near here had to sell his parents' 80-acre farm to pay the death
taxes. He sold it to one of the largest landowners in the area-a pattern that has
become familiar In the farm country here and elsewhere.

Farmers in New Jersey and on Long Island have also told of hardships because
of the tax structure-and many are seeking change.

The inflated land prices that have caused death taxes to become a problem are
also keeping young people from entering farming. It now takes at least $250,000
by many estimates to start farming after high equipment prices are added to high
land prices.

From her kitchen table, Mrs. Royal has set out to change what she and many
others regard as an absurdity in the tax law. She and a handful of friends have
rounded up 70,000 petition signers in 42 states asking Congress to act on it.

This election year is apparently going to bring a new attack on the problems of
death taxes and prohibitive start-up costs for farmers.

President Ford and several members of Congress have proposed legislation to
make estate taxes more bearable for all small and middle-sized estates, including
those of farmers. The roposals vary widely.

Senator George Mc govern, the South Dakota Democrat, and 16 other .Senators
representing varied philosophies have introduced another bill to have the Federal
Government buy and, lease it to young farmers, then sell it to them at a reduced
price after seven years' labor.
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The Young Farmers' Homestead Act, as the bill is called, has drawn favorable
attention from such varied sources as the National Farmers Union and Progressive
Farmer Magazine.

Progressive Farmer, a generally conservative publication, cited projections that
200,000 to 400,000 farms a year would disappear for the next 20 years if today's
trend was not stopped.

The legislation faces up squarely to what probably has to he done if not rich
but bright youngsters are really going to get into ranching or farming for them-
selves, It said In its January issue.

Estate taxes were no problem to farmers until a few years ago. Federal law
(xemPts the first $60,000 of an state from the death tax. .MIst farms were worth
nowhere near that when that law was written in 1942.

W. Fred Woods, an economist with the Agriculture Department, estimates that
the average value of farm assets in the United States was only $51,440 in 1960.
By 1974 that had climbed to $169,744.

Farm values have continued to rise. Land prices in eastern Nebraska are going
up more than 20 percent a year, according to observers.

TYPICAL ESTATE: O,O00

In 1960 the Royals paid $72,000 for their 240 acres-a small farm by Nebraska
standards. Today, the land alone would cost close to $300,000. The Royals have
become rich in the eyes of the Internal Revenue Service, even though they live
little better than they did in 1960.

Gilbert Brody, president of the Wisconsin division of the National Farmers
Union, says a farmer who earns $10,000 to $12,000 a year typically leaves an
estate valued at about S320,000.

Ilis widow pays a Federal estate tax of $20,200 on that, in addition to smaller
state inheritance taxes.

When she dies, the children pay $83,190 in estate taxes, their share being larger
beca nse they do not receive the "50 percent marital deduction. According to Mr.
Brody, the children probably will have to sell the farm to pay the death taxes.

President Ford has propose ed delaying the payment of those taxes until five
years after the death of the owner. Then the heiri could elect to pay the tax over
20 years, with the addition of 4 percent interest. Heirs may now stretch the pay-
rnItt over 10 year, but at an interest rate of 7 percent.

Mr. Ford's 20-year proposal would a )ply only to the first $300,000 of an estate.
1)escending benefits would be allowed up to $600,000, after Which the present
10-y'ar stretch-out provisions would apply.

t2O0,00 EXFMPTION PROPOSED

The Royals and their friends do not think much of the Ford proposal. They
regard it simply as a postponement of an unjust debt.

"What on earth good is that when you don't have that kind of money in the
first place?" a California woman said in a letter to Mrs. Royal.

At least 10 bills pending in the Senate would raise the $60,000 exemption to
$200,000 on all estates, farmers' included.

Other bills would require the I.R.S. to assess farmland at its agricultural value
and not at the "fair market value" it would bring if sold for some other use.

Land values here are being pushed up by the growth of Omaha, which is less
than 25 miles from the Royals' farm. As the city pushes out. it absorbs farmland at
dizzyingly inflated prices and converts it into housing developments and shopping
centers.

Many argue that farmers would be less likely to sell to developers if their land
was assessed at its value for farming and not for commercial or residential use.

Arthur H. West, president of the Nqw Jersey Farm Bureau, said that Federal
estate taxes, inflation and the system of appraising property had imposed unfair
burdens on farmers. H-e added that many New Jersey farmers were actively sup-
p orting proposed legislation that would require that the assessment of a property)el ) ased on its value for farming.

Mr. Woods, the economist, warned in a recent interview in Washington that
changes in the estate tax law should be made carefully if they are not to exacerbate
the problem.

Assessing land at its value for farming or as open land instead of at fair market
value could result in a low-tax device for the wealthy in passing their estates on to
their heirs, he said.

"That would run up farmland prices and make it more difficult for producing
farmers," he said.



8

LETTLIM OF HARDSHIP

No one knows how many farmers have had to sell land to pay estate taxes, but
there are indications that this is happening more often.

Thomas Pulaski, who used to own a 25-acre potato field near Riverhead on
Long Island, says he sold his farm because of his tax bill. He drives a truck for a
living.

MNr. Pulaski, who lives in Coram L. I., said: "If I had decided to stay on my
farm after my father's death, I'd have spent half my lifetime paying off loans
through which my taxes would have been paid." He sold his property to a real-
estate developer and made $6,000 profit-after taxes.

Suffolk County, New York State's largest agricultural county because of its
potato and cauliflower crops, is trying to encourage farmers to stay by means of a
farinland preservation program. In a $60-million project, the county is buying
development rights-not the fee title-to the existing 57,000 acres of farmlamd.
In effect, a farmer will get the market value of the property from the county
and may keep the land. But he must agree not to use the land for any purpose
other than agriculture.

More than half of 258 farmers surveyed last month by the Wisconsin division
of the National Farmers Union said they had known farm families that had had
to sell all or part of their farms to pay estate taxes.

Many of those who have written to Mrs. Royal have told of hardships caused
by the tax. After her campaign was described by the Farm Journal last fall, the
magazine received a letter from William Jones of Lakeport, Calif.

"Our orchard land has been in the family for over 100 years," he wrote, "and
now because of this unfair tax in an inflationary period, the resources of the family
(never more than provided a living for the family during the past 30 years) is now
about to be confiscated by the Government for taxes."

Another Californian, William G. Cox of Capistrano Beach, wrote that his
family had already lost its farm because of an exorbitant estate tax bill after his
mother's death.

"The I.R.S. is killing the goose that lays the golden e~g," Mr. Cox wrote.
"The big corporations that are buying up the small farms wal never pay another
death tax on the land because a corporation nevcr dies. Forming trusts and
corporations within families seems to be the only way to go now."

Dixon G. Adams, a Springfield lawyer who is donating time to 'Mrs. Royal's
campaign, estimatesa that 40 or 50 of Sarpy County's 600 farms have been in-
corporated in recent years to escape or leasen the impact of death taxes. But
many farmers resent that alternative. They feel that incorporation would inpose
more bookkeeping and "red tape" and would diminish their independence.
Mr. Adams agrees.

"I don't want to construct a scheme where a farmer has to have a lawyer and
a C.P.A. riding on the tractor with him," he said. "We are doing it though, be-
cause of necessity."

Many of the farm wives who write to Mrs. Royal complain of what they believe
to be sex discrimination in the Federal tax law. 'these women dislike being treated
in the ,ame way as wives of city residents and millionaires.

Federal law allows a widow to deduct from her tax payment any financial con-
tribution she has made to the family e-state, but only if she can prove it with payroll
check stubs or the like. Simply working shoulder to shoulder wiLh her husband
on the farm for 30 or 40 years is not enough for the I.R.S.

Resentment against that drew 'Mrs. Royal into her campaign. "I got started
one day during the blizzard of 1975," she said. "I had been out in the snow all
day helping get the cattle into the barn and then throwing hay to them and
getting everything ready for the storm."

COMPARISON OF CREDIT AND EXEMPTION LEVELS

Peicentage of sates [din
returns in 1973 that woul

be tax-free

Percent Percent of
of all returns with

An estate tax credit of- Would make net estates tax free up to- returns ded madtal deduction

$20.700 ................ 0.00 (0, 00,00 to spouse) ....................... 60 75
26700 . ............. - 1(', 000 (5240.000 to spouse)..................... - 68 81

,.-------------_----12M0.000 (Mow00 to spouse) ....................... 76 94
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TABLE ,--COMPARISON OF NET ESTATE EXEMPTION AND ESTATE TAX CREDIT IN BRINGI40 A8OUT SAWIE TAX
RELIEF FOR RELATIVELY SMALLER TAXABLE NiT ESTATES

Acheves ae sme tax-free net
estate as-

A taote estate Tax.1r to
An esate ta edt of ueNMptoe of- spouse

"..........................................-.......................-.................................................. ............... too::
0 .................................................................. 114.333 666

.700 ......................................................... 120,006~ 240,014
131. 000 2a2.000

)0O....................................150,000 300.,000
40.~.....................................163. 333 326,.666

50 .00.................................................. 200,000 400, 000

TABLE 2.-COMPARISON OF REVENUE LOSSES FROM INCREASED EXEMPTION AND FROM REPLACING EXEMPTION
WITH EQUIVALENT TAX CREDIT

(Fiscal year 197 basis; revenue loss In Nios)

Exemption Revenu$ loss Creoit Remus loss

100,000 11.1 120,700 50.270
11,333 1.3 25.000 .550
120,000 1.4 26.700 .650
131.000 1.5 30,000 .940
150.000 I.9 35,700 1.1
163,333 2.0 40. 000 1.4
191,667 2.3 50,000 1.7

Source: U.S. Department of Treasury (1975 estimates, projected to 1917 basis) and Congesstona Reseacch Servi.

TABLE 3.-DISTRIBUTION OF ESTATE TAX RELIEF BETWEEN FAMILY.OPERATED FARMS AND SMALL BUSINESS
AriD ALL OTHER (LARGELY FINANCIAL ASSET) ESTATES

Estimated 1977 revenue cost (millions)

Benefid to
lamay-

operated Benaft to
Total farm or all other
cost business estates

Estate la credit,
~....... .......................
,2b ................................................

.0 ............................... ...............
,000........................................... ...

$35,00 ..... .............. ................S40,W....... .........................................

$270
$50
650
840

1.130
1.420
1,740

$4080
95

130
170
210
255

1230
470
555
710
960

1. 210
i 445

TABLE 4.-REVENUE COST OF "SPLIT CREDIT" PROPOSALS AND DISTRIBUTION OF BENEFIT TO FAMILY

ENTERPRISE ESTATES AND OTHERS

Estimated 1977 revenue cost (millions)

Benefit to
family-

torted BonaIt to
Total farm o all other
cost business estates

"Split credit" of-
530,000 to farm and small business and $20,700 to all others $------ 30 $130 $230
,40,000 to farm and small business and $25.000 to all others ....... 680 210 470

$50,700 to farm and small business and $26.700 to all others ....... 810 25S 55
$50,700 to farm and small business and $20,700 to all others ....... 485 255 230
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EFFECT OF REPLACIIIG EXEMPIIOU WITH TAX CREDIT

[Cleat of $20,700: Net estate t-fee up to $200,000 to spouse; net estate tax-fee up to $100,000 to heirs)

TaLable estate

To To
spose heirs

Tax payable with Tax payatle with
$&J.O0 exemption above credit

Net benefit to estate from substituting
credit for esemption

Amount of tax As perwt of
redctin present ta

150 8 0000 ........
00 ,0o t i0.) .
40,0000 0 ...........

300:000 500...3)00000....

, 0 400000
I,0000 smW5 , ,":.000000 1 ........ .

000o000 2.000.............

4. 8.00

17.900
6?. 70062. 700
94.500

126. 500
303,500
7Z6, 000

0
0

$. 00
15. 000
30.000
6, 00
93.000

12S, 0O
3o. 0o0
732, 50

$1. r,00
4,800
3.500
2.9007. IC10
1.700
1.500
1.500-I SoO)

4-s o)

100.0
100.0
36.1
1.2
8.3
2.7
1.6
1.2(-. 59

( -. 9

ICrdit of $50,700: Net estate tax-free up to S400,000 to spouse; not estate tax-hee up t2 $200,00 to heirs)

Met benefit to estate from substituting
Taxable estate credit for exemption

To To Ta paable with Tax payable with Amount of tax As percent of
spouse heirs $60,0M0 exemption above credit reducton present tax

60000 $800(0.51.460 0 $1,00 100.0
0, 0004 800 0 4.80 100.0
00o0,090 .. 95..... o0o 0 9.s 100.0

300.000 . ............. 17,.900 0 17,900 100.0
4 00. 000 , o ............. 32 ,Mo 0 32,700 100.0

.OD 300, 000.. _ ... 62,700 131.000 31.70M 50.6
.00o 0.0 ............ 946.03.o40 3.3

1.000000w 5000O00 . _ _ 126 500 95.000 31.500 24.966, 00 I, Wb, 000 .3,0. 0 , 25,000 28.500 9.4
$4000,000 12. 000, 000 ........... 26. 200 702,500 23,700 3.3

TABLE $.-ALL TAXABLE ESTATES, 1973, BY TYPE OF ASSET

Assets Amount - Percen

Corporate stock ...............................................................
Real estate .......... ......................---....
Cash ..................................................
Bonds ........................................................................
Lifetime transfer$-s ...........................................................

Life Insurance ..................................................................Notes and mortagles .................................................
Household gools ....................................................
Noacnmpotation business assets .............................................
Aauities. .................................. ..........

11.4 35.0)
7.0 21.0
4.9 15.0
2.8 8.0

(Z. 5) (7.0

1.5 5.0
1.2 3.0
1.1 3.0
.8 2.0
.2

Total .................................................................... 33.3 100. 0
Estimated family farm and small business assets:

Nonoopeetion bunobss sess .............................................. .754 1 2. 3
Close corporation stock (family-owned closely hold corportions) .................. 1,48 1 4.5
Farm real astat2 ......................................................... . j.750 12.3

Total family flot and small business assets ................................... $3.0 19.1

Liquid and other marketable assets not induding farm and small business assets:
Corpo rato stock (other than stock of closelyhold corporations)................... 9.9 30.0
General real estate (excluding farm real estate) ................................. 6.2 '19.0
Cash ...................................................................... 4.9 '15.0
Bonds. nota and moetes ................................................. 4.0 1 12.0

Total liquid assets and other nonsmall business marketable assets ................ 25.0 175.0

1 Percentage of all table estate assets.
Estimate.

Source: U.S. Department of Tresury, "Statistics of Income: 1972-Estate Tax Returns" and "1965-Fiduciaq, Gift &
Estate Tax Returns," and estimates by Nelson staff.

V
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TABLE 6.-BASIC DATA ON FEDERAL ESTATE TAX FROM RETURNS FILED IN 19173

Piroetim
of aIl adult

deaths in Averaie net
United taxable
States estate

Total
taxable

Estate as
percent of
total gross

Estate

Estate tax

Averae As percent
per return of gross

led estate

$60,000 to $120.w0 (av.
erali equals$86 849).

U 20.000 In $20,00

rleqals.Ove 80) ...........
OverS, $).On(sat~ip

. 0.0 4.4 $20,545

25.7 2.3 $0.147

. 17.8 1.6 144,997

6.5 .6 791.210

11.4 $977 1.1 9.9

27.8 7.044 4.6 16.7

46.9 30, 956 10.4 22.3

57.3 246.191 18.3 3.0

All retu ns(aver ageeuals

22.235) ...... 100.0 18 130.959 40.7 23,747 10.7 26.3

FIN.ANCI.AL SVCUBITIIS RAVE "B UILT IN" AN ADJUSTMENT FO.t INFLATION

The current rate of return or annual yield oi high-grade financial assets, Ruch at
corporate stocks, corporate I)onds and U.S. Treasury bonds, has risen since the
mrd-1940s by more Man, enough to fully offset the infqationary erosion of the dollar.
(That, ii the inflation occuring over the period has been fully "built-in" to the
current market yields on good financial securities.)

Current yield
194 1975

High-grade loci.term securities:
Corporate stock , dividends per share (Moody's composite, annual rate) ............ 2.38 10.52
AAA corporate bonds ........................................................ 2.61 8.83
U.S. Treasury bonds ......................................................... 2.25 6.98

Averap yield ............................................................. 2.4 8.8

Note: Increase in averap yield, 1941-75-367 percent. Increase in general price index (GNP deflator) 1942-75-289
percenL

Source: U.S. Department 0 Commerce. Survey of Current Business.

$60,000 at 2.4% ,ielded $1.440 annual income in the mid-1940s. The equivalent
1975 "real income is $4,162 (i.e. $1,440 x 289% inflation since 1942-adjusting
for inflation from 1947-present would give a lower figure).

At the current 8.8% average return, it takes $47,295 to yield an annual income
of $4,162. Thtq, $47,295 of high-grade financial assets today, gives the same
"real Yield" (current yield fully adjusted for inflation) ai $60,000 of similar assets
ia the mid-1940s. Looked at the other way around: $60,000 today is equivalent
to about $76,000 in the mid-1940,.

Senator NELSO.N. I neglected one point. If I may, in its final form
we will also incorporate one additional )rinci)le. We will propose
that the heirs of these estates not be required to pay anything on the
principal for, say, 3 vears-a period of time, 2 or 3 or 4 years; that
they be required to pay the interest at the cost to the Government
plus one-quarter of I percent, which is the charge for money borrowed
through the Small Business Administration.

This grace period would give the heir. to this small business an
oi)portunity to get their business in order; then we would give them
perhaps 15 years to pay back the balance of that estate tax in equal
payments over that period of time. TV hank you, Mr. Chairman.

Senator MO.DLr. Than.k you very much for a most useful
presentation.

Gross estate

Propotionof all
returns filed

(percent)

As percent
ol taxable

estate
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[Tile prepared statement of Senator Nelson follows:]

STATEMENT or SENATOR GAYLORD NEISON

Mr. Chairman, 'Mcmbcr. of the Committee, we appreciate this opportunity
to open the Finance Cominitte'. hearing,. on estate and gift tax revision with the
presentation of our views on the significance of these changes for family farms
and s nall enterprises.

PUBLIC OPINION PREPARED FOR CHANGES IN TUE LAW

In my view, the inltiati'es taken by the Congress and particularly the Senate
ta this area have made it possible to enact an estate and gift tax revision bill
during this se.sion of Congress. On April 27, the lead story in the Wall Street
J,#urai wits devoted to a thorough presentation of competing arguments on the
chief questions in the estte and gift tax areas.

On M:ty 10, the New York Times, in a thoughtful editorial, concluded that:
"Ctsivv,- us on a moderate reform of the e-state tax is pos-ible this year. The
chatce for it ought not to be missed."

These two articles, which reflect informed public opinion on these matters,
are attached its appendices to my statement for the Committee's information.

HISTORY OF SENATE INVESTIGATION OF ISSUES

Mr. Chairman, a commendation is in order for your leadership in co-chairing
our combined Small Business Committee-J int E-conomic Committee'W'hearings
on the estate tax area on August 26, 1975. Subsequently, the Smiall Business
Comtumittee and Finance, Committee joined in estate tax hearings in Washingteu
on September 25, 1975, and three further field hearings of the Small Business
Committee to gather testimony on this subject during the summer and autumn
of last year.

The.e serious inquirie-s produced a series of estate and gift tax revision bills,
such as the Mondale-Nelson hill 4. 2394), the Nelson-.Mondale-Iilumphrey
"Small Business Estate and (ift Tax Reform Act" (S. 2919), and the Nelson-
Packwood bills proposing a credit mcchani.u as an alternative to the exemption
(S. 3139, S. 3140). In my view, these efforts laid the basis for Administration
proposals in 1976 which put the estate tax issue on the front pages and thereby
improved the likelihood of legislative action.

For a generation, family farms and small businesses had experienced a typical
problem of neglect in this area. Over the pat 34 years, the country experienced
an inflation of 289% but farmland and business assets increased in value fivefold
or even tenfold in some caees. Thus, problems involving widows and children
continuing tile business have become increasingly acute, but lawmakers would
not take them seriously.

Part of the neglect of the very real problem facing farm families and small
business owners has stemmed from the fact that these family emterprLe situations
only account for about one-tenth of all taxable estates. For the remaining majority
of taxable estates, consisting substantially of corporate securities and other
financial assets, the problem has not been acute. Indeed, the long-run rise in
rates of return on financial assets has largely offset for these estates the long-run
inflationary impact that has been so devastating to the farm and small bu.iness
estates. It is the farm and small business enterprise where the family wants to
"keel) the business in the family" that has suffered.

ESTATE TAXES MOW DOWN FAMILY AND INDEPENDENT ENTERPRISES

Because of this inaction, our hearings sketched the picture of tax-free mergers
on one side and the threat of a progressive estate tax up to 77 percent on the
other, operating like the twin blades of a giant scissors to cut down family owner-
ship of farms and small business at the end of one generation.

Because of this tax structure, waves of mergers periodically sweep through the
economy, as illustrated by the following statistics on the acquisitions:

1970 ------------------------------------------------------- 6, 123
1971-----------------------------------------------------.... 4,645
1972 ---------------------------------------------------- 4,804
1973 ------------------------------------------------------ 4040

.Soturee: W. T. Grimm Co., Chicago. Il. Reprinted In "Small Busines. Tax Reform.
1970-74." Select Committee on Small Biusiness, U.S. Senate, Committee Print, July 20,
1974, p. 321.
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The totals were somewhat lower during the past two years.
The merger movement is most pronounced in the growth band of the economy.

A special study by the Federal Trade Commission revealed that in the two decades
prior to 1967, almost one-third of all the coin panies owning between $10 million
and $100 million in assets disappeared through mergers.'

INCREASING COSTS Or ENTRY ELIMINATING FAMILY SMALL BUSINESS FROM
IMPORTANT AREAS OF Tl ECONOMY

At the saine time, increasing capital requirements at the point of entry are
making it inure difficult for many independent firms to go into important seg-
ments of our ec w..-Farming is a prime example: A University of 'Minmesota
study reportedly estimated that starting up a farm operation would take almost
$250,000 in capital.

The Chairman is aware of similar testimony in our Small Busineis Committee
hearings in the area of independent communications media,' manufacturing,
and distribution business.'

CURtENT RECOMMENDATION

In an effort to help reach -a consensus on an action plan this year, the Small
Business Committee has been working to develop the soundest ana most effective
po sible legislative recommendations. They are summarized briefly as follows:

1. Substitution of a credit for the exemplion.-The evidence, including detailed
revenue etimatcs, indicates that a credit inechaniin appears superior to an
exemption on grounds of both equity for moderate-sized estate and revenue
imp act.

'or example, the following table gives a comparison of revenue losses produced
by exemptions and equivalent credits:

Comparison of revenue losses between exemption and equivalent credit (fiscal year
1977 basis)

Edxemptioll: Reven usloss Credit: Revenue loss
$100,000 -------- $1, 300, 000, 000 $20,700._----- $270, 000, 000

114,333- .-.... 1,600, 000, 000 25,000 --------- -550, 000, 000
131,000 -------- 1, 800, 000, 000 30,000- ---------- 840, 000, 000
147,667 -------- 2, 200, 000, 000 35,000 --------- 1, 100, 000, 000
163,333 -------- 2, 300, 000, 000 40,000- --- 1, 400, 000, 000
197,667. - 2, 700,_000, 000 50,000- ------- 1, 700, 000, 000

Source: U.S. Department of the Treasury. 197? projections by staffs of Senators Nelson
and 'ackwood.

In my view, we could reduce the revenue impact still further by phasing the
credit down pro-rata by something in the neighborhood of $5,000 per hundred
thousand (of taxable state. I am drafting a proposal along these lines to submit
this week for the Committee's evaluatio.

Our goal should be a level of relief adequate for continuation of family farms
and modest-sized commercial bLsinesses, while not giving windfall benefits to
owners of property which Ls not directly productive of employment and wealth
in this manner. Some ne. sure of relief should be provided to those moderate-
sized estates consisting largely of personal and financial assets. But it is clear
that the urgent problem to be addressed is an adequate level of relief for the
the independent fainily farm and small business enterprise.

2. s quivalen relief in the area of lifetime giving to reopen the alternative of a
gift of farm or business as.sets while the parents are still alive to assist the younger
generation through transitions problems. This could be accomplished through
a combined use of the estate and gift tax exemptions/credits (see S. 2819), or by a
unified transfer tax exemption which could have the virtue of added simplicity.

3. Relief for the surnivitig spouse.-If the farmi or business wife survives, as is
typical, there is a great inequity from taxing the entire estate to the husband,

IStudies by the-staff of the Cabinet Committee on Price Stability, January 1969. "Indus-
trial Structure and Computation Policy." p. 74.

S Statement of Jared How, Joint Hearing before the Select Committee on Small Business
and the Joint Economic Committee U S Senate. 94th Cong.. lst Bess.. "The Impact of Fed-
eral Estate and Gift Taxes on Small Businessmen and Farmers," Aug. 26. 1975. pp. 38-45.a Statement of Jon C. lavis Ill. Joint |hearlmirs before the Select Committee on Small
Business and the Subcommittee on Financial Markets of the Committee on Finance. U.S.
Senate. 94th Cong.. let Sess., "Small Business Tax Reform. Sept. 23, 24. 25 and Nov. 13,
1975. pp. 1336-1356.

IS-M4-76 2-
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particularly when the wife has worked side by side with the husband to build up
the value of the farm or business.

We have therefore recommended that increasing the marital deductions to 100
percent up to somewhere between $100,000 and $250,000, with a possible phasing
down or ph.sing out of this deduction on a graduated basis.

4. Deferral of estate tax paymet.-Our bill, S. 2819, and the President's Janu-
airy 5 proposal recommend deferral of the estate tax payments when the immediate
inposition of the total tax on a closely held business could destroy it.

Our testimony to the Ways and Means Committee and here is that there be
allowed ip to a 15-year deferral, with payments of interest only for the first 3
years at the cost of money to the Federal Government plus % of 1 percent. That
formula is presently used in the Small Busines Act.'

We have also recommended that the executor of the estate be relieved of per.
sonal liability, while protecting the government through an ample security interest
In the property, so that deferral under Section 0160 can again become a practicalposs~ibility..

5. V'alualion.-Our )ecember proposal offers an alternative to so-called "use
valuation" because many observers feel that use valuation raises many adminis-
trativeI problems. Our proI)osal would permit the farmer or small businessman to
restrict the use of the l)roperty by meais of an enforceable covenant limiting it to
the desired use. This covenant could then he valued actuarily. Such a covenant
would also he amenable to the environmental tses described by Till' NEW
YORK TIMES editorial and other thoughtful Members of Congress and of the
nation's bar asociations.

6. Technical proraisions.-There should be a cleanup of several technical pro.
visions, including Section 6160 and Section 303 stock redemptions, as recom-
mended by our prior proposals.

7. A study of the social and economic consequences of the effect of death tazes by
way (Of causing mergers and concentration, including absentee ownership of
farms and businesses and the impact upon the economy, and social and community
institutions.

CONTRIBUTION Or SMALL nUSiNF.SS TO THE NATION

The new, family, local, small and independent businesses of America are of
great and proven value to this nation. They provide 52% of all private employ-
nent, 43:':, of the business output, j of the Gross National Product; and over
half (of all innovation, including major industrial changes in petroleum refining,
aluminum manufacture, copying and computer miniaturization.

Beyond the statistics, however, the worth of small and family enterprises to
our community and national life is imme Lurable.

Studies have proven that locally owned businesses are stronger supporters of
local, social, and charitable institutions in the cities and towns where the owners
reside and have their roots. Self-reliance in economics goes hand in hand with
independcnee of thought and action, the foundation of our democratic form of
government, as Thomas Jefferson perceived 200 years ago.

RF-VISION IS LONG OVERDUE AND SHOULD BE ACCOMP.I13IIED NOW

For a generation now, our Federal estate tax laws have been a key factor In the
elimination of family farms and small businesses. The laws have been destructive
of our most cherished values and traditions. Moreover, these laws have been
concentrating wealth in fewer hands, largely in conglomerate corporations. This
is a result exactly opposite to what many of us feel the estate taxes were designed
to achieve. We feel that the revision which the Committee has undertaken is long
overdue and we would be pleased to cool)erate in any way possible in the Com-
mittee's work toward this revision.

[From the Congressional Record, Senate, Apr. 29. 19761

APPLE DIX A

DEATIi TA X BURDENS OF SMALL AN- FAMILY FARMS AND BcsI.vEsst.s RIcOGNIZt.D
BY TIE WALL STREET JOURNAL

Mr. NELsON. Mr. President, I would like to invite attention to an article en-
titled "Death and Taxes" which appears in today's Wall Street Journal, and ask

#He@ Section 7(b)5. Public Law 85-536. as amended, the so-called "Economic disaster"
sections of the Act.
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unanimous consent that it be printed in the RrEconD for the Information of nil
concerned. It is a good summary of the Lisues involved in the arguments surround-
ing nome of these questions.

There being no objection, the article was ordered to be printed in the R:coltu,
as follows:

[From the Wall Street Journal, Apr. 27, 1976, as reprinted in the Congressional
Record, Apr. 29, 19761

:.ETlI A.mD T.xt.s-Bins To E.%sr.: BeRDEN or ESTATE, GIFT LEviFEs LIK.iELY
TO STIR DISPUTr:; CoNoIIFs8 MAY ACT IN 1976, BVT Som: LiNIRAIAS St-LK
To TiOITE. T.Ax:s INSTEAD; Is TIRE TAIL WAGOINo Tilt Doo?

(By John Pierson)

V.A i Vo o.-So Me angry, some plaintive, the letters are pouring into con-
gressional offices these days. A, farmwife in Polo, III., writes: " We have mortgages
on two farms in Ogle County. My husband is a cardiac, diabetes and dialysis
patient. The increase in land value hits horrified nie and my children with the
estate taxes ats they now stand. It will mean we will have to self-which we didn't
want to do."

In this election year, there is A good chance that Congres will grant some sort
Of relief froin the burden of federal estate and gift taxes. President Ford's promise
to propose such a break for family farms and businesses earned him a loud round
(If applause from Senators and Representatives assembled to hear his State of the
Union address.

The House Ways and .Means Committee has completed hearings on the matter
and will soon start drafting a bill. And tussell Long of Louisiana, chairman of the
Senate Finance Committe, says he may try to tie estate-tax relief to a bill ex-
tending the income-tax cuts that now are due to expire June 30.

But complicationm lie ahead. Some liberals think the estate tax should be
tightened rather that loosened. For every farmwife facing a forced sale to pay her
husband's death taxes, they see a rich family taking advantage of "loopholes" in
the present laws to pa." along vast wealth from generation to generation.

A TORwINO CONTROVERSY

Attempts to plug the loopholes will stir great controversy, which could doom
efforts to ease the burden on the farmwife in Polo, Ill., and other not-so-rich
Americans for whom the estate tax poses a genuine hardship.

"Even those who want to do something are fearful they might open the door to
taxing capital gains at death," says Rep. Joe Waggonner, a Louisiana Democrat
and leader of the Ways and Means Committee's conservative bloc. Under current
law, gains on capital assets that aren't cashed in during life escape income taxation
(but not escape taxation) when passed along at death-a situation that liberals
deplore.

This there is some possibility that in the few months of work time left in this
election-year Congre.s, lawmakers may not reach any agreement on estate and gift
tax(-. Yet the cry for estate-tax revision is so strong that even if nothing gets done
this year, Congress will almost certainly change the law within the next two years.

tow THE TAX WORKS

The federal estate tax works this way. When you die, the Internal Revenue
Service totes up everything you own. Deductions are allowed for lawyers fees and
Other adiministrative cost.4, funeral expenses, unpaid debts, and casualty and
theft losses incurred during settlement of your estate. Htalf of what's left may go
tax-free to your spouse, further allowances are made for charitable bequests and
$60,000 of the rest is exempt from tax.

Whatever remains is subject to the estate tax, with the rate rising in steps from
3f% on the first $50,000 to 77% on the amount exceeding $10 million.

But before paying the I RS, your executor can take a credit for state death taxes
federal taxes on gifts you made within three years of your death estate taxes paid
on bequests you received within the preceding 10 years, and foreign death taxes.

The federal gift tax is designed to prevent you from avoiding the estate tax by
giving away your-property while you re still living. You can give $3,000 each year
to anyone tax-free and an additional $30,000 tax-free to anyone during your life-
time. Gifts to charity escape the gift tax, as does half the value of anything you



Ive your spouse. Beyond that, gifts are subject to taxation at rates ranging from.25% on the first $5,000 to 57.75% on amounts over $10 million.

EFFECT ON FAMILY FORTUNES

Estate and gift taxes were originally imposed to raise revenue. But the two levies
bring in only about $5 billion a year, less than 2% of today's federal revenue.

Recently they have been viewed as a way of preventing the continuation of large
family fortunes, generation after generation. But, with inflation driving up land
and other values many relatively modest estates, which would have escaped taxa-
tion in years past, now are obliged to pay. In 1945, only I % of all estates had to pay
any federal tax; in 1975, tax was duo from the estates of 150,000 Americans, 7.7%
of those who died last year.

The problem has become especially acute for farmers whose estates consist
largely of illiquid assets such as land, bi11dings and machinery. Near large cities
in particular, the market value of farmland has shot up leaving many farmers,
estates with a big tax due and little cash to pay it with. thus, some farm widows
and children have been obliged to sell part or all of the farm to satisfy the IRS.

Smaller farms are often sold to large farming corporations. Therefore, it is
argued, the estate tax is bringing about the very concentration of wealth it was
meant to prevent. The same holds true, to a lesser degree, for small, family-
owned business"s.

Some liberals maintain, however, that the extent of forced sales has been exag-
gerated. For the relatively few genuine hardship cases, Congress can provide
some narrow relief, they say.

Liberals maintain that by subjecting more and more estates to tax Inflation
simply has been making the estate levy hit where it should. The 7% of Americans
who pay some tax are still the richest 7%r., they say. Most plans for easing taxes
on small estates would ease them even more for large estates. And with the
government currently running huge deficits, now is no time to be cutting taxes,
berals add.
"To employ an increase in the estate-tax exemption to solve liquidity problems

of deceased farmers is to let the tail wag the dog," declares Sen. E'dward I(emnedy,
the leader of the Senate's liberal tax "reformers." "The ultimate thrust of tax
reform should be to broaden the scope of the estate tax, not restrict it," the
Massachusetts Democrat says.

But Congress is hearing a lot more noise from those who want to lighten the
estate-tax burden. Here are some of their proposals:

EZEMPTIOX

Farm groups and others would raise the estate-tax exemption as high as $200,000
from its present $60,000. That would restore the tax to roughly its 1942 status
as a levy on large estates, but it would also cost the Treasury $2 billion a year.
To narrow the revenue loss, President Ford wants to raise the exemption only
to $150,000 in equal steps over five years.

But liberals say the government has no business giving those Americans who
- accumulate more than $60,000 during their lifetime a tax break at the expense

of those who don't. "We seem to-be moving back to an era of 'entailed' and
perpetuatvd wealth, which Thomas Jefferson deplored in 1776," says Rep. Charles
Vanik, an Ohio Democrat.

Besides, liberals say, a farmer can avoid the estate tax by incorporating his
farm and giving away shares each year to his wife or children. And he can take
out life insurance to pay his estate tax.

But liberals recognize the enormous pressure for relief. If some must be granted,
they say, better through a credit against tax due than through a higher extmp-
tion. A credit gives everyone an equal dollar break, while an exemption favors
those in higher bracket. A $35,700 credit would permit an estate of $150,000 to
escape tax, just as would a $150,000 exemption; but it would cost the Treasury
far less when applied to all estates, big and small.

MARITAL DEDUCTION

Almost everyone, liberals included, feels that this tax-free allowance should be
increased from its present 50% to better reflect the contributions that the husband
and the wife make to the family's wealth. Farmwives, who often labor alongside
their husbands from dawn to dusk are particularly incensed at the government's
taxing part of what they feel is rightfully theirs already.
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President Ford has proposed that husbands and wives be permitted to give or
leave their spouses as much as they like, tax-free. The IILS would have to wait
until the property passed to the next generation before getting its share.

LAND VALUATION

If a farmer's wife or children want to keep farming after his death, it is pro-
posed, the I ILS should value the farm as a farm and not as a potential housing
development. Under various bills in Congress, open spaces near cities timber-
land and historic sites would also be taxed at their "current-use" value rather
than their fair market value. Some of the measures provide that if, within five
Years, the heirs sell the farm for development, the government "recaptures" the
lost estate tax.

But some critics warn that even with such a recapture provision, current-use
valuation would lure many wealthy individuals and speculators into farmland.
One solution: Let a person leave his land's "development rights" to the govern.
mnent or a charity to satisfy the higher estate tax that would be due if the land
were given its fair market value. If the heirs later wanted to sell the land for
development, they could do so only after purchasing back the development rights.

TAX DF.FIRRAL

President Ford wants to give estates of farmers and small businessmen more
time to pay. Under his proposal, they wouldn't have to pay any tax for five years.
Then they would have 20 years, instead of the present 16, to pay what is owed.
Interest on the unpaid balance would be at 4%,O instead of the present 7,". These
benefits would be phased out for estates valued between $300,000 and $600,000.

Opponents argue that this Ford plan amounts to a 45% reduction in estate
taxes cqual to the amount of interest that could be earned on the unpaid balance.

RATES -

Some groups favor lower estate-tax rates instead of, or in addition to, a higher
exemption. Others say the rates should be restructured to switch more of the
burden to the higher brackets. To case the revenue loss from his proposed higher
exemption. Mr. Ford would start taxing estates above his proposed $150,000
exemption at 30%, , thus eliminating the lower rates that now apply to estates
between $60,000 and $150,000.

GIFT TAXES

There are a number of proposals for easing the gift-tax bite. Some would
increase the -. ,000 annual exclusion, others the $30,000 lifetime exemption,
others the 50%" marital deduction. Still others would allow a taxpayer to credit
the unused portion of lifetime gift-tax exclusions against his estate tax.

Congress sional liberals, however, are resisting plans for softening both gifts
and estate taxes; instead, they want to tighten up.

GAINS AT DEATH

If you sell a share of stock while you're alive, you pay income tax-at half
your usual rate-on any gain over your purchase price. If you leave that share
to someone, it is subject to estate taxes but not to income tax on the unrealized
gain. What's more, your death permanently wipes out your original purchase
price as the basis for taxing the gain. Instead, your heir receives a "stepped-up"
basis, the .tock's fair market value at the time of your death. Thus, if he ever
sells, he will pay tax only on the amnoult of gain since you died.

Thona ltese, legislative director of Taxation With Representation, a lobby
group, says that failure to tax capital gains at death "is one of the key elements
perpetuating the aristocracy of wealth that arose in this country after the Civil

Var." Mr. Reese, Sen. Kennedy and others want to tax capital gains on assets
passed along at death just as if they had been sold during life. This change would
bring the Treasury $2 billion a year, they figure.

Taxing capital gains at death could easily wipe out the benefit from a higher
estate-tax exemption and would, the Treasury says, fall especially hard on small
farms and small businesses.

If
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TRUSTS

When Nelson Rockefeller was being considered for Vice President, he disclosed
that he had received $38 million, 83t of his taxable income, from family trusts
during one 10-year period. Under present law, an individual can leave his aw.ts"in trust" to his grandchildren, with the income from the property going to his
children.

The transfer is taxed once, not twice, as it would be if the property were paed
from parent to child each time. "Generation-skipping" trusts can escape taxation
in as many as three successive generations.

Some liberals would subject generation-skipping bequests or gifts to a surtax
that would more or less equal the taxes duo if no generation or generations had
been skipped.

FOUNDATIONS

When Ailsa Mellon Bruce died in 1969 a tax of less than I % was paid on her
$570 million (-state because she left most of it to the Mellon Foundation. According
to some critics, private foundations sometimes perpetuate private control of
wealth giving little to legitimate charities. These critics would limit the estate-tax
deductions for contributions to private foundations, a step that educational
institutions and other charities fear would drastically reduce their income.

Thus, while almost everyone acknowledges you can't take it with you, thtre's
little agreement on what should happen to it when you leave it behind.

SENATE CONCERN WITH THE PRIOULILM

Mr. NE msoN. Mr. President, the article mentions Senator Russell Long, chair-
ma of the Senate Finance Committee, and should have noted that he has au-
thorized a public hearing on estate and gift tax revision in the Senate Finance
Committee on May 17, with the Senator from Minnesota (Mr. Mondale) as
chairman.

A4 chairman of the Senate Small Busines Committee, a well a4 a member of
the Finance Committee, I would like to point out that Senator Mondale served
as cochairman of a joint Small Business Committee public heltring on estate tax
problems of family ?arms and small businesses on August 20, 1976, along with the
chairman of the Joint Economic Committee (Mr. 1humphrey). This was followed
by additional public hearings held by the Small Business Committee on Septem-
ber 25, 1975, and extensive committee research on this subject, which re.-,tlted
in the introduction of the following bills:

S. 2394, sponsored by Senator Mondale, myself, and others:
A comprehensive Small Business lFstate and Gift Tax Act, S. 2819, introduced

by myself, Senator Mondale, Senator Humphrey, and others on l)ecember 18,
197.5; and

Most recently, S. 3139 and S. 3140, introducted by myself and Senator Pack-
wood, advancing the credit mechanism as an alternative to the exemption in
providing relief.

It might be further observed that a delegation of Small Bisiness Committee
Senators, including Senator Packwood, Republican of Oregon, and Sei|:tor
Hiaskell, Democrat of Colorado, and In self, appeared before the Ways tind
Means Committee on March 16 to argue for action during this Congres. We fe.i
that our committee's work helped to crystallize the problems of the family
farmer and the small business and encouraged the interest in the executive
branch, which led President Ford to advance a set of proposals In January and
March of this year. Now, at last, these issues, which are critical to the preservation
of small businesses and family farm, and which had been buried for the past 3
decades, have finally emerged to the front pages of the Nation's respected bivmineS
publications.

IMPACT ON FAMILY FARMS

It is just in time for a substantial portion of the Nation's farm and business
families. Testimony in Small Business Committee hearings revealed that farmers
had purchased their land 30 or 40 years ago atprices ranging from $50 to $100 an
acre. Now the average is $354 an acre nationally, while it has reached $1,000 an
acre in six States and is between $600 and $1,000 per acre in nine others.

Although not as well documented, the situation with business plants and eqiiip-
ment is similar.

Because of this, it is impossible in a growing number of cases to pay the Federal
and State death taxes and still keep the farm or business in family operation.
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We are finding that farms are being broken up and independent companies are
being merged or sold to absentee corporations.

Our Small Business Committee investigation found that the estate taxes are
literally mowing down independent businesses at the end of every generation.
When these are gone, it becomes increasingly difficult to replace them. University
studies show that it takes about $200,000 to go Into farming, and, for most n tllt-
facturing operations, the capital needs are probably the same or larger. Thus,
over time, we are eliminating small or independent enterprises from large and
vital areas of the American economy.

TIME FOR ACTION

The evidence about the detrimental effects of estate taxes has come in, and It
is time to examine the many pending legislative proposals and take action. The
Ways and Means Committee hearings in March, under the chairmanship of the
Congressman from Oregon (Mr. ULLMAN), have done that, and I am pleased
that the Finance Committee hearings of May 17 will serve this functions. I ex-
pect to participate in those hearings, to advocate the viewpoint of the family
farm and smaller business, and hope that meaningful action will be taken in this
Congress to update these laws, to restore the congressional intent of pa4t years.
and to, preserve a climate where small, family, and independent enterpr se can
be folded, can grow, and can be continued in local and independent uwner-
ship front one generation to another.

(From the Congrenional Record. Senate, May 11, 1O7J1

APPENDIX 1

Nx:w YORK TIMtS AnvocTEs ESTATE TAX RE1FoitM Tils YEAR

Mr. NEi soN. Mr. President, as chairman of the Senate Small B1tsine. Com-
mittee I am pleased to report that one of the Nation's leading newspapers, the
New York Times, has concluded that:

"Consensus on a moderate reform of the estate tax is possible this year. The
chance for it ought not to be missed."

This judgment was contained in an editorial of May 10, 1976, entitled, "Estate
Tax Reform" which cited the many advantages to our economy, ecology, and
lifestyle of revising the 34-year-old limitations of the estate and gift tax statutes.
I ask unanimous consent that the editorial be printed in the IltFcoin at the con-
clusion of my remarks for the information of the many Senators and imimbers
vf the public who are interested in this vital matter.

The PRESIDI G OF ricEr. Without objection, it is so ordered.
(See exhibit 1.)
Mr. NELSON. The Congress has been in the forefront of the effort to gain

estate tax reform, notably with the joint hearings of the Small Btisines Commit-
tee, the Joint Econotnic*Committee, and the Finance Committee on August 26
and September 25, 1975. These inquiries and the consequent legislative recoin-
mendations, including the Small Business Estate and Gift Tax R1eform Act (H.
2819) and the bills offering a tax credit as an alternative to the exemption VS.
3139 and 3140) did much, in our view, to lay a foundation for the administration
proposals of 1976 in this area.

The House Ways and Means Committee held a series of hearing, during the
spring of this year to evaluate the many pending proposals. The Senate Finance
Committee will hold similar hearings on May 17.

I would hope that the "consensus" described by the New York Times can re-
suit In meaningful reform of the estate and gift tax laws during this session of
Congress.

ExHIBnIT I
[From the New York Times, May 10 1976, as reprinted in the Congressional

Record, May 11, 1976]

ESTATE TAX REFoR

Because inflation has destroyed the meaning of exemptions and limits established
by Congress back in 1942, the tax-writing committees have under consideration a
major revision of the estate tax. Under existing law, a person may leave one-half
of his estate tax-free to his spouse and on the other half, there is an exemption
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from taxes of the first $60,000. In effect, therefore, the ordinary estate is taxed if
its net worth exceeds $120,000.

Although this was an impressive sum when the law was written at the beginning
of World War II, inflation has brought an ever-widening number of middle-class
people within the tax collector's net.

President F ord has joined numerous Congressmen in both parties In calling at-
tention to the particular hardship that the estate tax inflicts on farmers and ranch-
ers-a concern that has been echoed by New York State legislative leaders. Be-
cause most of their assets consist of land, buildings, and machinery, their heirs
may be forced to sell in order to obtain the capital to pay the tax.

Sophisticated farmers incorporate their operations and donate shares each year
within gift tax limits. But many smaller farmers and ranchers fail to do so, and the
result is to accelerate the steady decline in the number of family farms.

The needs of the environment also argue in favor of estate tax reform. As farm
lands go ort the market and become converted to non-farm uses, the open space
that once surrounded cities, big and small, disappears. It is replaced by mile after
dreary nile of low density semi-suburban fringe development-a disaster in terms
of ecological balance and human reaction and refreshment. In theory, strict
zoning could control this kind of development and preserve natural greenbelts.
Important as zoning is, however, experience has shown that by itself it is often
insufficient to preserve open spaces. Economic incentives are also needed.

Of the many possible variations In the tax code, three changes seem desirable.
The marital deduction could be increased from 50 percent to 100 percent, post-
poning the tax bite until the estate pastes to the next generation. Second and more
important, farms--and timberlands, wetlands, and historic sites as well--could
be valued for tax purposes on the basis of their current use and not at their po-
tential market value if they were developed into housing or shopping centers.
Third, the present low exemption of $60,000 could be adjusted to reflect inflation
hy giving a tax credit as well. This would be preferable to increasing the exemption
because a tax credit gives everyone the same relief while exemptions are more
valuable to those in the higher brackets.

Tax reformers are understandably dubious of dealing separately with the estate
tax problem when the entire tax code is in need of a thorough-going revision. But
comprehensive tax reform is manifestly impossible in an election year and, indeed,
will continue to be so as long as the Presidency and the Congress are controlled by
opposing parties and opposing philosophies. Meanwhile, consensus on a moderate
reform tf the estate tax is possible this year. The chance for it ought not to be
missed.

Senator MONDALE. I understand that Senator Kennedy is on his
way.Senator BENTSE.N. Mr. Chairman, I believe that, unless we take
some kind of action in substantially increasing this estate tax exem
tion, you are going to see over the next 20 years some 400,000 family
farmis and ranches go out of business.

The Department of Agriculture tells me that approximately 25
percent of the farms and ranches being sold today are being sold to
settle taxes. So what you are seeing is tie small family farm, the small
family ranch, the small business, going out of existence. You are
seeing the big corporate ranch and big corporate farmer and big
cor ration coming in and taking them over.

I had a newsman that was with me as I was making a comment
about this before a group and he said: For a moment I thought that
was kind of a rip-off for the rich; then I got to thinking about a sister
of mine who had worked for her husband to build a farm and loved it
as much as he did and yet when he died they weren't able to keep it
and they had to sell it for tax purposes.

If you are talking about making $15,000 on a farm today you are
talking about a farm that has to have a value of something over
$200,000. Then you have the problem of somebody coming out and
trying to buy an acre for a house and then seeing the IRS come in and
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try to value tile whole ranch based on what the purchase price was of
that one particular acre. And that is wrong and I don't think this is
the way it ought to be.

I received a letter from a friend of mine in Texas who is 73 years
of ago. lie sat down and wrote the letter about how im portant it was
to raise the estate tax exemption and how it might iave been
appropriate 30-some years ago tut wasn't today, and now he would
like to see his children be able to cariy on that farm.

Then he decided to lie down and take a nalp. '1'his was last month.
lie told his wife he was going to have to rewrite this letter because he
had mi.spelled the word "agriculture" and he had done it by hand and
written it to me. He never awakened from that nap.

I would like to bring that letter and introduce it into the record as
something that I think is important to what we are talking about
today, an I very strongly slipport those who are here and are talking
about raising this exemption substantially, talking about ways of
easing the burden of paying that tax and gse them time to do i't and
certainly trying to evaluate farms and ranches lased oiln their economic
return rather than solie spec)tlative lie l)ut on by a1 groip of pro-
moters with a syndication who might be buying stuff up in the general
area.

We have seen in the last year or two some of these syndications
collapse and go through three or four levels, and yet we have seen the
IRS trying to use those sales to buy them on interest for only a
period of 5 years or 2-percent down, "'I will catch you later for'the
balance," calling that a true market value.

Senator MONDALE. That point is very well taken. You know, if you
have a farm anywhere near a growth area, a major industry or oven
many of our secondaiy-size cities of 10,000 or 15,000 or more'and they
are growing, there is a good chance under the present law that the
appraisers will come out at the time of estate tax settlement and say:
"We are going to value this land for its value as a supermarket or as
ti industrial site." Instead of bearing a price for agricultural purpoSel
it will hear at price many tinies more-$ 10,000 anl acre-ab1)501itely
prohibiting any chance that that land will stay in agriculture. I think
that has significance not only for agriculture but for the environment
because that encourages the chewing up of this land.

Senator HiANxSE. IA"t me add my voice to that of the distinguished
Senator from Texas in saving that people I have heard fron-and that
includes folks from one ent of the country to the other-recognize
precisely the accuracy of what Senator Bentsen has said.

Senator IoND.ALE. That rovisioii is rather uniformly found in all
-of the bills. It is in nine an Senator Nelson's.

Senator BENTSEN. YeS.
Senator IONDALE. You have to (10 that.
Senator lIAN.EN. I don't go so far as some do, and there are soic

who think that may-be it is almost a perpetual requirement, but it
would seem to me in order to sin)lifv the tax law there ought to be
a termination date some place. I dolt know, I am not saying where
it should be. Five years Iave been recommended. Maybe that isn't
enough. But I think that if there was a time certain that it, would start
to apply that at least you would have- accomplished an important
goal.
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Senator 'MONALE. We are pleased to hear from our next witness,
Senator Kennedy.

STATEMENT OF HON. EDWARD M. KENNEDY, A U.S. SENATOR
FROM THE STATE OF MASSACHUSETTS

Senator KExxEDy. Thank you very much, Mr. Chairman, menlbers
of the committee.

I would like to file the complete statement in the record and then
just, summarize it. It will take about, 12 or 15 minutes-

Senaftor .oNDALE. It will be placed in the record as though read.
Senator R.xXED" [continuing]. If that is agreeable with the nwmi-

bers- of the committee.
M.Ir. chairmann , I appreciate this opportunity to appear before the

Senate Finance ('onmittee to present my views on the action nee-
essarv to reform the Federal estate and gift tax laws. There has been
no thoroughgoing revision of this important segment of the Federal
tax system since 1942. Estate and gift tax reform is, therefore, clearly
overillie.

In order to evaluate proposals in this area, it is important to re-
view the role that tle taxation of tile transfers of wealth has played
in American political and social thought. It is also important to
sir'veV the actual operation of the present estate and gift tax laws to
see how well-or how poorly-they are fulfilling their role in our over-
all tax ,ysteIll.

'1hi. analvi. leads me to conclude that there are serious problems
with our pr,,%eht s\'temn of taxing wealth transfers. In in\- remarks;
today. I will try to identify tie most important of these problems,
and offer proposals to correct the defects.

I believe that e.state and gift taxes can and should be an important.
instrument for achieving economic andi social justice in the United
State-. Biut thle present system-largely a product of the 1920's and
1930'-i.s a weak and ineffective tool for a vastly different America
entering the final quarter of this century.

.My\v prolosals for estate and gift tax reform are, therefore, intended
to lav the necessary foundations for a truly fair and effective system
of taxing transfers of accumulated wealth.

Estate and gift taxes thus perform a crucial role in the total Federal
tax sy'sten. The impose a tax on a significant source of "ability to

ay" that wolll otherwise fall outside the Federal tax structure.
Strengithenin.g the taxes on transfers of accumulated wealth thus
strengthen-z the fairness of the total Federal tax system.

Conversely, weakening those taxes-as recommended by the Ford
administration-is a step in the direction of greater social and eco-
nomic inju;tice, a step toward greater concentration of wealth and
power in the hands of a privileged few.

In considering propo.led changes in the estate and gift tax system,
it is important to understand how the system is operating at present.
A few facts put the issue in perspective:

Only 7 percent of decedents dying each year pay any Federal
estate tax; 93 percent do not. By definition, anyone who pays an
estate tax is, therefore, in the top - percent of wealth with respect to
those estates.
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In 1977 the individual income tax will bring in $160 billion, tile
corporate income tax will bring in $60 billion and social security
taxe-s will bring in $107 billion. lhese other taxes are already notorious
for the heavy burdens they impose on individuals and corporations.
Only tile state and gift, taxes fail to pay their way.

The first, (hart I h ave attached to my testimony makes the point
dra ma tically.

171p here you see on thee chart, exactly what the situation i.;. This
chart here 'points out that 24 percent ot Americans, when tile) die,
have an estate of a value of less than $100; 56 percent have-less than
$5,000; 93 percent have less than the present $60,000 exemption.

So what we are really talking about is the top 7 percent of theIpo lltiol. .,
OW if you accept the Ford administration proposal, you will

raie thik figure to 98 percent of the American people who wifi pay no
(state tax. You are effectively reducing the input of estate taxes to
an (en smaller number of the wealthy.

Now there are two broad sources for the [)resent weakness in our

Senator [ONDALE.. Wouhl you yield there for a minute?
S(Eator Si.NNEI) Y. Yes.
,Senator .\Ioxo).u. We estimate that if a Minnesota farm is worth,

say, $300,000, it will bring an income to those farmers of about
$10,000 to $12,000 a year. Now I think we would all agree someone
umuking that kind of money is not rich yet they wouldcome within
tI in---

Senator KENXL1) Y. I am going to come to that directly .
Senator Mo xo.tLt.. h'lhese people are really very modest income

iw o ,lde.
Senator K:'rDv. I will come to that and talk specifically about

that Iartidultar problem, how we are trying to deal with that. I have
.. ine' specific recommendations in that area which I know is of special
inlere4, to tile menl)ers of this comllmittee.

There are two broad sources for the present weakness in our system
of taxing transfers of accumnulatecl wealth:

'rte pre-cvwe of substantial tax expenditures in the estate and gift
taxe..

'lite presence of substantial defects in the structure of tile present
tax system.

As a result of the Budget Reform Act, Congre,s is now thoroughly
familiar with the tax expenditure concept in the context of the Federal
income tax system. It hias proved a valuable tool in our efforts to
control and rationalize Federal spending.

Iax experts anti economists have long recognized that the concept
is equally applicable to other taxes, including the estate and gift
tax. rhe chairman of the Senate Budget Committee, Senator Muskie,
has noted on the Senate floor the desirability of developing a tax
expenditure budget for estate and gift taxes.

I am firmly of the view that it is time to add estate and gift tax
expenditures to the tax expenditure budget, so that this avenue of
Federal spending will be subject to the same scrutiny and control as
other tax and direct spending by the Federal Government.
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I am presenting today, for the first time, a tax expenditure budget
for Federal estate and gift taxes. The analysis was developed TY
Professor Stanley S. Surrey of Harvard Law School and Professor
Paul R. McDaniel of Boston College Law School. Its outline is given
in the second chart attached to my testimony. And I am pleased to
be able to make it available to the committee.

That is the second chart, Mr. Chairman. Thi. has never really
been developed before. It has been done for income taxes, and we have
tried to develop it for estate and gift taxes.

Senator MOND IALI. You don't have the marital deductions?
Senator KE..Nmv. According to the experts, the marital deduction

is not a tax expenditure. It is a structural feature of the estate tax,
like the personal exemption in the income tax, which is also not a
tax expenditure.

'T'his initial tax expenditure budget provides dramatic evidence as
to why these taxes are at present so ineffective in reaching those who
have the greatest ability to paiy. The Federal Government expends
almost $3.5 billion through tihe transfer tax ,,steni-or 60 percent
of the amount of revenue act.ially raied by 'estate and gift taxes.
The comparable figure for the income tax systemn is only 48 percent.
Thus, tax expenditures j)lay an even larger proportional role in the
estate tax than they do in the income tax.

There are two tax expenditures that have no place in our present
transfer tax system: 'he exclusion for generation skipping transfers,
which permits some wealth to be J)a ed on for 100 years or longer,
without ever incurring an estate or gift tax, and-the )referential •
treatment accorded lifetime gifts, which permits the very rich to
transfer wealth to their children and grandchildren, while paying
transfer taxes far less than those who transfer their property at death.

Together these two tax ex )enditures will co.st the Federad Govern-'
ment over $1.5 billion in fiscal year 1977. And the entire benefit of these
tax expenditures is available only to the wealthiest families in tite
country.

I urge the committee to take the following five actions to insure a
fairer and more effective method of taxing transfers of accumulated
wealth.

In order to terminate the present preferential treatment for lifetime
giving as compared to transfers at death, .the present dual estate
and gift tax structure should be replaced by a single, unified transfer
tax system.

Senator BEN\TS EX. I am giving trouble following your testimony.
Senator KEN.NE DY. I am on page 5. This would be point 1. 1 am

going through these five areas very' quickly.
Under a unified transfer tax, there would be a single exemption and

a single set of rates, applicable to all gifts and bequests of accumulated
wealth, whether made during life or at death. Thus, the transfer tax
would be a neutral factor in individuals' decisions as to whether to
transfer property (luring life or at death. The same transfer tax
liability would result in either case.

Generation-skipping transfers should be taxed. The abuse whereby
wealthy families may transfer property through several generations
without, incurring any estate or gift tax must be ended. Ihis abuse is
accomplished by highly sophisticated and complex trusts, carefully
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drafted by the expensive legal advisers of the rich, who enable their
clients to*"skip" estate and gift taxes for 100 years or more.

Al effective transfer tax must tax transfers of wealth at least once
each generation. Such a tax would follow the normal pattern of
devolution of property in this country. Yet, present tax rules provide
artificial incentives to the wealthy to follow this pattern in economic
reality, but escape the payment of any estate or gift tax in the process.

Variois techniques have been devised to end the abuse of generation-
skipping trusts. The most satisfactory method is that recommended
by the Treasury Department in 1969. It would impose a special
additional tax on such arrangements to insure that the total tax
burden is the same as if the transfer had followed the usual pattern
from parent. to child to grandchild.

The present marital deduction should be changed from a 50-percent
to a 100-percent deduction for transfers between spouses.

This- unlimited marital deduction will insure that the Federal
transfer tax operates in conformity with the understanding of most
married couples that the property they acquire during marriage is
the result of their joint efforts.

A single transfer tax rate schedule should be provided. It should be
designed to produce more rational progressivity than is true of the
present rate schedules. And it should, ofcourse,'produce the revenues
that Congress deems appropriate. At the least, I would urge the
committee to set, the initial rate at 14 percent.

A single $60,000 exemption should be provided for all lifetime and
death transfers. The exemption can be used at any time by transferors
with their estates entitled to the unused balance at their death.

In addition, the committee should give serious consideration to
substituting a tax credit for the present exemption. If the committee
takes this course, the level of the credit should be no higher than
about $9,500, which is the level required to replace the $60,000 exemp-
tion. 'Ihe revenues gained from this shift can be used to offset other
changes or as a net, gain to the Treasury. But there is no justification
for using the shift to the credit as a pretext for conferring unwarranted
relief on estates over $60,000.

A good deal of attention has focused in recent months on liquidityproblems encountered by estates owning family farms or smaWl
rbsinesse.

I think we all agree that it is undesirable to have a tax system that
forces etates to sell a family farm or a family business in order to pay
estate taxes. But I think we also agree that provisions to avoid this
result should not produce windfalls for estates that do not have such
problems.

In conjunction with my testimony today, I would like to submit
for the record a statement I made last week, containing an analysis of
studies on the liquidity problems encountered by estates owning
family farms and of proposals to deal with those problems. These
studies have convinced me that the Senate must be extremely cau-
tious to tailor relief for farm estates in a way that solves the liquidity
problems of the deserving few, without raising more serious problems
for all legitimate farmers in the process.

[The material referred to follows:]
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STATE :XT OF St NATOR EDwAnR) M. Ki:NN)FDY

ESTATE TAX RELIIFF FOR FAMILY FARMS: MAKING SCRLW TIlF SOLUTION IS NOT W()ItI-r-
TIAN THE PROBLEM, MAY 13, IWi7O

One of the major tax issues confronting this Congress is the liquidity prbleneu
that farm owners, especially the owners of small family farms, reportedly en-
counter when required to pax federal estate taxes. A number of bills have b.in
introduced in the -Senate and the House to provide varlotis forms of estate, tax
relief to deal with this problem. And a great deal of testimony urging estate tax
relief for farmers was presented to the House Ways and Means Cotmittee ii iPs
recent hearings on ttate and gift taxation.

Similar estate tax liquidity problems -dilo confront the owners (f ,mall bus-iieseq
and in the near future I plan to discuss this questionn as well. But the tl)r te of
my remarks today is to deal with issue s affecting farms.I am very sympathetic to the need to preserve farm land and open spaei's :u.'
one of the nation's most important long run priorities. To that end, I sulnlitted
to the Senate Finance Commnittee in 'March a proposal designed to achieve tit
objective without impairing the equity or effectiveness of the estate tax systi-m. I
amt pleased to have received a number of expressions of .sUiplort for the ipr(,o-al
from those who share my interest in the preservation of family farms and open
spaces.

My own continuing investigation into this issue has convinced me that Cionsress
should be very careful in the type of estate tax nrlit-f that it provides for farmn
oIperataos. It appears quite likely that most of the propos:.ls that have betn Pr .-
sented to Congress so far will achieve exactly the opposite results frium thoe
intended by their sponsors. That is, in the name of providing estate tax relief for
farmers, many of these prolmsals will havc the actual result of hastening the
demise of the small family farm.

The purpose of my remarks today it to preent the data that agricultural ex-
perts have developed on the liquidity issue and their analyses of the likely ffect.ts
on the agricultural sector (f various tax relief proposals: When thi. evidence iA
objectively analyzed, I hope that Congress will agree with me on the need for
carefully targeted legLlation in this area.

WHAT IS TIlE EXTENT OF TIlE LIQUIDITY PROBLEM?

The push for estate tax relief for farm estates ha.s arisen from occasional re-ports
that owners of family farms are forced to sell all or parts of the farm in order to
obtain funds to pay federal estate taxes. Until recently, there has been general
agreement-but little systematic analysis--that estates owning farms have
faced liquidity problems significantly more severe than estates with other types
of asets.

But recent studies indicate that serious liquidity problems are actually en-
countered by only very few estates owning farin. The staff of the Iowa* Law
Review recently conducted an extensive survey and analysis of estate planning
and tax problems encountered by farm estates. With respect to the liquidity
issue, the study reached some important conclusions that are worth quoting here
in detail.'

"Insufficient liquidity can be defined as an excess of total probate taxes and
costs over total liquid a.sset.s-a phenomenon which can have serious consequences
for estate beneficiaries. Many authorities have commented on the liquidity
problems commonly thought to be associated with farm estates. According to
the hypothesis, while the level of liquid assets in most estates remains relatively
constant, rising land values and fixed death tax exemptions, coupled with estate
tax rates which have either remained constant or increased, all combine to cause !
a widening gap between probate taxes" and costs on the one hand and the pool of
liquid assets available for their payment on the other.

"The findings of this study fail to bear out the existence of the liquidity problem
postulated by these authorities-at least among the 64 probate estates which
were examined. There was a potential liquidity problem among living farmers,

I Contemporary Studies Project: large Farm Estate Planning and Probate In Iowa.
,59 Iowa Law Review 794. 928-980 (1974) (footnotes omitted). The farm estates siudiei
had federal estate tax gross estates of $250.000 or more. With the utilization of the mmarital
deduction, the deductions for debts and administrative expenses, and the present SIlVIl o
exemption, the taxable estates studied generally would have ranged from $40.4)0, ml
up. Thus. these are the estates that would benefit from most current proposals fur estate
tax relief.
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however. But rather than indicating any pervasive dissimilarity between the
two groups, this difference in liquidity appears to show merely that faria opera-
tions generally acquire greater amounts of liquid assets between retirement and
death.

" For purposes of this study, estate liquidity was determined by comparing
ordinary debt: of the estate, and actual (or prospective) taxes and estate Settle-
ment costs with the amount of cash or readily convertible assets included in the
estate. The respective liquidity conditions of living farmers and prolate estates
did not compare favorably. Probate estates had an average of $48,600 in total
probate expenses and $54,800 in total liquid asset-. Stated differently, probate
expenses averaged 221,;, of the average appraised gross estate (AAGE) and liquid
aiusets averaged 251 of AAGE. Living farmers, on the other hand, had an average
of $61,900 in liquid asets or 9.5'h of their average gross estate. Even if it is
assumed that living farmers, upon their death, will sufrer total probate expenses
only in like proportion to those encountered by )robate estatms-22(%i-the extent
of the apparent liquidity gap is clear.

"Even so, certain mitigating factors evidently operate to relieve this liquidity
squetze over time, a fact which is established *beyond doubt by the m;ufficiency
of liquidity found among probate estates. Whatever these factors may be--Iartial
liquidation U)Onl retirement and the greater degree of financial maturity which
accompanies age being two possihilities--something occurs between the average
ages of 51 and 75 years to ease the kind of liquidity squeeze which i- perhaps
merely symptomatic of that middle stage -,f the family farm cycle in which most
of the stli~ject-farners found themselves at the time of this study. In any event,
the conclusion seems inescapable that whatever liquidity problems were o;bserved
among living farmers, they constitute only a temporary condition which either
tends to cure itself with the passage of time or is solved by the affirmative actions
of the client or his attorney at some point prior to his death."

The Iowa Study thus requires revision of the generally accepted view of wide-
spread liquidity problems in farm estates:

First, the liquidity problem generally is a temporary one encountered by living
farmers.

S second, the overwhelming majority of farmers take steps prior to death to
solve this problem and insure liquidity for their estatoA.

Third, only about 20%'* of the farm owners even have a potential liquidity
problem.

These conclusions were verified in testimony presented by James D. Smith,
Professor of Economnics at Pennsylvania State Universitv during the Ilou.,e Ways
and Means Committe-e Estate and Gift Tax Hearings this year.

Professor Smith approached the liquidity problem by asking a simple question:
What percentage of an estate's liquid assets-cash, stocks, bonds, life insurance-
are required to pay estate taxes und probate costs? Obviously, if an estate has
liquid assets in excess of its estate taxes and probate costs, it has no liquidity
problem.

Profes.%or Smith's findings, chased on 1973 estate tax returns, are instructive.
In analyzing estates with farm or norcorporate businesses, the only estat. s found
with significant liquidity problems were those with less than $60,000 in assets-
23% of these estates incurred probate costs and estate taxes (presumably state
taxes) in excess of liquid assets. But the present $60,000 estate tax exemption
already eliminates any federal estate taxes for this group. No changes in the federal
estate tax deduction would hell) these estates.

On the other hand, 75,.% of the estates incurred estate taxes and probate costs
in an amount that was less tlau oe-half of the liquid assets owned by the estate.
In other words, in three-fourths of the estates owning farms or non-corporate
businesses in 1973, not only was the estate not required to sell these assets to pay
estate taxes, but the estate was also pamsed on to the heirs with substantial liquid
a sets as well.

In only 9 to 14% of the larger estates studied did estate taxes plus probate costs
equal or exceed liquid assets. Only in these estates was there even a possibility that
the farm would have to be sold to pay estate taxes.

The following table summarizes Professor Smith's findings:
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PERCENT DISTRIBUTION OF RETURNS WITH LIQUID ASSETS BY SIZE OF ECONOMIC ESTATE AND RATIO OF
(ESTATE TAX PLUS COSTS) TO (LIQUID ASSETS MINUS DEBTS)

Ratio of (tax plus costs) to (liquid assets minus debts)
Numbeof 0 0.50 b 0.75 toreturns 0.251t0 0.50Wt 0.75 to

Type of turn and economic estate (thousands) 0 to 0.2S 0.50 0.75 1.0 1.0-plus All

Some farm or noncorp business assets:
$1to $60,000............... 596 44.3 19.0 .0 7.7 23,0 100

,oO to O.00..........3.412 065.5 158 5.5 3.6 9.6 100
0 000 to 100.0O0O...... 3,485 63.3 17.2 6.6 2.9 9., to0

615.00 to1 57.2 19.0 &.4 3.3 12.0 10
SI0.o0o to $O1.5 ........ 32 51.4 23.2 1.9 4.6 11.3 I0
vU).LcIO to 5,00 ........ 3 420 4. 2 26.2 & 2 6.0 135 t00

000 to ........ 2 251 37.1 33.2 10.4 5.0 14.3 t00
$500o00 to lI.0 .00L ...... 1.4?) 35.3 34.3 11.2 4.8 13.9 100
S1,000,00 1pus................ 71 31.8 40.1 11.6 5.0 11.5 100

All itumns..............24,843 52.7 22.8 & 2 4.2 12.1 100

Nor did Professor Smith's study find any significant liquidity problems where
the (state passed to the surviving spouse. Some .57c% of these estates with assets
from 960,0001-$00,000 paid no federal estate taxes at all under present rules.
Almost half (of the estates with asets from S100,000-$150,000 paid no estate
tax. Ohviou1,Iy, an increase In the estate tax exemption will not help these
estates at all.

These studies indicate that the great majority of farm estates encounter no
significant liquidity problems.

On the other hand, t small percentage of farm estates do face quite significant
liquidity shortages, and are therefort- deserving of relief. We must be sure,
however, that proviaions intended to help these deserving eases do not provide
windfalls to those who do not require federal financial assistance.

ARE PRSEF' 'T DEATH TAXES DIVERTINGI LANRD FROM FARM USE

Another rleuvint factor is whether present federal estate and gift taxes are
operating to reduce the amount of land devoted to farm and open spaces. Ac-
cording to a 1974 publication by the U.S. department of Agriculture, 950.( of
the farm acreage transferred in 1973 remained in agriculture, forestry or recrea-
tion use. In 1974, the figure was 93r/.'

Thus, even when farm land is transferred, it Is almost always to someone
who is going to farm the land also. This dataJed W. Fred Woods, an agricultural
economist with the Department of Agriculture, to conclude that "we cannot say
that farmland is presently being diverted from agricultural use on any substantial
scale as a result of death tax burdens.

THE IM.ACT OF ESTATE TAXES ON THE FAMILY FARM

Although the data show that significant liquidity l)roblems are confined to
small estate, it ik important to ask whether the family farin is faced with dis-
proportionately difficult )rolelemq so that the existence of this vital institution is
jeopardized. ifere again, studies indicate that even when one considers preserva-
tion of the family farm as a primary goal, estate taxes have little impact.

Neil E. Ilarl, Professor of Economies at Iowa State University, examined the
role of federal estate tax rules in preserving small family farms. Ilis study
concluded: 4

"Can agriculture make a compelling case for special [estate tax] treatment?
The big argument i. the adverrse effect on the family farm. But let's look at that
argument carefully.

"The great majority of the farm businesses don't continue into the next
generation anyway. F r some, the children are all grown and live off the farm,
and their's no one in sight to assume ownership and management of the farm

D Farm Real Ftate Market Developments (CD-T). Rconomie Research Service, U.S.
Dept. of Agriculture. (July 1974) at P. 40.

8 Woods. "Death Tax Policy: Implications for Rural Land Use." Paper presented to the
Conference on Rural Land-Use Policy In the Northeast. Atlantic City, New Jersey (Oct. 3,
19741 at p. 14.

1 lart. Some Reflections on Federal ]state Tax Reform (Feb. 9. 1976).
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hu-iess. For ome other. there may be a farming -.on, but he'R. running his own
indipendent operuti-n by the time the parents die. He ilay have been helped
e.irlier by the a)relts 1ftore he situn off in his own eConomic orbit. In sonie
et-P,. he may have lwen the larent's tenant. But the key point is that in a high
pi.rcentae of the cast., the son's farm busitte.s is well e'tablisAed by tho time th
parents die.

'or this entire grolp of fzarllrq- and it may tital 701 to S0 c of the total,
maylb itr--the death t ax burden certainly Zaffeet the aliount of capiuL to
im-.s to t- heir,. But it docl'-t have at great impact on the farm businem."

Thu,4, the problems of pre.,ervilig the "family" faram Ws confined to at smnall
percentage (of faflit 4'statt'$. Agtiin, t h le~m is that " title tax relief for liquidity
problems must I* carefully structured.

THEI t.FFi:CT O. A(RICI'I.TIF OF INCItI'AKINO TILLF TISTATE TAX EXF;MrTIO.I

?%atn,y of u hzite l'ited the sriou- adverse effect.s, that a general in1ereae in the
ePaite t:ix ex.l11pti(.n wtuild have. Th.e lirobleuis aire outlined in the letter and
f:i-t sheet itt the ctnclulin of iny remarks.

But "uli it ierad inlr.:.e ii the 1,-;6,000 est:.te tix exemption be a d*.irable
step for the agricultural .ettor of o'ar (eCt.uinllmy? As well-lnicaiiig it. advocates of
-til incre.i-,ed vxeilpti-i ire in t i- re-litut, agricultural vc',noiist8 who h:ave
ex:aminied the luittur h:ave fiind that invrehi.i.l the (-tat, tax exel1ption can I

x)eycted to prodtluce . ni~iiic ist aidverse effects (r f:aily f(ar owners.
iu SAepteuiWr 1975, the (O .ki,.rutive Exten.ion ,\rviie, of the college e of

Agricu11ttlrt' of the it uiversity ,,f lilitsk ;at (:isisue|:sign- Urbla issued an inaly'ivs
lby it liUal elir of di tinguihcd agricultural Wieli~t, both i1 id out of geev'rli-
ilSent, entitle'd ")evath and PIaxs" Policy Is:ii's Afecting FairlI Property Traun.-
fe.rs." Th. studies .xaminu d the impact (on a gric tilt ure (if various. t..ate :and -ift,
tax change.. 'I'liree -iatilijsnt agriultur:d rioeria were emlul,.ltyd to evaluate
the v'arioe; prtil)osvd el:ian--: FarmulaId utiug otlportuuiti s, elect on farm
siz., a411 uifet can aiim. ilmt tof f:ern, nd 'wtvjnr-llip by lnon-farliers.

According tit the a guadie, w ,'u'ral iteream in the estate, tax exemption would
produce adver., effects for sinall farntlers under :ll three criteria.

I. An increased ctrate tax extwiptiova couhl reduce farnilat d buying opportuniliets.
Applying the first test, the study concluded: "lligh ext.llniltimnI or low taxes oil
death tran.-fer of farn property give an advattge to the heirs of the farmer over
all other pItale, including VOuK j )ti.4is who would like to buy farmland. So
the equality of opportunity )rineiple is violtted.

"Furthermore. if it is true that young farmers can more readily enter farming
on a holding somiewhat smaller than iuauy retiring farmers have built up, sme
division of large holdings it the time of transfer may l)articulairly improve equality
of opportunity. The asliring young farmers would then find it easier to buy a
1inidehst-sized farm."

2. A n increased estate tax exemption may hasten the trend to larger and larger
farms in the U.S.

One argument advanced by the Admini,4tration and others for a $150,000
estate tax exemIp ion it that it will help preserve the sinaill farin. ln fact, the study
Concluded, the ol)i)osite Inity result:

"A higher death tax extemmption or lower rates could lead to larger farms in the
United States, a there would be less I)rm-sure for selling ill or part of a large
farm estate in order to pay tax.. However, larger farin, kept intact following
death might be operated inre freluently by tenants thana by owners. Frequently
the heirs will nott Ibe opwrating fitrmers."

3. A higher estate tax exemption will tend to produce more fari land ownership
by nor,-farmers.

The study concluded here:
"lA)w death tax exemptions and relatively high rates have some tendency to

preserve an agriculture where operators own at least piart of their land. Higher
exem)tions and lto er rates have an opposite effect. They facilitate Moving toward
a financially elite landholding clam in agriculture, at,d iandholding by other than
farm operators."

THE EFFECT ON AGRICULTURE OF PREFIRENTIA, FST.TK TAX TRKAIM;NT FOR
V ItMs

In contrast to the across-the-board increase in the estate tax exemption favored
by the Administration, two general types of bills have been introduced in Con-
gress to provide preferential estate tax treatment for farms without providing

75-046--76-
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windfalls to non-farmers: Bills which allow )referential valuation of farms for
estate tax purposes; bills which provide an additional exemption or credit for
farms.

Cn these approaches to the farm liquidity problem be expected toproduce more
favorable results for agriculture than a generaiexemption increase? L nfurtunately.
there is evidence that these "solutions" may actually be worse for agriculture
than the present problem.

The studies published by the University of Illinois also examined the effects
of these proposal under the sane criteria.*The studies found:

I. Preeretnlial estate tax treatment for farmt will reduce farm land buying oppor.
tunities, especially for young farmers.

2. Prefcrential treatment for farms would result in larger farm operations.
3. Aost important, precfreudial treatment for farm. will eubstantially increase

ownership of arm land by non-funrners. Ileret, the study concluded, "Selective
concem4ions for agricultural estates could attract investments of well-to-do non-
farmers in farm land and tend toward transfer of ownership and control out of
the hands of operating farmers."

64 . .nThe proposal that is nost certain to move agriculture toward a system
of nonfann-landholding with more farm tenancy would be an increased death
tax exemption for farm estates only. Such selective preferential treatment would
also be highly inequitable."

In %um. the most serious% danger in propo..s4 for preferential estate tax treat-
ment for furnis is that it may sinmi ly create a new form of "tax shelter" involving
purelii es f frm hind by wealthy outside investors to shield their assets from
estate taxes.

In the study cited earlier, Fred Woods of the )epartment of Agriculture
warned: "Thus, such kgi-latiton c(ouhl contribute further to the attractiveness
of qualifying type-i of rural land as vehicles for wealthy individuals to employ
in 5Imping niore of their a-.,ts to their heirs. C'on."euently, such legislation might
well increase the demand for these tyls of land and contribute to further in.
flationarv land I pine ier(as.s."

Profemor lar of Iowa State University, whose study was also cited earlier
has made the same poiit: "We've Iearned that agriculture's unique cash method4

of accounting lhas lwen a major factor attracting outside cap ital in the past into
nl4a,.1uus farming ventures. It's taken years of legislative effort to close off areas
of abuse by outsi(le invetors. A federal estate tax break for agriculture alone nould
face the same kinds of problemsn"

NIEt.DI:D: A REAL PRESCRIPTION FOR Til: PROBLEM, NOT A QUICK FIX

The only sulb.stanti:l evidence that I lave been able to uncover leads me to
believe that the t'ongres must act very carefully in fashioning a solution to
the genuine liquidity problems faced by some estates owning small family farms.
Failure to provide cartfully targetecl relief may well produce more serious
problems for agriculture in the future than problems we are trying to solve today.

I beli .ve that the proIoC'al I have submitted to the Senate. Finance Com-
Initte invets this criterion. Under my proposal, a family farm will be valued for
federal -state tax purpo.-es at its value for farm use if either if the following con-
ditions are in' t:

1. The decedvnt in his or her will, or the deeedent's estate within the period of
time for filing a federal estate tax return, transfers the development rights with
respect to the property to a state or local government (or to an instrumentality
thereof), or to an organization described in section 501 (c) (3) of the Code, the ex-
empt function of which is to preerve land and opwn spaces. The decedent, of courw-,
may have takun this action pritr to duath, and thus guaranteed valuation at the
value for faris: lurp)ots.

2. Alternatively, the decedent or the decedent's estate may trander such de-
velopment rights to the $eeretary of Agriculture.

Either of th(.e tranfers will constitute satisfaction of the federal estate tax
liability for the tax that otherwise would be attributable to the difference between
the' value of the land at its highest and best use and its value as farm property.

developmentt rights" are actually negative easements. They do not give the
holder of the rights the power to take any action with respect to the land covered
by the development righ- except the right to prevent commercial or residential
development on the land. Thus, the use of the farm property as farm property by
the heirs and lieneficiaries of the decedent will not in any way be Impaired by
possesion of the development rights by a state or local government, for example.
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This pr(,po.sal will insure that federal'estate taxes will be forgiven only in those
situati(ons in which there is assurance that the farm property will in fact continue
to be used ai farm prtiperty. If at some later date, the owners of the farm desire
to develop it, or tAo sll it to a purchaser who wants to develop the land, they can
do so and they (or the purclaer) can acquire the development rights from the state
or local government, charitable organization, or the Secretary of Agriculture, as
the case may be, by paying to the holder of the rights the estate taxes foregone by
the federal government, plus interest.

This proposal offers several advantages over other proposals that have been ad-
vanced to solve the liquidity problem for owners of farm operations:

It confines the federal c-,tate tax relief to farm operations and to those farm
families who are serious in thier desire to continue operating as a family farm.

It does not involve any interference in the family farm operation by federal,
state or local government.

If it sulmequently becomes desirable to utilize the farm land in commercial or
residential development, it will be possible to do so, but at no financial loss to tho
federal government, in the case of development rights held by the Secretary of
Agriculture. In the case of rights held by state or local governments, the proposal
can be seen as a form of revenue sharing.

The proposal takes advantage of the most innovative of the techniques presently
being utilized for conservation of open spaces and thus encourages use of these
progreAsive land use techniques.

I am l)leaed that this propo-ud i- receiving a favorable reaction and is being
studied by those sharing my concern to preserve farm lands and open spaces.

Included at the end of my remarks, for exam'pie, is a letter from Mr. Robert 0.
Binnewies, Executive l)irer" (if the Maine Coast heritage Trust, a privately
funded conservation org,,aiz,,,ion in Maine, urging adoption of my proposal.

If the Senate feels we shouldd go further and provide some form of preferential
estate tax treatment for farm es.tates, then two stcps must be taken to avoid the
serious problems I have outlined above:

1. The measure initially must he effective for a limited period of time so that
Congreva may study the results of the provision in terms of costs and beisefits,
equity, effective" anid other factors. I would suggest a 10-year initial period to
give adequate time for evaluation.

2. Congress must require, after a period of 8 years, the preparation and sub-
mission of a report on the effects of the program, including recommendations as
to whether it should be terminated, continued, or modified. The study should be
conducted by the Congresional Budget Office in cooperation with the Joint
Committee on Internal Revenue Taxation, the House and Senate Agriculture
Committee-s, the I epartnwnt of Agriculture and the Treasury apartmentt.

In conclusion, I an convinced that there are certain owners of small family
farms who need relief from the burden of federal estate taxes. But the evidence
is also convincing that the problem is confined to a small percentage of farm es-
tatts and that the relief must be 8pecificaUy directed to these deserving farm
own~ers. I hope that the sugge-.tions I have outlined will help Congress to achieve
this goal.

Senator K'ENSEDY. Equally cautious solutions are needed to solve
the liquidity problenis of estates ownimg small businesses. The data
in the anIalvis indicate that serious liquidity problems are again
confined to about 10 percent of estates owning small noncorporato
busle, ,,~,~F urther, we must be careful, in defining "small business,"
that we do not provide unjustifiable tax relief for the wealthy.

T1'he mo.st .ignilic.ant reform to alleviate V .iquidity problems for
deserving e.tattes owning farms and small businesses is the unlimited
marital deduction. 'restimnony before the House Ways and Means
Committee in its recent, estate and gift tax hearings indicated that
the most serious problems were being encountered in estates where
the surviving spouse inherited the farm or small business.

My proposal for an unlimited marital deduction will eliminate all
liquidity lproblemns for estates with farms and family businesses where
the surviving spouse receives the property.
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To solve tile liquidity problems encountered where a farm or small
business I ss' to tile iext generation, I propose a special family
farm and small buine, tax credit.

This tax credit would contain tile following four elements:
One: The credit would be established at an amount which, when

added to the baic $60,000 exemption, would exempt from the estate
tax frmnily farms and :mall bu-sine-ses, up to $175,000 in value. This
relief, larger than tile relief in the Ford administration proposal for
such estates, would have only a modest co.t because it would be avail-
able only for faits and small businesse-.

Two: The credit would be available onlyv to estates owning farms
anti small huine;sme which stay in the fanilY.

Three: If the fana or small ib.une--s for whi.h an additional credit
hasq been granted is subsequently trans4erred outs.de the family, tile
aliount Of the additional 'redii should he repaid to the 'l'reasury.

Four: The special tax credit. should carry a termination provision
effective 10 years from tile (late of it.s enactment. This will insure
that Congress must evaluate tile vost, the benefit, the equity, and tile
effectiveness of the credit. After 3 years, Congres.4 should require
a report on the effects of the program, inelming revoin [)lend1at ions
as to whether it slouild be terminated, continued, or moditied. The
study should be conducted by the ('Congre;sional Budget Office in
cooperation with the stuff of the Joint COinflittee on Internal Reve-
nue Taxation, tile House and Senate Agriculture and Small Business
Committees, the Department of Agriculture, the Small Business
Administration, and the T reasury Department.

Farmers and owners of environmentally valuable open spaces should
be permitted to transfer development rights on the property to local
governments, to charities, or to the Department of Agriculture or
the Department of the Interior. Such tran.-fers will insure that the
farmlands or open spaces will be valued for estate tax purposes only at
farm or open space value. The value attributable to development Wpo-
tential would thus be exempted from estate tax, as long as the land
continued to be a farm or open space. This special treatment would
be available even if the recipient of the land was not a member of
the decedent's family.

Fiaially, I als o hope that Congres will act aq promptly as possible
to close what I believe is the moqt notorious single loo phole in the
tax laws, the failure'to tax capital gains at death. I regard this issue
as part of income tax reform. I have previously submitted my pro.
posals to the committee in this area for consideration as part of
H.R. 10612, the House-passed income tax reform bill now being con-
sidered by the committee.

Comprehensive estate and gift tax reform is urgently needed in
the United States, because a system of effective taxation of the
transfer of accumulated wealth is vital to the achievement of our
national goals of economic and social justice. I beleive that the pro-

sals I have offered today represent constructive steps to aclueve
that goal. I look forward to working with this committee in the
months ahead, as we work to make the long-promised goal of estate
and gift tax reform a reality.

Mr. Chairman, I know that Senator Nelson testified earlier toxlay
in terms of his proposals. We are not very far apart, although I would
hope that in any extension of the credit, we would still maintain the
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level of $60,000. The effect of his credit would be to raise that level
significantly. Therefore, it would benefit a number of different groups
in the highest income brackets. I don't think the case has been made
for an increase in the $60,000 exemption.

Senator MIONDALE. I believe the Senator Nelson proposal would
eliminate the $60,000 exemption and substitute the credit.

Senator KENNF.DY. But the effect of that credit in place of the ex-
mption will be to increase the $6,000 exemption.

Senator MONDALE. Then le has a phase out, the credit phases out
at the tipper level.

Senator KENNEDY. The principal que-tion is how we are going to
target the relief to reach the family farm and the Small business in
suci a way that we will not be creating windfalls for those who don't
deserve tliem. By creating an extra benefit for family farm, we may
oj)en up ia new loolole that will be ui-ed by those with large accumula-
tlolis of wealth to avoid sayingg estate taxes. In effect, they may bid
up the price of farms and drive family farmers off their land.

I would sincerely hope that in fashioning a solution to meet this
legitimate objective, which I strongly support, it can be done in such
a way that we are not going to be creating a new kind of loophole.

Senator MONoALE. Thank you very much, Senator, for a mobt use-
ful stawment.

,Senator Bent ,en.
Senator l.vN\TsEs. Yes.
Senator Kennedy, when you talk about a 10-year Paynent, of course

ou ha-e the 35- )ercent limitation now, you .ay you have liberalized
it to the extent of reIducing that to 25-prcent. To give them the credit
for doing that, as I recall, they have also changed it to now make them
reflect something in a much higher interest rate than we previously
had. As I recall,,it was about. 4-percent and now it is something that
is geared to prime, which is substantially higher than that.

Even with a tO-year Period of time to do it, if you keep the exemp-
tion as low as $6,000, you are talking about a farm that is valued at
today, with your equipment, and the speculative value that ha.s come
to farns, yod are talkhig about something that certainly is valued at
$200,000 to $300,000 and has an income of $10,000 to $15,000.

So if \-ou are talking el)out those people trying to pa' off that estate
tax, andl paying that kinI of interest charge already, it you have got a
market Value of some $:300,000 and you are having to pay a 7-percent
rate ot tlat, you are talking about your paying about. a 6-percent
rate, you are talking about $18,000 there.

Svot nu-ar finiling vyourself in a position of having to go through a
partly liquidation itmI that i.; a very difficult thing to accomi)li-h in
trying to :ell off J)art of a farm. I think what they tiually end up doing
is selling the entire thiriiy

So that i.s why I thinl that you are in a portion where if you are
going to continue family farms in this country, and the estimate is
that. over the next 20 year. ;ome 400,000 of thm are going to go out
of existence, witll the primary cai-se of it being trying to pay off
the.,e taxe,, as S()illto(ne die-; *and the kids tr" to arrayy it and find
they can't (o it, .i I think basically you have to raise the exemption
in order to bring that about.
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wise, I still don't see any reason for then to try to bring Nat kind of
inequity to them and 1 think it is a social objective and economic
objective and in the national interest to try to keep thee small farms
and these small ranches in existence.

Senator KENNEDY. Senator, I agree with you and that i3 why,. in
kny suggestion, I would raike the exemption to $175,000. We are going
beyond the administration. What we are trying to do is target the
relief on the farms or small buin the elve.

I have tried to sugge.t a proposition to deal effectively with theProblems of the family farm or small bti:ness, but not bitten so
roadly or so generally that anyone who jus;t own,; any stock is

going to receive a windfall.
What concerns me is that by rai-inrg the exemption for carryover,

you are going to be providin g that kind of windfall to a great. nutmber
of Amer'ans who have ab-zo ritelhv no intcre;t in the fail" farm.

Senator BENTsV.tx. Let's deal 'with another point, thevn, that you
have also brought up, and( one that is a v'ery popular point raised in
some "-lchol of thought, and that a,.ain i.; -that capital gvain- escape
any kind of a tax on death. %%'hat you" are, findin,, I think, in thi,4 kind
of a situation is a couple of -it iition! de'veltp;,i. Yowi are finding a
very substantial increase in the capital gii-; tax that has been
taking place. It has been raised to 35 percent and then you get a
preference tax on top of that, so you get IIJ) to aotiut 37 percent. Theni
if you are in an area like New York, California, they have another
5 percent that is added on to it.
& So this is one of the things that hag been forcing eoplc to make a
tax decision and not economic decisions and not trai14erring properties.
It is a voluntary thing, this transfer of property.
I, frankly, think that we ought to see a -tib4tantial reduction in the

capital gains tax on assets that have been held over a lon .period of
time. I min for taxing profitkz but. not for taxiii.. illuso:- prhitk, ( and I
think this is wiae. yol are finding, in a lot of the. e situations; where
something has been held An( ouwied 15, 20, 25 years and inflation has
taken place and much of that gain ik not, really'there.

And to say in effect we are going to have a double tax. I hold very
lmuch to the contrary point of view that what people are talking

about is trying to ta it twice on deatIi.
Senator KENNEDY. Well, Senator, I know that there are differing

views on this. I Would put tile reduction of the capital gains-. tax very
low In ym list of priorities.

There are, obviouslv, que-tion, about capital formation and other
issues. I have suggested at other times to the committee, that in terms
of tax expenditures, we ought to apl 1y three tests. Onie is;, i, there a
sound public polio- puirpose for either a direct expenditutre or a tax
expenditure? If we call say yes there i-z, then the que-;tion is, is it
better to have a tax expehidtlitre and direct appropriation.

We may say with regard to some areas, it is munch better to act
through a tax expenditure rather than through a direct appropriation.
Then, the third test coIes, if you are going to provide a tax expendi-
ture. are we devisino, the best ineans to carry out the lurpose. 1 would
much rather provide in the area of, say, oil, a greater incentive for
investment to the person really taking "the -risk, rather than create a
tax loophole for the rich and wealthy.
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We have to try and define these goals and apply these test-s. What
I tried to do in ihe earlier presentation ,%is to appl- them in the areas
of income tax. Here, I have tried to do it in the area of the estate tax.

In the case of capital gains, I think eventually you have to ask your-
selves whether this is really the most, effective way of encouraging
capital formation. This committee has to study that issue.

i think a good many businessmen and economists would disagree,
but it is a major issue.

Senator B T-SxsFN.. No one can quarrel with the objectives you are
talking about. I think we both share it. 'he question is how we measure
those and how people react to these kinds of taxes and what actions
they take. And my point is if you have someone, for example, who ha.
built a small business, reaces the age they want. to retire, and they
get ready to sell it and find they are, themselves, facing in California or

eNew York something like a 40 percent tax, then they niake themselves
a tax decision and not an economic decision.

The sale is a voluntary thing so they decide not to sell it and so you
find capital immobilized in that kind of situation.

So, I feel over a long period of time where -ot have allowed for an
inflation factor, in efrect, that you are actually probably going to
pick ul) more taxes by more traiiictioln. being 11'ade rather than find-
ing it frozen, and from the surveys we have made we have in general
found that kind of reaction coming back.

I must agree that that is a judgmental thing and they can be argued
on either side as to how the public would finally react oil it.

Senator Kt;.N-NNDY. I would say, Senator, that there are those who
make a strong case that capital is frozen now becauu-e of the advan.
tages of holding assets until death. A sliding scale for capital gains tax
would raise similarr problems, because people would hold their a;sets
longer to get the lower tax rates. This is the lock-in-effect that bothers
me.

Senator BENTSE.N. What that. fellow (loeA, he merges his company,
that is what lie does, instead of selling it and not getting the diversi-
fication, he end.; U) taking a tax free merger andmerging it into a
wicket corporation which lie never wanted in'the first place.

Senator HANSEN. I join with the others on the committee, Sedator
Kennedy, in thanking you for your appearance thii morning and for
the very interesting presentation that you have made.

I want to study it so that I mav understand it better than I do now,
but I would like to just follow along, thou gh I think it has been fairly
well explored by Senator Bent-sen.

You speak about capital gains at, death. I know there are those of us
in the Congress who attach great moment to social programs and we
come down on different siles of them. I ain not as intrigued with
Government's participation in trying to achieve certain social ob-
jectives as are some.

I was visiting with a member of Parlianient a cou pIe of weeks ago
and he said the British are totally bankrupt on social program ideas.
Every idea that can be suggested to enhance the social well being of
Britishers has been adopted' And lie said they are just about at the
end of their rope, they don't know what more to offer.

I suppose different people, historians, likely, will take a look at
England and they may be able, given the advantage of objectivity,
which I admit I do not now have, because it is pretty hard to look
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at a situation right today and to be objective about it-it seems to
me that what the trend ini England certainly was-was to deny more
and more the responsibility and obligation of individuals to do for
themselves those things that they can and I think can do best, and
to transfer this role more and more to Government.

In this regard, I come back to the point on capital gains. In order
to achieve t he social objectives we have done violence to the value of
the dollar, and that is what we are talking about, because when we
are talking about taxes or ca pital gain, or whatever, we are talking
about tile value of a dollar, we aren't talking about a bushel of wheat,
or a pound of corn, or acre of land, we are. talking about. dollars.

And one of tile reasons that I am so intrigued with Senator Bentsen's
idea ol graduating (ownward capital gains is that it does recognize
that when we speak about capital gains having occurred, what we
are really talking about ii that there has been a hell of a lot of inflation.

1 think U.S. News had a little editorial maybe a couple of months
ago (,n a person who sells a home that iii 1950 cott him $50,000, lie
gets $100,0(0 for it todaV. I sII)pXmse imost of us, if we didn't stopl to
think, would think that is a pretty good deal, it is a good time to sell.

According to the U.S. News an'd World Report story it would be-&
very poor time to sell l)ecatise the value of a dollar today as compared
with the dollar at the time (lie homne' was l)tirchase(l would buy only
48 vents. so you wmldn't conie out even on that. bwis.

Now, my question to you is, don't you think that some recognition
ought to be given in examining any changes that may be suggested
)n capital gains taxes to wlmet ha been tile result of tile erosive tfre ti
of inflation ulpon our dollm'?-

Senator K;N.N1%rDY. Well, I think they could be and s-hold be, Sena-
tor. I do feel that we are talking about the totality of growth of tax
expendit ures, which has enormous iml)ortance in terms of our economy
generally, increasingly so. We debate at length the size of our budget.
the defense budget, yet we see tax expenditures increasing much
foster than our total budget. I think it has direct economic implica-
tions that ought to be examined by this committee. I think there are
serious q questions of the implications of that growth that should be
examine( L.

The problem is clear, for example, in the area of tax shelters. You
can't find in the Internal Revenue Code tax shelters for moving

pictures of azalea plants or real estate or any of the other factors.
ut they have grown up, andi we ought to be'con.,tantly asking our-

selves these questions about these al)uses.
In the area of new capital formation, I think it is a very legitimate

;ssue that ought, to be considered in great detail by the members of
this committee.

I, myself, feel that in the areas which you have outlined there is a
variety of different factors at work, including the continued escalation
of inflationary pressures on our economy, which have caused a de-
terioration of the value of the dollar.

The same problem exists in other areas. It clearly exists in health
care. We have mandated additional spending programs without in-
creasingthe supply of services, and costs are going right out of sight.

The Congressinal Budget Office has estimated that by 1981, there
will be $250 billion in total health care spending unless we come to
grips with inflation.
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These are broad questions that could be debated and discussed and
I apreciate with you the need for such a discussion and debate.

ley hit the people in my State on fixed incomes as they do in
Wyoming. They are as, common to your State in Casper and ('heyeine
as they are to Chicapee and New Bedford and Falls River in
M assachusetts.

But I think that the proposals here meet the criteria we have
mentioned with respect to the efficiency and equity of tax expenditures.

Senator BENTSE N. I know the Seinator has another committee he
has to chair.

Senator H1ANSEN. If I could, I juist want to make one statement.
I am glad you mentioned the points you have and I appreciate it.

I appreciate the intense interest you have taken in this area and in
so many areas.

I wo ld say this: Defense, despite what people may think about it,
10 years ago accounted for a little bit less than 4 percent of the total
budget: 10 years later it is a little over 24 percent. flEW, a Depart-
nient of Government that wasn't even in existence 20 years ago,
represents nearly one-thirl of it. And one thing that disturbs me
about so nmny so ial pro-raimns is that when the Government starts
picking up the tab a lot or things happen.

I ain not talking about denying poor people, people unable to buy
necessary medical aids, the sort, of treatment that they need. '":O
have two htospitals that are not tax supported in Wyoming, one of
the two happens to be in my hometown, but as- soon as the Govern-
inent starts picking up the tab you know you want to go in for every
little ache and pain that. you nmay have, and the doctors, we have
found this out, as we have examined medicare and medicaid, have
taken advantage of an opportunity to really gouge the taxpayer, and
I have to believe, Mr. Chairman, that we have, if we look around
and see how the other countries have handled these programs, there
certainly isn't all pluses to be said for Government participation.

Senator KEXxEDY. I would have to have 1 minute to comment
just on the health.

Senator .MONDALE [presiding]. Maybe we could hold these health
hearings some other tinlie.

Senhator KENxxEDY. Ju1st to this point.
Senator .MoND..tE. One minute.
Senator Ki.:xxi:iv. Yes. You will find both the MEW studies and

congressional research studies have shown it generally iAa-.jth
people in the poorer areas and the inserved areas that abuse and
overutilize services. It is generally the suburban areas. This might
not be as true in coinmiliities in Myonmig, butt tie health economics
si ties reflect that fact. The capacity of the suburbs to overutilize
health care services an~id swallow iip specialist is virtually unlimited.
I agree with your point on that. We are trying to alter or change
that.

Senator IoxDAT. . Senator Dole.
Senator DOLE. I will be very brief.
Is there a definition in the legislation of small business "family"

farm? Is that defined somewhere?
Senator KExxrn-. Yes, it. is defined in existing law. Perhaps the

definition can be improved.
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Senator DOLE. It certainly will be defined and I think it is necessary,
because "small business" and "family farm" are catch words.

Senator KE.NEDY. Yes.
Senator DOLE. I wAS on the Family Farm Subcommittee in the

House. We never met but it had great appeal. So, it has a good ring,
and I think if it is properly defined we could have even greater benefits
than suggested by the administration.

Senator KE.N.NED,Y. I think the Senator is quite correct, there are
definitions which exist in law. They ought to be tightened.

Senator DOLE. I think I agree. I think Secretary Simon indicated
they would be sending up legislation on some areas. Increasing the
marital deduction makes a great deal of sense. But doesn't that just
delay the tax impact, assuming that the wife survives 4 or 5 years?
Does it in any way discourage more effective estate planning if you
give them an out as far as taxes are concerned? Are they just going
to wait until the survivor p asses on and then be hit with a larger tax?

Senator KEN E Dy. Well, they will still (10 the planning, I imagine,
Senator, in ternis of the best way to meet their family objectives or
personal desires.

Senator DoLt:. I think the same can be said of your comments
concerning generation-skipping transfers. That seems to be an area
that needs some attention because it really is designed to avoid tax
and is used largely by tile wealthy. I think you said that taxes can
be avoided for .everal decades.

Senator KEXNEDY. Well, in some instances it can be at least two
or three generations.

Senator DOLE. If you made gift transfers in your lifetime of $60,000,
I understand you couple those together and that would have no
exemption at death; is that correct?

Senator KENXEDY. Yes, the Senator is correct..
Senator DOLE. And with reference to the question raised by Senator

Mondale, you have this rather large investment.
Senator KE.%'EDY. You would still be able under the existing

law to crive away $3,000, a year. This is basically an administrative
factor. Individuals may want to give away during their life. Ihey
may want to hol until deatli. It ought to be left to the individual,
but, the tix implication should not he a factor.

Senator DoLE. Finally, in the area Senator .Mondale andl Senator
Bentsen referred to an investment of, say, $300,000 in a farm or a
small business may produce an income of $10,000 to $15,000. Would
that be considered a family farm or small business, or does that exceed
What" the definition might set forth?

Senator KE.N.NEDY. With the unlimited marital deduction, 1 favor,
it. will go to the wife without any tax.

Senator loNx'DALE. When she (lies under these tables I have seen,
that stale would pay S65,000 in estate taxes.

SenatoR" KExNEI)Y. They would have a $175,000 exemption.
Senator MOXDALE. I iou talking about under the present law.
Senator BENTSEN. May I ask, the Senator in his prepared statement

calls it tax credit. lle ha'- just referred to it as an exemption. He has
obviously givell a g:eat deal of thought to this. I think some of it I
could find myself very much in agreement with. But I am trying to
find out what. the difference is between a tax credit and exemption, if
you mean them as two different things? N
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Senator KEXI:ov. They are different, but it is easier for the purpose
of dsctusion to trantlate the credit into a corresponding exemption. A
$9,560 credit i.; equivalent to a $60,000 exemption. For farms, I would
favor a credit equal to a $175,000 exemption.

Semtor BxrsEx. It ik a credit rather than an exemption, you
meant io smv!

senatorr IZQY. Ye%. It is generally the credit that has more
of a valut' to lower iiwoJiii, middle income people than the exemption.

Stnator .ox.ULL. Thank you very much for your useful
con t ribu t ion.

IIIIle prepared statement t of Senator Kennedy follows:]

l":,p t:.DSorATV-rNTx OF -SKA.T'Ro ].DW.,RD NI. Kj:.v.%-r~ty

a ;qiVrt-ciite thi- olil)irtimity to aliear before the Senate Finance Committee
to iJre-Ilt III ' 01 the :Icti(in neces,.ary to reform the Federal Estate and (;ift

'ax Im s. Tihcre h:, been no thorioughgoing revision of this important segment of
the Federal tax b\vstu since 1942. Estate and gift tax reform Is therefore clearly
overdell'.

In trd,'r t, uv.aliate proitui,:ik in this area, it is important to review the role
that the. taxatio, of tr~ati,,r. of wealth hats played in Anterican political and social
thtig t. It i.; :il-41 !lnrtaiit to survey the actual operation (f the present estate
and gift tax la 0 !to e how well-' .. or how poorly--they are fulfilling their role in
o(mr UtltlIX "-y t( III.

'lhik atwials katpi me to conclude that there are serious problems with our
present (ivstci of taxing wealth transers. In my re-marks today, I will try to
ideuitify the i.u-t important (of these problems, and offer proposalsto correct tho
defeet,4.

I ,e.live that Statt( and gift taxes can and should he an important instrument
fir achi,vitig economic and social justice in the United States. But the present
#,sys.tm- -largely" a product of the 1920s and 1930s i.; a w ak and ineffctie tool
for a va.-tlv difurtit, America entering the final quarter of this century.

My ipropi,,-zl% for e. -ttt( und gift tax reform are therefore intended to lay the
nccesary foundations for a truly fair and effective system of taxing transfers of
-tCIIIjIIlattd wealth.

1. T:: ROLi: or LST.TE .ND GIFT TAXES

Oiir cuntrv early recognized the problems created by excessive accumulations
of wealth. Indeed. taxation (of wealth transfers has a much longer history in the
Uniti.d States than doe's income taxation. The first form of transfer tax was
adopted in the Uiiited Stgates in 1798, while the first form of income tax did not
apiso'ar until the (ivil War.

Over the years, the taxation of accumulated wealth h:I been recognized as a
central clement in a fair .ysteni of taxation. President Theodore Roosevelt, a
vigorous advocate of transfer taxation as an instrument for social and economic
justice, %trnorigly :uipported a highly progressive transfer tax it a means of de-
creasiig the o.,ueeitratioli of wealth.

And 'resident Franklhi Ro(.-evelt reflected these views in forcefully advocating
a .re.t'.un'd a:nd iprovcd transfer tax .tructurv: "The desire to provide
security for one's self and one's family is natural and wholesome, but it is ade-
quately served by a reasonable inheritance. Great accumulations cannot be justi-
fIed on the basis of lper.onal and family security. In the last analysis, such
aecuml:latimv. amount to the perpetuation of great and undesirable concentrations
(if control in a relatively few individuals over the employment and welfare of
tnany, litany othotrs."

Out of thi, background tf poli~ictl, economic and social pressure for an effective
system of tax:atio of weNlti tr:itsferN emerged the present estate and gift. tax
..ystem. It achie ed its pr .'ent firm in most important respects by 1942. Sonic
changes were made in the marital deductions in 1948-largely though as an
adjunct to income tax changes. Basically, we enter the last quarter of the twentieth
century with a w.:-lth trax.-fr system designed to meet the needs of America
in the 1929's and 1930's.
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What should be the modern role of the federal estate and gift tax .y.stem? In
essence, I believe that these taxeq are bst understood atfilling a significant gap
In the "ability to a pay" concept on which our federal tax system Is fundamentally
grounded.

The "ability to pay" principle is bu,-ic to our understmnding of the role uf taxes
in a free and den,,cratic society. The moire ec,,nomiic lisefits one ha, derived
from oUtr free eterjie .,,i.teiin, the greater i. hi- reslonta.-ibility to centrihute to
the iociety fronm whi-h he has derived ss tmuch. 'hat is already the basii of our
prngr .ive federal iicoe tax strteture.

But the incoen, tax ik not sutlicitt fully to carry out the "ability to pay"
principle. It is bi.ed on incomee". Under pre.,oit rle.s, giftR and bequests do not
Constitute icolmle Subject to tax. rherefore, vat alnmonts of accumulated wealth
ean 1" tratisferri fruate generation to gnerati,,n out-ide the t-'Ie of th( Inceine
tax. But it i- obvious that an iIIdividuial with $YVtM),INK) in inherited wealth
lils a neuch ": ability to pay" its any corporate executive who has earned $500,)00
through hi- Salhary.

It is thenf,,re the function of the e.t:te and gift taxes to insure that this
source (of "ability to. pay"- weumulated wealth in fact iiialkes soni' cointribu-
tion tP tihe Federal (;overnitient.. In the al.nce (if a -ignificaunt tax tin the transfer
(f wealth, gr.t, Uecrilllnulati'llus of e noimic Iower eutild pass from gtIeratioln
to gen.ration, withtuit ever making their fair contriliutit n to tile col4t of our
C0 llI lilt llt go ver lm i it. ,

L'Stat' :and gift txivs thus perform a crieial r(Ole, ill the tWItal federal tax i.ysttm.
They intsip-e a tax on a significant -otur'e of "ability to pay" that would otherwi.e
fall out-.ide tit- federal tax structure. Strengtheninthe tj xe's on transfers (f accuml-
ulated wealth this ,trngtiin the fniriie-4 of the total federal tax %y.tem.

(ti.ver.-lv, weakening thtse taxes :i, recomni,,-iul.d by the Ford
Adliini-tration- k% a tt'lt in the direction (if greater ',,ciail mid econtonic i iniji1-
tice, ia stel toIward greater concentration of wealth ind lt'-'ier in the hands of
a privileged few.

i. T1It OPLI.RATION OV TIlE t: Tr %NDi I'T TAXIA.5

In eoidertig pr',piied cagllet. in thl estate :lidi Oift t:,x Qayalg'in, if iq inipor-
tant to iinder stand hiow the systi ti iS operatiii at preIit. A few facts put the

Onlv i of dec,(dents. (d ying vi.-ch year ia's anv federal (.state tax, 9)3o7' do not.

By definition, iliie %%v-hiat :ait estate tax ik therefore in the tol) 7'.; if wealth
with resl)ect to thie e-tili',

Only tboit oie,-fitirli (of thl total wealth tran.ferred in a year hicurs the
burden of estate aid gift taxation. The remnining tr:lfers :ire tax exitipt.

E-.tate and gift taxes have for some thirty year, prosdiced about 2 of total
federal revenues, althmgh the ahsAotate yield ha.s ri-,n froi about M50 million,
in 143, to an eatintatd li hillim for he:tl 1977. By ,contrast, it i*A es-timated that
in 1977, the individual income tax will bring ill $1t0 billion, the corporate itcolml
tax will bring in sfi) billion aid -ovial security t3xs will bringV in $107 billion.
The.e (tli(r taxes tire iAlreadv notorious for the heavy birdeits they impose on
individual, and corporati,'is. Oly the estate and gift, taxs fail to pa'y their way.

Although the estlate tax rate ri ex to a lioninal 77,', in fact h. efective rate
(if tax till lt eC,,liillie wealth trali.ferred it death iso ver riw.4 higher tluin about
34";. P(,r the \ ealthist estates--tlioe over $20 Inillion-the effective estate
tax rate is oily alit 2:t .

The ilnll)€ortof this fact i.s clear. Present tran-fer taxt-s ire fallhig far z-hort
of cA,iitributing -significantly to the nation's4 "ability to pay" tax system. By their
defauiit, ti biurdei (f other federal ttixes is higher thin it ought to he.

As thi. Committee and the S-'liiat( consider estate and kift, tax reform, we. shaUl
hear a great, deal atout "snall" estates, the "averaKe" ,tate, "sniall' farns,
"snall" ibsini es,( and the pr )bleis created by estate taxes for the.;e "snall,
avera, Americans".

But Congress cannot lose sight of the fact that the ".mall" taxpayer in the con-
text of estate tax changes is nut, the same "mall" taxpayer we are concerned about
in the inillnce tax.

Sume 80% of adult individuaLs pay income tax each year. In this context,
"small" taxpayers really do exi.t. But each year, t,nl. 7' (o'f decedent pay any
estate tax. Thus, when we talk of those who pay estate taxes, we are talking about
the most elite and the most powerful group of potential taxpayers in America.
In the cont-ext, of the )retlit estate tax, the "snall" taxpayer is one who l)Osesse
wealth beyond the reach of over 90% of our citizens.



41

A ch:irt I hav attaehl-d tor my te4timony makes this point drnmatic11.. 24%
of the w, r-mns in the station hIave'a net worth of lo-^,s thai $1(X). Another 32"; have
wealth lIttwen $1(l(! and $5,M. F,,r ove.r half (stir cities, the wealth they oW!n
can bt imev tired in tirus of it few thou..iid dollars at lmost, anrid probably much

leAt ume illustrate the iviint in a different way. In 1972, tho..e with net wealth
over S6i0N,(X) contitit.d tmly 51; of the deee.mts'4 in that %'ear. Yet, this 5%
owned 431, of tle t4o:d it wealth in the country-a stagg ring $1.5 trillion in
net worth.

Further evide.ice of the prIltm thi Cummittee faces can be Rsen by looking at
the share of the,. atimzsl ealtl held ly the richest 0.5' to individuals in the
country.

In 1953, the riche-t. o.s'; clitrtlhd 22'( of the weuith-$V21 million. In 1972
the shA:tre %:k -. sui.tially um'alioged--20.4. But tlh total \u,'alth had incrLed
to $722 billion.

Wh.n we re.-lire that in 1972 onrly 94 billion ,of e.stit, taxves were collected, we
call s e llow il :adehqulzatt thi, present estate and gift taxes arc in fulfilling the basic
principle of 'a bility to pay'" in Allmericani tixititon.

lII. 6)rIvtIvs Or wr i.5I%5t IN Tilt: I .TAT: A.*%D GIFT' TAXES

There are two irtoad staurees for the lr4.et. weakness in ouir systent of taxing
tranwers of aCeUltillilt,-1 %1alt 1:

-- ''he prr.( nc tof -il,..talioti:,l t:ax .XlXiditlrv,' in the .-tate mid gift taxbs.
-'1he pree ce of substilitil drefecL in the struetuire of ti present transfer

tax system.
A. A tax expeiolilture i gd for craijo and gift tIncs

As a result if the Bulidgt Itef,,rm Act, (C",aigress I now thtrou:.hly familiar
with the tax exl)peiidituire e4ielp.l)t iii thie cotit.xt (if the federal inconlel, tax systeln.
It ha proved a valuable tool in, our effurts to control and ratimlalize federal
spending.

Tax 4 xierts and ec'n(smi-t.; have long recognized that th. concept is equally
applicable to other tax,; including the estate and gift tax. The ('hairman (of the
&enate Budget Committep, Sena:tor Muskie, hts noted on the -Sentate tlKr the
deirability of developing a tax (Xlwdture budget for e.-t4t and gift taxes.

I amn firmnly of the view that it is time to add estate and gift tax expenditures to
the tax exptnhditure budget, ml that. this aveue of ftder:d spending will be subject
to the samine scrutiny and control as other tax and direct spending by the federal
government.

I aint prt..enting tid(ay, f,,r the first time, a tax expenditure budget for federid
estate, aiid gift t.xe,.. Tlt(. :ialv.-is wa.s developed by IPrufVSr Stailey S. Surrev
of lharvard Law Sehatol and P1'rfessor Paul R. McDaniel (of Boston College LawY
school. Its outline i, given ini the second chart attached toi my t"stimony. Atid I ain
plea Led to be able to m.ake it available to the Commlitter.

As with the early incm(nie tax expendittire analysis. this initial estate and gift
tax expenditure budget should be regarded at a starting point for 1nure intensive
definition and analy-is of f,.deral spending through the (-. tate and gift tax system.
Refinement- in the budget will undoubtedly be inade as attention begins to focus
on its sigiific1i1ee.

But this initiial t:ix expenditure budget provides draimatic evidence of an
obvious reason why these taxes are at pri-,et so ineffective in reaching tho.c who
have the greater ability to pay. The Federal Government ex )ends almost $3.5
billion through the trnn'4er tax system-60'; of the amount ,I revenue actually
raised by e-t:ate and gift taxes. The conparade figure for the income tax is only
48%. Thus, tax expenditures play an even larger proportional role in the estate
tax than they do in the income tax.

As in the iiconie tax .yst m, i. citing the specific estate and gift tax expenditures
does not nmean that the r)uirl)se for which the federal funds are spent are wr ing.
The list doe require, however, that congress autialyze these federal spemiding
programs as part oif the total federal budget and evaluatte themn in tit satine terns
of nted, efliciency, and rationality that we apply to other federal spending
programs.

W'hen that examination is niade, Congress may desire to continue or to modify
some of the present tax expenditures. But others !huuld be repealed outright-
and immediately.
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There are two tax expenditures that have no place in nur present transfer
tax system: The exclusion for generation skipping transfers. which permits some
wealth to be passed on for 100 years or longer, without ever incurring an estate
or gift tax, and the preferential treatment accorded lifetime gift.s, which ipemits
the very rich to transfer wealth to their children and grandchildren, while paying
transfer taxes far less than those who transfer their property at death.

Together these two tax exp-.nditures will cost the federal government over
$1.5 loillion in fiscal 1977. And the entire benefit of the.- tax expenditlures is
available only to the wealthiest famili- in the country.

B. Structural defeds in estate and gift (axes.
In addition to the wiakne,.es in the transfer tax sv ten created I;y tax ex-

penditures, the jir.-e nt system badly iieeds a thoruthging rL. i-ioaa of three
sl)ecific structural cl(,mentm.

First, the two taxis should be unified into a 'inle tran.-ftir tax, not only to
eliminate the inequities caused by the present dual tax structure, but also to
iiml)lify the tax treatment tf many transfers.

, ero;td, it is imlperative that we adjust the marital deduction. The marital
-deduction is the method by which tit( family init is defined in the cage of married
<eoigleq. A tra n-fer tax ho'ld only be iinposed on tr:o|-fers out if a taxable unit.
It ist therefort iiuprtatut to define the unit prolwrly, l,.t the tax operate unfairly.

'he )resent 5tI marital deduction follows, the cJinutunity l)rolm.rtv Imodel of
owner-Iip, where 'each jpou.-e is deemeed to lic.,ine the owner of one half of each
piee (af property as the property is4 aeired.

But this model is I either an ad(quate nor an accurate reflection of Ahnt
really hnplpns in a family when most married couples viw prolpertv as 'our s"
not half "his" and half "hers". And this Is reali.stic, lecatise the .fort. (of both
-contribute to the ouiecUulatiin of the prolperty-wlether both .poties work
outside the hoie, or onle works inside nnd the other works oitide. The federal
transfer tjtx definition of a taxable unit needs to be revised to reflect this fact.

Third, the rates and exempitions are also In need of major revi.ion. Is It not
ludicrous, for example, that the starting tax rate for the accumulated wealth
of the richest 7 ' f the decedints is only 3r;, t whe.n 14 ; rate apple. to the
first dollar of taxable income that the )oortst worker in the country earns?
Substantial changes should also he made in the p)le'r transfer tax rates to pro-
vide more uniform and rational prureivity in thete rates.

IV. PI OPOSAI.S FOR tRFORM

I urge the C,,mmittee to take the following five actions to insure a fairer and
more effective method of taxing transfers of accumulated wealth.
1. Unifiatio, of estate atd gift taxes

In order to turniinate the )resent preferential treatment for lifetime giving a,
compared to transfers at death, the present dual (tale and gift tax structure
should he replaced by a single, unified transfer tax svte.m.

Under a unified transfer tax, there wtuld be a single exemption and a r-ingle
set of rates, applicable to all gills and i) (luests tof accumulated wealth, whether
made during life or at death. Thts, the transfer tax would be a neutral factor in
individuals' decisions tis to whether to transfer prt perty during life (or at death.
The ,4imne transfer tax liability would result in either case.

A properly structured unified tax will eliminate the three major ieqtuitie.s that
presently favor the wealthy few who can afford to transfer prolprty during life:

It mill end the prefereitisal rates for gifts which are now one-fourth lower than
estate tax rate.

It will end the ability to ma!e gift -dtring life under one rate schedule, and
then at death start over again at the bottom of a different rate schedule.

It will eliminate what ik in effect a deduction for gift taxes if property is tran -
ftrMxd during life, although no deduction is given for federal estate taxes if property
is trau-ferred at death.

This change ultimately would increase federal revenues by approximately $SO
million at fiscal 1977 level.

S. Taxation of getaeration skipping transfers
The abupe whereby wealthy families may tran-flr l)ro)erty through several

generations without incurring any estate or gift tax nivit he ended. This result is
accomplished by highly sophisticated and complex trust,, carefully drafted by the
ex pensive legal atd, isers of the rich, who enable their clients to "%kip" estate and
gift taxes for 100 years or more.
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An effective transfer tax must tax transfers of wealth at least once each genera-
tion. Such a tax would follow the normal pattern of devolution of property in
this country. Yet, present tax rules provid,, artificial incentives to the wealthy to
follow this'pattern in economic reality, but escape the payment of any estate or
gift tax in the proes.

Various technique have been devi-ed to end the abuse of generation-klpping
trusts. The intost satifaetory nethod is that recommended lby the Treasury
l)epartinett in 1969. It would impose a special additional tax on such arrange.
ments to insure that the total tax burden is the same. as if the transfer had followed
the usual pattern from parent to child to grandchild.

It should be emlaized.that a tax on generation-.ekipp ng transfers does not
prevent a donor frota making such a transfer. It simply removes the present tax
reward for making transfers in thiis form.

Elimination (of the generation-skipl)ing aluse would ultimately increase revenues
by an estimated $700 million at 1977 levels.

I 'niimiled marital dedudion
The I)re-it marital deduction should be changed from a ',O to a 100t; de-

duction for transfers between sqlm-es-'. This4 unlimited marital deduction will
insure that the f,.deral tra.-fr tax ,operates in conformity with the understanding
of owt. carried cuilh, that the i)rp erty they acquire during marriage is the
result (of their joint cfrorts. They :tnnt unJer.tand why a gift tax is imnpls,'d muder
present rules %then one sptoiu-e tran.fers technical legal title in property to the
other.

And titev are right. reehnical legal ownership nty lie placed in one spolue for
goo)d non-tax rvas.is, huit gener:lly both tilm.e have contributed in Momte lneai-

itur to ac(luiring tihe asset, and i tax Nhold Ibe imlpio,,sed on the transfer of title
in the I)r(,l'rty to (ist other sloms(', whether during life tor after death.

The change, to an unlimited marital deduction would reduce revenues by an
estimated $700 million it fiscal 1977 levels.
4. Iate of tax

A !ingle tran!fo r t.,ax ratte schedule shmild e provided. It should be de.tigned to
produce more rationd progressivity than is true of the present rate schedules.
And it should (if curse, prodim.e thie revenues that Congress deenis appropriate.
At the least, I would urge the committeeee to set the initial utv at 14%o.
5. lcrel of ezemplion

A single $60,000 exemption should be provided for all lifetime and death
transfers. The exemption can be used at any time by transferors with their estates
entitled to the unused balance at their death.

In addition, the committeeee should give serious consideration to substituting a
tax credit for the present exemption. If the Conunittee takes thii course the level
of the credit should lie no higher than alout $9500, which is the level required
to rt)lace the $60,000 exemption. The revenues gained from this shift can be used
to offRet other changes or as a net gain to the Treasury. But there is no justification
for using the shift to the credit as a pretext for conferring unwarranted relief on
estates over $60,000.

The previous discussion of the key changes necessary to create a fair and
effective transfer tax system indicates why it is imperative for Congrems to reject
President Ford's l)roposal to incre:Lie the present $60,000 estatte tax exemption to

)l50,000. Ihe all)prriate exemption level should be established in light of other
fundamental deeisions concerning the structure of the transfer tax.

Increasing the exemption to $150,000 would take the heart ot of the estate tax,
reducing its coverage l)y 70% and its revenue by 331,:. Congre,-4 must first reform
the basic structure of the transfer tax before it can intelligently resolve the issue
of the ap ropriate exemption level. Clearly, however, it should not take a premature
step at this time that would have the effect of destroying the estate tax for tba
future.
6. Special problems of estatits owning farm* and small busitseses

A good deal of attention ha.s focused in recent months on liquidity problems
encountered by estates owning family farms or small businesses.

I think we all agree that it i& undesirable to have a tax system that forces
estates to sell a family farm or a family busines.s in order to pay estate taxes. But
I think we alzo agree that provisions to avoid thik result should not produce
windfalls for estates that do not have such problenis.
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As to farms, a number of recent studiett have concluded that liquidity probletins
are faced by, at most, only 105%. of etat owning farm tisets. It is e*;m.ctial that
we provide relief for thcme estate, fromt their serious liquidity lortilen.t. But, it i4
equally eentitl that we not create mw tax shelters for nun-farniers and unjustiii-
&ble windfalls for the wealthy iln the l)rocLb.

It conjunctiotl with mty totiaiiony t,,day, I auul itubiitting an analysis of StudlieS
that have beelm lijiide of tile liquidity 1r0ivbkmns1 CeneoUlte'rt'd )y (StUtli14 oWInillst
ftaily farills and of lrolxisls t1 deal witl, tolse proble-ms. These Studies have
convinced tileht the lt, nte iniut l extrentiely cautious t tailor relief for farm
estates in a way that s-olvt4 liquidity l)robleins oif the deserving few, without
raising the inore sri,,uo Iroblemi for all legilimate, farmnirs in the proee. .

11111ll% (:1i1iti1',illtletills ar,. it( idd W ttlvt. the liquidity priliheml of estates
owintig minimll bts-imi tN%. The diat iln the attached --tateimalt indicate litt srio(,u
liqtiity problem; artre again conf1lined to almollt lO'; o f estateu owning slall
noJi-c(rlmoriate,'mlle.'. Further. we lullit be varetfil, in defining 'anmdl b.illum.'',
that we wit loro ide uisjugtiliahl,, ta% relief for lst wealthy.

(ie study hlas revealed that tile top 20'L of income recipients in the country
control over IM' 4, of all income frolm Sabsvta pter 5 corporations, 69/; of all income
from partnerohi ,ri, and 51 % of all ineonic f rtm sole proprietori ril)4. Thee high
incA,.e individuals are tihe sali ones who control the atcuimulatt-d wealth that is
pro,),,rly subject Co i t ransfer tax.

I lere4ore, ei.tate' tax relit4 for "4n:dl hu-iie -s" mia-t Ie targeted to tho-e
11m1  bu41,1...s per- ,cum will, genuin.ly iseed he.ll) -wot t, t he vety wealthhIy %ho
halpii t,, have part ,,f thvir wealth set -.v ide in "small" family corporations or
part ner-hip.
The luet,. significant refrm to alleviated tihe liquidity prctlenis for de.serving

e-it:l,'* eowiIg f;arln alud giI ll lmvilli' , 'i ii lhi 1lllllilted llarltl deducrt,,n.
''ti.. ii ,,.v lfare lhe, II,,svs. Wa .,,-I Mi.sis (2ciisie in it- rc sent etl:t e'

and gift lx' li,'arihma i,,hc:,'ted that lhii'.,n-t tenivia, larhlemn u,,re liug in .-
ro.mitered int .te .s re the :-trvtvimg -lmuie inherited tlhe farm ,,r imiall

My prpe,-al for an mnlinmited iam'rital drtuieotian will eliminate all liquidity
prlbi.lia foar e-t:ate wit ih farinis and family .iiisn.je.t where thi' .tirvivilig i-iua'e
rer(ive.h Ie' lir'l rt y.

To slitv li htIililt.y provtl,' neitticvtedrd where a farl or v-mlal Vloiineso
jxvs- t- o tile hl ,t gelleratitci, I prl-e a CItl fammly farm and s.tiall buwine.s
tax er(eit.

lhis tax credit would contain the fbilawihg ftur eleneit s:
I. The ervdt %%titild liv eustlahli-h, d at an atsiilult l aili, when added to the

i:i'-ie $60i),0M) eXeitaI1a,, w,,1hld ,:ut-mllt fr, tt etate tax family farlits- mlid
siiill bit-i% s. Ip ti, $175.01W, in value. Thi. relief, larg,'r thl:sil t-e relief in,
the, Ford Adsitisi-r:tima pr,,li*,al for stch ,-tales, wold have only a nitodt.4t,
Co, h,'caau',e i% Wuld be avaihlabe only f,,r farntv and suaill busine-. es.

2. The crIdit would Iw av.ailable only to esitatt olning farllsi and small
busii,. e u which -tav in the fanaily. The fartit oir small lbiainei-s lmuat have becen
owned Iv tlie decedent tor tie di'cedeilts.4 Slpeu-.e fir five year Ipritar to tile
decedenCt's death aSid it iiiUst Ias to lineal de.cendat-,. It addition, to insure
that the credit i.4 availhale only to estate, with liquidity )rbiezn, the value tf
the farm or lnall lmtiien.,s iits equal at le.-t 25% of the laxalble estate of
the decedent.

3. If the farin or sisall bu-ine s for which an additional credit hai been
granted is .ux-v qu(ently tr:ansferrid outside the family, the a unt ,4 the addi-
tinml credit .hosild ie rep:iid W- tie Tre:sury. The credit. subject to rtepayineit.
should also ibar inter,-t for tean year at re.asionable market rates set by the
Secretary of llt Treasury.

4. The ,pecial tax credit should carry a termination provision effective ten
vear4 froam the date oif its enactnent. This will inspire that ('ongr. nlitist evaluate
ill,. cost, the. I,.nefit, the e(quitV, and the effective e,,f the credit. After a pwriod
of eight year. Congress Fh oud require a report on the effeets of the program,
inciudi. g rc(otn)lnsndati,,ns msto whoNether it should ie termiinatd, continti.d ,,r
inodilied. The study should Ib- conducted by the Coligr,sional Bidget (lice itt
eotpeitticl A ith the stuff (if the Joint Cmimmittee oin Internal Revenue Taxation,
the lIoe c and Senate Agrictilture and Small Husiness (oiXnnuittee., the )epart-
nient tof Agriculture, the Sinall u.iness Administratiun and the Treasury
Depart meant.

5. The following liberalized estate tax payment rules should also lie enacted:
The eleetioi to pay estate taxes over a tesn year period s-hould be permitted if

the value of an interest in a farm or small business exceeds 25% of the taxable
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(.state of the deedent. Thi rdorrm would rplare the reqliren n in pre-z'nt law
limitinig such rr-lief too ewo-a 4 where the value of t ie. farm or s-mall husine,s exceeds
either 35',; ti the grn.t es.tatte (or .10' 4 of the txah,' etate.

*tile rmquinlnieaa that :til execiittr po-t it 1L id :i, a prec',diti li tt- the granting
t(f fill teuSi.illl 44 lilt ttl pti ay Viatc ixvii. shaliid et- i'lliiual'd. Th' e'e vion
.ilhuld I' granted %r:aply uin ,.'lt'ring ilt(i t .-ati-fartiory -curity sirratigement,
with the Iocal di.'rict dir,"Ior if h,. Internal ie,.i',.tu' ,4.rvii',.

Where i.\telsiils4 of timet' hatIve Ii.41 Krmilte(| mider lite alve cintlioi,nq% the
e'xciitlr shilud be relieved of it'r ril il.i w iit f.r 14li 1A(l j.lIt dt.|Ia Wliciev...

'lt' jecial rules for rt-t'd'niitilas tof tIo'ck i, #I,,-, lv ,ld 'arj,.i:atiDp. il (order
to pay death taxea tor fsarer:o ,r aduiih.-tr ative i'XI'i-' h,,,ilh Ie liberaelized.
Stilh sn'¢eial treatlml'uit ilaotild Wn availluilbh e.re' the' valtiv iu the° stock excceds
.' 4#f the' tituaIli't (iftt' tihe' Oucdi, t. amid should Ie" iotrlnitt.d tot extend

tver i l.erioid uf teni years. lv1m 'ltto rile'., limit this tnvatumlid'ml to larger ustiu("' 4
itit t -ri "44.

"zarmer #stil lmites t o( efdm(irmm m imt(tall'l valmile op fll h it'$ '(h(ild )e lr-
inittic ts traifu'r tite de'vehlmoji,.m t. ihti ,n ilte pr' jn'rtv tit loDal titivr ait..ts,
to ehariti,... or to the )epartaelit if Ap ricoiltire. or the I li'ia:nrtlll'et ,dfthe Int,'rior.
*4tleh tralft-rN uill ilnslmr' I hat tilet f:iritila,,l toy oi-ii.ee,'t will be valied for
e(statit tax Iti ir .' iidl sit farm t r t iii oveh'(° \:|uit'. Ih. \:oIl'° attriluntaile to
(|evo'leilentSit gIt.'etial ,wild i l i ae exi'mltqted friain e-tte tix. :v4 loi, a.4 the
ilnd (',imajmtiled (to lie it f:r.. osr olooiis I h.i,' . 1 ii- I (iiia |ra llli lti tilt I)' aveail-
ule ev.n if ti' recileiest ,f the l:ild woo; tot. if :inienlir of thv di t'dt lit's family.

I in'lie.i, thil s,.ri,.i etf , i r, fal'- ill %%i eiiij1h'lDiv '4]..' h til' liu'ilJlil l idity
problt'lls eli Dllllit r.d Yl i4tat('* etimklila flnts , or -lllall hu'.gmlt'sc-,'. At tIh' saml'
til', ho nv'.'r, tIhel pro-Il :il. ire e br'felIly eiremis-('rilmed to ilg'Ui' that the
ilut'grity (of the l' trall fr tuax -y {t.Iiui i,4 u,:aiilt:&iit'd ulid tiat its utoolity us :a tax
I.-tdi ,it utility to lm i1" %%ili hit. lt be idt'rittintd.

Vt. t'AIIA. ii NS AT DEAT"

Filimally, I also lilie thial ('ouh:ress will aet :v4 piromptly r. l)os.ille to elose
wihat I ID,'li,', '' jh. t li 6#0 , siste l',ri ,'-itivlt I 'h. h" ii lift t:ax hew. thw' faeilimr to
tax c'alital gaiut at d.:t th. I rt.,:t'il tl' i-- e' ai- ,iart ,if 4 eii'eist' lax reformm. I have
lirevitou.ly sulllit'll'1 ly. lr,,'-eo:s to, the (0Iemi le' inl thii arva, fIor cilsidcra-
titot a- part (of II.. l66 '2, the le I inelic.a tax rforsr bill nuw beingc,+ls.-it'red bly thet O'mmliacliett.

('CONL'.'SION

Comprehe'nsivt estate and gift tax refori.n im urgently needed in the I'nited
Staltc-, be'autw a S .( al of effctive txatioll (if the trait-fetr of accumulated
wenith is vital to tie u'hic'''elnlit tf tour ititinal goals tof t't'liieiC uatd so,'ial
justice. I believe that tlil lr,,p-.als I hive+( drcred t4tlay rt'pre.'it cmstrisetiv-o

'teps to redliev' that g,,al. I i-k forward too working mith this (',imittee in the
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Senator Mlox... Our next witnesses consist of a panel represent-
ing the National Farmers Union, Reuben L. Johnson, director of
legislation; Minnesota Farm Bureau, President Carl Wilson; Texas
and Southwest (attle Rai-ers Association, Mr. James Whittenburg;
and the National ('onference of State Legislatures, representing them
ii Wilhiam N. Kelly, chairman of the \inn sota House Tax Committee
and a member of the (iovernnent Operations Task Force.

I am particularly pleased to have our Minnesota representatives
here today and wi,h especially to greet Bill Kelly, the ablo chairman
of the Houe Tax committeee , and Mr. Carl Wilton, the president of
t he Minnesota Farm Bureau.

I believe we will hear from the panel in the order that I called then)-
first, Mr. Reuben Johnson.

May I say we are going to have to h1urry to get this hearing (lone in
time to pass the law. I would lik to a,.k thiat if poible, you keep your
opening statements to about 5 minutes and then it will give the Sen-
titors a better chance to question you.

STATEMENT OF REUBEN L. JOHNSON, DIRECTOR OF LEGISLATIVE
SERVICES, NATIONAL FARMERS UNION, ACCOMPANIED BY
DAVID M. WEIXAN

'.\r. Joit.xso.. Thank voi. I will try to he lrief.
Tfhe National Farmers 'Union appreciates the opJport unity to present

its views before this committee on a matter that im very iniJortant to
each and every rlemnber of the Farmers Union-reformi of estate and
gift taxes.

Delegates to our recent national coniventiont ield last .arch,
adopted the following as a special order of business with regard to
reforming the estate tax provisions of the law:

The Federal l"Aitate and Gift Tax Lawi sh-uld be amended to include the follow-
Ing: (I) Raising the exemption from $60,00) to $270,000; (21 raising the gift tax
v'emption from $30,000 to $.60,00O per person; (3) utilizing us~e value taxation
la4is in determining the. value (if it farming estate; (4) increasing the annual
gift tax exemnption front $3,00 to $6,000 jx-r person; (5) allowing transfer of the
tirst $240,00) of farm busine.i and related property to a surviving spouse, tax
faw', at the time of death.

Since 1972 delegati.s to each succeeding Farmers Union Convention have
adopted a policy calling for a change in the Federal estate codes. We, therefore,
urge that the Congress act )romlptly.

While we directed our attention to the farmer community and policy
direction, we obvioutilv understand the need to make some adjustments
in it. We do not look for any particular special treatment or advantage
in agriculture. We extend" the same ritcomnnientlatitiit to (lit, small
bunine; conIil nit v.

Present. law establishing a $60,000 deduction was adopted in 1942,
raising it from the $50,000 level which had prevailed since 1910.
The ipre.sent tax table was established in 1941 and the marital deduc-
tion was enacted in 1948. In short, we are dealing with a taxing struc-
ture dating back three decades or more.

Thu.s, the family farm that passed from one generation to the next
just a few years ago will today face a sizable estate tax. The land is the
sane. The farmhouse is the *Saie. In short, the farming unit remains
1uuchanged, until the Federal Government comes around to collect the
estate tax. Only then is the same unit considerably "larger".
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I might say, Mr. Chairman, the point about the inflation, and much
of that haIs Come in recent years and cannot be overstre.,sed in terms
of tile land value, equipment and so forth; as has already been pointed
out here, and I want to make that point again.

l,iqtid as-.;ets are generally a sinall percentage of the enterprise.
Therefore, there is great, dilftielty in paying the taxes due on the
e-,tate. According to a 1073 USDA economic research service report,
"70 to 90 percent of total farin a.sets are in the forim of fixed a., etsi-
laid and ImillinngS." 'Thus, to pay the tax, either part or all of the
fai must be Sold. Whlen that happens, then family farming is dis-
rupted. 7,he continuity of pausing the land front onle generation to
another is de:troved.

In that context it is very difficult to try to )rotect the family farm,
and the system that we have we feel serves our Nation best in the
production of our food stipply.

Another inequity in this i)olicv is the treatment of the farm wife
after tie death of the husband. tier contril)ltion, often equal to tile
itishnl, i..; unrecognized. The tax penalty i. severe-and grossly

tmifair. Many farm wive-; sit (on tractors, wirk in the barn, and tend
to the samis vhores as I their "farmer-husbands." Frequentlyr, they
actively assist in the nunagement, of the farm by keeping the books,
ordering liplies, and assisting with marketing responsibilities. A
(i'iek trip through almost. anly farming coilliunity would confirm tls.
,lowover, that "purtnershlip" t is uiret'ognized for estate tax purposes.
Ihat u.1uust be chnnegd.

It is this provisionI--the marital (ieduction-that is particularly
offending to inaniy of our members. To a farm wife, her unrecognize;l
contribution i intolerable. 'I o combat this problem, one farm wifu
recently told us how her son and daughter-in-law were handling tie
situation. Io establish that the wife owned and contributed to thie
farti, each had his own bank a(count and everything for the farm is
)tirchased with two cleks-one in each uame. The last major pur-

chas&, a large tractor, was paid for with two separate check..
Senator Mox)AI.. I just heard a bell.
Mr. ,Joitxsox. I heard the bell, Mr. Chairman, and I would like

to come to the lasIt Hite of my statement, if I may. Let us keep the
fanilv on the farm and he farm in the family.

Mr. Chairman, the editorial you referred* to earlier that you in-
-erted in the record, we have available to the staff if they woull check
with uis following the hearing.

Senator MOxO.ALr,. Very well, thank you very much. Mr. John.on,
for a very fine statement .

IThe editorial referred to above follows:]

IFrom the New York Times. Jan. 8. 19T61

TIul FAMILY F.ARa EBSTATr TAX
Sine, 195.9, the numb,,er of fiainily-owned and olwrated farms ha, fallen. from

more than 4 nillimt to 2.520,O0 aita the lrtCi pitOUA decline Conliltes. In part.
this reflects the ai)llotdonltItent. of niargina, inetffient farnis 1)it. uften the disap-
mw-arance hns been die,.ii' Ily to an inequitable tax situation.

Under Federal liw, all hind including farit laind is valued for estate-tax Irpn)O.r,4
at the "fair market value" that it imlight have if put to it." ,nost lucrative 1'e. 1.and
itsed for growing potatoes, hay. or e'vt'ii soybt'an may be worth iitich more if&,old
for develomnwt as a shoimoilIR center, housing tract, or faettory site. On that Intha i;,
the estate tax oti a fri itmay be cru.-hing in ternis of tie income that the farin
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pr-dlte4 ind therehv leaIve th. farnir',, heir,, with no alternative but to ,eI11 to a-devel~oper in order to iget the ready eus'h t s p:y the tax.
Tilt (h lluwlaranct ;:f a fintily farm ii to the bulm-rian spranl can le more than a

private diae:.jqsoiitlllt'ht. Tilled fied, J:euturiage, and wo,,dd land. are v-entinl
t,, tilh,t I.t;anc1e betwe'la i1,:111 atid natisr, p.articul.irly in u crowded,. urban eiviliza-
tioml. I )iiry ftrm. s11(d v, ivettblije f:irln that are cl(e to) major cities tire aIMo e,;-n-
tial for tliairtaiiinu a %ul.lv (of fn|-it mllilk si, d ve.table. at reasmiabled price,.

In a sjueedh to th- Am.ari.imn I'elrll liur. a Federatiti, Pr,.-ideit Ford thi. week
pr0pi-.id a tax eiltilte tlIit %%uld v"t,, the pr,,lblem. The Plreident ,ai g-ts that
the t:ix d(i,' ton ttwll far;t ,,r b t-io !-1. pr rti,4 hii , dti lttmt Lw I i i Ulntil five
y, ara afitr the detl! tof the ,towi,.r -and then the tax could I(. str,.tched out ovet.r it
period ,,f t went v yvar.

Tii. Ftord lrs,,lo.aJ if adoloted hy (,lir. would alleviate the problemfl Wit not
reak l. r,..olve it. What i- IM,14.(Id i.4 a . y|l ltader which frill iand would IaT
vle.,i for tax lurp si, ,t.;l' at its ,°1itiiiltin agricilttura value and no(t it, "fair
m,,rk,.t vml,.f-" if it w, 1r e.,nvertil, 141 itiduttrial, ct tlnircitl, or rv.oidential uw.
(Onlv thi kind (if rf,,refr Cae r.no~ve the heavy hand tof the tax-collector and, ul-
tittil(ely, the "del4,pvl,,r," fr,, th h. family farm.

Senator Dox. Could I a.-k per,,ision to put iny statement in the
record at Ihe outset of -hes( lhenring..

Setiator MONDAL.E. Y ,. MWIait I tholuhlit we would (t) is hear from
the ptaiel en bloc atnd usk que.tionsi. .Ir. WiLson, president of the
M uinn-,otu Farm Btreau.

STATEMENT OF CARROLL 0. WILSON, PRESIDENT, MINNESOTA
FARM BUREAU FEDERATION

Mr. W .so. MIy tinane is ('arroll G. Wilson. I am a ca.sh grain
farlvier and apple orchard owner from near Faribault, ill Rice countyy ,
Muinh. I ftit also pre.i(lent of the Nlinlnesota Farm Bureau
Fituruiriitin tlid Affiliated companies , headquartered in St.. Paul,
Mililn. Farml Bulreau isiny State's largest general farm organiza-
tion, with 35,521 nieniber families in M4 organized counties.

I appreciate the opportunity to appear before this commit tee today
to eXjr.. niv own personal l vi ews, as an active farmer, and the views
and policy 4t Farm Bureau on what is, in my honest opinion, ono of
the mo!S serious probleins with which the Nation's farmers aid small
businesses are (:,onfronted.

The Unit,,d States has long pursued public policies designed to-
enCorage family farming, with tt( strong argument that the preserva-
tioll anill elnhati(eeent of the faniily farm is an absolute must if a
viable, balanced economy is to be a.sured. The Federal farnl pro-
grains of the ta.t 40) years are an example of such x)licies.

While ninny of tfese poli(ies- have been unsuccessful, it. appears
that t he recent movelient toward a more market-oriented eionomy for
agriculture has slowed the exodus from the Nation's frums and
ranches.

however, as more andi more young peoj)le have moved into ogricul-
ture, freqtetittly in partnership with a father or father-in-law, there
has surfaced a ntew problem which, us I see it, ,oses a serious threat to
the future of family farms.

)ver the pat 36 pears or so, inflation and urban development have
colitel to( push i uP land values drustically; land values in rural
coinnliunities, in fact, have soared 220 p)ercent-plus since 1942. Farms.
located in populous areas have been threatened with extinction by

I Kte p. 2.
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7'iSIng aS.SC.ed valuations based on higher uses. States such as Minne-
sota have generally recognized this and have adopted, in some form or
other, farmland assessment laws to resolve, or at least modify, the
problem as it relates to property taxes.

But Congress ha.s 'et to come to grips with problems encountered
in the application of exee.-sivO Federal taxes to the transfer of an
estate to his heirs upon the death of a farmer or rancher.

Ioet mne hasten to add at this juncture, however, that I am pleased
that both U.S. Senator% and Representatives ar, now proposing ways
of reforming Federal estate tax provisions of the Internal Revenue
Code. Farm Bureau, as you know, for the )a.-t several years has been
much aware of the need and the strong sent iment for courective action
to updilate the stittute.

A decade or so ago, most farmers had little reason to be concerned
about Federal estate taxes; must nediiiiu--iz,,d farms then were not
so large but. what they were under the $t6i,000 exemption.

'o,]ay, though. the situation has changed--and changed very
drastically. Farns in recent years have grown rapidly in size and
value, and because Federal estate taxes are figured on a graduated
scale (from 3 percent to 77 percent), and beciaue exemptions have
remained virtually umhanged .since 1942, they are taking an ever-
iicreasiigi share (of farm calugtal.

Several years aigo, the Eonomic Re.,arch Service (ERS) of tho
U.S. Department of Agriculture undertook an in-depth study of tile
Federal &state tax siubject. It found talt- Federal estate taxes io
imilceI have the potential for distnamtling the family form. The ERS
study ,how-d conclaisively that, wilhout creful planning, estate
taxes would take nearly 2() percent of tie total eaJ)ital of three types
of farms: irrigated cotton farm iln the le xas high plains; cattle
ranches in the northern )lains; and cotton farms in the
Mis-i.ippi Delta.

Adding to tl burden of the actual amount of (lenth taxes is the
fact that most farnis cannot readily convert assets to cash for pay-
meint of taxes. lost of a farmer- ais,(ts are fixe(-in land, in I)uild]-
inS Itind in nahinery-and a heavy estate tax bill could require
,,fling part of the farll. rhe average v'ale of farm production assets

incr(,-'ed from $47,500 per farm in ,192 to $102,000 in 1972 because
of expanding farm size and rising property valites. Today, it. is esti-
mated that 70 to 90 percent of total capitad on nwst farns is in fixed

Further illustrating the impact on the estate':- fund., I cite a typical
corn ielt iog-beef farmi which in 1971 wa, worth approximately
,87,0(10. ll., it production assets inereasedi at the sonme rate fromi
1968 to 1972 as did farms generally nationwide, its assets would have
been $240,000, 4 years nogo. Due to the gradltite(l nature of the tax,
death taxes wouhlhave climbed from less tian 2 l.rcent of farm capital
in 1968 to 10 percent in 1972

'l'hms, it becomes readily apparent as to why farni property owners
and their heirs are today beroiniig increnaigly concerned about
e.,tate taxes. Inflation, higher commodity prie- a1nd improved tech-
nology are accelerating farm property values. In 1975. for example,
U.S. farm real estate values per acre avertiged 11 times higher thai5 in
1940 and three times higher than in 1960.



The estate tax has been part of the Federal revenue system since
1916, with tie present $60,000 exemption in effect since 1942 and the
present rate scale since 1941. Obviously, if these levels were appro-
priate at that time, they are now groisly outmoded and totally un-
realistic. Adjusting for inflation, the $60,000 exemption in 1975 was
worth only $18,000 in terns of 1942 dollars. To be equivalent to the
$60,000 exemption of 34 years ago, it would require a Federal estate
tax exem ptio:n today of nearly $200,000.

Elected voting delegates of the nemnber State Fartit Bureaus to the
57th annual meeting of the American Farm Bureau Federation, held
in St. Louis, Mo., JaIuiary 4--8, 1976, adopted the following
policy position:

L.aws covering the t:~axittio of c.-talt(s and gift; have not been chang,.d
inateriaily since 1942.

We place a high priority on major amendments to the e ,tute and gift tax pr,,vi-
ions if the Internal Rteveinuie' ('ode. At i niiiuiiu, the,(' aint'ndlmi(t'nt4 O.,uld

include (1) an increase in the standard estate talx exeil)lion to rotkct tite t'tc('t,
of inflation sineu the pr(-ent $O,009 wa.s set in 1942; and (2) a si.--taittial incr':.-,(
in the marit:a deduction to tninhinize the problem of the so-called "widow'. ta"
and (3) provisions for biasing the value of farmland and opvn spaces at levc!
reflecting their current use rather than their highest posihh' use.

linniediate pIssage of such Iegislati,,n is necessury if we are to allow farm.. :il!
small asiia.-s to he pas-sed from nte g('rieration to aniotier, if we art toreliv,.
uinnece.ary hardsipis (n widows and widowers and, if, at the Sanmo time, we are
to maintain open spaces iii urban area-4.

Based on this offiial statement, Farm Burean's l)riority national
affairs activity this year ik Federal estate tax reform. Swift, remedial
action for ineaning(ul change is overdue. In Farm Bureau's view,
three basic reforms in the existing Federal estate tax law as it applies
not only to farm estates but to all estates are needed:

One. Raise the specific estate tax exem)tion fromn $60,000 to $200,-
000. This would make adjustment for the inflation which has occurred
since 1942 when the $60,000 went into effect.

Two. Raise the maximum marital deduction front 50 percent of tie
valtie of the adjusted gross estate pa-sed to it surviving spouse to
$100,000 Is 50 percent of the total value of the adjusted gro-s estate.
Tlis wouhl recognize the iml)ortance of partnership between htisbands
and wives and the special problems of wives who are widlowed at an
early age.

Three. Establish a procedure which would perlnit an estate's execu-
tor to choose to have land use for farming, woodland, or scenic open
space assessed for estate tax purposes on the basis of its current use
rather than on the basis of higher potential uses..

We recognize, of course, that proposals to amend the Federal estate
tax laws are not without their opponent,;.

Sonic maintain that it is special interest legislation on behalf of
farmers and ranchers.

But they fail to note that reform would al-o lift an unfair burden
from small businessmen and others as well.

Other critics oppo,,e estate tax reform on the ba:sik of its costs to
the Federal Treasury.

While there is no firm estimate as to the fiscal impact of legisla-
tion Farm Bureau proposes and supports, we find it (difficult to con-
ceive its enactment resulting in a substantial loss of Federal receipt.i
since Federal estate and gift taxes represent about 2.5 percent of the
$187.5 billion the Government receives in general revenues.
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On a related note, let me point out that the basic purpose of an
estate tax levv is to redistribute wealth rather than to raise revenue.
Since this is he case, there must be other alternatives to recouping
the dollars and cents loss. For one, we would commend (lecreaing
Federal spending to offset, that portion of estate tax moneys that wouldbe lost by increasing the exemption.

For the most part, we are family enterprises and, as farmers,
we are anxious to be able to transfer our businesses to succeetling
generations in as or(lerly and as inexpensive a manner as po.;sible.
Considering the importance of food production, not only in the United
States but in the world at large, it is essential that our family farms
be allowed to operate efficiently Aithout .being threatened-by the
ine cities of antiquated Ie(leral estate tax laws.

T1 he climate is right.. Telre never was a mure opportune time for
the Congre.s to act po.,itivcly, decisively, and effectively. Bills-
I.R. 1793 and S. 1173. the Burleson-(Curtis Iills--deveioped and
intro(luce(l in til 94th Congress to coi'rv out Farnl Bureau policy
alone have more than 100 sponsors of both political parties.

In conclusion, permit ine to state simply that the burden of exee!.-
sive Federal estate taxes creates serious inoblems; for farmers when
estates are transferred to heirs. Farm Bureau has long had an interest
in the Federal estate and gift tax issue. In both the 93d and 94th
Congrees we have been, and continue to be, in the forefront in
presiing for legislation to alleviate tlese problems.

Farin Bureau looks upon the Burleson-II.1t. 1793-and Curti-
S. 1 73-bills as legislation which would, if enacted, bring about sorely
needed reviions in the Federal estate anti gift tax statutes.

Again, I thank you for soliciting my coinlnents and the views of
the ,M innesota Farm Bureau Federation.

Thank vou.
Senator BENTSEN. I think in fairness to how fast the gentleman

from Minnesota can speak, you ought to give him 7 minutes.
Senator MONDALE. Seven minutes.
Our next witness is Nir. James Whittenburg, president of the Texas

and Southwest Cattle Raisers Assuciation, who will have 7 minutes.

STATEMENT OF JAMES WHITTENBURO, PRESIDENT, TEXAS AND
SOUTHWEST CATTLE RAISERS ASSOCIATION

Mr. W rITrxTnro. Thank you very much. I will probably need it..
My name is J. A. Wlittenburg 1ll, of Amarillo, Tex. I am president

of the Texas and Southwest Cattle Raisers Atssoriation and appear
here before this committee representing that organization.

Founded in 1877, the Texas and Southwest represents over 14,000
cattlemen involved in all phase., of the livestock industry located in
Texas and surrounding States.

As the members of this committee well know, the livestock industry,
has many problems. I am appearing today to discuss briefly with you
one of the most serious problems facing the long-term future of the
industry-the forced sale of all or part of many ranches to pay Federal
estate taxes.

The problen-valuations based on selling price.
Under present law, the Federal estate tax is imposed on the fair

market value of ranch asets. This value is determined by the IRS
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as being the selling price of tile property between a willing buyer and
a willing seller, each being equally knowledgeable and neither under
compiiklon to lbuy or sell. The Ip'oblem, -stated simiply, i. that due to
external factot.-, the selling price of ranciland is u.-ually greatly in
excess of its earning capacity.

FORCED SALE TO PAY DEATH TAXES

ien a ranther die, his etate is faced with a very serioti,', problem
of coming ill) Wit lithe vasi to pay Federal estate awil'State inheritance
taxes within 9 months following hi,, death. Unle, , tho rancher';
etate has sulbstantial liquid it.-ets- such an.i al or listed .;tocks and
bond(l, or other readily salahle a,,ets, these death taxes ImtUst be
raised by borrowing, hhih imit be re paid from income from the
ranch, or from a ale of lart of tlie rantli. Since staticc; slow that,
lorrowing by ranchers ii higher than ever in the hkitorv of tile indutry,
it is obvious tliat the oilV real sollrve for tie death taxes; ill mian1liy
cases is the forced .sale of all or a plart, of the ranch property.

IIOfRROWING NOT TIHE ANSWER

'i'hese high land p:ice-s upon which the (lhat It tax Valuation is Iased
mak, it j)awtically ilnllpo-ible to repay borrowed funds since the
earnings roni the ranch tire very low ill relation to the inflatedl prices.
''h11.s, if the fiinly of tihe dtei,-ee( rtnlicher is dlepenlent, u1pon tihe
rancli for living expIeneWs, about till tilt ralich can produce is- the
living for ihe family, and there is nothing left over for the repaynient
of loin. on the ranchi for tile pulrlo,,,e of fleeting the death tax
obligations.

PAYMENT OF ESTATE TAXES IN INS.T.41ILMENTS

Under existiig law there is a provision which permits the payment
of Federal estate taxes in inls allinetts over a 10-year period, if the
ranch is a siib!stantial plart of the (leceael's es tate. Under prior law
there was interest at 4 percent charged on the uniipaid balance. flow-
ever, when interest rates were adin.ed in 1975, the 4 percent rate
was rejecteld and a variti)le interest rate was imposed, which is now
7 percelit. This provision has not proved to be satisfactory, even at
the 4 percent rate, for several l reasons. It is difficult or impossible
to earn even 4 per ent pt'r year in tlh ti itit eating agrictiltiral economy,
much less to obtain sufitfhient ca4t flow to repay the principal. The
latter is particularly trie when the estate tax is based on the inflated
selling price of ranch a d rather than on its productive value. Finally,
the IR. is virtitally your partner during the payout period and mlst
be con ulted tit every turn. After the fourth year, all undistributed
net income of the rilich must Ie applied in payment of the deferred
estate taxes, leaving little or nothing for the rancher and his family
to live on.

REMEDIAL I.FCIELATION NEEDED

h'lie most pressing need is for legislation which will permit the
Fe eral estate valuation of ranch land to be based upon mich land's
earning capaCity or productivitv for agzricultural purposes. There are
several bills now pending before Congres which would accomplish
this relief.
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There is a growing precedent in the State property tax area for
this type of valuation. Over 20 States have enacted laws which provide
in one form or another for the aiessment of agricultural land based
upon its productivity or earning capacity rather than on its market
value. These laws appear to have had the desired effect of granting
immediate relief in providing more equitable tax treatment for
farmers and ranchers.

The present $(10,000 Federal estate tax exemption has remained
unchanged since 1942 while land values have increased over 200
percent in some instances. This has resulted in the inequitable situa-
tion where 1976 figure are applied to 1942 dollars. The administration
has proposedd an estate tax credit which is intended to benefit smaller-
sized estates. If the credit is made large enough, then relief would be
provided for larger estates whi.h are more typical in the case of farms
and ranches. We feel that a higher exemption would be more equitable
to all taxpayers concerned and sugge.4t a minimum exemption of at
least $200,000.

The administration has also proposed relief in the form of a 25-year
period to pay estate taxes. We do not think that this proposal is
feasible. The most, important flaw is the fact that the valuation of
the assets of the decedent's estate will continue to be made at fair
market value.

The simple, yet eqiitable answer to thi. mot serious problem
facing the ranch indu.try tod*.y is to permit the executor to value
the ranch on its earning capacity, rather than on what, it might sell
for, with appropriate safeguards' to prevent tax shelter exploitation.
This, approach is simple, workable, and equitable.

The proposal to tax the unrealized appreciation in the estate's
a.ssets at capital gains rate would add an additional tax at, death
which would prevent, the continuation of ranch enterprises in the
same family. To add the further burden of a capital gains tax on
unrealized appreciation would really deal a death blow to the ranching
industry as we know it today.

et us find a way to allow our Nation to continue to be the most
agriculturally productive the world has ever known. In the pagt,
the farmers and ranchers have had the ability and the incentive to
accomplish this. We must see that they do in the future.Senator MONDALE. "h'lank you very mich, Mr. Whittenburg.
Now our final witness, Williai Kelly, chairman of the House Tax
c ommitteee, State of ',Minnesota, representing the National Conference
of State Legishitures.

STATEMENT OF WILLIAM N. KELLY, GOVERNMENT OPERATIONS
TASK FORCE, NATIONAL CONFERENCE OF STATE LEGISLATURES

Mr. KEmay. Mr. Chairman, Senator .ondale, members of the com-
mittee, my name is William N. Kelly, and I serve as chairman of the
Committee on Taxes in the Minnesota House of Representatives.
I am appearing before you today on behalf of the National Con-
ference of State Legislatures, th'e organization comprised of the
Nation's 7,600 State legislators and their staff.
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NCSL sup portq revision of the Federal estate tax laws and recom-
menIls the following three changes:

One: The present $60,000 exemption should be increased to $200,000
for all estate.s. With tile current rate of inflation, an exemption of at
least $190,000 would be necessary to equal the value of t e $60,000
exemption when it was enacted in 1942. Examples abound of how
farmland purchased in the 1940's for $50 per acre is now worth $1,000
per acre, yret its productive value has not increased proportionately.

Small business .es also suffer from this $60,000 exemption. Quito
often, small businessmen do not have liquid awsets available to cover
estate taxes an(d must either sell the business or merge with a larger
enterprise.

Two: The maritial (leduiction should be increased to 50 percent of
the adjusted grosi estate plus $100,000 for all estates. Changes in thi.
provision are necessary to recognize tile partnership between husband
and wife and to alle;,iate the discrimination against women which
currently exists in tle estate tax laws.

Ihree: Farmland should be assessed at its value for agricultural
use, not at its market value. Thik is particularly important in areas
where artificially high land values cause estate taxes to be exorbi-
tant-and force an heir to sell pro(luictive farmland to pay those taxei.

State legiklature,; acro.;-* the country are partic larly alarmed about
the (lisaJpearance of the family farm and the accompanying decrease
in the availability of prime agriicultural land. At a time'when foreign
and domestic consumers are ( emanding more food from the American
farmer and when agricultural exports are so vit,! to this country's
balance of tratle, los of these units cannot be tolerated. The U'S.
department of Agriculture projects that the Nation will have 1
million fewer units by the turn of the century. This is particularly
disturbing in view of another USDA study which indicates that the
small farm, owned( and operated by one to three people, is the most
efficient unit for agricultural production.

MXanv State legislatures are attempting to assist small farms and
businesses. For example, several States have changed their own estate
tax laws. Most are increasing their exemption le vels, while other
States, such a" Minnesota and South Dakota, have equalized exemp-
tions for widows and( widowers. Wisconsin is also examining the possi-
bility of deferring tax pa yments on inherited property.

The Minnesota. Legislature has provided for an alternative tax
valuation method. If the estate passing to the surviving spouse is less
tin $500,000 and if tie tax computed on 50-percent of the estate,
without using the exemption, i. less than the tax computed with
normal exemptions on the entire estate, then the lesser tax can be paid.

Several o her State-, including Vermont and Massachusetts, have
developed State food policies which recognize the link between
adequate food production and easing the estate tax burden for those
who inherit farms. The Massachusetts Leislature is considering a
bill to value farmland at its current use for State estate tax purposes.
Vermont is considering exempting the first $10,000 of net business
income (including that from a farm) from taxation.

Other State actions to preserve the family farm include regulation
of corporate farming, preservation of prime agricultural land through
)referential tax assessments, tax penalties on farmland converted to a
higher use, and easements and other land use tools.
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The Minnesota Legislature is also concerned about encouraging the
young farmer to enter and remain in agriculture. We have recently
('nacted a program which will assist young farmers in acquiring real
esate for agricultural use.

In summary, a combined State and Federal effort is needed to
maintain the viabilitv of farms and small businesses. The States have
realized their role in reetifving the situation, but State actions will be
overwhelmed unless Federal estate tax laws are changed-and
changed soon.

Thank vou, Mr. Chairman, for this opportunity to recommend
legislation to ea,;e the burden of Federal estate taxes on those who
inherit farms and small businesses.

Thank vou.
Senator MOND1)ALE. Thank you very much, Repre,.entative Kelly,

for a moit useful presentation. I think the Minnesota Legislature
is to be commended for recognizing this problem and acting on it.

Mr. Wilson, I think oou are familiar with where I grew up and-
Mr. WmILsox. Yes, sir.
Senator .MONDALE. What would good lund go for an acre in 1942

when this bill was passed, approximately?
Mr. WiYJsox. What date?
Senator M DonAi. 1942.
Mr. WmLsoN. $150.
Senator Mo.NDALE.. That would be very good land, would it not?
Mfr. WILsox. Yes, sir.
Senator MONDALE. $150 an acre?
Mr. WiLsoN. Yes, sir.
Senator MIONDALE. What woul that same land go for today?
Mr. WILSON. Twenty-two, $23, $2,400.
Senator MONDALE. "I read those stories in my local papers and

I cannot believe that. So that land has soared at an incredible rate.
Mr. WILSON. Yes, sir.
Senator MONDALE. Which mean, several things. First of all, there

is a serious immediate crisis, that is right with us now, and it has
been exacerbated creatlv in the last few years because of land inflation?

Mr. WiSO.. f ou cannot afford to die if you own a small farm.
Senator MONDAE.E. You have to find some new fountain of youth

or something.
Second, I am wondering about these figures that show that the

average farm with equipment is worth $300,000. I wonder if those
figures (1o not take in all of these subcommercial farms that are
small in acreage, that probably the farmer is working somewhere
else and he farms part time. If you were to take farms in America
that are of adequate size, to be competitive, with the farmer and his
family living exclusively off the earnings of that farm, would you not
have a substantially higher valuation?

Mr. WILsox. I would say our farming operation is one that we live
off of most years. Sometimes we do not.

Senator iONDALE. I-ow many acres do you farm?
Mr. Wi.so. About 800. I thik the kind of farm you are describing

you have to put a price tag on it of $700,000 or $800,000.Senator MONDALE. That is my impression. And the farm equip-
ment now is very expensive.
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Mr. WILSON. YCeZ, sir.
Senator MONDALE. If you are going to have a commercially sized

farm you have to have it.
Mr. WiLSoN. Correct.
Senator MONDAL. And if we want family farmers, first, it has to

be a family farm that is economically viable, so it has to be in the
range you are talking about?

Mr. 'WILsop. You have to buy the tractors, fertilizer, pay the taxes
and pay the interest and pay the principal.

Senator MONDALE. Let I take the low side of your estimate.
Let us say it is $700,000. Take off $60,000 for the exemption, say,
$650,000. The estate tax on that for the last heirs is $145,000?

Mr. WILsox'. hat is right.
Senator MONDALE. And, say your wife jredeceawed you, you would

have paid an earlier tax on litlt of that, if you say half of'it is hers?'
Mr. WILSON. Y'eS.
Senator MONDALE. So that is roughly $200,000 in estate taxes

that have to Ihe paid i enIdiatelv on a f(arm that returns an income,that is v'ery , o lest 1 national' standards; seems to me to explain
this New York Times article in which it quotes Progressive Farmer
as projecting that 200 to 400,000 farmers a year would disappear
from family form owne-i-ip for the next 20 years if today's trend were
not stop )ed?

Mr. ILSON. Yes; that is correct.
Senator IONDAIE. SO if we want family farm ownership we have

to act now to amend l.ese laws affecting the estate taxes.
Mr. WILSON. YeS. If 1 (10 flt go hoine from this meetinF, somethingbarppens to mie, there will I)e noe Wilson farm in Rice County, they

wil sell one farm to on( neigh tor and one to another to settle tle bill.
Snate," MONINALE. Mr. Johnson, would you want to comment on

that?
Mr. JoinisoN. I have with me my associate, David Weiman, who

I think would like to comment on thatt.
Mr. WE|IAN. Referring to Senator Kennedy's chart, I think the

point that Mr. Wilson has underscored, this is why a family farmn
shows up in the upper 7 percent of all estates. In some instances there
is no economic relationship between the value of the farm and the farm
income on that farm. In your State, if you happen to own a farm on
tie outskirLs of the T1win Cities, tOe development pressures, depending
on where new shopping centers will be, where an energy site or a
recreation site, will be-any number of factors which change the value
from a farming value to a commercial value. I'lie price of that land is
skyrocketing. We found in the last couple of years, if you just took
the increase in land values in the seventies, they are staggering.
When we had the fi-in one of the farm wives turned to us and de-
scribed to a lawyer roim the Treasury Department who helped draft
some of the President's estate tax proposal, about the new tractor
purchased on their family farm, and the cost of that tractor was
$54,000. When you have tl~m! kind of equiipmnent, or a new m1iilking
barn, for example, or atmy number of these things, the cost is prohiitive,
so you can have a tremendous capital investment and yet, as you point
out, your income iz rather modest.

Senator MlONDALE. M1r. WhittVIlbuirg, would you like to comment
on this issue?
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Mr. WrnrrE.BnUno. 'I'hese similar fa,.ts certainly apply in Texas
as well a- they do in the Northeast or Midwest. We five had the same
increase in applicable land value. over the period of time and this has
created a situation that virtually it is impossible to retain ownership
through oile or c.rtainlv more di one estate tax.

Senator .Mo\DAL. W ,hat wotihl you ,i'.ider to he the minimum
value of it coimercially f(ul-ible cattle ranch in Texas-?

Mr. WWIIITT:xulrato. Well, to )riuii ali e.fIlomic operatingF unit
you wotihi -)tart at $1 million, ill that vi.inity, to) support a fait-
Ily, of aC(idte .,ize all! p(I(llitial (to mhake a fautily unit.

SemaA)r ox A DLK. So one again, tlioe $3(m),w()h average fartit valhe
figure.s (10 not get at the point we are trying to) deal with, which
is what is the value (if a family farm that lius a lnnce of survival, or
a faeilv battle operation that ha., a hclance Of .tirvival?

Senator .Moxi.,LE. Ripre4entative Kelly, w, ld you like to coin-
went oh that?

MIlr. KELLy. iist brieflyt, Senator. The NC-. (lid not, di.c-.; theso
things in (1(1 uj,, ; I ailil)t pkiig for my-%.lf. I think t here is .onsider-
able merit to the comment that the gentlemen made. My p)er-oal
preference leans somewhat , iore to)wad i a credit thain toward large
,oxe,,iptitns. There ik a great divwr-ity ill agr,ilture it-elf and ar f,.,-
ing ummit of base value in Mr. Wikon's- area of lalf a million or $800,000
i. a very small farmu in the district that I have because of the type of
agriculture that we work on.

Senator MONDALE. Wheat and potatoes?
Mr. KELLY. 1(s, and sugar beets. Ihese cropi take wore acreage

and the cost of equipment is much greater and the type of enterprise
is substantially more valuable.

Senator MONDALE. I think the Farmers Union'% testimony that
wasv not read pointed out that in a survey in Wisconsin, about a third
of the farmers never resorted to estate counseling; is that correct?

Mr. WEIMAN. I believe that is correct, Senator. The Wiconsin
Farmers Union polled, I think, a thousand members and asked the
question, "Do you have a will today?" Many of these people who were
in their fifties and sixties said no.

Senator MONDALE. Of course, that will does not necessarily mean
litere is wise estate planning.

Mr. WFiiAN. It shows an absence of estate. Everybody in Wisconsin
has a will because there is one filed by statute. Part of the problem, in
going back to Senator Kennedy's chart here, is that the deferral of
the estate tax payments for farms -Ahnw a 1,50 million, deferrl A.?d I
was quite surprised at that number. When we polled our members and
asked whether or not they take advantage of the 10-year deferral,
we are finding they are not, and in great part it is because rural lawyers
are not advising them they have thait right.

Senator MONDALE. Of course, ul) until a couple weeks ago you had
to my 9 percent. That is not, really helping then munch.

Mr. \ ELMAN. To -iome of the )ocal rural banks, 9 percent might
look pretty good.

Senator MONDAIE. Yes; the point I am getting at is that I think
it. makes a lot of sense from a public policy standpoint to have a law

.that does not punish farmers and small businessmen of modest means
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for failing to anticipate all of the estate tax ramifications and hiring
expensive counsel and getting officer's insurance and the other things
that you might do. I grew up in those areas and I know that is not
the way we think. Maybe we ought to, but we do not. That estate
tax planning is usually for families of wealth and by tradition they go
to counsel. -It seems to me this ought to be a law that works fairly
for persons operating farms and small businesses and small estates
and not for those who go and anticipate the tricks that might be
played-generation skipping and whatever games you might play.

Mlr. WEIMAN'. Well, Senator, you pointed out that many farn..,
you take a farm that has a valuation of $300,000 or $400,000 and they
have a $10,000 or $15,000 or $20,000 income, these are people of modest
means. They do not perceive themselves as being very wealthy or in
the uppercrust and so there is an inportant psychological factor at
work here. They do not take the precautions. 'heir own lifestyles
are such they are very simple lifestyles, very modest, so there is that
factor which" I think is working.

Senator MONDALE. Of course, if you have a reasonable size farm,
or small business, and go out and have an estate planned, probably
you will be told to take out a big insurance policy on your life. That
premium may run $3,000 or $4,000 or $5,000 a year.

When I look at the income the farmer is livig on, that is a rough
bite, too.

Mr. Wm.BIA. Prohibitive.
Mr. Jo-Nso.. May I say since you referred to the p art of my state-

ment that was not presented, that it appears in te record in its
entirety?

Senator MONDALE. Yes; and I will see that all of the statements
appear in the record as though read.

Senator Curtis?
Senator (RTIS. Well, I want to say to the panel, I feel that we

must have some relief from the estate tax. I think it must be in the
bill that we report out in the next few weeks.

As a matter of fact, for most families is it not true that a delayed
period to pay the tax does not meet their problem at all? Is that not
correct?

Mr. JOHNSON. I certainly agree with you.
Senator CURTIS. Many times individuals die, the widow is still

living, and she may be along well in years, with an opportunity to
prolong that tax does not meet any of the problems she is facing.

I think also we must all be active in correcting the erroneous notion
about tax expenditures. My idea of an expenditure is something paid
out of the Treaury and carries the assumption that it rightfully
belongs in the treasury. Certainly, the figures for the estate tax
exemption and so on, should be brought up at least equal to the infla-
tion factor which in my opinion, would make the $60,000 exemption
at least $200,000.

I will not take time to question you further but I do appreciate
your being here.

Senator MIONDALE. We had figures that the University of Minnesota
estimates that in 2 years land values in Minnesota rose by 72 percent.,
and I think the inflation rate in land values far exceed the generalized
national inflation rate.
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Senator CURTIS. Yes; we have some land in Nebraska that has
doubled in price in the last 0 years. Doubled in 6 years.

Senator MON DALE. Senator Bentsen.
Senator BE.wrrTsi. Thank you very much, Mr. Chairman.
Let me congratulate you on calling these hearings because I am

very pleased to join you and Senator Curtis in introducing legislation
to try to help in this regard.

When you talk about these farmers and these ranchers not doing
estate planning, that is very much true. A lot of them do not plan on
going anyplace. If they do they plan on taking it with them. Any
time I drew a will I never had a farmer tell me "When I die," he
always said "If I die." [Laughter.]

Mr. WEIMAN. I think that confirms the survey Farmers Union
took in the State of Wisconsin.

Senator BzicTsE.. They were thinking about the kids and they
were thinking about their wives, because those wives just outlive us,
and you never hear about any group of old men over in Europe
traveling together on a bus spending that Prudential policy.

I think it is very important that we try to find a way to keep the
continuity of these family farms and ranches together.

Senator Mondale is talking about a figure of, as I recall, about
$12,000 a year in net income for a farm of $300,000 in valuation. If
you talk about a 10-year payback, stretching payment over that
period of time, at the present time, I believe Mr. Whittenburg, you
said it is a 7 percent rate Treasury is charging?

Mr. WHITTENBURo. I believe that.
Senator BENTSEN. It fluctuates some based on prime.
Senator MONDALE. We passed a law last year dropping it from nine

to seven.
Senator BENSEN. Seven percent. If you talk about $250,000 farm,

based on market value, you would have a tax of about $65,000. Then
if you had to pay a 7 percent rate on that $65,000, you would be talk-
ing about $4,550, approximately a year. Then, if you had a straight
10-year amortization of that thing, or level payments on the prin-
cipal, you are talking about another $6,500. -You are talking about
$11,050 a year.

Now, if you make $12,000 a year net off that farm, and you have
to pay back $11,050 once a year, the way I figure it you have about
$950 to live on. Again, you get to the point do you sell off an acre of
your farm or 10 acres or 50 acres, and there is no way you can do that
because you do not sell off a feasible farm unit or ranching unit.

What happens to you if you have got yourself a 3-year drought?
In the part of Texas you live in and the part I was born and reared
in, we have seen that time and time again. So I think what you run
into is a situation where you really are forced into liquidation of the
farm or ranch, and that is what we ought to try and avoid if we pos-
sibly can. I think it is in the economic and social objectives of this
country that we continue to have the small family ranch and small
family farm and small business in this country, and'I am very pleas-ed
to have this kind of testimony before us. Ithink it is fruitfullandhelpful.Cenator MONDALE. Thank you. That is a very intersting set of

statistics which shows you have to look at that.
Senator Hansen.
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Senator II ANSEX. Mr. Chairman, I want to join with you in thank.
ing this panel for its appeat'anco here today. You know, a few figuresocur to me,. I think it may be nationally or it may be only in the
West, on livestock operation, maybe Mr. Whittenburg would know
about that, tile average age of the operator is amazingly high. 'lhe
young people are not staylig in this bi-4ness. 'They are not staying
in it for ow-i' very good reasonl. Why is that? I think by the very nature
(of the total amount of invlestmienlt, contrasted with the net re-
turn per year is one of the pooret things you can go into. 'The opi.
)ortuilities in any other fiell of eialeavor aie better than they are in
farming arid ranging. I know I %peuk with a little background be-
(anise I in a live.stock operator and we approach these problemsdifferently.

Sone pWople, tlimoighl lut-orically, wlhen you look at the overall
thing, you cannot eXlXpct to get ilny, signiific'at return on investint,,n,
as most corporate husiese, have to look at if you are setting up a
V01 ioration, fl1t1( yoIl go iout to try to Qolicit people to join Willi you,
fill( if yon put O:Iit it l)ro-qut us on it ymi have to talk about. returns
on your original investmilelnt. Most people do not l(Kik at, that that wayhut, the average ranch, my gosh, if tile operator can come out at tile
e1nd of the year with a fair return for hi; service,, h has done pretty
well. There are lots of years when the livestock operation does niot
give that sort of return. And I think that fact underscores the state-
mlents that I heu'd vou iake hre this morning, tlat you1 have got it
blig investment for the small amount of profit or return that is shown
at the end of the year and I would ask the panel if that is not true for
the area each of you represent?

Mr. WurrTENaua. Ye,.
Mr. ,JOHNSON. That is very true.
Mr. WILsoN. No questiton'about it.
senatorr iAxsE. I think that is an important thing to keep in

mind as we try to put in perspective the presentation made earlier
by our colleague, Senator Kennedy.

Senator MONDALE. I suspect also if you are a wealthy businessman
you might put a lot of your estate in one of those generation skippers
so it would not show up there in those figures.

Senator HANsEN. That is exactly right. One other point I think
needs to be kept in mnind is that if a person is in a high tax bracket,
and being aware, as everyone must be these days, of what is happening
on inflation, investing in land is a good loophole for a person who is
not a farmer or a rancher. If you want to keep the people in the
business, in that business, why then we had better address the prob-
lems that thi.,; hearing was called for here.

On the other hand, if a person is in the high enough tax bracket he
can afford to go out an buy a ranch or buy a farm when the estate
tax hits and the heirs have to sell it. That is the only way they can
possiblv approach that problem. If he is in a high enough tax bracket
and is willing to hang on to it without really doing very much with
it, if he can get somebody to operate it for a few years, the capital
gains will be helpful to hini because he very conceivably could find
that he would pay less taxes that wa,,. But to address the problem
that you called for here, and we are talking about now, I think one has
to recognize the fact that the investment in land and livestock and
machinery, in that kind of operation, or if it does not include livestock,
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just land and macliery, i. such that you get a very marginal return
on the original investment that you have in it, and I think you meni-
bers of the panel, you, Mr. Chairman, and the other members of the
committee, have made that point very clear this morning. I think
it is a point that is not understood very well.

Senator MONDALE. Thank you very much.
Senator Dole.
senatorr DOLE. I know there are other witnesse, .so I will be very

brief. Maybe each panelist would say whether or not you support
the Kennedy proposal.

fMr. .JOHNSON. Mr. Chairman, David Weiman and I were discusz-
ing earlier here between us some of the recommendations made by
senatorr Kennedy and to be very honest with you, we do not under-
stand all of its ramifications.

Senator DOLE. Do you support those you understand?
Mr. JOHNSON. Some of them. I suppose that we would like to look

at some of the tactical considerations regarding the tax credit. I can
ee how we might get squeezed in terms of getting this relationship

to the exemption in a tactical sense and I want to back off and take a
little look at that before I give you any firm conclusion here.

I think it might be well to have your views along the way, Senator
Dole and mem ber of this committee, about what you think. You are
the men who have to figure out some way to pas. this legislation.

S senator DOLE. I never knew one of the farm unions to want my
views.

Mr. JoHNsON. Since the last. vote record of you we published, you
moved up your percentage so far and fast I am coming to see you
frequently to ask your advice.

S nator DOLE. I may be in more trouble than I thought.
Mr. JOHNSON. We are pleased we are beginning to see mutual prob-

lems in a more mutual light with you.
Senator DOLE. I must say Reuben and I have been friends for

15 years. That is fine, I think I have the same problem you have oi
the total impact of this proposal. Some of it appears to be, on the
surface, sound.

Mr. JOHNSON. There is another thing here that I am wondering
about. That is the timing on third. legislation. These ladies of ours-
I keep referring to these fine ladies that we call flyers. They were
told repeatedly by some of the Mfembers over in the House, not toexpect any action on this legislation any time before election time
because there are Members of Congress, of course, except members of
this committee, who want to kick this on into the election time and
not to expect any action this year. We would hope the timetable would
be a little sooner thun that.

Senator MONDALE. It is my hope that we can shape an amendment
and put it on the tax reform 'bill.

Senator DOLE. I do not see any problem with that on this side.
I think we are all in agreement, whatever happens in the election, we
ought to do something for the estate and gift tax.

Mr. WHITTE N.URO. To speak to your question there, I think there
are some logical conclusions drawn there. do feel that it is somewhat
complicated and in areaS, inequitable, and I would like to relate that
or to take the opportunity to reemphasize the logic of the evaluation
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based on the productivity of the land as a more equitable and simple
direct attack on the problem that we are discussing here today.

Mr. Wjiso.. My comment would be very. simple. I think we have
two better proposal,.. at least maybe a thirl one, than this. I (10 not
unders-tand this, either. I certainly would not shut the door on it,
but I know that I personally would go much stronger for what you
now have before you.

Mr. KEwY. The National Conference of State Legislature. lilts
really not discussed these ideas but I (1o have an opinion I would like
to share with you. I think the question of estate tax is one that, yo,
have to address this year in a limited time frame and that is why my
particular remarks were stated in terms of Minnesota. But if we'were
to look at the large question, I think we have got to look at it in termsn
of taxes in general, and that include,, certainly the Federal income
tax. For that reason, I think there is some merit personally to the use
of a tax credit as opposed to exemption or deduction. The second thing
is that this subject gets to the issue of the pattern of land ownership
and the pattern of iand use in the United States. While we can talk
about estate taxes and the transfer of wealth in the immediate family,
I think this larger question also is apparent. An illustration is that
some 85 to 00 percent of the land sold in this country, for example,
farmland sold for estate tax purposes, or whatever, is sold to other
farmers in that immediate anea and some 5 percent or so to speculators.

So we have a situation where people with land are getting larger
and larger, and it seems to me there are some long-range implications
that we ought to address.

Senator DoiJr.. As I said to Senator Kennedy, there is some great
difference of opinion on how we defile family fat m and small business.
It is easy to talk about the family farmer. 'Everybody wants to help-
lhe family farmer and small businessman. If you limit it to the family
farmer, what about the large family farmer or large small businessman.
Would they be discriminated against? Anti what about everyone else
who may have worked and saved a little money?

Senator MoxnALEv. Well, I do not think we are talking about an
exemption or a credit system that applies to all small estates. I (tIo not
think we are talking about that.

Senator Doi.E,. That was my next question. The bill I introduced
does not limit it. I think the American Farm Bureau limited it to
farms. I do not think it would ever pas. in that form. And (toes anyone
feel we should limit it to "family farms and small business?"

Mr. Jonisox. Senator Dole,'1 (1o not think it is practical.
Senator DoIE. I do not see how it could be, either.
Mr. JOHNSON. I to not believe that the Congres, would ever l~a

legislation that would be that discriminatory to other groups. I think
,small business ; has a lot of the same problens we have in agriculture.
We are all small busines;,es if you relate the size of the bisines'es that
we are talking about.

Senator DoLE. If you tried to provide benefit to one group you are
going to create a lot. more tax shelters down the road and everybody
is going to rush into that area and you are going to have a bigger
problem than you have now. I would hope there is no effort to nail it
town in any one group.
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Mr. WEIMAN. Senator Dole, you are quite accurate and one of the
(ounterarguments to the use value determination has been that it
will actually provide an attraction for investment or syndicate capital.
This is something about which we are very concerned about and would
urge the panel in framing an amendment that. you take that into
consideration. While we recognize from our perspective the needs of
family farmers and sniall business, and my dad is a small businesi.nman
in California, they have the same type of problems, the amount of
capital tied up, thoe lack of liquidity and so oi. 'he parallel is striking.
Yet, protecting his entity, which we hav6 said is worthy of protection,
we do not want to attract tihe type of syndicate investment in agricul-
ture which we have seen in many parts of the country and are con-
tinuing to see with an increasing trend.

Senator Doi :. I think in that case the cure miight be worse than the
disease. We really have not helped agriculture and I do not think we
have helped small business. I assume then we should not limit tihe
reform. We should make certain we are not setting up some attraction
down the road that night turn out to be a tax shelter.

Mr. Witisox. 1 am on the American Farn Bureau board. If they
had their assistance, 1 am sure they are not going to have it very
long. 'l'hoy are just talking about farmers.

Senator DoLE. I introduced two bills earlier on, one satisfied the
Farm Bureau and one I thought was good legislation. [Laughter.)

Mr. KELLY. fayv I respond to that?
enator DoLE. Yes.

Mr. KELLY. I appreciate your comment because you stated it in
ternis of discrimination of small armers anl ll business versus
large. One of the elements of the propov-al that was discussed by
Senator Nelson and Senator Kennedy and others has to do with the
credit versus deduction. One of tile alvantages of credit is that it
treats all those persons and estates the same; and if you stay with an
exemption or deduction, you tend to have the reverse of what was
said. 'hose larger estates lave a larger tax benefit than do the smaller
ones. So I think we want to be as conscious of that as the reverse
situation that you brought out.

Senator DOLE. I think when we talk about marital deduction, if
you are going to postpone all of it, you are going to delay the tax
and interfere with a good marriage. 1 am not certain. That. is in the
Kennedy proposal, it. is a matter of interest.

Mr. WErItAx. It is also conceivable that you would also increase
the ultimate tax.

Senator DOLE. Right.
Mr. WEIMAN. That is ba.icallv the part of the administration's

present package. On the one hand, it looks very inviting because you
say, well, the spouse does not have to ay the tax at the time, yet the
entire estate will be taxed, and it is a Fttle bit of a gamble depending
on the age of the person when this happens, the life expectancy of the
spouse, one tax method versus the other. If she (lies 2 .vearN'later it
could be very expensive.

Senator DOLE. 'I'hat is right.
Mr. WiLsoN. The only thing that delaying does, in fact, it hurL

you. Immediately upon ilie (lay of death it decreases the assets of tile
-estate, the net, and you are better off to pay it than you are to linger
on. We do not go foi the Ford bill at all.
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Mr. JoHNsoN . I would really say you would be a lot better off to
pay it and settle it as far as running a viable business is concerned.

Mr. W tHTrzNBURO. The problem with keeping an estate open over
a prolonged period of time i.s it gets unwieldy and I think impossible.

Senator DoLE. If you can increase the marital deduction, I think it
sounds attractive.

Senator HAN8E . I wanted to make one point of possible interest
to the panel, and that is, I agree completely that the chances of getting
some relief in this legislation, I mean in thi. area, by legislation, will
be incomparably increased, I think to make it across the board. I do
not believe we have any chance, I do not think when you consider it
for a matter of fairness, it ought to single out by definition small
farmers or small'ranchers or anyone else. What I am trying to say is
that I favor increasing the exemption from the present $60,000 limit
to at least $200,000. I think underscoring my basic conviction is the
fact that we are trying to grope with inflation. If you talk about trying
to buy an acre of land or a ale of cotton or a car or whatever it is,
inflation has been the factor that has given the taxpayer the trouble
these days, and it so seems to me the best chance of getting that done
is to make it across the board. I cosponsored several biUs that single
out land use goal and open space concept and family farmer and my
main reason for doing it, while there is some justification in each one
of these proposals, I think I was trying to stimulate as much interest
as I could in the problem, and if enough can do that, I would hope
we could be successful in raising the exemption.

Senator MONDALE. Thank you very much and I wish to thank the
panel.

1'he prepared statements of the preceding panel follow. Oral
testimony continues on p. 71.1

PREPARED STATEMENT or REuses L. JoHNsoN, DIRECTOR or LEGISLATIVE
SERVIcEs, NATIONAL FARMERS UNION

The National Farmers Union appreciates the opportunity to present its views
before this Committee on a matter that is very important to each and every
member of the Farmers Union-reform of estate and gift taxes.

Mr. Chairman, we believe that the law is inadequate and in desperate need of
overhaul. And, we have recognized the pressing need for changing the tax codes
for several years. In 1972, delegates to our national convention adopted a resolu-.
tion calling for a change in the tax exemption-raising it significantly. In the
ensuring years, we have studied this problem, met with other members and have
concluded that it is the Congress that must act.

l)elegates to our recent national convention held last March, adopted the
following as a special order of business with regard to reforming the estate tax
provisions of the law: "The Federal Estate and Gift Tax Laws should be
amended to include the following: (1) Raising the exemption from $60,000 to
$270.000; (2) Raising the gift tax exemption from $30,000 to $60,000 per person;
(3) Utilizing use value taxation basis in determining the value of a farming
estate; (4) Increasing the annual gift tax exemption from $3,000 to $6,000 per
person; and (5) Allowing transfer of the first $240,000 of farm business and
related property to a surviving spouse, tax free, at the time of death.

"Since 1972 deletes to each succeeding Farmers Union Convention have
adopted a policy calling for a change in the federal estate codes. We, therefore,
urge that the Congress act promptly."

Present law establishing a $60,000 deduction was adopted in 1942, raising it
from the $50,000 level which had prevailed since 1916. The present tax table was
established in 1941 and the marital deduction was enacted in 1948. In short, we
are dealing with a taxing structure dating back three decades or more.

Agriculture, like many facets of the economy, has experienced substantial
inflation in the intervening years. According to the Balance Sheet of the Farming
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figure almost quadrupled to $130.6 billion. Ten years later, in 1970 the value
jumped to slightly more than $200 billion. Four years later, in 1974, this report
states that the value increased to a whopping $325.3 billion. And the just reported
figures for 1975 shows still another substantial increase to $371.4 billion.

In other words, from 1942 when the estate tax was enacted to today, the total
real estate values jumped from $33 billion to more than $370 billion. Livestock
und poultry assets have jumped substantially as has the value of farm machinery.
A post World War 11 value of farm machinery of $12.2 billiou is now nore than
$55 billion. Total farm assets since 1940 have jumped a staggering ten times-
$52.9 billion to more than $520 billion.

Thus, the family farm that passed from one generation to the next just a few
years ago will today face a sizeable estate tax. The land is the same. The farm-
house is the samune-albeit slightly older. The buildings are the same. The barn is
the same. In short, the farming unit remains unchanged, until the federal govern-
meat comes around to collect the estate tax. Only then is the same unit consid-
erably "larger".

The problem for the family farmer is obvious. Like small businessmen, the
farmer generally has all he owns invested in the family farm. Liquid assets are
generally a small percentage of the enterprise. Therefore, there is great difficulty
in paying the taxes due on the estate. According to a 1973 USDA-Economic
Research Service Report, "70 to 90 percent of total farm assets are in the form
of fixed assets (land and buildings)." Thus, to pay the tax, either part or all of
the farm must be sold. When that happens, thVn family farming is disrupted. The
continuity of passing the land from one generation to another is destroyed.

A provision in the law would allow the estate taxes due to be paid over a ten-year
wsriod, but the little-known provision in the law is rarely used because of the legal
abilities that attorneys must bear while the estate remains open.

Unfortunately, most farmers don't fully appreciate the impact inflation has had
on their farming operation and therefore are generally unaware of their estate tax
liability-the tax that would be owed if they died today. We surveyed several
hundred members of the Farmers Union in Wisconsin last January and found that
only a third had any idea (if thw tax liability. Less than half had a will.

Another inequity in this policy is the ta-atment of the farm wife after the death
of the husband. Hecr contribution, often equal to the husband, is unrecognized.
The tax penalty is severe-and grossly unfair. Many farm wives sit on tractors,
work in the barn, and tenid to the same chores as their "farnier-husbands".
Frequently, they actively assist in the management of the farm by keeping the
books, ordering supplies, and Msisting with marketing responsibilities. A quick
trip through almost any-farming community would confirm this. However, that
"partnership" is recognized for estate tax purposes. That must be changed.

It is this provision-the marital deduction-that is particularly offending to
many of our members. To a farm wife, her unrecognized contribution is intolerable.
To combat this problem, one farm wife recently told us how her son and daughter-
in-law were handling the situation. To establish that the wife owned and con-
tributed to the farm, each had his own bank account and everything for the farm
is purchased with two checks-one In each name. The last major purchase, a
large tractor, was paid for with two separate checks.

this is obviously ridiculous. That family farmers must go to these extremes is
absurd too. And for what? It is merely to establish for the Internal Revenue
Service that they live, work and participate together on a family farm.

Farmers have long believed that if they own a farm, they should be taxed as a
farm. This L4 commonly knowing a "-1 ue value" taxation. Unfortunately, property
and estate taxes discriminate against the family farmer by taxing that land-a
dairy farm, a grain and livestock farm, or a Dakota wheat farm-on the-basis
of its highest and best value. That means, the wheat farm may not be taxed as a
wheat farm, but rather as the future supermarket in the new shopping center.
Or, the farm might be taxed as the next housing development. As such the taxes
are significantly steeper. We believe unfairly so. If we're a farm, then tax us Ls a
farm. The recent hearings in the House (if Representatives and the substantial
attention that thL issue has attracted have determined that it is difficult enough
for the next generation of family farmers to pay the tax and remain in farming.
Why then, should the farmer be saddled with a taxiAg basis that doe.sn't even
reconise his profezolion? The failure to recognize a family farm as one is a serious
deficiency in the law and should be changed.

Family farming is more than the present generation of family farmers on the
land. It s a succession of generations. The keystone of our highly sucee-sful
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agricultural system, the family farm, must be preserved. Provide us with reasonable
protection. Provide us a future.

Iet's keep the family on the farm and the farm in the family.

PREPARED STATEMENT OF THE MINNESOTA FARM BUREAU FEDY.RATIOX,
PRESENTED BY CARROLL 0. WILSON, PRESIDENT

Mr. Chairman and members of the Senate Finance Committee:
My name is Carroll G. Wilson. I am a cash grain farmer and apple orchard

owner from near Faribault, in Rice County, Minnesota. I am also President of the
Minnesota Farm Bureau Federation and Affiliated Companies, headquartered in
St. Paul, Minnesota. Farm Bureau is my state's largest general farm organization,
with 35,521 member families in 84 organized counties.

I appreciate the opportunity to appear before this Committee today to express
my own personal views, as an active farmer, and the views and policy of Farm
Bureau on what is, in my honest opinion, one of the most serious problems with
which the nation's farmers and small businesses are confronted.

The United States has long pursued public policies designed to encourage family
farming, with the strong argument that the preservation and enhancement of the
family farm is an absolute must if a viable, balanced economy is to be assured.
The federal farm programs of the last 40 years are an example of such policies.

While many of these policies have been unsuccessful, it appears that the recent
movement toward a more market-oriented economy for agriculture has slowed
the exodus from the nation's farms and ranches.

However, as more and more young people have moved into agriculture, fre-
quently in partnership with a father or father-in-law, there has surfaced a new
problem which, as I see it, poses a serious threat to the future bf family farms.

Over the past 30 years or so, inflation and urban development have combined
to push up land values drastically; land values in rural communities, in fact, have
soared 220 percent-plus since 1942.

Farms located in populous areas have been threatened with extinction by
rising assessed valuations based on higher uses. States such as Minnesota have
generally recognized this and have adopted, in some form or other, farmland
assessment laws to resolve, or at least modify, the problem as it relates to property
taxes.

But. Congress has yet to come to grips with problems encountered in the appli-
cation of excessive federal taxes to the transfer of an estate to his heirs upon the
death of a farmer or rancher.

Let me hasten to add at this juncture, however, that I am pleased that both
U.S. Senators and Representatives are now proposing ways of reforming federal
estate tax provision of the Internal Revenue Code. Farm Bureau, as you know,
for the past several years has been much aware of the need and the strong senti-
ment for corrective action to update the statute.

A decade or so ago, most farmers had little reason to be concerned about federal
estate taxes; most medium sized farms then were not so large but what they were
under the $60,000 exemption.

Today, though, the situation has changed-and changed very drastically. Farms
in recent years have grown rapidly in size and value, and because federal estate
taxes are figured on a graduated scale (from 3 percent to 77 percent), and because
exemptions have remained virtually unchanged since 1942, they are taking an
ever-increasing share of farm capital.

Several years ago, the Economic Research Service (ERS) of the U.S. Depart-
ment of Agriculture undertook an in-depth study of t.he fedPr.M Fstate tax subject.
It found that federal estate taxes do indeed have the potential for dismantling the
family farm. The ERS study showed conclusively that, without careful planning,
estate taxes would take nearly 20 percent of the total capital of three types of
farms: irrigated cotton farms in the Texas High Plains; cattle ranches in the North-
ern Plains; and cotton farms in the Mississippi Delta.

Adding to the burden of the actual amount of death taxes is the fact that most
farms cannot readily convert assets to cwsh for payment of taxes. Most of a farm-
er's assets are fixed-in land, in buildings, and in machinery-and a heavy estate
tax bill could require selling part of the farm. The average value of farm production
assets increased from $47,500 per farm in 1962 to $102,000 in 1972 because of
expanding farm size and rising property values. Today, it is estimated that 70 to
90 percent of total capital on most farms is in fixed amets.

Further illustrating the impact on the estate's funds. I cite a typical Corn Belt
hog-beef farm which in 1971 was worth approximately $87,000. lad its production
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assets increased at the same rate from 1968 to 1972 as did farms generally nation-
wide, its assets would have been $240,000 four years ago. Due to the graduated
nature of the tax, death taxes would have climbed from less than two percent of
farm capital in 1968 to 10 percent in 1972.

Thus it becomes readily apparent as to why farm property owners and their
heirs are today becoming increasingly concerned about estate taxes. Inflation,
higher commodity prices and improved technology are accelerating farm property
values. In 1975, for example, U.S. farm real estate values per acre averaged eleven
times higher than in 194 and three times higher than in 1960.

The estate tax has been part of the federal revenue system since 1916, with the
)r(sent $60,000 exemption in effect since 1942 and the present rate scale since
1941. Obviously, if these levels were appropriate at that time, they are now grossly
outmoded and totally unrealistic. Adjusting for Inflation, the $00,000 exemption
in 1975 was worth only $18,000 in terms of 1942 dollars. To be equivalent to the
$60,000 exemption of 34 years ago, it would require a federal estate tax exemp.
tim, today of nearly $200,000.

iElected Voting Dclegates of the member State Farm Bureaus to the 57th
Annual Meeting of the American Farm Bureau Federation, held in St. Louis,
Missouri, January 4-8, 1976, adopted the following policy position:

"laws covering the taxation of estates and gifts have not been changed ma-
terially since 1942."We place a high priority on major amendments to the estate and gift tax pro-
visions of the Internal Revenue Code. At a minimum, these amendments should.
include (1) an increase in the standard estate exemption to reflect the effects of
inflation since the present $60,000 was set in 1942; and (2) a substantial increase in

the marital deduction to minimize the problem of ie so-called 'widow's tax'; and
(3) provisions for basing the value of farmland and open spaces at levels reflect-
ing their current use rather than their highest possible use.

"Immediate passage of such legislation is necessary if we are to allow farms and
small businesses to be passed from one generation to another, if we are to relieve
unnecessary hardships on widows and widowers and, if, at the same time, we are
to maintain open spaces in urban areas."

Based on this official statement, Farm Bureau's priority national affairs ac-
tivity this year is federal estate tax reform. Swift, remedial action for meaningful
change is overdue. In Farm Bureau's view, three basic reforms in the existing
federal estate t:tx law as it applies not only to farm estates but to all estates are
needed:

i. Raise the specific estate tax exemption from $60,000 to $200,000. This would
make adjustment for the inflation which has occurred since 1942 when the $60,000
went into effect.

2. Raise the maximum marital deductior, from 50 percent of the value of the
adjusted gross estate passed to a surviving spouse to $100,000 plus 50 percent of
the total value of the adjusted gross estate. This would recognize the importance
of partnership between husbands and wives and the special problems of wives
who are widowed at an early age.

3. establish a procedure which would permit an estate's executor to choose to
have land use for farming, woodland or scenic open space assessed for estate tax
purposes on the basis of its current use rather than on the basis of higher potential
uses.

We recognize, of course, that proposals to amend the federal estate tax laws are
not without their opponents.

Some maintain that it is special interest legislation on behalf of farmers and
ranchers.

But they fail to note that reform would also lift an unfair burden from small
businessmen and others as well.

Other critics oppose estate tax reform on the basis of its cost to the federal
treasury.

While there is no firm estiniate as to the fiscal impact of legislation Farm Bureau
proposes and supports, we find it difficult to conceive its enactment resulting in a
substantial loss of federal receipts since federal estate and gift taxes represent
about 2.5 percent of the $187.5 billion the government receives in general revenues.

On a related note, let me point out that the basic purpose of an estate tax levy
is to redistribute wealth rather than to raise revenue. Since this is the case,
there must be other alternatives to recouping the dollars and cents loss. For one,
we would commend decreasing federal spending to offset that portion of estate
tax monies that would be lost by increasing the exemption.
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For the most part, we are family enterprises and, as farmers, we are anxious
to be able to transfer our businesses to succeeding generations in as orderly and
as inexpensive a manner as possible. Considering the importance of food produc-
tion, not only in the United States but in the world at large it is essential that our
family farms be allowed to operate efficiently without being threatened by the
inequities of antiquated federal estate tax laws.

The climate is right. There never was a more opportune time for the Congress
to act positively decisively and effectively. Bills (H.R. 1793 and S. 1173, the
Burlcon-Curtis hills) developed and introduced in the 94th Congress to carry
out Farm Bureau policy alone have more than 100 sponsors of both political
parties.

In conclusion, permit me to state simply that the burden of excessive federal
estate taxes creates serious problems for farmers when estates are transferred to
heirs. Farm Bureau has long had an interest in the federal estate and gift tax issue.
In both the 93rd and 94th Congresses we have been, and continue to be, in the
forefront in pressingfor legislation to alleviate these problems.

Farm Bureau looks upon the Burleson (l1.R. 1793) and Curtis (S. 117:1) billN
as legislation which would, if enacted, bring about sorely needed revisions in the
federal estate and gift tax statute.

Again, I thank you for soliciting my comments and the views of the Minnesota
Farm Bureau Federation.

PREPARED STATEMFN'T op J. A. WVmemIrrF:Pna III,
PRESIDENT, TEXAS AND SOUTiIWESTP-RN CATTLE RAISERS ASSOCIATION

My name is J. A. Whittenhurg, III of Amarillo, Texas. I am President of the
Texas and Southwestern Cattle Raisers Association and appear here before this
Committee representing that organization.

Founded in 1877, the Texas and Southwestern represents over 14,000 cattlemen
involved in all phases of the livestock industry located in Texas and surrounding
states.

As the members of this Committee well know, the livestock industry has many
problems. I am appearing today to discuss briefly with you one of the mnot
serious problems facing the long-term future of the industry-the forced stile (if
all or part of many ranches to pay federal estate taxes.

THE PROBLEM-VALUATIONS BASED ON SELLING PRICE

Under present law, the federal estate tax is imposed on the fair market value
of ranch assets. This value is determined by the IRS as being the selling price of
the property between a willing buyer and a willing seller, each being equally
knowledgeable and neither under compulsion to buy or sell. The problem, stated
simply, is that due to external factors, the selling )rice of ranch land is usually
greatly in excess of its earning capacity.

FORCED SALE TO PAY DEATH TAXES

When a rancher dies, his estate is faced with a very serious problem of coming
up with the cash to pay federal estate and state inheritance taxes within nine
months following his death. Unless the rancher's estate has substantial liquid
assets such as cash or listed stocks and bonds, or other readily salable assets,
these death taxes must be raised by borrowing, which must be repaid from income
from the ranch, or from a sale of part of the ranch. Since statistics show that
borrowing by ranchers is higher than ever in the history of the industry, it is
obvious that the only real source for the death taxes in many cases is the forced
sale of all or a part of the ranch property.

BORROWING NOT THE ANSWER

These high land prices upon which the death tax valuation is based make it
practically impossible to repay borrowed funds since the earnings from the ranch
are very low in relation to the inflated prices. Thus, if the family of the deceased
rancher is dependent upon the ranch for living expenses, about all the ranch can
produce is the living for the family, and there is nothing left over for the repayment
of loans on the ranch for the purpose of meeting the death tax obligations.



PAYMENT OF ESTATE TAXIS IN INSTALLMENTh

Under existing law there is a provision which permits the payment of federal
estate taxes in installments over a ten-year period, if the ranch is a substantial part
of the deceased's estate. Under prior law there was interest at 4% charged on the
unpaid balance. However, when interest rates were adjusted In 1975, the 4%, rate
wits rejected and a variable interest rate was imposed, which is now 7%. This
provii.ion has not proved to be satisfactory, even at the 4 f% rate, for several reasons.
It is difficult or impossible to earn even 4'% per year in the fluctuating agricultural
economy, much less to obtain sufficient cash flow to repay the principal. The latter
is particularly true when the estate tax is based on the inflated selling price of
ranch land rAther than on its productive value. Finally, the IR8 Is virtually your
partner during the payout period and must be consulted at every turn. After the
fourth year, all undistributed net Income of the ranch must be applied in payment
of the deferred estate taxes, leaving little or nothing for the rancher and his
family to live on.

REMEDIAL LEGISLATION NEEDED

The most pressing need is for legislation which will permit the federal estate
valuation of ranch land to be based upon such land's earning capacity or produc-
tivity for agricultural purposes. There are several bills now pending before
Congress which would accomplish this relief.

There is a growing precedent in the state property tax area for this type of
valuation. Over twenty states have enacted laws which provide in one form or
another for the assessment of agricultural land based upon its productivity or
earning capacity rather than on its market value. These laws appear to have'had
the desired effect of granting immediate relief in providing more equitable tax
treatment for farmers and ranchers.

The present $60,000 federal estate tax exemption has remained unchanged since
1942 while land values have increased over 200%. in some Instances. This has
resulted in the inequitable situation where 1976 figures are applied to 1942 dollars.
The Administration has proposed ani estate tax credit which is intended to benefit
smaller sized estates. If the credit is made large enough, then relief would be
Vrovided for lar er estates which are more typical in the.case of farms and ranches.
Ve feel that higher exemption would be more equitable to all taxpayers concerned

and suggest a minimum exemption of at least $200,000.
The Administration has also proposed relief in the form of a twenty-five year

period to pay estate taxes. We don't think that this proposal is feasible. The most
important flaw is the fact that the valuation of the assets of the decedent's estate
will continue to be made at fair market value.

The simple yet equitable answer to this most serious problem facing the ranch
industry today is to permit the executor to value the ranch on its earning capacity,
rather than on what it might sell for, with appropriate safeguards to prevent tax
shelter exploitation. This approach is simple, workable, and equitable.

The proposal to tax the unrealized appreciation in the estate's assets at capital
gains rate would add an additional tax at death which would prevent the con-
tinuation of ranch enterprises in the stime family. To add the further burden of a
capital gains tax on unrealized appreciation would really deal a death blow to the
ranching industry as we know it today.

Let us find a way to allow our nation to continue to be the most agriculturally
)roductive the world has ever known. In the past, the farmers and ranchers have

had the ability und the incentive to accomplish this. We must see that they do
in the future.

PitEPARED STATEMENT OF WILLIAM N. KLLY, CHAIRMAN, COMMITTEE. ON TAXES,
HOUSE OF REPRESENTATIVES, STATE OF MINNESOTA, TASK FoRcE oN GOVERN-
MENT OPERATIONS, NATIONAL CONFERENCE OF STATE LEGISLATURES

Mr. (Ct AuSM.%, my name is William N. Kelly, and I serve as Chairman of the
( omiittee on Taxes in the Minne.-;ota house of Representatives. I am appearing
before you today on behalf of thf. National Conference of State Legislatures, the
official organization comprised of the nation's 7600 state legislators and theirstaff.

NCSI, has long supported revision of the federal estate tax laws and had recom-
mended that the present exemption of $60,000 be substantially increa-sed. How-
ever, after further consideration, we expanded our policy position to include that:
(1) The present $60,000 exemption be increased to $200,000 for all estates;
(2) the marital deduction be increased to 50% of the adjusted gross estate plus
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$100,000; and (3) farm property be assessed at its value for current agricultural
use, not at its market value.

While raising the exemption level should have the highest priority when
Congress revises the law, the other two provisions are essential for reinforcing
the positive effect on small businesses and farms. Changes in the law will have
major ramifications, both for the financial stability of those who inherit small
estates, and, more important, for the fabric of American agriculture itself.

Statistics show that the small farm Is disappearing at an alarming rate. The
United States Department of Agriculture projects that America will have a
million fewer units by the turn of the century. Another study by the 1)eiartnwnt
of Agriculture indicate s that the small farm managed and operated by 1 to 3
people, is the most efficient unit for agricultural production. This 1908 study
points out that efficiency reaches it plateau with the small unit and remains
constant throughout the large-size range. Agriculture is just not subject to the
same opportunities for economics of scale that indL strv is.

The pressures of urban development are also taking heir toll on the availability
of prime agricultural land. Such urban growth consumes about 2.2 million acrvs
per year-and 20% of all farms in this country are already within metropolitan
areas.

It is on the rural-urban fringe, though, where the small farm suffers its greatest
demise. The pressures of development force up land values to an artificially high
level in this margin. An heir to farm property in this fringe area, then, discovers
that the high property value causes his estate taxes to be exorbitant. Unfor-
tunately, a farm's productive capacity does not increase when its market value
increases. Therefore, to afford the tax payments, an heir must sell the property,
even if he/she desires to keel) it in agricultural use. The unfortunate result, is that
more acres of productive farm land are surrendered.

This problem is also arising in rural areas as the pre sures for development,
particularly from second home and recreational communities, are increasing.
Farm property is especially attractive to a developer because it is nearly flat, is
clearedof trees and shrubs, and generally has good drainage.

Losing these units, then, will have serious repercussions for the productive
capacity of American agriculture. At a time when both doniestic and inter-
nationva consumers are demandin* more food from the American farmer and when
agricultural exports are maintaining a healthy balace of trade for this country,
loss of these units cannot be tolerated.

This problem is not regional in scope; state legislatures across the country
are alarmed about the disappearance of the family farm and the accompanying
decrease in the availability of prime agricultural lind. Many legislatures are now
attempting to rectify these l problems.

For example, several States are currently proposing changes in their own state
estate tax laws. Most are increasing their exemption levels, such as Wyoming,
which raised its exemption to $60,000 from $10,000. Other States, such s Min-
nesota and South I)akota, are attempting to equalize the exemptions for widows
and widowers. Wisconsin ik also examining the possibility of deferring tax pay-
ments on inherited property.

The Minnesota legislature has also considered an alternative tax valuation
method. If the estate passing to a surviving spouse is Iess than $500,000 and if
the tax computed on 50% of the estate, without using exemptions, is lt(.:s than the
tax computed with normal exemptions on the entire estate, then the leser tax
may be paid.

Several other States, including Vermont and Ma-sachusetts,- have developed
state food policies which recommend, among other changes, estate tax benefits
for farms which are willed to succeeding generations and remain in active farm
production for a certain time period. Vermont is aso considering the feasibility
of exempting the first $10,000 of net business income (including that from a farm)
from taxation. The Massachusetts legislature is considering a bill to value farm
land at its current use for state estate tax purposes.

Other state legislative actions to preserve the family farm include regulation
of corporate farming. Nine States (Iowa, Kansas, Minnesota, Missouri, Nebraska,
North Dakota, Oklahoma, South Dakota, and Wisconsin) have enacted laws in
this area. Kansas was the first to do so in 1931, and North Dakota followed shortly
thereafter. Minnesota was the first State in this decade to regulate corporate
farming It allows only two cOasses of corporations to farm and own agricultural
land. "FAmily farm corporations" must be founded for the purpose of farming,
have none of the stockholders as corporations, and have at least one of the stock-
holders qualify as a Minnesota resident. A corporation which owned land before
the effective date of the law is also permitted to farm in the State.
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In addition, the majority of State have laws attempting to preserve prime
agricultural land. Most accomplish this by alleviating the prolperty tax burden
in one of the three ways: (I) Preferential asse,,ilet, which allows farm lad to
be assessed at. its current u e, not at. it% market value; (2) deferred taxation, which
allows land to be assessed at it, current use value, but which provides thut if
farmi land is used for developmwnt, unpaid taxes on the value are recaptured;
aid (3) restrictive agreelents, % hich allow state and local governments to nego-

tiate with a landowner to restrict development in exchange for a tax preference.
At least eleven States have preferential assessment laws, althou gh re(quireients

vury with each State. At leiait twenty-three States have deferred taxation lawn,
while another eleven States have restrictive agreements. Still other States are
considering the use of development rights and easements, while the Califurnia
legislature is also considering a bill to establish an Agricultural Resotirces Board
to have final authority over the State's prime agriculture land.

The Minnesota legislature enacted the "(,reei Acres" law, which allows farmer
toi maintain their land for agricultural use even though surrounding liind may
he developed. If the land is sold or converted to a higher utse, then the tax dif-
fer,.ntial must be paid.

The Minnesota legislature Is also concerned about encouraging young farmers
t4) enter and remain in agriculture. A recently-enacAed piece of legislation will assist
young farmers to obtain credit for acquiring farm real estate. Under thins bill,
eli gible persons could receive low-interest loans for ten years, with an option to
renew for an additional ten years. To be eligible, applicants must reside in Min-
nesota or Intend to reside there, have a net worth of less than $50,000, )urchaso
and u"se land for agriculture only, and be trained or experienced in the type of
agriculture for which the loan is requested.

State actions to preserve the family farm and Its accompanying agricultural
land will not be successful, however, while the federal estate tax implosci stch an
exorbitant burden on the small farmer and heirs to farm property.

Therefore, NCSJ4 recommends that, first of all, the exemption level be increased
to $200,000 for all estates. With the current rate of inflation, an exemption of at
least $190,000 would be necessary to equal the purchasing power of the $60,000
exemption enacted In 1942. Examples abound of how farm land purchased in the
1940's at $50 per acre In now worth $1,000 or more per acre. The antiquated
exemeption of $60,000 is not substantial enough to ease the tax burden on art heir.

Second, the marital deduction for all estates should be increased from the
resentt 50% of the adjusted gross estate to $100,000 plus that 50% rate. Changes

in this provision are necessary to recognize the partnership which exists between
husband and wife and to alleviate the discrimination against women which currently
existLs in the estate tax laws.

And third, NCSL recommends that farm land should be assessed at its value
for current agricultural use, and not at its market value. By including this pro-
vision, an heir to farm property located in areas pre.;ured by development will
not be forced to sell land that he/she wishes to keep in agricultural production.
NCSl also supports a provision stipulating that and assessed at its current
use value he kept in that use for at least five years prior to and five years following
the owner's death. Then, if the land is converted to development or sold, the
market value assessment would be invoked.

In summary, a combined state and federal effort is needed to maintain the
viability of the family farm and to insure that prime agricultural land is preserved
for the food production so essential to the American consumer and our foreign
customeers. The Staites have realized their role in rectifying the problem, but state
actions will be greatly overwhelmed unless federal estate tax laws are changed-
and changed soon.

Thank you, Mr. Chairman, for this opportunity to recommend legislation to
ease the burden of federal estate taxes on those who inherit small farms and
businesses.

Senator MONDALE. Next we have a panel consisting of Mr. Harry
Austin, president, Smaller Manufacturers Council, accompanied by
Mr. James D. "Mike" McKevitt, Washington Counsel, National
Federation of Independent Business.

Mr. James P. Wicker, Small Business Council, Minneapolis and
St. Paul Chambers of Commerce.
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I ask this panel what I have asked previously; namely, that you
try to keep your statemenLts to 5 minutes so that the committee can
ask questions. We will start with \Mr. Austin.

STATEMENT OP JAMES D. "MIKE" XcKEVITT, WASHINGTON COUN.
SEL, NATIONAL FEDERATION OF INDEPENDENT BUSINESS

Mr. McKEviTr. Mr. Chairman, nw name is Mike McKevitt. I
would like to introduce and give somewbrief history.

I formerly served a-4 a member of the louqe Small Business Coin-
mittee. Sine I have departed from Government I began to serve as
Washington Counsel for the National Feleration or IlndependentBusitues. .

I will not read iy statement. I would like to point out the fart
that in the litst year the various independent small business asisocia-
tions have cone together, have worked their tails off to develop a
sniall business tax reform package that would insure the continued
independence of the small business community, provide incentives for
its future growth and simplify the heavy administrative and paperwork
lurlen it faces in the area of taxes. That package has now been intro-
duced in the Senate by Senator Gaylord Nei son as S. 3397 and in
the House by Congre.sman Evins and Congressman Conte as H.R.
1:1687. We are anxious that this proposal be studied carefully so that
the smIall business community can begin receiving the meaningful tax
relief it deserve'Q.

The list of members and employees are set forth in the statement.
The thing I want to point out, as Senator llumphrey pointed (t

to us this last week, the small stores, and farmers, are starting to come
together as well.

Mr. Harris Austin is president of the Smaller Manufacturers
Council. lie is also a member of the national Federation of Inde-
pendent Business. lie aLso runs a business in Mars, Pa. I think this
story is of the greatest interest in the problem he faces uinless he sees
relief, and people like him, in this particular problem and, therefore, I
would like to introduce Mir. Harry Austin for his statement to you.

Senator MONDALE. Thank you, Mr. McKevitt.
May I say many of us view'this growing alliance with great interest.

STATEMENT OF HARRY AUSTIN, PRESIDENT, SMALLER MANUFAC-
TURERS COUNCIL

Mlr. AUSTIN. Thank you, Mr. Chairman.
I have a prepared statement here that I would like to submit for

the record.
Senator .\ONDALE. Very well.
Mr. AUSTIN. I would like to tell you the story as far as I personally

am concerned. The Jamnes Austin' Co. was founded by my grand-
father. I am a third generation. We were founded in 1889. We now
have 154 employees and our plant is located in Mars, Pa., which is a
small rural community of 1,400 population in western Pennsylvania.

We manufacture household cleamng needs, products, and our com-
petitors are Clorox Chemicals, Proctor & Gamble, and a few of the
other big ones. We have had a hard time staying alive in this corn-
petitive world.
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Ten years ago our sales were a million dollars, after 08 year. of
hard labor on the part of my grandfather, my father, and myself. At
that time I made the decision to get into manufacturing our own
containers. This involved me going in hock for $500,000 for two
molding machines, and subs.eqltently we have added two additional
machines and a building to house them in, and right now I owe about
$1 million and I guess if that is any consequence, hopefully in 8 years,
why, I will be out of hock.

In the last 10 years, therefore, we have increased our employment
from 35 persons to 154. We tare now the lifeblood of that small rural
coil1)unity of Mars, Pa. And in addition to trying to meet the
obligations of financing this e(juipment and staying ahead of ..ales,
and juggling all the other ball ln rc'-pect to employees and so forth, I
have had the horrible situation of finding my estate increasing in
value as 1 progressively increase the sales of 'this business from $1
million 10 years ago to $7 million today.

Interestingly enough, as I sit down with these estate planners once
a year and I do have good tax advice, and this year they have sug-
gested another $200,000 worth of life insurance, and I hear it men-
tioned today rather than $100,000 worth of life insurance might be
$3,500 to $6,000. For the benefit of the Senate here, 1 just brought
$200,000 worth of life insurance and 1 am in darn goo(d health and I
am 60 years of age, and it, costs me $5.700 per $100,000.

I do not take a big salary out of my business because I have obli-
gations. Another interesting thing has happened in the years I
progressed in this business. 'Ihat is, many of the national firms now are
showing interest in ,Janws Austin antd want to buy uIs out, and they all
talk about a tax free exchange of stocks. You give me your stock,
Harry, anti I give you our stock and you are home free tnd you are
independently wealthy.

This just cuts me right to the core. llere I am with 154 people I am
in love with and built my business that are the backbone of Harry
Austin's very existence, amidl these national firms want us to sell out
to them and we know what they want, they want to take our brands,
put them in their plant-, sell off the assets fn Mars, Pa., and down the
tube goes that little village in which we are such a viable force. So,
gentlemen, that is my statement. I think it, is a good one. I think y )it
are looking at the very thing that we have been talking about till
morning here. The farmer or the small businessman has the same
problem.

''hank you very much.
Senator MONDALE. Thank you very much.
Mr. Wicker.

STATE OF 1AMES P. WICKER, SMALL BUSINESS COUNCIL,
MINNEAPOLIS AND ST. PAUL CHAMBERS OF COMMERCE

Mr. WICKER. Thank you, Mr. Chairman and members of the Com-
mittee.

I would like to also ask that my written statement be entered on the
record.

Senator MONDALE. It will be made a part of the record.
Mr. WICKER. I am presenting this statement on Federal estate and

gift taxes on behalf of the Greater Minneapolis Chamber of Commerce
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Still Buiutes Conittee and the St. Paul Area Chamber of ('oIl-
m,rve Small Business ('ouncil.

'l'h(';e organizations re resen t approximately, 5,000 small businesses
in the State of 'Minnesota. As you know, small business are a vital
part of Ameri'a 's economic future. They presently employ about 60
l)ercent of our work force and aggregate in number 95 percent of the
busjne,.s, in this country.

One of the small hullsine-s communities most pressing problems is in
providing for the continuity of those businesses from generation to
generate iol.

It ,.hmild be recognized that estates of small business owners often
differ from other estates. Assets are not readily marketable and sale
may be forced during depressed economic coiitliions with resultant.
losses. Also, the value of a small business may deteriorate dramatically
upon tle death of an owner whose leadership was a prime ingredient.
in the ucce's of the copialny.

Moreover, the traditional methods of valuing business do nuot,
always apply to small bIsines. All too often it is necessary to sell the
business, to pay estate taxes. These forces lead to the decreased compe-
tition and les motivation to te entrepreneur to start and nurture a
new huwiness.. We in Minnesota cannot imagine what the Minnesota
economy wold be like without such businesses as Data Control,
M innesilta Mining and Manufacturing Co., and many other businesses
which just a few years ago were themselves small fiusiness, s.

For these reasons the small business committee of the Minne-
apolis and St. Patl ('hambors of Commerce recommend that the
Senate Finance Committee consider the following changes:

First: Increase the estate tax exemption. We have heard a great.
deal today about what the estate tax exemption was worth in 1942
and varioun proposals to increase the estate exemption. We wish
that the committee would favorably consider Senator Mondale's
proposal to increased the estate tax exemption from $60,000 up to
$100.000.

For the reasons cited above with respect to the estate of small busi-
nessmen, we also urge the committee to favorably consider Senator
Nelson's proposal to increase the gift tax exeCptiofn from $30,000 to
$60,000.

At the present time estate taxes must be paid within 9 months after
the (late of death. In certain circtmstaAces if an estate is composed
of various assets that. period van be extended for 12 months.

If the decedent's estate can prove undue hardship or the estate in-
cludes a farm or small business, which amounts to a significant )art
of the estate, an additional 10-year period can be gained ih which to
pay the estate tax.

We belive this provision should be liberalized so simple hardship
would allow the estate tax to be paid over a 10-year period.

I think in this connection it goes without saying that the interest
rates on such deferred payments have to be more realistic. Up until
the end of February 1976, the interest rate on such deferred pay-
ments was 9 )ercent. At the present time it is 7 percent. I think
interest rates like this in connection with the 10-year payout of estate
tax is like telling one's child they can use the car for the junior prom
but they have to be home at 9 o'clock.

We think a rate of 4 percent is more realistic.
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Furthermore, we believe that the definition of small businesses
which would automatically qualify for the 10-year payout should be
liberalized. At tile present time one has to have less than 10 share-
holders to qualify as a small business, together with another definition.
Many businesses have more than 10 shareholders.

Minnesota has recently enacted legislation which reduces the im-
pact of inheritance taxes by modifications including an increase of
the inheritance tax exemption. We feel that our Stute's willingness
to respond to tile inequities created for the small business owner by
inflation should lead tile way to iniproved Federal legislation.

Thank you very much for ihe opportunity to present this testimony.
Senator MONDAILE. 'Thank you, very inuch, Mr. Wicker.
.\r. Austin, I missed part of your testimony. You have a business

with 125 employees?
Mr. AusTi.X. 154, Senator.
Senator MON\1 ALC. What do you produce?
.fr. AuSTi.. We produce house-cleaning needs products, household

bleach, ammonia.
Senator MONDALE. Did you start that business?
Mr. AUsTiN.. Third generation.
Senator .MoxDAL. That has been in this community all those

years?
Mr. AUSTI N. No; that has been in the last 25 years. Prior to that in

the city of Pittsburgh.
Senitor MONDALE. I don't know if you want to say, but what is

the estimated worth of that business, the economic value? You may
not want to give that figure.

What I an getting at is this: What is small? I like the idea of the
credit--

Mr. AUSTIN. This is tough.
Senator MONDALE. I like the idea of the credit because it may be

that we can use the same money and get a lot more relief for small
busine ses. But there are a lot of businesses, which, like economically
viable farms are more expensive than a lot of people realize. Just to
make a good living off of a farm in Minnesota, according to Mr. Wilson,
is a $700,000 or $800,000 farm.

Similarly, a small business, to be effective, to really compete, may
have to be a lot larger than a lot of people realize.

That is a tough question, what is small. And I think maybe your
business is a good examl e of that.

Mr. AUsTIN. I think it is a darn good example. We are operating,
of course, as I explained to your committee, our competition is Procter
& Gamble and we have a little plant but our plant is 78,000 square
feet.

The ap)raised valuation for insurance purposes is $15 per square
foot, which puLs the plant well over a million dollars. I have got
$1% million worth of equipment out there. And this just gives you
$2% million now for an operation such as ours in order to employ 154
persons.

Senator MONDALE. If you weren't at about that size you couldn't
coinpjete, could you?M r. AUSTl. No, sir, I could not. As I explained earlier, our size
after 60 some years in business only grew 1,100,000 in size. Now we
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are at 7 million and that has only happened in the last 10 years, since
I put the equipment iii and fince I expanded the physical plant.

Senator MONDALE. Now you could sell if you wanted to, couldn't
you, to Proctor & Gamble?

Mr. AUSTIN. I could sell tomorrow with an exchange, a free ex-
change of stock, tax free.

Senator MONDALE. And then you wouldn't have to worry about
liquidity.

Mr. AUSTIN. I would be a millionaire.
Senator MOXDALE. Right now. You wouldn't have to worry about

liquidity.
Mr. AUsTIN. No, %ir.
Senator MONDAIE. Let somebody el.,e worry about that.
Mr. Aus.rix. True, true.
Senator MONDALE. 'I'hen thi,i b1IiIe,. would no longer be owned by

you or someone in the community. It would be owned by an absenti,
corporation.

Mr. Aus'ri.I. I don't think the business would exist. I don't think
the buyer would operate that plant in Mars, Pa.

Senator MONDALE. What he would do is just take your goodl will
and your name.

Mr. AUSrIN. He would take our name, good will, and otr brund.
We have certain franchises with supermarkets within a 5(00-11ile
radius of Pittsburgh. Procter & Gamble would move it down to Cin-
cinnati and put the brands in down there and close the facility up.
I know he would, that is the reason I am hanging on, sir.

Senator MONDALE. I think your rase can be repeated by the
thousands.

Mr. AUSTIN. Ye!4; it could.
Senator MONDALE. So that this underscores the importance of this

reform if we want competitive business in this country.
Mr. AUSTIN. Yes; I think we represent the crossroads of the United

States. You find this in any small business.
Senator MONDALE. We had a similar witness before us representing

a profitable but small newspaper in Mankato. It is independently and
locally owned. He is going through the same thing you are. There are
all kinds of chains that would like to buy him tip.

He can get stock for his newspaper and do very well by himself
and his family, and avoid the liquidity problems at estate tax time.
Of course, one of the factors lie has to loo at is the cost of that estate
tax.

Mr. AUSTIN. That is right, true.
Senator MONDALE. There you have a competitive bu-ine-s, you

also have independent editorials and news operations which ought
to be an important objective in American life.

Mr. AUSTIN. Yes.
Mr. McKEvvrr. You also have jobs involved. Small business is

labor intensive. When you are starting to wipe out the small groups
you are wiping out a lot of jobs. These are the ones that make the
callback as far as the jobs are concerned.

Senator MONDALE. Mir. Wicker, you are an accountant, are you not?
Mr. WicxzR. Yes; I am.
Senator MONDALE. Would you say that Mr. Austin's testimony is

- typical of the situation that many businesses face?
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Mr. WIcKERt. Very definitely. I can give you many example. ill
Minnesota both through tie . inneapolis Chali ber of ('omuawrce, alko
through my professional life where this is true. I think it is particularly
true in the case of small business becattse success often conies, rapid
success often comes in the later years. What I am saying, a man can
start out a small business and just make it by for 10, 15, 20 years,
and all at once through inflation, through a change of technology or
whatever, the idea will catch on and alI at once it is a good-sizedl
bu,-iness, a very profitable business, and a very valuable huqaule.-, 111(d
it is not the sort of thing that you can plan over a long period of time
to buy insurance to cover the estate tax.

All at once, at age 55 or 60, the man is faced with the pos, ibility of
a horrendous estate tax. 'here is no practical alternative but to
dipose of the business.

Senator MONDALE. How do you counsel your clients who are in
Mr. Austin's position? Do you tell them to take out life iuworaaiee
or what?

Mr. WICKER. Well, it. i a long process, a very complex process. It
first depends on, whether the individual has in mind keeping the busi-
ness in his family passing it on to a daughter or son-in-law or son, or
some very close business associates. In cases such as this it would
involve insurance, it would involve lifetime gifts, it would involve
very careful construction of the capital structure of the company
between voting stock and nonvoting stock.

In many cases the businessman does not want to pass it on to
heirs, either, because he doesn't have heirs that are interesed in the
business or he has learned through a lifetime it is not probably worth
it. In those cases the practical solution is to sell the business or
exchange the stock for stock of another company.

Senator MONDALE. It is your testimony that the present estate
tax in many cases might tilt toward selling out?

Mr. WICKER. Very definitely.
Senator MONDALE. &o that reform is needed to help encourage the

continuation of local ownership?
Mr. WICKER. Very definitely.
Senator MONDALE. Senator Hansen.
Senator HANSEN. I don't have any questions. I think the panel made

some very good points, and you have underscored them very well.
Senator MONDALE. Thank you very much for an excellent. state-

ment. We are most grateful.
(The prepared statements of the preceding panel follow. Oral

testimony continues on p. 841

PREPARED STATEMENT OF JAMES D. "MIKE" McKFviTT, WAsIINGTON COUNSEL,
NATIONAL FEDERATION OF INDEPENDENT BUSINESS

Mr. Chairman Members of the Committee, I am Mike McKevitt, Washington
Counsel to the Ntational Federation of Independent Business (NFIB). It is a
distinct honor for me to appear here today to brief you on some recent, important
developments within the small business community.

When I served in the House and in particular, as a member of the House Small
Business Committee, I became very concerned about the fragmented effort made
by this important sector and asked many times why the nation's small business
associations could not agree upon a common position and then take it forcefully
before the Congress. As it turned out there were many reasons for this, but I am
delighted to be able to tell you that this important sector of the American economy
seems to be on its way towards developing a united voice on the serious issues
that confront it.

76 -04(f--76o---
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i)uring 1975 eight small and independent business associations representing
over half a million American firms and millions of American workers came together
to discuss effective small business tax reform. These organizations are truly
re)restntative of the US. small business community and include: Membere

Independent Business As.ociation of Wisconsin------------------. 200
National Association of Small Business Investi.,ent Companies --------- 350
Smaller Manufacturers Council of Pittsburgh------------------ 600
Council of Smaller E.nterprises of Clcveland ( 18-25,000 employees) --- 800
Smaller Ilusiness Association of New E',ngland (40,000 employees).....- 1,200
National Small Business Association (500,000 employees)-------------40, 000
Natlon:al Federation of Independent Business (3,345,601 employees)... 440, 000
National Business I.ague ------------ -------------------------- 5, 000

Over the last eight months all of these groups have worked closely together to
develop a small business tax reform package that would insure the continued
independence of the small business community, provide incentives for its future
growth and simplify the heavy administative und paperwork burden it face In
the area of taxes. That package has now been introducedin the Senate by Senator
Gaylord Nelson aq S. 3397 and in the House by Congressman Evins and ongre-
man Conte as I IIt 13'087. We are anxious that this proposal be studied carefully
so that the small business community can begin receiving the meaningful tax relief
it deserves

The first section of our tax package deals with estate and gift taxes-changes
in the Internal Revenue (ode that we believe are essential for continued small
bw4ines independence. Harry G. Austin, Jr President of the Smaller Mann-
facturers Council (SMC) and President of the James Austin Company is here with
me to testify about is importance to small business.

PREPARED STATEMENT OF HARRY G. AUSTIN, JR., PRESIDENT OF THE SMALLER
.\I..'FACTUnIItus COUtNCIL AND PRESIDENT OF THE JAMES AusTiN Co.

Mr. Chairman, thank you for this opportunity to testify before the Committee
on Finance of the United States Senate for these hearings on estate and gift taxes.

I am Harry G. Austin, Jr., President of the Smaller Manufacturers Council
and third generation President of the James Austin Company. The Austin Com.
tianiy was formed in 1889 and since that time has been a family owned and operated

My purpose here is not to ask for preferential treatment, but to have you
recognize our unique problems and the desirability of nurturing the small business
community as both a mainstay of our economy and the major hnpe for future
economfe growth and development. Some of the problems of the small and inde-
pendent business community are intensified by the operation of the estate and gift
tax laws.

The estate and gift tax sections of the Internal Revenue Code have not been
overhauled in over 20 years. Inflation and other circumstances have eroded many
of the mitigating sections of the Code since then. We are concerned with a number
(of issues.

1. Amount of exemption from tax (Sections 2052 and 2521).
2. Rates of tax (Se4ctions 2001 and 2502).
3. Stock redemptions to pay death taxes (Section 303).
4. Transfer of Business Interests at death (Proposed new Section 2057).
Before we discuss the specifics, I would like to cite an example. The following is

an actual case with circumstances changed sufficiently to protect the anonymity of
the taxpayers. It will give you some example of the real problems confronting a
small business. It will be obvious how the present estate and gift tax laws have
intensified a very difficult set of circumstances.

CASE STUDY

Mr. A establishedd X Company some years ago. Business prospered and Mr. A
took in a partner, Mr. B. When X Company was incorporated, Mr. A received
62% of the shares of X Corp., Mr. B received 25% and members of Mr. A's
family received the remaining 13% of the shares. Mr. A's investment was $25,000.
The Company happens to he in a service business but the same circumstances
apply to companies in wholesale, manufacturing and retail. Because of his skill
and a good product, the company's growth has leen rapid. Since X Corp. cannot
raise equity capital and is limited as to the amount X Corp. can borrow, growth
must be financed through retention of earnings.
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It 1973, X Corp's wiLtmt were deployed toward a plan for growth. No excess
resources sire available. As4 Mr. A said, "You either grow or go". Mr. A's two
children 8 and I) have become active in the business and are the owners of thle
remaining 13% of stock referred to above. Mr. B is sickly, but still actively con.
triluting to the business. Unexpectedly, Mr. A dies, party as a result of overwork
to inaplement the expansion plan.

lawyers and accountants arrive on the scene. The outline of his estate is at-
tached'as Exhibit A. Mr. A's shares in X Corp. are valued at $27,000. The estate
taxes and administration of the estate plus liabilities total $125,919. As Is evident
there is a severe liquidity problem. Mr. A's estate can (nly raise $58,600. Where
will the rest come from? Soime can be raised through the operation of Section 303
by effecting a partial redemption of the stock. Some can be deferred through an
extension of time using Section 6166, but this carries with it a substantial interest
rate. The beneficiaries (if the estate can try to raise cash.

Finally the money is raised. Everything in sight is pledged. All parties are
nervous because the estate is subject to an audit. In 1974, the 25% shareholder
dies. lis estate's problems are as horrendous as Mr. A's, but will not be dletalled
here. The business is virtually tt a standstill. Fortunately, the son S proves to be
an able administrator, but the problems of the estate ha've been a major distrac-
tion. As part of the growth program X Corp. Is offered chances to acquire two
small businesses at a good price. Because of the valuation question pending before
the Internal Revenue Service and that of Mr. B, the corporation is advised to
wait for the audit of the estate to determine the value of the corporation for
estate tax purposes.

Finally, in 1975, the Internal Revenue Service arrives and proposes to value
Mr. A's' shares at $2,000,000. This would Increase the federal estate tax by
$221,000! In a panic, the shareholders attempt to sell out. The, find that they are
lucky if they could receive half of the Internal Revenue Service's valuation.
Further, all offers involve consolidating X Corp.s business into a larger business
with a resulting loss of 75 jobs. The remaining jobs would require relocation.
After much negotiation, the valuation of Mr. A s shares is set at $1,000,000.
Even at that, the additional federal estate tax is over $47,000

Estate tax considerations have paralyzed the business for almost two years.
The $60,000 exemption and the high rates of tax have almost caused a Niusineqm
and 75 jobs to disappear. X Corp. and A's beneficiaries have been forced to borrow
in excess of the limits dictated by prudence. The Com any is not able to redeem
the shares of the 25% shareholder. No one knows how Ktr." B's estate can meet its
death tax requirement. The 25% minority interest is of little value on the market,
but will be given some reasonably substantial value for death taxes.

Senator Nelson of Wisconsin, the Chairman of the Select Senate Committee on
Small Business says, "The (federal estate) tax literally is forcing the small operator
to sell out or to merge with the giant corporation. It has become in effect, a cancer
in American Society, eating away at the vitals of local economies and sapping the
energies of economic growth." In this case, the cancer was very nearly terminal.

The specifics of our pro )osals to alleviate some of this burden follows. The
actual language of our proposed legislation is included as Exhibits B through E.
Amount of exemption

At present, the first $60,000 of assets are exempt from taxation in an estate.
The last time any change was made in this exemption was in 1942. According to
the Wall Street Journal, the inflation corrected equivalent is $210,000. According
to the Joint Economic Committee, the percentage inflation from 1942 to 1975
wts 289.3%. Today's equivalent of 1942's $60,000 under this formula is $173,600.

Thus the-estate of the man who purchased a home in 1940 for $20,000 that is
now worth $60,000, could be at the threshhold of estate taxation. This is absurd.
He will surely have some other assets which will be subject to tax.

Numerous'Senators and Congressmen have made various proposals to increase
the estate tax exemption. These range from $120,000 to over $250,000. It is
evident that some increase in some form is essential.

In light of all of the above, we suggest that $180,000 is a reasonable figure to
exempt from federal estate taxation. As an integral part of that, we recommend
the estate tax's relation to the gift tax be continued. This would increase the
specific exemption to $90,000 and the annual exclusion to $9,000 per donee.
Rates of lax

In the same manner that inflation has eroded the exemptions, the graduated
structure of the tax is also too burdensome. Our proposal is as follows:
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Tax rate (percent)
Taxable estate Preseqt Proposed

Oto $,000 ............... ................................................... 3 5

S 0 to 110 o000 ............................................ 
. . . .............. 2 2 5

0,0DD to i 00 .............................................................. 5
O . to $ 00 ............................................................. 14 53 .000 to 540.00 ................... .......... ...................... ........ lIs 5

A,00o to $ 000 ......................................................... 22 5
oo to ........00 ..... . . ........................................... 26 to

Sto O .......... .............. 21 10lob,1006 to I10,0 . . . ... . . ...................... ....... . ......... 30 is
!50.000 to M .o ........................... .................................. 30 20

o t 50 0.oo ........................................... 30 2
$50000 to ID4000 ......................................... 32 35A Do0 to 550)Aoo ....... :............ ........................................ 32 30
M5¢000 to iiisiOO0 .......... ........... .............................. 35 30

$600.000 to 1750 o ..... ....... ......... .. . ........ 35 35
$750,060 t 1 00 .. ... ..... 3,............. . ....... M,5
Over $1,000.000 no change from present 1 tes ...............................................................

Gift tax rates- are presently 75% of estate taxes. We propose this ratio be main-
tained.
Stock redemptions to pay death taxes

Under present law continued in Section 303 of the Internal Revenue Code,
some stock may be redeemed to pay death taxes if the shares of that stock art, a
major asset of the estate. The distribution is not treated as a dividend and the
stepped-up basis results in no capital gains tax. This is an excellent opportunity
to save a closely held business from extinction through merger of liquidatiln toi
pay estate taxes. The problem is that the limitations are too onerous. The stock
must represent more than 35% of the gross estate or more than 50% of the taxable
estate of the decedent. We suggest these percentages be liberalized to more than
20% of the value of the gross estate or more than 40% of the taxable estate of the
decedent.
Transfer of business interest at death

The average small business uses all its liquid resources to buy equipment,
pay payroll and taxes. When a major shareholder-employee dies, there is frequently
not enough cash available to effectuate a 303 redemption. Creditors are less anxious
to extend credit and customers are wary of new management. What do you do in
a case like this? Probably sell or liquidate. To relieve this impossible situation, we
propose that the estate be allowed an optional basis for eligible stock equal to
the decedent's basis. Thus, the beneficiaries would receive the stock at the old
basis and the death taxes would be paid on that basis. When the business was
sold or liquidated, the beneficiaries would pay a capital gains tax calculated on
the decedent's basis.

We propose eligibility requirement be the saml'Eas Section 303 requirements.
The business could survive, death taxes would not strangle and ultimately the
federal government would get its taxes at the time money is available to pay the
taxes.

CONCLUSION

Every year small businesses are strangled by the onerous burdens of deatb
taxes. In some cases, the beneficiaries have to pledge or sell their own wssetus to
retain the family business. In other cases, the businesses have to be-sold at di.-
tressed prices. this should not be the result of years of hard work, nor should
our tax laws be structured to crush the small business. Our economy suffers. The
famed American technology superiority is eroded, and we end up encouraging
f eople to take the "safe" route and work for some impersonal monolithic giant.
nthe forest, new trees must spring up from acorns or the forest will soon be

destroyed. So, too, in our economy, we must encourage the development of new
business.
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Case study of the liquidity needs of the estate of Mr. A

Total e.-tate assets:
Liquid:

Life insurance ------------------------------------------- $50, 000
('ash and securities------------------------------------5, 600

Total------------------------------------------..... 55, 600

To be liquidated: car-----------------------------------. 3, 000

Total ------------------------------------------------ 58,600

N,,t liquidated:
Business-------------------------------------........527, 000
Home ------------------------------------------------- 55, 000

Total ----------------------------------------------- 582, 000

Total estate assets ------------------------------------ 640, 600

(ross estate: Total estate assets ---------------------------------- 640, 600

Lia abilities:
Notes payable- ------------------------------------------ 3, 000
M-rtgages ------------------------------------------------- 2, 000
Last expenses ---------------------------------------------- 3, 000
Other ----------------------------------------------------- 5,000

Total ---------------------------------------------------- 13, 000

Gross estate-----------------------------------------------627, 600

Administration costs :
;r,,ss estate ----------------------------------------------- 627, 600

Administration cost at 5 percent- --------------------------- 31,380
Adjusted gross estate:

Gross estate--------------------------------- 627, 600
Deductions: Administration cost- _31,380

Adjusted gross estate---------------------------------- 596, 220

Federal estate tax (F.E.T.) adjusted gross estate with marital deduction- 58, 578
State inheritance tax -------------------------------------------- 22, 961
Liquidity needs: gross estate liabilities ---------------------------- 13, 000

Estate clearance costs:
Administration --------------------------------------------- 31,380
F. E.T.. - - - - -58, 578

- - - - - - - - 22,961

Total ------------------------------------------------ 112,919

LI(Iiidity needs ---- 125, 919
Liquidity availability ----------------------------------------- 58, 600
Liquidity deficit --------------------------------------------- 70, 319
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EXHIBIT B

SLC. 103. Adjustment of Estate Tax Rates.
(a) Section 2052 (relating to the exemption fromt the estate tax) is amended

by striking "$60,000" and by substituting in lieu thereof "$180,000".
(b) Section 2001 (relating to the rate of estate tax) is amended by striking the

rate schedule contained therein and by inserting in lieu thereof the following new
rate schedule:
If the Taxable Estate is:

Not over $50,000
Over $50,000 hut not over $100,000.
Over $100,000 but not over $150,000.-

Over $150,000 but not over $200,000..

Over $200,000 but not over $400,000..

Over $400,000 but not over $600,000..

Over $600,000 but not over $750,000..

Over $750,000
$1,000,000.

Ovir $1,000,000
$1,250,000.

Over $1,250,000
$1,500,000.

Over $1,500,000
$2,000,000.

Over $2,000,000
$2,500,000.

Over $2,500,000
$3,000,000.

Over $3,000,000
$3,500,000.

Over $3,500,000
$4,000,000.

Over $4,000,000
$5,000,000.

Over $5,000,000
$6,000,090.

Over $6,000,000
$7,000,000.

Over $7,000,000
$8,000,000.

Over $8,000,000
$10,000,000.

Over $10,000,000.

but not

but not

but not

but not

but not

but not

but not

but not

but not

but not

but not

but not

but not

over

over

over

over

over

over

over

over

over

over

over

over

over

The ta: hail be:
5 pet of the taxable estate.
$2,500 plus 10 pct of the excess over

$50,000.
$7,500 plus 15 pct of the excess over

$100,000.
$15,000 plus 20 pet of the excesover

$150,000.
$25,000 plis 25 pet of the excess over

$200,000.
$75,000 plus 30 pct of the excess over

$400,000.
$135,000 plus 35 pet of the exce-

over $600,000.
$187,500 plus 37 pet of excess over

$750,000.
$280,000 plus 31) pet of exce, over

$1,000, 000.
$377,500 plus 42 pet of exce-o over

$1,250,000.
$492,500 plus 45 pet of excess over

$1,500,00(1.
$707,500 plus 49 pct of excess over$2,000,000.
$952,500 plus 53 pet of excesq over

$2,500,000.
$1,217.500 plus 56 pet of excess over

$3,000,000.
$1,497,500 plus 59 pet of excess over

$3,500,000.
$1,792,500 plus 63 pet of excess over

$4,000,000.
$2,422,500 plus 67 pet of excess over

$5,000,000.
$3,092,500 plus 70 pet of excess over

$6,000,000.
$3,792,500 plus 73 pet of exccss over

$7,000,000.
$4,522,500 plus 76 pet of excess over

$8,000,000.
$6,042,500 plus 77 pet of excess over

$10,000,000.

EXHIBIT C

Src. 104. Adjustment of Gift Tax Rates.
(a) Subsection 2503(b) (relating to exclusions from gifts) is amended by

striking "$3,000" and by substituting in lieu thereof "$9,000".
(b) Section 2521 (relating to the specific exemption from gift tax) is amended

by striking "$30,000" and by substituting in lieu thereof "$90,000".
(c) Subsection 2502(a) (relating to the rate of gift tax) is amended by striking

the rate schedule contained therein and by substituting in lieu thereof the
following: 1"ATE SCHEDULE'"

"The rate of tax imposed by section 2501 shall be 75% of the rate imposed by
section 2001."

a
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EXHIBIT D

Sr:c. 105. Redemptions of Business Interests to Pay Death Taxes.
(a) Subparagraiphs (A) (i) and (ii) of Subsection 303 (b) (2) (relating to the re-

lationshIp of stock to a decedent's estate' is amended by changing "35 percent"
and "50 percent" to read "20 percent" and "40 percent", respectively.

(b) Subsection 6166(a) (relating to payment of estate tax) is amended by
changing "35 percent" and "50 percent" to read "20 percent" and "40 percent',
respectively. EXHIBIT E

SFc. 107. Transfers of Business Interests at Death.
(a) Chapter 11 of Subchapter A of Subtitle B (relating to estate tax) is amended

by, inserting the following new section:
"SF.c. 2045. Transfers of Business Interests at Death.
In the case of a business interest qualifying under Section 303 or subsection

6166(a) (without regard to this section), if the executor so elects, tile gross
estate shall include the decedent's basis in such business interest rather thamn
the fair market value thereof."

(b) Section 1014 of Subchapter shall be amended by adding at the end thereof
the following new subsection (e):

"(e) The basis of property acquired from a decedent as to which an election
was made pursuant to Section 2045 shall be the decedent's basis in such property."

(c) Paragraph (13) of Section 1223 (which was paragraph (12) prior to re-
designation by Section 10 of this Act) shall be redesignated paragraph (14) and
the following new paragraph (13) shall be inserted:

"(13) In determining the holding period of property the taxpayer acquired from
a decedent its to which an election was made pursuant to Section 2045 to include
only the decedent's basis in his gross estate, there shall be included the period for
which such property was held byl\the decedent."

PREPARED STATEMENT OF JAMES P. WICKfER, REPIMSE.NTING SMALL BusItNE,;sS
COMMIrT f. (tE4TER MINNEAPOLIS CHAMBER OF COMMERCE AND SMAII
BUSINESS doUNCII,, ST. PAUL AREA CHAMBER OF COMMERCE

I am presenting this statement on Federal estate and gift taxes on behalf of
the greater Minneapolis Chamber of Commerce Small Business Committee and
the St. Paul area Chamber of Commerce Small Business Council. These organi-
zations represent approximately 5,000 small businesses in the State of Minnesota.
As you know, small businesses are a vital part of America's economic future. They
presently employ about 60% of our work force and aggregate in number 95/ of
the businesses in this country.

One of the small business communities most pressing problems is in providing
for the continuity of those businesses from generation to generation. The relatively
small estate and gift tax exemptions provided by present law frequently afford
heirs little opportunity to continue operating a company as an independently
owned small business. It should be recognized that estates of small business
owners often differ from other estates. Assets are not readily marketable anad sale
may be forced during depressed economic conditions with resultant losses. Also,
the value of a small business may deteriorate dramatically upon the death of an
owner whose leadership was a prime ingredient in the success of the company.

All too often it is necessary to sell businesses to pay estate taxes. These forced
sales may lead to decreased competition, greater inflationary pricing practices
and, in fact, less motivation for the entreprenuer to maintain a viable entity with
close ties to the community-an entity with a strong sense of civic pride and an
interest in employing its community members. We recommend the Senate Finance
Committee consider the following changes:

INCREASE ESTATE AND GIFT TAX EXEMPTIONS

The original legislation providing exemptions in the determination of estate
and gift taxes was obviously intended to permit taxpayers to accumulate a basic
level of assets which could be conveyed to heirs. That basic level of assets enabled
many smlxll businesses to be passed from generation to generation.

Inflation has eroded purchasing power and substantially increased, in terms of
dollars, the value of businesses.
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We urge the committee to favorably consider Senator Mondale's proposal to
irncrea-e the estate tax exemption from $60,000 to $150,000 (S. 2394) and Senator
Nelsn,'s proposal to increase the gift tax exemption from $30,000 to $60,000(S. 2268 3).

L.I4ERALIZE INSTALLMENT PAYMENTS OF ESTATE TAXES AND EXTENSIONS

Itegulations requiring that a "closely-held corporation" have ten (10) or fewer
sharellders Ixefore being permitted to pay estate taxes in installments should be
amended to permit more shareholders. Many very small busine.ses have more
than ten (10) family shareholders. In some cases owners have been willing to
peMrmit employees to own part of the businesses and have therefore lost the benefit
of the installment payment of estate taxes.

(in-ideration should be given to modifying regulations permitting an extension
(,f time for payment of estate taxes. Currently a 12-month extension is available only
in the case of "undue hardship" or "reasonable cause". Rapid disposition of
illiquid assetc with resultant losses to heirs sometimes results. ' Undue hardship"
provi-ions should be liberalized and extensions of up to 24 months should be
con-idered.

Minuesota has recently enacted legislation which reduces the impact of in-
h'-rittmce taxes by modifications including an increase of the inheritance tax
exem)tion. We feel that our State's willingness to respond to the inequities created
for the mall business owner by inflation should lead the way to improved Federal
legilat ion.

Thank you very much for the opportunity to present this testimony.

(hur next panel consists of Mr. Paul Butler of the American Bankers
Assoiation; Frank Berall, chairman of the Committee on Estate
Gift Tax Reform, and Richard Covery, attorney, with the law firm
of Carter, Iedyard & Milburn. We will take them in that order.

.M1r. Butler.

STATEMENT OF PAUL F. BUTLER, CHAIRMAN, TRUST DIVISION
TAXATION COMMITTEE, THE AMERICAN BANKERS ASSOCIA-
TION, ACCOMPANIED BY RICHARD B. COVEY, CARTER, LEDYARD
& MILBURN

M\1r. BUTLER. Thank "ou, Mr. Chairman.
MIy name is Paul F. butler. I am a member of the Taxation Com-

mittee of the American Bankers Association, representing about 96
percent of the bankers in the United States, and approximately 4,000
of these banks have trust departments, so we have a keen interest in
thi n matter.

I would like to file a broader statement of our commentary on the
broad subject of the estate and gift tax.

Senator MONDALE. This will be made a part of the record.
Mr. BUTLER. Thank you.
I would like to confine mv remarks to just a few of tho.e topics.

fhis commentar - does talk about taxation at death, of gains, genera-
tion-,kipping, unification, marital deduction, but today I would like
to talk about. only rates, exemptions, and aid to the farms and small

We realiz.e tiat you have budgetary problems that you are going to
have to be considering as you move fhere, and you may not be able to
take the steps you would like to because of the restraint on the revenue
posture. However, if .omething isn't (lone you are going to have an
increasing situation of trouble with the smaller estates.

In 1942 when these rates and exemption were set only 2 percent of
the persons who died filed estate tax returns and paid any tax. At the
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rate this is going within 10 years about 15 percent will be paying..Many
bills have been filed about this and you have had a lot of discussion
on it. The American Bankers has been thinking about this for some time
and sometime ago we did advocate that a credit be adopted versus an
exemption, the reason for this being, of course, that the credit does
save taxes in the larger estates, particularly, because it does not oper-
ate as a deduction on the highest rate of tax.

We advanced this several -ears ago. There has been increasing
support for it,. We don't particularly advocate a specific level. We
have been thinking in terms of the credit on the first $100,000 of
taxable estate, but I think this is a question of the revenue that you
wigh to devote to this.

A revenue credit on the first $100,000, for instance, would prob-
ably remove 45 percent of the people who are now filing and paying
estate tax.

We have also turned our attention to the farms and small bu. ine.se.s
and the suggestion that we have made is that there be a partial for-
giveness of the tax resulting from these.

Our proposal in general would be that you follow the format of
section 6166 with some liberalization, and as installments are due that
there be reductions of tax and interest that would be otherwise due.

This percentage we would suggest would increase as time went on,
therefore, there is an incentive to retain the farm.

We also feel strongly about the 4-percent interest rate. We think
it ought to be restored. When the bill was put in to increase thi rate
and made no differentiation, we testified against it. We tried to point
oit that this; would increase the problems and nothing happened.
But we would like to emphasize that is a key part, of our proposal.

And one thing I would like to mention, I hope in the question
period we come to, I would like to question .ome of the figures that
have been put tp here on the charts, particularly the generation
skipping figures. So far as I know, there is no authoritative basis for
the $700 million annual revenue loss.

Perhaps I can say something about that later.

STATEMENT OF FRANK S. BERALL, CHAIRMAN, COMMITTEE ON
ESTATE AND GIFT TAX REFORM, AMERICAN COLLEGE OF PRO-
BATE COUNSEL

Mr. BERALL. Mr. Chairman, members of the coinniittee, my name
is Frank S. Berall. I am a partner in a Hartford, Conmi., law
firm, and I am the chairman of the Estate and Gift Tax Reform Tax
Committee of the American College of Probate Counsel. The Ameri.al
College, who I ain representing here today, is a group of more than
1,700 lawyers, from all over the United State.-, with special expertise
in estate planning and administration. We would like to offer our
aSsistance to you in solving the technical problems of estate and gift
tax reform and in determining how proposals you are considering
will affect probate and estate p inning. We have a written statement,
including a cover letter.

Senator MONDALE. It will be received.
Mr. BERALL. Thank you.
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The statement suggests improvement baied on our knowledge and

experience that we think will make the Federal estate and gift taxes
work better from the viewpoint of the Government, the taxpayer, andthle economy.1 am going to highlight proposals we believe to be of greatest in-
t4,re.st to this committee.

Basically, of course, these are the proposals that deal with the
problems of family farms and small businesses. We agree with the
American Bankers Association and certain other groups that have
testified, that the exemption level is too low at the present $60,000.
'lhe estate tax now affects a great many middle-clss people whom it
was never intended to affect, but we are concerned about the revenue
loss from an increased exemption; therefore, we (10 suggest a credit
against the estate tax due on the first $100,000 of taxable estate.

We think it is very important that the credit be designed so that
gro.s estates of $100,000 or less need not file returns. Otherwise there
are going to be new administrative difficulties and extra costs in
estate ad ministration.

I would like to deal briefly with the liquidity problems of small
farms and busine-ses. We think that these should be handled not by
special treatment for these assets, such as special valuation techniques,
but instead, the provisions we have suggested would avoid the special
treatment which could violate criteria that we believe essential in the
estate tax systems namely, neutrality, uniformity, and equity. We
believe that special provisions would lead to creation of new estate tax
shelters while failing to cope with the liquidity problems of mostilliquidl es tates.

Instead of special provisions we recommend more liberal and objec-
tive .tandards in granting extensions for the payment of Federal estate
taxes under sections 6161 and 6166. Specifically, we think that the
definition of a closely held business that gives to it a 10-year extended
payment of estate tax should be broadened.

We ah-o would change the present discretionary guidelines used by
the Internal Revenue Service to determine whether to grant extensions
to pay the estate tax for 1 year to objective standards, as opposed to
these discretionary standards, so that an extension would be automatic
if the executor files an affidavit that the estate meets the standards.

We would lengthen the 1-year period to 5 years and the 10-year
period for both closely held businesses and hardship extensions to 20
years.

We agree that the interest rate on deferred estate tax payments
under sections 6166, 6163 (that is the section that deals with future
interest.-) and '&ection 6161, should be two-thirds of the rate currently
charged on deficiencies rather than going back to the 4 percent.

Since you are using a flexible rate tied to the prime we think we
should tie into the two-thirds level as it was before last July when it
went up.

In the marital deduction area, we think a ualitative expansion of
the marital deduction would be a great hell) for a number of families
where there are second marriages and children by a fist marriage.
We also think that many problems are caused and marital cjeduc-
tions lost because of the technicalities of the terminable interest rule.

We would eliminate the terminable interest rule, giving the marital
deduction for any life income interest passing to the surviving spouse,
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although at the death of that spouse it passes to others. But the
other side of that coin is the inclusion of the full value of the corpus
in the surviving spouse's estate. The details are in our statement.

With respect to gift tax filing, we urge this committee to eliminate
the extra cost of quarterly filing by returning to the annual filing of
gift tax returns, unless a gift is in excess of $100,000 in a calendar
quarter.

Finally, with respect to the effective dates of any changes that the
Congress should enact in the estate and gift tax laws, particularly
far reaching changes such as dealing with gains at death, gneration
skipping transfers, or unification; we think these should all be pro-
spective, they should not affect previous transfers. If the Congress
decides to do something about gains at death, it should have a new
basis date for all property and a reasonable period should be per-
mitted to amend existing estate plans.

The written statement we have submitted for the record covers
our proposals in detail, along with our transmission letter, which
indicate some background about our organization.

We would like to offer our services to you in drafting estate and
gift tax reform proposals. We are perfectly willing, on a pro bono

asis to be available by long distance phone for consultation or to
come down here to Congres at any time that you would need services
that we can provide.

Thank you very much for the oportunitv to testify.
Senator MONDALE. Thank you, Mr. Berall.
Senator Hansen, did you notice how lucid and talented those

lawyers are? [Laughter.]
I was interested that both organizations, the AB A and the American

College of Probate Counsel recommends the credit rather than the
exemption. And as you know, there are several that are considering
that side that originally talked in terms of the exemption.

I gather what you are getting at is progressivity that the exemption
has with these steep rates and they are very steep, going up to 70-
percent on estate taxes affect the richer estate the more you save
because in effect that exemption comes off the highest bracket or
brackets. But the credit, you take the same amount of loss in revenue
and target it in, give more relief for the same amount for the smaller
businesses and farmers and smaller estates.

Is that essentially-
Mr. BERALL. That is correct, Senator.
Mr. CovEY. What you would get is apparently you are going to

try to tack on the 10612, which means you have revenue problems.
You can't clearly give as much relief as you want to, though.

Senator Hansen has talked about $200,000 as an exemption and
that would cost you $2 billion. I don't think that is realistic. I think
you are going to have to come in considerably lower than that. And
the credit does that more effectively than the exemption does.

Senator MONDALE. Mr. Wicker, would you come back to the
witnes.q table? I want to ask you about that.

What is your view on credits versus exemption?
Mr. WiCKER. At the committee level at the Minneapolis Chamber

and the St. Paul Committee we did not discuss that. After listening
to the testimony today, expressing my own views as a CPA, I certainly
would go along with the credit in lieu of the increased exemption.
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less cost.

Senator MONDAL. Apparently the Small Business Committee
has found we can get more relief, substantially more, for farmer.q
and small businessmen and smaller estates through the credit route
with the same or less overall budgetary impact.

Mr. WICKER. I think it might be similar to what we discui.sed in
Minneapolis in December when you visited our committee, about
phasing in the surtax exemption, larger surtax exemption for all
companies and then phasing it back out again for companies with
larger levels of income.

,senator MONDALE. The corporate income tax.
Mr. WICKER. Yes.
Senator MONDALE. That is what we did. I don't think we phased

it out but in the last go-around on taxes we did reduce by about $7,000
the average corporate tax, which was helpful.

Mr. Berall, I think in your prepared statement you commented
if we changed the marital reduction that would cause massive estate
replanning in this country.

N1r. BERALL. Yes.
Senator MONDALE. With all estate plans, one of the first things, you

do is calculate the marital deduction. If you would change it sub-
stantially, or change it at all, it would require every plan in the
country to be refigured. Is that correct?

Mr. BERALL. That is correct, Senator Mondale. In fact, any of
the major changes, such as those dealing with generation skipping
transfers, unification of the taxes or expansion of the marital deduction
above the pre-aent 50 percent, of adjusted gross estatc are going to
require a considerable amount of extra work and thus legal expense
to a number of people in this country.

Senator MONDALE. I think Senator Kennedy said he was for 100-
percent marital deduction. Wouldn't that be subject to the same
progregsivity argument as the exemption itself?

Mr. BU'TLER. Yes; we have studied that and we feel that unlimited
is not needed. We don't think a $10 million estate should be able to
escape tax completely if it wanted to. By the same token, I think that
most of the very large estates won't do that because you see if you
combine and pospone and put everything into the second estate
then the total tax is going to be larger than if you do make a division
between the two estates, even if you have an unlimited deduction.

Senator MONDALE. Suppo.e you had, say, a $2 million estate andyou could establish that each spouse owned half, approximately, at
the time of the death of the first spouse, there would be a tax on* that
spouse's estate of whatever the rate is against that estate minw; 50
percent, and minus the $60,000 exemption.

Then that is granted to the surviving spouse. Then when the sur-
viving spouse dies, you don't get to carry a credit from the first estate.

Mr. CovzY. You'have pyramided. You than have $500,000 taxable
in the first estate and $1,500,000 in the second. What you have (lone is
get yourself out of tilt. The cheapest tax would have been $1 million in
eael and with the marital gone $500 the first time.

Senator MONDALE. We don't do it that way. So that by however
much the inheritance increases the estate of the surviving spouse,



89

he pays estate tax on the whole thing. He can't agrue well, my
deceased wife's estate paid the tax. lie can't argue that under the
present law.

Mr. BERALL. One of the problems that you have should you go to
an unlimited marital deduction is that in our opinion would tend to
distort the present method of disposing of property whore people
want to take care of their wives and children.

If you enact an unlimited marital without a qualitative expansion
of the marital deduction, it would be possible, for persons who are
interested in saving immediate tax to leave everything to his wife-
Hay in a power of appointment type of trust, or outright, and have no
taxes at his death. Then his wife remarrying after his death could
leave everything to her children by her second husband and the
children of the first marri e would receive nothing.

Senator MONDALE. I thin one suggestion is to leave the 50 percent,
but then add maybe $100,000. Does that make sense?

Mr. BUTLER. tIhat is one way. Our solution would be unlimited up
to $250. If the estate were larger, it would be half the estate.

,Senator MONDALE. I believe
Mr. BUTLER. Either one of those. It would cover the estates up

to $300,000, $300,000 to $400,000, depending on what you take as a
credit, and this is the size of the estate, whether they own farms or
small business which need the protection.

Senator MONDALE. Once again, it targets the relief to the smaller
estates.

Mr. BUTLER. Yes, sir.
,Senator MONDALE. In your argument, if you add 100 percen tyou

think there would be a tendency to slight the children of the first
family?

Mr. BERALL. That is right, Senator. It has been my experience
that unfortunately, too many people who come in for estate planning
work are more concerned with saving taxes than making a sensible
disposition for their family. I try to encourage my clients to decide
what is sensible for their family and then save the taxes, but with an
unlimited marital deduction there would be a great deal of pressure
in the wrong direction and we are quite concerned about second
marriages. This is why we advocate the qualitiative expansion of
the marital deduction so that a person can get a marital deduction
for a life income interest to his wife with the remainder over to the
children of his first marriage. You cannot do that under present
law.

Mr. COVEY. One problem is if you talk about expanding the marital
deduction and you underrevenue constraints you are going to lose
money there, and given the choice between losing money in an un-
limited marital deduction or losing money by means of increased
trade or exemption, I think the choice in my opinion is undeniably
I would much rather lose it in terms of increased credit or increased
exemption than I would increased marital deduction.

Senator MONDALE. That would tend to be the last progressive.
Mr. COVEY. Yes.
Senator MONDALE. You take it off the top bracket.
Mr. COVEY. On limited marital it will cost you about $700 million

per year. That is an awful lot of revenue to lose for that kind of change.
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Senator MONDALE. Now, one final point. This came up in some of
the earlier testimony. About all of us, Ithink, in our different versions
have proposed that farmland be valued for farm purposes. We have
seen this phenomenon in which for estate evaluation purposes this
land in close to urban growth has its value assessed for the highest
market value, which would be clear out of proportion to what its
value is for farm purpose..

You argue that it introduces a complexity into the tax laws which
is tough and difficult to deal with.

Second, I think you argue that it may create an unintended tax
shelter that would entice nonfarm capital into an absentee owenrsbip
of farming, is that correct?

Mr. BERALL. That is right.
Senator MONDALE. Can you give us your argument?
Mr. B ERAL,. Senator, we belie ve that if you come up with a special

valuation method for a given asset, and we thought about this very
carefully before we formulated our position in committee, that special
valuation for farmland or open space or historical sites at its usOe
value, will encourage wealthy investors to come in and buy these
assets for tax shelters.

The recapture provisions that you might have in such a statute.
are not-going to be particularly elective and could be very complex.

We have seen these things work rather poorly in connection with
property tax systems such as Connecticut's and! California's, where
there are use values and recaptures and in neither State has it worked
out staisfactorv. But we believe that instead of giving special treat-
Inent to tb6se assets if you adopt some of the proposals that we have
talked about in connection with liberalization of the deferred payment
provisions of the code, we think that the problem of valuation will
be eased because we are talking about paying out the tax over a 20-
year period. There are several other proposals which we did not dis-
c.uss but which are in our written testimony which I think will also
deal with this problem more adequately ihan something that will
give a new tax shelter.

Senator MONDAE. Does that mean that where they have these
use valuations, people see this as a way of sheltering money at estate
tax time so they will come in and buy land.

Mr. BERALL. I think that would happen, Senator. Prior to 1962
the Federal estate tax did not tax foreign situs real estate. In other
words, if you owned a ranch in Alberta, for example, or a hotel in
the Bahamas, you could completely shelter it from estate tax. Thi.s
shelter wa% closed off in the Revenue Act of 1962. I think you would
be opening a somewhat comparable shelter if you went to use
valuation.

Senator IA.sE.. I would like to ask you, I have been reading about
increasing divorce rates in this country, and one thing and another.
Do you think $700 million is too much to pay to insure the instituion
of marriage?

Mr. CovEy. Yes, I think it is in terms of the estate tax, and if I
have got to use $700 million I will use it in increased credit (lown below.
If the wife gets half and the husband half, I think this is not a bad
arrangement. That is the way the community property States go.

Senator HANSEN. Seriously, assuming Congress wished to increase
the estate tax exemption to $120,000 and used the tax credit device,
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allowing. a credit of $9,500, wouldn't we achieve the same result if we
were to increase the exemption to $120,000 and begin the tax rate at
28 percent.

Mr. COVEY. There are two ways you can handle the problem.
Senator HANSEN. And this would achieve the same end result,

would it?
Mr. CovET. I would point out your figure would be wrong. Your

figure on $120,000 would not be $9,500. When you eliminate the exemp-
tion it would then be the tax on $120,000, which would be $20,700,
plus 30 percent of the additional $20,000. That is the way it works.
So it would be $6,000. It would then be $26,700 would have to be the
credit.

In short, if you are going to the credit approach you have to take
the exemption out to get to that. So if you set your credit level at,$120,000--

Senator hANs N. Yout mean you have to take credit out, you have
to take-exemption out if you want to save the money on tie upper
end to put in the credit end.

Mr. CovEY. That is correct. So if you were trying to have a credit
a ainst tiex on the first $120,000 and you kept your rates the same,
t.at would be today the tax on $120,000 is $20,700. The tax on the
additional $20,000 is $6,000. So you would need a credit of $26,700. All
estates of $120,000 get off that tax roll. You can do it the other way and
keep it and then lower your rates or increase your rates.

Senator HANsEN. Well, you are presuming, I gather in your re-
sponse, that the present $60,000 exemption would be kept in plaw.

Mr. COVEY. No, it would go out. It would go out. You would take
the $60,000 out entirely and would just hive a credit against tax on the
first $100,000, first $120,000. The administration proposal in effect is a
partial exemption, partial credit, because what. the administration (foes,
it, wipes out all rates underneath 30 percent. So by doing it that way the
extra 90 that the administration proposes acts as a tax credit.

Senator HANSEN. Won't the 100 percent marital deduction remove
the present tax incentive to the husband in the common law States to
give his wife some ultimate control over one-half of the estate?

Mr. BERALL. Senator Hansen, I think the way the 100 martial
deduction would probably work under the proposals that I have
studied would be that it would be the same as the 50 percent in that
the wife, assuming no qualitative expansion of the marital deduction,
would still have to have ouitright ownership of the property or the
equivalent, which is the general power of appointment type of trust
that we use todav.

So I don't believe that this would remove it from the wife's control.
In fact, it would put 100 percent of the property into the wife's
control, which is what we are concerned about happening, because we
are concerned about the children ani other beneficiaries.

Senator HA-;%r, N. I don't think I disagree with you. I am wondering
if 3 ou may have misunderstood my question. At least I reached the
same conc usion you have.

Mr. BERALL. I am sorry, perhaps I did misunderstand your question.
Senator IANSE.N. rhank you.
Senator MONDALE. I have been asked by the Small Business

Committee staff to ask Mr. Berall this question.
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Would the argument against use valuation apply with the same
force against a covenant limiting the use of the property legally for
defined purposes in periods of time?

ir. BicRALL. I am afraid they would, Senator.
Again, I hark back to some of the experiences in States such as

Connecticut and California where there have been property tax
reductions based on use valuation, which is the equivalent of a
covenant, and we have elaborate recapture provisions that occur at
different times, say if a sale is made within 10 years. These statutes
just (lid not work out the way they were supposed to work out and we
are quite concerned that this covenant will not succeed in accomplish-
ing what the small business owners would like to accomplish.

Senator MONDALE. Very well. Thank you very much for the most
useful contribution.

(The prepared statement of the preceding panel follows:]
PREPARED STATEMENT OF PAUL F. BUTLER ON BEHALF OF TI1r AMERICAN BANKERS

AssOcIATION

SUMMARY

The ABA recommends that the following three changes in the estate tax law
be added by the Senate to tt.R. 10612:

1. Substituting an estate tax credit for the current $60,000 exemption so as
to remove smaller estates from the estate tax rolls.

2. Granting a partial forgiveness of estate tax plus interest for farmiad-other
small businesses which qualify for the deferred payment of estate tax under
section 6166.

3. Reinstating the 4% interest rate on amounts of estate tax deferred under
section 6166.

In order to qualify for items 2 and 3, the farm or other small business should
constitute at least 65% of the decedent a gross estate reduced by the deductions
allowable under sections 2053 and 2054.

STATEMENT

Mr. Chairman and numbers of this Committee: My name is Paul F. Butler.
I am a member of the Taxation Committee of the Trust Division of the American
Bankers Association and am a Vice President and Associate Counsel of State
Street Bank and Truist Company of Boston. I am accompanied by Richard B.
Covey who is a member of the law firm of Carter, Ledvard & Milburn, New
York'6itv, and acts as special tax counsel to the American hankers Association on
matters affecting trusts and estates. The ABA is an organization composed of about
14,000 banks, or some 96% of the banks in the country. Approximately 4,000 of
the banks exercise fiducinry powers, thus serving their customers as executors
and trustees.

The ABA appreciates the opportunity to testify on the important subject of
estate and gift tax revision, which has received considerable attention in recent
months. Our organization presented testimony on this subject before the Com-
mittee on Ways and Means of the House of Representativei in March of this
year. With your permission, we would like to file with this Committee a Com-
mentary which we have prepared discussing the subject arid suggesting certain
alternatives, if changes are to be. made.

The ABA understands the budgetary problems which confront this Congress.
In the light of these problems, members of this Committee and other members of
the Senate may believe that it is impossible to reduce estate tax revenues as
much as they might otherwise desire bearing in mind what has occurred since the
rates and exemption were last changed in 1942. Since then the estate tax has
affected a steadily increasing percentage of estates. If something is not done to
change the situation, in another 10 years approximately 15% of all decedents will
be paying some federal estate tax. This contrasts with the figure of under 2%
which existed in 1942, when the estate tax was viewed as a rich man's tax. It is
certainly not that today.
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One of the most important issues is whether the current estate tax exemption
of $60,000 should be changed. Many bills have been introduced in the Senate to
increase this amount substantially. One of the ABA alternatives discussed in the
Commentary is the substitution of an estate tax credit for the current exemption.
We were the first organization to suggest this approach and did so before the
House Committee on Ways and Means In its 1973 hearings on estate and gift
tax revision. Since that time many groups and individuals have endorsed an estate
tax credit, which in effect operates as a deduction against a decedent's tax at his
lowest rates rather than at his highest rates, as does the current exemption. The
merit of the credit approach when compared to an increased exemption is that
for the same revenue loss more relief can be given to smaller estates. We believe
that this is desirable as a matter of policy.

The ABA suggests that a step be taken now to eliminate all smaller estates
from the estate tax rolls by changing the current $60,000 exemption to a credit
against the estate tax. The amount of the credit should depend upon what revenue
reduction is deemed acceptable. A majority of the proposals to date have fallen
in the range of the tax on a taxable estate of $100,000 to $200,000.

During the last year the impact of the estate tax on farms and other small
businesses'es has received much attention. This is due in part to the hearings of the
Scinate Select Committee on Small Businem under the Chairmanship of Senator
Nelson dealing with the effect of the estate tax on small businesses. Specifically,
the problem is that the tax payable on the farm or sinall business under current
law is so high that thyn heirs who would like to continue to operate the farm or
htzsine-s are forced to sell it to pay the tax. The problem is it real one and some-
thing should be done about it.

In its commentary, the ABA suggests that partial estate tax forgiveness be
granted to estates consisting of farms or other small businesses which meet the
requirements of section 6160 for a deferred payment of the estate tax. The per-
centage of the forgiveness could be set at any level which is dccmcd desirshle
and under nur proposal would be grated annually against the estate tax and
interest as it is paid in installments. Partial tax forgiveness is similar in effect to
granting a special estate tax credit for farms and other small businesses as has
been suggested by Senators Packwood and Nelson of this Committee. The ABA
favors a return to the 4% interest rate on amounts deferred under section 6166.
In order to qualify for the partial tax forgiveness ajnd the 4% iiteret rate, the
farm or other small business should constitute at least 65(% of the decedent's
gross estate reduced by the allowable deductions under sections 2053 and 2054.

Another way of granting relief to estates consisting of farms which has been
suggested is to value a farm for estate tax purposes as its "farm value" rather
than its fair market value. The ABA considered this approach and rejected it
for two main reasons. First, It would provide relief for farms which would not be
available for other small businesses, and such a distinction was deemed unwise
its a matter of policy. Second, in order to assure that relief is given in only appro-
priate cases, restrictions must be imposed upon the use of the farm valuation.
rhese restrictions, including recapture of the estate tax based on the fair market
value in the event of sale before the passage of some period of time, present a
number of difficult problems, particularly in cases where, as often occurs, all of a
decedent's children are not given the same interest in all estate assets, including
the farm.

Obviously, any estate tax relief given to estates consisting of farms or other
small businesses will reduce estate tax revenue. The amount of the loss depends
upon what type of relief is given. The loss would, however, not be a large per-
centage of the current estate tax revenues because farms and other small businesses
constitute only a small part of the total gross estate figure for all decedents.
Although no figures have been published indicating what percentage of the assets
(if decedents' estates are those qualifying under section 6166, we doubt that the
percentage would be over 10%1,. The total estate tax collections for fiscal 1975
were $4.2 billion. Using this figure and a 10% estimate for section 6166 assets
total tax forgiveness to all such estates would cost only $420 million and 50%
forgiveness would cost $210 million.

There has been talk that any estate tax revision must be balanced in terms of
revenue. We disagree. The inflation which has occurred over the last few decades
has eroded the true value of all estates.
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AMuRICAN BANKERS ASsOCIATION COMMENTARY ON PROPOSED TAX REFORM
AFFECTING ESTATES AND TRUSTS

FOREWORD

During recent years the laws governing the income tax cost basis of a decedent's
assets and various provisions of the estate and gift tax laws, all of which have been
essentially unchanged for many years, have been criticized. Two com prehensive
proposals have been the 1968 Treasury Studies during the Johnson Administration
and the American Law Institute Project published in 1908. The most recent
criticism has been directed at what is regarded as the modest $60,000 estate tax
exemption and high estate tax rates which may force the sale by the decedent's
family of a farm or closely held business. The so-called liquidity problem was
accentuated by the increase in 1975 of the 4% interest rate applicable to estate
tax on farms and closely held business.

Since early 1970 the American Bankers Association (the ABA) has been studying
changes. In 1972 ABA published a Commentary reviewing current law, some
major proposals for change, evaluation of these proposals, and alternatives. This
Commentary modifies iu some respects and expands the 1972 publication.

SUMMARY OF EXEMPTIONS; LEVEL OF TAXATION; FARMS AND CLOSELY H1ELD BUSI-
NESSES COMMENTARY

Current law
Since 1942 the estate and gift tax exemptions of $60,000 and $30,000, respec-

tively, and estate and gift tax rates have remained the-same. The e8tate tax rates
progress rapidly in the lower brackets, reaching 30% at a taxable estate of $100,000

he result has been that over this 34 year period, with continuing inflation, the
estate tax has ceased to be a rich man s tax and now has a significant impact on
estates of the middle class. The tax causes particular hardship for estates with
farms and closely held businesses and in a significant percentage of cases requires
their sale even though family members would like to continue their op-eration.
This result has been criticized with increasing frequency in recent years.
Major proposals for change

Estate tax relief has been proposed in either of two ways, or a combination of
both:

1. Increase the estate tax exemption to a figure in the range of $100,000 to
$200,000:

2. Limit relief to estates with farms and closely held businesses which under
current law are eligible to pay estate tax in ten annual installments. The Adminis-
tration has recently proposed a five year moratorium on the payment of estate
taxes on certain farms and closely held businesses. No interest would be paid
during the five year period. The payment period would be extended from the current
10 year period to 20 years after the endof the moratorium. The special 4% in-
terest rate on deferred estate tax which was increased last Year would be rei,-
stated. Eligibility would be limited to $300,000 of assets, with a dollar for dollar
reduction front $300,000 to $600,000.
ABA evaluation

An increase in the estate tax exemption to a figure in the range of $100,000
to $200,000 would substantially decrease estate tax revenues. The revenue
loss from giving relief only to estates with farms and closely held businesses
would be much smaller. The Administration's proposal is questionable in a num-
ber of respects. A moratorium, which amounts to a five year interest free loan
on the amount of the deferred estate tax, seems unnecessary and will encourage
the continued operation of farms and closely held businesses which cannot survive
economically. An additional 20 year payment period is not needed and would
raise additional complications when one or more of the heirs receiving the property
dies during this period. A dollar for dollar decrease in eligiblity between $300,000
and $600,000 seems too rapid and will operate inequitably when compared with
some cases where the asset has a value under $300,000.
ABA alternative

An increase in the $60,000 e'.emption should not be considered in a vacuum,
but rather as a part of the is.s c whether estate and gift tax revenues should be
increased, decreased or held at approximately the same level. The ABA assumes
that the current level of estate and gift tax will not be significantly decreased.



Based upon this assumption, it believes that the $30,000 gift tax exemption
should be retained, but that the estate tax exemption should be increased to
$70,000 plu that part of the gift tax exemption which is not used during life.
The ABA favors changing the exemption from a deduction, which may be claimed
against a decedent's highest estate tax rates, to & credit against the tax at the
lowest estate tax rate This change will minimise the revenue loe from the
estate t- .-. exemption increase.

The ABA favors relief for farms and closely hold businesses. In ordir to assure
that relief is given only In deserving cases, three additional requirements to the
ones that now exist to qualify for the ten year installment payment provisions
should be imposed, namely, that the farm or closely held business be at least
6.Y of the decedent's adjusted gross estate, that it be owned by the decedent
for at least two years prior to his death and that the heirs continue in the business
as "operators" rather than as "Investors". f these requirements are met, the
interest rate on the estate tax installment payments would be reduced to 4%
and a part of the installment payments of tax and interest would be forgiven.
The forgiveness would be 10% of the first installment and would increase by 5%
for each succeeding installment until it Is 55% for the tenth installment. If the
value of the farm or closely held business exceeds $400,000, the forgiveness per-
centAges would be appropriately reduced.

The ABA recommends other changes which will increase the usefulness of
the Installment payment provisions.

SLuMARY Or BASIS COMMENTART
Current law

Current law providing a step-up of Income tax cost bases of a decedent's
aswts to their market values at death has betn criticized for allowing a permanent
tcape from income tax on appreciation which encouraged investment retention
or "lock-in."
Major propo)als.for change

1. Retain step-up in basis but levy a capital gains tax on appreciation at
death; assess as part of the decedent's final income tax return; and allow the tax
paid as a deduction in computing the estate tax. Usually only appreciation beyond
a current valuation start-up date would be taxed under this type of proposal.

2. End step-up anc carryover the decedent's bases for estate assets, but in-
crvase these bases by the estate tax attributable to the asset's appreciation
element.
AlBA er'aluation

The capital gains tax proposal is undesirable because itN estate tax deductibility
would result in a proportionately lower combined tax on appreciation in larger

tate than in smaller etlates. The aryover basis proposal is objectionable because
of its administrative complexity in allocating basis increases; its unfairness in
giving basis increases to assets which occasioned no estate tax because they
qualified for the marital or charitable deduction; and the lesser hope it offers
for reduced estate tax rates. Both proposals would further complicate the adminis-
tration of estates And increase the "cost of dying" which is high enoughnow.
ABA allernatire

As an alternative, the ABA recommends an additional (or appreciation)
estate tax (AET), which would be a flat rate tax reported in the estate tax return
but have a separate and equivalent exemption (currently $60,000). Since the
AET would not be a deduction against the estate tax, Its tax effect would not be
regressive. It also would be the simplest approach administratively. The AET
rate would be 'et so that the tax paid would be the same as the largest estates
would pay under the capital gains tax proposal while smaller estates would pay
le&Q. Because the ABA considers the current "cost of dying," including state
taxes, high enough, the ABA suggestion of the AET is conditioned upon both
(1) a new cost basis valuation date for all assets in computing the AET, and
(2) a reduction in estate taxes comparable to the projected AET collections.

Thus, the AET would permit lower estate taxes on all estates, and reduce
the "cost of dying" for those estates, usually smaller in size, which contain few
apl)reciated assets
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SUMMARY Of OtWI4EATION4KPIXo COMMRKAar

Current law Imposes a tax on the tr&nder of complete control over property,
but a shift of interests in property without such a change in control is not a taxable
event. A trust embodying a sucoeion of interests lacking the control element
may be Insulated from estate or gift tax for 100 years or more. To thwart this
tax delay, the theory Is espoused that all property should be subject to estate
tax every generation, and that thrusts which do not create taxable interests
In the next generation should bear an added tax burden.
Major propolas for dhange

The 198 Treasury Studies would ssem a tax at 60% of the tranderor's top
rate on any transfer made outright or from a trust to a grandchild or more remote
descendant. The ALl Prolect would not levy an extra tax on outright transfers S
but, wing the same gene approach " the Studies, would do so on thrusts which
may distribute to grandchildren or more remote descendant at a time later than
the deaths of the transferor's children.
ABA evaluation

Both of the above proposals are objectionable. A person should be able to
provide for his family without a tax penalty. Family includes ancestors, spouse,
children, and grandchildren. Outright bequest to grandchildren should not be
penalized, and the tax rate on transfers in trust should not be determined by
reference to the transferor's estate.
ABA alternative

Any change in the taxation of trust transfers should be accomplished In such a
manner that. a person may create a trust having his family-his ancestors,
spouse, children, and grandchildren-as its beneficiaries without the imposition
of an additional transfer tax when compared with current law. The additional
tax should be limited to the long-term trust where the property "vests" in a
person more remote from the transferor than a grandchild or at a time later than
the death of the last living child of the transferor. The tax would be paid from the
trust property and should be determined by inclusion of the trust property in the
transfers of the skipped beneficiary-usuaUy a child of the transferor.

The result of the ABA alternative would be to eliminate the excessive insulation
of trusts from taxation but still permit them to be used in a normal way for the
benefit of a person's Family without a tax penalty.

SUMMARY OF UNIFICATION COMMENTARY
Current law

Current law provides separate tax rate structures for lifetime transfers (gifts)
and transfers at death. Because each tax rate is progressive, a person can incur
gift taxes at relatively low rates and remove property from exposure to higher
estate tax ratWe. Further, the fact that the gift tax is both a deduction in comput-
ing, and a credit against, the estate tax can be deliberately exploited to achieve
substantial tax savings by taxable transfers just before death despite their in-
clusion in the estate.
Major proposals for change

The 1968 Treasury Studies recommend: (1) all transfers should be cumulative
and be subject to one set of tax rates; (2) all lifetime transfers should be increased
for computation purposes by the tax the transfer caused (a "tax on a tax" pro-
cedure called "grossing-up"l; and (3) a change in the law to allow transfers to
escape taxation at death even though control tained so long as a tax was
paid at time of transfer and the property could not be regained by the transferor

- ("the easy-to-complete" transfer rule). Another proposal, which is a "simplified"
unification approach, would retain the dual rate structure but would treat all
transfers after its effective date as cumulative for purposes of determining the
level of the estate tax rate to a pply. The ALI Project took no position on a single
rate structure applicable to all transfers but did say that a condition to such a
change should be a reduction in current estate tax rates.
ABA evaluation

The "grossing-up" concept is unnecessarily complicated and actively discour-
ages lifetime transfers. The "easy-to-complete" theory is no improvement, but
rather a step backward, when compared with current law in terms of certainty of
operation and sound tax policy. The simplified unification proposal has the
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virtue of reducing the tax advantage currently enjoyed by persons able to make
gifts during lifetime, but offers no lowering of estate taxes to those smaller estates
unable to make gifts, which the ALI Project considered the primary justification
for shifting to a single rate schedule.
ABA *e*rsatw

If there is a reduction of estate tax rates, the ABA would not oppose the "simpli-
fBed" unification approach combined with the elimination of the "double deduc-
tIon" for a gift tax paid on a gift in contemplation of death, viz., a gift tax credit
and a deduction in computing the estate tax by in effect allowing a refund of the
gift tax paid on the gift. These changes would both benefit the smaller estates
unable to make gifts and end the tax reduction currently permitted in the case of
deliberate transfers in contemplation of death.

SUMMARY 0? MARITAL DEDUCTION COMMENTARY
Current law

Current law allows property transferred either outright or subject to the
control of a spouse to qualiry~i-:1ieduction against either estate or gift tax.
There are quantitative limits on this deduction which for estate tax is one-half
of the decedent's gross estate after debts and expenses, and for gift tax is one-half
of any qualifying transfer. Both requirements have been criticized; qualitatively-
that the deduction should be available even though the owner spouse retains
control over the ultimate disposition of the property; quantitatively-that all
qualifying property should be able to avoid the estate tax until the death of the
suriving spouse.
Major proposals for change

Proposals for changes in the law in both the Treasury Studies and ALI Project
recommend: (1) no quantitative limit; and (2) a qualitative dilution in that a
transferee spouse would not need to control the property transferred for it to
qualify for the marital deduction but merely have a "current beneficial interest"
an income interest) in the property. Vesting of a succeeding interest In the

property in someone else would occasion a transfer attributed to the transferee
spouse.
ABA evaluation

The ABA opposes an unlimited marital deduction since this could cause unwise
dispositions to achieve a temporary tax advantage at the expense of other family
provisions, and because the ABA thinks it poor tax policy to allow very large
estates to postpone all taxes until the surviving spouse dies.

The ABA believes theproblems presented by the "current beneficial interest"
theory outweigh its benefits.
ABA aliern4tive

The ABA suggests that there be a quantitative change to allow the greater
of $250,000 or one-half of a decedent's gross estate to be eligible for the marital
deduction but that no major qualitative change be made.

COMMENTARY

EXEMPTIONS; LEVEL OF TAXATION; FARMS AND CLOSELY HELD BUSINESSES

Current law
While the estate and gift tax exemptions ($60,000 and $30,000, respectively)

and estate and gift tax rates have remained constant since 1942, inflation has
severely eroded the purchasing power of the dollar. The estate tas has ceased to
be only a rich man's tax and now significantly Impact the middle clas. In man_
cases the family residence alone, although purchased at a modest cost by today a

') standards, will require the filing of a estate tax return. The only relief from its
impact during this 34 year period7ocurred indirectly in 1948 as a result of the
enactment of the marital deduction which permits postponement of the tax -on
50_of an estate until threat othe surviving spouse.

The estate tax reaches a 30% rate at a taxable estate of $100 000 and creates
particular hardship for estates with farms and other closely held businesses.
in some cases a sale is required to pay the tax, even though the decedent's family
would like to continue the, operation of the business. This result has been crit-
icized with increased frequency in recent years.
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Mijor Pr &Is for' chlets
In recent years, and particularly in this Congress, bills have been introduced

to provide estate tax reue. Two major types of changes with signifrantiy dif-
ferent revenue impacts or a combinaUon of both have been proposed:

1. Increase the estate tax exemption. Figures in the range u($100,000 to $.00,000
have frequently been suggested.

2. Restrict the relief to estate* with farms and other closely held businesses.
Some bills would exempt from all tax farms not exceeding a stated value. Other
bills would create a special valuation method for such assets. In order to qualify
the farm or other business would have to be operated by the heirs for a state
period, usually five years, both before and after a decedent's death.
ABA common

Our member banks in farm areas have confirmed the fact that a substantial
number of farm sales are made by estates and that the number has been increasing
in recent years. The primary reason is that the value of farm land has been
increasing rapidly. For example, we have been advised by one of our member
banks that in central Illinois the value of form land has increased by 150% during
the past 18 to 24 months. The most serious cash problem may not be payment
of the estate or death taxes, but rather "buying out" the child or children who
will not continue in the business. When there is a iturviving .epouise, the cash
problem Is less serious because of the availability of the martial deduction which
can reduce the estate tax impact by more than O0%. This problem is often more
difficult for a non-farm closely held business than a farm because sale of the bwl-
nes is more difficult than sale of a farm.

One important question in considering the farm and closely held buiness probe.
1em is In what percentage of cases does a family member desire to continue
the operaUon of the farm or other business. Inquiries directed to some of our
member banks indicate that in a significant number of cases no family member
wants to continue actively in a farm's operation.

The ABA believes that a sound solution to the farm and closely held business
problem should be based upon the following four objectives which are not con-
sistent with each other and must be weighed in terms of their individual
importance:

L. Increasing the ability of family members to retain these assets when they
desire to do so and continue an active participation in the business;

2. Avoiding at tax incentive of such magnitude (a) that "outsiders" will acquire
these assets, (b) that family members will retain assets which should be sold
because they cannot be operated with a reasonable profit, or (e) that provide
unreasonable distinctions In the treatment of different assets, particularly in the
minds of owners of other assets;

3. Minimizing the revenue loss from the tax law changes; and
4. Not further complicating the law.
The first objective does not include cases where the heirs desire to retain the

asset as an investment but not to participate in the active management of the
business. An example of such a case would be wherg the family desires to retain a
farm, but leases the farm to a tenant and does not participate in its management.

A substantial increase in the estate tax exemption would satisfy all of the
objectives except minimizing the revenue loss. An increase in the $60,000 estate
tax exemption to a figure in the $100,000 to $200,000 range would result in a
substantial revenue loss when viewed in terms of estate and gift tax collections of
$4.5 billion during fiscal 1975. Estimates of this loss, based upon estate tax re-
turns filed during 1973, are as follows:
Exemption: Billion.

$100,000-- -- - -- - -$1.0
$120,000 ---------------------------------------------- 1.3
$150,000 --------------------------------------------- . 7
$180,000-------------------------------------2.0
$20000 ---------------------------------------------- 2.1

Losses of this magnitude cannot be offset by any other changes in the estate
and gift tax area except (1) a change in the income tax basis rule (discussed below)
or (2) a significant Increase in estate tax rates in the lower and middle ranges.
Each of these two changes would, however, adversely affect the same estates
Intended to benefit from the increased exemption. This would be particularly
true in the case of farms since their per acre value In early 1975 averaged eleven
times higher than in 1940 and three times higher than in 1960 and since the
average size of farms has more than doubled in the last 25 years.



99

We have assumed that, despite the large number of bills introduced in this
Congress for an exemption increase, this is not a viable approach because of the
substantial impact it would have on estate tax collections. Thus we have searched
for another solution with a smaller revenue loss. Also, we believe a substantial
increase in the exemption would probably be offset in part by the states increasing
their death taxes.

An alternative to an increased exemption exists for providing estate tax relief
to analler estates at a more modest revenue loss. The operation of the exemption
may be changed from a deduction available at an estate's higheat tax rate to a
credit against tax at an estate's lowest tax rates. Estimates of the revenue loss
from substituting a credit for the current $60,000 exemption based upon estate
tax returns filed during 1973 are as follows: 1oe (ks
Credit: m(0Uone)

$,000 ($115,000)------$400
$40,000 ($165,000) --------------------------------------- 940
$50,000 ($200,000)-----1, 320

The figures in parenthesis indicate what taxable estate figure would be required
using current rates and no exemption to match the credit and, with the preceding
exemption table, afford a means of comparing the credit and exemption approaches
in terns of revenue loss.

The ABA recognizes that a compelling case for providing estate tax relief Is
presented by estates with farms and closely held- businesses, or more specifically
those with assets which qualify under Section 6166 for paying the estate tax
thereon in up to ten annual installments, when the decedent's family desires to
participate in the active operation of the business. The estate tax, which reaches a
30% rate at a taxable estate of $100,000, forces the sale of farms and closely held
businesses, in such cases. The problem was magnified last year by the increase of
the 4% interest rate on estate tax deferred under Section 6166.

Unfortunately, it is impossible to make reliable estimates regarding the revenue
loss that would be involved if tax relief is limited to farms and closely held busi-
ness because the Internal Revenue Service does not publish statistics giving totals
for estate assets that qualify under Section 6166. The best judgment which we can
make is that 10-15% of the gross estate total is attributable to these assets.

Various proposals have been made in recent years to alleviate the "forced sale"
probesn. One is to establish a special evaluation method for estates that continue to
operate the business for a fixed period of time after death, usually set at five years.
This is particularly appealing as to farms because of the belief that the market
value test produces "Inflated" values. Nevertheless, while the value is high based
upon the actual rate of return it is realistic in terms of what the farm would bring
if sold. The ABA believes the special valuation method presents problems. One is
that the federal estate tax audit would still have to resolve the fair market value
issue, at least in the case of a sale before the holding period requirement is satisfied.
Another problem is that the special valuation method itself would be imprecise
and therefore the benefit derived therefrom uncertain.

A second proposal is to exempt from estate tax a farm having a value that does
not exceed a stated amount. The figure of $200,000 has been suggested. We oppose
a complete exemption from tax on the ground that it would ceate too great a
disparity in treatment between farms and closely held businesses and other assets.
Also, even if this approach is subject to restrictions regarding the period of time
the farm must be operated before and after death, Investments by "outsiders"
would be encouraged.

The Administration recently proposed another solution. It would create a five
ear moratorium on the payment of estate taxes on certain farms and closely
eld businesses that qualify under Section 6166, with no interest payable during

this period, and would extend the payment period from 10 to 20 years after the
end of the moratorium. The 4% rate of interest would be reinstated. Eligibility
would be limited to $300,000 of assets, with a dollar for dollar reduction from
$300,000 to $600,000.

The ABA believes that a moratorium period is unwise. It would lull heirs into
a false sense of security that an estate tax debt is not due and will encourage the
retention of farms and closely held businesses which have no long term future.
Another way of phrasing our concern s to say that the moratorium provides
too much "front end" relief. As proposed, it is a fiveyear non-interest bearing
loan to the estate. Using the 6% rate of return in the Treasury tables, the value
of this loan is slightly more than 25% of the amount borrowed, via., the estate



100

tax on the asset. If tax relief is to be granted, it should be done directly by for-
giveness rather than indirectly through a moratorium.

An extenstion of the estate tax payment period from 10 to 20 years Is in our
opinion undersirable for several reasons. Two of these are (1) our experience
indicates that the current 10 year period provides sufficient time for payment in
the case of an economically viable business and (2) a doubling of the payment
period will increase the likelihood of an heir dying before payment of the tax is
complete in the first estate, thus producing complications in Integrating pay-
ments from two estates.

The ABA believes the dollar for dollar decrease in eli ability from $300,000
to $00,000 is unsound. The Internal Revenue Service will be given two other
reasons-tax deferral and the lower interest rate-in addition to an increase in
tax for asserting high values. The problems with auditing agents in this regard
are bad enough-now. Also, when the eligible amount is say $50,000 or below as a
result of the business having a value of $550,000 or more, the amount of the tax
is not large enough to warrant a moratorium and an extended payment period.

The Aministration's proposal gives relief in some cases when it should not be
granted and gives no relief In more compelling cases. This results from eligibility
being based upon the percentage requirement of Section 6166--35% of the
gross estate or 500 of the taxable estate. A $1,000,000 estate, with $700,000 of
liquid assets and a $300,000 farm which takes full advantage oL the marital
deduction qualifies because the value of the farm exceeds 50% of the taxable
estate. Relief in such a case seems questionable. On the other hand, a more
justifiable case would be an estate of $650,000, which included a farm valued at
$600,000, where there was no surviving spouse.

Our experience with Section 6166 demonstrates that the provision is not used
In may eligible estates. This is caused in part by the continuing personal liability
of the executor for the payment of the postponed taxes. Other technical changes
in the Section would improve its utility.

The increase in 1975 of the 4% interest rare on estate -tax deferred under Sec-
tion 6166 was ill-advised. Interest as well as the tax itself is a part ot the liquidity
problem for farms and closely held businesses. The reason for enacting the lower
rate in 1958 was to make it easier to pay the postponed tax and interest from the
earnings of the business. The cash flow problem in this regard would seem as
serious today as in 1958. An alternative to a return to the 4% rate would be to
set the rate at 2% below the normal rate of interest in effect when the annual
installment is due. The 2% difference would be the same as the difference which
existed when the normal interest rate was changed last year. A drawback to this
alternative is that the estate cannot plan on fixed payments. In general, fixed
payments are preferable to fluctuating payments.
ABA alternalive

An increase in the $60,000 exemption should not be considered iki a vacuum
but rather as a part of the issue whether estate and gift tax revenues should
be increased, decreased or held at approximately the same level. The ABA
assumes that the current level of estate and gift tax collections will not be
significantly decreased. Based upon this assumption, it believes that (1) the
$30,000 gift tax exemption should be retained, (2) the estate tax exemption
should be increased to $70,000 plus that part of the gift tax exemption which is
not used during life and (3) the exemption should be changed from a deduction,
which may be claimed against a decedent's highest estate tax rates, to a credit
against the tax at the lowest estate tax rates. Based upon estate tax returns filed
during 1973, the substitution of a credit against tax on the first $100,000
($70,000 plus a maximum of $30,000) for the $60,000 exemption would result
in 47% of the estates presently filing returns and paying some tax being granted
relief from all estate tax. If the estate tax revenues are to be significantly decreased,
the ABA would favor rate reduction, particularly in the $100,000 to $500,000
range, over an increase in the exemption.

The ABA supports relief for farms and closely held businesses. It believes
that the objectives referred to above in our evaluation of other proposals are
best accomplished by using the existing Section 6166 framework and creating a
tax incentive through a partial forgiveness of tax plus interest which increases
as the period of time from the decedent's death increases. In order to assure that
relief is given only in deserving cases three additional requirements to the ones
that now exist for qualify to the ten year installment payment provisions would be
imposed, namely, that the farm or closely held business be at least 65% of the
decedent's adjusted gross estate, that it be owned by the decedent for at least two
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years prior to his death and that the heirs continue in the business as "operators"
rather than as "investors". A clear dividing line between an operator and an
investor is not easily drawn, but we believe it may be accomplished with reason-
able precision and be based to a considerable degree upon continued active par-
ticipation in the business and in the case of a farm with the heir having farndng as
a principal occupation. If these requirements are met, the interest rate on the esJ
tate tax installment payments would also be reduced to 4%.

The forgiveness the ABA recommends would be 10% of the first installment
anct would increase by 5% for each succoeding initallment until it is 55% for
the tenth installment. The total percentage forgiveness for the full ton year period
would be 32% % of the deterred tax plus interest. Most of this forgiveness would
come in the fifth through tenth years. If the value of the farm or closely held
business exceeds $400,000, the forgiveness percentages would be reduced by
apllilng a fraction the numerator of which is $400,000 and the denominator of
which is the total value of the farm or closely held business. An acceleration of
payment of the deferred estate tax under Section 6166(h) would cause a loss of
any forgiveness as to the accelerated amount but would not affect forgiveness for
Installments already paid.

We would also point out that our proposal for increasing the marital deduction
to the greater of $250,000 or one-half of a decedent's adjusted gross estate will
create Indirect tax relief for farms and closely held businesses when there is a
surviving spouse.

The ABA recommends other changes which will increase the usefulness of the
installment payment provisions. These changes would include eliminating (1) the
personal liability of a fiduciary for estate tax deferred under Section 6166 and
(2) a technical problem that exists under current law to the use of this section
when the qualifying aset is held in a trust on the decedent's death.

The ABA believes that changes should be made in Section 303. This section
provides that a distribution of property to a shareholder in redemption of stock
Is entitled to capital gains treatment (as contrasted to dividend treatment) to
the extent that the amount of the distribution does not exceed all death taxes
imposed as a result of the decedent's death and all funeral and administration
cxpenmes of his estate. The percentage requirements of this section are the same as
Section 6166 but the time provision is only three years. The time period should
be extended to the Section 6166 time period. On the other hand, Section 303 should
be restrictrd so that it may be used only to the extent the redeeming shareholder
!s liable for the payment of death-taxes or funeral or administration expenses.

BASIS
Current law

Under current law property included in a decedent's gross estate is given an
income tax basis equal to its estate tax value. This rule is criticized on the grounds
that all net unrealized appreciation occurring prior to the date of death perma-
nently escapes income tax, thus favoring the individual who builds an estate
through unrealized appreciation rather than through realized appreciation, cur-
rently taxable as income and that this escape distorts investment choices by
"locking" older people into their investments that have substantial unrealized
appreciation.
Proposals for change

Two proposals for change suggested are:
First, to treat death (and perhaps transfers by gift) as a taxable evdnt and to

allow a deduction in computing the estate tax for the income tax on the gains
realized by death (the capital gains tax proposal) and,

Second, to carry over the decedent's basis for each asset included in his gross
estate to the recipient of the asset and then to increase this basis by that part
of the estate tax attributable to the unrealized appreciation in the asset at death
(the carryover basis proposal).

The carryover basis proposal is patterned after the current basis rule of Sec-
tion 1015(d) for transfers by gift, except that under this section the basis is
Increased by the entire gift tax paid including that on the donor's cost. It seems
reasonable to assume that enactment of the carryover basis proposal would be
accompanied by a change in Section 1015(d) to limit the increase In basis to the
gift tax attributable to the unrealized appreciation in the asset as contrasted
to the gift tax on the entire value of the gift property.
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BA wmmne
The ABA believes that a change in the basis rule should not be considered

in isolation, but rather in conjunction with the issue of transfer tax rates. Estate
tax rates are now high and reach a rate of 30% on a taxable estate of $100,000
and a top rate of 77%. State death taxes must also be considered. In many states,
they exceed the credit that is allowed under the federal estate tax law, with the
result that state death taxes are a part of the "cost of dying." For example,
In New York the highest estate tax rate is 5% above the maximum rate of the
state death tax credit. Thus when federal and New York estate taxes are com-
bined, the top rate of tax is A2%. The "cost of dying" is high enough and should
not be Increased indirectly by a change in the basis rule.

If any change in the basis rule is to be made, estate tax rates should be sign1ff-
cinUy reduced. Any such change should also be accompanied by (I) liberalised
rules regarding proof of basis and (i) a new basis for each asset owned on the
effective date of the change equal to Its value on that date for the purpose of
computing the tax under the "new" law. This position is consistent with that
taken in the Treasury Studies, which recommended the capital gains tax proposal.
We recognize that use of a new start-up date means that the estate tax reduction
would have to be phased in over a period of time.

An Important consideration in determining what form a change in the basis
rule should take is simplicity of operation. To the extent possible, a new rule should
not complicate the administration of estates. On this point, we find both the carry-
over basis proposal and the capital gains tax proposal of the Treasury Studies
seriously defective. It is indisputable that the simplest system would be one that
continues current law to the extent of giving assets included in a decedent's
gross estate a basi.-i equal to their estate tax value because no new riles would
have to be developed regarding the administration of decedent's estates. Carry-
over does not do so. Neither does the Tresaplry Studies capital gains tax proposal
because of Its exemption from the new tax of property qualifying for the marital
or charitable deduction and its complex reallocation of basis procedure. The
Studies' hybrid approach, when one of these deductions is present of part capital
gains tax and part carryover combines the worst elements of both proposals.

Another important consideration is fairness. Here again we find the capital
gains tax proposal, and to a lwewr extent carryover, defective. The impact of the
capital gains tax proposal when taken in conjunction with the estate tax is uneven
and favors the large estate. Put another way, the tax is regressive. This is caused
by the removal, through an estate tax deduction for the capital gains tax, from the
estate tax base of a portion of the estate assets which would otherwise be taxed at
the highest estate tax rate or rates. Thus, the true rate of tax on the gain is a
function of the complement of the highest estate tax rates at which the deducted
capital gains tax would otherwise be taxed In the estate (Le., the complement of
x is 100-x). To illustrate using current rates an estate taxed at the highest rate of
77% would be subject to an effective net additional tax commencing at only 23%
of the actual capital gains tax paid but an estate whose highest estate tax rate was
30% would be subject to an effective net additional tax of at least 70% of the
actual capital gains tax paid.

Lower estate tax rates alone cannot remedy the inequitable and unfair impact of
the capital gains tax proposal on the medium estate. In place of a single variable-
sise--prsently employed to determine the estate tax, fairness requires that two
variables-sie and percentage (or amount) of gain-be considered. A reduction
in estate tax rates deals with only one of these variables--se.

The regressive nature of the capital gains tax proposal may be demonstrated
by an illustration using the lower transfer tax rate schedule of the Treasury
Studies and the 25% capital gains tax rate in effect when the Studies were pub-
lished and comparing two estates one with a $4,500,000 gross estate and an aggre-
gate basis of $1,500,000 and the other with a $450,000 gross estate and an aggre-
gate basis of $150,000. When compared with the estate tax payable under current

j law, the increase in tax would be 28 % for the smaller estate and less than 1% for
the larger estate. The percentage difference becomes almost 37% If current
capital gains rates are used and income averaging is ignored.

Moving to the carryover basis proposal, when a martial deduction or community
property is present the basis of all estate property Including that qualifying for
the marital deduction or the surviving spouse's share of the community would be
increased by the estate tax attributable to net appreciation. This result is unfair
because property qualifying for the marital deduction or the surviving spouse's
share of the community does not generate any estate tax. The entire basis in-
crease should be allocated to the non-marital property and none to the surviving
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spmaue's share of community property. The effect of not making such an allocation
will often be to increase the capital gains taxes incurred to raise funds with which
to pay estate taxes because the baas increases in the non-marital property will be
lower than it would be if the entire increase were allocated to such property.

In a separate property estate involving the martial deduction, a solution is
difficult because it will not be known at a decedent's death what property passes
to the marital and non-marital funds and therefore, the property entitled to the
basis increase s uncertain at the very time sales will be made for taxes. As a
result, the Internal Revenue Service would become an active participant in the
distribution of estates.

In a community property estate, the basis adjustment can easily be allocated
entirely to the decedent's half of community assets but in so doing the surviving
spouse may be penalized. Sales to raise funds for taxes and expenses may include
both halves of community assets and the surviving spouse is involuntarily bur-
dened with reporting gain realied as to her community half of each community
aset sold for such purposes.

Beyond the issues of simplicity and fairness, we have a more fundamental
reservation concerning the carryover basis proposal. A part of the tax (i.e., the
tax on gain when the property is sold) is deferred until the sale. This in combina.
tion with the addition to basis of the estate tax, makes it very difficult If not
impossible to devise a revised estate tax rate structure which will properly reflect
the additional tax attributable to carryover.
A BA a.lern4w.

The ABA believes that if a change is to be made In the basis rule it should take
the form of an additional estate tax (AET) on net unrealized appreciation In-
cluded in a decedent's gross estate. The current basis rule for property included
in a decedent's gross estate that gives such property an income tax basis equal to
its estate tax value would be continued. The rule of section 1015(d) for property
transferred during life would also be retained except that the part permitting an
increase in basis for the gift tax paid which is attributable to the transferor's
basis would be eliminated. The AET would be applied at a single flat rate. In
contrast to the capital gains tax proposal, the tax would not be deductible in
computing the basic estate tax. This fact justifies an AET substantially below the
applicable capital gains tax rate or rates.

The AET rate should reflect the complement of the highest estate tax rate and
the highest capital gains tax rate. In this way a decedent whose estate is subjected
to the highest estate tax rate would pay approximately the same AET as he
would pay in capital gains tax under the capital gains tax proposal after the estate
tax reduction resulting from the deduction for this tax is considered. All other
decedents would pay a smaller AET than they would pay in capital gains tax
under this proposal if exemptions were ignored. We visualize a reduction of the
highest estate tax rate to 6o. Using this rate and the current capital gains tax
rate of 35% but ignoring the minimum tax, the AET would be set at 14%-35%
times 40% (100-60). A minimum basis equal to the estate tax exemption, cur-
rently $60,000, would be allowed. Thus, no AET would be owed by any decedent's
estate not required to file an estate tax return.

Certain assets, life insurance and annuity contracts, income in respect or a
decedent and any item (a collection would be a single item) of tangible personal
property held for personal use having a value of $5,000 or less would be deemed
to have a basis for AET purposes equal to its estate tax value and thus would not
generate any tax. A surviving spouse would be given an election to subject her
share of community property containing net appreciation ti the AET at the
time of her spouse's death, in which case her basis would Le increased to the
property's current value.

Property qualifying for the marital deduction would not be exempted from the
AET. This does not necessarily mean that the sum of the basic estate tax and the
AET would be greater than the current estate tax on an estate using the marital
deduction. The lower basic estate tax rates plus acceptance of another recom-
mendation of the ABA, to increase the amount of the marital deduction (discussed
below), would act as an offset to the AET. A deduction could be granted in com-
puting the AET based upon the percentage of the gross estate passing to charity.

The ABA believes the AET would be the fairest and easiest method of changing
the basis rule for property included in a decedent's gross estate. Nevertheless,
it does not support enactment, but rather would prefer retention of the current
basis rule.
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ONRBRATIOW4KWINGCurrvw law

Under current estate and gift tax law, the tax Imposed on a transfer of property
does not take into account the status of the recipient of such property, except
in the case of the marital and charitable deductions, and the termination of an
interest In a trust, such as an income interest, is not a taxable event. Thus, a
single transfer tax is imposed on outright trainers that skip one or more genera-
tions, such as a transfer to a grandchild, and on transfers in trust even though
two or more generations of beneficiaries will have enjoyed benefits from the truxt.
This result is criticized as eroding the transfer tax, based upon the
premL e that an Ideal transfer tax system is one that imposes a tax every genera-
tion. Most of the criticism has been directed at transfers in trust, In part because
It Is possible to give successive generations a combination of interests that come
close to full ownership rights.

In any estate plan a choice must be made between an outright transfer and a
transfer in trust. The normal expectation of an heir is to receive property out-
right. Why then should an estate owner make a transfer in trust? It is not to
create successive Interests in proprety, because they can be created through
legal life estates In combination with remainders or through life Insurance and
annuities or other contractual relationships.

A trust in used because it provides flexibility and enables the disposition of
property to be altered to accommodate changes in circumstance. An estate plan
may be created which will accomplish the estate owner's objectives for his family
through the creation of various powers in the trustee and/or beneficiaries, such
as investment powers, powers of appointment and powers to pay income and/or
principal to a beneficiary or among the members of a class of beneficiaries. A
trust is no more than a single fund in which beneficiaries have interests which
relate to their requirements.
Pro posal.. for Change

The Treasury Studies proposed that an additional transfer tax be imposed
upon an outright transfer, or a transfer In trust, of property to a person who is
more than one generation below the transferor. Thus an outright transfer to a
grandchild of the decedent would be subject to the additional tax. The rate of
tax would be 60% of the highest transfer tax rate of the transferor applicable to
the transfers during the taxable period if made diing life or to the transfers at
death if made upon death. The Treasury Studip described the application of the
proposal to a transfer in trust as follows: "When the generation-skipping gift
or bequest is by trust, there would be generally the same options as to when the
tax must be paid as would be available to .the skipped generation has he elected
to pay the tax. Thus, the transferor or his representative (i.e., executor or trustee)
may elect to treat the taxable event as occurring at the time of the original
transfer or as of the first day of any calendar quarter thereafter. In no event,
however, may the tax be postponed beyond the date of the death of the last
survivor among the group consisting of the transferor, his children, and any
beneficiaries under the trust who are not within the category of individuals to
whom a gift would be considered a Feneration-skipping gift. At this time, it be-
comes certain that there is a generation-skipping transfer involved and no reason
to further defer the tax."

Distributions of current income as well as those of principal or accumulated
Income would be subject to the additional tax.

The American Law Institute proposed another solution. No additional tax
would be payable on outright transfers. An additional tax would, however, be
imposed on transfers in trust under which distributions are made to a person more
than one generation below the transferor at a time later than the death of a per-
son or persons one generation below the transferor or in the same generation or
in a higher generation than the transferor. Thus, an additional tax would not be
payable on a transfer In trust with the income to be paid to a child for life, and
the principal to be distributed to the child's issue living upon his death.

A tax, if imposed under the ALI proposal, would be computed at the average
rate applicable to all transfers by the transferor during the taxable period if made
during life or to the transfers at death if made upon death.

A third solution, a varient of the ALI proposal, has been proposed. It would
not apply to outright transfers but would apply to all transfers in trust for
descendants of the transferor, except those where the sole income beneficiary
is a child and the child's only interest in the trust is an income interest. Thus,
powers of withdrawal and invasion of powers of appointment would not be
permitted.
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ABA comment
The concept of "family" is important. Logically, in the case of outright transfers,

an individual ought to be able to leave property to any member of his Family
at the price of a single transfer tax. His "family" means persons living at his
death. The definition is more difficult in the cade of transfers In trust. If the trans-
feror lives out his actuarial life expectancy, "family" consists of spouse, children
and grandchildren. With trusts if the transferor dies prior to the expiration of his
actuarial life expectancy he ought not to be penalized by a narrower definition
of Family; similarly, if he outlives his actuarial life expectancy, he ought not
to benefit from a broader definition of "family."

The ABA believes each of the proposals discussed above has one or more serious
defect The most unsatisfactory solution is that of the Treasury Studies. It is
premised upon the concept that a transfer tax should be imposed every genera-
tion even though the skipped generation receives no beneficial interest In the
transferred property. Leaving aside for the moment the soundness of a once
a generation theory of taxation, the Studies proposal does not even apply this
theory on a uniform basis to all transfers; transfers to persons in a generation above
the transferor (parents), or in the same generation as the transferor (brothers
and sisters), are not exempted from the transfer tax as they should be if the
theory is to be applied impartially. Returning to the soundness of this theory,
we do not understand why an additioaal tax on outright transfers to grandchildren
is appropri ate. One of the stated objectives for transfer taxation is dispersal of
wealth. If this is so, why should transfers that disperse wealth be penalized? If
there is an abuse in the generation-skipping area, it exists only where a splitting
of benefits between generations is present. This does not occur on outright trans-
fer. Further, the transfer tax wheel of fortune commences immediately upon an
outright transfer and an "early" death of the donee will trigger off inclusion in
hi estate. Finally, we know of no county or state that has imposed an additional
transfer tax on outright generation-skipping transfers. While the fact that an
idea has not been tried before does not automatically justify its rejection, it does
suggest that an additional or substitute tax on outright generation-skipping
transfers is alien to the concept of fairness re~urding transfer taxation.

For three reasons the ABA disagrees with the proposals of the Treasury
Studies and the ALA concerning the determination of the Rmunoit and time of
payment of the additional tax for transfers in trust, which in our judgment impose
the tax at the "wrong" time on the "wrong" person:

First, the additional tax is computed by reference to the transferor's tax rates
and is therefore inconsistent with the studies every generation tax. The tax
should be computed with reference to the estate of the skipped generation.

Second, the tax is dependent upon the transferor's rate applicable at the
time of transfer. It is inappropriate to create an incentive for making generation-
skipping transfers early when the transferor's tax rate is low.

Third, the election device permitting the tax to be determined based upon
value at the time of transfer or at a later time is ill advised and injects aspects
of a lottery Into the computation of the tax.

We have other difficulties with the proposals. The application of the Treasury
proposal to the distribution of current income will create complexity. If the addi-
tional tax is to be paid from the distributed income, the income tax plus the
additional tax may exceed 100%. Also, the ALI proposal may be criticized-in
that, by imposing a single additional tax that is not related to the term of the
trust or the number of generations skipped, the creation of long-term trusts is
encouraged

The third proposal described above-to exempt from an additional tax transfers
in trust for a child where the child's sole interest in the trust is an income interest-
is unsatisfactory in that it is inconsistent with the clear and socially desirable
trend toward flexibility in trust dispositions.
ABA alternative

The ABA believes that any change In the taxation of trust transfers should
be accomplished in such a manner that a person may create a trust having his
"famly"-his ancestors, spouse, children and grandchildren-as its beneficiaries
without the imposition of an additional transfer tax when compared with current
law. The additional tax should be limited to the long-term trust where the prop-
erty "vests" in a person more remote from the transferor than a grandchild or at
a later time than the death of the last living child or the transferor. The tax would
be paid from the trust property and be determined by inclusion of the trust
property In the transfers of the "skipped" beneficiary-usually a child or the
transferor.

7"-16-76---
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The effectof the ABA proposal, in the context of a trust for descendents of the
transeror, would be to shorten the period during which trust property may be
kept outside of the transfer tax base from as much as 100 years to a period not to
exceed the life or ives of children of the transferor. The ABA proposal would not
inhibit in any way the use of a flexible trust through the creation of various powers
in the trustee and/or beneficiary, such as powers of appointment and discretionary
powers to pay income or principal among a class of beneficiaries. A more detailed
explanation of the proposal is contained in Appendix A.

UNIFICATION
Current law

Generally speaking, an estate tax is imposed on transfers at death and a
gift tax on transfers during life. Each tax has a separate rate schedule and a
separate set of exemptions. The effect of a gift is to remove property from the
top estate tax rate at the cost of a gift tax computed in almost all cases at a
substantially lower gift tax rate. As a consequence a tax advantage is derived
from gifts under current law. The existing dual system has been criticized as
preferring the wealthy Individual who can afford to make gifts over the less
well-to-do individual who cannot afford to do so.
Proposals for change

Two proposals for changing the present dual estate and gift tax system have
been made:

First, to "unify" the estate and gift tax laws. As -suggested in the Treasury
Studies, this proposal would have three facets. One, transfers during life and at
death would be subject to one set of rates that would be applied cumulatively.
To give a simple iUustration and ignoring exemptions, if a man transferred $50,000
during his lifetime this amount would be subject to tax at the lowest rate and upon
his death the initial rate applicable to his transfers at death would begin with the
rate applicable to $50,000. Two, a "ogrossing-up" concept would be created under
which an Individual making a gift o pro erty during his lifetime would be sub-
jected to transfer tax not only on the value of the property transferred but also
on the transfer tax itself. Under current law, an individual making a gift pays a
gift tax only on the amount of the gift. Three, a shift would be made from what is
now a "hard-to-complete" rule on the time of imposing the tax to an "easy-to-
complete" rule. Under the current "hard-to-complete" rule, a transferor may
remove trust property from his gross estate only If he gives up both beneficial
enjoyment of the property and the right to control who will receive the income or
prncipal of the trust or the time of its enjoyment. Under an "easy-to-complete"
rule a transferor could retain control over, but not beneficial enjoyment of, the
trust property and still not have the property included in his transfers at death.

Second, to retain the existing dual structure but to compute the estate tax
by, in eWect, including the amount of the decedent's taxable gifts in his gross
estate for the purpose of determining the applicable estate tax rates. The estate
tax payable would then be the difference between (1) the estate tax that would
be payable on his taxable estate plus an amount equal to his taxable gifts and the
gift tax paid, and (2) the estate tax that would be payable if his taxable estate
consisted only of his taxable gifts and the gift tax paid.
ABA comments

The ABA opposes the "grossing-up" concept as being an inappropriate way of
taxing a lifetime transfer, which is different from a transfer at death Also we see
no reason to impose this com plication, which would introduce an algebraic formula
into the tax computation, and the confusion that would result for the sake of logical
symmetry in the method of determining the tax on lifetime transfers and death time
transfers.

With respect to shifting from a "hard-to-complete" to an "easy-to-complete"
transfer tax rule, we believe that as a matter of tax policy such a shift is wrong.
An individual should not be permitted to insulate future appreciation or income
accumulations from transfer tax when he retains control over the transferred
property. Another reason why we oppose an "easy-to-complete" rule is that it
would involve changing present estate tax law which is now reasonably clear in its
effect after many years of interpretation. Unless there is a provable advantage to
the "easy-to-complete" rule, the time spent In shifting from existing law to the
new approach Is an unproductive use of time and money.



107

A shift to an "easy-to-complete" rule is usually justified on one or both of two
premises. We believe that each of the premises is incorrect. The first premise is
that although we have struggled for many years to draw a line between complete
and incomplete transfers, using a "hard-to-complete" approach, we have the skill
to draw an "easy-to-complete" line which is free from doubt. Our experience with
tax law makes us doubt that this is true. A line between a taxable transaction and
a non-taxable transaction is always hard to draw. We should not abandon the
knowledge which we have painfully acquired over the years regarding the "hard-
to-complete" rule.

The second premise is that since all transfers will be subject to a single rate
schedule even an imprecise dividing line will not generate controversy. This is

.. . erroneous. If an individual makes a lifetime transfer and the property appreciates
in value, it is to the Government's advantage to take the position that the transfer

* is a deathtime rather than a lifetime transfer. Under existing law, increases in
value between the time of transfer and the time of death, more than rate differen-
tials, cause the Government to challenge the time of completion of the transfer.
An "easy-to-complete" rule will not, change this situation unless the law is drafted
so that, if an individual makes a transfer during life and pays a tax, the Govern-
ment is stopped fiom raising the question of the time of completion of the transfer
for transfer tax purposes. Absent such an objective test, existing law is superior
because of the knowledge acquired as to the time of transfer. Further, we do not
think that the Government should make such a concession.

The second and simplified "unification" proposal discussed above is unsatis-
factory in that it would not be accompanied by a reduction in estate tax rates and
the person of modest means who does not feel able to make lifetime gifts would
not be benefited by the change.

ABA afternative
The ABA believes that the simplified "unification" proposal discussed above is

worthy of consideration, but only if the current estate tax rate schedule is reduced.
Otherwise, there would be no benefit to be derived from the change for the person
of relatively modest means who cannot "afford" to give property away during his
lifetime. The present rules which permit a "double deduction" for the gift tax paid
on a gift in contemplation of death, v'is., a gift tax credit and a deduction in comput-
inq estate tax, should be eliminated by in effect allowing a refund of the gift tax
paid on the gift. For the reasons given above the ABA favors retention of the
the '"hrd-to-complete" transfer tax rule.

MARITAL DEDUCTION
Current law

A marital deduction of 50% of a decedent's adjusted gross estate is available
for property passing to a surviving spouse. This deduction is also available for
lifetime transfers to a spouse subject to the same 50% limitation. In order to secure
the deduction, the spouse must be given the unrestricted right to control the dis-
position of the qualifying property either during life or at death. Current law has
been criticized both quantitatively and qualitatively, and also as being unnecessar-
ily complex. As to quantity, it is contended that spouses view property owned
by each of them as "their" property and that a tax should not be imposed until
both spouses have died. As to quality, the contention is made that the transferor
spouse is put to an unfair and unnecessary choice in that in order to obtain the
deduction the other spouse must be given control over the marital deduction prop-
erty and this may not be desired, particularly in cases where there is a second
marriage and children by a first marriage.
Proposals for change

The Treasury Studies and the ALl recommended liberalization of the marital
deduction provisions in terms of both quantity and quality: no limit would be
placed on the amount of property which could be transferred free of transfer tax
between spouses and a life estate (or income interest), viz., a current beneficial
interest in property unaccompanied by a power of disposition (appointment) in
the spouse, would be permitted to qualify for the deduction.
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ABA comment
The recommendations of the Treasury Studies and the ALI are appealing. They

do however, present some significant problems. With regard to an unlimited marl-
taf deduction the problems are twofold. First, a complete exemption from tax for
transfers to a spouse would encourage such transfers at the expense of transfers
to other members of the transferor's family. When the spouse will need all of the
Income to lihve on-as will usually be the case with the small and medium size
estate-this result should not have an adverse effect. However in the case of a
large 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 ignoringg other
family members, at least until after the spouse's death. A shift to a current bene-
ficial enjoyment theory for marital deduction qualification would be helpful,
particularly in cases of second marriages and children by a first marriage, in per-
mitting the first spouse to die to control the disposition of the property after the
surviving spouse's death. Nevertheless, the problem will to some extent remain.
Second, when a part of the estate is more than sufficient to satisfy the spouse's
needs we question whether postponement of the collection of all tax as a result
of an unlimited marital deduction should be permitted.

With regard to the current beneficial enjoyment test, one problem is "forcing"
transfers upon the surviving spouse as a result of the termination of the current
beneficial interest prior to death. In such a case, later transfers by that spouse
will result in a higher tax because the "forced" transfer will result in the application
of higher transfer tax rates. This problem could be elimniated by requiring that
the spouse's interest cannot be terminated during life without his or her consent.

We have encountered among our members a substantial amount of opposition
to a shift to a current beneficial enjoyment test. A change is opposed because:

(1) It will result in considerable litigation even though it resembles the income
requirement of a marital deduction trust under current law.

(2) It will produce undesirable complexity because of the absence of control in
the surviving spouse through a power of appointment. The fact that the same type
of interest may both qualify and not qualfy for the deduction may create tracing
problems.

(3) It will tend to produce an inconsistency between the estate tax law and
applicable elective share laws of a majority of common law states under which a
surviving spo se is entitled to an outright share of a decedent's estate.

(4) It will create a further disparity in property dispositions between com-
munity property and common law states. Under community property laws, a
surviving spouse has control of her half of the community property and under
current law the surviving spouse in common law states must receive this control
in order to qualify the property for the marital deduction.

(5) It wil produce more conflict between the surviving spouse and the remain-
dermen over what is an appropriate level of income, particularly in the case of
second marriages where an adversity is more likely to exist between the spouse
and the remaindermen.

(6) It will raise some technical problems regarding its application to annuities
which are avoided if current taw is retained.
ABA allernatit

The ABA suggests that the current marital deduction law be modified quanti-
tatively to permit qualification of the greater of $250,000 or 50% of a decedent's
adjusted gross estate but that no qualitative change be made.

Future developments may, of course, cause a change in our thinking concerning
the matters that have been discussed. -

APPENDIX A
EXPLANATION OF ABA PROPOSAL IMPOSINO A TAX ON CERTAIN TRUST TRANSFERS

The ABA solution is to subject to transfer tax the "value of property passing
to a "beneficiary's" "descendents" upon a "termination" or "distribution" by
imputing ownership to the beneficiary of the property so passing unless an "ex-
cluded transfer" is present. Each of the quoted terms is given a defined meaning.
Three of these terms, "termination", "distribution" and "excluded transfer" are
of primary importance. Their meanings may be summarized as follows:

Distriibution.-a transfer causing property to cease to be a part of a trust.
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Terminaiion.-any occurrence, other than a distribution causing a person to
cease to be a beneficiary of a trust. The occurrence will usually be the beneficiary's
death.

Ecludid traneer.-this term is defined separately for distributions and termi-
nations. Any distribution to a child or grandchild of the transferor or to a person no
moro than two generations below the transferor is an excluded transfer. Any
termination is an excluded transfer if immediately after such occurrence there is a
beneficiary of the trust who is no more than one generation below the transferor.

A payment of current income is not treated as a distribution or a termination.
The general scope of the excluded transfer provisions may be illustrated by two

examples:
Example 1. A creates a trust with Income payable to his son B for life, remainder

upon B's death to his then living issue, per stirpes. Any property distributed to a
grandchild of A upon B's death L4 an excluded transfer.

Example 2. A creates a truit to continue until the death of the survivor of his
three children, with the income to be distributed currently to any one or more of
the issue of A then living as the trustee determines and the principal to be pald
upon the death of the last surviving child to A's Issue then living per stirpes. No
payment of current income, t ven if made to a great-grandchild o A is subject to
transfer tax. The terminatiors caused by the deaths of the first two children to die
or by the death of any grandchild or more remote descendant of A (each of whom
is a "beneficiary") are excluded transfers. At the death of the last surviving child
the "termination" excluded transfer provision would not apply, but the "distribu-
tion" excluded transfer provision would apply to the extent trust property Is
distributed to a grandchild of A. If at the death of the last surviving child trust
property is distributed to a great-grandchild of A, a transfer tax Will be paid
with respect to such property.

Tax AuMRICAN COLLEGE OF PROBATE COUNSEL,
Lve Angl.., Calif., May 10, 1976.

MICHAEL, STItN,

Staf Diretor, Senaie Finance CommiUee,
Dirkse nSeale Office Building,
Washington, D.C.

DEAR MR. ST41RN: Enclosed is a statement of the American College of Probate
Counsel to supplement the oral testimony I will give on its behalf at the May 17,
1976, hearings.

The American College of Probate Counsel is a group of more than 1700 lawyers
from all over the United States who have special expertise in estate planning and
administration. The object of the College is to use the skills and experience of its
membership to improve and enhance the standards and ethics of probate ractice,
the collection of federal and state death taxes and the administration o ustie.
Its membership includes, as honorary Fellows Chief Justice Warren E. Burger
and the late Chief Justice Earl Warren, as we1 as Justices Harry A. BlaIkmun
and Lewis F. Powell, Jr. of the United States Supreme Court.

Because of the nationwide membership of the College, with chapters in each
state and the District of Columbia, we are able to call on the knowledge and
experience of experts in probate administration and estate and gift taxationin
each state to analyze the effects of the tax laws and make recommendations for
their improvements.

One of the things we have learned is that the fiduciaries and beneficiaries of
estates all over the country are complaining that unnecessary delays and extra
costs of estate administration arise not so much as a result of antiquated systems
of probate but rather from administrative problems caused by federal and state
death taxes. There is a need for a closer intergovermmental relationship as well as
leadership from the federal government to persuade the states to conform their
death tax systems to the federal estate tax so as to simplify the -eollection of
death taxes at both levels of government. 6 ur College is making a long term

. study of this and will ultimately publish a report which will be made available
to the Congress at a later date. Meanwhile, we believe that much can be done to
ease the burden of the small and the illiquid estates. The general thrust of our
specific recommendations at this time is in that area.
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I making this presentation, we have tried to avoid taking positions on some
of the more controversial issues of estate and gift taxation. Instead, we have
dealt with certain areas where we believe technical improvements can be made to
the federal estate and gift tax law so that the system will work better from the
viewpoint of the government, the taxpayer and the economy.

In addition when proposed legislative changes emerge from either this Com-
mittee or the house Ways and Means Committee, we will submit to the congresss
an analysis of their impact on a state-by-state basis. It is also our hope that we
will be able to give further assistance to the Congress as estate and gift tax reform
proposals are developed in this and subsequent years.

On behalf of the American College of Probate Counsel, I appreciate the op-
portunity to present testimony to your Committee.

Very truly yours, FRANK . BRALL,

Enclosure. ChMirmn, &tale and G fl Tax Reform Commiu.e.

PREPARED TATzMaNT or FAANx 8. BERALL oN BEHALF or TUE AMERICAN
COLLEGE OF PROBATE COUNSEL

This Statement has been prepared by a duly conAtituted CommitteeI of the
American College of Probate Counsel and is being made under the direction of it,
President (William P. Cantwell, Esq.) and President-Elect (J. Nicholas Shrivers,
Esq.). Following introductory Ints on the general philosophy of this Committeeith respect to estate and git tax reform, the Statement makes some specific
legislative recommendations for improving the operation of the estate and gift
tax system.

A. PHILOSOPHICAL GUIDELINES

The history of the Federal estate and gift tax system show that-there is little
consensus as to whether the purpose of the system is to break up large accumula-
tions of wealth or to raise revenue. As a practical matter, the foundation of the
system probably rests upon a combination of these purposes. However, these
purposes, and the efficiency of the system in achieving them, can not be the only
criteria to be applied in judging the system. Other significant criteria include the
stability of the system under which estates can be planned in reliance that major
changes in the law will not render the plan useless (or worse) by the time the
property owner dies; the underetandabilily of the system, at least to the average
attorney, so that it can be dealt with competently in carrying out the clients'
wishes (while an equitable system is desirable, it is not always possible to develop a
simple and understandable tax structure that is equitable-striving for equity
often results in complexity, creating problems of understandability to property
owners and their attorneys); the neutraltily of the system, so that actions need not
be distorted to achieve tax objectives; and the certainty of the system (a corollaryof both understandability and neutrality), a principle recognized by the Congress
in keeping the Federal estate and gift laws basically unchanged since the marital
deduction was brought in by the Revenue Act of 1948 and the present method of
taxing powers of appointment was adopted in 1951.

Achieing certainty of application of the estate and gift tax laws sometimes runs
counter to obtaining complete equity since, in striving for the latter, uncertainty is
all too often created. (A key illustration of this is what happened to the provisions
taxing accumulation trusts during the enactment of the Tax Reform Act of 1969.)
This is more Important from the standpoint of the property owner than from that of
his lawyer, since uncertainty in the application of the tax laws creates additional
costs for the property owner and increases his lawyer's fees. Another desirable
principle Is that the laws apply uniformly to similarly situated taxpayers. How-
ever, Iris not always possible to achieve these results without losing other objec-
tives. For example, an unlimited marital deduction (or even the present fifty
percent marital deduction) penalizes people who die unmarried and argument could

I The Committee members are listed on the last page of this Statement
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be made that one's marital status at death should not determine the amount of the
federal estate tax; on the other hand, the elimination of the marital deduction
would bring back the inequities that existed between the eight community propertystates and the rest of the country prior to the Revenue Act of 1948, and run
counter to the social policy of easing the impact on surviving spouses of the estate
tax on the estate of the first to die.

The rights of the tax ayer must also be considered in any tax system. The
taxpayer (in the case of he Federal estate tax, it Is the decedent's estate), if
insufficiently liquid, will find that the payment of the federal estate tax imposes
a great hardship, sometimes forcing the sale of family farms, ranches or small
businesses or the loss of the family residence. Easing the burden of the tax where
an estate's assets are relatively illiquid Is an extension of the ability to pay prin-
ciple since, in an illiquid situation, there is inadequate ability to pay the tax
without forced sales.

Last, but not least, taxpayers should have the right to expect an efficient
system of tax collection. In most cases this should lead to the earlier closing of
estates, whlet providing for extensions in those situations involving lack of
liquidity or other hardships.

B. LIQUIDITY PRORMUS

One of the most important problems in the Federal estate tax area Involves the
Illiquid estate, whether it be illiquid because its principal asset is the family
farm, a closely-held business or some other asset, the forced sale of which would
cause considerable hardship. Many proposals have been made to deal with this
problem of liquidity by giving special treatment to certain types of assets, such
as farms, ranches, open space or historical sites.

We reject this approach because it violates the criteria of neutrality, uniformity
and eqmty. It could readily lead to the creation of new estate tax shelters while
failing to cope with the problems of most Illiquid estates, regardless of their
assets. Instead of special treatment for certain types of assets we recommend
other changes. These are designed to relieve the hardship faced 6y all estates by
establishing rules that set more liberal, objective standards for the grants of
extensions for payment of Federal estate taxes.
1. Broaden definition# of closely-held business. eligible for deferred payment of

eslate tax
(a) Section 6166 permits ten-year installment payments of estate taxes attrib-

utable to a closely-held business for up to ten years (if the value of the business
exceeds either 35% of the gross estate or 50% of the taxable estate) and, broadly
speaking, defines a closely-held business as one in which 20% of the value of the
business is in the decedent's estate or in which there are 10 or fewer partners or
shareholders. We propose that the definition of an interest in a closey-held
business be broadened to deal with situations in which an estate may be unable
to pay the tax because its assets consist substantially of an interest in an
unliquid business which does not meet the present tests.

We propose broadening the Section 6168 definition of a closely-held business
to include a business 20% or more of the value of which (or of the voting stock of
which) was owned either actually or construdiyvel by the decedent, or the stock
of which was not traded on an exchange or in the over-the-counter market. This
would expand the definition of closely-held business to cover nearly all cases
where the shares of a corporation may not be readily sold at their approximate
fair market value.

Constructive ownership rules attributing to the estate stock owned by siblings
descendants and ancestors (and spouses) should be applied. These would extend
the Section 6166 treatment to those situations where the estate owns less than
20% of the business but, for practical purposes, the estate is no more liquid than
if It owned more. This is because diffusion of ownership among family members
is unlikely by itself to result in dimunition of the liquidity problem, particularly
because of the difficulty in selling a minority interest in a closely-held business to
an unrelated third party where other important shareholders are members of a
single family.
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The alternative definition of a closely-held corporation-that it have ten or less
shareholders--should be replaced by a test as to whether or not the stock is
traded on a securities exchange or In the over-the-counter market, since this
really deals with whether the estate is in a position to liquidate its shares, regard-
less of the number of stockholders.

(b) 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 re-
maining installments of the estate tax, without providing the estate with sufficient
liquid assets with which to pay It.

-ection 6166(h)(1)(A) provides in substance that, If withdrawals from the
closely-held business equal or exceed 50% of the value of such business, or 50%
or more of the closely-held business is sold or exchanged, the payment of the re-
maning Federal estate tax is accelerated.

There 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

say the remaining estate tax due, and, In fact, the statute provides for exceptions
n the case of a sale or exchange, where the proceeds are used entirely for the
payment of Federal estate tax. But not all of the proceeds should have to be applied
against the Federal estate tax to prevent an acceleration of estate tax payments.
Some of these proceeds will be needed to pay state death taxes (or other debts)
which fall due during the ten-year period of the Section 6166 estate tax Installment.

If Section 6166 required all of the withdrawn funds or sales proceeds to be ap-
plied to the Federal estate tax, the executor who used such funds or such proceeds
to pay state death taxes would then have to borrow an equal amount of funds to
apply on the Federal estate tax at the next installment due date. This hardly.
helps to alleviate the monetary problems of the illiquid estate. We would rec-
ommend that the exception to acceleration apply if at least half of the proceeds
are applied against the Federal estate tax.

A similar problem arises under Section 6166 (h)(1)(B). This makes an exception
from the general acceleration provision where there is a distribution in redemption
of stock under Section 303. The last paragraph of subparagraph (B) provides that
this exception 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 against 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 other pressing debts, it is
then necessary for the executor to thereafter borrow the same amount of funds to
apply against the Federal estate tax, thereby compounding his illiquidity prob-
lems. Again we recommend that only a portion of the redemption distribution,
such as half of it, be required to be paid on the Federal estate tax at the time the
next installment is due.

We also recommend defining a "disposition" uuder Section 6166(h)(1) (A) (ii)
and a "distribution" under subparagraph (B) so that, when notes are received in
exchange for the corporate stock, the "disposition" or "distribution" would be
deemed to occur only when payments are made on the notes or the notes are
pledged for a loan.
L. 8.4 objectiv standards for reasonable cause for deferring payrnen* of tax, and

extend the period to 6 years
In addition to providing for more liberal relief through permitting installment

payment of estate tax over a period of years to be available to a broader class of
dlosely-held businesses, we believe that the twelve-month extension under Sec-
tion 6161 (a)(1) (permitted whenever a fiduciary can show reasonable 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 grant this
privilege only If an examination of all the facts and circumstances discloses that a
request for an extension of up to a year is based upon reasonable cause. We also
believe that this extension should be for up to five years.

The Senate Finance Committee Report to the Excise, Estate and Gift Tax
Adjustment Act of 1970, gives six examples of cases in which there would be
reasonable cauie for an extension:
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The first example involves situations where farms or closely-held businesses
comprise a significant portion of an estate, but not enough to satisfy the per-
oentage requirements for obtaining a Section 180(a) extension. Although these
interests could be sold to unrelated persons for their fair market value to obtain
funds to pay the 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 immediately subject to control of the executor, so he cannot readily
marshall them.

he third example is of an estate a substantial part of whose assets consist of
right, to future payments (annuities, copyright royalties, contingent fees or
accounts receivable), where there is Insufficient cash with which to pay the estate
tax when otherwise due and a loan cannot be obtained, except upon terms inflict
ing loss upon the estate.

In the fourth example, the estate includes a claim to substantial assets which
cannot be collected without litigation, so that the aLse of the gross estate is unas
ertainable as of the time the tax is otherwise due.

The fifth example deals with assets which must be liquidated at a sacrifice
price or in a depressed market, to pay the estate tax when otherwise due.

In 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
executor 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 8180 applies).

In all six of these cases we recommend that an extension of time to pay the
tax for up to five years be automatically granted upon representation of the
existence of the problem 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 exten-
sion for up to five years (presenty twelve months) 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 taxpayer submitted false or insufficient
Information, existing civil and criminal penalties are adequate.

The liberalization in 1970 did not extend to the discretion given the Internal
Revenue Service to extend for up to ten years the time for payment of any part
of the estate tax in cases of undue hardship under Section 6161(a)(2). Such an
extension may be granted only for a year at a time and requires more than a
general statement of hardship or showing of reasonable cause to obtain it. Undue
hardship means more than inconvenience. It means sale at a sacrifice price or in
a severely depressed market or the disposition of im interest in a family business
to unrelated persons, even though it could be sold at a price equal to its current
fair market value to these people.

As pointed out above, we recommend that the time period for an extension of
the estate tax payment for reasonable cause, under the criteria of Section 6161 (a)
(1), be extended from twelve months to five years and that, thereafter, the undue
hardship criteria of Section 6161 (a) (2) be used for further extensions.
3. LonVhen thW maxvmum sztneiomu to 90 ywe

The present maximum period for obtaining extensions of time to pay estate
tax under Sections 81 and 6180 is ten years but an extension under Section
6166 must be elected at the time the return is filed. We recommend that this
election also be available if a deficiency is assessed and furthermore that install-
ment payments of the tax under the conditions described in both Aections 6161
and 6166 be permitted for up to twenty years.
4. Reduce inletut rate on seension. to % of tha n d.Ainciee

Finally, we propose that in all cases where the payment of the estate tax is to
be deterred under Sections 6161, 6163 (dealing with extensions for the payment of
estate tax attributable to a future interest), 6166 and the new extension provi-
sions advocated by us, the interest be reduced to two-thirds of the rate currently

T$-o4 0 - IU -
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charged on defloiencies. For many years, until 1975, Interest was imposed at only
a 4% rate on extensions of time for undue hardship (Section 6161(a) (2)), because
of a future interest (Section 6163) or where there was a closely-held business in
the estate (Section 6166), although the regular six pct interest rate applied
to twelve-month extensions under Section 6161(a)(I).

Elective June 30, 1975, the preferential rate of interest was abolished at the
same time that interest rmtes were raised to 9%Inow 7% at least until February 1
1978). The Senate Finance Committee explanation of tMe change that eliminated
the preferential interest rate overlooked that estates holding closely-held businesses
and other illiqud assets must not only earn profits to pay the interest charge, but
also to pay the unpaid installments of estate tax. We merely seek to further the
purposes of the extension provisions as originally enacted and the liberalizations as
proposed by us, by reinstating a preferential interest rate which would rise and
fall In proportion to the current rate of interest for Income tax purposes.

We believe that the adoption of the above proposals would go a long way to
solve most liquidity problems experienced by estates. / From the standpoint of
sound tax policy, the uniform application of these provisions, regardless of the
nature of the illiquid aasets would further the objectives of neutrality, equity, and
uniformity of application of the estate tax laws, as well as providing certainty that
relief would be available in most cases.
5." Cra new alane wm action conmpt for hard to voiuseawf
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
appraisals, which can be expensive, can result in ex nsive and time consuming
controversies with the Internal Revenue Service, andmay result in unfairness to
one side or the other when assets are sold within a reasonable period after death.
Therefore, although we favor retention of the six-month alternative valuation
date, we recommend that where an estate holds assets described in Section 6161
(a)(1 or 6166 or real estate or tangible personal property (other than property
which depreciates in value due to lapse of time or normal use--such as the 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 as to valuation dates) that would permit the valuation of these assets to be
postponed for a period of up to three years following the date of the filing of the
return, with valuation to be fixed by actual sale or, if none, by appraisal 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 the
statute of limitations as applied to questions affecting these assets tolled.

C. INMRKSPOUSAL TRANSFERS

The problem of inter vivos and death-time nterspousal transfers is one that has
produced a number of proposals to make changes in the marital deduction. We are
concerned that some of the more far-reaching ones which would provide for the
unlimited marital deduction making all Interspousal transfers tax-free, would
create both an unacceptably high revenue loss (at least in the near term) and run
counter to the objective of having a stable tax system. The two most serious
problems in this area are the artificiality of the legal presumptions involvingjoit
tenancy, particularly between spouses and the tax pressures to distort a client s
natural desire in making appropriate dispositions for a spouse and children. This is
particularly serious where the client wants to be sure that his or her children, and
not a second set of children the surviving spouse may have on remarriage (or even
the survivin spouse's exist even more strongly In second marriages where there
oe children %=first marriage.
1. Zn Piwos tansfer of joint and community propory

We propoe retention of the 50% marital deduction in general, but advocate
a major change involving inter vivos interspousal transfers. The gift tax marital
deduction, unlike the estate tax deduction, does not permit a 100% deduction
for up to 60% of the estate. The ift taxpayer gets a deduction for 6 0 of the

amount given to his spouse IhM requires the filing of returns for %ofate
small gift a requirement that is frequently Ignored, reading to disrespect for
the law on the part of many people and imposing onerous filn and payment re-
quirements on the oonscientious and well-advised taxpayers.
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We believe that the same policies that led to adoption of the Section 2515
exemption from 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 real estate (in
the absence of an election) should be expanded to many other Interspousal trans-
fers made inter vivos. Section 2515 should be extend so that all transfers into
joint ownership, including community property transfers, by either spouse,
regardless of the soured of the funds, would be treated as exempt unless the
spouses elected to have them treated as completed transfers. Thus, the umbrella
of Section 2515, now limited to real estate, should be extended to stocks, bonds,
savings accounts and all other types of property. Even tenancies in common
should fall into this shelter since the tendency of people in creating all of these
joint interests is to give half of an aggregate amount, so that such a rule would
really rather closely parallel the present policy on joint tenancy.

Under existing provisions of Section 2515, termination of a real estate joint
tenancy between spouses or a realestate tenancy by the entireties may or may not
result in a gift depending on the ratio of original contributions and the property
interests acquired. This ls frequently the occasion for an inadvertent gift. Ex-
tension of Section 2515 to all types of property, without any attention to the in-
advertent gift problem, would exacerbate 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 suggested below.

Unawareness is the real reason that many transfers into Interspousal oo
ownership form are not coupled with elections to treat the transfer to the non.
contributing spouse as agift. Existing Section 2515 requirements requiring 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 mlght have been a
gift, it is almost always too late for a timely return. To constitute the nonontribut,
ng 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
value 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
evere.

As an example, consider a house bought with a purchase price of $50,000 and
a $10,000 down payment. Mortgage payments in annual increments are made.
Had elections been made on timely gift tax returns to treat the down payment
and annual mortgage payment as gifts, little if any gift tax would be paid. On the
other hand, If the elections are not made and if a severance is effected on a scale
with each spouse receiving one-half of the proceeds and the appreciated value is
$150,000, the consequence is a $75,000 gift (subject to the gift tax marital deduc-
tion) 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
pertinent if the suggested Section 2515 change is made for nonrealty transfers
are virtually handled in this fashion now. Acquisition of a security in joint form
under existing law involves a gift. The tax now remains due based on fair market
value at acquisition, under today's law, and can and should be paid on a return,
whether timely or not. The taxable event was acquisition and not anything
subsequent. What is being urged here for an expanded Section 2515 is that ac-
quisltion remain the taxable event, with the election available to treat the transfer
as a gift at any lime after acquisition. In essence, the question of gift or no gift
would remain open until the spouses close the transaction, but, when it is closed,
the closure would relate back to acquisition cost and would not require a fair
market value transfer at the date of closure.
s. Joint propery at death

Section 2040 should be amended so that at death only half of the property held
in any form of joint ownership would be taxed in the estate of each spouses without
tracing. But any property held in joint ownership for which no gift tax has been
paid at creation should be removed from the adjusted gross estate in figuring the
base on which the maximum marital deduction (50% of the Adjusted Gross
Estate) is computed at death. This is the present approach to community property.
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If the donee4pouse dies first, half of the property will be included in her or his
estate and the entire property will subesquently be included in the donor-spouse's
estate. This is a problem that generaly 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 the elimination of the present ten-year
limit and the 20% credit decrease that occurs every two years. This specially
extended credit rule for property previously taxed in interspousal transfers would
permit a 100% undimitished credit regardless of the number of years between
he deaths of Me spouses.

The unfortunate whipsaw consequences of the same propertY being included
in the estates of two decedents (usually spouses) could be solved by extending the
mitigation of the statute of limitations provisions in Sections 1311 through -1315
into the estate tax area. These provisions deal with inconsistent income tax
determinations that either give the government or the taxpayer an unfair ad-
vantage which cannot be rectified because of the running of the statute of limita-
tions. The provisions 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. We believe that the same objective can be accomplished through the use of
the above-described 10% credit for tax on prior transfers between spouses.
4. Qualiirm ezpanoion of OW mariW dodudion and Wninaon of t. Weminabs

inUrsi rWl
With respect to the qualitative apect. of the marital deduction, we favor-

qualifying for the marital deduction any full income interest passing to the surviv-
ing spouse, regardless of whether there is a general power of appointment accom-
panying it. Thus, deductibility would be given In the first estate, provided that the
interest is to be included in the second one. Furthermore, the surviving spouse
should be allowed either to accept or reject the marital deduction tax result in the
qualifying limited interest situation, such as where he or she receives only a life
estate. Thus, in effect, the surviving spouse would have an option to prepay the
death taxes when there is a straight life estate, but still receive the life estate.

In essence, the Section 2056 terminable interest rule would be abolished in the
interest of simplicity, to make it easier for the nonspecialist to avoid problems and
to avoid the whipsaw effect of the inconsistency involved in requiring inclusion in
the survivors' estate in situations where the marital deduction Is not always avail-.
able 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 thepower of appointment does not
qualify as a general power of appointment under Section 2056 but nonetheless falls
within the Section 2041 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
satisfied so that the property does In fact pass to the surviving spouse and is
taxed in the second estate.

Perhaps the worst aspect of the present requirements is the compulsion they
place upon a property owner. He must do something with his property that he
might not otherwise wish to do. While he may be perfectly willing to provide for his
spouse, he may not want to do this in a way that allows that spouse to divert the
property from his children after his death. These fears may involve a fear of the
surviving spouse's remarrIago or where a donor has a family by a predeceased first
spouse and then remarries, fear that the second spouse will not make the adequate
provision for the children of the first marriage. To mitigte this situation, we pro-
pose amendments to Section 2068 that would permit a limited interest to qualify
for the marital deduction.

If %he decedent's spouse leaves the surviving spouse an interest which will cause
th perty to be includible in the survivor's estate upon death, that fact alone

t to be sufficient for a qualifying gift. If the survivor accepts broad benefits,
suersas a general power of appointment or outright ownership of the property, then
of course the first estate is allowed a deduction, because the survivor has that
quantum of ownership which requires estate taxation when he or she later dies.
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That rather parallels the present marital deduction except that it substitutes for
the technical terminable interest rules a basic rule which simply and directly
states that the interest qualifies if the surviving spouse takes such an interest as
would cause inclusion in the surviving spouse's estate If retained until death
(which, of course, also means that, If the survivor disposes of it before death, it is
subject to the gift tax).

A further recommendation is that the spouse dying first should be able to tender
to the second spouse a terminable Interest which qualifies, If the first spouse to die
declares a desire to have that interest qualify. Thus, in the classic case of a life
estate for the wife, with remainder over to whornever her husband directs, ifthe
widow accepts this tender, It should be deductible In her husband's estate and her
acceptance of It as & marital deduction gift will constitute a stipulation that It wil
be Includible in her estate when she later dies. Unless her husband expressly condi-
tions this bequest on her acceptance of it as a marital deduction bequest, however,
she could take the property rights but decline the tax consequences through post
mortem planning, and prepay the tax by declining to take It as a marital deduction
gift. 8he 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 unantici-
pated 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
2206 and powers of appointment under 2207sbould be put in the Code to deal with
the unplanned situations.

These proposed changes should not cause a significant loss of revenue, but
would give much more flexibility to estate planning, particularly at the post mortem
stage; the election could actually result in particular cases In revenue advantages
because of the prepayment of es 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 advantageous frm.m a rate viewpoint In any event, where it does reduce
the tax, It does so by removing an inequity rather than creating one.

D. RAISE THU EXEMPTION TO $100,000 AND CEANOD IT TO A CREDIT

Another problem that is receiving considerable attention lately is the debate
over whether the federal estate tax exemption should be increased in view of
inflation. We are concerned over the estimated $2 billion revenue loss that an
Increase in exemption to $150,000 would appear to create. We believe that many of
the problems caused by inflation pushing far more people Into the federal estate
tax brackets will be solved by adoption of the liquidity proposals we have previ-
ously made. We also recognise that some allowance must be made for inflation,
that complete relief from the estate tax and the filing requirements is desirable in
smaller estates. However, we believe the revenue impact of this relief must be held
down by changing the exemption to a credit.

We also recognise that if there is a material increase In the estate tax exemption
questions of fundamental social reform rather than narrow tax reform, are raised
because, f a tremendous tax loss results from exempting so many modestesed
estates that are now subject to tax, It may be necessary to make up that difference
by accelerating rates (if the estate tax is to toontinue to produce the same amount of
revenue) and, inevitably, even without a conscious and independent policy deci-
sion a rate structure might then be adopted which would tend to break up even
moderate concentrations of wealth and deter needed capital formation. This is not
the sort of result that should be reached as an Incidental part of estate tax revision,
but, to some extent, It would be a by-product of raising the exemption (unless the
exemption can be raised in the context of other revenue increases).

It would be most desirable to exempt the many estates which Involves only
modest amounts of wealth being passed to a spouse or children where both planning.
and administration we now complicated and little revenue Is produced. Accord-
ingly, to the extent consistent with revenue considerations, we recommend that
many estates be exempted from the Federal estate tax where neither the returns
nor the administration and planning are worth the effort. We suggest that this be
accomplished by means of a credit, rather than an exemption. This credit could be
sed, In effect, to increase the $860,000 exemption to $100,000 by taking the amounts



11

from the bottom rather than the top (eliminating tax on the small estates, but
giving the relief in the large estates at the bottom, rather than at the top rate).

We propose that In lieu of the present $60,000 exemption ($120,000 for transfers
0ual0fying for the marital deduction), a credit against the tax due on the fist

100,000 of taxable estate ($200,000 in the case of transfers qualifying for the
marital deduction) be permitted. This credit should be designed so that gross
estates of $100,000 or less need not file returns. This latter point is of the utmost
urgency, since if it is not done, the change will cause further unnecessary complica-
tions and costs in the administration of small estates.

R. VALUATION

Turning to the question of valuation of assets, wherever there are closely-held
business interests or hard to value tangibles, estates are put to a considerable
amount of additional expense and both the estate and the government spend quite
a bit of time and money In valuation proceedings. We believe that the settlement
of estates could be facilitated by improvement of the present valuation methods.
For example, Section 2031 presently requires that unlisted and untraded securities
have their values determined by considering, along with all other factors, the value
of securities of corporations engaged in similar lines of businesses which are listed
on an exchange. 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 comparisons 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 personal
property 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 price obtainable in the market or markets available for the holder
of the property being valued. This approach of the Service was rejected by the
United States Supreme Court In the CartwvnA case decided in 1973, which in-
volved the valuation of shares of an open-end mutual fund. The price obtainable
by the executor or donor in whatever markets are available to him is a fairer
measure of value.

Accordingly, we recommend amendment of Sections 2031 and 2512 (gift tax)
to provide that tangible personal property be valued for estate and gift tax pur-
poses at the price obtainable by the executor or donor in the market or markets
available to him. If this proposal is coupled with the previously made one permit-
ting 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 possessing closely-held businesses In obtaining appraisals of them for
tax purposes could also be reduced, f not entirely eliminated In a large number of
cases.

r. GIT TAX FILING

There are two other areas of the estate and gift tax laws which are widespread
in their effect where the present rules create both unnecessary complexity and
inequities. The first of these deals with the gift tax filing requirements. The
Excis, Estate and Gift Tax Adjustment Act of 1970 required for the first time
that taxable gifts be reported quarterly, rather than annually as provided by prior
law. This quarterly filing requirement has proven to be a major administrative
inconvenience to the Ini Revenue Service and constitutes a costly nuisance
to individuals who make relatively small taxable gifts in several quarters. The
extra work required by the quarterly filing requirements may in many instances
be far more costly than the relatively small value derived by the Treasury from a

* alight acceleration of gift tax revenue.
We recommend a prospective return to annual filing, at least for most donors.

Only where an individual's gifts in one calendar quarter aggregates $100,000
should an individual still be required to file a quarterly preliminary gift tax
return with respect to that calendar quarter. This amount appears to be a rea-
sonable figure which would eliminate most quarterly returns without deferring the
payment of any substantial amount of gift tax. Eity-fve pereent of the persons
filing gift tax returns would not have to file quarterly preliminary gift tax returns,
yet 50/ of the total gift tax paid for the year would be reported and paid with
the prl a gift tax retuMO.
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Where quarterly preliminary gift tax returns are in fact required, gifts between
spouses should be permitted to be split on a preliminary basis, with a nonbinding
election until the subsequent filing of a final return for the calendar year. At that
time the spouses could elect to split their gifts or not split them, regardless of the
election made In the preliminary quarterly return. Similarly, the election to treat
acquisition by spouses of a joint interest in any property as a gift would be made
in the annual gift tax return rather than in the preliminary quarterly returns.

0. ESTATE TAX CREDIT FOR GIFT TAX PAID

We recommend that Section 2012 be amended so that in computing the limita-
tion on the estate tax credit allowed for gift taxes paid in respect of propery
included in the decedent's gross estate, the estate tax attributable to such prop-
erty 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 of
property included in a deedent's gross 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 for the average rates determined under present
law would greatly sim plify the computation of the credit and would reduce the
number of cases in which the credit is partially lost by application of the limita-
tions. Thus, we recommend that the computation used to determine the amount
of gift and estate taxes allocable to property subject to both taxes for purposes
of the limitations be changed to reflect the Incremental amounts of gift tax and
estate tax attributable to the doubly taxed property.

H, TnE STATE DEATH TAX CREDIT

In the written statement submitted on behalf of the College by President
Cantwell, he indicated that we were working on a state-by-state analysis of the
economic effect of the state death credit and would submit a report, which we
expected would be ready within a month, to your Committee for Its consideration
in connection with your deliberations. It is now apparent that this report, which
we had hoped to attach to or make a part of thi supplementary statement, was
not as far along as we had believed in March.The ore, it will not be ready for
several more months. When it does become available, we will submit its results
together with recommendations for a closer integration of the state and federal
death tax systems, based upon some form of incentives given the states to con-
form their death taxes to the federal estate tax, to this Committee.

I. Er1ECTIV DATE OF TAX CHANCE

Our final recommendation deals with effective dates of any and all changes
that may be made to the estate and gift tax laws. We believe that all such chan
should apply prospectively and not be applicable to any past transfers.
effective dates should be such as to allow a reasonable period for amendment of
existing estate plans. If major structural changes (such as new taxes on generation-
skipping transfers, an unlimited marital deduction, some form of taxation of
appreciated property at death, a radical change in the entire death tax system by
bringing in an accessions or an inheritance type of death tax or the unification of
the estate and gift tax or substitution of a capital transfer tax for it) are made,
we believe that an extensive period of time should be permitted for the transition
to occur, In the interest of stability.

The general policy of amending tax laws only prospectively should be strictly
observed in estate and gift tax revisions. Obviously, many gifts have been made
and many trusts established on the basis of the present tax system and its rules,
which have remained substantially unchanged since 1951. Fairness requires that
significant changes not be applied to the detriment of those who relied on exsting
law. Specifically, if Congress decides to unify the estate and t tax system or
substitute for It a capital transfer tax, similar to that used in Englandit is im-
portant, as the proposals to date have generally contemplated, that there should
bea "fresh" start, with a single lifetime exemption available in full without
regard to prior gifts, and without including prior gifts in computing the tax on
future transfers. Similarly, If a switch to an accessions tax is made, there should
be no attempt to compute and charge recipients of gifts and inheritances with any
ot these received prior to the effective date ofthe new law.



120

If tax is to be imposed at death on appreciation (either a capital gains tax or
an additional estate tax), or if there is to be a carryover basis, we believe that a
new basis date should be provided, in order to avoid inequities caused by failure
in the past to keep adequate records (which taxpayers oould legitimately have
considered unnecessary), similar in concept (if not in purpose) to the March 1,
1913 value used for income tax purposes, after adoption of the Sixteenth Amend.
ment to the Federal Constitution.

If generation-aklpping transfers are to be specifically taxed, the new tax rules
should apply only to transfers made after the effective date. Irrevocable trusts
created prior thereto, whether during the settler's lifetime or as a result of his
death, should have their dispositions exempt from these new rules.

Finally, there should be a reasonable graoe period for amending wills (and
revocable or otherwise amendable trusts), similar to that provided in connection
with other estate and gift tax amendments that have caused major changes in the
past, to allow a review of estate plans by all taxpayers and their advisers This
ptae period should run for at least five years, since experience has shown that
even relatively minor changes in the past have required extension of originally
granted twoyear grace periods (witness what occurred to the changes in the charm-
table rem -der trust rules and the transitional rules designed to deal iwth prob-
lems caused by these changes under the 1969 Tax Reform Act).

The above proposals are those of a duly authorized Committee of the American
College of Probate Counsel, created by the College's Board of Regents and
appointed by President William P. Cantwell, of Denver, Colorado. The Committeeconsists of the following lawyers:

Frank S. Berall, Chalrman, of Hartford, Connecticut- Luther J. Avery, of Ban
Francisco, California' Joseph Kartiganer, of New York, New York; Arthur Peter
Jr., of Washington, B.C.; Raymond A. Relster, of Minnesapolis, Minnesota; and
E. Frederick Vlkanje, of Yakima, Washington.

VIuWs ON ESTATE AND GIrT TAx RzroRM or THE AMzaiCAN CoLLzo or
PRODATZ COUNsEb

The American College of Probate Counsel a group of more than 1,700 lawyers
from all over the United States who specilse in estate planning and admins-
tration, recently authorized the creation of a Committee on Estate and Gift Tax
Reform to offer its services and expertise to Congress.

William P. Cantwell, President of the College submitted a letter dated March
12, 1976, to the Chief Counsel of the House %ays and Means Committee, ex-
pressing the views of the College on the broad objectives of estate and gift tax
reform legislation. Mr. Cantwell also testified before that Committee on March 17,
1976. Thereafter a supplemental submission was prepared by the College's
Estate and Gift fax Reform Committee to set forth its specific legislative recom-
mendations.

Copies of the Cantwell letter of March 12th, an edited transcript of his Ways
and Means Committee testimony and the supplemental submission of the Colleg's
Estate and Gift Tax Reform Committe are enclosed for the printed record of
the Senate Finance Committee Hearings on Tax Revision.

FRANK 8. BvUAia,
Chairman, Commiae on EsWae and Gift Tax Reform.

TH AMZRICAN COLLEGE o PROBATE CoUNSZL

JOHN M. MARTIN, JR., Loo Angele, Calif., March 10, 1978.
Chi Counsel Commiase on Ways and Means, U.S. Howe of Representa ohi.,

LongWo Hose Oje Buildsin, Washington, D.C.
DZAR MR. MARTIN: This letter follows up on the telegraphic request that a

representative be permitted to appear before- your Committee on behalf of the
American College of Probate Counsel in accordance with the press release Feb-
ruary 20 1976. This will supplement, that request to be heard and supply the
information requested by the press release.

1. CAPACITY IN wHICK I WILL APPEAR

William P. Cantwell, 2900 First of Denver Plaa, 633-17th Street, Denver
Colorado 80202, (303) 893-2900. I will appear as President of the American
College of Probate Counsel, an organization described In the supplementary
materials attached to this letter.
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2. RNFPRUS AMON
I will represent the American College of Probate Counsel, whose address is

10984 West Pico Boulevard, Los Angeles, California 90064 (213) 475-1200.
Attached as Exhibit A is a statement of the Object of the American College of
Probate Counsel, a Forward written by me, which is a part of the Roster of the
College, a list of the Members Emeritus, who are Past Presidents of the organisa.
tion, a list of the State Chairman for the 1975-1976 business year of ACPC,
and a list of the Board of Regents for the 1975-76 business year and a list of the
American Colleg of Probate Counsel Honary Fellows. You will note that among
the Honorary Fellows of the College are three supreme Court Justices. The
membership of the College exceeds 1700 estate planning and estate administration
specialists, organized on a nationwide basis, which will be described below.

8. CONFLICTS or INXRfe
uWill, be making a statement on behalf of the American College of Probate

Counsel. I am a member of the law firm of Dawson Nagel, Sherman & Howard ofDenver, Colorado, but to my knowledge neither I nor my law firm has specific
clients who have an interest in the subject, other than the interest of all cities
seeking a sound tax system, and I am not representing any client having an
interest in the subject which I will be discussing.

4. PnOVIsIONs Of TE MSATS AND GIFT TAX LAWS ON W13CH I WILL TESTIlr
My testimony will be aimed at oeroaU estate and gift tax reform in the sense that

I do not at this time propose to discuss specific tax reform proposals that have been
considered by past Congresses. My objective in discussing estate and gift tax
reform is to bring to the Committee a new perspective, one which will be directed
toward what in the opinion of Estate and Gift Tax Reform Committee of the
American College of Piobate Counsel is much-needed reform. In this connection,
however, on behalf of the American College of Probate Counsel, I request that the
record may be held open so that if the bearing during the week of March 15
through March 19 disclose specific proposals which we of the American College
of Pr6bate Counsel believe require discussion, we wish an opportunity to submit
for the record an analysis or reaction to some of the proposals. This presentation
to you, however, is made in the light of the special nature of our organization.
Attached as Exhibit B to this analysis is a July 1973 analysis "State Inheritance
or Estate Taxation of Non-Resident EstatesI compiled by H. Bradley Jones,
Los Angeles, California, a Fcllow of the American College of Probate Counsel,
with the assistance of the 50 state representatives throughout the United States.

In connection with the question of estate and gift tax reform, one of the basic
issues is the integration or relationship between state inheritance or estate taxation
and federal estate and gift taxation. Essentially, we are learning from throughout
the country that the lawyers in the several states are finding thatmany consumers,
many beneficiaries of estates, and many fiduciaries are complaining that the pro-
bate process and the delays of probate and the costs of probate arise not out of
antiquated systems of probate about which much has been heard but rather from
the administrative problems caused by the federal estate and gift tax, and the
administrative problems caused by state inheritance or estate tax. There is much
need for a closer Intergovernmental relationship and for leadership from the
federal government to persuade states to alter their systems of death taxation to
procedures which will, by A simple administratve means, Te into the federalestate tax so that estates do not have two separate, independent and often iacon-
sistent tax returns, two separate tax audit., two separate tax determinations, and
two separate crises -with respect to the liqudity problems of estates.

• _Attached as Exhibit C to this letter is a 1970 analsis by Fellow Richard H.
P rershan of New York, "Applicability of United States Estate Tax and Gift Tax to
Non-resident Aliens,' agi a subject which is the summary of studies that were
made by the AmericanColneg of Probate Counsel with respect to the practical
types of problems that the probate practitioner is discovering throughout the
country. In this cae there was put together information for all of the 60 states so
that those states'would have a better idea of what were the situs rules in estate tax
conventions with respect to foreign governments.

It is my opinion that the American College of Probate Counsel through its
Statewide resources and Its expertise can be of assistance to the Conaress its
deliberations in connection with estate and gift tax reform. As President of the
American College of Probate Counsel, I am offing those resources.
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In connect with current consideration of estate and gift tax reform it is not
my position at this time to comment upon the social objectives of wheler or not
there should be a different incidence of tax and an accompanying siting of
wealth or changing tax burdens. However, we have numerous members of the
College who are prepared to discuss such social objectives. Neither is It my
objective in this particular presentation to discuss such things as the technical
problems with a generation-skipping transfer tax or the technical problems with
an additional estate tax on appreciation at death or the basis problem if In lieu of
some taxation of appreciation at death there is a carryover basis. Again, I am not
proposing In this paper to discuss such technical matters, although numerous
members of the College have written extensively as lawyers represenung commit-
tees studying estate and fight tax reform for the American Bar Association or for
their state and local bar associations. In other words, our members on a nation.
wide basis are prepared to submit to the Congress in a very short period of time
an analysis of the nationwide Impact on a state-by-state basis of any significant
tax reform proposal that Con receives or is seriously considering.

My presentation today will be aimed at giving to Congress our perception of the
thrust of the concerns of our clients who are the beneficiaries of estates and who
are the fiduciaries who must cope with the tax administration process, both
federal and state. Thus, it will be my role to pose to the Congress some relatively
basic questions which might best be wrapped up in the concept that It to the
belief of our Estate and Gift Tax Reform Committee and of the President of the
American College of Probate Counsel, based upon consersatons with members and
clients, that we have reached a point where there is need for a "Taxpayers Bill of
Rights" In the field of estate and gift tax reform. Putting it another way, the
American College of Probate Counsel has been one of the leaders in the develop-
ment of the Uniform Probate Code which has osught to simplify probate pro-
cedures and to speed up probate settlement processes and to reduce the costs of
the probate settlement process. Notwithstanding those efforts which are achieving
respectable success, a persistent obstacle to even more effective probate reform
has been the federal estate and gift tax laws and the state Inheritance and estate
tax and gift tax laws. It Is our hope that through the actions of Congress looking
toward estate and gift tax reform that it will not only be possible to accomplish
what may be the revenue objectives or other objectives of a sound federal estate
and gift tax system but that the system will also accomplish a number of the other
desirable attributes of a sound tax system. We include among these a contribution
toward simplification of probate procedures a contribution toward speeding up
the probate process, a reduction of the cost of the probate process, and a contribu-
tion to the sim lification and understanding of the estate and gift tax laws as
they apply to te citizens of the United States.

Resort to the Socratic technique may be helpful and in that spirit, to point up
our concerns, I pose for the committee a series of questions:

1. We presently have a committee of representatives of the 50 states of the
United States working on a state-by-state basis preparing an analysis of the
economic effect of the state death tax credit. That report wlU be ready within one
month and will be submitted to the House Ways and Means Committee for its
consideration in connection with Its deliberations. One question that the authors of
this report have posed is whether the Congress is willing to reconsider the ques-
tions relating to intergovernmental relations. For example, is the federal govern-
ment, ha encouraged states to get Into the state death tax field, now prepared
to consider abandoning the death tax field to the states (as has been done recently
in Canada) and abandoning the gift tax (as has been done recently in Canada),
or is the federal government willing to consider as a matter of policy some pro-
cedure which may involve the federal government collecting the estate and gift
taxes and then paying a subvention back to the rates. If that alternative Is not
available then would a change In the federal credit to the states for the state
death tax credit in such a way as to reduce the number of state death tax returns

' which must be filed be possible? At a minimum, it would be extremely helpful to
encourage the states which presently have an inhereltance tax requiring separate
complicated calculations to shift to an estate tax In the nature of a "pickup" tax
as a Percentage of the federal estate tax which wll then make for mpuification
of calculations f the tax and speed up the settlement of estates.

2. How can we simplify the valuation of assets in order to reduce the costs and
delays Inherent in valuation of assets and the disputes that traditionally arise in
the asset valuation process?

S. How can we simplify the determination of the bases of assets if-there is going
to be an additional estate tax at death or a carryover basis?



123

4. How can we simplify the taxation of jointly-held property or property held
as a tenancy in the entireties in such a way as to eliminate the problems of tracing?
Tracing can involve going back for many generations to determine whether the
decedent or the survivor has contributed to the acquisition price of property held
jointy at the time of death.

5. How can we avoid the serious problem of nonfiling in gift tax returns where
people have made taxable gifts or reportable gifts over their lifetime and do not
discover that they have gift tax obligations until they consult an attorney who
advises them that what they Lave been doing over the years have constituted
taxable gifts

6. How can we solve the tracing problems In community property states to
determine what is separate porperty and what is community property, or is there
some way to reduce the problems of proof of title to property for purposes of
calculation of death taxes?

7. How can enforcement of the estate and gift tax laws avoid uneven adminis-
tration of matters subjective In nature or not susceptible of accurate ascertain-
ment, such as contemplation of death motives, valuation of assets, contribution to
jointly -held property?

8. ow can we conveniently deal with contemplation of death so that we
don't have the administrative and litigative problems at the thne of death? For
example, could we at this time shift from the three-year presumption In IRC
Section 2035 to a two-year conclusive presumption In which If a transfer has
occurred within two years of the date of death it will be included in the estate of
the decedent, and as some offset to the possible adverse effect of that, how do we
work out the exemption for small gifts, Christmas or otherwise, prior to death and
what other adjustment. should be made to the concept of contemplation of death
gift to achieve administrative simplicity?

9. How can we be more objective on the tracing of the acquisition of jointly-held
properties so that the probate process and the settlement of the estate need not
be delayed because of the existence of jointly-held properties which may not even
be a part of the estate, even though the tracing and the dispute add to the cost
of administration?

10. How can we avoid the whipsawing problem between state and federal death
tax agencies In which each agency refuses to close Its file or settle its case until
the other has done so, and where each agency will take its best shot at the estate
or taxpayer but hold open the statute of limitations for the purpose of determining
whether there can be a higher tax imposed because the other agency imposes a
higher valuation with respect to a particular asset

11. How can we reexamine and further the objectives of the 1948 Act adopting
the marital deduction which was aimed at equalizing community property states
with common law states?

12. How can normal, frequent, and persistent interspousal property transactions
be effectively and permanently removed from the estate and gift tax area, par-
ticularly for the purpose of more perfectly accomplishing the purpose of the
Revenue Act of 19481

13. How can we reduce the number of tax returns which must be filed by estates
of decedents? For example, what is the revenue effect and is it desirable to raise
the minimum exemption to $150,000 for an estate since the ravages of inflation
have caused a $150,000 estate to be less than the $60,000 exemption in terms of
true dollars?

14. How can we solve the problems of delinquent gift tax returns and the
avoidance of the implications of tax fraud or penalties where there are innocent
violations of the gift tax for filing requirements?

15. Why can't the reform of the estate and gift tax laws set up a law in which
compliance is perfunctory, as Income tax withholding statements are perfunctory,
when someone gets a job and is paid a salary?

16. Why canrt we turn the question of estate and gift tax reform into a question
of probate reform aimed at benefiting the beneficiaries of estates who look to the
system now as one which victimizes them because of the complexity and costs of
detrninationr.

17. If a unified tax is adopted, even more emphasis on proper reporting of
inter vivos transfers will be required for even enforcement-what techniques for
objective and reliable reporting requirements will be present?

18. How can an "actual use by the decedent at death" concept of valuation be
effectuated to avoid very heavy liquidity demands in estates with land hav
potential for other higher uses, but no historical basis for valuation for such
higher uses?
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19. Could not an "historical use" by a decedent or his ancestors over a long
period of time be useful in difficult land valuation matter?

Beyond this series of questions, we believe there is one overriding consideration
central to the thought of a taxpayer's bill of rights I have suggested. We would
hope that the estate and gift tax reform process would become an outstanding
opportunity to give to the taxpayer as part of his bill of rights a freedom from
continually increasing administrative burdens. We do not honestly believe that
attempts at theoretically perfect solutions to abstract and infrequent problems
or apparent abuses contribute to the objective we are discussing. In our view,
the objective can best be attained if the Congress carefully defines its concepts
and limits the proposed solutions to the minimum necessary to accomplish its
goals. It shouldavoid the imposition of a "national probate system" (and oor-
responding national drafting standard) through the tax system.

Thus, in areas such as taxation of capital gains at death, generation-skipping,
and the like, Congress could define its result and leave to the client and the
practitioner maximum flexibility in planning the client's affairs (i.e., the tax
differentials of various approaches should not be so severe as to force clients to
adopt metjbods of dispition which are unnatural under the circumstances).
The basic philosophy of such a taxpayer's bill of rights would be to keep the
estate and gift tax laws essentially neutral in order to avoid forcing one disposdtion
or another through tax impact or drafting requirements.

I have appreciated the opportunity to present these matters and I request
the opportunity to present written replies or analyses to any questions which
may bekpresented to me when I make my appearance Wednesday, March 17.

Yours very truly,
W-taaAU P. CANTW.
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THE AMERICAN COLLEGE OF PROBATE COUNSEL

0

Object

The object of the College Is to establish and maintain as
an integrated group, lawyers skilled and experienced in the
preparation of wills and trusts and the probate and
administration of the estates of decedents, minors and
Incompetents; to Improve and er.-Nance the standards of
probate practice, the administration of justice and the
ethics of probate practice of the profession. To accomplish
these aims, the purposes of this College shall be, among
others: (a) To bring together members of the profession
thus qualified and who, by reason of their character,,
personality and ability, will contribute to the acccmplish-
ments, achievements and good fellowship of the College;
and (b) To cooperate and consult with the various bar
associations of the several states and subdivisions and
such other groups and organizations devoted to similar
attainments, Including governmental agencies.

4 --
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FOREWORD

The Roster-of the College Is a list of some seventeen
hundred lawyers from every state and several foreign
countries. Our charge to ourselves Is to admit to fellowship
outstanding probate practitioners who have demonstrated
exceptional skill and ability.

It would seem, then, that being a Fellow Is Itself a form of
recognition of accomplishment and so most of us view
it. Yet, on the opposite page you may read that the
association of ourselves Into this grouping Is only the
threshold of aur objective. Being associated, we have an
obligation. We have adopted as our polar star the object of
Improving our field of law, across the board. Wd do so In an
honorable tradition, long impressed upon me by these
words of the great ElIhu Root spoken In 1904:

"He is a poor-spirited fellow who conceives that he
has no duty but to his clients and sets before
himself no object Out personal success. T, be a
lawyer working for fees Is not to be any the less a
citizen whose unbought service Is due to his
community and his country with his best and
constant effort. Ant the lawyer's profession
demands of him something more than the ordinary
public service 1%f citizenship. He has a duty to the
law. In the cause of peace and order and human
rights against all Injustice and wrong, he Is the
advocate of all men, present and to come."

As another year In College history opens, I hope each of
our Fellows can respond to the demand for "'r)mething
more." The opportunities are legion. If we are truthfully
persons of exceptional skill and ability, we fit into a natural
alliance to improve the law in our field by seizing such
opportunities.

William P. Cantwell
President
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MIEMSES EMERITUS

JOHN G. CLOCK-1949-1953
Long Baih, Callfomia

JOE B. HOUSTON-953-105
Tulac Oklahoma

'STEPHEN BRETHORST-.19-1967
Seattle. Washington

MILLER MANIER- 957-196
Nashville, Tenneese

9R.V. NICHOLS-IWS410
Fort Worth. Texas

LEON SCHAEFLER-it95-I91
New York. New York

*J. LOUIS EBERLE-II -19U2
Dotee. klsho

EUGENE GLENN-I 9U-19S3
an Dlgo, California

W. HARRY JACK-1953-1 04
Dail. Texas

*DONALD M. MAWHiNNEY-1964-196
Syracuse. New York

HARRY GERSHENSON-- 106-1966
St. Louis. Missouri

JOSEPH TRACHTMAN-1966-I9S7
New York. New York

HAROLD I. BOUCHER-1967-196
San Francisco. California

DANIEL M. SCHUYLER-IOW611964
Chicago. Illinois

EVERETT A. DRAKE-I960IO
Minneepoils. minnesota

J. PENNINGTON STRAUS- 1070-1971
Philadelphia. Pennsylvtania

JOHN BELL TOWILL-1971-1972
Augusta. Georgia

BJARNE JOHNSON -1972-1973
Great Fails. Montana

HARRISON F. DURAND-I73-1974
New York. New York

EDWARD B. WINN-1974.197i
Dallas. Texs
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STATE CHAIRMEN
111'1,Sn

ALABAMA - Birmingham - E.T. Brown, Jr.
ALASKA - Ketchikan - C.L. Clou y
ARIZONA - Flagstaff - Richard K. Mengum
ARKANSAS - Crosset - William $. Arnold
CALIFORNIA - San Francisco - William A. FeUrOl
COLORADO - Denver - Walter B. Ash
CONNECTICUT - Hartlord - Frank S. Srell
DELAWARE - Wilmington - Leroy A. Brill
DISTRICT OF COLUMBIA - Washington - Arthur Peter. Jr.
FLORIDA - Miami - W.L. Gray. Jr.
GEORGIA - Augusta - William M. Fukcher
HAWAII - Honolulu - C.F. Damon, Jr.
IDAHO - Boise - Peter J. Boyd
ILLNOIS - Urbana - Stanlay B. Balbach
INDIANA - Anderson - Philip S. Co
IOWA - Denison - Robert C. Relmer
KANSAS - Great Bend - Fred L. Conner
KENTUCKY - Louisville - Allen Schmitt
LOUISIANA - New Orleans - Paul O.H. Pigman
MAINE - Bamgr - Merrill R. Bradford
MARYLAND - Baltimore - Winston T. Brundige
MASSACHUSETTS - Wocster - Robert S. Bowditch
MICHIGAN - Wayne - Matthew H. Tlnkham, Jr.
MINNESOTA - Minneapolis - Verne W. Mos, Jr.
MISSISSIPPI - Jackson - William 0. Carter. Jr.
MI;SSOURI - Cape Glrardesu - Stephen N. Limbaugh
MONTANA - Sozeman - Sen E. Bertj;. Jr.
NEBRASKA - Lincoln - Thomas M. Davies
NEVADA - Reno - Leslie B. Gray
NEW HAMPSHIRE - Laconia - Arthur H. Nlghewander
NEW JERSEY - Newrk - Woodruff J. English
NEW MEXICO - Santa Fe - John S. Catron
NEW YORK - Syracuse - Chester H. King. Jr.

New Yort City - Thomas P. Ford
NORTH CAROLINA - Graham - George A. Long
NORTH DAKOTA - Jamestown - Herman Weiss
OHIO - Cleveland - Myron W. Ulrich
OKLAHOMA - Miami - John R. Wallace
OREGON - Medlord - Otto J. Frohnmayer
PENNSYLVANIA - Philadelphia - George H. Nofer
RHODE ISLAND - Providence - Bancroft Littiefield
SOUTH CAROLINA - Columbia - Clarke W. McCnts. Jr.
SOUTH DAKOTA - Watertown - Ross H. Oviatt
TENNESSEE - Nashville - W.W. Berry
TEXAS - San Antonio - William E. Remy
UTAH - Salt Lake Cry - Ralph H. Miller
VERMONT - Burlington - Clarke A. Gravel
VIRGINIA - Richmond - Thomas S. Word
WASHINGTON - Seattle - Muriel Mawer
WEST VIRGINIA - Huntington - Jackson N. Huddleelon
WISCONSIN - Oshkosh - Charles F. Nolan
WYOMING - Cheyenne - Byron Hirst
CANADA - Eastern District - Montreal. Ouebec - R.H.E. Walker, O.C.

Western District - Vancouver. B.C. - Ivan B. Ouinn
Central District - Toronto. Ontario - John M. Hodgson. O.C.
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ROAO Of Rt.EGENTS OSER

William P. Cantwell
Dener, Colo0rdo

Preldent-Eot
J. Nidbolas, SWIMr.r.

Baltimor. Mary*Wn

John E. Rogerson (Clss of 197)
Boston, Massachusett

Charles A. Saunders
Houston. Texa

Harley J. SpIller (Class of 1976)
Sam Francisco. Calilorni.

Morton John Barar (Class of 1976)
Chicago. Illinois

William H. Bel (Class of 197
Tut". Oklahoma

Merrill R. Bradford (Clse of 1978)
Banger. Maine

Ded R. Brink (Class of 1976)
Mi.eapolis. Minneota

Donald H. Chlsho:m (Class Of 1978)
Kansas City. Missouri

Allfed C. Clapp (Clas of 1976)
Newark. New Jewy

Ste~n H. Clink (Class Of 1977)
Muskegon. Michigan

John M. DOetrlch. Jr. (CIls o 1976)
Billfings. Montana

Milton GreenfiLd. Jr. (Class of 1977)
St. Louis. Missouri

Fred T. Hanson (Class of 1976)
McCoo . NeWbaska

EdwardS. Hirachier (Class of 1977)
Richmond. Vkpine

Veme M. Laing (Class of 1978)
W"Ilte. Kansas

Hugh L. Macneil (Class of 1977
Los Agees, Canton*

Robet A. May (Class of 1977
Tuson, Aasons

Ralph H. Miller (Clss of 1978)
Salb La, City. ufth

Malcom A. Moore (Class o 1978)
8eetie. Washington

Julian J. Neawn (Class of 177)
Columa. South Caron

George H. Nofer (CIas of 1978)

J. Woodrow Norvel (Class of 17)
Memphis. Tensee

W. J. Oven. Jr. (Class of 1977)
Tailehtsso. Floria

Ross H. Ov tt (Class of 1978)
Watertown. South Dekota

Arthur Peter. Jr. (Class of 1978)
Washkigton. D.C.

John R. Pleasant (Class of 1977)
& r. Louisaln

Kenneth 0. Pringle (Class of 1977)
Mo. Noth Dakota

U. M. Rose (Class of 1976)
Hows. New Maxico

Rudolph 0. Schwartz (Clas of 1978)
Manitowoc. Wisconsin

William T. Stewart (Class of 1976)
Montro. OuebWo. Canada

Paul R. Summers (Class of 1976)
.&M I . ifi diane

E. Frederick Veikanje (Class of 1978)
Yakima. Wshington

M. Emmett Ward (Class of 1976)
Vlc*sbg. Mississdi

0. Van Veisor Wolf (Class of 1976)
Baltimom. MaryI&W

Is0 0 - -10
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THE AMEMCAN COLLEGE OF PROMATS COUNSEL

HONORARY FELLOWS

HONORABLE JOHN 0. CLOCK
Long Been. Califoma

HONORABLE AUSTIN W. SCOTT
Hae~ Unimaty

Cambridge. MasSaousette
HONORABLE CHARLES E. WHITTAKER

Kansas City. Missouri

HONORABLE LEON SCHAEFLER
New York. New York

*HONORABLE EARL WARREN
The Chief Justice (Retired)

Supreme Court suildng
Washigton. D.C.

HONORABLE WILLIAM J. JAMESON
United ttes District Judge

sIItings, Montana

HONORABLE WARREN L. JONES
United States Circuit Judge

Jackeonvlile. Florida

HONORABLE JOSEPH TRACHTMAH
New York, New York

HONORABLE WARREN E. BURGER
Chief JUstice. sum Cowl of the United awns

Wasongo, D.C.
HONORABLE HARRY A. BLACKMUN

Justice. U.S. Supreme Court
Washington. D.C.

HONORABLE LEWIS F. POWELL. JR.
Supreme Co of the U.S.

Wahington. D.C.

HONORABLE CHARLES HOROWITZ
Supreme Court of the State of Washington

Seattle. Washington

" Deceased
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(RInsd My 1973)

THE AMERICAN COLLEGE OF PROBATE COUNSEL
164 W. Pico Boulevard

Los Arpi California 90064

STATE INHERITANCE OR ESTATE
TAXATION OF NONRESIDENT ESTATES

Real and Tangible Pesonal Propety Owned Solely by e Non-resident Decedent

COMPILED BY

H. BRADLEY JONES

Los Anglen. California

FROM OPINIONS OF FELLOWS OF THE COLLEGE IN ALL FIFTY STATES-
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EDITED TtaTizuoY or WIllAM P. CAWTWZLL
My name is William Cantwell, and I au6 the President of The American College

of Probate Counsel. The organization is a group of 1700 probate specialists from
every state in the United States, and while I perhaps have an ax that I am car-
rying, I do not believe that it is well-honed, and I am not here for the purpose of8ap lying it.

Gur presence before you now is not to enter directly into the fray inSOfar as
favoring or disfavoring any of the many proposals that have been placed before
you, but to offer the services of our organsatlon, with representation in each
state, to advise your staff as to how any particular proposal would work within the
probate system.

It seems an obvious truth to state that within a period from today into the
early part of the next century, all American wealth that is capable of being trans.
mitted will, in one way or another, pass through the probate system. Our con-
sistent concern has been that the probate system be one in which the transmission
of wealth could occur In an orderly, expeditious, and if you will have it, a reason-
ably-priced, mechanism. Wo find, as representatives of the clientele subjected to
that system, that the estate and inheritance tax transactions through which
probate property must pass tend persistently to dominate the working of that
system and, as well, to dominate the form of disposition of property.

We an here to suggest to you three basic things. Those three things are stability,
neutrality, and the rights of the probate taxpayer.

By stability I would like to associate myself with all of those comments that
Mr. Melvoin made regarding the existing structure for the disposition of wealth
in this country. I don t believe there is anythng£like an accurate count of the
number of plans for estates in this country, but Ighave already suggested that all
American wealth, one way or another, must pass through some form of probate
or estate planning procedure. I would at least venture that there are outstanding
some 20 million American estate plans. I believe they have been developed with a
consistent respect for the state of the law since the Revenue Act of 1948, and
that any radical change in the legal procedures by which those plans would
dispose of wealth would place an impossible burden on the taxpayers and an
absolutely unmanageable burden on the professionals expected to deal with
amending those plans. I therefore would suggest and urge, that as far as our
group is concerned, dealing intimately and specaliling on a day-to-day basis
with the transactions through which these persons must dispose of their wealth,
that the matter of the stability of the law is indeed an objective of a very high
order, and that any sweeping substantive changes in the law without a very long
lead time would place American taxpayers at a material disadvantage and could
be totally counterproductive to whatever may be the objectives of estate and
gift tax reform. It could end up as reform benefiting the professionals while
exacting funds and frustration from the public and the treasury.

My second point is neutrality. I too live in an agricultural state, and I find It
difficult to disassociate myself from the thought that there should be special
legislation for special classes of taxpayers such as farmers and ranchers. I don't
beUeve that there is any problem that I personally deal with that gives me more
trouble than the problem of liquidity for agricultural enterprises, and yet I deal
with that and in the planning phase with my clients, I suggest in advance that
they too aeal with that. I think that all of the history of tax legislation which has
attempted to single out particular classes of taxpayers for particular types of
treatment has, in turn, ultimately become counterproductive tax legislation, for in
attracting wealth into a particular form of activity because of potential tax ad-
vantages, I believe it tends to distoi & the economy. I believe some of the very
problems we deal with here this morning with respect to agricultural enterprises
have themselves perhaps been created by the attractiveness of agriculture as a
form of investment for tax benefits. And therefore, while I personally would feel
that the problems of the cultural enterprise and any other small business
enterprise ought properly tobe dealt with, I would hope that they could be dealt
with Inatotally neutral form so that the tax laws neither force nor encourage any
particular form of business enterprise or business activity Aimply because of the
structure of those laws. And that is the meaning of my thought with respect to
neutrality.

With respect to the matter of stability, way are we here concerned with estate
and gift tax reform? Concededly there may be some inequities, and perhaps the
agricultural problem is an inequity. However, I would suggest to you that through
borrowing devices, through postponement devices, through expansion of 6161
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and 8166, that the problem could probably be dealt with well. It could be aided
by new valuation techniques which are different from those pplied today. As to
other inequities, I do not find in my practice that the administrative difticulties
In admnstering a tax we have lived With for a long period of time are themselves
unlivable. I am certainly disturbed, and I would ho that hap these is
reform required in the matter of noncompliance In gift tax l and meeting
gift tax obligations. I am concerned that the original objectives of the 1948 Act
have not been satisfactorily achieved, and that perhaps reform is neoesary to
accomplish this. But these conceded yet minimal area need to be placed on a
scale of values opposite my position urging stability in the disposition of the
affairs of American taxpayers representing the results of a thrifty lifetime. To
me the scale tips very, very heavily against any broad brush changes whichwould require revision of millios of estate plans posibly accompanied by
non.revenue-producing complexities of a sort which th legl pro(mlon Is not
equipped to meet. Our particular client., our probate leUet, are clients who are
examples of the classic thrift and sel-support concept of the American economy.
We believe that they, certainly as much as any special clas of taxpayers have
a series of rights. In my prepared paper I have sugested to you a series of area
in which we believe our probate clients do have rights and substantial concerns.

As a first in this series of questions, we are concerned that any reform your
Committee might propose to the Con should address problems of the relation-
ship between your tax and the state iihetanoe tax. This question extends to the
necessity for filing two tax returns, often on an inconsistent basis, which can
subject taxpayers to a whipsawing relationship ketween the two taxing entities
involved.

We are next particulariy'concerned -with the overall valuation problem. We
would sugst to you that the valuation technique used on agricultural and other
real estate, as well as closely-held businesses, could stand great attention from
this Committee, and might in itself go a very long way to take care of the sai.
cultural and other small business concerns with which you are dealing. Valuation
is really the genesis of the problem, and liquidity requited by valuations which ar
vastly inflated because of forces beyond the control of the taxpayers appear at
the heart of the nature of the agricultural and the small business rblem.

Another of our concern, would arme If this Committee should propose a unified
tax. Where would taxpayers stand with respect to the basic problems and the
horrendous administrative difficulties created by any form of carry-over basis?
We are equally concerned that if a unified tax should be enacted that the existing
noncompliance with the gift tax statute would be accentuated. Picture, for exam-
ple, the difficulties that would ensue in attempting to make a lifetime catalog of
a giving program in order to do justice under a Unified tax.

In another area we are hopeful that if there should be reform, that the extremely
difficult problems of joint tenancy tracing might, in some manner or another be
erased from the law by simply allowing joint tenanoy to be taxed on an objectlvs
basis.

We are very deeply concerned with noncompliance with the existing gift tax stat-
utes overall, in the Joint tenancy area, and in other areas as well. There simply exists
no objective technique, such as the withholding tax, to heal with joint tenancy
under the existing statute, and we think a bill of rights for taxpayers, for our
type of taxpayers, should protect-the filing taxpayer, the complant taxpayer,
from the reduction of revenue from the nonompat taxpayer, prcularly in
the gift tax area where there doesn't seem to be any particular good policing
mechanism.

We would suggest that any legislation that might come forward would be legls.
lation aimed at an ease of compliance rather than a complexity of compliance.

We would hope eventually that the federal government and the state govern-) ments might seek a method by which a ingle return rather than a two-return
system could operate.

We would hope that the Uquidity problems might be dealt with bya much -
more objective work-out of 16166 and 10161 so that the administative inter.
vention f enforcement personnel does not prevent the intent of those statute.

On an ultimate basis then, what our organaton, concerned with the probate
clients of this country would seek would be a reognition that Just asin 1948
there was a series of abuses by virtue of the difference between community and
common law states, that now there Is a series ad problem that need to be delt
With.

The 1976 problems seem to center around the question of Inflation, the Inter-
related question of liquidity base on inflation, aS the objective of maintaining
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the potset for the small nterpsie We should think that the tie has wiv*d
for some form of taYparw bill of rIte- new version of the Revenue Act ol
1948 to redrem Current inequities tha Act was aimed at the 1948 problems.
The 1976 statute would seek to ded with the InalS4on, liquidity, ad small
business enterpris objecUvesWe would hope that an k carry out the thoughts that I have
tried to suget to t, t . t theru.e me - other words tht
tax statutes not d ate any more than is absolutely essential the form of a family
transaction. Secondly, that you seek sebs. That would d a slgmnt the
tremendous investment of times energy and person auiInvolved in those 20
milOnD wills that are sitting waiting to be probate in Iyes Ofice and that,
YO consider simplicity as an ultimate objective. More and more complexity for

tapyers is becoming a factor in their attitude toward the working of their
ovent. We seek help in making the probate procedure an expeditious

proedure and not a rodure In whioh dels ad dffoulte are bed on te
federal tax system a than on the local probate system, or on the delinqu=ny
of Individual lawyer which we re as opposed to s anyone.

Our ofw to you Is that we would hke to help you detemmine how, in a probate
seoniAny proposals you ultimately adopt would work, and we offer our srvc
for that purpose

I have a written statement, and I would ask that it be entered into the records
and I apprecate very much the opportunity to testify.

Su'Lxms mA&, vasmox or Tn AmuouA CoLuou or Pso"Is Couvs.
This statement supplement the March 12, 1976, written statement, submitted

in letter form, together with the ora testimony given March 17, 1976, by WUl-
Ham P. CAntwell, bq., Presidet of The American College of Probate C6unsel.
This has been prepared by a duly constituted committee I of the
CoiPand is being mde under the direction of its President (Mr. Cantwell)
ad President (J. Nichols Shriver, Esq.). Following introductory points on

the meral philosophy of this committee with respect to estate and gift tax reform,
the statement makes some sugetion for improving the operation of the estate
and gift tax system.

A. ?M o oOMCAZ GUZDRWMM3

This history of the Federal estate and gift tax system and many of the observa-
Uons which have been made during the course of the current hearings, show tha
there settle consensus s to whehr the purpose of the system is to break up
lre accumulations of wealth or to raise revenue. As a practia matter, the
foundation of the system probably rets upon a combination of these purposes.
However these purposes, and the effiency of the system in achieving th , can
not be tUe only criteria to be applied in judging the system. Other sgnilcant
criteria include the Mdigly of the system under which estates can be planned in
reliance that major obanges in the law will not render the plan uelem (or
worse) by the time the property owner dies; the undoWadebit of the system,
at leat to the averse attorney, so that it can be dealt With competently in
carrying out the cliena's wishes (while an equitable system Is desire, it Is not
always possible to develop a simple and understandable tax structure that is
equltable--e vlng for equity often results in complexity creating problems of
understandability to property owners and their attorney; the miwalrUiv of the
system, so that actions need not be distorted to achieve tax objectives; and the
opuinJ of the system (a corollary of both understandability and neutrality), a

rinociple recognized by the Cvse In keeping the Federal estate and gift
we bacally unchanged since the martial deduction was brought in by the

Remeue Act of 1948 and the present method of taxing powes of Appointment was
adopted in 1951.

Abhieving certainty of a ctio O the este ad gft tax lws sometime
rum ounter to ob t/nit comply equty in instrving for the Itter, un-

ertain nte ll too ote (A key Iustraton of thi is what happened tothe provisions taccng aumulation trusts during the enactment oa the Ta
Reform Act of 190.)This is more important from thet o the property
owner than from that of his lawyer, since uncertaint the a Application the
ta laws creates additional costs for the pro y owner and Increases his lawyer
fem. Another desirble principle Is that t laws apply uniformly to smlary

ITMe eswmittee nimbus.ar mlati Os the Uas Meg at this statement
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td txpaym However, it is not always possible to achieve these results
without Iosn other objeeUves. For exam an unlimited marital deduction
(or even the weent fifty percent marital auction) pAhlse people who dl.
unmarried an an armment could be made that ones marital status at death
should not determine the amount of the federal estate tax; on the other hand.
the elminaJon of the marital deduction would bring back the inequities that
existed between the eight community property states and the rest of Ows country

orto the Revenue Act of 14&, and run counter to the social policy of esing
pact on surviving spouses of the estate tax on the estate of the first to die.

The rishta of the taxpayr must also be considered in any tax system. The
ta qweF (in the a of ts Fta t tax, It Is the decedent's eaU), if
ini intly liquid, will And that the paymet a the federal estate tax imposes a

MO but sometimes forcing the s o farms, ranches or smallo Iftis oss f the family Usingthe ntburden e the tax where
an estates asset. are relatively Illiquid is an extension of the ability to pay
peicilesince, in an liquid situation, there is rinaequ&a ability to pam the
far, withot forced sales.

Lost, but not least, taxpayers should have the right to expet an effiient
system of tax collection. In most cases, this should lead to the earlierloMM

Wefor exthi pouevn f in those ituion involving iak of

li u/l y to opeth the poLmwoms l/ud m ~uk ft~rM

a. WJQUDIT flODLMI

One of the most important problems.in the Federal estate tax ar involves
the Iliquid estaMe, whither it be iliqud because It. principal asset Is the family
farms a closeyheld business or some other maet, th forced sale of which would
cAe" considerable hardohip. Many proposals have been am e to deal with this
problem of liquidity by giving special treatment to certain types of asset such
sfams, ranches, open space or historical sites.

Wereject this Ioe it violate. the criteria of neutrality, uniformit
and equty. It odeddead tothe creation of new estate tax sbelters, wh
failing to w the probems of most illiquid estas, regardless of their a en d
Instead of ose treatmet for certain types of aset, we oommend other

shan se ar designed to relieve the hardship f y all estates by et-
lishing rules that set more liberal, objective standards for the pants of extensions
for payment of Federal estate tas.
1. eadat d mitim sypoe old b401ei Me for dw ld pemMOM of

(a) Section 8186 permits ten-year installment payment of esate takes attribu-
table to a cosely-ld business for up to ten ya (it the value of the business
exoeds either 35% Of the grs estte or 50% of the taxable est) and, broadly
speaking defines a closely-l business as one in which 20% of the value of the
business is in the decedent's estate or in which there are 10 or fewer atnr or

eers. tWe propose that the definite of an Interest n a clsie-el
business be brd d to with situations in which an estate may be una
to pay the because it assets consi a o interest in an unliquld
business which does not meet the p o snt tests.

We propose broadening theSecio 6166 definition of a closely-held business to
include a business 20% or more ofthe value of which (or of the voting stock of
which) was owned either actually or amaldioWey by the decedent, or the stock
of which was not traded on an exchange or in the over-t..ounter market. This
would expand the definition of closey-hed business to cover nearly all caes
where the share of a copora may not be readily sold at theiraprxmt
fair market value.

Constructive ownurshIp rules attributing to the estate stock owned by sibizAM,
defendants and ancestors (and spouses) should be applied. These would exen
the Section 6168 treatment to those situations where the estate owns lessta
20% of the business but, for practical uroethe estate Is no more liquid than
If It owned more. Tise is because difuo ofo'wneru among family members Is
unlikely by itself to result in dimunition of the liqui'dity problem, particularly
because of the difficulty in selling a minority Interes't in a closely-held business to
an unrelated, third party where other important shrhlesae members of a

7%t alternative definition of a closely-held corpena-that It have ten or less
shareholders-should be replaced by a test as to whether or not the stock is traded
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ana, securtiess~ w II-Or in the0 tvrte.otr market since this really deas
wis Ina positi n to liquidae its sharentgardless 1 f the

b)Aothr serious problem for the illiquld estaU for which a deferral has been
obtained arise because & withdrawal from or a disposition of the Interest In

the business w. uonde certain wuffflwnscs cause a llto fth eann
Intllet oeesa tax, without provi~dw h estate wth suffcint, lqiq

asets with which to pay It.
Section 6168b)(1)-(A) provides In sub&tn that, If withdrawals from the

closely-held busing equal or exceed 60% of the value of such business , or 60%
or more of the clolady-hd businem Is sold or exchanged, the payment of the remain-
IngFdea utis taislrtc

apearstob no jut~aimfor an acceleraton of the Federal estate
tax oqrlsef the peorcentage of the mid ebusins which is either with-
drawn or sold, so long as the withdrawal =or aroe apUMe substantIally
to the remaining estate tax doe, and, n fact state prold for xcsptins
in Myese ofa ale or exchange, where t proceeds are used entirely for the pay-
mnet or Federal etate tax. Ou not all of te p -ced shoul hae" to be appie
against the Federal state tax to prevent an aceea~nof esAte tax pamts.

Some of these prceds will be needed to pay state death taxes (or othe debts)
which fall due d 0 ten-yoar period of the Section 61W6 estate taU sulen.

If Section 6166 required all of the withdrawn funds or sales proceeds to be
applied to the Federal esate tag, 6th executor who used suob funds or suoh prooeeds
tO pay state death taxes would then have to borrow an equal amount of funds to
AMOY on the Federal estate tax at the next installment due date. Thi hardly
bene to alleviate e monetary p o the illqud estate. We would reoom-
mend the exaepxion to it at'= haf of the proceeds are

isflsproblems arises under Section 6166(h)(1)(9). This makes an exception
from the general aoodaton Provlsion whore there is a distribution In redemption
of sok under Section 08. Te last paraMaph of subp (B) provides that
this exception will only apply If an-ft eot ae tax not ess than the
edempUon distribution Is applied on the next Iolment of the Federal estate

tax. T requirement that the entire distribution be applied aginis the edel
estate tax ses the same liquidity problem noted above, namely that where a
distribution is necessary to pay the state deat tame or other pressng debts. It is
then necesary for the executor to thereafter borrow the same amoun of funds to
apply sginst the Federal estate tax thereby compou-ndin g his IlquLdy problems.

~uwe reommend that only a portin of the reepto distibutIn such a
ofIt, be required to be pai on thO w alett tax at the timethe next

WO#lsoreoommed Meinn a "dispodition" under S tion 6166(h)(1)(A) (II)

and a "distribution" under subparagraph (B) so that, when notes are received In
or tIh oryporat sto, 40 -dipostion r "d btion' would be

to OcMr only whee p ts a mad on the notes or the notw ar
fT1or a loan.

& 8di bjcessumierdsfo 1evusseblek cuss for dr.,sin pqssW q' taxi ad

In addition to providing for more liberal mer through permitting Inalmet
payment or estat tax over a =e~dof years to be avil=l to a broader clas of
iceely-held buinesss we bleethat the twelve-inonth extension underSection 6161(a)(1) (pertted whenever a Aduaray on show reasnble cause for
his Inability to pay tOO estate tax when due) should be available On an objective,
bais rather than givin the interal Revenue Service discretion t pat this
priv&Ig onl If-ton examin ato all the facts and ciczstne dcLe tht&
a request for an extendon of up to a year i based upon r-e-onl cuse. We alo
believe that this extenson should be for up to Bve

.te Senate Finance Comittee .eport to the Exe A and Gift Tax
AdJustment Act of IWO, gives sit eximples of oases in which there would be
enable cause for an etu :
The ist example Involves situations where farms or cloey-held businesses

comprise a smificant portiom of an estat but not enough to s diy the percentas
requirements for obtiaing a Section 61(a) extension. Although thee Interesit
could be sold to unrelated persons for their fair market value to obtain funds to
pay the estat tax, the executor could raise the funds from other sources If he had
more time.
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The second example deas with an estate of suficient liquid ats to pay the
tax when oherwis due, when the anet were located In ev uridctis and
not immdiy subjecti to teol of the executor, so he cannot readily mashall

It dr ex ise n os te a substati put wo assets on s o
right to future me (hnnuit==, o t royalties, contingent tr or

wnit's reoe ), Wawoere there is % cmas wh With w" to pay the a&
tax when othrwise due and a loan cnnot be obtained, e qp upon trm Infic/ng
es unn the sta.

In Clourh example, the esate W*udes a lm to substantial aete wich
cannot be collected lihotigation,- so that the mlue of the gro stat is us-
acertainable as of the time the tais otherwise due.

The fth example deals with aest which must be liquidated M a sacrifie
or in a desp mke, to pay the estate tax wbe otherwise due.

In the dzth example the t has insiuMcet funds (without bonrowtinat a
NOW rate of interest than that aerall available) t the ente tax

whnotherwis due, provide a resI al alloance forC famil durig the rm

ana Of a d atisysan n the state. M(co two an interest in a oloeeo-ek business to Whidch ~e ,)
In All six of these on, we recommend that an extension of time to y Et

for up to fve years be automat s ted upon re--etation of the existence
of the problia in a sworn aidavi from the e:ecuto. This U wud sil leave to
the discretion of the Internal Revenue Service other casm where an oanuation
of the foas. ad a mtan s disclose that a rueSt for an extension for up to
Aveer pre-etly twelve montbs) is reanabMe- However, in these otherases,
h e sho re t to St such an extension unhehe tmemin s t 1 he"= is ronb muse not to 8rint ops. Obould It War~
become apparent that the taxpayer submitted (ase or Inafictent Inf at,

sxistI~or~mnalPrnaltin are AdM7 USS0MIS md n 190 di no to Owb 41w o given O Internal

Revenue Service to extend for to ten yean the time for p&Wentof y pert
ofthe e0 a tax in- m of =ndue p under Se:o 6lo (S)(2). "w '
extension may be sted only for a year at a line and requires more a
general statement 1i hadhp or showing of re a use fe obWa it. Undue
harodp means more thn InconvenIence. It means ske at a sarifie price or In a
severely depressed market or the disposition of an interest Ln a family business to
inwelated jwanp&seven tho it could he sold at a price equal to I.current fair

As pointed out abov, we r ced that the time period for an extension, of
the estate tax payment for reasoable caus, under th citwa of Bection 0161
(a)(1), be extended from twelve mouths to Aive years and tha4 thrafeh
undue hardship criteria, of Section 6161(a)(2) be used for fter enions.s
5. Lme Awn do wa. ,e,,, s, e.eeas so SO W er

The present maximum Period for obtning extensions of time to a esate tax
under Sections 6161 and 6166 is ten years but an extension undei Section 6166
must be elected at ti time the return is fed. We recmmend thst this section
also be available If a defioncy is anose sw4  furlmoeLUQ, Istaft
naymento of the tax under the condtion In both~* 101i and

1M'be permitted for up to twenty years
4.Roduc inasel rote on eaoow to hn.4A* qf 9Wte d~nd
Flly, we p that Lu all coes wher the ymet f the este taxis to

bdeferr rader Sectlons 6161, 616 (dIng with extension for the
of estate tax attributable to a future interest) 6166 and the new extensn% pro-
visions advocated by us, thO Inters be reduced to two-thirds of the rate eurrentiy
charsad on dedolencss. For many ym until 197k, Inteest was mposed at only
a4 rate on extemions of time for undue hardship (Section 6161((), besuse
of a future initet PSect on 6168) or where theri was a In
the estate, (Section OW, gkboi the regular sx renitrstrates applied
to twelve..sonth extensions uinde Section C61()(

Effective, June 80, 1976, the Preferetial rate 4 Iinterest was abolished at the
"ean time that Interest rates wer raised to 9% (no 7% at least until Febru-
ary 1t 1978). The Senate Finanoe Commtteaaonf the eage tha elim-
Inated the preferential intends rate, overloo tha states hdigclosely-hel

buinsss and other illiquid asses must not only *arn profits to pay the intesd
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eag.but also to Pay the unpaid W4Inelzet 096etat tax. We mmlY se $0
fute the purposes of the extension provisions as orizinaly euaced and the

Goalsa dio em -br t Inte rt r d wfo

libralsalon supposed by us, by reinstating a pndefeuta neetrt h
would rise ad fall b to the current rate, o intres for inoon tax

~o itha the adoption of She above oerowould go, a lng way to
solve most liquid prbam experee bjestat. From te tadpoint of!
sound twA t. unorm ,plotlonfo these povion- rOf the
nature Of quid aseds, wvl uhrthe obetves Olt M- t equity.
ad uniformity of applcation of the ssae ta lasua well as providing certinty
tat reo wouldWbe availa eIn most me.et
L. Oma ae nowae~ ueormh iaes oasp! feor herd to.~ sa soou

Great difsultis ae created for stt holin hard to value asets and for
The Internal Remue elve Li dealing with assets Current rue
apprsldni,whc can be epedve an rult in e pens and tme onn
controv(We with the Interl Revn u Service, anmay rlt"0 I un to
oe side or the other when at ae sold within a reasonab period after death.
Th vloreo although we favor reein of the six-roant alternaive valuarion
daoiweone that whre an estate o at described In Section

l uI or 6166, o real sTe sf taibe pe sonal property (otr than proph.
oty =ot depreiates In value due to of ime or normal us oreuh as the

y aro# the tm of "ling of the the executor should be permintd
to e iet a dee lt vaon date f uch prpty Um=ea the
notm election" to vauaton a would =d_ mt th vtio of thes
asets to be Mosponed for a id ou to thee year followg the dat of the
SlIngo the return with vlaonto befxed by actua "i or, If noe, by

= t the end of the periO. Needless to sat, unless otherwis defeItableYsette tax attribtable to these Illiquid asts should be paid on an esti.
mated basis and the statute of uliadoes W applied to questions electing these
Amets tolled.

C. invearovsai mwaasm
The problem of inter vivo* and dthlein"- -'osa tranlere is one that

hs produced a number at proposal to make chages in the marital deduction.
We re oncrne tht smeof he orefanreahlg ones which would provd

for the unlimited marital ded Making all interspousal trnner. taxhos
would create both an unacceptMabl hg revenue loes (at last LU the nwterm)
and run counter to the objective, f!v a stable tax essem. The two most

siosproblem in this are are theunmy of the lalpeu tion nvolving
joint tenancy particularly between spouses, and themta pressures to distort a
Went's natural desire in making appropriated dispodtions for a spoone and children.
This Is particularly serious, wW*r the client, wants to be sure that his or her
cdren, and not a seond set of children the surviving spouse may have on re-
narria(o eve the surviving spouse's newmari partner) share In the

esaturePVWM exist eve mores srom*l In econ aria1 where there
are chidren m * marrage.
I. law vim es% * bu ~el ~tJewa "d uuuwsi prepuIp

We prps retention of the 80% marital deduction in general, but advocate
a maor chpinvolving inter vivos interspousal traders. The gift tax marital

deduction, the estate tax deduction, does not permit a SO0 deduction
fo pto 5% of the estat. The deduction1a th

ftUIaount lvento his mpne u m sf d feitmfrrtvl
anall gfs,* a resquir~ement tat i frequently Ignored feedng to disrespect for
the law on tdo part of many people Iand oapnerous in and payumt
r irements on the conscientious andWel~S

bd that the same policies that le to aJ 6Y!M,("th Section 3515
exemptio from a gift tiax of the creation of a tenacyby the entry or aN Joint
tenancy with right of survivorui bewee husan ad wife irelestate(I
the absene of an election) sh uld ended to many other intlerspousal traders
mnade, inter vivos. Section 2515 should be extended so that, all treader, it n
ownership, including community ~o traders, by either spouse reaes
of the soe of the-funds, would =tdas exempt unless the spouses elected
to have them treated as omplete trades. Thus, the umbrella. of Section 2515,
now limted to real estate. should be extended to stocks, boni savingsaccounts
and all other types of property. Eveui tenancies In common shouWld nt this
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shelter, since the tendency of people In creating all of these Joint interests Is to
give half tof an aggregate amount, so that such a rule would really rather closely
parallel the present policy on joint tenancy.

Under existing provisions of Section 2615, 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, depending on the ratio of orinal contributions and the
property interests acquired. This Is frequently the occasion for an inadvertent
gift. Extention of Section 215 to all types of property, without any attention to
the Inadvertent gift problem, would exacerbate the existing problems of non-
compliance in this area. As an Inducement to taxpayer awareness and oompliance,
a new tyipe of taxpayer election in this area is suggested below.

Unawareness is the real reason that many transfers Into Interspousal oo-
ownership form are not coupled with elections to treat the transfer to the nonon-
tributing sIuse as a gift. Existing Section 2516 requirements requiring 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 trainer might have been a gift,
it is ailnioot always too late for a timely return. To constitute the noncontributins
-i pouse as an owner then would require a gift of the entire one-half intemst. Appreci-
ittion and inflation aggravate the problem since current fair market value would
be involved In a transfer at termination of the joint interest. If that value 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 &0,000
and a $10,000 down payment. Mor payments in annual increments are made.
Had elections been made on timely ift tax returns to treat the downpayment and
annual mortgg payments gift, little if any gift tax would be paid. On the
other hand, f the elections are not made and If a severance is effected on a sale
with each spouse receiving one-half of the proceeds and the appreciated value
is $1.50,000, the consequence is a $73,000 gift (subject to the gift tax marital
deduction) by the contributing spouse to the noncontributing spouse. This can
be very dlisdvantes in many situations.

A rklatively simple statutory change to permit the elecUon to be made on a
return, whether timely or not, would relieve the situation. It Is particularly
pirtinent if the suggested Section 2515 change is made, for nonrealty transfers are
virtually handled in this fashion now. Acquisition of a security in joint form under
existing law Involves a gfft. The tax now remains due based on fair market value
at acquisition, under today's law, and can and should 6e paid on a return, whether
timely or not. The taxable event was acquisition, and not anything subsequent.
What is being urged here for an expanded section 2516 Is that acquisition remais
the taxable event, with the election available to treat the transfer as a gift at aly
lime after acquisition. In eence, the question of gift or no gift would remain open
until the spousm close the transaction, but, when it Is closed, the closure would
relate back to acquisition cost and would not require a fair market value transfer
at the date of closure.
. Joint property at doath

Section 2040 should be amended so that at death only half of the property held
in any form of joint ownership would be taxed in the estate of each spouse without
tracing. But any property held In joint ownership for which no git tax has been
paid at creation should be removed from the adjusted gross estate in figuring the
bae on which the maximum marital deduction (50%7 of the Adju Gros
Estate) is computed at death. This is the present approach to community property.
3. &Es n~iu of Owe areit for prior b.ftm/o

If the donee-spouse dies first, half of the property will be Included in her or his
estate, and the entire property will subsequently be included in the donor-spouse's
estate. This is a problem that generally 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 the elimination o the present ten-year
limit and the 20% credit decrease that occurs every two years. This specally
extended credit rule for property previously taxed in interspousal trainers would
permit a 100% undiminihed credit, regardless of the number of years between the
deaths of the spouses.

The unfortunate whipsaw consequences of the same property being included in
the estates of two decedents (usually spouses) could be solved by extending the
mitigation of the statute of limitations provisions in Sections 1311 through 1315

M5-Oi--76 --- 11
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into the estate tax area. These provisions deal with inconsistent Income tx deter-
minations that either give the government or the taxpayer an unfair advantsa
which cannot be rectified because of the running of the statute of limitations. Tho
provisions permit the reopening of the statute of limitations under certain condi-
tions 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. We believe
that the same objective can be accomplished through the use of the above-
described 100% credit for tax on prior treauder between spouses.
4. Queila(u expansion of IA. mn i deducion and elimination of OW termintabeintees r"Is

With respect to the qualitative aspects of the marital deduction, we favor
qualifying for the marital deduction any full income interest passing to the surviv-
Ing spouse, egardles of whether there is a general POwer of appointment accom-
panying it. Thus, deductibility would be giv in the first estate, provided that the
Interest is to be included in the second one. Furthermore, the surviving spouse
should be allowed either to accept or reject the marital deduction tax result In the
qualffying limited Interest situation, such as where he or she receives only a lifo
estate. Thus, In effect, the surviving spouse would have an option to prepay the
death taxes when there is a straight life estate, but still receive the life estate.

In essence, the Section 2056 terminable interest rule would be abolished in the
interest of simplicity, to make it easier for the nonspecialist to avoid problems and
to avoid the whipsaw effect of the Inconsistency Involved in requiring inclusion in
the survivor's estate in situations when the marital deducion is not always
available 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 unpro-
ductive assets, so that not all the income requirements for a marital deduction
power of appointment trust are met and cases where the power of appointment
does not qualify as a general power of appointment under Section 2068 but none-
theless falls within the 8ection 2041 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 require-
ment of survivorship running beyond the allowable six-month period which
actually is satisfied so that the property does in fact pass to the surviving spouse
and is taxed in the second estate.

Perhaps the worst aspect of the present requirements is the compulsion they
place upon a property owner. He must do something with his property that he
might not otherwise wish to do. While he may be perfectly willing to provide for
his spouse, he may not want to do this in a way that allows that spouse to divert
the property from his children after his death. These fears may involve a fear of
the surviving spouse's remarriage or where a donor has a family by a predeceased
first spouse and then remarries, fear that the second spouse will not make the
adequate provision for the children of the first married Tomitiage this situation,
we propose amendments to Section 2056 that woul permit a limited interest to
qualify for the marital deduction.

If the decedent's spouse leaves the surviving spouse an interest which will
cause the property to be includible in the survivor's estate upon death, that fact
alone ought to be sufficient for a qualifying gift. If the survivor accepts broad
benefits, such as a general power of appointment or outright ownership of the
property, then of course the Ant estate is allowed a deduction, because the survivor
has that quantum of ownership which requires estate taxation when he or she
later dies. That rather paralle the present marital deduction except that it
substitutes for the technical terminable Interest rules a basic ruse which simply
and directly states that the interest qualifies If the surviving spouse takes such an
interest as would cause Inclusion In the surviving spouse's estate if retained until
death (which, of course, also means t~at, If the survivor disposes of It before death,
It is subject to the gift tax).

A further recommendation is that the spouse dying first should be able to tender
to the second spouse a terminable interest which qualifies, if the fist spouse to
te declares a desire to have that Interest qualify. Thus, in the classic case of a

life estate for the wife, with remainder over to whomever her husband directs, If
the widow accepts this tender, it should be deductible in her husband's estate and
her acceptance 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 expresslyy
conditions this bequest on her acceptance of It as a marital deduction bequest,
however, she could take the property rights but decline the tax consequences
through post mortem plannin& and prepay the tax by declining to take It as a
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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 gif

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 unantici.
pated enargement of his taxable estate borne specifically by the assets which
caused that enlargement, that is, the asets 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
2206 and powers of appointment under 2207 should be put in the Code to deal
with the unplanned situations.

These proposed changes should not cause a significant loss of revenue, but would
give much more flexibility to estate planning, particularly at the post mortem
stage; the election could actually result in particular cases in revenue advantages
because of the prepayment 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 advantageous from a rate viewpint. In any event, where It does reduce
the tax, it does so by removing an inequity rather than creating one.

D. RASE THE EXEMPTION TO $00,000 AND CHANGE IT TO A CREDIT

-Another problem that is receiving considerable attention lately is the debate
over whether the federal estate tax exemption should be increased in view of
Inflation. We are concerned over the estimated $2 billion revenue loss that an
Increase in exemption to $150,000 would appear to create. We believe that many
of the problems caused by inflation pushing far more people Into the federal estate
tax brackets will be solved by adoption of the liquidity proposals we have pro.
viously inade. We also recognize that some allowance must be made for infttion,
that complete relief from the estate tax and the filing requirements is desirable in
smaller estates. However, we believe the revenue Impact of this relief must be held
down by changing the exemption to a credit.

We also recognise that If there is a material Increase In the estate tax exemp-
tion, questions of fundamental social reform, rather than narrow tax reform,
are raised because, if a tremendous tax los results from exempting so many
modest-sized estates that are now subject to tax, it may be necessary to make
up that difference by acceleratUng rates (if the estate tax is to continue to produce
the same amount of revenue) and, inevitably, even without a conscious and
independent policy decision, a rate structure might then be adopted which would
tend to break up even moderate concentrations of wealth and deter needed
capital formation. This is not the sort of result that should be reached as an
incidental part of estate tax revision, but, to some extent, It would be a by
product of rang the exemption (unless the exemption can be raised in the
context of other revenue increases).

It would be most desirable to exempt the many estates which involve only
modest amounts of wealth being passed to a spouse or children where both
planning and administration are now complicated and little revenue is produced.
Accordingly, to the extent consistent with revenue considerations, we recom.
mend that many estates be exempted from the Federal estate tax where neither
the returns nor the administration and planning are worth the effort. We suggest
that this be accomplished by means of a credit, rather than an exemption. This
credit could be used, In effect, to increase the $80,000 exemption to $100,000
by taking the amounts from the bottom rather than the top (eliminating tax on
the small estates, but giving the relief in the large estates at the bottom, rather
than at the top rate).

We propose that In lieu of the present $60,000 exemption ($120,000 for transfers
qualifying for the marital deduction), a credit against the tax due on the first) $100,000 of taxable estate ($200,000 in the case of transfers qualifying for the
marital deduction) be permitted. This credit should be designed to that gross
estates of $100,000 or less need not file returns. This latter point is of the utmost
urgency, since if It s not done, the change will cause further unnecessary com-
plications and costs in the administration of small estate.

K. VALUATION

Turning to the question of valuation of asets, wherever there are closely-held
business Interests or hard to value tangibles, estates are put to a considerable
amount of additional expense and both the estate and the government spend
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quite a bit of time and money in valuation proceedings. We believe that the
settlement of estates could be facilitated by improvement of the present valuation
methods. For example, Section 2031 presently require. that unlisted and untraded
securities have their values determined by considering, along with all other factor,
the value of securities of corpomrations engaged in similar lines of businesses which
are listed on an exchange. The limitation of this comparison to corporations
wh(Ke securities are listed on an exchange is a technical defect in the law. Accord%
ingly, 8ection 2031 should be amended to permit comparisons 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 personal
property 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 valua-
tion rather than the price obtainable in the market or markets available for the
holder of the property being valued. This approach of the Service was rejected
by the United States Supreme Court in the Cartwright case, decided in 1973,
which involved the valuation of shares of an open-end mutual fund. The price
obtainalble by the executor or donor in whatever markets are available to hint
is a fairer measure of value.

Accordingly, we recommend amendment of Sections 2031 and 2512 (gift tax)
to provide that tangible personal property be valued for estate and gift tax
purlxse at the price obtainable by the executor or donor in the market or markets
available to him. If this proposal is coupled with the previousdy made one per-
mitting 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 posseing closely-held businesses in obtaining appraisals of
them for tax purpose could also be reduced, If not entirely eliminated in a large
number of cases.

. OIFl TAX FILING

There art- two other areas of the estate and gift tax laws which are widespread
in their effect where the present rules create both unnecessary complexity and
inequities. The first tof these deals with the gift tax filing nquirements. The
Excite, Estate and Gift Tax Adjustment Act of 1970 required or the first time that
taxable gifts be reported quarterly, rather than annually as provided by prior
law. This quarterly filing requirement has proven to be a major administrative
inconvenience to the Internal Revenue Service and constitutes a oetly nuisance
to individuals who make relatively small taxable gifts In several qutrtere. The
extra work required by the quarterly filing requirements may in mrny instances
be far more cctly than the relatively small value derived by the Trevsury from
a slight acceleration of gift tax revenue.

We recommend a prospective return to annual fing, at least for most denors.
Only where an individual's gifts in one calendar quarter aggregates $100,000
should an individual still be required to file a quarterly preliminary gift tax
return with respect to that calendar quarter. This amount appears to be a
reasonable figure which would eliminate most quarterly returns without deferring
the payment of any substantial amount of gft tax. Eighty-five percent of the
persons filing gift tax returns would not have to file quarterly preliminary gift
tax returns yet 75% of the total gift tax paid for the year would be reported and
paid with the preliminary gift tax returns.

Where quarterly preliminary gift tax returns are in fact required, gifts between
spouses should be permitted to be split on a preliminary basis, with a nonbinding
election until the subsequent filing of a final return for the calendar year. At
that time, the spouses could elect to split their gifts or not split them, regardless
of the election made in the preliminary quarterly returns. Similarly, the election to
treat acquisition by spouses of a joint Interest In any property as a gift would be
made in the annual gift tax return rather than in the preliminary quarterly

turns. I
0. ESTATZ TAX CREDIT FOR GIFT TAX PAW

We recommend that Section 2012 be amended so that in computing the limita-
tion on the estate tax credit allowed for gift taxes paid in respect of property
Included in the decedent'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 of property
included in a decedent's gross 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
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coniuted under preAent law by a complicated method involving the average
gift tax rate and the average estate tax rate. Substitution of the highest applicable
bracket ratm for the average rates determined uuder pre.cnt law would greatly
simplify the computation of the credit and would reduce the number of cases
In which the credit is partially lost by application of the limitations. Thu., we
recommend that the computation um.d to determine the amount of gift and estate
taxem allocable to property subject to both taxes for purposes of the limtldaions
be changed to reflect the Incremental amounts of gift tax and estate tax attributable
to the doubly taxed property.

If. THE STATE D.ATH TAX CREDIT

In the written statement Aubmitted on behalf of the College by Pre-ident
Cantwell, he indicated that we were working on a state-by-otate analy.wi of the
economic effect of the state death credit and would submit a report, which we
expected would be ready within a month, to your Committee for Its consideration
in connection with your deliberations. It is now apparent that this report, which
we had hoped to attach to or make a part of this supplementary statement, was
not as far along as we had believed in March. Therefore, It will not be ready for
several more months. When It does become available, we will submit its retults,
together with recommendations for a closer integration of the state and federal
death tax systems, ba.,ed upon some form of incentive given the states to conform
their death taxes to the federal estate tax, to this Committee.

1. EVFVCTIVV: DATEa or TAX CHANGES

Our final recommnendation deals with effective dates of any and all changes
that may be made to the estate and gift tax laws. We believe that all such change,
should apply prospectively and not be applicable to any past transfers. The
effective dates should be such as to allow a reasonable period for amendment of
existing etate plans. If major structural changes (such as new taxes on generation-
skipping transfers, an unlimited marital deduction, sonic form of taxation of
appreciated property at death, a radical change in the entire death tax system
by bringing in an accessions or an inheritance type of death tax or the unification
ol the estate and gift tax or substitution of a capital transfer tax for it) are made,
we believe that an extensive period of time should be permitted for the transition
to occur, in the Interest of stability.

The general policy of amending tax laws only prospectively should be strictly
observed in estate and gift tax revisions. Obviously, many gifts have been made
and many trusts established on the basis of the present tax system and its rules,
which have remained substantially unchanged since 1951. Fairness requires that
significant changes not be applied to the detriment of those who relied on existing
law. Specifically, if Congress decides to unify the estate and gift tax system or

-substitute for it a capital transfer tax, similar to that used in England, it is im-
portant as the proposals to date have generally contemplated, that there should
bca "resh" start, with a single lifetime exemption available in full without
regard to prior gifts, and without including prior gifts in computing the tax on
future transfers. Similarly, if a switch to an accessions tax is made, there should
be no attempt to compute and charge recipients of gifts and inheritances with any
of these received prior to the effective date of the new law.

If a tax is to be imposed at death on appreciation (either a capital gains tax or
an additional estate tax), or if there is to be a carryover basis, we believe that a
new basis date should be provided, in order to avoid inequities caused by failure
in the past to keep adequate records (which taxpayers could legitimately have
considered unnecessary), similar in concept (if not In purpose) to the Mirch 1,
1913, value used for income tax purposes, after adoption of the Sixteenth Amend-
ment to the Federal Constitution.

If gercration-skipping transfers are to be specifically taxed, the new tax rules
should apply only to transfers made after the effective date. Irrevocable trusts
createJ prior thereto whether during the settler's lifetime or as a result of his
death, should have their dispositions exempt from these new rules.

Finally, there should be a reasonable grace period for amending wills (and
revocable or otherwise amendable trusts), similar to that provided in connection
with other estate and gift tax amendments that have caused major changes in
the past, to allow a review of estate plans by all taxpayers and their advisers.
This grace period should run for at least five years, since experience has shown that
even relatively minor changes in the past have required extension of originally
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granted two-year grace periods (witness what occurred to the changes In the
charitable remainder trust rules and the transitional rules designed to deal with
problems caused by those changes under the 1969 Tax Reform Act.

The above proposals are those of a duly authorized Committee of The American
College of Probate Counsel created by the College's Board of Regents and
appointed by President William P. Cantwell, of Denver, Colorado. The Com-
mitte c nslsts of the following lawyers:

Frank 8. Berall, Chairman, of Hartford, Connecticut; Luther J. Avery, of
Man Francisco California; Joseph Kartlganer of New York, New York; Arthur
Peter Jr., of Washington D C Raymond A. Relster, of Minneapolis, Minnesota;
and 9. Frederick Vellkanje, of YakZna, Washington.

Senator MONDALE. We stand adjourned.
[Whereupon, at 12:35 p.m. the committee was recessed subject to

the call of the Chair.)

0
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STATE VNT OF SENATOR JAMES ABOUREZK

Mr. Chairman, I want to coimend you and the members of the Senate Finance
Committee for your perceptive recognition of the critical importance of federal
estate tax reform and for your commitment to consider legislation to deal with it,

As you know, during the 94th Congress no less than 20 bills have been introduced
in the Senate and House of Representatives to deal with correcting the federal
estate tax law which was written nearly 35 years ago. The Administration, too,
has attempted to deal with the issue. While I certainly think that the President's
proposal leaves a great deal to be desired, I commend the President for providing
his views and legislative contributions.

Today few Members of Congress dispute the need for federal estate tax reform.
Senator Mondale in particular, has become somewhat of an expert In the field
having held some of the first hearings on the need for such legislation last summer.
The Senate Small Business Committee and the House Ways and Means Committee
have played a key role in bringing the matter to the public attention. The Joint
Economic Committee has also given tius matter its consideration. What remains
is for the Senate Finance Committee to consider the numerous legislative options
available and come up with one which is both equitable and complete.

Because of the impressive list of experts which the Committee has asked to
testify in this issue, I will not go into the numerous, compelling reasons for modify-
ing the present federal estate tax law. These witnesses can purely demonstrate
to the Committee the undeniable need to change the law.

What I prefer to do, Mr. Chairman, is to provide the Committee with my views
on what is essential for legislation on this matter to be complete.

For the past year and a half, numerous Ie .lative initiatives have been intro-
duced, many with new and important provisions to consider, but none with a
completely satisfatory program to deal with each of the many complexities of
the federal estate tax law. in recent weeks, more and more discussion is given to
dropping the thought of an estate tax exemption altogether in favor of a tax credit.
The value of a credit being that it doesn't become more valuable with higher tax
bracket as is the case with a deduction or exemption.

Frankly, Mr. Chairman, I think that there are strong advantages and disad-
vantages to both. However, I sincerely urge the Committee to talk to experts on
both sides of this issue in the most expeditious yet thorough manner possible.

In my opinion, good estate tax legislation willhave to encompass four main
in ents.

First, and most importantly, tax relief in the form of an increased exemption
or tax credit must be provided to those farmers, ranchers and small businessmen
who simply cannot pay their estate taxes today without liquidating their holdings
or going into debt. From my many conversations with South Dakotans many of
them tax experts in their own right, I strongly believe that an exemption of $200,000
or a comparable tax credit on the decedents adjusted gross estate Is both equitable
and justified. Naturally, it is extremely important that the legislation be very
tightly written so as not to create larger or more numerous tax loopholes for the
very wealthy or the corporate interests for whom the benefit of this legislation is
not intended. As I am sure most people realize, $200,000 is no longer a large figure.
In fact, it is quite modest. In South Dakota an operation of this size would be
nothing more than a small ranch. There are many areas in this country where that
aniount of money would buy nothing more than 150 acres of land.

Secondly, the legislation needs to address the difficult question of property
valuation. Rather than making an estate appraisal at "market value", I believe
that farms and ranches should be taxed only on the basis of the land's Income
producing ability. 8. 2875, the bill introduced by Senator McGovern and I pro-
vides the best means for establishing an alternative valuation of such land.
While many bills provide for alternative valuation, this bill actually provides a set
of straight-forward guidelines for assessing values depending upon the real or
productive use of the property if the executor decides to use this method of valua-
tion instead of the traditional market value. I strongly encourage the Committee
to consider the formula set forth in S. 2876 as the most equitable way in which to
deal with land valuation in estate settlements.

(153)
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Third, Mr. Chairman, I believe that the legislation ought to provide for a much
more. equitable and less cumbersome transfer of estates between most spou.es. As
you know, unless the surviving spouse can show contribution of "money or moneys-
worth" toward property, it is entirely included in the estate of the deceased. Even
if the spouse has contributed substantially to the work associated with the op.
eration of a business or farm as the recipient of the decedent's property, that person
must pay all of the taxes due on it. The transfer of ownership of most estates
between spouses should be virtually tax free. Certainly, this must have been the
intent of the Congress 35 years ago, and it should be the responsibility of this
Congress to clarify that intent. Already 50 per cent of an estate can be transferred
to a spouse tax free. The bills now introduced allow the tax free transfer of the
50 per cent portion plus an additional maximum monetary limitation set at various
levels. S. 2819 sets the limitation at $240,000, which is the figure officially en-
dorsed by the National Farmers Union.

H,. ever, I believe that taking into account the appropriate tax free transfer
does not address the problem adequately. As I mentioned, Section 2040 of the
Internal Revenue Code prevents spouses from being considered bonafide owners
unless some evidence of monetary contribution can be shown. So, in spite of per-
haps 40 years of toil, sharing the same dinner table, and rising and falling with
each year's crop, the spouse must "buy" the farm from the IRS following the
partner's death. Mr. Chairman the Committee certainly should look carefully
at provisions such as that found in S. 2879, which provides that the service of a
surviving spouse which contributes to the operation of a farm or business should
be considered in determining his or her Interest In it an a joint tenant.

Finally, Mr. Chairman, I believe that an extension of Section 6166, the deferral
provision of the IRS code, is essential. The present ten year Installment pro.
gram In the case of "undue hardship" has not worked. The provisions under this
section must be overhauled and the fact that they have been changed to aaIst
a great deal more in liquidity problems must be made known. I strongly urge the
Committee to consider examining the interest rate and the crltr ia for eligibility
under this section of the law.

Again, Mr. Chairman, I want to thank you for allowing me the opportunity to
present my views. I sincerely hope that this Committee will have the opportunity
to consider the issue fully this year. Certainly the time to change the out-datle
estate tax law is upon us.

- STATEMENT OF SENATOR GzoRoz McGovERN

I am the principal author of 8. 2875, introduced In the Senate on January 27,
1976. It is cosponsored by other Senators and has the direct endorsement of such
diverse interests in the agricultural community as the National Livestock Tax
Committee, the American National Cattlemen's Association and the National
Farmers Union and the National Farmers Organzation. With that broad a base,
I would hope that the committee would consider its provisions meritorious enough
for serious consideration in its efforts to re-write one of the most clearly needed
singular pieces of tax reform in the Internal Revenue Code. Though the argument
can be made, and made well, that piecemeal tax reform is not In the best interests of
the tax system, I feel that the time has come whet all responsible legislators must
recognize the long standing inequities in the Federal Estate Tax structure, a tax
originally conceived to be a tax on the estates of the very rich but what is now in
the light of today's values a tax often times confiscatory in nature on the estates
of the middle and upper middle class, particularly on our farmers and ranchers.

The Senate Finance Committee generally estimates that from all sources, federal
income is at a level of $300-plus billion. Of this amount, the committee estimates
that only $4.6 billion is derived from estate and gift taxes. Though this is a sinifl-
cant figure, Indeed, It Is not one that pales the eyeballs when the same eyebl
barely blink at a $100 billion outgo to the Pentagon for national defense. Further-
more, it is not the business of the committee or the Congress to eliminate the tax
but merely to raise realistic exemption levels which would perhaps result In a
Treasury loss of $1.7 billions that could easily be made up on the income tax side
Itself if farmers get a decent price for their products and didn't have to be faced
with forced sales fractionating their property upon a death in the family to satisfy
an outmoded tax structure.

The 1942 exemption of $60 000 has simply lost relevance In 1976 when dollars
don't mean the same thing. During the interval when the exemption remained
constant, the very rich (who were expected to supply the revenue in the first place)
have been able to deplete their estates during their lifetimes utilizing other provi.
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sons of the IRS to minimize the expoure to taxation when the decedent finally
died. The farmers, small businessmen, and professionals who saw values steadily
Increase were forced to use increased capital In expanding businesses and generally
did not seek the advice of tax professionals, resulting in a highly disproportionate
amount of the tax raising mechanism coming from estates of that group who,
hardly felt exposure at all in terms of the 1942exemption.

Farmers and ranchers have been particularly hard hit in recent years. Indeed
the escalation of farm land prices that a USDA study prepared in July of 1975,
called "Alternative Futures for U.S. Agriculture," concludes that In 1974, "one
fourth of all farm real estate transfers am for the purpose of estate tax settle-
ment." Farming and ranching, even after being viewed as the backbone of our food
producing proess, have a rich tradition in our country's heritage of being passed
from one generation to the next. A good bit of the rural scene is founded on that
real concept of progression of family interest in land starting with the Homestead
Act of 182 and expanded and handed down from one generation of family farmers
to the next, keeping the unit intact. By the time the nation is 200 years old we
find that our neglect to keep up with the times in the tax code has resulted in 26%
of the fractionating of farm interests being triggered in one way or another by
the need to pay a tax that could, unless we act, serve only to destroy the family
farm and enlarge the agricultural interests of corporations or agri-busness groups.
I, for one, don't think that this is what we were elected to do.

For all these reasons let me sketch the contents of my bill for the committee:
A restructing of the specific exemption of 560,000 to $200,000 for all Americans.

Thi should take place Immediately Instead of a five year phane-in program
belatedly offered by the President.

A recognition of the role that women play in the business lives of their husbands
by putting an absolute floor on the marital deduction of at least $100 000.

Provide for an alternative valuation of agricultural land to allow the executor
to elect to submit a value based on "productivity" rather than "fair market value"
as presently provided in the IRS code.

The "productivity" concept is one that I propose to discuss further because it is
the one principal feature of my bill which distinguishes it from others introduced by
my colleagues in both houses of the Congress.

Present IRS law requires "fair market value" in the reporting and amemment
procedure. This often times results in many inequities because it is automatically
assessed along the arbitrary fuldelines of comparable sales in the locality in which
the land is situated. These ' comparable" sales often reflect an upward bias that
has no relation to the productive value of the land and are essentially non-agri-
cultural in nature-proximity to adjoining land, use for developmental or specula-
tive purposes, or adding holdings when farm debt is substantially reduced. Thus,
in my judgment, many decedents' estates are messed in a tax bracket where the
values assigned the land reflect an artificial bias not related to agriculture when
the intent of the heirs is to continue to farm. For the' reasons I feel that a formula
should be developed to place values on farm l.nd in terms of its inherent ability
to vrduc.his iseasily accompished according to sound and acceptable- agricultural

economics. All agricultural economists agree that cash rent is the best basic
point of departure in establishing value and that prevailing interest rates are
the best capitalization factor. The most acceptable formula in determinin rent
is R (rent)-L (land) X I (interest rates). When our unknown becomes L (land),
we merely invert the formula to read Lm R11. Since three year averages often
tend to produce more realistic figures, I ropos to authorize the Executor to
utilize the "Productive Formula, L=Rllin determining land values for dec-
dents' estates. My staff has prepared some projections in central corn belt states
and has found that average cash rent for a three year period is $52.90 per acre.
They also found the three year average for Federal Land Bank mortgages to be
7.91 percent. The productivity formula thus results in the average productive value
of land in this area to be $69 per acre, against an average fair market value sale
during the same period of $84 per acre. This produces a dollar reduction in
value of $176 per acre or a percentage reduction of about 217i. Assuming figures
to remain constant we conclude that productivity values woud reduce the value
of estates anywhere from 21 to 25 percent across the nation. To prevent windfall
profits I would recommend that the land be required to be used agriculturally
for at least five years after decedent's death.

Complementing the procedures I have outlined above is a paper by Calvin A.
Kent, Ph. D., of the University of South Dakota, entitled "Determination of
Capitalization Rates for Mas Appraisal of Farm Land Under the Use Value
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Approach," published in 1075 and arriving at similar conclusions. I ask that thetextof Mr. Kent's paper be made a part of the record of these proeedpg and
printed in conjunction with my statement.I further ask that the position of the National Livestock Tax Committeepublished in January of 1976 accompany my statement and that a New YorkTim"e news story by Roy Reed appearing in the February 16, 1976,4 edition of thatpaper accompany my statement and be made a part of the record.
DETERMINATION OF C..PITALIZATION R. Tm YOu MAss APPRAISAL OF FARM

L.xu UNDUR TUB UsE VALUE. APPRoAcH
(Prepared for Senator Curtis Jones, Chairman, Intoerim Committee on Taxationand Lyle Wendell lecretary, Department of Revenue, by Calvin A. Kent,Ph. D., Director, Public Finance Project, November 10, 1975)

One of the more definite trends in property taxation in the United States hasbeen the abandonment of the ad valorem system of taxation and the adoption ofuse valuation for fann land. Beginning in Maryland in 1955, thirty-seven statesnow employ the use valuation metho for Pgricultural land.' Under this systemthe value of farm land is etablished based on Its agricultural productivity andearning capacity rather than on comparable sale prices.The reasons for this change in assessing procedures has been detailed elsewhere.'What most of thee laws require In the determination of land value by capitalizationof a net Income stream. To accomplish this, two steps must be taken. First, netfarm Income must be established either by, analyzing either cash rents, sharerents or owner operated returns.$ Second, this c'th income flow must be discountedby the-appropriate Interest rate to obtain an estimate of value for agricultural
purposes.

This paper diseustes the second st4ep In the use valuation procedure--the deter-mination of the capitalization rate. One of the principle findings resulting from asurvey completed for the Interim Taxation Committee of the South DakotaLegilature on use-valute aamwment practices in other states, was that there isnothing approaching uniformity among those states in the setting of capitalizationrates. Mlost often the methods established by law or administrative rule to setcapitalization rates correspond only roughly If at all, to appropriate assesingpractices as given in the moit widely accepted textbooks.4 There has not yet.developed a cogent analysis of how capitalization rates are to be developed for usein masm appraisals of farm land.
In several of the states surveyed, the laws were so generally phrased that virtuallyany system for setting capitalisation rates might pam as acceptable. In Marylandno capitalisation rate is provided by law or any method of deriving one, but 5

percent has been used.' In New Jersey there is no legally established standard but10 percent was used In 1974 an it was felt to reflect ". .. the cost for borrowedmoney and a return for the farmers own labor." ' The Iowa code gives the re-spon.)ibility for determining the capitalization rate to the State Board of TaxReview which Is to set it at,... a rate representing a fair return on investment."'For 1975 a fair return in that state was (M percent.# By way of contrast to thevagueness of most state laws, the Colorado statute requires al 11% percent rate.'

*Reprlnted at p. 6 of this volme.I.. L. Ftinebtbuo an& Mark 0delma. 'U.Value Assessment Came Stndles". Cooper.
tiff EZtXenlo e % .no saState Universty. Manhattan. February 1915.R. J. Gloudens.4 Use-Vle Peemlead Asewmes- ho"v, Preet "d low#,(C. cago: I trnatoatI Assoclatlon of Asseestg Offieers. 1974) and T. P. Hady. Differen.tial Assessment of Farmland en the RuralUrban Fringe"o Aninroa Jouma of Agreasltorel Rceaomlc., Februgry 1970.I For a discusston of th e three approaches to determine net farm Income see. "TheValuation of Open Space Property". Assessors Handbook, California State Board ofEquulization. Asements Standard Ivittoa. June 1971W Walter R. Kuehn)*, o t. T.h Aeamd of elX* Netis, fth e& (Chile: AmericanInstitute of Real Ustate Appmra~s,7 1913)J pp. $47-70 end' Aa" asdthei f~g~gh; (Chicago: IateranaldAssociation 6C Assessing Ofieers, 94--.,nyC. Keene. "Differential Asesment of Real Proerty in Malad Ca Study".The Council on 3nvlrogmeg ta HuaW o D.C June 1975&Rer ., *iA EmweN sotmmats, Trenton, NowJersey. October 1974. 12.TnIowa Code 441.21 1 a.* "Procedures for CapitaUsag Agrimlture Ineome-1 ", Iowa Depatmnt of Revenue.no da to.

e Colored ovftAe of Propert Taxatm, "Assesmat and Prperty Tax Laws", A"@&.*" No n k 1 S
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METHOD OF DETiILMINING CAPITALIZATION RAT3S

The literature cited gives three basic methods of establishing the capitalization
rate. These are discussed in turn.

Sale. anaiysis.-The method most frequently used by fee appraisers is to, "go
to the market".$" A detailed analysis of the net dolar retunts being obtained on
nearby farms which have recently sold is first developed. These net incomeA for
each farm are then divided by the price paid for those far m. A set of ration are
then obtained com paring net returns to sale prices. The appraiser selects from their
ratio% the rate he feels is most comparable to the one which would be obtained in
the market for the subject property. Despite the obvious problems of selecting
comparable properties, Professor Suter from Purdue has said "The approach is a
most realistic one in that the eapltalisation rate obtalae is that required to attract
all of the capital necessary to transfer ownership."

This approach is employed In some of the use value states. For example, the
Hawaii rule and regulations read, "The assessor shall use a rate of return to the
land that is representative of normal market conditions. In the absence of such
rates, a rate of capitalization of six (6) percent may be used." " In Kentucky the
law reads that agricultural value, "... . means representative sales prices of
comparable land purchased for agricultural or horticultural use with consideration
being given to the purposes of purchaie such as farm expansion improved acessi-
bilIty and other factors unduly influencing the sales price." i Whie South lakota
does not currently employ income capitalization, sales of farm properties are a
principle component in determining, agricultural use value.14 Iowa s system is
unique In that farm land is valued 50 percent on market value in current use and
50peroent on use value A determined by capitalised Income."

Most states have found this method unsuitable for one of two reasons. The first
is that in states using this method only sales for agricultural use can be developed
as comparable. There are many reasons for buying farm land other than the
desire to receive a current income stream. These include but are not limited to:
(1) -Desire to gain the status of landowner; (2) opportunity to live in the country
and avoid the social ills of the city; (3) desire to live near relatives or reclaim a
family homestead; (4) gaining of income tax advantage; (5) opportunity to provide
a head aist inflation; (6) spreading of fixed costs by more efficient use of
machinery.0

The assessor is asked to perform the Impossible by selecting the motives which
spurred the buyer in determining which sales are bona fide for agricultural use.

The second reason why this method is not widely used, is that sales comparison
approaches are prohibited. Moot states with preferential assessment have injunc-
tions similar to California's "The capitalization rate to be used in valuing land
pursuant to this article shall not be derived from sales data.. ."" Thes pro-
hibitions appear logical if the purpose of use valuation is to avoid the high taxes
that result when market comparisons are used, then farm sales as a method of
determining the capitalization rate are Inconsistent with that objective. Use of
this method is more likely to produce market than agricultural use appraisals. As
was found in Oregon, "If the income approach were to be used, utilizing the
average rate of return for comparable properties, the result would leave the farmer
right where he started." "I

Sunmalion or Built-up Rate.-The second approach used to set cap.talization
rates is to develop an interest rate by adding or summing to a "safe" rate of return

ee W. D. David. "Appraisal of Rural Real ixtate" in Xneavpc e RNe S
AppM- , revIsed d. (Englewood Cuts: Preatee HaIl. 19)8 pp. 52*-T 7and Robert C.
Ruter. TA AppriosI e! Farm Ares 38.t., (Dauville, IL: Interstat Publishers, 1974)
pp24-291.

nater. p. 266:e similar statement In Davis, LL 548 .
0. Rules and Regulations of the Director of nation Relating to the Assessment of

Agricultural Lands and the Imposltlon of the Deterred Tax Under Section 246-10. Hawat
R' se, Statutes. Article V. Section C. Hawaii Departmet of Revenue, p. &

1Kentucky Revised Statutes. 182: 010 (9).
"4For an explanation s P. C. Wyiti. Maurice stoute, D. L, Bannister, C. . Plase"

"Roll Survey* for Land Evaluation. Assessors Jfouna October 1914. pp. 16-41. augl
C. A. Kent, "Use Valuation of Agrcultural Reel Estate (n South Dakota'. Interim Corn-
mittee on WaxaIon Legislative Research Council and South Dakota Department of

lerenue, July 19l5
'I Iowa Code. 441.21 (1).
" Suter. p. 249.
"California Statutes Chapter 66. Article 1.6. Section 428(b).
is C. H. Mack and T. W. de Loose. Proper Ts Nmptions., Oregon Department of

Revenue, December 7. 1978. p. .
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additional percetage points to compensate for risk, management of the investment
and property taxes. In addition, some analysts s get an additional amount be
added for non-liquidity recognising that the saleof farm property could not be
handled as swiftly or with as much guarantee of an available market as could
trader of common stocks or bonds.

This method does not receive high marks from those in the appraising profession.
The American Institute of Real Estate Appaiser comments that the summation
method: '... provides a theoretical presentation to Justify or explain why a rate
used in the valuation of real property is in excess of the "sfe" rate. Neverthele,
because of the intangible char of the components, it is not considered a valid
prooedum through which a specific rate may actually be derived." It

The basic textbook published by the I.A.A.O. makes a similar observation."
Despite the general agreement among appraisal experts with the statement Of

Suter that, "Developing a built-up rate may be a make-belleve antic"" this
method has become the most widely adopted among the states that value farm
real property by capitallssUon of net Income flown. The most elaborate of the
built-up systems In that used in California where the law specifies that the capital-
isaUon rates shall contain:

(1) An Intrest component to be determined by the board and announced no
later than September 1 of the year preceding the asesmment year which was the
yield rate for long term United States Government Bonds as most reeatly pub-
lished by the Federal Reserve Board, rounded to the nearest one-quarter percent.

(2) A risk component which shall be a percentage determined on the bask of the
location and characteristics of the land, the erps to be grown thereon and the
provision of an lease or rental agreement to which the land is subject.

(3) A component for property taxes which shall be a percentage equal to the
estimated total tax rate applable to the land for the assmment year times the
ae ent ratio.

(4) A component for amortsaton of any investment In perennials over the
estimated economic life when the total Income from land and perennials other than
timber exceeds the yield from other typical cropsgrown In the area.3While there seems to be little controversy over nation of the yield on long
term federal bonds as a "safe" rate upon which to begin construction,3 the risk
component has been more troublesome. Ronald B. Welch, former ALstant Execu-
Uve Secetary of the California State Board of Equalisaion mma d theexperi-
ence in that state. "Our worst problem In California, however, Is the determination
of the risk component. There is only one acceptable way to solve this problem-
the comparison of net incomes and sales prices to obtain a rate that Includes
interest, risk, and perhaps investment-management components. But the use of
sales data is proscribed by our law. Consequently, no one knows or possibly
could discover the "fright risk component. The assessor can make his guess.
Then the county board of equalization can supersede the assessor's with Its own
guem if the assessment is appealed. A little later the property might be selected
in the State Board of Equalsstlon's Intercounty equalization sample. Then the
State Board's Intercounty Equalization -Division could make its gues. If the
county assessor didn't like the resulting appraisal, he could appeal it to our
Office of Appraisa Appeas. If the Office of Appraisal Appeal s guam is unacceptable
to either the county assessor or myself, it can be appealed to the Board members
themselves. The only one who can outguess the bard is God himself."

To compensate for the problems of calculating the risk component, several
states have turned to using the interest rate charged by the Federal Imnd Bank
serving their area in lieu of both the "safe" rate and risk adjustment. In Virginia
the Interest rate component is, ... * an average coupon (interest) rate applicable
on all bonds which the Federal Land Bank (FLB) serving Virginia reports as
outstanding on July I of each year of the several crop-years In which the use

, Kuehnle et at., p. 0.
sA""#4 te he Apprsbl/ Prseue, p. ST.

Suter, p. 2.
WClltenla Statutes.Cbapter &6 Artele 1.1. Sector 423(b).

*Snee the Faders vernmq0t l;m;ii, va"et_ of beads with maturii of 5 or more
7 08r, ell1o7 whkeb arealod "lee/term", the Clltornl statute suffes frem some ambl.rultytn deltaion.

RgnaldB. Weleh. "Assesoment of Farm Land at Agricultural Uss.Values', Paper pre.
sented at the Fortieth Annual Matig o the National Assoclation of Tax Admatlstratora,
St. Paul, Minnesota, June 12. 13
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value being determined is Imsed." a The use of federal bond yields was rejected
in that state as those rates, "... represent the most secure investment aIterna-
tive if an agricultural enterprise is iquidated. But the rate does not reflect the
risks and other factors associated with the income stream expected to result from
an al.cultural investment." ' Allegedly such risks and other factors are adequately
considered by the Federal Land Bank.

In Oregon the law requires that agricultural lands be capitalized at the, "typical
capitalization rate for appraising nonagricultural commercial land In the
area in which the agricultural land is located."' 1 The statute then gives the
Department of Revenue the power to set the rate and suggests a more definitive
standard to be used. specifically, the capitalization rate shall be, "... not less
than the current rate of Interest charged by the Federal Land Bank on first
mortgages of farm land In the county in which the Agricultural lands are located." i
In Texas the capItalisaton rate is set at 10%, ... or an amount equal to 2%
greater than the average variable interest rate specified by the Federal Land
Bank in Houston ... whichever is greater."3 The additional 2% is pre-
sumablv further risk allowance.

The Washington statutes set the rate of Interest to include rates charged at
other financial Institutions making agricultural loans in addition to farm credit
agencies of the government." Thes rates are to be averaged over the past five
years.

The states using the summation method differ also in whether the rate to which
the other components will be added should be a rate on a given date or an average
rate reflecting several year. While most states employ a singl rate (usually the
one prevailing on assesment day), a few states have followed the lead of Virginia
and Washington which require averaging. If crop yields, expenses and product
prices are tobe averaged to avoid the effects of unfavorable temporary conditions,
then averaging of interest rates on securities also seems appropriate.

In addition, the states vary as to whether or not a property tax component is
to be added to the capitalization rate. While it may be argued that this is not
nmesary if property taxes are taken as an expense in arriving at net income, this
argument must be rejected. Taxes are what is to be calculated and using property
taxes as an Itemized deduction assumes that past taxes were proper and correct.

If the summation approach is used then the effective tax rate should be added
to the interest rate. The effective tax rate is the estimated (or previous year's)
mill levy times the Actual perentage of market value being used as taxable value.
Two mistakes are frequently made by the states in this regard. First, they fail
to Include a tax component at all in the capitalization rate; and second, the tax
rate is determined by using the k#a percentage of market value to be used as
taxable value rather than the actual percentage.' This rewards those living In
districts which practice the greatest under ent.

Bond 0/ Inestmn* TAwr.--In the opinion of this writer the best method to be
used In developing a capItalIation rate is the band of Investment theory. This
method synthesizes both mortgage and equity rates. Along with its other de.
ficiencles, the built-up method considers only the necessary interest that must
be paid on borrowed money and neglects the return which the investor expects
on this own dollars (equity) which he has invested In his farm. Suter has com
mented, "... the rate of interest paid on a farm mortgage or Installment land
contract is not necessaffly the same as that return which a farm owner or investor
will willingly accept on his equity." u

IM. Paxton MarsaaU "Procsdure for Determining Ues-Value of Agricultural Land In
,irtin& with Rimatod Uae.Valaes for Certain Jurlidetlons". Maual of the Stte Land

lvsh .So AdutserV Oemon4*., OssedAostlon Aseesmsn t ;;d Tsstin Aeordi. to Use
of Reel Estate Devoted to Ag u Fert WUu YeruS sad Open spao" 'Prpose.
Riehmon. Va., December 1974. p. I&

a Marshall p. 24L In addition. Vir does add an additional risk factor for some lands
with a high probability of exees rainfall and poor drainage This alowance is extremely
small andi, explained tn the Marsh article.N Oregon Reit 8tatutmw. paarph 80&945 (8).S=Oregon Revised Statuts. paragraph S0684 (4).

R Vill. Cosltution-o tve State of Texas, 5eoa l-d(8).* Revised Code ofW n*.4 .*.E0 'S1).
A ssesint .s the 2ApprsNaw t, D. go.
m Washlngton emphas~ije this mi~stke byat i e requiring that "the component for

property taxes shall be a percentage esual to the esimated uage rate times the legal
asessment ratlo." (Revised CodeoOf Wohngton , 684.065 (8)).

n Suter, p. 26L
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The capitulation rate is then developed as a weighted average, the weighting
representing the respectlve percentages of total value covered by borrowed money
(mortgage) and the farmers own monetary Investment in the land (equity). For
example, if the prevailing mortgage rate W.9 percent for agricultural land and the
buyer must put at least 20 percent of the purehate price down in cash to obtain
the loan, then the calculation of the capitaliation rate begins as follows.

Percete lutermt rt
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What is mimin Is the appropriate return to be used for the owner's equity.
The hallowed doctrine of opportunity costs reveals that this rate should be equal
to what the buyer could have received If he had placed his money in another Invest-
ment of similar risk rather than producing farm land.$ Suter has advanced that,
"The current rates of interest being paid on certificates of deposit come closer
to most farmer's opportunity cost of money." 11 This simply is not so as band C. D.'s
represent less risk and greater liquidlty than farm equity capital.

A better method is to use the returns to be made by purchasing common stocks
(equities) in the market. While one can accept the notion that the risks of stock
market speculation are not Identical In either cause or magnitude to the risks of
farm operations both do Involve wide fluctuations and risks over which the pur-
choas " no co~trol. Despite the fact that the risks are not strictly comparable,
usins the yield on equities In to be preferred over the comparatively riskles returnon r'rtialetes of Deposits.

In the past it has been virtually Impossble to obtain usable Information on
stock market equity yields. Recently University of Chicago finance professor
Roger Ibboton and bank economist Rex Sinqueeld compiled a study on the
total returns to common stocks and other money market instruments.'* Their
study included returns on traded equities over the 1929-1974 period. Both
market returns and real returns (adjusted for inflation) were given.

Their study indicates that an investor In equities should have been able to expect
over the period 1929-1974 a return of 7 to 8 percent in unlnflated dollars. The
range rises by approximately 2.5 percent if market rather than real returns are
to be used. Projecting their findings from 1975 to 2000, their conclusion is that the
Investor can anticipate a market return of 14 percent and a real return of 7.6
percent.

On the basis of the Ibbotmon-Sinquefield analysis, it is now possible to finish the
computation of the capitalzation rate begun above. The real rather than the
nominal rate Is used since one of the factors justifying lower farm land taxes is
to insulate the owner from the Impact of inflated farm land values.

e loeut raw

.............................-........... *t a,

C~rs .................................................. .0ON

NOW: Pe1s0 41 Volu N latreds rotb eals prod

SUMMARY

In capitalization net farm income streams Into agricultural values, this paper
has suggested that the "band of investment" approach be used. The sales com-

U Aeeing end #Ae Apprbals Pree, p. 16.
Muter p. 268.
T "he dsudy has not yet been publsbed but the results are summarised In P. L Merrian.

"Breakthrough Study on Stocks, Bonds betweea 19--41Out At Critical Times". Pensions
and Investments, July 1, 1975. pp. 84- and A. rban. "Thi Long.Term Case for
Stocks". Fortune, December 1974. pp. 99-102.
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heso n approach is rejected because it produced market rather than use values.
esummation method Is too theoretical and the risk factor cannot be justified

or accurately determined.
The problem faced by the assessor is to develop a method of capitalization that

is both accurate and simple. The nature of mass appraisal does not allow a differ-
ent capitaliation rate to be determined for each farm property even though
this would be the most accurate alternative.$ The recommended approach
begins with a contact of the Federal Lend Bank serving the jurisdiction to deter-
mine either the average or current rate on first farm mortgages. The reason for
using the Federal Land Bank Is that its rates are uniform, well known and reflect
both risk as well as a "safe" yield. Peculiarities in local lending practices at
commercial institutions reduce the usefulness of interest rates obtained from
them.

The next step is to determine what the division of value is to be between
mortgage and equity. This can be done by determining the equity required by the
Federal LandBank of their "typical" borrower. The return to equity can be
ascertained from the Ibbotson-Slnquefleld study. To this composite rate the
effective property tax rate for the Jurisdiction should be added to produce a satis-
factory, uniform capitalization rate.

RXAMPLS tOR SOUTHASTERN SOUTH DAKOTA

The following example shows how the capitalization rate could be developed for
a county in Southeastern South Dakota. The Federal Land Bank ndlcatcd that
their average morqae rate over the past five years was 8.5 percent. They require
from their "typical". borrower one-third equity. The real return on investments
from stock market equities was 7.6 percent. The effective property tax rate was
1.28 percent (40 mills X 32 percent assessment-sales ratio.)

CAPITALIZATION RATE DETERMINATION
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This figure should be rounded to 9.5 percent. By using different time periods
the capitalization rate could be changed. But the system does result In at uniform
rate that can be easily ascertained and that is based on actual farm lending
practices and anticipated returns on invested capital.

(Fron tes Uvstok Tax Fax, Published Monthly by the National Livestock Tax
Committee. Vol. IV. No. 1. January, 19T6J

PagsDzxT FORD R'ccoGNizzs FzDzRAL ESTATE PROBLEMS or 8Troc]RMEN; NITO
BOARD SUPPORTS McGovERs BILLt Paorosimo SOLUTioN To PROBLEM

In recent major addresses, President Fnrd recognized the severe Federal
Estate Tax problem faced by estates of farmers and ranchers in retaining the-
farm or ranch as a viable economic unit after paying the Federal Est-ateTax.
Proposed by President Ford as a solution to this problem was remedial legislation
which would permit the estate* of small farmers and ranchers to pay the Federal
Estate Tax over a 25-year period, with no interest during the first 5 years and
401 interest for the next 20 years.

viewing President Ford's recognition of this problem as significant and en-
couraging, the National Livesok Tax Committee (NLTC) Board of Directors
at a special meeting concluded that the legislative solution proposed by the
President would not solve the problem. The NLTC Board voiced its support for
the rin ciples contained in Senate Bill 2875 which was recently introduced in
the U.. Senate by Senator George McGovern (D. 8D.), and which was spon-
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sored by Senators Hart (D. CO.), Abouresk (D. SD.), Leahy (D. VT.), Moss
(D. UT) and Stafford (. VT.). While being similar to bills previously Intro-
duced in the Congress, 8. 2875 provides a specific formula for valuing real property
for Federal Estate Taxes.

Under the McGovern Bill an executor of a stockman's estate could elect to
have real property used in the deceased's farming or ranching operation valued
for Federal Estate Taxes based upon its productivity. This would be accomplished
by dividing the average gross cash rental (less state and local real estate taxes)
for comparable land for the 3 years immediately preceding death by the average
interest rate of all new Federal Land Bank loans for this same 3-year period. To
qualify for this election, substantially all of the real property would have to
have been devoted to farming or ranching for 60 months preceding the stock-
man's death. If the real property were disposed of (other than by involuntary
transfers) within 5 years after the stockman's death, then a recapture would be
Imposed which would be the difference between the Federal Estate Tax based
upon fair market value and the value determined by reference to Its productivity.

A similar valuation approach is provided in the McGovern Bill for real property
devoted to woodland (including land used for commercial production of trees and
land and for recreational purposes) and to scenic openspace. Additionally, the
McGovern Bill would, for al estates increase the Federal Estate Tax exemption
from $60,000 to $200,000 and amend the marital deduction provision to provide
a minimum deduction of $100,000 on property passing to a surviving spouse.

You are each urged Immediately to write or personally contact your Senators
and Congressmen and ask them to support 8. 2875. In this election year and with
President Ford's recognition of the problem now is the time to act in order for
the industry to obtain needed remedial legislation.

NLTC OPPOSES LAL AND MANDATORY ACCRUAL ACCOUNTING FOR FARM
CORPORATIONS

Affirming the position taken before the Committee on Ways and Means of
the U.S. House of Representatives, the NLTC Board of Directors at a special
meeting voiced its opposition to the LAL and Mandatory Accrual Accounting
for Certain Farm Corporations and Partnerships provisions of the 1975 Tax
Reform Act. These provisions are discriminatory, would increase already burgeoun-
ing costs, would be difficult to administer and to comply with would add undue
complexity to present tax laws, and are not needed to curb alleged abuses in the
livestock tax area. NLTC feels these so-called abuses can be eliminated by:
(1) limiting farm losses to capital at risk and (2) taxing al limited partnerships
registered with the Federal Securities and Exchange Commission as corporations.

You are each requested to contact your Senators and solicit their support of
NLTC's position.

(Reproduction Permission Granted and Encouraged if Proper Credit Given
to National Livestock Tax Committee.)

STATEMENT OF TuoMAS J. Ru:.s., LEGOISLATIVE DIRECTOR, TAXATION WITH

RPW SENTATMO

REFORM OF ESTATE AND GIFT TAXES

Mr. Chairman and Members of the Committee: My name is Thomas J. Reese.
I am the legislative director of Taxation with Representation, a 17,000 member
public interest taxpayer's lobby founded in 1970.

Taxation with Representation has a six point tax reform program which is a
product of months of discussions within our National Committee. Many of the

action's outstanding tax attorneys and public finance economists are members of
that Committee, and their overwhelming approval of our program is a clear indi-
cation of broad professional support for these six reforms. It is designed to place
before Congress those proposals that we believe should be given the highest priority
in any legislative consideration of tax reform. Its elements are:

Taxation of unrealized capital gains at death or gift.
Estate taxation of generation skipping transfers.
Repeal of percentage depletion for all minerals.
Provision of a federal Interest supplement large enough to insure that states and

localities will voluntarily issue taxable rather than tax exempt bonds.
Repeal of the Domestic International Sales Corporation (DISC) provisions of

the Internal Revenue Code.
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Allocation of deductions between taxable and tax exempt income.
I will concentrate my testimony today on two aspects of this reform program

that we believe will be of special interest to the Committee during its hearings on
estate and gift taxes. The first of these is the taxation of generation skipping
transfers, the second concerns taxation of capital gains at death or gift.

TAXATION OF GENERATION SKIPPING TRANSFERS

Taxing the transfer of wealth from one generation to another has long been
recognized as sound procedure.

Death and gift taxes are levied on taxpayers who, almost by definition, no
longer need the money; consequently, the tax Is about as painless an any tax can be.

Death and gift taxes can be an important source of government revenue, and
they, have minimal impact on incentives and risk taking.

LEstate and gift taxes serve an extremely useful social purpose in breaking up
large concentrations of wealth thus helping to curb the emergence of a self-
perpetuating aristocracy of wealth whose goals and outlook are Incompatible with
democratic ideals. Estate taxes are paid by only 7 percent of decedents which
means the most wealthy people in America.

Finally, these taxes help to make up for the deficiencies of our loophole-ridden
income tax, by Insuring that wealth-including that accumulated through manipu-
lation of income tax loopholes-nevertheless bears some federal tax at least once
a generation.

Unfortunately, our existing system of estate and gift taxes largely fails to
achieve these objectives. The present tax system goes too far In protecting the
interests of the immensely wealthy, while failing to deal fairly with persons of
modest means who wish to provide for their immediate family and dependents.
There are many causes of this situation, but probably the most glaring loop-
hole is the failure to tax so-called "generation skipping trusts".
flow generation skipping trusts work

Under the laws of most states, an individual can establish a trust which bene-
fits not only his immediate family but also his more remote descendants. Typically,
these trusts last about a century, and span two or three generations. That is why
they are called "generation skipping trusts". Children, grandchildren, and even
great grandchildren can receive all of the income from the trust property, and a
healthy portion of the principal. They can borrow against the property, decide
how it will be invested, determine who will receive it upon their deaths, and in
general behave during life as the true owners of the property. But, at death, the
tax collector disregards these facts, and permits the property in generation
skipping trusts to escape estate taxation, not just once, but in two or even three
successive generations.

As a result, control of great wealth can pass from one generation to the next
without payment of any estate or gift tax. Meanwhile persons of more modest
means are forced for a variety of economic reasons, to leave their property to
their immediate family.' That property is taxed again, and again, as it passes
from one generation to another.

An example will make clear how generation skipping trusts work. Suppose that
two individuals each have a taxable estate of $10 million, after all exemptions and
deductions have been claimed. The first, Mr. Roe, leaves his entire estate to his
children. The Roe Estate will owe a death tax of approximately $6 million. As-
sume that the Roe children invest the remaining $4 million, and that they in
turn, leave the inherited principal to their children, and so on. Thus, the koe
family estate bears a tax once a generation, and it is gradually reduced in amount,
unless replenished by the work of succeeding generations.

The second individual, Mr. Doe, places his taxable estate in a generation skip-
ping trust. Like Roe, he pays an estate tax, but succeeding generations pay nothing
even though they receive all of the income from the testamentary trust and
enjoy substantial control over the principal. This is shown in Table 1, below:

I Estates of small and moderate so are typically left to one's wife and children since
decedents of morate means canot be sure whether circumstace will wulre their wife
and children to make use of the entire estate to par medical bills or deal with other family
emergencies. Decedents do not begin to make Uibe use of generation skippin trusts uni
family wealth becomes so enormous that no conceivable emergency could seriously deplete
It. At that point, a decedent can establish long-lived trusts, secure In the knowledge that
the trust income alone will adequately provide for any emergency.
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TABLE I.-IXAMLE OF OPERATION OF GENERATION SKIPPING TRUST WITH $10,000.000 TAXABLE ESTATE

Geneaio So. famo tUx 0 family tUs

DPows ......................................................... 56t000,000 $6.000.000
2d Senl io .............................................................. 1,0$0,000 0
3d nsti-on ............................................................... V 000 0
4th k i . .............................................................. 5m, 000 0

The use of generation skipping trusts is further illustrated by the financial
data that was made part of the public record during the recent hearings on the
nomination of Nelson Rockefeller to be Vice President. Over a ten year period,
Mr. Rockefeller received $38 million, or 83 percent of his taxable income, from
family trusts. Furthermore, 79 percent of the $218 million net worth of Mr.
Rockefeller, his wife, and his children is in the form of interests in trusts. Thanks
to the generation ski pping tax loophole, most of this wealth will not be subject to
estate tax well into the 21st Century, if then.'
The proposal: A surtax on generation skipping transfers

Taxation with Representation recommends that transfers of wealth (whether
directly or in trust) that can pass to a generation younger than the donor's
children-and hence skip a generation-be subject to a surtax in addition to the
rgular estate and gift taxes. The surtax is intended to approximately equalize
the tax paid by the donor with respect to transfers which skip generations with the
tax his children would have paid if the transfer had been made to them.

The tax would be levied as follows: At the death of the donor, the surtax would
be applied to transfers which the donor had made during life or at death and which
skipped (or which yet could skip) a generation or more. The surtax would be
imposed at a rate equal to 60 percent of the donor's marginal estate or gift tax rate.

Since the highest marginal rate for the estate tax is 77 percent, the highest
generation skipping surtax would be about 46 percent of the amount passed on to
remote generations. Since amount. paid in regular estate tax to the government
cannot be pawed on to remote generations, the surtax would be imposed on
the net tax, after subtraction of the estate tax. Thus, in our earlier example,
if Mr. Doe bequeaths his entire $10 million taxable estate to a remote generation,
he would pay $6 million in regular estate taxes and a generation skipping surtax
of about $1.8 million.

Even under the Taxation with Representation proposal, there will remain
some tax advantage in transfers h trust which benefit not jut children, but
grandchildren and perhaps great grandchildren as well. But the administrative
simplicity of the generation skipping surtax proposal would be lost if an attempt
were made to relate the surtax to the potential tax liabilities of these remote
generations. Moreover, most avoidance of estate and gift tax occurs through ube
of trusts that skip only a single generation. For both these reasons, the Taxation
with Representation proposal does not seek to establish absolute equality between
the tax situation of the Doe and Roe families, as set forth in Table 1. Instead, it
preserves administrative simplicity, while at the same time eliminating the most
outrageous aspect. of the existing generation skipping loophole. The reform will
raise approximately $300 million from the very wealthy.
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TAX.&TION OF CAPITAL GAINS AT Dt.AT OR GIFT

Under present law, long term capital gains benefit from three major tax ad.
vant:iges. First, the tax on capital gains can be delayed at the option of the
taxpayer, year after year, until an asset is finally sold. In contrast, income from
wages is taxed yearly or more often, through withholding. Second, gains from the
sale of capital assetA held more than six months are taxed at not more than half
the rate applicable to ordinary income. Third, if appreciated capital assets are
held until death, the capital gains tax is simply forgiven 0o1 the appreciation to
that point. All o? these benefits for capital gains are outrageous, but the complete
forgiveness for assets that pass through an estate Is the most outrageous of all.

Failure to tax capital gains at death is grossly inequitable, deters capital forma-
tion and is therefore bad for the U.S. economy, and is a threat to our democratic
social structure:

It is inequitable becatse persons of small or moderate means who are forced by
financial necessity to sell capital assets during life are required to pay a tax on
any gain they may realize, but the tax i.s forgiven in any case of those whose
wealth is so great that they can live comfortably without selling any of their
itswts during their lifetime. Thus, poorer persons must pay a tax that the rich
eSC1Iapc entirely. Thi.i is certainly a gross inequity.

The failure to tax capital gains at death also impedes efficient capital formation
by locking individuals into low yield investments. It does this by encouraging
individuals to hold on to low yield property-instead of selling it and reinvesting
where yields are higher--because they know that their heirs will not have to pay
capital gains tax on unrealized appreciation with respect to those assets.

Finally, failure to tax capital gains at death is one of the key elements perpetu-
ating the aristocracy of wealth that arose in this country after the Civil War.
Since persons of great wealth can pass asset-s from generation to generation tax
free, there is no prospect that the enormous disparities of wealth that now char-
acterize our nation will gradually be reduced, unless and until unrealized capital
appreciation is taxed at death or gift.
1. Tax inequiliee resulting from failure to tax capital gain at death or gift

The estate of a prominent member of the DuPont family, who died a few years
ago, furnished a graphic example of the inequltties produced by present law.
The individual in question owned a substantial portion of Cecil County, Mary-
land, which he began to purchase in the 1930's at depressed prices. Those who
sold their farms to him were required to pay capital gains taxes on the proceeds
,of sale, to the extent that the sales price for their hnd exceeded the original cost
(,r other basis. Subsequently, the land increased greatly in value. Yet the federal
government forgave the capital gains tax on this large appreciation, because the
individual in question was wealthy enough to hold his land until the time of
his death. Thus the farmers who sold out during life were forced to pay capital
gains tax, but the multi-millionaire who purchased their farms totally escaped
tax on the subsequent appreciation in the value of the acquired land. Similarly,
the federal government also forgave the capital gains tax on the banking and
chemical company stock that formed part of the same individual's estate.

This example illustrates the typical pattern under existing law: those who are
forced by financial necessity to sell capital assets during life are required to pay
a tax on any gain they may realize, but those whose wealth is so great that they
can live comfortably without selling their assets know that no capital gains
tax will ever fall due on any appreciation in the value of assets that they pass
along to their heirs.

This differential tax treatment of poorer individuals, as contrasted with wealthier
persons, is illustrated in Table 1. This table compares the situation of two widows,
one of moderate means, the other wealthy, both of whom are faced with the neces-
sity of paying substantial medical bills during their last illness. The first, the Widow
Jones, is forced to sell appreciated assets to cover those medical expenses. She
is therefore required to pay a capital gains tax of up to 35 percent on the apprecia-
tion in the value of her stock. The second, the Widow Smith, owns a much; larger
amount of the same stock, and she is able to pay doctor bills out of her dividend
income, without selling any of her shares. She pays no capital gains tax at all,
nor do her heirs, since they get the advantage of the hypothetical "stepped up
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basis" at the time of death. The result is that those of moderate means, like the
Widow Jones, must pay capital gains tax, but those who are wealthie-, like the
Widow Smith and her heirs, escape tax entirely.
TABLE I,-INEQUALITY IN TAX TREATMENT OF CAPITAL ASSET HOLDERS WHO MUST SELL BEFORE DEATH, AS

CONTRASTED WITH THOSE WHO CAN AFFORD TO HOLD ASSETS FOR TRANSMITTAL TO HEIRS

Widow Jones moderatet mns) Widow Smith (amuent)

Personal situation ........... Must sell stock which has appreciated Dividends on larger amount of similar stock
A10,000 to pay medical bills during lest art adequate to pay medical bills duringIll last illness.

Capital gains ts payable.... -Must pay up to $3,500 in capital pins tax.. None.CaPItI gains tax payable by None ................................. None.

The proposal to tax capital gains at death or gift corrects this inequity by
imposing a tax on the amount by which the Widow Smith's stock has app recited,
as of the time of her death. Consequently, like the Widow Jones, she will owe U)
to $3 500 In capital gains tax for each $10,000 by which her stock has appreciated
I value.

A second inequity that is corrected by imposing a capital gains tax at death
relates to the unequal treatment under present law of taxpayers who seek to
provide an estate for their heirs. In general, existing law discriminates against
those who must provide an estate out of earned Income, such as wages and
salaries, and in favor of those who are already wealthy, especially those who
have Inherited their wealth.

Contrast, for example, the situation of Mr. White who is a salaried corporate
executive, and Mr. Black, who inherited substantial wealth in the form of land
and corporate securities. Suppose that each wishes to provide an additional
estate amounting to $100,000 for a child. White decides to take a second jot)
to earn this amount; Black decides to earmark the appreciation in the value of
his land and stock. Under present law, the government will take tip to half of
White's earnings in Income tax, thus making it twice as difficult for hint to
provide an estate for his heirs, but it will not impose any similar tax on the
appreciation in the value of Black's land and stock. Thus, the income tax law

uts a substantial barrier in White's way, if he seeks to create an estate for his
eirs, but no similar barrier is created in the case of Black. This is illustrated in

Table 2:
TABLE 2.-INEQUALITY IN INCOME TAX TREATMENT OF TAXPAYERS SEEKING TO PROVIDE FOR THEIR HEIRS

Mr. White (salariod executive) Mr. Black (Inherited wealth)

Personal situation........Has I job and takes a 2d to provide for Owns land and corporate stock. Uves on
chlds bequest rets and dividends.EarnIngs situation ........... Earns ;10.CO0 in additional wales from 2d Land and stock increase $100,000 in value;

i-job for ild increase Is earmarked for child.Additional Ince tax pay- Up to N50,000..-----------------None.
hie.

Remainder for tramisslo 850 ................................ $100,000.
to heirs.

Taxation of capital gains at death or gift will help to correct this Inequity by
Imposing a tax on the appreciation of Mr. Black's stock when he dies or makes a
gift of the stock to his child. The tax imposed would be levied at capital gains
rates, thus resulting in a tax of up to $35,000. Black would therefore still be some-
what better off than White, because we tax capital gains at lower rates than
ordinary wages but the shocking inequality produced by existing law would be
sharply reduced.
9. The "lock in effect" resulting from failure to tax capital gains at death or gift

One of the basic advantages of the free market economy Is that capital tends
to flow into those uses where the rate of return is the highest. This helps to expand
production in those areas where expansion is most needed, and insures that we are
making best use of scarce capital resources. But this basic economic mechanism
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cannot operate if there are barriers to the free flow of capital. Among the most
serious of these barriers is the "lock In effect" resulting from failure to tax capital
gains at death or gift.

In substance, present law presents an individual with the following choice: he
can sell a relatively unproductive capital asset and reinvest where the rate of
return is higher but in that case he %ill have to pay an immediate capital gains
tax of up to 35%c. Or he can hold on to his relatively low yield asset until death,
in which case no capital gains tax will ever be due, from anyone. Under these
circumstances, it is not surprising that many individuals, particularly in the upper
age and wealth brackets, hold on to capital assets for tax reasons, even though
the yield on those assets is relatively low. In effect, they %re "locked in" to their
present investments by the tax law.

This freezing of economic assets obviously harms individuals by forcing them
to accept lower yields than they could otherwise enjoy. It also harms the economy
b.y impeding the flow of capital into those areas where the need is greatest and
where, as a consequence, the rate of return on investment is generally highest.

The taxation of capital gains at death or gift would sharply decrease the lock
in effect. There would be no Incentive to hold onto assets in the hope of escaping
capital gains tax completely. Instead, a tax would be due whether an individual
sold assets now or held them until the time of his death. The decision whether to
sell or to hold would be based to a much greater degree on economic rather than
tax factors, with consequent benefits for the American economy.
3. The revenue los, attributable to failure to tax capital gains at death or gift

During 1975, the federal government lost approximately $2.4 billion in revenue
as a result of failure to Impose a capital gains tax on assets passing at death or by
gift. This is a revenue loss large enough to have financed thp combined outlays
of the Departments of Commerce and State during 1975, with something left over.
Obviously a revenue loss this large must be ended, especially when there are no
offsetting gains derived from continuation of this loss.
4. The proposed treatmer of capital gains at death or gift

To remedy the problems just described, persons holding appreciated capital
assets at the time of their death would be treated as if they had sold those assets
just prior to death. The resulting gain would be taxed in the final income tax
return of the decedent. The tax rate would be the same as that now applicable to
assets sold during life. Similar rules would apply in the case of transfers by gift.
A deduction for the lirfcome tax paid would be allowed in determining the amount
of property subject to the estate or gift tax. Thus, the taxable estate or gift would
be "net of income tax paid," as is now the case of those who accumulate their
estates out of ordinary wages or other income, or out of capital assets that are
sold prior to death. Capital assets that are taxed at death under the proposal
Would continue to acquire a stepped up basis at death, as under present law.
In the ease of gifts, a stepped up basis would be substituted for the existing
carryover basis provision.

To facilitate adoption of the new system various transitional rules can be
devised, but care should be taken to insure that these rules do not result in loss
of all or most of the immediate revenue gain that will result from adoption of the
proposal to tax capital gains at death or gift.

To assst in payment of the capital gains tax in cases in which estates lack liquid
funds, the stock, redemption and installment payment provisions of Sections 303,
6161, and 6166 of the Internal Revenue Code will be available.
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Basic fscat principles

Underlying these two tax reform proposals are basic fiscal principles that we
believe should have wide application as you consider tax reform legislation. These
same principles are the foundation stones for the work of Taxation with Repre-
sentation. Briefly summarized, they are:

The tax system should be used primarily to raise revenue. The use of tax sub-
sidies to influence business and personal decisions should be a last resort, not the
first solution proposed for social problems.
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direct t government expenditures, which are subject to periodic accounting and
review, are almost always a less expensive way of attaining public goals than are
tax subsidies.

Tax deductions, credit, and exclusions usually confer their greatest benefits on
those individuals and firms that are in the best financial condition, and give little
or no help to those really in need.

Most deductions, credit-4, and exclusions erade the tax base and Increase the
tax burden that must be borne by others. This shifting of tax burdens is an im-
portaut source of unfairness in the federal tax systems.

Fairne s requires that iwrons with similar Incomes and assets should be taxed
like. Fairness also requires that those who have more should pay more than those
who have less.

A tax system is unsuitable for a democracy If it cannot be understood by the
taxpayers themselves. And a tax system whose needless complexities waste and
tine ;tnd energy of thousands of accountants, lawyers, economists, and ordinary
citizens demands simplification.

BAD I I REFORM"-A 200,000 eXEMPTION

Therp are a number of changes in the Estate and Gift tax laws which have been
masquerading as "reform" which Taxation with Representation strongly opposes.
Six.cifically we oppose increasing the estate tax exemption for either all taxpayers
or for farmers and small businessmen.

A number of people have recommended increasing the estate tax exemption to
$200,000. The principal argument In favor of Increasing the exemption is that
inflation has eroded the value of the exemption so that $200,000 today is worth
about what $60,000 was when that figure was established a generation ago.
Treasury estimates the revenue loss from Increasing the exemption to $200,000 at
about $2 billion annually, nearly half the total of estate tax collections of $4.2
billion in 1972.
Dealing with inflation

It is true that inflation causes capricious changes in the intent of Congres..
Regular inflation adjustments could be made by tying exemptions and tax
brackets to a price index.

however, the proposed change to an exemption of $200,000 assumes that we
want to restore the conditions of a generation ago, an assumption that is hasty at
best. The proposed change is best evaluated in terms of its effect on the existing
world of 1076. We must ask what the distribution of the benefits of the proposal
will be under today's conditions, what the best level for the estate tax exemption
is, and what changes we want in the estate tax law as it now exists.

There are several major deductions from the "gross estate" to get the "taxable
estate." Besides the existing $60,COO exemption, one subtracts administration and
funeral expenses indebtedness, taxes due, charitable bequests, and the marital
deduction (which usually amounts to half the gross estate). For this reason,
estates are not normally taxable until they are well in excess of $100,000 and rates
Increase from 3% for the first $5,000 in the taxable estate to 77FO for over $10
million. Thus, a $200 ,000 gross estate will frequently pay an estate tax of only 3%
on a taxable estate of $5,000.

Supporters of an increase in the exemption point out that the number of estate
filings increased 31% from 1969 to 1972. This sounds like a big increase, but a look
at some other data will help put these figures in perspective. There were roughly
two million adult deaths in 1972. About 175,000 estates or 9%, filed estate tax
returns (up from 7% in 1969) and only 121,000, or 6%, filed taxable returns. Only
a quardr of wealth held by those who die each year is subject to estate tax. Thus
94% of decedentq and 75% of all decedents' wealth would not be affected by the
increase in exemption. The 6% of decedents who would benefit are those with
the largest net wealth, since they are the only decedents who are taxable. Further-
more, because the estate tax is progressive, the absolute amount of benefit from
any increase in the exemption Increases with the size of the estate.
Effect of proposal

The effects of a $200,000 exemption can he illustrated as follows.
The proposal increases the exemption by $140,000. Decedents with $80,000 or

less in their gross estate (who are 94% of all decedents) do not benefit, since they
are not subject to tax now. Under current law, a decedent with over $200,000
of gross estate, and $140,000 of taxable estate is in the 30% marginal tax bracket
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for a total tax of $32 70. A $200,000 exemption would completely eliminate this
tax, for a benefit to te heirs of $32,700. A decedent with a million-dollar taxable
estate is just leaving the, 37% marginal tax bracket. The prop sed reduction of
this taxable estate it worth $140,000 tines .37 or $I1, 800. Two-third of the
$15 billion in total taxable estates for 1972 were in marginal brackets of 2?%% to
39%, so these three cases can be regarded as typical of the savings in the bottom
two-third* of all taxable estate.

Although absolute dollar benefits increase with size in this way, it must be
pointed out that the reduction of tax as a percent (of tax liability or as a percent
of the entire estate decreases with the size of the estate. It would be possible to
enact a tax credit of comparable value that would give the same twnefits to all
(,tates with tax liability of at least the credit amount. Thus a tax credit of $20,000
is worth nothing in the first case set forth above, and would be worth $20,000
in the second and third cases. This form of tax reduction as a percent (if tax
liability or as percent of the estate would decrease faster with estate size.

In general, estate taxen are intended to prevent the massive accumulation of
personal wealth. The purpwe of the exemption is to riliteve certain estates from
tixes. The amount of exemption then, depends upon what society views as
unusually large personal wealth. gince most o)inions about the redistribution of
wealth have changed in the last generation, we prefer i real exemption of $00,000
to a real exemption of $200,000.

FORD ESTATE TAX P1OPOA%1.At

We are also opposed to any increase In the estate tax exemption for farmers or
businc-tes. Attached you will find an article by Brant S. (oldwyn from Tax
Note, February 2, 196 which analyses in detail the Ford estate tax proposal.

Mr. Chairman, that concludes my testimony.

FORn E'sTAT: Paopo.ALs AN.LYz:D

(By Brant S. Goldwyn)
President Ford has proposed a change in estate taxes that he claims will help

preserve family ownership of small farms and businesses. For estates worth
$300,000 or les, all estate taxes would be postponed for five years. The etatoe
would then have 20 years to pay the tax, plus interest at 4% a year. The benefits
would be scaled down for estates over $300,000; estates exceeding $600,000
would not qualify for this plan.

The Administration claims that the family farmer and the small busines,man
are prevented from passing their business on to their heirs because of burdensome
estate taxes. The argument is that, because of Inflation, small businesses which
formerly excaped the estate tax are now worth much more on paper, without a
corresponding increase in earning power. Their assets are mostly In the illiquid
form of land, buildings and machinery rather than stocks or bonds. This is
referred to as the "liquidity problem." *the only way that sufficient cash can be
raised to pay the estate tax on the business' inflated value is to sell the entire
farm or business. Such "forced" sales supposedly run against the grain of a society
which enshrines the independent small businessman and the family farmer.

SUBSTANTUL LIBERA-IgATION

Under current law, Section 6166 of the Internal Revenue Code permits pay-
ment of the estate tax to be made In installments over 10 years for a qualifying"closely held business." Interest due is 7 percent. The Ford proposal represents
a substantial liberalization, especially with the five-year grace period and 4 per-
cent Interest rate on the unpaid balance. While the administration calls this a"postponement" of taxes and not a reduction, the net effect has been calculated
as a 45 percent reduction in estate taxes. (The value of deferral is equal to the
interest that can be earned on the unpaid taxes.)

Are families forced to sell their business to pay estate taxes? Despite the
rhetoric of the White House, members of Congress and small business spokesmen,
many experts believe that estate taxes do not have such an effect.

For example, many agricultural economists and others do not feel that "forced
sales" of farms is a problem. Studies of Iowa farms showed that most estate
taxes were paid without selling any substantial part of the farm. United States
Department of Agriculture economist Fred Woods, writing on this subject In
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1973 and 1974, concluded that, while farms were paying more estate taxes, death
taxes were "not yet a serious problem for most types of farms," and "were not
unduly oppressive with respect to rural landowners.. ." Woods said that what
was needed by those farmers with a liquidity problem was "better estate planning
within the framework of existing law rather than changes In the tax law."

IlquIDrrY POaLzMI

In many cases liquidity needs could be met by Insurance. Smaller farms are
protected by the current estate tax deductions; larger firm usually had sufficient
credit to refinance their property. Some of the farmland could be sold without
making the farm too small to take advantage of economies of scale.

The Ford proposal offers maximum benefit* for business worth up to $300,000,
and partial benefits for those worth up to 600,000. Certainly, an intuitive
definition of wealth would not consider someone with a $300,000 estate to be poor
or in need of federal assistance.

It is true that most farm estates are not liquid. In 1970, 78 percent of farm
assets were in land and machinery, according to USDA figures, versus 22 percent
of the value of all estates fling 1970 estate tax returns. But a farm worth $300,000
is not a small farm. According to United States Department of Agriculture
calculations, the average farm as of January 1, 1974 hadassets of $168,000 and a
net equity of $142 000. USI)A divides farms into 7 different classes according to
amount of sales. unly Class IA, with annual sales (not assets) over $100,000,
had an average net equity in excess of $300,000. (See Table 1.)

TAIL[ I

Numer of Perost of Awle. uaiin WUq Est g

Cles No. sad s4les bing tos fams net etvo estate taX pad (Uitunds)
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W of III. emainder of data is from 19 = 1 Incomea,Estats, plisl b te IbnnW eveie Servi.

While IRS figures don't indicate how many taxable estates Included farms or
other businesses, the above figures indicate that the average estate tax is not a
large percentage of smaller estates.

Of the $4.7 billion collected from the estate tax In 1973, only $ million, less
than 2% came from estates valued at $120,000 or less. Almost 50% of the estates
that file estate tax returns were worth under $120,000; 63% of U.S. farms fit
Into a class where average equity is below $120,000. The bulk of estate taxes
were collected from estates worth over $120,000. Farms in classes 2 and 1B,
with an average net equity of $177,000 and $281,000, respectively, would get the
full benefit of the Ford proposal, even though they are in the wealthiest third of
U.S. farmers. It thus appears that any estate tax savings would go mainly to
farmers that already are well off.

Comparable figures on the average equity of nonfarm businesses don't seem
to be available. Corporations won't be discussed since they don't pay estate
taxes. According to the IRS, for tax year 1971, there were approximately 10
million sole proprietorships, but no asset figures are available for this category.
IRS does have some figures on "partnership" assets. Table 2 shows the average
gross assets for partnerships. These figures actually overstate the value of such
businesses for estate tax purposes. The estate tax is paid on net assets, which is
gross assets minus liabilities. Moreover, since these figures are for partnerships,
any one partner would own less than the entire busness. Thus, a partnership
with gross assets of $100,000 may have liabilities of $10,000 and be equally owned
by two partners, so that each partner's equity would be $45,000; $4,000 would be
included In the gross estate of each partner for estate tax purposes.
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SMALL BUlINESS STATISTICS

The following Table 2 shows that 73% of all partnerships In 1971 had gross
aet under $100,000. Therefore the Whito House proposal, with maximum
benefits for estates of $300,000, would aid most partnerships, not just the smallst.
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The likelihood that an heir would want to continue the family business Is lower
In a non-farm situation. The heirs often lack either the interest or the entrepre-
neurial skill needed to maintain the business. Sale is therefore a probable result of
the owner's death no matter what the estate taxes are. Moreover, one accountant
felt that small businesses which were sold usually were purchased by other small
operators.

Treasury estimates the revenue loss from the White House proposal to be: 1st
year-$2.5 million, 5th year-$12.5 miWon, 10thyear-$19 milon, dereaing
thereafter. Los of interest from the lower rate would be: 6th yea.--$2.5 million,
10th year-$6 million, 25th year-80 million. The two figures should be added
to give the total revenue loss for any year. The estimate reflects the difference
between present law and the new proposal and does not include the costs of the
present 10-year deferral provision.

OPPOSITE EFFECT POSSIBLE

Iteturning to the farm Situation a 1976 publication by the University of
Illinois suggests that rather than hefp the small farmer, proposals like the Presi-
dent's may actually do the opposite and Increase concentration in the farm sector.
Several conclusions are relevant:

I. If part of a farm must be sold to pay estate taxes, the acreage may be attached
to an undersized unit and add to its efficiency. For agriculture as a whole, there
mai be no net loss of efficiency.

. Some division of large holdings may Improve equality of opportunity for
those desiring to enter farming. Any concession in favor of current owners works
toward moving of land into the hands of a separate landowning class. Granting
Feater latitude in paying death taxes would act to keep farming In somewhat
larger units than would otherwise prevail.

3. The heirs frequently are not operating farmers.
4. SelecUve concessions for agricultural estates, such as a preferential valuation

or estate tax exemption would attract well-to-do nonfarmers and tend to transfer
ownership and control away from operating farmers. Moreover, to apply these
preferences only to "qualified" farmers could result In overwhelming andeotly
administrative problems. For Instance making residency on the farm a condition
might actually eliminAte some bona fide farmers. According to Fred Woods of the
USDA, only t20 of farm operators reported living on their farms as of 1969, and
another 20% hadlived on their farms es than five years. Thus, such an approach
may not be feasible to help the "family" farmers.

COnGRESSIONAL vA ooS10A
Congress h expressed great Interest In estate taxes and many Ideas that could

go further than the Whle House have been suggested. One popular proposal
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has been to raise the general estate tax exemption, from $80,000 to $150,000 or
higher. The revenue loss would be substantial-2 billion if the exemption were
raised to $200,000. Most of this money would go to the wealthiest people in
America. Another proposal would be special breaks only for farmers, such aq
raising the exemption or lowering the land value assmment. As discussed by the
University of Illinois, this would encourage non-farmers to invest in farming for
tax shelter purposes. Furthermore, giving special concessions for farmer, but
not for others with estates of similar sise, clearly violates the principle of equity.
Some economists believe that it would retard the highest and best use of land.

An alternative being considered by Sen. Paokwood, R-Oreg., member of the
Finance Committee, would be to substitute a credit for the not yet prol)osd
estate tax exemption. This would give equal monetary benefits to estate taxplayerg
at all Income levels, rather than an exemption, which i% more valuable to wealthy
taxpayers. Such a change would be more equitable. The amount ot the credit
depend* on one's view of who should pay the estate tax. Packwood is considering
i$225,000 credit, which would result in no tax on estates up to 1,14,000 and al
estimated revenue loss of $400 million i year.

OTI R IlSUZO,

While the effect of estate taxes is debatable there are changes propo*ed that
clearly seem desirable. Current law does allow the estate tax to be postponed over
10 years. Unfortunately, many estates don't do this because of certain restrictions.
The executor of the estate is personally liable for the tax, and a oostly bond must
be posted. The alternative, supported by Treasury and others, is to substitute a
lien on the Illquid asets the farm or other property, for the bond and the execu-
tor's personal liability. interest rates on deferred taxes now will be tied to the
prime rate rather than being set as a fixed rate. Interest had been at 9%; on
February 1 It became 7%. The Ford proposal of 4% seems to be a subsidy for those.
who defer estate taxes. Any rate substantially below market rates will encourage
people to postpone estate taxes. As a compromise, some have proposed to charge
the rate that the government pays when It borrows money, currently about 5%o.
While fairer, this still involvs a subsidy to people deferring estate taxes. It i
fair to allow estate taxpayers to defer taxes, to give them more time to raise the
money, but a low interest rate does not seem nece~y. The Treasury's 1960
Tax reform Study supported setting the interest rate at a neutral level which
doesn't penalize or subsidize those who defer taxes.

There are other issues concerning estate taxes which were not touched by the
White House. The most controversial is the failure to tax capital gains at death.
This costs the government over $15 billion a year. As a matter of equity, capital
gains at death should be taxed. Once this is done, other changes in the estate
tax, such as reducing rates or instituting a tax credit might be appropriate. While
some spokesmen claim that taxing capital gains at death would do In the small
businessman, the fact Is that most of the revenue gain would come from the
wealthiest taxpayers. The University of Illinois' study suggests one result might
be to reduce land speculation and Investment by non-farmers by bringing the
value of farmland more in line with its income possibilites as a farm rather than
for speculation. The lower tax rates on capital gains is more attractive to high
income investors.

MARITAL DEDULTION

Another facet of the estate tax which touches on the small businessman is the
marital deduction. Currently this is 50% of the estate, so that the inheriting spouse
pays no tax on estates worth $120,000 or less. The 1969 Treasury study stated
that transfers between spouses are not appropriate for taxation, especially where
the surviving spouse has minor children. The policy could be either to Increase
the marital deduction or to make It 100% and not tax such transfers at all.
This obviously would help maintain the status quo in a farm business ownership.

Small businessmen are hurt by other parts of the tax code. Farm shelters are
attractive Investments for well-to-do nonfarmers who are allowed to write off
current farm expenses against non-farm income. This drives tp the cost of land
and other materials used by farmers and depresses the market for their goods.
Small businessmen, whose companies may be more labor intensive, can't use the
Investment tax credit and other provisions designed to encourage business.
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The views expressed in this article are those of the author and do not represent
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presenting opposing views on policy options.)

STATEMENT BY 8rANLK 8. SURREY HARVARD LAW ScuOOi, REOARDINU
R iVISIOm Or FEDERAL LOTATE AND (IrT TAxts

INTRODUCTION

poiorshlp of testimony by outstanding tax professionals is one of the ways in
which Taxation with Representation seek, to promote the public Interest. The
group's objective is to broaden the range of viewpoint, and opinions available to
tax imlicy makers. It seeks, in particular, to facilitate the presentation of testimony
on tax matters by economists, tax lawyers and accountants who have no axe
too grind. This statement Is one In a continuing series of public Interest present.
tons.

Sponsorship of testimony by Taxation with Representation does not mean that
the opinions expressed by a witness are necessarily those of the members, officers,
or directors of the grotip. It does indicate, however, that the group regards a
witness's views its worthy of serious consideration by those concerned with the
lmprovement of the federal tax system.

BIOGRA rICAL DATA

Stanley S. Surrey Is a Professor of Law at the H1arvard Law School. ie was
Amiitant Secretary for Tax Policy In the Treasury Department in 1981-1969.

SUMMARY O STATEMENT

'Fstate and gift taxes are in neod of complete revision.
The Committee should have its staff provide data on the distribution of wealth

in the United States, by total net assets and types of assets. Without these data
coxidcration of transfer tax issues is unrealistic.

The Important needed structural changes Involve:
(I) Unification of the present gift tax and estate tax into a unified transfer

tax.
(2) Adoption of provisions which would end the present escape from tax of

wealthier families through "generation skipping" transfers.
(3) An increase in the marital deduction.
(4) An end to the very large escape of appreciation in asset value from Income

tax in the case of assets transferred at death, the solution being the imposition
of income tax at death on the appreciation with a deduction of the tax from the
gross estate.

The transfer tax exemption level should be lowered-not lncreased--sinoe
appropriate relief is given the surviving spoum through the marital deduction
and appropriate relief can be provided for dependents.

Transfer tax rates should start at a higher level than at present and the pro-
gression made more rational.

ADDREs AND TZLKIROXD DATA

Further information regarding the views expressed In this statement can be
obtained by writing professor Surrey at the Harvard Law School, Cambridge,
Masachusetts, 02138. His businqs telephone is 617-495-4635.

STATEMENT

This statement will first briefly describe the present structure of the federal
estate and gift taxes in the United States and then consider the significant current
policy issues respecting those taxes.

I. PRESENT FEDERAL ESTATE AND GIFT TAXES

The federal estate tax is levied on the tranfer of the estate of a citizen or resident
decedent and Is, structurally, an estate tax rather than an inheritance or accessions
tax. The taxable estate consists of the world-wide gross estate of the decedent less
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the allowable exemption and deductions. The gross estate Include. all aetA of
the decedent held at death plus transfer during lifetime which are regarded nt.
incomplete because of any interest retained by the decedent--e.g. revocable
trusts, transfers with a retained life estate-and completed transfer made within
three yean of death if made In contemplation of death. The deductions include
debts of the estate transfers (without limit) to charitable organiaaton,, and
property transferred to a spouse (the so-called marital deduction) under condition s
that the property will either be consumed by the spouse or Includible in the spote's
estate and subject to a limit of one-half the groms estate after subtractipn of debts.
The exemption Is a fiat $80,000. Thus a net estate of $120,000 left to a sptiule I4
free of tax-$0,000 exemption and $60,000 marital deduction.

The rate schedule starts at 3% of the taxable estate, rines rather rapidly to 30(
at $100 000, to 395% at $1 million, 67% at $5 million and a maximum of 77% ft
$10 million. The rates are applied to the full value of the taxable efitate, including
the amount needed to pay the etate tax itself. Credits against the estate tax are
allowed for foreign estate taxes, United States gift tax on lifetime truaafers included
In the gross estate, and state death duties to a limited extent.

Thelederal gift tax is applied, on a cumulative basis, to transfers by gift during
life. The rates are thrt-quarters of the estate tax rates and are applied to the valtie
of the gift but, unlike the estate tax, not to the gift tax itself-i.e, the gift is not
groped up. There s a lifetime exemption of $30,000 per donor and an annual
exemption of $3,000 per donee. Only one half of a gift to a spouse is included.
Also, if one spouse makes a gift, the spouses may elect to treat the transter as a
joint gift; thus, $6,000 given in one year to a child by a father 1 fully extan t
under this election. Gifts to charitable organisatlons are deductible without limit.

While the gift tax Is cumulative, in that the taxable bracket of a current gift Is
determined by totalling all prior gifts, this cumulation ceases on death and hence
the amount of completed lifetime gifts does not affect the estate tax bracket.
The two taxes are thus essentially separate.

The federal estate tax raises $4.4 billion In revenue; the gift tax $.6 billion.
Estate tax is paid by about 5% of decedents, with only .2% of decedent. havIng
taxable estates over $300,000; the latter account for 60% of the estate tax. While
the total revenue of these transfer taxes is low in relation to other taxes (the
alcohol tax yield. $5.4 billion), the transfer taxes are levied on the very wealthy
and hence contribute to the overall progessivity of the tax system. Thus, to
ascount for 80% of the income tax we would have to cover returns over $13,000
or 18.8% of all Income tax returns, as compared to the 4% of the estate tax returns.

The United States has no national annual wealth tax. The Constitution requires
that an annual wealth tax, being a "direct tax," would have to be apportioned
among the states in accordance with population. Such apportionment would
defeat the purpose of the tax. Therefore, unless Ingenuity finds a way around this
barrier or the Constitution is amended (as it was to permit the income tax),
the United States is not free to enact an annual wealth tax. Hent., the estate and
gift taxes are the only national taxes on wealth. (There are state and local taxes
on real property and in some cases on tangible or intangible personal property).

It. STRUCTURAL

The federal transfer taxes have remained essentially unchanged for more than
a quarter century. Elsewhere the federal tax soene is marked by constant and often
turbulent legislative action, but there has been scarcely a ripple In the transfer
tax field. Clearly taxes untouched for such a long period are prima facie In need
of repair and the transfer taxes are no exception. Several In depth studies in the
1960 s by the American Law Institute, the Brookings Institution and the Treasury
Department all point to the need for serious changes. The following is a brief
description of some of the issues that should be considered In a major revision.
Structural issues will be discussed first and then rate and exemption level Issues.

Unification of Gifi and Estate Taz..-A major inequity in the existing estate
and gift tax system is the manner in which the system favors lifetime gifts over
testamentary dispositions. Whether lifetime giving should be favored at all Is a
matter than can be debated. But even assuming that some favoritism should be
shown, the existing system provides this favoritism In an Irrational and inequitable
manner.

The existing favoritism Is a result of three separate factors. First, the existing
gift tax is calculated from a separate rate schedule distinct from the-rate schedule
applicable to the estate tax. Second, the gift tax rates are lower than the estate
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tax rates. And third, the tax base is different. Each of these factors works differ-
ently, favoring different classes of donors in different ways. As will be shown, how-
ever, the net result of these factors is that, from a tax saving standpoint, the
larger the state, the more advantageous transfer by gift becomes.

Since the taxation of gifts is based on a rate schedule completely separate
from the estate tax rate schedule total wealth transfers by an individual may
be divided between lifetime transfers and testamentary transfers with each type
of transfer taxed independently on a schedule beginning at the lowest rates. The
aggregate transfers made by an individual can thus be split between two rate
schedules and therefore taxed at rates unrelated to the individual's total transfers
of wealth. The total tax will depend on how much of the total amount transferred
is subject to the gift tax and how much is subject to the estate tax. Because
neither the brackets nor the rate progressions of the estate and gift taxes are
equal, the extent of this advantage varies from bracket to bracket. Once the
maximum bracket is reached in the gift tax, there is no further saving from this
factor. Hence, the saving due to this aspect of the transfer tax structure is limited
for the very largest estates. The maximum possible tax saving in absolute dollar
terms that can result solely by reason of splitting transfers between gifts and
testamentary transfers is $1,700,000 for those with an a gate estate of $20,-
000,000 or more. This amount of saving is solely that attributable to the splitting
factor and assumes that the next two factors discussed are not present.

The second, and perhaps most obvious factor favoring lifetime gifts over death
transfers Is that the gift tax rates are 25 percent lower than the estate tax rates
in each bracket. This factor applies equally to all sizes of estates and, therefore,
grants the same dege of favoritism to gifts by all taxpayers.

The third factor favoring lifetime gifts is that the tax bases for the estate and
gift taxes are different. This factor is somewhat more subtle in its operation and
therefore is frequently overlooked, but for the very wealthy it provides the most
significant saving for lifetime gifts. The base to which the estate tax is applied is
the aggregate property owned by the decedent before diminution by that tax,
whereas the base for the gift tax is the net amount transferred to the donee.
For example, if a decedent leaves an estate of $10,000,000 to a child, the estate
tax will be about $6,000,000 computed on the base of $10,000,000; the child
will receive a net bequest of about $4,000,000. If, on the other hand, the same
taxpayer decided to make the maximum transfer he could make to the iiame
beneficiary (using, for purposes of illustration, estate tax rates for the gift tax
as well in order to focus solely on this feature of the gift tax), he would make a
lifetime gift of roughly $6,500,000 and Incur a gift tax of about $3,500,000, thereby
consuming all of his assets. By transferring property during his lifetime then, he
would be able, solely because of the difference in the tox base, to increase the net
amount given to the beneficiary from $4,000,000 to $6,500,000, an increase of
over 60 percent.

This result obtains because the estate tax rates are applied to the aggregate
estate of $10,000,000 whereas the gift tax rates are applied to the net transfer,
wkich in this example is $6,500,000. To put it another way, the estate tax is
imposed on the aggregate transfer before tax and the tax is then "withheld"
from it much as income tax is withheld from the aggregate wages before tax of an
Individual. The gift tax, however, is imposed only on an "after-tax basis" on the
transfer exclusive of the amount of the tax itself; again using the Income tax
analogy, the gift tax is imposed only on "take-home pay." Where the tax bracket
of the transferor is very high the fact that the gift tax itself is not included in
the base makes an enormous difference. Because the tax rates themselves increase
as the size of the transfers increase, the failure to include the tax in the base, i.e.,
the failure to "gross up," Is of increasing advantage as the amount of a trans-
feror's assets increases. F or example, a decedent leaving an estate of $500,000
pays an estate tax of $145,000, thereby transferring $3-55,000 to his heirs. By

disposing of his entire wealth by lifetime gifts, he would, solely by reason of the
failure o the gift tax to gross up, increase the net amount passing to the trarmferee
to about $375,000, or an increase of $20,000 over the net amount which would
pass at death. This is an increase of les than 7 percent. On a $10,000, 000 trans-
fer, however, the increase, as indicated earlier, would be over 60 percent. (In the
calculations made for illustrative purposes in all of these examples, estate tax
rates are also used for the gift tax in order to isolate the effect of the failure to
gross up.)
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The solution for thi, situation, included in the 1968-1969 Treasury Department
Proposals for transfer tax revision, is "unification" of estate and gift taxes. Under
this proposal the existing estate and gift taxes with their separate schedules would
be replaced by a single unified transfer tax with a single schedule of rates and
exemptions. In determining the applicable tax rates on property transferred at
death, all transfers made during lifetime would be taken into account. For example,
If an individual made $100,000 in taxable gifts during lifetime and paid taxes on
then and thereafter left an estate of $500,000 at death, assuming no deductions
or exemption, the tax applicable to the $00,000 transferred at death would be
computed at the rates beginning above $100,000. stated differently, the lifetime
and de.athtime transfers would be aggregated so that the total tax at death would
first be computed on $00,000, and then the amount of transfer taxes p aid during
lifetime would be credited against the tentative tax so computed, leaving the
baulnce as the tax due on the estate.

Another aspect of this proposal is that in computing the tax on a lifetime
trumn-fr, the transfer would be gro&sed up so that the lifetime transfer tax would
be comput'd on the same tax base aw deathtlme transfers are now computed. For
example, if an individual in the 25 percent transfer tax bracket made a net gift
to his 4on of $7,00, the tWx would be $2,500 or 25 percent of $10,000, the amount
of the net transfer plus the tax. The gift would be considered as amounting to
$10,000 ind the tax of $2,500 would be considered as having been paid out of it.

Thtre would be a single exemption available In place of the separate estate tax
exemption and gift tax exemption.

All of the troublesome controversy concerning transfers in contemplation of
death would be eliminated, since it would make no tax difference whether the
transfer were a lifetime gift or a death transfer.

The most frequently voiced criticism of this "unification" proposal is that It
would discourage lifetime gifts. Whether the proposal is seen as discouraging
lifetime gifts or simply as not affirmatively encouraging them depends on one s
starting point. The existing system contains significant positive encouragements
to lifetime giving. Therefore, if the existing system is viewed as a norm, the
proposed changes would, by comparison, discourage lifetime gifts. On the other
band, one may more accurately state that if the proposed changes were adopted,
the new system would grunt no encouragement to lifetime gifts but at the same
time would not discourage them either. That is, the effect of the transfer tax
system on making a gift or not making it would be neutral.

While it is true that a transfer tax becomes payable sooner if a gift is made
than if the transfer is by will upon death, it is also true that if a lifetime gift is
made, the tax is based on current values rather than on future values, and the
latter can generally be assumed to be higher. Also, in many cases, depending on
the type of gift the future income from the property will be taxed at the donee's
lower rate brackets rather than at the donors bracket.

One important aspect of the tax influence on lifetime gifts has not been addressed
by any of the critics. The aspect referred to is the inequitable and discriminatory
way in which the present system encourages such gifts. No one has yet come
forward to justify a system that encourages gifts by very wealthy donors by
granting them tax reductions many times greater than those granted to the less
wealthy. If the making of gifts is a socially desirable act to be encouraged as a
matter of federal tax policy-a premise open to substantial question-then it
seems that it should be encouraged to the same extent for all. The only way to
provide for an equitable encouragement of gifts is to adopt a unified transfer tax
system with gross-up for lifetime transfers and then allow some percentage dis-
count in the rate applicable to gifts as compared to death transfers. The amount
of the discount would depend on how much encouragement to lifetime gifts was
thought desirable.

The argument usually advanced to support tax incentives for lifetime gifts
is that it is to the advantage of society to have property moved into younger
hands, for the young will tend to be more venturesome with such capital and thus
improve the economic climate by increasing the mobility and risk-taking capacity
of that capital. More persuasive, however, is the counter-argument that the
government is not appropriately concerned with the rate of transfer of wealth
from parents to children and should leave such matters to family decision, or
at least that it is not so concerned as to provide tax incentives to affect whatever
may be a family's natural inclinations In such matters. In any event, whether the
consequence above asserted for lifetime gifts is true or not In a particular case at
least depends to a large extent on the subject matter of the gift and on its form.
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Most lifetime gifts are of marketable securities placed In trust, and they are
made at a time when the donor is quite elderly. A gift to a trust extending for a
long period of time seems little different In terms of economic mobility and risk-
taking than continued ownership by the donor. The beneficial donee in this case
does not have control of the property and its management is likely to be at least
as conservative as It was in the hands of the donor. If one is In favor of encouraging
lifetime gifts, it would surely be worth analyzing just what kinds of gifts are to
be encouraged. Perhaps outright gifts are more to be encouraged than gifts in
trumt.

To say that the existing system Is preferable to the proposed unification because
It encourages lifetime gifts and the proposal does not is thus to Ignore both the
basic problems at which the revisions are aimed and the questions which must
be explored in a consideration of whether the tax system should be deliberately
structured so that it operates in a nonneutral way to encourage lifetime gifts.
In this regard, it is difficult to conceive of a legislature adopting a policy of en-
couraging lifetime gifts through a direct subsidy approach. Suppose, for example,
someone were to propose that the federal Government pay grants directly to
those wealthy parents who make gifts to their children while the parents arm
alive, with the largest federal grants going to the wealthiest parents. Presumably
the suggestion would never seriously be considered as a legislative proposal.
Yet that s precisely the effect of the existing estate and gift tax system when the
tax savings accorded to lifetime gifts under that system are translated into
direct subsidies.

Oeneration skipping Transfer.-There is an aspect of equity in estate taxation
that is not present in the income tax and that involves a notion of periodicity.
If a given amount of wealth is, in one situation, subjected to the state tax on
three occasions over a one-hundred-year period and another acumulation of
wealth of equal amount is taxed only once every hundred years, it seems obvious
that the two accumulations are treated inequitably as compared to each other.
While complete equity In the frequency of Impoition cannot be achieved in the
estate tax siutcc its Imposition depends on death, which is unpredictable,it is
nevertheless clear that notion. of fairness require some approximation o time
equivalence. Some Illustrations may help.

If an individual with an estate of $10,000,000 (ignoring deductions, etc.) leaves
it to his two children equally the estate tax will be about $,000,000 and his
children will each get $2,000,600. Assuming that the children then live on the
Income from their inheritances without affecting principal, each of their estates
will pay an estate tax of about $750 000 when the property passes to their children,
so that the latter will In total, inherit $2,500,000 of their grandfather's wealth.
If, on the other hand, the grandfather is wed advised and leaves his money in
trust paying the income to his children with the remainder to his grandchildren,
he will pay an estate tax of $6,000,000 the same as in the first case, but the estate
tax on the death of the children will be entirely avoided. The grandchildren
will therefore take $4,000,000. The amount passing to the grandchildren will
thus be over 50 percent greater in the second case than in the first, although the
effect of the two transactions over the two generations is otherwise essentially the
same. This effect can be considerably magnified by using transfers which keep
property in trust for more than one generaton and thereby avoid the tax on more
than one intervening death.

Ski pping one or more generations for estate tax purposes does not Involve
skipping generations as far as enjoyment of the assets is concerned. An Intermediate
trust beneficiary while alive may enjoy the Income, control investments obtain
principal needed for his support, be able to withdraw the greater of $5,600 or 5
percent of the principal annually duriap his lifetime, and be able to give principal
to others by gift or will-all without incurring estate or gift taxes except as to
the moment of death, I.e. $5,000 or 5 percent of the principal.

. Not only is there clear discrimination between estates of equal initial size in
this situation, but there is also a crippling effect on progressivity. This effect occurs
because the generation-skipping tranders described are generally available only
to large estates. smaller estates generally cannot take advantage of this type of
transfer because of the need of the intervening generations for the principal.

-- Sine the tax-saving possibility in generation-skipping transfers is available pri-
marily to larger estates and is increasingly available the larger the estate becomes,
it results in reducing the progression real effective rates or in eliminating en-
tirely progressivity over large segments of the estate tax.

Proposals have been made to eliminate this generation-skipping defect of the
present structure. Thus, the 198-1958 Treasury Department Proposals would

T5-06--T6-----1 8
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Impose a substitute tax on transfers that skip one or more generations. This sub-
stitute tax is designed to ensure that there would be the same total tax on such
a transfer as there would be if the transfer had been made to the Intervening
generation and then by the intervening generation to the ultimate donee. The tax
would apply whether the transfer were in trust or outright. The substitute tax
would not be a penalty imposed on the generation-skJpping transfer, but rather-
as the name implies-a tax to take the place of the actual tax that would otherwise
be skipped. There are several methods available for computing the substitute tax
due under various circumstances. If a member of the intervening generation is
alive at the time of the transfer to a donee in the subsequent generation, the mem-
ber may elect to treat the transfer as if he had received the property himself and
had retransferred it to the transferee. For example, if a donor (or a decedent-
testator) transfers property to a grandchild and a parent of the grandchild-donee
is alive at the time of that transfer, the donee's parent may elect to treat the
property as received by him and retransferred by him to his child (the grandchild-
donee). In this case, the donor would pay the normal transfer tax that would be
due to a gift to his grandchild's parent and the latter in turn, would report on his
transfer tax return a gift to the randchild-donee. 1f, in this situation the donor
were to reimburse his grandchild's parent for the tax resulting from the election,
such reimbursement, of course would be an additional taxable transfer.

Under this proposal, a generation Im considered skipped whenever the donee
is more than one degree in family relationship below the transferor and the
substitute tax would apply whenever one or more generations were sipped. If
the gift is to a non-relative, the substitute tax would apply if the donee is more
than 25 years)ounger than the transferor.

If the transfer, rather than being outright, were made in trust, the intervening
generation-the parents of the donee-could, but would not be required to, make
the election at the time of the transfer; the election could be made at any time
prior to the death of the survivor of the transferee's parents. In the interim,
transfers out of the trust to the remote generation would be considered generation-
skipping transfers. Once a parent of the transferee makes the election, he would
be considered to be the settler of the trust for purposes of applying the substitute
tax. The amount of the gift for purposes of calculating the tax due from the
electing parent would be based on the value of the trust corpus at the time ofthe election.

The election system would produce the same tax result that would obtain if
the transfers were actually made to the member of the intervening generation
and then retransferred by him. However, it is essential that this system be elective
because the election does impose a tax liability on a member of an intervening
generation who never, in fact, receives the property outright. To handle the
situation where no election is made, the Treasury proposal contains a provision
designed to achieve essentially the same result, but the provision is, of course,
less exact.

Where no election is made, the substitute tax is imposed on the donor at the
time of the gift at a rate equal to 60 percent of the donor's marginal rate. Sixty
percent of a marginal rate is approximately equal to the effective rate on the
transfer. Therefore, by calculating the substitute tax at 60 percent of the marginal
rate an attempt is made to approximate what the effective rate of tax would be
if the skipped generation had made the transfer. The measure, however, is neces-
sarily inexact. This method of calculation would also be used when there is no
living parent of the donee, I.e., when no member of the skipped generation is
alive. However, in this situation, the donor may elect either to use the 60 percent
method or to use the actual marginal rate applicable to the estate of the last
parent of the donee to die. This election may be made by the transferor or by
his executor or other representative where applicable.

Where the transfer is in trust and no election has been made to pay the substi-
tute tax, the tax will become payable by the trustee when distributions are made
to the remote generation, at a rate of 60 percent of the transferor's marginal
rate (or at the actual marginal rate of the Intervening generation's transfer tax
bracket if there is no surviving member of that generation eligible to make the
election). This situation would continue until the tax is paid on the total corpus,
at which point the trust would be treated as having been created by the inter-
vening generation so that the subsequent distributions would not be taxable
unless they are to a generation remote from the skipped generation, for example,
great -grandchildren of the donor.

There have been other, less complete, solutions proposed to cure the generation-
skipping problem. One is to grant a special discount or reduction for outright
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transfers by parents to their children. Another is to eliminate the elective aspect
of the Treasury proposal and confine the proposal to the substitute tax on the
settlor-decedent.

It is clear that any satisfactory solution to generation-skipping will involve
complexities since the situation itself, certainly as respects long-term generation-
skipping trust arrangements, is inherently complicated. Those arrangements are
complex matters, for the draftsman must often project himself almost a hundred
years into the future and try to perceive and handle all contingencies. It is asking
far too much that such a complex situation be dealt with in comparatively simple
fashion by the tax law.

When a sophisticated aspect of estate planning is involved and that aspect is
one far removed from the ordinary transfers of assets from one generation to the
next, the tax policy governing that aspect must also be sophisticated. Tax policy
must permit the arrangements to be used for whatever non-tax purposes they may
serve, but it must not permit them to be avenues of tax escape. Le- complex tax
solutions may be welcome, but those who desire to use these complicated arrange-
ments cannot argue that because there will be complexity there must be tax
immunity.

The other arguments against the generation-skippinf proposal seem largely
strategic retreats. Thus it is said that generation-skipping trusts involving two
generations are rare and there is no reason, therefore, to upset everyone for a few
cases. This argument, of course, can be turned upside-down since only the few
affected would be upset. Others would admit to the desirability of taxing the
arrangement when two generations are skipped, but not one generation, though no
explanation is made of why one untaxed skip should be permitted or why in effect
the estate tax should apply only every other generation. Others point to cases in
which a decedent's children may be dead so that the natural beneficiaries of his
estate are his grandchildren, or to cases in which the decedent simply does not
like his children, and ask why a generation-skipping tax should be imposed in
these cases. But these situations and others like them lie at the fringe of this
problem. By far most generating-skipping transfers occur where both children
and grandchildren are alive, where both are liked by the decedent, and where the
children share In the enjoyment of the property during their lives. The basic tax
rules must be constructed to deal with these normal situations, and the pattern of
those rules should not be decided by the fringe cases. Nor should the fringe cases
be treated in a different fashion, once the basic decision is made to impose a tax
on the time pattern of every generation.

Marital Deduction.-A corollary to the proposition that estates should be
taxed once a generation is the proposition that, generally speaking, they should
not be taxed in total more than once a generation. This view is partially accom-
modated in the current estate and gift tax system by allowing a marital deduc-
tion for property left to a spouse in an amount up to 50 percent of the adjusted
gross estate and for one-half of an individual's inter vivos gifts to a spouse. Death
transfers to a spouse, in order to qualify for the marital deduction, must be out-
right or must provide for a life estate with a general power of appointment. This
requirement assures that the property left to the wife, for wcample, and deductible
from the husband's estate, will be includible in the wife's estate upon her sub-
sequent death if it has not been consumed.

The estate tax marital deduction, however is limited to one half of a taxpayer's
adjusted gross estate. In those cases where the surviving spouse will not consume
more property than that qualifying for the marital deduction in the decedent
spouse's estate, the marital deduction with the 50 percent limit works satis-
factorily, i.e., the total amount of property subject to estate tax in the two spouses'
estates will be the amount passing to the next generation. In those cases where
the surviving spouse will consume more than the marital share, however, the
estate of the first spouse to die is taxed on property that will not ultimately pass
to the next generation. This is obviously a problem that arises primarily in the
case of smaller estates. Moreover, decedents leaving these smaller estates fre-
quently provide that more than one half of their estates shall go outright to
their spouses. If less than this excess over one half of the property is consumed
by the survivor under this arrangement, a portion will be subject to two taxes in
paying to the next generation.

Moreover, the rules requiring that transfers, in order to qualify for the marita
deduction, either be outright or provide for a general power of appointment, will
frequently force a decedent to leave assets to his wife under an arrangement
which non-tax factors may indicate is inadvisable.
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The proposals in this area are all In the direction of enlarging the marital
deduction, by increasing the amount of the deduction and expanding the type of
transfer to a spouse that will qualify. Thus, under the 1968-1969 Treasury Depart-
ment proposal, the existing 50 percent ceiling on the marital deduction would
be eliminated and a deduction would be allowed for the full amount transferred
to a spouse up to the full value of the estate. Lifetime transfers between spouses
would be free of tax, any gift by either spouse to a third person could be treated
as made by either spouse for purposes of calculating the tax. Such gifts could be
treated as made equally by each spouse, or unequally, or treated as made entirely
by either one or the other.

Another aspect of this proposal would be the expansion of the kinds of transfers
which q'lw.ify for the marital deduction. Instead of requiring that the transfer be
outright to the spouse or that the spouse have a life estate coupled with a general
power of appointment as tinder present law, any transfer of the present ownership,
enjoyment, use, or income to a spouse would qualify for the marital deduction so
long as the transferor's spouse consents to having the eventual termination of
that interest treated as a taxable transfer. Where the transferor's spouse has
less than complete power of disposition or control of the property, the tax im-
posed on termination of the spouse's interest would be collectible only out of the
property itself and would not be a personal liability of the spouse.

Furthermore, an election would be given to permit any transfers which qualify
for the marital deduction to be taxed at the time of the transfer. If exercised, this
election would eliminate taxation upon the termination of the spouse's interest
in the property. In this way, the transferor or his personal representative may
regulate the amount includible in each estate and thereby achieve whatever saving
might be available by dividing the taxation of the transfer between two estates,
even though all of the property is left In a way which would otherwise qualify for
the marital deduction.

There seems to be relatively little objection to a proposal to increase the marital
deduction. This general acceptance Is not surprising since that proposal would
benefit many taxpayers and would not directly raise anyone's taxes. The estate
tax today is levied on the accumulated wealth that a person has left at his death;
any savings that he consumed during his life are not subject to the levy. A person
who accumulated until middle age, for example, and thereafter consumed his
savings is not subject to the estate tax on the consumption. If the husband is the
first spouse to die and the consumption is by his widow, it would seem that the
same principle should apply and the estate tax should be levied only upon the
accumulation remaining after the combined consumption of husband and wife.

However, some criticism has been made of an unlimited marital deduction as too
favorable to married decedents. The main consequence of the present limit on the
marital deduction, given the difference in life expectancies of men and women,
-falls on the family where the wife will consume all of the estate and hence the
tax on the husband's half as it goes to the wife results In a tax on property not In
fact left to the next generation. The family cannot under present law plan out of
this consequence. Hence, since this is only a problem for the smaller estates, the
suggestion is made by some that the marital deduction be increased to one-half
of the estate (as today) plus $100,000. Under this suggestion, a husband could,
say with a $25,000 basic exemption (see the later discussion), leave $250,000 to
his wife free of tax (one-half of $250,000 or $125,000 plus $100,000 plus $25,000).

Where there is double taxation in the same generation today, that is where
more than one-half Is left to the wife and she does not consume the excess, the
family pays too much, compared to the view that the husband-wife combination
should not be taxed on more than their total wealth. But the families In this
position, those with the larger estates, can and do plan out of this situation under
the present law by splitting the husband's estate on his death and thus placing a
limit on what goes to the wife. Moreover, the basic Treasury proposal would
make this planning easier by permitting the executor to elect not to qualify
property for the marital deduction. If there were an unlimited marital deduction,
the families with large estates would still plan not to use the full amount permitted,
since the wife would not consume the excess, and would still split the husband's
estate. An unlimited marital deduction would here merely Influence the calcula-
tion of the split since the deferral of estate tax that the deduction would permit
at the husband's death must be balanced against the payment of a larger tax on
the wife's death. Under this balancing, more would be given to the wife than
under splitting today in order to take advantage of the deferral possibilities. In
this view, there appears to be no policy reason to add deferral on top of the
splitting effectuated by the parties.
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The placing of some limit on the marital deduction does not run counter to
the principle that wealth not be taxed in total more than once in a generation.
Under the above suggestion of a limited marital deduction but one more generous
than the present deduction, some tax would be paid when husbands with larger
estates died, rather than some of their tax share, so to speak, being deferred until
the wife also died. Parenthetically, the complexities of the present marital deduc-
tion lie not in the limitation to one-half-the defect, of that limitation is the
imposition of tax when the wife consumes all the estate in her life-but rather in
the rules governing the eligibility of property for the deduction. These com-
plexities are removed in the basic Treasury proposal by allowing an income
interest of the wife to qualify. Hence, the suggestion of some quantitative limit
on the marital deduction does not mean any added complexity compared with
an unlimited deduction.

Giher Malters.-There are a number of other matters which should be considered
in transfer tax revision. These include a widening of the definition of the gross
estate to cover items omitted today under special preference rules, such as life
insurance paid for by the decedent but as to which he had transferred the inci-
dents of ownership and employee pension annuities payable to beneficiaries named
by the decedent; the question whether a limitation should be placed on the chari-
table deduction; liberalization of the rules governing the time of payment of the
tax due on death, especially to help family farms and closely held family businesses;
proposals to go further to help these family farms by applying special valuation
techniques to them that would reduce taxable value below going market value
and then providing in effect for recapture of estate tax if the property is sold at a
high value. Or perhaps a farm owner could covenant with an approprate govern-
mental or private unit to use the land only for farm purpose and thus reduce its
value. The covenant might also be made by the estate. The important point
here is that the problems raised regarding tamilv farms and small businesses,
which are only a very jimal part of the assets subject to estate tax, should not
distort the rules that-Ahould apply to estates with readily liquid asset , which
constitute the great bulk of taxable estates. Thus, the recent proposal of Presi-
dent Ford to solve the "farm problem" by giving every estate a $150,000 exemp-
tion at a revenue cost of over $1 billion is simply wrong and out of focus. This
proposal quantitatively allows a very small farm tail to wag a very expensive
estate tax dog.

The most serious defect in our federal tax structure today is an Income tax
defect associated with death. This defect is the failure of the income tax to
reach the appreciation in value of assets transferred at death. Our income tax
system does not tax the annual appreciation in value of an asset. Yet It is clear
that such appreciation is "income' and that the person benefitting from such
appreciation has the same ability to pay tax on it its does the recipient of income
in the form of salary or dividends. In most cases-particularly where marketable
securities are involyed-the taxpayer could reach' out his hand and obtain the
Income, i.e., sell the asset and thereby acquire the actual funds. But if he stays
his hand, our income tax stays its demand and the income-the increase in value-
goes currently untaxed. In more technical terms, the income tax for a variety of
reasons will await the time when the income is "realized." In some cases the person
may not be readily able to sell the asset; in some cases valuation may be trouble-
some; other problems might arise in the taxation of accrued but unrealized gains.

The aspect here relevant is not the decision to leave such unrealized gains cur-
rently untaxed, but rather the consequences of that decision under the presentsystem.One might suppose that the decision not to tax the unrealized gain would result
only in a postponement of the tax and not its complete forgiveness. And indeed
if and when the asset is sold and the gain is realized, that gain wiU then be taxed
even though it in fact may be attributable to prior years. The tax will be based on
capital gains rates rather than on the higher ordinary income rate, but that aspect
of the income tax system turns on other issues. ut suppose a sale is steadily
postponed and the owner dies, so that he cannot himself sellthe asset. Is the post-
ponement then to mean complete forgiveness? Our income tax structure today has
just that effect-it turns postponement into forgiveness by not including the
appreciation in the decedent's final income tax return while at the same time allow-
ing the heirs to take as their income tax basis, i.e. their tax cost on a later sale by
them, the asset's fair market value at the time of the decedent's death. The
appreciation ipso facto becomes capital and beyond the reach of the income tax.
This change from postponement to forgiveness has two far-reaching consequences.
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From a revenue standpoint, it results in a large escape from the income tax and a
consequent serious revenue loss under that tax. As far as equitable considerations
are concerned, it h.s the effect of seriously discriminating between those families
who can build their estates through such untaxed appreciation and those who have
to build them out of after-tax dollars.

The Treasury 1908-1969 proposals state that in the aggre ate for 1966, the
untaxed appreciation passing through the estates of those who filed estate tax
returns was about $7 billion, out of total estates of $21 billion. (An additional
$4.5 billion passed from decedents not required to file an estate tax return.)
For the group of individuals whose annual economic income (including annual
appreciation in asset values) exceeds $100,000, the annual appreciation that is
untaxed-and in the end escapes income tax at death-is about equal to all other
income, both taxable and exempt, combined. For individuals with over $1,000,000
of annual economic income (including annual appreciation in asset values) the
effective rate of income, tax was about 10%. The consequence in the end o# not
subjecting these large accumulations of income to the Income tax is clearly to
provide a broad avenue of escape from that tax for the wealthiest families-an
avenue that is in addition to, and separate from, the escape that results from the
use of a preferential capital gain rate for realized appreciation in value. From an
economic standpoint, the present treatment presumably produces some asset
holding patterns that would not otherwise obtain, as elderly investors become
locked into the retention of appreciated assets to avoid the income tax that would
result on a sale during lifetime.

The complete illogic of the present system can be illustrated in many ways.
The following example should suffice: Assume that each of two individuals, A
and B, obtains throughout his adult life a salary of $40,000, all of which is used for
current consumption and for the payment of income tax thereon. Assume that each
also has an investment account used for saving. In the case of A, all of the yield is in
the form of dividends and interest averaging $50,000 a year and subject to the
income tax at, say, a 50% rate. A's 40 years of after-tax accumulaton In this
account comes to $1,000 000. B has his investment account in growth securities
with no current yield and with no lifetime realization of the appreciation. Assume
that B's average annual appreciation is $50,000, the same amount as A's before-tax
yield. B's accumulation over 40 years aggregates $2,000 000. By hypothesis, the
two individuals have comparable consumption patterns, i.e., they live In the same
kind of house, eat the same kind of food, take similar vacations. The difference
is that B's savings, and hence his estate, are built from unrealized and untaxed
appreciation while A's saving and his estate are built out of after-tax income.
B has been able to build up the larger estate because the income tax system stayed
its hand. But once B has died, there is no reason for that system to continue the
postponement and leave the appreciation forever untaxed. The factors which
stayed the tax initially when the appreciation accrued are clearly no longer per-
tinent. B's assets must now be valued for estate tax purposes and some presumably
will have to be sold to pay that tax.

It is certainly no answer-though some continue to assert it as if it were-that
the appreciation is not wholly untaxed inasmuch as B must pay an estate tax on
the appreciation. The pertinent tax under consideration is the Income tax which
B escapes. As the Treasury proposals state: "The estate tax will fall on both A and
B so it is not relevant to say that B ought not to pay any income tax on his accu-
mulation of wealth "because he pays an estate tax.' A has paid income tax ou the
money that he earned to build an estate and an estate tax. B avoided income tax
on his wealth increase and only an estate tax is paid on it."

Suppose B had decided to sell all his securities in order either to embark on a
new investmernt plan or to increase his consumption, but unfortunately died soon
after the sale. B would then have paid his income tax on the appreciation so that
his savings are now "after-tax" as are A's savings, but B's estate will also pay an
estate tax on the savings. No one has seriously attempted to justify on any logicalground why B should go untaxed under the income tax if he had decided not to
sell and had then died holding the appreciated assets. There are other arguments
advanced to perpetuate thepresent illogic and inequity, but these can be considered
after the Treasury proposal has been described.

There should be an end to this tax escape. Large sums are involved. Thus, the
capital gain preference on lifetime sales of capital assets (inclusion of only one
half of the gain) is estimated to involve about $5 billion a year. The estimate of
tax lost at death (i.e. the revenue that would be obtained if a tax were imposed
on the appreciation in taxable estates at ordinary income rates) Is placed at
around a $7 billion figure. (The figure would be lower with the exemption under the
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Treasury proposal.) This makes the total capital gain preference-on lifetime sales
and at death-around $12 billion. (The above estimate is before the effect on
transfer tax. Since any income tax imposed at death would be a deduction from the
estate tax base, there would be a decrease in estate tax payable. This Is, of course,
also true as to any increase in lifetime income taxes, and revenue estimates here
are also-and properly so-always on a before-estate tax basis.)

The 1968-1969 Treasury Department proposals recommended that the ap-
preciation be taxed under the rules applicable to sales of assets. Losses would also
be allowed. There would be appropriate averaging rules. Decedents would be
presumed to have a minimum basis equal to the estate tax exemption, so no Income
tax would be imposed on the appreciation where total value was less than the
exemption. Appreciation in value of personal or household effects having a value
less than a stated minimum would be excluded. Transfers to a spouse would be
exempted, but would have a carried-over basis. Appreciation in value of assets
transferred through generation-skipping arrangements would be reached. There
would be transitional rules designed to phase in the tax gradually. Lifetime gifts
would also subject the donor to a tax.

Most of the objections to the proposal for income taxation of the appreciation
in assets transferred at death are either specious or are directed at debating points
that are minor indeed when considered in the perspective of the stakes involved.
Thus, some critics persist in contending that the unrealized capital gain at death
does not escape taxation since the estate tax rates apply to the full asset at death-
and In so contending never bother to point out that those estates built up from
"after-income tax" dollars also pay the estate tax. Others state that it is unfair
to tax the appreciation at death since the asset may later decline in value-
but conveniently overlook the fact that the estate tax itself is applied, qften at
much higher rates than the capital gain rate, to those same values at death, despite,
but conveniently overlook the fact that the estate tax itself is applied, often at
much higher rates than the capital gain rate, to those same values at death, despite
the possibility that they may decline. Of course, the assets may, on the other hand,
appreciate still more in value, but any subsequent value changes are properly
treated as gain or loss to the heirs. Some critics make much of the contention that
the executor may not have adequate records to show the income tax basis of the
appreciated assets. But most of the assets involved will be marketable securities
and their basis can usually be reconstructed in the cases where it is not recorded.
Moreover, improved record-keeping, if improvement is necessary, will come about.
The situation must be kept in perspective: we are considering over $10 billion in
appreciation each year and the taxation of a significant part of this gain, if other-
wise appropriate, can hardly be faulted because some records are found wanting.
S-me say that death is not a "sale" and we tax only sales of capital assets. We
can hear these words but they mean nothing in themselves. All they are is a re-
statement of the issue. Finally, in this category is the argument that such income
taxation on appreciation at death has not been imposed before in this country
This observation of course is correct-and is the reason why change is now needed.
It may be observed that Canada, in adopting a capital gains tax for the first time,
took note of our experience and did not repeat the mistake of allowing apprecia-
tion In the value of assets passing at death to escape the income tax.

There is also the objection that an income tax applied to appreciation at death
would be unconstitutional. This statement is not the place for a lengthy legal
discussion of this issue. Those interested in the precedents that can be marshalled
are referred to the opinion which was submitted to Congress by the Treatury
Department in 1963, in which it was concluded that the step would be con-
stitutional. Suffice it to say here that we doubt that most lawyers viewing the
legal issues objectively would wager against the tax being upheld by the courts.

Others raise the argument that the appreciation in the value of the transferred
assets mirrors Inflationary change so that taxation is unfair. But this contention
would apply as well to lifetime sales, and indeed it is one of the principal conten-
tions pushed by opponents of any capital gains tax. Our tax system has rejected
the contention and does include capital gains in income, though at a preferred
rate. There is no reason after rejecting the contention when lifetime sales are in-
volved to turn around and accept the contention when the asset is transferred at
death. The aspect of rInflation is a separate matter, relating to the treatment of
capital gains in general, and cannot be turned to as a defense for a zero rate of
taxation on capital gains. Indeed, careful analysis by Roger Brinner and others has
shown that the longer an asset is held the less is the portion of the appreciation that
reflects inflation and the larger is the portion that reflects increase in asset value.
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There are more pragmatic crities who see that the sheer unfairness and Illogic
of the present system are beginning to be understood by both Congress and the
public at large. They also recognise that as a consequence, the time for change
appears to be at hand; and hence an orderly retreat is more appropriate than a
diehard defense of the present system. They therefore agree that the present
system is wrong. However, they urge that the corrective course is not to tax the
appreciation at death but rather to adopt a carry-over of basis system under
which the decedent's basis would become the tax basis for the heirs. But this
suggestion does Indeed represent no more than ground yielded in retreat, rather
than a solution possessing any real advantages over the Treasury proposal.
Moreover, the carry-over basis suggestion involves serious disadvantages. To
turn back to our example of individuals A and B, the former with an after-tax
estate and the latter with untaxed appreciation, why should B's advantages
persist even after his death and result in his family having a larger inheritance
simply because he has thus far escaped an income tax? And why should his heir.s
be able to keep that larger inheritance until they sell the property? Whatever the
validity of the reasons that underlie the policy decision not to tax B's accrued
but unrealized appreciation during his lifetime--e.g., that he may not be able to
sell the asset, that it may be hard to value the asset, that he mlay not have the
cash to pay the tax without a sale of the asset-those reasons no longer obtain
at B's death when the imposition of an estate tax required valuation and most
likely a sale of at least some of the assets in order to pay the tax. Moreover,
further postponement of the tax can only harden the lock-in effect, for under a
carry-over system B's heirs would face the prospect that sale by them would
result in tai liability while continued holding would not. Under the Treasury
proposal, there Is a carry-over basis to the spouse, but this in in keeping with the
unlimited marital deduction under the transfer tax for the transfer to the spouse.

It is important in this connection not to lose sight of the overall situation. The
problem is one of determining the amount of tax that should be levied on a
decedent's wealth when he dies. The Treasury proposals would require a final
income tax tally on a decedent's hitherto untaxed appreciation in asset values.
This would result in a settling of accounts as between estates with much untaxed
appreciation and those with little siich appreciation. Death is the appropriate
occasion for these final accountings. There is no reason to hold some of the books
open and, at some future occasion when the heirs sell the assets, to elope the
books on the appreciation. The untaxed appreciation was experienced by the
decedent, and his death is the appropriate occasion for closing that account.

Others have suggested that a flat rate additional separate tax be imposed at
death on the asset appreciation that exists, with this tax being in addition to the
estate tax. Such an arrangement, however, lacks any basis in theory or tax prin-
ciples and is not the way to proceed. It makes impossible any rational relationship
between the income tax and the estate tax. In addition, as Professor David
Westfall has observed, there are many technical difficulties with the arrangement.
Moreover, the essential foundation for the suggestion-that a capital gains tax
at death is regressive-is faulty. Thus it is argued that a system of income tax on
the gain at death would be regressive because the larger the estate the lower the
net amount of income tax which would have to be paid. The Federal Government
would, it is said, in a sense by paying part of the income tax since the capital
gains tax at death would be a deduction from the gross estate in computing the
estate tax. Of course in that way of looking at the relationship the larger the
amount of wealth in the estate the more the Government would be paying of the
income tax at death. But that Is true of the entire income tax. It is true as to all
income and all capital gains during life that the income tax on these items is
omitted from the estate tax base because the amount of Income tax, having been
paid during life, is not owned by the decedent at death. Consequently, the state-
ment that the imposition of a capital gains tax at death would have the above
effect is true of the entire interrelationship between the income tax and the estate
tax. The decedent is simply not as wealthy, to the extent income tax has been
p aid or would be due at death, and hence his estate is thereby less to that extent.
Hence, any arrangement based bn the asserted "regressiveness" of income taxa-
tion of appreciation at death is based on a misleading premise.

A last point urged by some critics-and really the only relevant one-is the
possible effect of this proposal on estates consisting of closely held businesses or
farms with significantly appreciated values. The real issue here is that of the
liquidity, or rather the possible illiquidity, of such estates in that income taxation
at death could aggravate any difficulties that may be present in finding the funds
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to pay the taxes occasioned by death. But this point also must be kept in per-
spective. By far the major share of those estates in which asset appreciation is a
significant part consist largely of diversified stocks and securities; such estates
do not present this Illiquidity problem. Criticism based on Illiquidity in estates
where closely held businesses are involved should not, therefore, be permitted
to cloak opposition to the change over the broad area where that aspect is not
present. Any liquidity difficulties that may exist in these special cases should be
dealt with directly, just as in the case of the estate tax itself.

All in all, a correction of present income tax treatment of appreciated assets
at death is one of the most important issues In tax reform in the United States.
The proper correction is income taxation at death of the appreciation in asset
value.

I1. R,%TZ AND EXEMPTION LRVRIA
Most of the discussion on transfer tax revision In the United States has centered

on the structural aspects described above. The question of rate and exemption
levels has been relatively muted. The 1968-1969 Treasury )epartment proposals,
in order to focus attention on the structural issues, were designed to hold revenues
constant. The American Law Institute revision suggested a downward adjustment
of rates. Congressional discussion of exemption levels has been largely confined to
proposals to increase the present $60,000 estate tax exemption on the simplistic
ground that price-level changes automatically warrant a much higher exemption.
Thus there is little consideration given to the criteria that are relevant to the
determination of rate levels and exemption levels.

Are there any guidelines that can aslst to shape quantitative decisions on these
matters? Let us start with uxempon.. The present estate tax exemption is $60,000,
and this figure restricts the coverage of the estate tax to 5 or 6 percent of adult
decedents. This in Itself suggests that a lowering of the exemption, even a sig-
nificant lowering, would still keep-the transfer tax a rather exclusive levy. Sup.
pose we started the other way and first asked what exemption level is required
to keep most small or minor or average estates-the precise adjective is not
needed-outside the scope of the tax. In answer to such a question, some have
suggested a figure in the area of $25,000. We can next ask, are there persons

from a decedent who are entitled to claim that a higher figure
should be used? us what about the interests of a surviving spouse, most likely
the wife? But here te marital deduction provides protection for her interests.
Clearly an unlimited marital deduction does so in full. Even a marital deduction
with the limits suggested above-one half of the estate plus $100 000-would
seem to provide the needed protection. The latter deduction with a $25,000
exemption, would permit a tax-free transfer of $250,000 to the wife and less
than I percent of widows enjoy that much wealth today. So, given the marital
deduction suggestions the interests of a surviving wife do not require a higher
exemption tham $25,0WO.

What about surviving children? Here it has been pointed out that in all proba-
bility the surviving children of decedents possesing more than $25 000 of wealth
are likely themselves to be adults and even adults well along in life. Most dece-
dents-four-fifths-are in the age bracket of 60 years or over. With the head of
the family at ages 55-64, only 20 percent of married couples (1960 Census) had
children under 18 years; at age 65 or over, only 3.5 percent. While adult children
may welcome inheritances, their claims are not usually founded on the need or
hardship that can arise when the provision of support is suddently removed, as
would be the case for a surviving wife or minor child. We can therefore shift the
inquiry to minor children. The Treasury proposals included special treatment for
orphan minors in the form of a special exemption, or deduction from the estate, of
$3,000 multiplied by the difference between 21 and the orphan minor's age fnt
years. This proposal has prompted further exploration of special treatment for
minors, and resulted in suggestions broadening the approach. Thus, some have
suggested that the special exemption cover minor children, whether or not orphans,
and any other persons who were claimed by the decedent as a dependent for a
period of years preceding his death. In the case of elderly dependents and those
not minors, the structure of the exemption would have to be related to life ex-
pectancies or perhaps use an arbitrary figure not out of line with results for other
dependents. The special exemption thus here operates as a cushion to counter the
removal through death of the decedent's support.

Under this overall approach the exemption can be structured in the light of the
purposes an exemption should serve under a transfer tax. First, there would be a
basic exemption to separate the estates that it is desirable on administrative
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grounds to keep outside the scope of the tax, thereby permitting attention to be
concentrated in the appropriate area. However, in fixing this basic exemption,
attention has to be paid to the pattern of wealth distribution in the United States
so that the figure does not screen out those whose estates, though appearing small
in absolute terms when viewed from above are large relative to the wealth or
really lack of It, possessed by those below. keond special exemptions would be
devised to protect those previously dependent on tie decedent for their support,
so as to cushion for a period the loss of that support. Minor children are an ex-
ample, as are parents or relatives actually dependent on the decedent. Surviving
spouses would, however, not be in this category in view of the effectiveness of the
marital deduction In providing protection for the wife.

When we turn to the matter of rates, any legislative discussion of the proper
level of transfer tax rates (and exemptions) should-but generally does not-take
place against a background of the pattern of wealth distribution and of the social
policy toward that pattern. In the United States 1 percent of persons is estimated
to hold 21.9 percent of the total net worth held in 1969 by the total adult popula-
tion (122 million) (the estimate for 1953 was 27.5 percent). 35.7 percent of total
net worth is held by those having more than $60,000, 4.3 percent of the total adult
population. This latter group owns 27 percent of the total real estate, 60 percent
of the corporate stocks, 76.5 percent of state and local bonds, 40 percent of the
business assets. (Data from Smith Franklin and Witon, The Didlribulion of Finan-
cial Asase1 (1973), the Urban Institute and Pennsylvania State University).

A look at the distribution of wealth Jn the United States would rei orce the
view of a starting rate much higher than the very low rates of today, which begin
at 3 percent and do not reach 25 percent for a single person until $110,000
($50,O00-0,00 bracket plus $60,000 exemption) where only about two percent
of adult decedents are found. An effective rate of 25 percent is not reached until
an estate of around $500,000, where less than one percent of adult decedents are
found. These factors have led some to suggest rate scales starting at 20 percent
after a basic exemption of $25,000 (and keeping in mind the marital deduction
and special exemption for dependents), rising to 30 percent at $50,000, to 50
percent at about $50,000 and up to 80 percent at $5,000,000.

It is easy to lose perspective in co sidefing the estate and gift taxes. In one
aspect they resemble the income tax, for they have a basic cxcmption and then a
progressive rate scale. As a consequence, one is apt to approach the estate and
gift taxes with individual income tax attitudes, such as be careful about making
exemptions too low, be careful about the height of the starting rates, be careful
about the pace of progression. But such Income tax attitudes derive from the
fact that the present income tax has a wide coverage of the population in the
United States. About 80 percent of the population of 21 years or over file income
tax returns and nearly all of these-or 7o percent of the same population-pay an
income tax. These income tax attitudes have real meaning and force under such
circumstances. Indeed our income tax starts today at poverty levels, and unless
care is given, as it was in 1971 and 1975, to see that the combination of the low
income allowance (minimum standard deduction) and personal exemptions (plus
a special credit in 1975) is raised periodically, the starting point could fall below
those poverty levels as the price level Increases.

But the starting point of "wealth", the distribution of wealth, and con-
sequently the universe occupied by the estate and gift taxes are all far different.
In such a universe, Income tax attitudes can easily lead one astray. Thus, the
present estate tax is imposed on the estates of decedents with net assets of over
S60,00. Yet only about 5 or 6 percent of adult decedents leave estates of that
size; only about .2 of I percent of adult decedents leave taxable estates of over
$500,000. Everything that thus takes place in the estate tax concerns less than
5 or 6 percent of adult decedents, while everything that takes place in our indi-
vidual income tax concerns 80 percent of the adult population. The ooncentra-
tion of wealth in the United States is clearly more marked than the concentration
of income.

There Is a vast difference between speaking of the "little man" under the indi-
vidual income tax and the "small estate" under the estate tax. Yet proponents
of -a low estate tax carry over to the "small estate" the protectionist attiude
involved in the reference to the "lttle man". The smal estate," it is true, Is
less than a dwarf In the scale of large estates, but viewed from the perspective
of almost all of our population the 'small estate!' represents wealth beyond the
realities of most everyone. Unless that perspective is kept constantly in mind, the
estate tax will never be an effective tax on the transfer of wealth in the United
States.
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IV. CONCLUSION

The large study of inherited wealth in our society under modern conditions has
yet to be made--the amount of the wealth; the patterns under which It is created
and transmitted-from whom to whom; its uses; its consequences; the institutions
it affects; and so on. Such a study must focus on the factors which permit large
fortuties to be created and passed on from one generation to another despite
nominally high income and transfer tax rates. This focus would undoubtedly
throw light on the contrast between, on the one hand, structural weaknesses and
preferential provisions in these taxes and, on the other, those nominal high rate
structures. The study will have to be done. In the meantime enough is known
to demonstrate that the present estate and gift taxes in the United States along
with the income tax escape of the appreciation in assets transferred at death, are
not only weak instruments to reach the transmission of wealth, but are also
extremely uneven and inequitable in their impact among the families that possess
wealth. These taxes and the related income tax escape at death are thus prime
candidates for long-needed revision.
STATJL NT NY CARL S. SHOUP, EMERITUS PROFESSOR OF POLITICAL ECONOMY

COLUMBIA UNIVERSITY

BIOGRAPHICAL NOTE

Carl S. Shop Is Emeritus McVickar Professor of Political Economy, Columbia
University. He received his B.A. in Law, Stanford University, 1924, and his
Ph. D. in Economics, Columbia University, 1930.

Professor Shoup directed a stud of t and death taxes for The Brookings
Institution, published in 1966 ("Federal Estate and Gift Taxes"). He has written a
number of books, I eluding a treatise, "Public Finance" (Chicago; Aldine, 1969)
and has served as consultant to the United States Treasury on tax policy and
as head of tax missions to Japan, Liberia, and Venezuela.

SUMMARY OF STATEMENT

The Federal estate and gift taxes need to be integrated Into one cumulative
transfer tax. At present, the estate of a wealthy donor starts at the bottom rate
bracket, no matter how much wealth he has transferred already as lifetime gifts.

An integrated gift-estate tax was recently enacted by the United Kingdom.
This tax appears to have become generally accepted as a permanent part of that
country's fiscal system.

In drafting the new tax, the United Kingdom Treasury relied heavily on a
United States Treasury Department study published in 1969 by the House Com-
mittee on Ways and Means and the Senate Finance Committee. That study
spells out the technique necessary for Integrating the gift and death taxes.

ADDRESS AND TELEPHONE DATA
Professor Shoup's address is Sandwich, N.H., 03270.

STATEMENT

After explaining briefly why the present Federal estate and gift taxes need to
be Integrated, this statement describes the recently enacted capital transfer tax
of the United Kingdom.
1. Need for an Integrated Estate and Gift Tax

The United States Federal estate tax and gift tax are quite separate. A de-
cedent's estate starts at the bottom bracket of the estate tax, no matter how much
wealth he has transferred during life as gifts. The resulting total of the gift tax
and the estate tax varies erratically, according to how the giving has been split
between transfers during life and the transfer at death.

A coherent system can be achieved by adding the taxable estate to the cumu-
lated total of gifts made during life. This total would be used to compute the
estate tax payable, after making allowance for gift tax already paid. If desired,
gifts made during life could be granted a lower schedule of rates, without destroy-
ing the principle of cumulation.
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S. Back ,ound of (as United Kingdom Capital Transfer Tax '
A few weeks after the Labor Party returned to power, early In 1974, the new

Chancellor of the Exchequer announced that a capital transfer tax would be
introduced. By this he meant that Britain would enact a gift tax for the first time,
and would link it with the existing estate tax. The two taxes would be integrated
and would be known simply as "the capital transfer tax." Moreover, trust and
Interests in trusts would face more occasions for tax liability than hitherto.

The United Kingdom has had a lon history of taxing transfers at death.
Inheritance taxes, which are levied on the heirs, were favored before 1894- and
for 55 years more there was a mixture of inheritance and estate taxation. there
followed a period of estate taxation only. During all this time there was no gift
tax at all. To be sure, some lifetime gifts did get caught in the death tax net:
gifts made within a certain number of years before death were automatically
included in the taxable estate. Still, tax reform pressures for a gift tax had been
building steadily.

The new Labor Government also had a special reason for Introducing a gift
tax. It was planning to enact an annual tax on an individual's net wealth, like
those that had existed for some time in certain European countries,$ but with stiffer
rates and fewer exclusions. The Government feared that, without an immediately
imposed gift tax, a typical wealthy family would move rapidly to split its wealth
among its members by lifetime gifts, in order to avoid the higher brackets of the
net wealth tax's progressive rate schedule.

The United Kingdom Treasury was charged by the Chancellor with the task
of coming up quickly with an Integrated gift-estate tax. Since there had apparently
been little occasion to do much research in this field, by the U. K. Treasury, its
officials turned tothe best available studies and proposals for such a tax. A study
upon which the U. K. Treasury relied heavily was one that had been made a fewT earn before by the United States Treasury Department and published in 1969
jointly by the House Ways and Means Committee and the Senate Finance
Committee.4

The capital transfer tax was enacted early in 1975, retroactive to March 27,
1974, as to the taxation of gifts and trusts. Enactment came only after the Govern-
ment's proposal had been debated at length and heavily amended.

Despite this stormy passage, and perhaps because of the amendments it gave
rise to, the tax seems now to be accepted as a permanent part of the British tax
system. The Conservative Party does not urge repeal, and in the event of returning
to power will evidently retain the tax in much its present form.&
3. Tax Rate &choduls for Lifetime Gift, and for PElkat

The capital transfer tax includes a gift tax of the type long used in the United
StateL However, and quite differently from the United States law, the tax rates
applicable to the donor s estate depend on the total of his lifetime gifts. His estate
is put on top of his cumulated gifts, to determine just where, In the progressive
rate scale, taxation of the estate shall start. The greater the sum of the decedent's
lifetime gifts, the higher up In the rate schedule his estate starts to be taxed.

For example, let the lifetime gifts total £50,000 (roughly $100,000 at current
exchange rate). The first pound sterling of taxable estate pays at a bracket rate of
35 per cent. In contrast, if lifetime gifts total to, say, £100,000 ($200 000), instead
of only to £50,000, the first pound of taxable estate pays at a bracket rate of 50
per cent instead of 35 per cent. At the extreme, If lifetime gifts come to more than
£2,000,000 ($4,000,000), the first pound of taxable estate pays at the top bracket
rate of 75 per cent.

For lifetime gifts however, the rate schedule Is lower than for the transfer at
death. These two disparate schedules are hooked together in the following way.
Take for instance, the cae of lifetime gifts that total to £50,000. The last £ 10,000
of this amount Is taxable at only 15 per cent. We have just seen that If the next

I This description Is taken largely from 0. S. A. Whesteroft and 0. D. Hewson. "Capital
Traa'tfer Tax" (London: sweet & Maxwell, 1975)..See also Hilda Wilson, "Capital Trans-
fer "ax : A Panoramic View." "British Tax Review." 1975 No. 2 pp. 78-7R.

See A. R. Preat. "Public Finance in Theory and Practice" (London: Wedenfld and
NU44lon. 1974). fifth edition. p. 825.

Carl S. Shop, "Public Finance" (Chi : Aldine. 1969). P. 3.&
"Tax Reform Studies and Proposals," United States Treasury Department. Joint punb-

fliation by Rouse Committee on ways and ans and Senate Finance Committee. 111t
Congress, lot session, February 5, 1969: "Gift and Estate" Tax Proposals#" io Viii pp.
:51-409.s This statement, and those in the second paragraph preceding, are based on information
obtained by the present writer In conversations with United Kingdom tax lawyers.
nocountants. economists. taxpayers and others at the International Tax Conferenc heold at
Nairobi In February, 1976.
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pound transferred (the 50 001th pound) is passed at death, it falls in u bracket
where the death tax rate is 35 per cent. There is a sizeable jump in the bracket
rate from 15 per cent to 35 per cent.

Only when lifetime giving totals to £300,000 do the two rate schedules then come
together. Both tax the 300,001th pound at 60 per cent, and so on up, uniformly
(in pounds sterling: 500,000-1,000,000, 65 per cent; 1,000,000-2,000,000, 70 per
cent; above that 75 per cent).

This linking R the two schedules is facilitated by having the gift tax rate schedule
apply not as it does in the United States, to the gift net of tax, but to the gross

if tit is, the amount received by the donee, plus the tax. This is the same as
the procedure under estate taxes everywhere: the estate tax rates apply to the
estate before the tax itself is extracted. So, what the lifetime donee actually
receives is "grossed up" to include the tax-unless indeed he, the donee, agrees to
reimburse the donor for the gift tax.

To make it easy for the donor to see Just what rate applies to what he would
usually consider as being the gift, i.e., what the donee gets, the rate schedule In the
law has been translated into a "net" basis rate schedule, in the Wheatcroft-
Hfewson "Capital Transfer Tax".$ This net basis is of the same type as that which
appears In the United States gift tax law, but of course it deals in odd amounts,
in the U.K. case, since It is derived from a round-figures rate schedule, in the law,
for "grossed-up' gifts. (A gift that turns out to have been made within three
years of death, however, Is counted as part of the estate.)

For example, the first three lines of the Wheatcroft-Hewson table read as follows:
Val WtiltAeIU): Tus

0 to 15,000 ------------ 0.
15,000 to 19,750 ........ 5.20 percent of excess over £15,000.
19,750 to 24,375 ......... £250 plus 8.11 percent of excess over £19,750.

In contrast, the gift tax rate schedule in the law starts as follows:
Value of jvou lift (9): T9z

0 to 15,000 ------------ 0.
15,000 to 20,000....... 5 percent of excess ovr £15,000.
20,000 to 25,000------ £250 phs 7.5 percent of excess over £20,000.

Accordingly, the U.K. gift tax rate schedule is rather heavier than a U.S.
observer might at first think it, if he has in mind the U.S. type of gift tax schedule.
The rates of the U.K. gift tax are only one-half those of the U.K. estate tax, up
to £100,000, but on a net-gift basis such rates are more than half the estate tax
rates.
4. Truats

The new capital transfer tax slams the door shut, with resounding finality, on
a long history of generation skipping of tax, through trusts. Not even an
accumulating or discretionary trust can now provide a way out. A discretionary
trust Is one that allows the trustees, at their discretion, to distribute income or
capital to any one (or none) of a more or les specified group of persons. No one
of these potential beneficiaries, therefore has a "beneficial interest in possession."
The new law taxes the capital value of the trust, or the corresponding part of the
capital value when a distribution is made; and if there is no distribution, the law
deems that ihe capital is distributed once every ten years. Thus the whole trust
property becomes taxable.

The once-in-ten-years tax is, to be sure, only 30 per cent of the tax that would
have been payable on an actual distribution. Ten years, however, is of course far
shorter than the normal span of a generation.

Meanwhile, a still lower tax rate 1s being held out as an inducement to liquidate
these discretionary trusts isdr!y soon (before April 1, 1980).

Wheatcroft and Hewson observe that "In effect, the bulk of private property
In the country is subjected to a floating charge to tax, which, unlike estate duty,
cannot be easily avoided or minimized. . . . In particular, the discretionary
trust, which was much used for tax planning before capital transfer tax, seems
likely to be of little use in future." I

;'Capital Transfer Tax, V. 9. Table 8.
'Capital Transfer Tax". P. 6.
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The U.K. estate tax had already closed some avenues of avoidance by the use
of trusts that are still available under U.S. law. For example, a decedent's estate
Included the capital value of any trust property ("settled property") in which he
was "beneficially entitled at his death to an interest in possession. ' A life tenant
is an illustration of this. Now, with the new provisions, the U.K. tax is far stricter
than that of the United States.

a. Countries with a net wealth tax included, in Europe, Denmark, Finland,
Germany Luxembourg, the Netherlands, Norway and Sweden, and, outside
Europe, dri Lanka (Ceylon), Colombia, and India.
S. Exemptions

The first £15,000 of transfers by any one donor is tax free~ this is the same size
of exemption as under the old estate tax. If the donor maies no lifetime gifts,
the first £15,000 of his estate is tax free; if he gives £15,000 or more during his
life (in addition to the exemptions noted below), none of his estate is tax free.
This amount roughly $30,000 is much lower than the combined exemption of
$30 000 for lifetime gifts and $60,000 for an estate.

The U.K. law provides a modest exemption for small gifts: £100 ($200) per
donee per year (the similar U.S. exemption is $3,000 per donee per year). In
addition, however, the U.K. donor is given and exemption of £1,000 per year,
with a carryover of one year.

On transfers between spouses, the U.K. tax is more liberal than the U.S. law,
for it allows unlimited exemption of such transfers, during life or at death.

The U.K. law contains several other reliefs, exemptions, etc., that cannot be
treated in the space available here, including important reliefs for agricultural
property and woodlands.
6. Significance

It seems not too much to say that the new U.K. capital transfer tax is one of
the most significant innovations in the history of tax policy. If the tax is con-
tinued over several decades, as may be expected, and if it is vigorously enforced,
as seems quite likely, it should markedly decrease the degree of inequality in
the distribution of wealth, with some consequent, if smaller, effect on the in-
equality of incomes.

What these effects in turn will mean for the supply of capital is not clear, one
way or the other, blat if they come to be thought too severe, the rate schedule
can of course be lowered somewhat without changing the structure of the tax.

The great merit of the capital transfer tax is its more nearly equal treatment
of those equally circumstanced. The tax element will no longer be so often the
dominant factor In decisions on how to dispose of one's property. In particular
the new tax evidently shows that generation skipping can in fact be blocked
almost completely.

The U.S. Treasury would do well to send a team of experts to Britain, to
consult with tax officials, lawyers, accountants, investment bankers, and tax.
payers to pet a closer view of the probable effects of the capital transfer tax, and
to ascertain how it might be adapted, on the basis of the 1969 U.S. Treasury
study, to the United States environment.
STATEMENT OF JOHN K. MCNuLTY, PROFESSOR OF LAw, UNIVERSITY OF

CALIFORNIA, BERKELEY
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Supreme Court. He then practiced law in Cleveland, Ohio from 1960 to 1964,
when he took a position on the law faculty at the University of California, Ber-
keley, where he has remained until this time. He has served as Visiting Professor
of Law In Summer Sessions at the University of Texas Law School and Hastings
Law School. For a time, he also was "of counsel" to a major international law
firm.

I "Capital Transfer Tax". p. 4. The lower, lifetime gift rate schedule applies to
"settled property transactions except on death," and the higher, estate tax rate schedule
applies to sttled property taxed on the death of the benefciary. Ibid., p. .
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Professor McNulty has published a number of books and articles on various
tax subjects. Among them are McNulty, Federal Estate and Gift Taxation (In a
Nutshell) West Publishing Company, 1973; Kragen and McNulty Federal
Income Taxation (Cases and Materials), 2nd edition, West Publishing Company,
1974; McNulty, Federal Income Taxation (In a Nutshell), West Publishing
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SUMMARY OF STATEMENT

Reform of the Federal Estate and Gift Taxes could best be achieved by repeal-
ing those taxes and at the same time making gifts and inheritances taxable as
income, under the Federal Income Tax. The result would be a fairer tax, one geared
directly to the ability to pay of the person who receives the gift or bequest. It
would result in a simpler tax system, and one that would be less costly to comply
with and to administer. In addition, the revenue yield and the equity of the federal
income tax would be improved by including in its base gifts and inheritances which
in fact are items of income and should be taxed as such.

Therefore, I recommend that 5102 of the Income Tax be repealed or amended
in such a way as to make property received by gift, bequest, devise or inheritance
included within the definition of gross income, under 1 61(a) of the Income Tax,
with appropriate averaging provisions and supporting legislation as necessary.

DISCLAIMER

The following statement is solely the responsibility of the author. It should not
be construed as representing the views of the University of California or its
School of Law at Berkeley or of Taxation With Representation.

ADDRESS AND TELEPHONE DATA

Further information regarding the views expressed in this statement can be
obtained by writing to Professor John K. McNulty at 389 Boalt Hall, University
of California, Berkeley, California 94720. Alternatively, he can be reached by
telephone during business hours at Area Code 415, telephone 642-1928.

STATEMENT

My name is John K. McNulty and I am a Professor of Law at the University
r~f California School of Law, Berkeley, California (sometimes familiarly known as
Boalt Hall). I specialize in teaching and researching the subjects of Federal
Estate and Gift Taxation Federal Income Taxation, International Taxation and
Tax Theory and Public Finance. I am presenting this statement at the invitation
of "Taxation With Representation." I am not affiliated with, or sponsored or
acting at the behest of, any private firm or organization and am speaking on my
.wn behalf.
8implif4wcion and Etatl and Gift Tax Reform

The proposal I should like to put before the Committee is one whose principal
characteristic, and principal virtue, is its own simplicity and the simplification
effects it woufd have on the Federal Tax laws. Rather than amending the present
Federal Estate and Gift Taxes so as to cure some of the particular defects often
noted in these laws, which amendments or reforms would be likely to make the law
more complex in an effort to make it more fair or more effective, my proposal
consists mainly of repealing existing laws, as described in the ollowing
paragraphs.
Taxation oGitand Inheritances as Income; Repeal of Ow. Fedwql REtats and

I urge the Committee to consider the following structural reform as a means of
simplifying and improving the taxation of gratuitous transfers of wealth at death
or by lifetime gift. The proposal consists of repealing 1102 of the Internal Revenue
Code of 1954, as amended, which excludes property acquired by gift, bequest,
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devise or inheritance from the Federal Income tax law's definition of income,
and also repealing (or radically reconstituting) the Federal Estate and Gift Tax
laws. The result would be to tax inheritances and gifts as income to the recipients,
under income tax law. This proposal, in its basic form, would not add anything
to existing law on the books, but instead would repeal a great many sections of
the Internal Revenue Code, comprehending the Federal Estate and Gift Taxes as
well as most or all of 1102. Some amendments in the income tax law probably
would be necessary, however, to deal with particular problems to which I will
advert at a later point in this statement.
Why Tax Oift. and Bequotts A6 Income

Why should the recipients of gifts and inheritances be taxed on those receipts
as income? One answer lies in the fact that gifts and inheritances do constitute.
income to the recipients, both in an economic and in a legal and Constitutional
sense of the word 'income." Economists have long defined income as any accretion
to wealth or any net receipt. The famous Haig-Simons definition of income defined
income as the algebraic sum of (1) the market value of rights exercised in con-
sumption and (2) the change in the value of the store of property rights between
the beginning and end of the period in question. This means that property received
by gift or bequest is income since it can be spent or, if. not will increase the net
worth of the recipient. See H. Simons, "Personal Income Taxation," pp. 56 ff.,
and pp. 134 ff. (U.Chl.Press, 1938).

Judicial definitions of "income" as used in the 16th Amendment and in 161(a)
of the Internal Revenue Code have gradually expanded the concept of income to
the point that it now includes any instance "of undeniable accessions to wealth,
clearly realized, and over which the taxpayers have complete dominion." See
Com'r v. Glenshaw Glass Co., 348 U.S. 426 (1955). Thus, to economists and to
persons in the street, property received by gift or inheritance represents additional
power to save or to consume and thus amounts to "income" in both the technical
and the everyday sense of the term. Moreover, recent and responsible tax reform
proposals have recommended that the income tax include gifts and bequests.
See, e.g., 3 Report of the Royal Commission on Taxation (The Carter Commission
Report, Canada) 1966, Ch. 17.

For a great many years, gifts and inheritances have been excluded from the
Federal Income Tax's definition of gross income by statutory exclusion, presently
found in 1102 of the Internal Revenue Code. The exclusion may historically have
stemmed from a fear that the term "income" as used in the 16th Amendment did
not comprehend gifts and inheritances, but rather was limited in the language of
early United States Supreme Court opinions, to "gain derived from capital, from
labor,,or from both combined." See etg., Doyle v. Mitchell Bros. Co., 247 U.S.
179 19 18), quoting from Stratton s Independence v. Howbert, 231 U.S. 399
(1013). The exclusion for gift. and inheritances has continued beyond the time
when these constitutional doubt. have recede&, for a variety of reason#;. One
reason ma~y have been to "keep the Tax Commissioner out from under the Christ-
mas tree.' That is to say, considerations of administrative expediency and
psychological factors and matters involving ability to pay may have suggested
that the receipt of a gift or bequest should not be a taxable event. Another reason
that the income tax has been content to exclude gifts and inheritances undoubtedly
lies In the fact that such transfers were taxed by the Federal Estate and Gift
Taxes, the transfer taxes that form a part of the federal tax system. Those transfer
taxes, in turn, provide substantial exemptions or annual or lifetime exclusions, so
that birthday gifts and Christmas gifts and other small transfers need not be
reported. Larger transfers sometimes must be reported, though no tax need be
paid. And only transfers that are quite significant in amount are subject to
reporting and to tax. Repeal of the Federal Estate and Gift Taxes would lead to
reconsideration of the exclusion contained in the income tax law. My suggestion
starts from the other direction and suggests repeal of 1102, which would in turn
imply repeal of the federal transfer taxes.
Wata Are Some of the Advantages of Taxing Gift. and Bequests as Income?

To tax gifts and bequests as income would be to expand the base of the income
tax and to comprehend in that tax, with its graduated rates, annual computation,
and other structural characteristics, items of accretion to net worth that belong
in the bbse of the income tax because, just as much as income earned from per-
sonal efforts or Investments, such items do provide financial gain to the recipients
and increase their ability to pay tax.
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To tax the receip~t f gifts nod Ib.q uemst a. ineeme' c|h:lnge- the idetity of tit.
txlnv,.r fron, 6ur. pIr,4'nt ,.yt'.in. Uider iors-..'.t -',de-ral trau..4(-er tax how. Il,.
d,ior (,f a lifetime gift ,or the deet.dent whi tr:n4tr l property :it deanth is the
tzXlayer 7h.' tax towing iq toisluted I)% lll(':isriig tle ailliolult 4of tihe gift, its
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illlmoit.ing it tux tlli tlis hlaimt, suloj,.et tot certalil exelllitis.l and exclu.is. II
(other word-, the nmliount tof tax ,swiing ig iea!e.omur by tile, enmloity ,,f the dlisr tot
C4-ufer it grutlitou.& l ,i-lfit ulpin the dtlets. SWtt, jlisherit.utioce tuxe's have llauch

th' .-al' chuirncttri.-tie. :iltlhisgh the rate ,f tax mlre ,,f6-i varies with the idlentity
,if the r.'ipivist, with higher rat(s of tax eiing zplolied to trit-fer; um:de to lill-

rlated ix.r- lis 4'r ltirt di.tmiit r.lative-s, ind lower rates zapplivalule to tratn4,'rs
19)i3i,1 too 11 survi%'iig |iti e ir dopImodeiit childrens, for oblivi is rvasimasuof tiial
111dncti ,l(llmi IIlicy. u.. w,'II :1-1 equlity.

'h' ljr, q ,ptil to tatx giftg flld inheritance tit the recipient rathe-r than tot the
train sfert.r nse'mtlt that the mim'lltilt (of tuX pIid will be geared to, tilt taxpviyitig
ability tf the r,'ipiet rather tlum that of the- tram-ifr.r and would In- det,.ruimd
Iy til inllitl' tix rittl, and tether rult'i, rather than tle- rtld ,( the F'deral
'.stt'! mid (ift Tt' s. Ili -i'Ail rl I.cts, this lornis.%al rs.e.lile. the lIrolflal

ftor an "Accetis sio, Tax," uhirh. htweer, would dete*rmine the aimiut tof taX
towing by the r,('il)ieilt Zl('tr(lilig to the almisat if dtonativc trasnsfe'rs r.ceiv,'d
by- that i-r-ll A during hi. tor he.r life', without regard to the other income tor wealth
(if the r('cilielit.

Tit. lprolosal th:t Kift-4 amd iilh'rit:minc's ie t:axt'd :is incte', tot the recipient,
wulil adjist the t:x owilng tot til 11lilitv to lpa if the(- reci iie.lt, takitig 1l1t,

:s('(',oliO that 1('ipi,'it' ili('Olll(' frui, tll su'tirces'. ' llk prtpilsal ha!s.1 the adVant~alt'
of fiivn.e' at l,:,-t t, tolio e, whit vi'w the federal isli(',liie tax "vi the fairest t tax
ill (ite federal ta-%iag v 1114 atsel (amiet tit.-t mslli,'ii-tw g('ts :t alility to p0."
better tiha til% other tax, whi th.r at th, stit4. tor lo.al tor federal lev,'l exe..'lst
ln-rhalio, ; teio.retical wealtll ,r ,xtitll(litulr,. tax. sr a hyltitetically' ('(ollsl r,.h,'nie',.
alld all-iiulu'.iv imle'u1le," t:ax, no oif which i; :admliiii.-tratively ft.dible osr liki ly
to it' elli'tt't| ill tie' f.r.f.v:,lhle flturt.v

Anotitr advti,\ vta (',.ll-a-ts of thJ fact that ti'(" r:at. (f tax eat, gift' would be
tilo - amel a-4l the' rateol. , i 'low,'t wich w,,uild iv a,, :c('lim, frim th it, jlirity its

rat' tf ti,' plri-4it traw,-f,.r t:aXt,. a dil:arity that gives rise, to imich ta% plallnillg,
controv'r-.v mid , iitktirattitll :miI( (',inlJili:icte t-t ..

Still a.,,thr adv;anta:e lmay litv ill the. rtdistrilbiti,, eff,.e.ts tf tlt lrtiliO.l.
Although it wtiuld Ise prt'matur' to advall't., a definite ('(ilt.'it,n al.,it distril-
tietiai eflfe'ts, a likely s.riike, w,,uld hie that taxi,,u Kift., 1nd bt'qluest a.s inc,,.l('
wiuild lI,.id tit It-.,% c,,(.,.trltti,,t (if weatil :and wid,,r distributionm.s ,of lire rty
given during lift' (,r at dt.ath, :mid to lower inctise tixl):,y(ers, c,,impared to the
ei'cts of pre.,.,.t tran-fer taxi's.

Whatl Are S',ne ,f the /t'n. or St ppo,,l, Di 'n,,tduagr-9 -of Taxing (;ifts and i-
*.rilciure as lsEiir.E What ,idulills Mayti!i lie l10U11I

One( sitipl'd di-advantage tif taing gifts and i.heritmic,.e a, immoe ks that a
taplae'r might, mic' in hi-, tor her lifetime, r'e(,.iv a large gift tor le'qut.st ill (of
which w(,ld Ia' t:axalle in tu. y('ear an1d .ulj.et,.d tot the. graduated rates .f tite
iticeotm tax law. If thi. wi're t,, h:,ppe., the re,ult might I,. t puit a very heavy
tax lurd oil onsuch a recipi.iit ctmlpared too i , nn e else who, r,'(''eiv es th( same
,mnitunt ill gifts ,or iiheritanc. (aver a ninltibe.r ,f v't :.rs and thu: i, ill muich tile
llit. tivetrmill litiititlli :, titr. fift taxpa:ytr. Or it might Ibe two he:tv when cn,itred

to the lurdei. tin a third tixiayer wito Imi ine(ome fruit ,t136 rt ,lrt'e lhut that
itlsiclli(' i- pela,.d ,vier a ;,-ri,,d if ye:r. mid ti- tmixaloe :tt lw,%-,r m rgiill rat's
th:an it w,,uitl be if hluped within ''ie ven:'r.

Tit' pr,',lt lls('r tto lit' ''lii('iuiiig" argun en't lie. ill th' lor,,viio,, (if th(
iternal lit{'\vout' ('ode' which all,,w "l',liCim "iveragiilg" tv,'r a pri,,d (f five

ye.ars. If gift, and ilit'rit:me,.. were t:ixaible s,. inceaa s :id .- , mii:idt 'liidhhe Itar
suich ave4 r:gillg, tht' jJrtiot',ln 4,f thte bunchfd r'ceipt in mit yuar titld l O)iaintially
be anelierated. If the ;r...ut iil't',lei' ztvt-rajilig rulh-. ,ert, lit re- v:sr(id u t -iti-
citiltt ftr thik purl..-'e. irut-F ext,.d(|d ,i\,rfgilig might elI Il',..fIrde'd tt- giftsa
anid iii(lU,.-to, or the i rt-t t ilict mae av4 ragi,,g ruhC.s thu-lv, - igisht lie iexte.ided
too cover a lmu.r period t-f time'.

Alitht'r 1ta"'-ill' (disadv:itage (if t:axilg gifts and14 iiheritatie - :t- ineiuie might
be tilugit tel I[m. t',. lle.e-.-ity fer rt'1)(irtiag birthd:y ift: anid lit liday transfers
ind niil\ tthelr !I mall (. (h:'lliifg tlimit ,tould li.e,\ily liurdea i the taXlayers to

rt'ptirt or which wtauld largely go ullr(l,,rti'd :ild t .lll. iitamt (. '"ht ail wer tn Such
till arpllmcti is to, inl'lud,, il the' iiiem, tax law an uitmuzal .'lt-in tor a lifetime
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e('Ii,1I fof :1 rainan an,'unt. A.i a reult, the tax authorities would not have to
"*it lenuath the Chritna tree" r ninke liars out of taxpayer who inadvertently
or tstherwie failed tL re.,rt the ..n:,ll tran-fers that take place. particularly within
a family c(nt(xt, and which :re not I)re.ently taxalsle under the Federal (left and
l:-tat,' Tax.. The addatitin of .tue sw -eiatl exclu-ion tr exn(Nlhti-n in the income
tax lIaw %%uld Ile to inject a -mall additional eontplexitv in that law. However,
tie. Is,.efits dt.rived in the -fori of reiealing the lengthy .mtate and Gift Tax laws
and imli-ing a fairer tax ton ditsitive tran4ers and improving the integrity of tile
Irogme Tax itself by extending it t-i an item tif income that for many yearn ha
Ine.n exempted, entire than outweiZh the .ight di-atdvantages in ainending
§ 102 aud p...ihly the ince,ne averaging prvii, ..

It ig likely that stoine wdditional .stattor-" enact nents would be ne.-#-ary in
,,rder it cpe, with tile ,ultifariou-i aid eemljieated tra:sacitini that taxpaver-;
have learned t,, enilutru't :, wav,, eof minimiLiIg or avoidiug the pre ent federal
tran.fer :xe. the IV.:tai. aui ( ;ift Tax laws. $erii.; thought would have t) ho
given to the' problem (of tri I rvocable trau-fer., gifts di.gued auv loans, trans-
f,.r with remained ''we'r. of alteratii, or atneilihnent, antiti s, life in-a.rtnce,

,ew,'r' #if alpointes'it, future intere -. auad tie ma:ty other prolltim.i dealt, with
h " 0 2(:13-21142 (and l'ye',nd) (of the ltate and (;ifti Tax law atid 40 251 V-2524
fi thie (;ift Tax law. It Wlld Ie avrlv ,littiIlliztic to imagine th't thi, trau-fer
ia\,-'! (,uld be repeal.,d :mud nothing -.tb.tit ',I(l for theia when gifts :il(d bequlle.st,
:re made ;:vid a, ineeivie. l,,wever. the natuilre of tile- new struetiro -the
ta:xaion iof gift-A and lgl,-s :i. il' lme rather than as trautt.fer taxalble to the
trainferr-wutlhl mean lie:t tie l,'gislat, le nee.:.ry to prevent. ec('ale or utlue
deferral or shiffioig of ta:? would h, Ies expenliiv,', a1i would the admin trative
printilgation ,,f regulati,,n.W and th,. enforcement of clnspliance tinder pre-eIt law.

Seate other e11PNItitil4 utidlli,edly will arik', Such av; whether it special exelu-
i-iol dhtuld Ie alhe'trded tI ,.urviviiog lu,. t' (r chilre.n. These and l other similar

(It'-t eqi. call h',.alyzed and :ain- .red, but for prep'nt Itrllo.' are' left unan-
,.wer,.d. Prohlei,- of "what' a gift" or bequest eLit wow b'cauise of t lIe exctlu-i,,n
in § 102, jtu.t : they would if giftf were t:axa le w4 iun'euae. Malny of the other
imtplilie':tticItis t(fti li);lpwal are exami eid ill Chapter 17 ,f the carter r Cotnllli-
Ai'.n Itepirt, mentioned earlier.

Iresenting 'ax Ah'oidance and U.'fairness
The' Fed'ral l 5:.tie' and (;ift "l':,x,'- are well kn,,mn ai taxes that iee1d not lhe

l!:id, if cinil)(npteit :x advive is availalle, or vh,ose biurde.n ('atin shilitantially be
InlilliZe(l by leverr (anld lp('rfeelly howl.t) tax planning. The restilt. is that they
are t:ixi.' that oreieuce veary little " revenue :ind t:axes.WI wi,*.'.e Iurden falls quite
une°venlly uI,11 taxpayers ji si imilir poositiolt, depending upon their ability to
ohltain and u.s(. tax pl:uiuting advice and their calpaeity folr engaging il intricate
"or tax-.4li:al d trzuaisactions. sometilmues alt ti(' ex!)exese of what they seek to a('-
cllmplish ai a personal for linaucial tr lenhic itatter. The- C ods if complying
with thel, Iort-e-it transfer taxes, or avoiding (Fr mlinimzini g them, are very suh-
stanti:ul; they .oiplort :t whole indi.r" of tax adIviers (lawyer., arcount:lt;,
I,:utlk trout iletieur- :n(d uthe'r.) and iJnvellve the Internal Iee'Vl e.rvwe, a1l(I tax-
):yers in aj great. nany hours of ilatilnitg, recor(-l"eping, 'epnlliauce and adnin-

i:tr:it itiei. The Federal c'urts are tied up with tax e:tse. and the state proni:te and
other ('tilrtA with tcaes witse lrin(ipal ltIrl),)e is toi lrIldluce a desired Federal
tax .freet. ltrivate dil;,iitio,.; ,If wealth are (eterred ,,r :ace'lerated or otherwise e
(li-,linted by the tran4,r tax,.;. While a sytemn (If taxing gifts and inheritances
ai income woul,. notl e fully fr.',e from thee compliance :ud adninistritive,
('eI%~ it is very likely that the' coqts would be iunch lower.

flepteue l oses or Gains?
Intimate s of the revenue gain or lo. that would restlt front the proposal to

tax gifts and inheritances a-; income are not reliable and readily available. I however
the -amoount oif revenue raise-d by the )re ent federal death and gift taxes can be
calculated and i%- known. The ri'venue loss roman the "tax expenditure" resulting
from, the failure of the income tax to tax gifts and bequests can 1)e estimated, by
the procedures u.led in the' so-called "Tax Expenditure Budget," such as that pro-
vided for the Committee on Ways and Means and the Committee on Finance by
the staffs of the Treasury Department and the Joint Committee on Internal
Revenue Taxation and dated July 8, 1975. The Tax Elxpenditure budget of that
date did not treat the exclusion of gift, and beque.stt as a tax expenditure, though
quite properly it might have. Professor Surrey acknowledges that the exclusion
could be listed as a tax expenditure and that most economists would so lit It, but
states that at present most people's concept of income does not include gifts and
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l,.1 ~t.t th41110h the e'ii .;i t-' d, aiii'iit eight r' to be- accepted. i'f* Sur-
r*v, Pa!,u saJ I, Tcz Lt,sr:z, ). 14, p, 28i :at it. E, (Mlarv. U. 1r'-s. 1973). In an
I-v,.nt, ile I,,el',d-1 1-.'d f,.r ..timathsti-t f.der:il tax ,.xlm.nditur,', a the critics
,sf a tax ('xpl.n(liture d;'al-.t :iIl te Tr.'.:i-ry I),niartm.nt itself have agrvd,
are in -ojoe U.IV inl'uflici -$tl,,-t Iarticuelarly, if utifts bcanie taxable as in.
ecot., it ii p#,,--i.l-le that ,-ithr fi.wer and .ialltr xifts or inre and largr gifts
wonl.l I)(- givenii, :a. a reult ,,f the- inctntivs tr dis i .ntiv,s create by rupe.dIein
the lh:.uI" tli d (;ift lax.'- "il repe-alins te e.cl ilCjou in the inconle tax. There.fore,
tti compuite the re-vente ls.s- i.; llt simply a niitter oif looking to see the minount-s
that we're ;!iv,.n by iIltl'r-viv,,s aift air Ib .que-t und.r l, l)re-ent transfer lixc.s
aid the attributing th'll it crtain Ols-e~ (Sf (tlle, taxpa yi'r (Sr an ivir:ge

ll.site taxl):etyvr madail .stinataittt thie alstlnt of rm'vsnhUe that would result if the
ilicsitlle tax rati,! ratll(r th:n th,. Ii,:th and rift tax rat,. had lb.n applicable to
the amiUnts tran.fi.rred. Xt v,.rlhs'V-, tax 'expenditur' ain:lysi- il 4)1lll(ean (of
Inakinx sonlle (-tiiinte if th,' alioullit (if r('v(nue lo- tor gailt that. would result
front the structural change -iigxt-t-'d lre.

The' .-tructur:l rf,,rin that weild n.,elt fr,,m taxing xift- and Ibeque-I. a, il-
Come1li to the re,.iji,.ltz and rte;w:iliint Ih,. tran-fer tay'.. on decedunt t and lifetime
d-tiors woithl prduce a simper f,.d,.ral tax law, a tax law less c,-tly to administer
on the prt oif th,. gov-riun,.'nt :wnd to conply with il the part of taxpayvrv. It

iould produce a faire'r tax, lIaealisi it would coordinate the tax burden with
the l ility ti pay ,,f the p,.Su till in waoin the tax ik inil pS(d.

At pr.'st-it, it j inpil)!(' tO -ay who lears.i the burden (if the Fedi.ral E.state
aitd if t Txti%, h'w'as' Io, tonea ' identify who would have received the funds4
h:dt tire paid inl d.ath oir gift t-ixvz tt the Federal (;,.vernn4yt. Th,se fund, night.

hasve ben ronllin,-'d by th- dt4C.de.nt or donor during life, they initght have been
hiwen givi-n to the hent!iciarie.s who did receive stme gifts tor bequest. (after taxes),
(or thew might have gne to still other beneficiaries who were cut out of the wili
or gift-makin g schemeol' (if the- donor becuse of anticipated transfer tax liability.

If gift. and inheritances :re taxed as incoiW,, the burden of the tax cIollected
from the reeipie nt certainly would s(.ni to fall uptn that recipi,'nt and its) one else'
In Stlif( complicated way4, ecTOlejlti ill .-ay Suggest thathe' burd,'n will have
(.fre.'ts on tether people, ncati-e' t-h. th:x,'SI):iid by the recipients will reduce their
own abilityy to consume or to s-ave :nd invet. and thus will have effeets not only
on th,-ir own welfare lout ak) ;tn the people who would benefit from the savingA
or cotnsumption by the r'-cipie'nt" -if the fund made un.vailable by the income tax.
In this complicat('d sense, the incin,- tax always has allocational and redis-
tributive effect.s of a secondary natuire, Putting them to one side, it. would seem

'lear enough that the burden of the tax would fall upon the nominal taxpayer, the
recipient, of the gift or bIquest.

The amount of the tax would be geared to the income of the recipient, I)erhaps
averaged over a five-year period or a longerpieriod. The income of such a recipient.
may not be a perfectniwa.ure if that pter.on s ability to pay tax, but it sveins to be
the'best measure our tax system hais yt given us. It will be made still better by
including in it, gifts and h,(quest.-the itens here at issue. One of the dl'fects of
the pre.-'nt. ineotne tax in its ieauring oif ability to pay i. its failure t.o include
property r,.eived by gift. or bequest in the tax base. Therefore, a taxpayer's
rather small amount. of earnedd income c:en he taxed at low rate.s e.ve'n though he
or she also has received, in that :me year or in other years, very large amiilllnt,
of lrope.rty by gift oir l)4'qlluvt. The re-uilt is. that the income tax ik le.s fair than it
would be if gifts and lbe(flests were adde-d to the b:a-w of the tax.

('on-z'que-ntly, the( structural reform as here sugg..td, one that would tax gift
and inheritances :is incoine and not ,a.s transfers b y the donor or decedent, would
not only sinmplafythe federal tax structure and reduce the cost of administration
and c,,nlfpliance, but would als5o produce :a fairer taxation of gifts and bequest.s
themselves and furthermore a fairer taxation of other items of income, the tax
rate applicable to which would be affected by the amount of income received in
the form of gifts and bequests during the year or the averageable period.

The structural form proposed here can be viewed as part of a larger package,
in which the base of the income tax would be expanded and made more comprehen-
sive, the rates perhaps changed to a different graduation or to a proportional rate
system, the payroll taxr. aled =-re.governmental benefits such as Social Security
and welfare payments either eliminated or made taxable, and if eliminated then
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rtjphie.d by a n,.ative income tIx or other guaranteed amilnal Income or "deni.-
grant" plai, intt.graticin of the iwr-,nal and the eorlmrat ilia.egie taxes and other
ch:ange.s. There is stitot rlationship Ibtween the ljrop% oia made in thi- s;tatemeiit
and other rt,4 of this broader tax reform Ipackage. For example. if the income
tax were R ))ropirti-nal tax, the taxation of a hunched Vift tor inheritance. in at
particular year would sot priduee a higher tux bill than would have followed if the
gift s ;and ilheritances had been r(.(ived ov-er a period (of years or in smme otier forn.
Is other word-, adopting i prvolprtionul rate system would reiov( the inventive
(i the part of taxiyer s shift icome from ole yeitr to many years or f(min i high
(six vear to a low tax year. Iinilme averaging would become unnces-lary. However.
the 'prolosil Iade Imiw, tot tax gifts mid inheritaisces a-4 income, can be a(Ipted
without adoiption of the other dilnen.ions of the ,tructural reforml lJropomil I have

alluded Wo.
I hope that th,. Treasury apartmentt will see fit to give further attention to thi

prip:osl. to provide estimate, (of revenue lo tit gain under various iltern:tive
collAtrtctioll-t Ilti toi work out the leg ltion nece,.'ary to imlement the proli":il
and to safegi'Kard It against al1. or .vjion, much am the federal E ate and (ift
Tax laws now deal with tranl.ctions toot fore.en it the time original and much
sinpler gift Iln( estate tix laws were enacted.

I should like to thank the Committe for this Op)ortunity to put forward i
major, structural lroiIsil. I tind ready to provide any furtherstatement or testi-
mony or iicsistatice that might be thought, desirable.

ISTAT2Tf;-MNT li)AVID WVISTI'ALL, Ptori:ssot OF LAW, IAItVAnD LAW SciIoiI,

1i11(s RI IV'I L, NOTE

)avid We-tf:all i.. :a Prtafe-.w-ir of Law at the ltirvlrd L.aw Schitol, where l~e
Itahes E".tate laying 1(1 Pr perty. le received is A.B. degree from the
University oif Mi -,uri in 1947, his I.I.B. degree from llarvard in 1950.

lProfe.s.sor W\(Ifall hal pullllwd ),.state Planning Problem. (Foundati i Pres-,
197:3) liad Ieadiig- ill Taxatin (with Professor Sander, Fouldation Press, 1970).
He ws formerly :ll ats'.eIfilte at Bell, loyd, Marshall & Lloyd, Clicagoi,, 1950-.
lie wm Assistant lepoirter fir thet Aierican Law ll.titute'- E-:tate and Gift
T.x Project, 1961-66, :and served as Colsultant to the Treasury, 1964-GS.

SUMMARY OF ST.%TEMENT

Etate and gift t:axes. sire an ideal source of federad revenue wJiih is hirgly
uIInU,;ei. ('oigressinli neglect for 35 years hals left tie rates to low. tile exeiipti.ins
to high for taxpayers 'Witihout dependents, :and it large nUnamlwr of loopholes which
perilit the taxes. to be minimized (r avoided altogether by clever planning.

'rile $60,t) eXellil)tinilt is tio loV for the( yomig father who leaves . wife and
minor children and too high for the bachelor without dependents. It should be
reduced t4i $20,00)0 anld changed to it credit, with 1330W liberal )rovisions fir
s.l)tiises under the marital d(duction and for dependents. Itates s should st art at
201'* to bring the tax on gifts and bequests in line with the income anuid social
security taxes paid by norkers. Both taxes should be combined in a single transfer
tax.

The charitable deduction should be limited to one-half (if the estate.
A pareiital deduction should b' provided to offset the advantage from genera-

tion-skipping trustls, which sometimes allow inherited wealth to e clijoYoed by
children, graldhlildren Iliad great-grandehildren without any of them p:avig ain
estate or gift tax, mild additimial- taxes should be imipo.ed (in trusts which skip
two or Itlscre generaliow.

Present loopholes in the taxation (if life ilisurance and enloiyee death benefits
should be closed.

Tie present intere t txcliu.iin should be reduced and tightemied aind the ,tate
death tax credit should be related.

No speial treatmuent #of faims is justified, side front liera.lizing tle provi.-im.s
for deferred p;iellt (f the tax.

Unrealgizadlg as when. a-sets sire transferred by gift or at death should be
sulijeit to1 illetitu tax.

ADDRESS AND TLIII°IlONF, DATA

Further information regarding the views expressed in this statement can be
,btained by writing Profes;sor Westfall at the ]Harvard Law School, Cambridge,
M:N11Lssachustts, 0213. Alternatively, lie can be reached by telephone during
businem; hours at 617-49.5-4630.
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INTRO t" V C'l ON
l.%t:te and gift taxes are tit ideal s#,urce ,t federd rev(.ue,4 which is largely

1:ui.-ed. Before World War It they produced 7 percent 4sf the total but today
their share is less than 2 Iereent--under $5 billion in ti-eal 1975. Yet a well-
drafted estate and gift tax law (-ild conbine twit #of til. W*-t featu-r any tax can
have: (1) reliance on alilit y to pay; and (2) winintal interference with taxpayers'
incetivt- to work and invest.

Our present laws fall far short tof tli.; ideal because C(.ngre..s has neglectL d
(.stati, arn gift taxes f,,r 35 years, while the inicoame tax and social .-ecurity tax
have Iteen r fined aud perfecte.d itt, efficient mieams sif collecting large atmltints
from the ruas.sti f individual taxpayers. This neglect has left the estate and gift
tax rales tt Itw, the exemnptiins tot high for taxpayers without, dependents,
and a large nuuober of lotip.hles which permit the taxes to be mninimlized or
avoided alt, gather Ity clever plain ning.

We like to think that our Ire.eut. system is based on ability to pay. Yet the
$570 million estate oif Ail.a . ellsn Bruce, who died in 19i9, paid less than I per-
cent in federal estate taxes because the bulk of the property went to the Meloti
Findatiom. The tax would have been no. more if she had eho.sen instead to leave
her hislind as much w4 $285 million,. Another example i'4 provided by the late
Irenee duPont. About two months before lie died in 196:i, his guardian got court
approval to mhake gifts (if $36 nillifll out of his eState tif $176 million. By% making
tile gifts just two mn,,ths before ie died, the guardians apparently saved over $16
itullion for duPtont's lineficiaries.'

On a more nmdest scale, an individual who inherits a million dollar estate, tim,
Matter how large his income, pays ,rly $270.300 in federal estate tax. At the
littler end of the seale, the average working man or woman pays a 5..3 percent
embidued social security aud ht!spital insurance tax on every dollar earned and an
illcsomle tax which starts tit 14 percent.

If tile ettitte and gift taxes are to work fairly and effectively to produce sub-
.tanti:lly larger anmiouuits 4if revenue, major changes tire needed in their structure
:,I well as in tile exemption alid rate schedules. Any sIecial proileuai of farmers
sh,,uld be dealt with separately, rather thauI by distosrting the basic provisions of
time, taxes.
1. E.remplion atld Itaics

Arguments fr rai-iug the exenpti:,n usually are based (in inflation, reducing
tile tax burden nm .lloall (.-tates, and sparing executors inconvenience of filing
ret trt for sniall es'tatts. Ni(ne (f these stand tp.

llflatihn w tild be a re:L-,n to raise tihe $60,000 exemptint if it made . nse
when that, figure was first introduced in 1942. But a $60,000 exception, without.
regard too whether the estate goes to the decedent's widow fir ii'nor children or
his wealthy third eoutsin, didn't make sense il 1942 and doesn't make any better
.,-en..e today. The income tax tailirs tile taxpayer's bill to his ability to pay by taking
int( account how many it(hers are dependen. tn him, and the (state tax should
d likewise. Foir the young father who leaves a wife with three or four minor
children to raise, $60;000 is far too little. For the bachelor who leaves no one
Wlls depends onll him for suj)port, $60,000 is far tom much today, even with
inflation. The marital dedhction, as liberalized in the bill, takes care of the dece-
dent's spouse, and the Treasurv's 1969 proposals included an exemption which
would have taken care (of orphann children as well, to the extent (if $3,000 ftsr t.tch
year remai,,ng until the child reached 21. If this were broadened to cover other
dependents, it would lIe appropriate to cut the exemption to $20,000 and change
it to a credit equal to the btt:)m bracket rate on that .isiunt. The pmrsenlt
1xepll)ti(in has far greater value in Mrs. Bruce's estate, where it reduces the tax by
7peretimt (if S60,000 than it does for someone who is tit tile bottom of the scale.A $150,000 estate may be small in comparison to the $570 million left by Mrs.
Bruce. But from the standpoint (of the rest of the population, it. is quite large.
According to the latest. figures, only about 9co of the population manage to leave
as much as the $60,000 it takes to require filing a return, and about a third of the
returns show no tax due because of deductions and the exemption. This means that
the estate tax is limited to about 6? of the population. So there is no reason to
keep the present exemption to relieve small estates.

finally, the inconvenience (if filing returns for small estate.; can I)e reduced i)y
simplifying the return itself, just as was done with the income tax when it began to
apply to larger numbers of people.
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Latest have not been increased for 35 years and begin at only 3% for the etitate
tax mid 24 ','" for the gift tax. The income tax rate for the average working man or
woman is almost live times as. high. Combined with 5.85% social security and
hotpiuul insurance tax, the rate on earned income dwarfs the lowest rate on gifts. -

Oie e4snIi ilatior htua stiggs(ted that the (-state tax should start t 25c,% with broader
brackets. See Bitter, Federal IIstate Tax Refoirm: Exemptions and Rat(.s, 57
American liar Av,,ociation Journal 236, 240 (1971). A a mininium, the initial rate
should go up to 20.% to put it on a par with the workihg aian or homan's income
and social security taxes.
II. .'nification of B~fate and Gift Tozes in a Sigle Transfer Tax

The Treasury's 1969 proposals set forth completely and persuasively the case for
comnl)ining estate and gift taxes in a single tran.,fer tax, and there is no need to
repeat here what was said there. Of the various argmni(nts which have been made
in favor of the present. dual system, only one merits serious discussion. It is often
,aid that the reduced rate-- and separate rate schedule for the gift tax as well a-4 the
fact that the tax applies only to net gifts, excimuive of gift tax, provide an incentive
for lifetime gifts and encourage the movement of wealth from the older generation
into younger hands. Why such an intentive ik desirable is usually not spelled out.

Moreover, the effectiveness of the recent tax :dvamutages in providing an incen-
tive for the movement of %%ealth into -younger hands is blunted by the fact that
such advantages are eq iill available for gifts in trust, in which control miay
remain with a trustee who is no younger than the tr:n4eror him-elf.
I I 1. The .Marital Deduction and Gifl-Spliltig

There is substantial justification for liberalizing the present percentage limita-
tion ard terminable interstate rule.

A. The Percedage Limitalion.-Au unlimited marital deduction would be un-
sound. It would benefit the childh-,s widow wh receives a $20 million estate, free-
ing her from the $6 million tax she now pays. It would co.t an estimated 13% of
present estate and gift tax revenues. Although part. of the loss is merely postponed
until the surviving spouse die., or her interest terminates, part, is lost forever if
she spends the principal or makes gifts under the annual exclusion. And the patrt
that is postponed will not be collectd, on the average, fur more than 10 years.

For some widows, however, the increased estate tax rate and reduced exemvp-
tion that tire prol)osed here would be a hardship without somec liberalizing of tie
percentage limitation. For example, the limit could be 100% of the first $100,(00
in the adjusted gross, estate and 5/' of the exc(- ... This would mean that if the
• e.stat( were $300,000 the widow could receive tax-free $200,000 plus the amount (of
the specific exempt ion.

B. The Termninable Inlerest Rule.-Anv income interest bequeathed to a wife
should qualify for the marital deduction if she agreed to treat the termination of
her interest as a taxable transfer by her. There have been many controversies
between taxpayers and the Service over whether the wife had the kind of power (if
appointment required under the present rule. And iv some instances the wife
received the kind of power which would cause the prEi)erty to be taxed on her
death but which nevertheless failed to qualify fo'r the inarital deduction on her
husband's death, thus creating a trap for the unwary draftsman.
IV. The Charitable Deduction,

One of the most surprising feature (if the pre-zent estate tax is the unlimited
charitable deduction. In practical terms, a, noted above, this nicans that Ail a
Mellon Bruce e(uld leave an est:str' of $570 milli,,n and avoid paying as much :v;
l %'- in federal estate taxes, Iby giving her wealth to the Mellon Foundation. In
1966, five large estates made a total of $200 million in charitable bequest. and paid
Ic.. s than $9 million in federal estate tax. This. divwr:ion oif potential estate tax
revenues wotld beeonie even inore .serious if tie rat' itcreases proposed above were
enacted.

There is no way to determine how much the umlimited charitabh ded, action
actually influences the level (of charitable giving, it seems prol)al)le, however.
that Ianv decedents make charitable )te(luest.4 not for tax reasons but rather
becau-e they are interested in a given charitable organization and believe that
any (other bieneficiaries are adequately provided for. The Treasury coneluded
in 1969 with repliect to the income tax caritalrl deduction that "noneconoinic
motivations have considerable influence on the level of giving." (Treasury I)ep't,
Tax Reform Studies and P'roposal,, at, 19 .) If a ;.imilar conclusion aplies to
deathtime transfers to charity, much of the tax reenme lost through the charitable
deduction may be wasted as far as inducing gifts to charity that wouldn't be made
anyway.
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The exten.ive changes made by the Tax lReform Amt of 1969 in the Income tax
ret ntment of tharitabl, organization- and t heir cont ributors provide guidelin', for

restrieting the estate and gift tax charitable deductilows as well. A first Step in
thi. directim would be to restrict or deny the d(ditetion for tranf.rs to private
charitable ftmundati', ns. ecudlv, !o ne overall initat ion should be placed on t he
eharitabli deduction to insure that the donor (or dececdnt makes a c,,ntributin to
publiiic mrl-om.s financed by the gov,.rnnent a, %l(-Il w' to charitalle purposes of

is imtt|ividal elhot sing. I"-r deatlhtime transfers, ain appropriate limitation
would be 50'; of the :cljmtted gross e.-tate, reduced by the marital deduction.
Thi, woild mni'al that if thle adjumted gr,,,.,, (-%t..at( ure $1 million and the marital
(lddtlction gifts 21111tl uIed 1,0 $-t0 thousand, the maxinun deduction for chari-
talue tratn-fers would be $.300 thou.-and (5if0' of the re il:lning $600 thousand
after the maritall gift were deducted). Iteducing the adjiilt..d gross estate by the
niarital deductiton gifts i! nvce,arv in order tto keep the cmlined charitabledlduetio~n. on te dh'athl of hu,Il,(dand wife fromn ,exeetding J0t * t. f tihe huslnnd's

aljitsted gro.si e'.tete.
It is more dillicult, to dttrnili what reft.rieti',, should be placed ont the

present tnlimited charitable deductio'tn for gift tax ptirp, s. In view of the
Cotigres-iotial police too encourage steh gift.4 reflected in the income tax chari-
table deductiot, it (il ' lsit .. 'in tapprqopriate that giftu which are deductible for
incoite tax pturpro.pt shouldd be subject to a gift tax.
V. Generation-Skippitig Transfers and a Parental Delclit

Present law discriminates against outright gifts and in favor of trusts and
other arrangements under, which property will niot be taxed again when the
beneiciarv dies. If a father gives his son tt million outright, the money will be
taxed again when the son dies uildess he spends it during his lifetime. lhut if the
father gives his sti, $1 million in tru.t, the Mon can have almost tile same control
over the money without having it taxed when lie dies. lie can be given income
for life; the right to withdraw each year the greater of 5'j or $5,000 front principal,
in addition to principal required for his support: and the right to make gifts of
principal during his life or by his will. Nothing will be taxed when he dies except
for the principal he could halve withdrawn at that time, in addition to his right
to support-a maxinaun of 5% of the value (of the trust. Even that amount need
not be included in his estate if the power to withdraw principal is only exercisuble
if the son is living on the last day of the year and he dies earlier.

After the son's death, the fathiero will may provide that the same arrangement
will continue for his grandchild for life. )elpending on the local version of the
Itule against Perpetuities and the duration of the lives selected to avoid a violation
of the Rule, the same arrangement may be continued, still free of estate tax,
for later generations of de4cendants. Indeed, in Wisconsin there is no restriction
on the duration of trusts if the trustee has the power to sll, and tile common law
Rule Against Perpetuities is not in force. The potential saving in estate taxes
from a perpetual trust in that state "to pay the income to my issue from time to
time living" is impressive indeed.

Thiq state of affairs should not be allowed to continue. Today it offers irees-
sive advantages for taxpayers willing and able to create trusts (or comparable
legal interests) under which beneficiaries do not become owners of the trust
property so as to cause it to be taxed lia their estates when they die. Those ad-
vantages would be even more compelling if the rate increases and reduced ex-
emptions that are proposed -here became law. Congress has already acted once,
in 1942, when it enacted the predecessor to Code j 2041(a) (3) and I 2514(d),
the gift tax counterpart, to deal with a possibility under Delaware law for perpetual
tax-free family trusts. It is time that it acted again to close this avenue of
avoidance.

The problem is often referred to a "generation-skipping" because tax avoid-
ance occurs when property pa.4es to a later generation (in the example just
given, that of-the grands-on) without being subject to transfer tax on the death
of a member of an earlier generation (that of the son). For transfer tax purposes,
the son's generation has been skipped. Such skipping may occur whether or not
the son actually receives any beneficial interest in the property. For example,
if there is a gift front grandparent to grandchild, the intervening generation
has been skipped even though no member of that generation receives any bene-
ticial interest.

An easily understood and administered way to deal with the skipping of a
single generation is a "parental deduction," similar to the gift tax mnartal deduc-
tion in present law. The deduction would provide a reduced transfer tax rate for



200

tranfe,.rs to children tof the transfer or shich do no involve generation-6kipping,
either Iecau.e lih. child receives ownerhip tf the pr, iertv tor Iecause he receives
a gen-ral power so( aplmintent over it which will cau. it tp be taxed when he
die, , if he doesn't di-pie sof it during life.

The majir irpo..e ,if the paretal deduction would le to offset the tax advan-
tage fr-iat skipping the children's geeration. It would .- .k it make the total trans-
fer tax cosot roughly the same, whether prisperty wits left in trust for a child for
life with remainder to the grandchildren of the tranfer or or was given outright
Ito the child and then in turn given by him to the grandchildren. With a parental
dedueion, a father who wanted to give property to hi. son would no longer be
under the heavy pre.,ure from present law to limit the in's rights in the property
in orde-r to kee it frosn being taxed when the son died.

A 411', deduction wituld Ite needed to give the transferor the same bineit
which he could obtain frtsm a transfer which skipped the son's generation. Over
a wide range ,of rtt i, a tax on (0 ' f the transfer from father to son plus a tax
,,n (Il0r'c of the transfer frm s,,n to grandson would be approximately equal
Ito a shingle tax osn the entire prisperty which would have Ieen payable if the father
had given It directly to the grandmin or had given it In trust for the sun for life
with It he remainder to the grandson.

Adnittedly, a l)arentad deduction would reduce the effective tax rate on traits-
fers tot children. Such a reduclion, in comparison to rates paid on transfers to
collateral relatives, li s long Ieen the rule in state inheritance taxes. Any resulting
revenue liss should be made tip Ibv increasing itate tax rates. A parental deduction
has4 the merit of offering a positive inducement to transferors to fi.rego generation-
skipping, rather than imnpoing a penalty. It would offer a practical alternative
for trausferors who wished to avoid the complexities involved lit the creation
uf lng-tern. trusts.

af l)iareistall deduction establi hed a difference in tax between arrangelnl(ellts
which skipped im generation and thu.se which skipped the single getteratiion of the
transferor's children, an additional t:x eould lie imptsed on orriingetent,4 for
skiiping of twit tor ire generations of the transferor's de.4celdellLS.
VI. The Pr.x.ct Inkirest rcluEeitt

The pre.ent interest exelesi,,n of $3.000 (origii:illy $5,000) was included w.len
thr (errent gift tax wa v'tacted in I132 t) eliminate the need to report small
gifts and mnst wedding and Chritnmt gift-. Today, maty donors l)aie sti)$UouHial
aitlital gift program on tIhe, exclhsitmn, tl-ing it to transfer gignificaint anoulnts of
wealth Ito their dczcend,.n;l tax free. With gift splitting , the exclusion i- $6,000
for a married donor. If he has 10 grandchildren, during a 5-year period he call
trainer $300,000 to theiil free .f tax. To curb such transfer tax avoidance, the
'xeniption should l', reduced to $1,5(0.

The exemlption ip, alu.ued today by transfers in trust. An interest in trust in-
(1',,ne has ieen huld tA qualify for the exemption, even though the trust Consisted
of n,,n-dividend paving ck in a corporation controlled by the donor and his
brother. See l,,n v*. Commni,-issilner, 397 F. 2d 24) (4th Cir. 1969), which, however,
the (',,nmmi,"tsinr ha stated will not be followed. N'e Rev. Rul. 69-344. Gift (if
ilcone interests are traditional e-itlte l)lanning devices, not typical Christmas
I)rgehets. The C.xclusion should be denied for transfers of limited interests (including
intere-ts in trust) unleAs the transferee receives the equivalent of ownership, as in
the case of the present interest trust for minors tinder 1 2503(c).
VII. Life Insuranet and itnmpho.ce Death Irnufis -

Srection 2039(c) pri)videq :n aheiltute exemption for employee death bxnefits4
which are not payable. to the executoirs and administrator, of the deceased em-
ployce. No oth.r aL,-wt iq given ciml)arable treatment, aid there is no jutitcation
feir excluding such death bentefitsi frcu the gross estate. The exemption, accord-
ingly, should 1-4- revealed.

AIth-ugh life insurance is n,,t treated a-; liberally :se employee death benefit,4.
in that it ic ir.cludihle nud,.r setim 20412 if it either is payable to the insured's
execuitmr and :adnii-tratr-i 'sr the in-tre(l l)- ts-esd incidents of ownership over
the policy, in l)ractice it i- it difficult to keep insurance out of the insured's
estate. The ceitnillin method tof achieving this result isc for the police to be taken
out by the insured's wife or child, who thwn pays the premiums, often from funds
provided bjy the insured himself.

Until the enactment (of the Int,-rnal Revenue Ctode 4if 1954, the premium pay-
me'nt test cauied pIolicies to be included iii the insured's e..tate to the extent he
had paid th i prenin, even though he posesscd no incidents of ownership when
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he died. Rtmioval ,of the pr,.nium nipayment tet( ha- It'd to the avoidance of large
UItuIiits of v tuiah tax fill I.,liciek limoaced by the ii-tird.

lii.itration ,,f the Ir'..iuai payment tvt w,,uld be ,se' way tit curb the tivoid-
(tll('' fif e'st:te tax by iaIto of plicies taken lit Iby the hi-tnured' spouse or child
hut paid for Iby the.t in-r,-d. The premnimn gnyttit tvst duvs, hole.ever, create a
por,,bl,'ll dof tra,'ing ,,f fund, tW determine to what extent they tire attriiutable tu
the d.-cedont. Ain ait,rn:tive approach w,,uld be, t, required inlu-in in tilt instnd's
,'.late oif Imlicies with re-peet tit which oi, .poti- 'r to tru-t fir her lientlit had the'
iscideits ,f ,iwiership. ithout regrd to the -- liree of fund-i upH d to pa:yv pretiiltis.
This wiuld lIe snad,,gi-t ito th(' tr,-atinent of insurance trr-- for income tax Iir-
ims.-.t minder ,wetion 177, inider which it ia it" loier nateriaul that trust income k
,t<.d t1' pay premiuiis ion Ili4io-n tnte life (of tht stranitr5 !xsIsue, rather thait
the gr.lnt,,r hiauvel-f. Seh in.i,,ca-sn of pioliit, o, tied by the' 1it-~ (if the injured

itlil elilninat,. th, lir,,l,'oi tof tracing fomd-; lbetweetn ,.jisti-,'. At the ,.aane tiul,..
huardhip ciuld b,' avoide.d by the lilberalixed marital dedoictimii limit prolp,,-d

lltit(, ec'' of plii,'l held by (hildre'i of the' il.r'd, fi r trotv.4 for their Ih'nelit,
trading p~rolems irn' likely to b; I.. diili'uillt than beot wei 'pu0u-- hC"1'c l 4*e .ire'nt;
moad children aire I,-, likely tit treat, their coijbiled a,-'t4 ;, a -iiile' fund thail sre
hu~linds smod wive.;. Ae 'rd;nglv, with re.-wet too llieie'. h.ld by children (ir
tris.t' f(r their benefit, re.r0ratit,0 tof tile proitn ynyviImu'It kt4 is the liure
aplpropriate solution.
VIll. Stale Dotth 'Tax ('r dit

ituhughly one-tenth of eirre.t federal estate tax re'vei'Is is lost tIo slate tr,,a-'ir
ic's through the credit for .tatto death tax s. The credit should he relpaled for
several rtsoas. {epa:l would ri.se federal reveaialtu. zilify death t:ixatin. tnd
winld be comnkitent with unilic:atioi -tf ,:tate tati gift taxes, :1-4 discitsed above.

Although repeal would result. ill a derease ill st' death tax revenue.1, the
reduction is unlikely to lie substantial. In recent years, the credit h:as accomutild
for l.ss than half of t Ital stat' de'.th tax collectois. Reltive'ly ftew stAtes iillpm.
a tx which is limited tV) the niotlit iteeded to absorl th. eredit---oily 4 asL of
Jsinilsry 1, ll;9.

Wheii the credit ws fir.-t iitr,,diieed ini th,' 1920's, it was thotight niecet,4:sry ill
order to keep intr.stte Cenimpetitiotti feir wealthy residents frotm Ieadiiig to the reli'al
of state death taxes. . $uch ciml.titioi no lotigt'r prevents tiht. inpt-oition in nost
states( f taxes which excee'd the federal credit ill many estate't.

Finally. the state death t~ax credit is an amaichreonistic. )rimitive' foirm of revenue
sharing. It is unfair for a state which attracts r.'tire'd persons in large iiiinll.rs to
cihllect a portion ,,f what would othe.rwise. be federal estate te'.xes' from their t.ttt's.
general l revenue siaring iiw provides a more efieim'nt sand rational means for the
allocation of federal tax re-venutes toi state government .
IX. Farms

It is often stuggested that special prtblens of farmers minder til edstte tax
require an increase ill the exenptieon cr m ontudiication of the rule. ftor val:tion of
farnis. I do not believe any suich spe'ciatl relief is needed, apart from o le liberaliza-
tion (of present Irovision for deferred pyuavient of the tax. If th, ('nmtittee conz-
cludes that further relief is needed. it shetild be provided se'p:arately rathc.r than by
changing the basic pr-vkioins ap pliable' to till estets, such as the (xempl)tion.

The Burleson Bill (11.11. 1793) ilhlstratei me. approach in reducing estate tax
huirdeng for farmers, by allowing tihe executor to e'le'ct to have "(ualified real
propIerty" valued att the use in which it qualities, rather than at fair market violue
in its most valuable ust. A great many retasois have I,.en given for such relief.

It has been said that the )resent law forces farnts to be sold to pay the estate
tax, with the result. that ownership passes out tf local hands into large corporations
-ir developers and may lie changed front farming to other uses. It ik also said that
present market v:lhies for farm land are illusory mid reflect inflatiein, rather than
rest alues. None of these reasons provide sufficient sUi)lport for ignoring the real
value of the hind in conpiting the taxable estate. At most they justify some
liberalization in provisioins for deferring payment oif the tax. Sonse firms doubtles.s
are sold in order to pay thue estate tax, but sich sales create opl)orttinities for
other to enter farming and make available potential Iuilding lots ne'.sr cities%. Our
need for more housing will not be relieved by enicouiraging farmers not to sell their
farnis for home sites.

As to "illusory" market, vales for fsrins, the present valuation rule operates to
linit the value tor estate tax purposes to whit a willing buyer would pay. This is
the rule for all other assets and it is unfair to make a speciall exception for farms.
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X. Untaxed Appreciation at Dath
Although the problem of untaxed appreciation at death has great. importance.

it relates to the income tax, rather than to the estate tax. It therefore is di:cis(-d
'eparately in an Appendix.

AP'PENDIX

UNTAXED APPRECIATION AT DEATH

,ozme authorities have described the failure to tax unrealized appreciation of
as,.'ts transferred at death ias the most. serious defect in the income tax. As of 1966,
the Treasury estimted the amount of gain which thus escapes the income tax at
1 1.5 billion per year. It is difficult to find any justification for continuance of a

loophole of this magnitude. Some, nevertheless, have done so.
One objection made to taxing gains at death is that such gains merely represent

the effect of inflation on asset, prices. Certainly inflation should be taken into ac-
count generally in computing the amount (,f realized gain when assets are sold or
disposed of. The present system, under which the taxable gain on an asset bought
for $10,000 and sold in 1976 for $25,000 is the same whether the purchase occurred
in 19:12 or in 1972t is grossly unfair to sellers who have held asseta for extended
wriods during which the purchasing power of money has declined substantially.

BIut the appropriate solution to this problem is a general provision to recompute
gain on all taxable dispositions of assets. See "Price-Level Basis Adjustment-A
Modest Proposal," 26 Tax Lawyer 189 (1973). To grant relief only to those who
hold assets until death by imposing no tax on asset appreciation is wholly arbi-
trary. In a given case the appreciation may be far greater than the rate of Infla-
tion during the period the aset was held.

The major alternatives that have been proposed to deal with gains at death
are (I) the Treasury's proposal in 1969, under which such gains would be includible
in the decedent's final income tax return; (2) the American Bankers Association
propPal for an additional estate tax (AET) on net appreciation of estate assets
described in Covey, Possible Changes In the Basis Rule for Property Transferred
by t'ift or at )eath, 50 Taxes 831 (December, 1972); and (3) extension of the
present carry-over basis rule for gift- to transfers at death a.s well. The Treasury
proposal represents the soundest approach of the three, although it could be
improved by some revisions in technical aspects.
A. The Treasury's 1969 Proposal: Inclusion of Unrealized Gains in the Decedent's

Final Return and Recognition of Gain on Lifelime Transfers by Gift
What the Treasury proposed in 1969 was that "persons holding appreciated

capital assets at death would be treated as if they had sold such assets just before
death, and such gains would be taxed in the final income tax return of the de-
cc.dent." The income tax on such appreciation would be deductible in determining
the amount of property subject to estate tax. The assets taxed at death would
then have a basis equal to the value at death, just ats is true today. Items of in-
come in respect (if a decedent also would be included in the decedent's final return,
eliminating the )resent complexities of section 691.

Similar treatment would ibe applied to lifetime transfers by gift, which would
also receive a new basis equal to the fair market value at the date of the gift. To
fail to do so would lie to create an artificial incentive for lifetime gifts. It might
also lead to a long-tern deferral of tax as property might pass from one donee to
another by gift, always with carry-over basis and no recognition of unrealized
ap reciation.

It is only fair that an individual who has enjoyed the benefit during his lifetime
of deferring recognition of gains for tax purposes should be required to account for
such gains in his final return when he dies. Any other provision continues the lock-

-in effect of present law, under which taxpayers are kept from selling appreciated
as.,ets by the knowledge that assets retained until death obtain a new basis and
the api)rc'iation of such assets is never taxed to anyone.

I. Criicisims of Treasury Proposal.-It is appropriate to turn now to some of
the criticisms which have been made of the Treas ury proposal. First, some have
objected that the provision for a deduction for e.tate tax purposes for the income
tax on appreciation at death makes the latter tax regressive. They point out that
for tt estate in a marginal bracket of 77 %, each dollar of income tax on apprecia-
tion at death costs the estate only 23 cents because of the offsetting reduction in
the estate tax. On the other hand, for an estate in a marginal bracket of 25c,,
each dollar of income tax on appreciation at death costs the estate 75 cents.-
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These obsrvations are, of course, factually correct-but equally true of any
income tax or other tax paid by the decedent during his life which likewise re-
ducc% his taxable estate when hie die,. In that sense, every tax is regrms.ive be-
ca se it reduces the taxpayer's taxable estate, and that induction means more
the higher the marginal estate tax rate is.

Moreover, the capital gains tax is itself progre sive at one-half the range of
rates for taxes on ordinary income. The bottom capital gains tax Ws 7 percent
(half of the first bracket on ordinary income) and the top rate on capital gain.4 is
:15 percent (ignoring the minimum tax). Thus the capital gains tax L highly pro-
gressive-the top rate is live times the bottom rate. This difference ill rates may
more than offset the greater value in a larger estate of deductions which reduce
the taxable estate. So the objection that the income tax on appreciation at depth
is regresive is without substantial foundation.

Others have objected that the tax rate applied to a lifetime of unrealized gains
should not be determined by the happenstance factors that may affect the decc-
dent's tax bracket for the year in which he dies. Thus the other income reportable
on the decedent's final return will be affected by whether he dies at the beginning
or end of his taxable year, whether the final return is a joint return with a sur-
viving spouse, and w-hether death occurs while he has substantial earned income
from current employment (or deferred compensation) or not until after retirement
and at a time when deferred compensation is no longer being received. It is'true,
of course, that these factors may affect substantially the applicable tax bracket
on the decedent's final return, and thus the tax on unrealized appreciation. But
the availability of liberalized income averaging substantially limits the importance
of such effecL.i. Further liberalization, for example, by treating averageable income
a.s if it had been received over 10 years instead of the five years provided in present
law (u.iing, however, only the four years preceding the year of death as the bases
for computation) should'greatly reduce the force of the objection that the tax on
a lifetime of unrealized gains i's being determined by bunching such gains in in-
come for a single year.

Inclusion of items of income in respect of a decedent has been objected to on
the ground that such items are "not marketable and/or difficult to value." (Covey,
p. 841) The valuation objection is without substance, as such items must in any
ca-;e be valued for estate tax purposes. Whether it is a reasonable conclusion that
items of income in respect of a decedent are any more difficult to value, on the
average, than other estate assets is questionable. The classic examples of such
itens-unpaid salary, accrued interest and dividends-present no significant
valuation problems.

Finally, there is the familiar objection of complexity which awsails almost every
proposal which seeks to make our tax system work more fairly. In this case, how-
ever, the objection is, ws usually is not the case, accompanied by a concrete
alternative which i said to achieve the desired reform without suffering from
similar complexity. Before turning to the alternative proposal for an Additional
Estate Tax (AFb, it is appropriate to consider the technical aspects of the
Treasury proposal.

2. Technical Aspeels of Treasury Proposal.-The Trea.ury would have exempted
from taxation of unrealized gain-s at death, transfer to sp'o.lses, to charities, and
to orphan children (to the extent. such transfers were exempt from transfer tax
as well). Except for charities, swch an exemption is entirely appropriate and
would carry out a policy (if permitting tax-free provision to be made for spouses
and dependents of the decedent. At the same time, ultimate loss of revenue would
be avoided by means of a carry-over basis which would cause the unrealized
appreciation to be taxed when the property wis sold or disposed of by the spouse
or orphan child. Such an exemption is inappropriate in the case of transfers to
charity, however, as no tax would be imposed on a subsequent disposition by
the recipient. The unrealized appreciation at the decedent's death would thus
escape taxation altogether. Taxing such appreciation would be in keeping with
the proposal in this paper to restrict the etate tax charitable deduction.

A strnger argument can be made for retention of the present treatment (if
lifetime transfers of appreciated property to charity, even though recognition of
gain should be required on such transfers at death. The tax treatment (if sIch
transfers was. extensively considered by Congress in connection with the Tax
Reform Act of 1969 and reflect-; an evident purpose to retain some incentive. for
lif time charitable gifts of appreciated property.

The Treasury took the view that in order to prevent the availability of exemp-
tions from leading to artificially-induced bequests of low-basis assets to spouse,
orphans, and charities, it wav necessary to reallocate basis between exempt and
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non-exr'ml)t property. Thi. highly complex a-lpect of the propoial would mein that
if hallf the deceden.t a. Asets passed to his siouse and half to hi. adult, ion. only
-iiP-half if the t-til appreciatl(in would be Uixed without regard to which train t-
fere, ree.eived the particular assetst which had appreciated. The s)tus;e would
receive whatever lia-isi. were needed Up insure that the remaining gain would fie
taxed to her when -he di-lpted to the property (if the value (if the property were
Uilehailiged at that time). Such an allocation is wholly unnece.sary and artificial.

It is true, tof course. that income tax con.Aiderationi doubtle,; would affect, the
(hoie (of az.q.ts to i, .bih:ithd to a spouse and would create :in inducement for
the tran.fer of allrciitd asvti to a spouse. As a theoretical ideal, the inc-menl
t:x slhitild he iseutral with respect to the choice (if uet.s t ltoe transferred to a
ji:irieiiilar tra.feree. But ai long a.4 we have pIrogre!;.ive rates, that ideal cannot
bt attained liia-e the income tax bracket of the tran.sferee inevitably may in-
Iluelle the tr,4riife.rtir' chief (if high-yielding or low-yielding assets to tranl-fer.
Admittedly, the opportunity to postpoine taxation of unrealized ghini, if mch
gains. represent at tnaior fraction of the value of the property, may create a greater
tli,-t'rtinK infltience in the choice (if as-se ts to be transferred than the income tax
lraeket if the traniferee dies tday. But the rice of avoiding such distortion
i very high.

The realloc ation (if ln,i between the asetsA transferred to the survivin sp.ou-e
(and torlphin children) and ti.,zets transferred t other. would greatly complicate
the income tax situation of till tranifere#, because none would, know the basi. of
the wicst which they received until the final determination of value. for all asset
included in the estate. A change in the value of one transferred a.set would require
i recompittat ion of basi.. for all of the others as; well. Furthermore, the rule would
be coinfusing f'sr miny tr:is.fereis who cold be expected to underst-ind i rule
under which the I: vis for the assets rece-ived i- eilhr the date of death vilue tir
the decedells ,ost, bit iot a reallocated h-brid.

Smile ctllnillltattirA appear to assume that the prolm.ted (xemption for transfer'
to iisil.st51 iid orphan children would lie available in the case of asets 4,ild to
raise cash to Ipay lielests to sich transferees. It i-4 submitted, however, that the
lagii ge oif the Treairy propose l makes imiplicit that the exemption would only
be available with respeci. ti property delivered in kind in satisfaction (if a lieque-
to a siuse or orphan child. Such i limitation avoids i many complexities. and is,
consistit, with the -'ial of the (xenlitiin, which in(.rely is to provide t:ax defetral
iitil iset are sold by the recipient spouse or child. If the sale i.3 nade by the
ext-eitor, the -occa4ion for such ex(etii)tion never arises.

It is possible, if course., that the executor woild be, uncertain for soei time
whether ia given asset. would be so-ld or would lie delivered in kind to ai sltil.se ill
satisf:ietion of a formula or residuary beqluest, ind thus. would lie uncert:iin whether
or not. the unrealized aipreciation of s uch. property would lie includible in the
decedent's final return. Partial relief from thi- probleni could be provided by
delaying the due date for the decedent's final income tax return until the due
date* for the decedent's estate tax return, if the litter date were later (which it
normally would be fir a calendar year taxpayer who died after July 15).This would
also permit use of the alternate valuation in determining the value (if : zsst.
subject to tax with respect to unrealized appreciation. Furthermore, it should
permit the Internal levenue Service to develop procedures which would integrate
the audit of the estate tia tx return and the final income tax return so :s tio :ivoiid
the neee.sit.y for separate determinations of value., for purposes of each tax.

The Treasury also lirol)ised an exempntion, in (fect, for estate not requiired
to file a federal estate tax return by providing a minimum liasis with respect to
unrealized appreciation of assets of *60,000. Such tin exempitioil appears ti be
unjustified and wholly incttn.sistent with a policy of imposing an income t:ax oil
unrealized alilireciation at death. The evident purpose of the e'.xemllition is to$ free
from that tax tiny estate for which no estate tax return is req-iiired. If the estate"
tax exemnltion remain $f0,000, the amounts involved tire too large to apply the
sante exemption to unrealized appreciation at death. If, as it plroo(ised here, the
exemlptioin is reduced to $20,000, administrative considerations more inlportailit
in relation to the amount of tax involved. At that level, an exemption front tax ot
unrealized alipreciation might also lie aiiro private.

There renains4 the question of how the Treasur" Prolosal could properly be
pl)lied to unrealized appreciation of assets a. (if the diite (if its, enaetnent. The
treasury would have given taxjpiver. with respect. to each owned asset the option

if using either adjusted li.asi or the value as (if the date of enactment, with
specified adjustments. It is submitted that this option. should, like the optional
evaluation for estate tax lurlpo.ses, lie available only on an aggregate basis. lit
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(other words, the ex(cut,,r 4houldt be permitted Vi make only a single blanket
4-lection, applicable to till as r ts of the decedent, either to use adjusted bais or
value a. of the date of enactment is the cost in determining taxable gain. Such a
.inge election would simplify the pre paration and audit of the decedent's final
return. It would alm) limit the extent to which unrealized gains as of the date of
enactment would escape taxation, by requiring that unrealized losses likewise be
taken into account if the executor prefers not to u.se cost basis.
1. The Anerica,' Bankers Asociation Proposal: Ait Addilional REale Tax (ART)

on 'realized Apprerialion of Property Transferred at Dealh
Thl. Ainericani Bankers A-sociation Proposal would impose a single flat rate'

(if tax on net appreciation included in (1) an individual's transfers at death; and
(2) his transfers made in the tw- years preceding death unless the transferred
prol)erty is sold before hie dies. The suggested rate i 14%, )aed on an assumed
tAq) i-.tate tax bracket of 60 pxrcent. As the AI.T would not be deductible in
computing the regular estate tax, a 14 percent. rate corre lpond to a maximum
rate of 35 percent on capital gains under the income tax. This follows from the
fact that the tax on such gain (whether paid during life or an unpaid claim when
the taxpayer dies) reduces the portion of the estate otherwise subject to a 60
lpreent estate tax, so that of each 35 cents paid In capital gains tax, 21 cents is
Offset by a reduction in estate tax when the taxpayer dies.

The single rate has been defended on the ground that a decedent who is in the
itUamned top estate tax bracket of 60 percent "would pay approximately the same
total tax as he would pay if a capital gains tax on this appreciation at death were
imposed and a deduction for this tax were allowed in computing the estate tax.
All other decedents would pay a smaller AET than they would pay under a capital
gain, tax at death" (Covey at p. 845). The final statement appears to be overly
broad. For example, a taxpayer who died January 1 might have no income in-
cludible in his final return, under the Treasury proposal, except for unrealized
appreciation. Such unrealized appreciation would have t) exceed $20,000 for a
.ingle taxpayer before any part of it would be subject to a marginal income tax
rate on capital gainA approaching 14 percent, and would have to be about $50,000
before the average inconse tax rate on capital gains would be as high as 14 percent.
And the comparison just made does not take into account the reduction in the
effectivee tax on gain remulting from the e"tat*, tax d-detion for the tax itself.
Thus it does not seem appropriate to use a single rate for the AET which would
apply to all estates, without regard to their size or to the percentage represented
by unrealized appreciation.

A second objection to the proposed AET is the failure to provide an exemption
for appreciation of assets transferred to a surviving spouse on the ground that "as
a matter of theory, imposition of a tax on appreciation should not turn upon the
destination or use of the appreciation" (Covey, p. 846). It is submitted that
whatever the theoretical justification for a tax on unrealized appreciation, the
practical impact of the tax on a surviving spouse should not be ignored. To fail to
do so is to force the spouse to pay a tax at the very time that the decedent's earning
power ceas( to be a source of he-r support. Yet the absence of the exemption is one
of the claimed sources of simplicity of the AET in contrast with the TreasuryIproposal.

But the most fundamental objection to the AET is that it would continue to
provide artificial incentives for some taxpayers to retain appreciated assets until
they die, because for them the AET would be lower than the capital gains tax that
would be paid during life (after giving effect both to the loss of deferral with respect
to tax paid during life and the removal of the amount of the tax from the gross
estate for estate tax purposes). For other tuxpayers, Lhe AI.ET %ould provide an
equally artificial incentive for lifetime sales of appreciated assets, because for
them the relevant comparison would indicate that the AE l would be the more
budensonie levy. Furthermore, any change in the taxation of capital gains realized
during life would also distort such comparisons unless it were accompanied by a
corresponding change in the flat rate AET. Thus the AET would continue to pro-
vide a tock-in effect for some taxpayers and would create for others an artificial
incentive for lifetime sales of appreciated assets.

Finally, to call an income tax an additional estate tax is more than illogical. It
would be expensive for the Treasury as well. There are outstanding issues of
United States bonds which are eligible for redemption at par in payment of the
holder's estate tax when he dies. As of early March, 1976, some issues were selling
for as little as 81. This gives purchasers an opportunity to settle their estate tax
liabilities for just 81 cents on the dollar, if the bonds are bought before they die.
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Of course the 19 cent discount would have the effect of increasing the purchaser's
taxable estate, as bonds bought at 81 would be valued at 100 for estate tax pur-
poAcs to the extent redeemable at par to l)aY the estate tax. But this increased
estate tax merely reduces the discount the purchaser enjoys. Thus the tax on
unrealized appreciation at death should not be called an additional estate tax if
for no, other reason to avoid making it subject to payment at a discount by buyers
of redeetmable bonds.

A further reason which makes inappropriate the designation of an income tax
on mirealized appreciation at death as an additional estate tax is tie trend for
state income tax statutes to follow federal definitions of taxable income. If such
appreciation is to be treated in substance as taxable income for federal purpose.-,
the state should not be required to change their income tax statute to reach it
similar result.

C. Carryover-Basis for DealMine Transfers
No extended consideration of the third alternative, a carryover of the decedent's

basis for transfers at death, is appropriate. This approach would perpetuate the
lock-in effect of present law, in that taxpayers would know that the tax could be
f ostponed indefinitely if the property were not sold by them or their transferees.
it would also perpetuate any uncertainties about basis instead of causing them

to be cleared up at the death of the taxpayer if he owns the property at that time.

TulE IMPACT OF Tilt, ESTATE TAx: ONLY TiE WEALT Y FurL ITS BITE

(By James D. Smith) I

The federal estate tax produces relatively little revenue, M billion a year,
compared to $103 billion from the personal income tax and $30 billion from the
corporate income tax. It wits never Intended to be a leading source of public
funds. Its purposes have been and should continue to he to act as (I) an im-
pediment to the accumulation of such great economic power in the hands of the
few as to undermine the political efc.acv of the many, and (2) a mechanics to
even out to some degree the life chances of children who had the foresight to choose
rich parents and those who lacked such prescience. Thus, the estate tax is one of a
class of instruments intended to make the market ond political systems fairer
and, perhaps, more efficient games. Given its peculiar function, it is important
to inure that it provides horizontal and vertical equity, i.e., that equals are treated
equally und none uals unequally.

Unfortunately, the e. tte tax is not the best suited type of death tax for achiev-
Ing it intended ends..Many of the problems (including that of liquidity) as..4ociated
with the estate tax would fe leIs troublesome if we had an inheritance tax. Under
the present system of levying r. tax against the value of the entire estate, the
potential inheritance of a poor heir and a rich one are diminished by the same
proportion. There is little point in worrying about equity among the dead and (if
any power that they may exercise. If a goal of the estate tax is to disperse economic
power, it would be well to tax inheritances on the basis of the combined prior
wealth and inheritance of the legatees. Such a system could permit the transfer
of rather .izeable amounts of wealth, without any tax, to persons of modest
means and could tax quite heavily wealth flowing to the already affluent.

TIE DISTlrIUTION OF WEALTH IN TiHE UNITED STATES

In most. uses of wealth distribution data, we are interested in economic units
such as the family, because study of those units gives us a better view of one's
economic status than does the study of the wealth an individual holds in his own
inte. Thi. is particularly true of the vcry young and very old. However, for

purposes of formulating estate tax policies, the individual is the natural tax
unit, because it is the individual's death that triggers the tax.

James D. Smith Is a senior researcher for the Urban Institute. 'Washington. D.C.. and
a professor of economics at Pennsylvania State University. lie has specialized in studies
of the distribution of wealth and its implications for politics and economics. The following
article Is based on work that Smith and a colleague. Stephen Franklin. did for the Urban
Institute under a grant from the National Science Foundation.

In this article. Smith argues that the estate tax Is an Instrument that makes the economic
systerd fairer by preventing the accumulation of economic power In only a few hands. lie
also indicates that the estate tax operates to partially equalize the life chances of citizens.
some of whom are fortunate to have wealthier parents than others.

The article sets forth statistics showing that the share of U.S. wealth held by the rich
has changed very little over the past two decades, and that the concentration of wealth
In the U.S. in substantial. Smith also concludes, on the basis of statistical studies, that
the so-called liquidity problem, which has caused the Treasury Department to offer substan-
tial tax relief for all estates. Is not a general problem at all.
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For practicall lurl)os(., a quarter (of all I.. citizen, owned nothing in 1972.
Many of these unpropertied persons were, of cour. e, children, but also included
tare the old, and young adults living in poverty. About 55 percent of all individuals
had a net worth of ,.s than S5,000, and I ain not talking simplY about finiancial
assets, but also about houses, automobiles and personal effects in the manner in-
which the I ItS views these things. Only about 7 lwrcent (of tle population had
a net worth of $60,(00 or iore in 1972. Nobody Ilow this 7 percent of the Ipoiu-
lation has his estate taxed if lit dies, and for practical purses, (one is probably
safe ill saying that only the e-states of tle riclst 5 percent of the population *are
taxed at all under the present estate tax syst,.m.
The assets hed by (he rich

For some perspective about the types of a, -.ts hld by the rich (those with a
net worth of $60,000 or more), let us exan,ine that group more closely. It is
apparent that a substantial share of the ttit-al value of several types of assets are
held by this group of wealthli-hlders. Taking into account the normal statistical
errors attendant (in data such as them-, citizens with a net worth of SGO,000 or
nore in both 1969 and 1972 held practically all the vate of personallv held state
and local bonds, federal bonds (other thai savings bonds), notes and mdrtgagvs
and foreign and corporate bonds.

The most popular asset. of the afltent is corporate stock, followed by real
estate. Surlrisitgly, the rich as a group hold a high proPortion (13 percent) of
their portfolio in cash (demand and time deposits). If variots types of bonds and
note and mortgages are added to cash holdings, it turns out, that 25 percent of
the wealth of the rich is in a highly liquid form. Although some of the corporate
%tock held by the rich is i.sued by closely held corporations, the overwhelming
share represent-s traded securities, which are highly liquid. .'he general conclusion
sugge.t'd by these data is that the rich, as a group, maintain very liquid portfulios.
Wealth coicntration constant over time

Looking at the distrilutiom of wealth over a period of years, one is struck by
the constancy of its concentration. Because a dollar value, such as S60,000,
implies different levels of real wealth in different years as price levels change,
secular movement in wealth concentration is best looked it by taking some fixed
percent of tle population arrayed by wealth level. In Table 1 the shtru of the
nation's personally owned wealth held by the richest I percent and 0.5 percent of
persons is displayed. It can be. seen froin Table I that the share of 1U.S. wealth
eld by the richest half of 1 percent of the population has been neasured repeatedly

at between 22 and 24 percent of the total, over a period of nearly two decades.
If we go back further, there is evidence that at times there have been trends

toward less emncentration. My colleague, Robert J. Lampman, of the Univer.-itv
if Wisconsil, has provided us with estimates for selected years from 1922 through
1956. When his estimates are added to (our own, a picture of the historical trend
emerges. Wealth in the United States has become less concentrated in the last
half century. But the diminution is not great, and it all occurred in periods when
the market system was functioning with ditliculty or was in administrative abey-
ance, specifically during the Great I)epre.sion and World War II.

Because wealth in the U.S. continues to be so highly concentrated, as shown
in Table 1, the burden of the estate tax is similarly concentrated. And because
the estate tax buIrden falls Iredmiiantly on11 tite tmot wealthy, any love to cut
estate taxes will necessarily confer its greatest benclits on tho.-se whose wealth is
susbtantial.

"Ftr practical purlpists, a quarter (if all U... citizens owned nothing in 1972.
* . . About 55 Ircent of all individuals had a net northh f leas than $5,0'00."

Till-: LIQUDtTY ISSUE

The President anti (,thli have stated that the (' tat.- of s ,;ie deced-nt.z'm:,v
suffer a hardship in paying their estate t:ixes i-catle (of lack (of liquidity. The issu-
is felt to he particularly i:niprtant ini the Cage oif family f:arnms auid smi:ill businesses.
There is little (it-stion that conivertinlg :.uets ti, a liquid forin to pay taxes
may poe a fliumicial burdeIn on s(,i. e--tats. But frm a policy l)oint ,,f view,
there art a numlbr of (lc-tti,,s that aul t lbe answered bfore oine can be colll-
fortaMe in rec(tmmendiltI h-gi shttimn to alleviate the al!& gd liquidity problem:

llow extea.sive is the liquidity priuldeti?
]it addition to farms and ausiuisse:, are the-re other minliquid assut .

such as per1-onal cffects, jewelry, art, househuld durables and the like, which
also ptose a liquidity problem?
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Is a lack of liquidity inl e-titei ;In inadvertent condition of the decedent's
prior economic life or is it in part due to prior inter-vivos transfers of liquid
setss to the legat4re- who may use them to pity (.L.tIte tu.xes?

Is the estate the correct unit of amly.-is for deciding whether a liquidity
problem exists? Or is the liquidity of the legatve Also a relevant considerattion?



TABLE 1--SHARES OF RICHEST 0.5 PERCENT AND I PERCENT OF PERSONS IN NATIONAL WEALTH, 1953. 1958 1962, 1955. 1969, AND 1912

o1953 1is8 1962

Share hek. by richest Share tod by rachest She held by riches

Value held by richest (billions) (percent) Value held by richest (bllons) (Dercent) Value held by richest (billions) (erce4)

V 100 0.S 1 0.5 1 100 0.5 1 0.5 1 100 0.5 1 0.5 1

Asset percent percent percent percent percent percent percent percent percent percent percent pent percent percent percent

Real estate ..................... $439.0 $45.0 $6.0 10.3 15.5 $621.5 $62.5 $93.9 10.1 15.1 $770.0 $79.6 $117.8 10.3 15.3

Corporate stock---------------151.5 116.6 130.8 77.0 86.3 264.1 175.9 199.2 66.6 75.4 426.4 227.3 264.4 53.3 62.0

Bonds ......................... 72.6 33.0 38.3 45.3 52.6 87.0 31.3 36.0 36.0 41.4 94.5 33.2 38.4 35.1 40.6

Cash ................... 160.1 20.9 28.8 13.1 18.0 216.0 22.5 32.8 104 15.2 278.3 28.9 42.5 10.4 15.3

Debt instruments ..........-- -- ". 34.0 8.2 10.9 24.1 32.1 43.o 12.5 16.3 28.6 37.3 51.S 16.S 21.8 32.0 42.3

Life Insurance (cash surrender 11.4
value) ..................... 64..5 6.6 9.1 10.2 14.1 79.9 7.5 11.3 9.4 14.1 93.8 7.1 10.7 7r 6

Trusts.................. . 20., 17.5 18.8 85 4 91.7 30.3 2b. 8 27.9 85.1 92.1 46.1 NA NA ...............

Miscellaneous ................... 222.1 12.5 19.8 5.6 8.9 312.9 19.8 24.9 6.3 7.9 379.4 39.$ 52.7 A0.5 13.9

Totalasets7........... 1,144.7 242.8 305.7 21.2 26.7 1.625. 332.0 414.4 20.4 25.5 2,093 9 423.4 548.3 20.7 26.2

Liabilties.............. 140.0 21.3 29.0 15.2 20.7 227.4 29.2 38.3 12.9 16.8 314.0 47.8 61.0 15.2 19.4

Network ............. 1.004." 221.5 276.7 22.0 27.5 1,396.7 302.8 376.1 21.7 26.9 1.779.9 384.6 487.3 21.6 27.4

Number of persons (millions)............... .80 1.60 .............................. 0.87 1.74 ......... .93 1 . .....

1965 1%9 1972

Realestate ..................... $917.7 $94.4 5135.8 10.3 14.8 1,1888 $117.0 $170.7 9.8 14,4 $1.492 6 $1509 $225,0 10.1 15.1

Corporate stock ................. 596.6 317.2 364.9 53.2 61.2 832 1 3(6.3 43.3 44 0 5o8 870.9 4.1.3 491.7 49.3 56.5

Bonds .......................... 103.6 57.5 63.2 55.5 61.0 133.9 63.7 71.5 47.6 53.4 158.0 82.5 94.8 $2.2 60.0

Cash ....................... 366.0 43.7 62.7 11.9 17.1 496.9 48.1 71.2 9 7 14.3 748.8 63.6 101.2 8.5 13.S

Debt instruments ............... 53.3 19.8 25.4 37.1 47.7 2.4 21.9 29.6 30.2 40.9 77.5 30.3 40.8 39.1 52.7

tite insurance (cash surrender 4.3 7.0
value) ........................ 107.2 6.5 10.9 6.1 10.2 127.2 8.4 13.8 6.6 10.8 143.0 6.2 10.0

Trusts ........................ 57.5 49.0 52. 7 85.2 91.7 69.9 60.0 64.5 85.8 92.3 99.4 80.3 89.4 80. 8 89.9

Miscelneus ................. 456.6 36.3 49.1 80 10.8 632.8 47.0 68.7 . 7.4 10.9 853.6 .,9.5 83.3 6.8 9.8

Total assets............ 2,601.0 575.4 1 712.7 22.1 27.4 3,484.1 672.4 848.8 19.3 24.4 4,344.4 822.4 1,0469 18.9 24.1

Liabities................... 413.3 57.0 73.1 13.8 17.7 557.5 75.8 1005 13.6 18.0 808.5 100.7 131.0 12.5 16.2

Netwot ............. 2.187.7 518.4 639.6 23.7 29.2 2,926.6 59.7 748.1 20.4 25.6 3,535.9 7M1.7 915.9 20.4 25.9

Number of p (mllion)---------------.97 1.94 --------------------------- L01 2.03 ........ 1......... L04 2.09..............
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To atiswcr these quet(tiol, We conltlited for each estate a ratio of (a) federal
(etalte t-ixe. )ltu.; adiinistration coa -LC , to (b) liquitd -amwts lllilll. lt.. We regard
thi, ratio a a coti.ervative index of the e(-tate's ability to pay state taxes without
forced liquidation of less marketable ia-seLs.
Liquidily Problen Not Eztensire

It is ear front study (f tile ligires Osth the li(iiitlity problem k less extensive
than tone might expect . Nearly threc-t umtrter., of tle v.stte tzax returns filed ill
1973 had ai ratio of taxes and c,,.tts to liquid a.cts ilm t d.lts (Of le.s thaa .2:,,
and W1 percent paid taxes of no mtnr titan 75 peIcett ,,f tltir li'luid asr.et., after
prior sstttn t of all d, It . ()nly abot ; Iaerveent tof tilt- e-tates lilinit returns in
1971I had t:ixes-; and c,,sti slml to or greater thm thuir liquid az:4vts once all dvbt s
11:411 mii. paid.

T'h't Fiord Admitist ration's a- tion t hat (-I:tts . " hieh inelule unincrptorated
Iti-it....,..s tar far inr, -unr ti.ot-ntdly le.s liqtuid than otler. is s,,t entirely with,,,st
til lit, h,-.w'ever. About 16 p-reitt of the et..at. s in 197; that c.-otainv.( litsia.- or
fairni ;a.- t h:.d a ratio o f tax,. lIlu.s e.i. ,in:tl to .7. tor uore .(f their liquid
;-.-t., i41. (Ilots had lien %6.ldacted, csi-tjtarvd t,, oitly 4 lvrctiad for estate,

wihtlut mii tttd farln :,-t's.
Tlt- u'.4tate tax lc.A.. itihides u'itl;in it e-rt:,in lift-C;mtt Irati6f,.r. which, thigh

nout thes- I'roI-rty f th( .tato, are itehud,-d fosr piutpis4tr f t:ax (',oFtitatiioi if
thty were , miade ilk ciat,'ilimtii,,n ,i det.h tr w tr fair lv.s- than fNir ,atiki t vahiv.
l'lt.' t :t=fi:rs add t, a t t -'.t ti taxi s, btltim t mo at lait-ei imitittdd t. =part af

litgid :-st'ts int tsir ratli. henI tit- r .ttrn tire ta:a itt sd afte-r .xeludittg tha ',e
with liftitai tr:itef,.r',, th,-re ix a further (tinutitmi t tsf the prttSrtinri tof t.atzti 's

will; a high ratio stf Ivxs to, lit uiidt t..
"The ~.ih:rv (if IU.S. w alt h ho Id I% tite rich..s half 4-f I lrevlt sif i litlad:t-

titoi Wks. lot n i,.ai.%u-red repi.attdly at M l,wt en 22 and 241 1pertent iaf Ite tal."
Aitrtherfactsa It, Ibe ks-1t its i.iitd whn e.alt:tiitg an 6. tate's litjtidity,

that ititr-\i\ t-,- I r:s mf ayr wIt:e well have lns.it i:id" too l-i tut ial litir, by the-
(,.c% ditt. If tl;,.ii is :a tt til.isy, for il-lati. ll:attantg Imurln,.'ce, t,, trait ter liquid
ati..scts L'a th ew-li,, %%ill I. t,:'i1,ed a.I heirs, the liiidity Isriablt s will he (vTit Icv.s a

tll ter s-f c(ianveill ft r punl ide l)6,i,'V.
Finally, uith all die re ect to the ,Administration's popol) al, I sigge.4 that it

is nt, the. liquidity ,f tilt! ,s("(c that lih,iil . lbe lsie- ctirllittg issue. The real
burdt-it, indeed the only itmaingftl liurden, if a death tax is that which f'allk upon
the living. A d,ath tax levied agai st, a very ntoidliqtid (.ate ik not a liquidity
prolvlit to tni heir who is himself in it li(lidl position, or who is rich enough _o
that ce-- to the s c:pitul nlarket, ik relativ(.Iv c.v.

lt is cHoar from a study of th,, Ji.grs Mod tht liquidity probh'm is h.ss extunsire
than ont might trpct."

1Ec'ualitig the Liquidity of Strriring Spouses
We c:at prt,\ ids liitted aittittltt if io-iglit into the liqttidity and wealth p, si-

tiit of tit( heirs l is ltkinig at thet (ti( class (isf hitl:1l heirs. %juste, who are
ide'litiiad (ilt th, h]ttall 703. Married lteli, (ti the i'vrag, lIft (sar the courts di.-
tributitd) 65 r sat their !-taitvs to th,.ir siir\i\ilg sp tmi.e(s. Married wot(n left,
Ablut 50"; tis their -ipsure.s. We c:n, hy ititakiig :a iist-to-hiteroic isti.lnl)timion that
hiisl;:ind :aitd wi\v.s ,h:re rtutghly qtiialiy ill tl.e owterhil) tf :. s-zets, ask tlit(
(qtiv tia): Wh:tt is the li(lutidity btlrd-n tal tlt- sposll.u sof it t~tx levid against the
stl:le i,( tlef tls'e-sidillt .-ltato.? "i .iitul:tte tis .tituattito, u e altered (stir computer
file itt the fsolliswiuag %%:ty:

'I lie tirvivitig sl)osase of eatch decedent was :asuttmed to have assets (-qual
to, the dect'el(it ..S etatc. It (tlshr words, if the (leccdeilt :a. shsutomi to ha\'"
:6.l ,--tmt \ ith :all 1C,°sit,,itii v.%lhtev sf $1 mnillis'it. tle sur\iving 'I-m-e u;.

at--a :a,,' It, I,:\ , :s-.,'ts ,-r*s:l I,, I t lliion. "riiz may tttdrl.zute the &rviv.ar-'
,v.:lthtand lii !6ilitV. l t.c.t- , deIlht :i-4-,ciaied wv;th the c',.t (if the last illi..te
v hi(ch ni dttc,.s tih( v.du. #of til- d.te-dent' e-tate) shls ild not, be stibtracted

frs.uaa ;te -ssrv\iors :i'-:t t..
t -irvivitior sls,.ei- Vsis ,--i'ed( a tax rate l)rol)rtian:tte to tlhe sh:tre

'-f th (th,, 4!tt ! h tt. hi. ar .ts* rec-eived. Thit , if the stirviviuig s:), i, !,,ts
4,' s-f ilie sb (i d .t :- -, t' survivir -Ai %%.zis :Isi-tnd to have hasnite
SW,. .f 0h4 tax.

Ti'he ratjsa tof tax ,irvt.ii !4, liqisd :a.-1t. of the sirvivittg -l):.mse wa:t eal'u-
I:.:' I1.

\'. lui s thv linu- -tre dai-w, the litjtidity lirsid.in, :t h :tt for tr:ans.fer-a :t
dv:all: : ii z:;,.i-., ,i:gl di..,li,.:r..
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Tubl,' '2 .aunutarize-A a portion of the.e findings. The tAble shows the percentage
(of r.timi in eavch ais.t clazs on which ttixt- were eqpiil to or greatr than the
liqutid a -.a't.a av-ilble to the surviving spouse. ('I(he liquid a:-setq included those
i tll dcedent's (%tatc..) These results are slown for estate which consist of
,Ms u, f(arin and n,,i-corporate t).tiueM. is. -et.s, the lea.t. liquid type of tirsets.
Itelts. airv.e- llown for :ull estates. it addition, the table shws tie percentage.s
of ,.t-Ati in v:tili aset cl.ss tiat Ipid no taxe.i.
Co t'lu.iotis lb (jrding Liquidity

Thus, whet tilr one loI-ks "t th( figure? relating to the ratio of taxes and other
e.t.4 to liquid -tst s ut, (or ut figur . r,,lating to the liquid wealth of -urviving

.- uices, lhet psiIt i k thv S.u.iv: tite li iidity prolei is O.ms lmit ole might expect,
*o 4'ii w'l-II Ittesllitioll is vtoiietmvtt(-til t eta t cont:tiitig farm or clo..ely held
JI'i-i~s.' :Is ~.~(hiM a v .( , l imut 9:1 jIrect'nt tf ftri and |utusitLkss e.stattv.S
elicotilitter no. litilildity E r.bl,. .v(en where the liquidity prol)lent is worL---ill
,.tat,..; lk tihl !211) tli4111...1t1d tt $I tiilli,,is ramige -- hoitt 10 pe-renlt of all tttei
,'.,alt iIliivltie" Sliti.u sll to M whatever liquidity problem ms many exist should
take. the's' fat. ilito itolllt.

TABLI ?.-LIQJIOITY BURDEN ON SURVIVING SPOUSES, 1972

Petce..tate ol letuins %hete
tates f-.ce .qual to of 1IMe Pefcentsle of tetvns showagl
than I quid assets no estate tat liabiliy

tvnorv it alce of estate (nclu ,es (3ah value Some tlms an*d Some 181M a ad
of IJV Amsdir.:e. Pu.C-e Ile tjsiiaAels) nu-aoapie noxolpeate
lihouvwds of dtioll rs) bus$neis Assets All etiens bistess al els All Mctunis

N , itwf vlue ..... ......... ... 2.4 1.5 97.6 98

I*t'ns1---------------------.7 .2 99. "94
1 to 0.4.0 . 76 1 01.W to 00J .. . . .... . .7 1. 6 7C.5 go' s

1 2. 1 t . . 7.9 5.1 1.0 1.4
,o0 to .'X0 W 0 4. 6 1.4 1.
3rj to Its .3 5.4 .6 1.0
S5"J to l. -. .. ..- 10 a 4a .4 .S
Owe( .4J.. 6.3 3.3 1.0 1.2

7.4 Z. 9 38.8 48.3

S-rT'TImi XT 401' A I.OI lIT IF. N I.I' ];sl)-r I. I INlI TRy lW'.olN1) rI(IN .N1)
1"iii; vI'r. it\ sri,,, tI..*-.V-4I %i,. (I lCI. ('U..M I AXI.ACT ItICIS

!r. ('hoi,iman. iitail,,r.- tf ihe (','nmitt.,, I uaalrt'iate thi. oplp)ortuity ty
(.,1,i,lt..l' ,.n , le .uja-t 4f ,.-t:t, :i,d Pift taIx,.. %%hi(h -. riauIlv iolve41,'s IM" ,1"14
(J,lji.:iy 11iid :iiuiy 4,f the nit .,lh.rs (of the two waitiomil iidu.tries which I
ra.JaIrv:-1 lit .

I anl ior,-id'ut ,f lithr..r Pire .Milk (',l mly, Jlirniiglhani , Alabamn,, a
fan i V -4 M l..d d:.irv. I :si ., dare,'id,.st taf thc .\1 ilk ltlutry Futi(|ait,l, I,-'aluti
1i 1 l1 . tlt ,-,.i I re. N.W.. \':a-higlti.. i).('., mid I .jaa:tk ftor its n:,.ll.rs
wh,, :irt, l,,a:.,t.vtl ill e.er' ..- ta , Il. ilnioti. "h,. ('4,,31 4 hleal 1i,.. I )loiiig to t hi. or-
g:siiiz:ktiill :,r' th," b.,ttl.-r.; 4f Iliid ittilk aid jlr,,ci'--,-rs ,,f Ilid milk prowdiict..

.\Adii, ... lilv. i allfi rt Ito a ,,.r,.Iid;a,' , ir 1. 4tiii'li'.. I ;:Ili ..-laeaing f,,r Ir-
J. l.oyd l.:pii, ,ii, jr,-ie-tilt ,f itha uatranatit'ntl A i. iiti,ti if lee ('rln- M.i l-
fatilr-r.. ,.:sil ii, tilt i Iarr l~ihiia, \V:o-hinpt,,n, I).(., and the nnalt.r.- ,.f
limu ,,r-rviizotiti. 'lhii :i,!.(. iiti. i i:- , h:,.. niii,,r., in evry .statf- of the. uhimia,

relir,.-,ii 't s lit .. uhh ,.rat,. :2l,11r,,xii.a I . ,,)0 diiry Iprt'c,.-.s.iiig :ili

it 4iI , tliih..-i tiI, fiet that th,.-4' id( tri,- ia re el:ira-t,-rized by simill fanti-
,,Mild -ntelr,-, -. I h.uld hikt. to, jaiiit ',it tls:at a:cv',rding tt I re e.t U...
l)'l,:,imtli.ut tf :.iit'ulture Iuicii:,tiia ii, 7.'C, ,,f the. I.I-ils w ere pu rat.d lv

'l',- t\%4# t rgmai.::titm,.- e l,'ihu:tlly . alt t, f(,..i :itt,.iti,, itn mb:Idlv li'cte
ehaiilla.s ill t,11r iart--4llil .-,ti talx ;araa\i.tt ,,l..

We. ;irv awvaire-.f ' the liy bills tit iiive 1,4 II iitrioduceld asind rtf,rred to this

Conlutit tet'.
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We have read President Ford's recommendation prc(*,nted March 5th in
Springfidd, Illinioi-. We suplport his ideas.

We know solne of the prem'nt bills relate only to revising state taxation offarmis', which we, ,isupport.I However, in the i sid,,iat's .statement of Mrch 5th
nd in his earlier I)reapasal at the Imeginning of 1976, it' s(ets clear he intended

iot inly tos include farms, lit als c husinc ses and Individuals, ie speaks oif,
an(d I iuot--"To ease the burden of e sate taxes on the many Americans with
modu-t estates . . "

I :ilt uire lht agricultural ,)rg:ini:tiuos will address tile problem of farrier.
1111d farn f:aluilit'-. llowever, thie burden of this tax ik n,,w most. oinrous, not
only fear farme-rs, but for busint..sme.i% and all Americans who work and ,ave.

'the farmer, with taxed dollars, has had to purchased real and pers ail property
in order to m:iitain his4 euterlpri-. \Vith thet value of tie duller eonstanttly
eroding, It is surpri-ing that i Ijrior effort has tweii made to ease the estate tax
burden. In fact, several decades have Ia.-sled with little change.

.e.nattr (;aIyl,,rd NSikon of \Vi-,.oin iihas mad,, i further icint that since the
S0,(0) ext'ni)uitin was mnactecd in I9412, liifltticm hasi. increased the value of
lbusimi..'s iulad farin wle.ts abiuit 224"; making thi-t tax burden eianfiscatearv.
All of you are aware- of the appreciation i the value of individual housing, thus
crvittiu:g un e'vr-greatwr hardship fear tile family survivors.

Seniatoar N e oll also remarked that the ic'alne' IOiX emxiujititsman have baeen
lnere.ased s.everral tillies by tie (',lngr.. to a total oaf .10 lperent. ulit the etate
tax (Xlrilpti,)n h:1.4 not b.li itauehed! Tit further drive li-i.ne the adverse effect
4sf the e-state' tax, le has been (qlUted axs "\ig- \hih the $6iO,0110ll)0 le til
vilabled a farmeror hautii.. ownetr in I142) ta*,, e atiag to hi- heirs a ltillcai,
auttaltana| ile amd i sui.st;itial part of his bIusili-s,, the,- $60,000 can Ie ab.,worled
today ly tile fiuuily re.ideince alone."

ThIe ehlitge that vetirred u ithii the hst two years has manle the burden
of thi,'e. late tax vauueits more difficult ta lear evvit % ith ten v,:trs tia amtortize
the olaligtltiean to the Trea.sury. Originally we lpaid, and I splak froausm exljri,'nce
in l lon esillmpaily, 4 plere'it interest. Thenl, it juinilld to 1 pereet, tilk .hluly
,175, with I, liet- :nue ef l'uil lic l.aw 93 625, -inl %%a, reduced tea " laitrct

Felbru:ary 1st. This is ,till a considerable imcrea.e and further erodes the financial
positionui of thase jaiving (tt. taxe.s.

The increase itself is a very -uitatantial burden, lit the uncertainty connmll,,ns
th," pralvit even further. Mo t family-owned milk and ice er,.an ce'mnI:nlli'
have ne way of ohtaiiiing needed capital investment except Itv .:eriings (or Iy
dlebt finallig, and much of it by delat capital. 'Ike. uneert:ity of a chmighig
rate If ;m)Vylelt If estate taxes greatly complicates the firm's ability to ohbt:aii
capital from its normal financial lending institute..

A.s with thet farmers, the dairy products laiiiness and particularly th.-e
ftinly-owuied vilterl)riseS, have purchased with fully taxed dollars, t1 l bricks
and mortar fear their buildings and e'qulilm'nt uiedv.d tea l)roce and lIekage
their exteusive line tof l)roaducts. Additionally, they have lauirchased large fleets
of ruling stork for delivering these perishable comn odities to stores, homes,
hot-el, h. spitals and other outlets.

Because the dairy industry is a very low margin industry, the retained earnitigs
are small and even the ten-year amortizatiom period is difficult, to meet. The
estate tax burden is often equivalent to repurchasing the family farm, home (or
business. We have some situations where the estate tax cai.titut-s well over 50
percent of the company's net worth.

I know from my own certain kneawledge'of at least thirt. n directors of our
associations who :re !trggling under tle effort to contilie tile family operation
and nat have the activity liquidated by the tax It.ad Ilaced ion the fanaily menabers
attempting tea continue the business and pass it on to future generations. I know
there tire many more dairy companies prospectively facing this prollm. I do
know of nym small companies, family enterprises, which have gone out of
business. Snme have closed their doors causee they could not hape to raise the
cash to pay these taxes. There are a host of family dairy plants now for sale because
they (10 not have the resources to face this kind of tax burden to allow their sons
and daughters to carry on the business with sufficient capital to make sure it is a
viable operation.

The exemption of $0,000 is still creating a hardship for the individual who has
worked all of his life and with fully taxed dollars, has purchased a home, personal
property and made what investments he could prudently make in order that his
survivors would net have to sell their homes and sacrifice other assets to meet
their estate tax obligations.
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Most of the hills we have examined propose increasing the present $60,000
eit-etA- tax exemption in amuunts up to $200,000. We think this is very modest In
view of what has happened to the economy. Certainly it is obvious that the $60,000
exemption is not realistic in terms of the present values of the farm plants, small
busin..Ksei and the estates of tile average working American who itas been frugal
in trying to take care of his or her family survivors. We, therefore, hope that you
will con. ider increasling the exeml)tion to at least $200,000 as a milnimum.

We sup port the idea of a tax moratorium for some reasonable period after death
in order that tile heirs of the farmers, the bu4inessmen or individuals could so
arrange finances that they could then pick up the burden of the estate tLxub over
a period of years.

II this connection we urge that instead of the present ten-year payout period,
we follow the initial proposed of the President, that there be a live-year moratoriunl
after death anlid a period of twenty years with greatly reduced interest rates allo'aed
to amortize thr, obligation to) tle United States Treasury. We would hope that
the. ititer,. rates would be lerninentl' stabilized so we would not have a rvpeti-
ti,i& of the rate changes which occurred In 1975.

It la-i lonig been the plhiltos)phy of our government to encourage family farms, to
hlI m:ike viable the siiall and family busin,,.%s and to muake sure that tht hard-
w'rking, thrifty people could retain and plai-ss alung mist of the fruits of their
Own labor.

()i,' (if the ll,.st coinstructive wavs that I know to reach these three important
olljietivv.e wollhd be to lnake th,-e cliti ges ill th e. tate tax program i effective its
So'',, as pou.-Sible.

• TATI.I1.NT OF Flir') V. llh.xi., CHAIRIMA.N, NATIONAL. FARM COALITIO.%

m : Fl l"red l[,einkel, chairmanan of the National Farm Coalition, which coniists
Of lI.aders of general, comnldity tl(l cooperative fakrlm orgltiz;ttions. repre lnting
more tha.o one million farmers across the Nation who produce a I)road spectrum
of a1gricultural cmnmodi ties.

Th. mtemlers :f htt (?-,:iti,,ii h:,ve a dee) commlitnment to Aneriea's traditional
famtitv owt'ied amld eper:ted farmis. ,mid busiee..ts. This system, e Specialy in regard
to food lproductionst, has leen a cornerstone of Alineri..t lieeijUatd h.try of
)roslerity, iidtlstrializ:itio iitiad (e'ilolic growth. To family farllens, the ocuplia-
tioi tvn to he its ownt reward. Through It commitment to get the joh dow- to
gret the seeds sown, liv'.-tck ftd, and crops liarvested-Anrica's farmers have.
fretd manpiower uiid mines f,,r other pursuit.s while keeping food costs at the lowest
ill the world relative to income.

Numeru., threats to our famiily-orientted i)ttern of agriculture- have arisen
ov'e-r tile ye:r,. lut, while the nuniber of familv farms has continually decrea sd,
onily in recent Years has the trend of family farms falling in the hands of corpora-
tions and conglomnerates biecome accentuated.

Tlhe National Farin Coa:lition itelieves our pre-sent estate tax laws are in effect
prohil)iting farmers from p::isig their land on to their decendants. Forced sales
are re4tulting ill fewer and fewer family farmers and an accentuation of the trend
tViw%:rd corporate f)od )roduction.

"1'" deal with thi, problem, tIh ('oalitio, unaiimoU. ilV adopted the following
re.eliltion: "Ti. N:atimiail arn (':lition urges the ('ot ..nfire to unact, ill the(!
cllrrent se-ziot, lcgi-l:ntinn tot mnodierii" :it(e update tihie tax lrovi -ni relating
to) -tate taxti'e inelhludilhg rv,,li..ie vainal ioll, .o tas to preserve the faltiily-tlie of
agrietilture :id -i: I ,...,-es in t li .uited Slate.. "

()ar interest in this inatter i; vilal. and we are dee-ply eomcern(d over the present
unrealtie t7-,tat," taxes' il ed ,it f:arnitr,. and -m all liz.t-.

For aultt ' t. 3 r.--, the ba.ic ex-nptiota in calillating the dec(edent's e-tate
has, been unchanged-in pite of the fact that the value of farm land and houses
his increased m n fold.

The currmt l)rvijsi.-o of a $60,000 exempntion and a -50r .poi.e exeml)tion
art- de'va .tat ing. In :ll too m:anay tue, ti(. survivors-children or spous.e-are
forced t, -ll ot to cver the ulieell-eiall:klle tat%: IbiteI.I ost e-aies , it is" impni.s.i-
ble to sell off a l)art or ,ect ion of the farlis lb-caue most family farns have evolved
into an efficient, and logically organized unit of production where any division
would leave all unsound economic base.

Farmer.s and -mall huAitsiine' n ist le given'some rcliefjfrom the present
burdensome state taxation.

The Coalition suggests some adjustment.s in the law that would hell) relieve the
estate tax pressures which threaten our food production system and even the way
of life of one of America's most important minority groups.
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Farm land valtvri have inereai"d tremendo,,1y"dite to tile impart of inflation
and population since 1942 when the lr('nt ('x'e titl wai. e..1hlishd. This
exemption from e.,oate taxation .hould lie inerei. Led to at east $20U,000 or an
equivalent deduction in the form of a tax credit.

STATEMENT or Fow:s'r INDUSTIIIES Cou O rrftr oN TvIMtI.i VAItATIO.. AxS)
T. x.zux

My name ik Bradf.rd S. Wellm:an of Blangor, Maille. I an the agent antd
tt tiorit'-iu-faet fir lorivate ftr,-it land nvw r- ovniit coll,.ivet'v nearly one
million ,,re! ill iitke aind New 1lalnplJhire. I ilt a.fo a,,-t'iatedi with Swell
W-lanld, J and ('Omlanv of l:angor, ai prosfe,'-i,1lsz ftor-t i:ild lis:ss;s nemll'lit ()ill-
|a:nl. Xviither usv vii''isti ltir S'vvls l-hlad, owi :tuv milk tor is her rodstitil l or
,4ttrtl itig f'ciltit-i. l.'e',ipts are. tlh.I, sold" .- ,ci r d frsin tilt -;tle of -: |tdmdilltinklher -'vtottitin al,' le llll ,

I :,m tih, etiusjrnan sf t ilt-,'aitsitt 4o!' "k to roa. Fire',t liidul.t rivQ ('timiniite'- tilt
Timber v'ali,atriin ast Tmal:toi,,n d,.alit .t wi l'h federal e, ate I: x llalte,.r. I.arli,.r
tikis ye.ar our (C'1im tlit 0 rv.e'ui,,iizilg li, :l th Ow imtipact if Ili° Fe-deral ,teat( tax
tn tilnt'rlalli. lIh fiitl h:tt youlr ('mi theliii te inlwe nld 'aied I colininvee work osl
the e-late lax, lengatll ia llatiuil\vi' irvey ill auti atlt |isa is devdetsi maturi;al fsr
y, sir .,is.j-iterati-,n. O(ur ul:ta ik imlea tiii.| ,t,° iild we %'w',!'l appri-r'iat,, Ithe, i.,r-
lut V Ii apli':,r h,.f-tre yes it i aiii tIts .it iit al.|Ilit jitaI iiocrial o is:r ( ,ilisit IIv
tit v,'sir IIIxI tippt)ritviil'.

li i lit i 5I, 1ill a" a" i ' \01 1 ('I,, i 6i , 6 '; ,f h'. lItal frlle.1 r.-igll'e, i., tm-i\\'t ill
sI5lltt :ere'xeis lIy priate idlivitlst. a rjirt\lilllat i" 4' l itili, 'ii ,owiti". A- latill
priet-' nd l I .lipient pr-.oirui, t-..:!-stl, 1h.. .ilti. 1:i\ will fall 1is'. heavily 4'll
th-e illdividlal. lu1'ivHi:illv., I heir uit nr.!itl are -till. Iti till ILgriat., ti'
ateetmlit foor !i lui:tjsr lsrltitill ti lilt- r,-sre-( .

"alnilv frlrlus; hiv their very li:itir.' r,. itir,. Ohw service. hi:011r, Ili;ili:l-.lit.lt :sidl
(f-ille ihll (of t11t Ii Istid l if.. For thi- ra ',ii , we. i t.il,'-t heexu iioll
for the -iurviving -jowi!-v li t..m , tled-- to I00 i,.re,.s

Th-r, ik atitll tier fisieir Ihiat k< .v ii usire tra-i i lhilniI is-, eNiliptio i-. li.-.
na ilyl. , litow r:#rlitl I, i- 'i!,,."! for '.- I:i1,, t:,\ tlilrli,-.e-e. Th,, lrte.-itl lao " whi-I
ti-t-. aUirket valo, tor Itr' ltreci.ely ,p-teil:itiv4- valtie i'. pasitntly inttijir. FIariu,'r-
gaiii little friin tlt inhlated lprted, rt-.lliong frn d\'t-lsiop.r >i',.t'l:elii -Iil5;I"

ieeas u, fi N wit t) vow t,,d -li,,t muil Ill s.ilid -hopjillsg vetlifer.Q.
'-i l ,\vvi-ltsii, -lt itill.'-1 Iil-irks-' \-N,l- i,' f.,r i-t:lte I a l i i is make-. it :llii t

illijls,--iib, for 'ilr,'iirvior- to ts ilisip f'tril ti at imis-. For lii rt-:is, t lie ('etilitioin
Iirg',- ts:st a.-.-dl vail'mlli,,i lit- tilt :1 bi-k f f:lrlli l:sid va:il msiid tiit til lihe
liri, rlv' V tlis .:1' ;I IL.41 N'lte im li l. lii Ili.; r-',r4 , vi-, f -e-i ii i v ilire!y ('l.--U, t ilt
tt r.il~im like, 1riiri.rv rl:i:ll i'9i f-triiin-, fbr :i si.eilihd I,-m h if lilse..Alirit,'ls faiiilv I':trliw.-r- ft'--I flh, imi,• #of bt"dir l d,,( ftr ,an ever y-

grovihuiz ti tsiit:sli,.i. Thly hmi', r--..!Iii,-(I tio lhlv.- f(sr all-tit ior,,ilieiisli. i-ir
Allricillutil t 'I.n. r,,sit ;I is I. f:s'ialY iraditi it, will ist 7irvivi' if -,,mlig fasrin
jes,lo ' are dt.itied lit, ,i rii nirtou il I i i ilil I41lk .

('.'ilr,-. c:ll c :ake :i g$':lt -I'i) toward ltoo-rvi.ril : ''- whiii'ti Ii:,- -,rvv-td
ilt , l isv :5l , lly iiTslg r,.:sl-tic i.-i.,te tax lIrovi-s i-ii :i.- Ihl,.-e b%-l'e l" like
.a:i ill K~irlin C',ilil i, o.

In i1472, tlit- Ainiri:isi i'rt-t lit-i -iirvts', . flli30 issdividtial-: -vr
'29,0it0 f whii \ ,.r, tir-- farlii-rz. Thet. irve-v -ts,,%,vd tlhst tht ltr-s(-il-nt ziV(:iv e
purii l ,of towlivr!iip i- -Iow-ci 20 an(d :10 yar- .. i t (Illit' limig v ~iitl to C(ilsI-

plete it f,0r-.;t rotat isis.
"l'% lity-t'iulit inret-lt 1-f a'tin--c individual. %%urv saver d)M v:ir- (1(; :17 lt-rc et

w,er. t'vsr cmt!.
Allitiiu0ih fGr :ll tof it.: de ith ind tav- are ivi. the jriLdJt.n i"- ' ,lcialv a.lelite

foor thik :i--t sitit lht. .iiijls iiti('al- hl:t 6.1 js-rent .4 i l' i.wier,- tif 11 jtr(es-lit
if Ihs' timber lr(cdiietidii uil! lie ill taiex lirof-vedil- witlin 10 to 11 v'ir-.

Thii i. t'xitt'lv whvii u t .l- vititr" will helUiteedii wtsisd f(ris th.ir for'-t i.ind-z.
U.. Fiore't $S.r\vit- figurv,- i-tj-ttht ivt itlhii 20) ve:ir, we will he iieedilig -liliit,
doulsble the )re.se-nt prl diicti-m of wooi I)rdicts. t'ciient treid.- ihs reducing h:arvt. t
froun iitional fre. t pit s-viin lstsre prvlslrt oln private LOids to Il(. thi- Cill-
try'.- wood needc. The e.ta:te lax will foiree imire iiid mitre (if tu-,e individu:al. to
take land otit of rt-,oulrct prodl-tion to get immediate income for e(tlate toIx pay-
inent right at it time when we wmuld need their wiod.

1 would ippr'eiate the oipportimiiy to -,end more com)le'te data to you at a Inter
date. I know other fore:-ters iitd organizations tire equally concerned uboutl the
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(fect of the estate tax on forest land, such as: The .ocietv for the Protection of
New Hampshire Forests, Maine Forest Products Council, New Hampshire Tim-
berland Owners Association, Vermont Natural Resources Council, Connecticut
Forest and Park Association, Society of American Foresters, Forest Farmers
Association, and others. Attached is a list of all supporting associations.

I am, howcr, familiar with the stAte tax implications on commercial timber-
land in Mainewtind from this perspective would request your indulgence for a few
minutes.

Commercial timberland, that is forest acreage capable of and potentially avail-
able for growing merchantable tree, in Maine amounts to 16,894,000 acres,
approximately 50% of which is owned by the paper and forest industries com-
panies. The other half is owned by some 100,000 private individual owners in large
and small amounts. The e lands produce a little more titan half (of the forest prod-
tuct.4 used by the local economy. Of the privately owned half, ap)roximatelv half
(or a quarter of the whole) is owned by people such as the owners r represent and is
under professional management by compllanies and agents such as Seven Islands.

'ho history of the owne-rship of Maine's commercial forests goes back to the
mid-19th century when the hnd was purchawsed from the States of Maine and
.Masschwietts ,v individual logger for the pine and spruce markets. These
individuals often' pooled their etIrts and pIrchawed the lands as tenants-in-
common. As paper companies such as International Paper and Great Northern
expanded into Maine, Mnut the turn of the century, th.v commenced and active
purchasing program frton uaany of these iidividual;. Thi, resulted in an exceed-
ingly colunplex ownership pattern of private owier. m'iid e,irliorate inter*st.4 ,over
substantial acreage. Tt.se acqui-iti, as were donme for the I ejitimnate corli-r:ite
purpose of securing the forest base. for their business and, as I said earlier, now
amount to about half (of the t total forest, acreage in Maine.

In the 1930's the v'all-s of timberlahd dropped to a low of 50 cents per acre and
neither the private owner nor companic.s saw tiny advantage or threat in the et-,ate
tax. however, by the late 9It0 .iand ,arly 11170's, prie,-4 paid for timnierhIa'd :ud
also fair market v:utle for et:ute taxat itm pIirpto, L had advanced in s,me inst1ances
to as high as $100 per acre. These levels iII fact are such that at the Iow rate of
Vc0liolilie return available it thl mInarket -tee for the sale of standingt timber, the
private individual co nmercial tinherlgit lo uyer ha-; vami-hed front tile sciii. Te
(lly private Iuyers we now see ar. those who.e m ,w' of tl,. li-od for commercial
commercial titber ptirpt-se i inicidental to some other use .-. icl as recre:,tin tor
at.-thetics.

I)uring this !ame pi'ri,-d Congress reduced the settlement period of the etate
fron IS months to 9 tumothz.

What then is the actual resullt upon thle death of one of the owners tl.t I refer
to? 'Tle lulual statellinlit, is tt:t there i, all ezt:ite liquidity l)roblei. Well, that
rejily is an overimphilication tof tile prol)lein. Upon the death iof the l:mndownetr the
(x4-cutor has got to niake s.mmie hard :ilml quick duci..ion. in the face of a limited
market. If the land i- -wned jointly with (ither another private owner or a paper
company (as; i. (ften the case in Maine), and the other owner i, reluctant to cut or
has difrering objectives, lengthy court proceedings are often niec,-.-ary to arrange
partition.

l:ven in the case of ontright fee ownership or when joilt owners can agree,
dra tic harvesting may Ise required. Harvesting a large timnier inventory .lit at
,,ince c.n be% bad for,.trv in th:t it diriupts seed s urces, wildlife, water.<i4:d-, and
other bum'fit . ,f the for.-t. It :dlso tends to disrupt the local market price situationT.
Liquitlitioin oif a large timber titurce is ali.o g.tzirally physic:lly aid ectonomically
imiosible tue to limited imirket , limited ilbor, limited transportation, etc. The
executor's option (of a !:le tf ,tanditg timber is, therefore, often impractical or
CMiii5('S poor ftorc-t ipracticu,.

llaniker are generaliv reluctant to lniii money usioig tle land ftor e iirity' be-
caie of the risk factor from irem ;iitl (ie-a-e (presently Sprite,' lhudworin) amid olie
ha- to lIet pretty lnrz, to ,orrow frn t an insuriile company.

Therefore, lite ex,.eu:tr i.; ahlmmt forced into a sale of all or part of the lI:d to
a large c(inipay o.r to a de'eloper-if such are in fact. interested or c:lp:ible of
inaking the pturcli:it' at that time. The market scents to he limited iii any one
intance to 2 to 5 prospective plurchamers. Slowly, therefore, over tile years 1
have witnessed the inereise of the corporate ownership and development sales
and the decrease of Iong term private ownership.

Now I suppose you can argue that these are the facts of life but there are three
things wrong with this:
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(1) The estate and the beneficiaries are being forced into a limited market sale
causing them to forfeit, the value and effort of the prior sound practices of the
decedent such as plauiting, stand improvement practices, fertilization, etc. The
President has pointed out this factor in the case of farms, but the problem is even
more severe in the caee of forests because forests are not an annual crop but a
long termn investment. A tree planted in Maine today may not be harvested for
anywhere from 40 to 80 years. The current owner may well he inhibited from
using present income to imrprovehis forest land and a forest improvement practice
passed over is probably lost forever.

(2) The resultant concentration of forest lands into the hands of a few corpora-
tions may well reduce both the diversity of small to medium satellite wood using
industrial activities and the forest itself. The reason for this Is that t paper com-
pany will tend to develop that uniform species and growth best suited to its basic
milling capacity and interest. The net re,.sult will be over a long period of time to
restrict the ability of the area to generate a small diversified forest products econ-
omy. Tihe private owner tends, on the other hand, to maximize the diversity of
his forest growth and, therefore, to supportt a multiplicity of markets in order to
protect hinis(If from the, vagaries of the economy and the use of forest products.
ie tends to place his eggs in ax many Ia.-kets as possible.

(3) If, of course, there are sufficient alternative assets that readily can be dis-
posed of to pay the taxes, the executor will be faced with the hard choice of selling
tht.e more liquid assets atid retaining the land. Executors are wary of this be(eause
they could be subject to attack fo r retaining a high risk asset in preference to the
higher income producing items which have better marketability. Even in the case
where the executor h:ts authority to retaini such aLsets, he is eIerv because he may,
in fact, by so doing be working against the best interest of the beneficiarie.s. Tie
result in such cases is the sale of a part of the land a sets-and interestingly enough
a retaining of the portion which the (state beneficiaries have requested on some
other basis than commercial timner ute either for aesthetic or )ersonal recreation
or potential developinent. Thus the unsold portion is often withdrawn from all
but incidental cutting of trees and is hell. for other purposes. The fragmentation
of the ,sset. invariably leads tso the reduction or elmination of inten ive forest
practices. K'state taxation ha,4 tI(. efl'et ,f concentrating fore.st lands in the h land-;
of at few where large acreage. are involved and there are large industries to bIuy it.
In morc uprl,,iil.,.d artaos where the ownerships are small, the tendency is for the
land to Ib sold for development, because this is the only way the heirs can gen-
erate funds to pay the estate tax. I)evelopment (if the forest or farm removes the
arvt, generally irretrievably, fron resource Ipro(uction.

Now, unle..-s you think I anm making something tip let me read to you from a
letter handed tie( by an executor; "Since the tax was there and had to be paid lby
law we were fortunate in having a buyer at that, particular time although frosn the
standpoint cf the esttie, the sit oation required liquidation of a considerable por-
tion (i the estte and the toirning over (if the property ti a large )aP(r comiany-
I would say the government'ss approach in this situation causes property to Ibe
sold and tit(e principal eiist( omers t.nd to ihe paper coml:tnies--". Now, I do not
fault t he.e compunies. They are doing t heir job well and taking no unfair advan-
tage of anybody. The economics of the situation makes them the best market.

PROPOSAU.S RMCOMMLNDED BY TitF FOREST INDUSTRIES COMMITFE ON TIMBER
EVALUATION AND TAXATION

There are a number of specific i)rolposals which are supported by the Forest
Industries C(onmit tee on Timber Valuation and Taxation:
A. Reduction in E-state Tax Rates

The pr(sent estate tax rates (top bracket of 77 percent) are too high. Growing
competition for capital require- timber growers Ie given every incentive to invest
in sound forestry practices. High estate taxes have the reverse effect b-cause they
discourage such investment.

In particular, we urge that if hiroiLosals for changing the treatment of apprecia-
tion at death are adopted, a corresponding reduction be made in the estate tax
ratts. We urge that such reduction exceed any revenue- from s.uch i)rol)oQals in
order to compensate for the administrative hardships and liquidity problems that
would be created.

B. Increase the Present Exemption from Fstale Taxes
In addition to reducing the e.state tax rates, the $00,000 exemption from the

estate tax should be amended. The exemption is clearly out of date and no longer



217

serves the purpose for which it was enacted. Accordingly, we urge that the exemp.
tion be increased to $200,000 to make it conform to the current economy.
C. Alternaire &Uuae Ta: Payment Rules

We basically endorse the President's proposal to relieve the executor of
liability for all postponed taxes on farms and related types of a&scts. As indicated
above, we would urge that timberlandsi be included as an item subject to this,
treatment. Going beyond that, however, we should point out. that timberland,
unlike farms does not necessarily have an annual income and, therefore, addi-
tional special rules are appropriate. We recommend that estate taxes on all land
used for the commercial production of trees, which was owned by the decedent
at least five years prior to his decease, should, at the option of the executor, be
payable at the earlier of either of two occurrences: t wenty-five (25) years from the
date of death or an economic event, such as the sale and cutting of timber or the
sale of the timberland. We think it propn.r that a lien should attach to the land
until the tax is paid and indeed should run with the land as a debt upon the
t.uset in case the surviving heirs should in turn decree prior to the passage of
twenty-five (25) years or the economic event. In other words, the tax obligation
would be treated exactly as a mortgage for the purpose of valuation in the hands
tof the executor of the second witate. The interest rate on these deferred taxes
should be below current interest rates to reflect the low earning power of the
timber growing stock.
D. 'alualion of Timber Propertices in an Estate

In addition to the liquidity problem, one of the major problems faced by
administrators of estates containing small businesses, farms and timberlands is
the problem of ascertaining the fair market vale. A number of proposals have
been introduced over the last. few years to provide more specific rules for valuing
such w-sets. Many of these provide that the value of such property in the gross
estate shall be the value of such property in its current use.

These proposals providing for current use valuations are supported. These
proposals alleviate the problem caused by high valuations placed on timber
property because the property has a higher value if used for purposes other than

r-wing t imber.
Ihe.ie vnhuatinn prnponal, ihold not he viewed as substitutes for liberalization

of the estate tax payment rules as described above. They are necessary in addition.

CONCLUSION

'rhe above Forest Industries Committee on Timber Valuation and Taxation
proposals would achieve greater equity within the estate tax system without
changing the existing framework. The United States is at a point in its hi-itory
where tremendous amounts of capital are necessary in order to expand and
cm)ete. No where is this more true than in long term timl)er operations. 'very
encouragenint should be given to individuals to accumulate capital and put it
to work in hm.-ime'ss creating new jobs. We feel that the above proposals will
carry out these objectives.

FOREST INDUSTRIES COMMITIFnF. ON TIMBER VALUATIONe
AND TAXATION

COOPERATINO ASSOCIATIONS, 1976

Joe W. Graham 1,Edwin A. Locke, Jr.
Alabama Forestry Association American Paper Institute
Montgomery, Alabama New York, New York
)onald A. Bell Bronson J. Lewis

Alaska Loggers Association, Inc. American Plywood Association
Ketchikan, Alaska Tacoma, Washington
J. Mason Meyer K. S. Rolston, Jr.
American Hardboard Association American Pulpwood Association
Chicago, Illinois Washington, D.C.
Paul R. Beattie J. Lundie Smith
American Institute of Timber Construe- American Turpentine Farmers Associa-

tion tion Co-Op
Englewood, Colorado Valdosta, Georgia



218

John D. Ferry
American Wood Preservers Assn.
Washington, D.C.
Theodore J. Duke
American Wood Preservers Inst.
McLean, Virginia
James L. Gundy
Appalachian hardwood ,Manufacturers,

Inc.
High Point, North Carolina
M. F. Taylor
Arkansas Forestry Association
Little Rock, Arknsas
Bernice S!)ilker
Associated Cooperate Industries of

America, Inc.St. Loiq~, .Mi-,souri

Ivan Con gletton
Az4'ciated Oregon Industries
Salemn, Oregon
Edward Stuart, Jr.
Association of Consulting Foresters
Wake, Virginia
John Callanhan
(alifornia Forest Protective Association
Sacramento, California
Paul Barringer
Eastern North Carolina Lumber Manu-

facturers A sn., Inc.
Weldon, North Carolina
Nicholaq Kirkmire
Federal Timbewr Plurcha-.rs Assn.
Denver, Colorado
Donald II. Gott
Fine lHardwoods-American Walnut

Association
Chicago, Illinois
William Carroll Lamb
Florida Forestry Association
Tallahassee, Florida
J. Wdter Myers, Jr.
Forest Farmers Association
Atln'tn, Georgia
Harold Joiner
Georgia Forestry Assn., Inc.
Atlanta, Georgit
J. Edgar Kennedy
Hardwood Dinensiion Manufacturers

Association
Nashville, Tennessee
Clark E. McDonald
Hardwood Plywood Manufacturers

Association
Arlington, Virginia

W. D. Ilagenstein -
Industrial Forestry Association
Portland, Oregon
James Newman
Kentucky Forest Industrial Assn.
Lexington, Kentucky
William II. Matthew.
Louisiana Forestry Association
Alexandria, Louisiana
Frank M. Atchley
Lumber Manufacturers Association of

Virginia
Sandstone, Virginia
Charles '. Washburn
Maine For-'st Products Council
Bangor, Maine
Roblev Nash
Maine Hardwood Association
Augusta, Maine
M. It. Allen
Minnesota Timler Products Assn.
Duluth, Minnesota
Glen Jones
.Mi..i-,ipi Forestry As sociation
Jackson, Mississippi
C. F. Peterson
Missisippi Pine Manufacturers

Association
Jackson, MIishi.-ippi
Missouri Forest Products Assn.
Jefferson City, Missouri

)onald .McNeil
National Christmas Tree Growers'

Association
Milwaukee, Wisconsin
Thomas 1. Higgins
National Council of Forestry

Association Executives
Columbus, Ohio
ltllh 1). Hodges. Jr. -
National Forest Products Assn.Wa.hington, D).C.

E. Howard Gatewood
National Hardwood Lumber Assn.
Chicago, Illinois
Henry It. Willins
National Oak Flooring Manufacturers

Association
Memphis, Tennessee
Robert E. Dougherty
National Particleboard Assn.
Silver Spring, Maryland
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]Kendall S. Norcott
New lampshire Timberland Owner.i'

Association
Gorham, New Hampshire

J. Lewii )mimond
New York Foret Owners Assn.
Syracuse, New York

Ben F. Park
North Caro)lina Fre-try Assn.
Jtaligh, North (arolina
William J. Kidd
Northeastern loutlber Manlifacturers

Asso citation, Ilit.
Glens Fal!s, New York

Thuomias P. Brogan
N,,rtern Il Mardwootd and Pine

.\amtui(;aetturrs Assn., Inc.
Green Hay, \Viscmnii

Thoalis M. Hliggiis
Ohio iForestry A.-4socition, lie.
('oluibius Ohio

Willihun V. hooker
{)I;dalmna PlFrestry A..-oeiation
Adi, Okiaholimi
Jiilnf.. It. Corlett,
Oregon Forst] Protection Asn.
Portland, Oregi
Friik Tcr l1ui-h
Oregoi Wa'huington Silvicultural

C11 ancil
Portland, Oregon
Carirn A. \Voollpv

Pacific logging congresss
Portland, Oregon

John C. Fralish
Pennsylvania Forestry Assn.
Mechanicslburg, Pennsylvania

Paid Bolinger
Society for the Protection of New

I hampshire Forests
Concord, New lHampshire

Robert It. Scott
South Carolina Forestry Assn.
Columbia, South Carolina
John C. Milliner, Jr.
Southeastern Lumber Manufacturers

Association
College Park, Georgia
William 1R. Ganser, Jr.
Southern Forest Products Assn.
New Orleans, Louisiana

George E. Kelly
Southern Forest Products Assn.
Atlanta, Gtrgia

George Romeiser
Southern Hardwood Lumber .Manufac-

turers Assn.
Memphis, Tennessee
'Martin Crane
Southern Oregon Timber Industries

Assn.
Medford, Oregon
James J. Cox, Jr.
Southwest Pine Association
Phoenix, Arizona
John Van Mol
rtnne.-see Fore, try Amociation
Nashville, Tennessee

E. R. Wagoner
T'exas Forestry Association
.ufkin, Texas

Carl Theiler
Timber Products As citation,

Michigan and Wisconsin
('randon, \isconsin

Inc. of

Larr, Frye
Uimit6d Ilardwood Forestry Program of

Fine IfIardwoods,!Ainerican W ahut
As...ciation

('olumnia City, Indiana
Williain I-,. Cooper
Virginia Forpsts, lnc.
Itichnond, Virginia
William II. Larson
Wa.shington Forest Protection A.-socia-

tio,1
Seattle, Washington
Joseph W. McCracken
Western Forest Industries Assn.
Portland, Oregon

Steele Barnett
Western Forestry and Conservation

Association
Portland, Oregon
George A. Craig
Western Timber Association
San Francisco, California
W. M. Graham
Western Wood Preservers Inst.
Portland, Oregon
If. A. Roberts
Western Wood Products Association
Portland, Oregon
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STAT1.MINT OF TiE TAX COU.CiL,

CAPITAL CONSCIOUS REFORM OP ESTATE AND GIFT TAXES

The Tax Council is a nonprofit, tax policy organization supported by business.
From its inception nearly a decade ago, it h. strcs.sed the bCncfits which would
fHow to the public from a tax policy less adverse to capital accumulation and
preservation.

After intensive study, in 1970 the Council's Tax Policy Committee approved
A Program to Reforn Estate and Gift Taxes. This statement is an updated
version of that program.
Economics of RlMate and Gift Taxes

Whether estate and gift taxes are paid from liquid assets or Iby liquidating
property, the result is to convert capital Into current government spending. Thil
proc,,;s violates the economic rule that taxes should be derived from the streams
of yrtdluctitil, and not be diminishing the capacity to produce.

Little thought %eens to have been given tW this rule when the extremely high
rates (if estate and gift taxes were first legislated in the 1930's. At the time, na-
tional )olicyniakers were prone to believe that the depres-sion had been caused by
oversaving: This belief undoubtedly was a factor among those who voted the
high rates, but the stated urlpose f;r the levies was simply to raise reveries. The
fact the rate.4 would require e'.ictive liquidation of large states (unless preserved
through philanthropic transfers) seems to have caused little concern.

Tidiy, no tite would argoe that a society could advance by devouring its
capital-which is what happens when cal)ital is converted by taxation to govern-
ment spending. The amount so consumed must be replaced out of current in-
come before there is net addition to the nation's stock of capital.

The yield of estate and gift tax(.s, estimated at $6 billion in liscal year 1977, is
not of great fiscal importance in a budget in which spending will exceed $400
billion and revenues $350 billion. And it is only six percent of the estimated rate
of personal savingq. lit, for )ersl)ective, the figure i6 bet related to the amount
of income and numbers of peoplee involved in it, replacement.

Specifically, the savings front some $100 billion of lprsoial income ire required
to replace the capital taken by estate and gift taxes. Or, stated another way, the
valie to the nation of the savings of 14 millions of its citizens is cancelled out by
these taxes.

1970 wa.s a period of intense public discussion of national priorities. We pointed
Atilt the.n that when a claim for priority was examined, it was found that the need
was e-.entially for umore capital. Continuing, we said: "The dialogue on priorities
has tUnded to :tssmne that the overall shortage of capital is something which must
be aeepted and lived with, but the Council view is that the dialogue adds up to a
formidable case for priority attention to ways and meaiv% for increasing the na-
.tioI'ss tock of capital. A good place to tart is where taxes now destroy capital."

Since then, a consensui. ha.s developed that capital spending is a percentage of
gro.ss national product should be increased, and it iq widely recognized that reduc-
tion in the t-x tipact on capital is necessary to this end.'
Objeciircs of 8I1a1e and Gift Taialion

Although the hi4ory of estate and gift taxation shows a legislative aim limited to
raising revetnue, tilt( academic dialogue tends to a-Asune and sul)l)ort additional
aims. The no.st pIrmninent, one is redistribution of wealth, sometimes stated as
reducing th(, concentration of wealth. Another is the taxation of windfalls. And
still another is to tax wealth per se on the assumption its existence indicates
capacity to pay tax.

Suprl-ficially, the redistribution aim might feem c,,nsistent with the common
law rule against perpetuities which originated in Medieval E'ngland. The aim,
however, i- unrelated to and inconsistent with that ancient rule. The rule was con-
cerned with limiting the power of a living individual to control future inheritance
while the redistribution aim is concerned with limiting the amount of property
which mav be inherited. The aim is inconsistent with the rule because it would
accomplldish the reduction of wealth in particular hands by destroying it, whereas

I A proposed national policy goal for raising the level of gross capital spending from the
long time average of 15ti' percent to 17 percent of gross national product. through a
comintrehensive program of capital-releasing tax reforms, Is ii ielled out In the Decewher
1975 revision of the Council s "Program for a Stable, Capital Conscious Federal Ta
Polley."
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the rule was concerned % ith freeing the movement of property be-yond the living
generation and not at all with destroying it.

Unfortunately, the dialogue does not illuinate the problem of concentration of
wealth in contain iiwrary Amncrica, or tell us why estate antd gift taxatiiot would Ixe is
gtd itistruint f,,r dealitg with such it problem, if it does exist. Th.r,, are several
factors which litiglat( against the existence of the problem: lir-t, the amount of
wealth pa'iig by testallint or gift in any year is only a fraction of our total
wealth and is snall in relation to ti(, contemporary rate of aiccunltilittion; secondiumst 11- the 1ccuilalitlltion 46f wcaltlh mieas the creation (of new and ltter job's an
highier living sindards for the public At large, m does the conwrvatiin of wiilth
i.4l, tIon I'VIr liiyi(lr hl, frfilli which (f limildl; third, the Aiterican' work ethio
ml.lis to bl oltiir. elhiliced than dulled by acculimultted wealth; and foirth, in th.
llll, viable Aierickan s city, Io-t4 .atiqo.v4 disllay of wealhi is niat i soil or

political lrtshii. Th, vi ew eaf tilt C'oUiil therefore is that there is not a imajori
iblunm fo {f co ietitration of %%valth in colltiteirarv ,lelt.ricu. If there were ueih a

prAi{In lnreia v-er, thw' tax li.rhalaisln wild be ain iliappipll riate ii.-rument for
dealilig with it leatia, taxation destrovs insteiad of reilistrilatiling wtlalth.

There ki a view among tax scholars that ctawlideration -hloulild Ite giveal to
trli. r eliig tli- pre'a .it taxi.i itil :ill tiome. lax titla. paid by tratt-.4feree.i til it
Ciulliative lialt Iasik. Fer exajile, i Itlgacy -,f $1Il million giiliK to i lt all
Sithiit liritar uvalth ,uld It# laxe.d fr i the ottial (if lit, ritie' scl e ilp, bt s-ule'b

ti Ii il'y geiilg tit a tot* i Whi4 Alr,.idv it :t {trl i ,It1) iillioil would lbe taxed atif
th. top efr thel,. rio, ('itllle.il beliexvs it iiuch bt tr it) cealentratte til light-,.
ill the destruct ii o if capital idite.r tIe. ljrt-.olit tyhaln Ih tt become iliv'lv'-d in

di've'lliilig whilt. inevitalaly wiuld lh aI iulaei'll litre euaulicited blt also a more
de.'lrucltive s'slll (f tatit ll.

With res1et i tilt Moot (if taxing % ildfall.S, thi. stlliQ :i li p r way to describe the
griat Wilk mif tr:inlfe'rs which inevitahlly go toi relatives fr tthe'rs who have reason
to exliti't rememranclllell'. rii. aiim lly, ite dismised with th, observation that it
84i4.111% ;5 gli.livituis it l bond'4 between i huian beings as it ik to the' ilnlIortalicle
of rililrvillg vagial lit srve nlh )lic ililter-t.

'hie :e-,illila il that. weAtlh itinlic'at, capacity t l pay tax overlooks tilt- far
greater rtvellue jiati'tlid of taxing iieome generat-d by healthh thaln by taxing the
wealth it:welf. It i.t one- thing to , wealth c; ti( nfli.urt if tax we, expect to be
laid tilt of incone, as with local Iroj erty taxes, illt i quite another to look onil the
wealth itself ast a lalmaiir tax obit. The. lrtesit. rites of e ,stte iad gift tax mar be
tolerable lecau:e such a llll llilrt of the nation's wealth is subjected to'this
tixitin ill any nlte year. "Tliq ds not, change tlhe fact that the rates are uneci-
nlaliiCe, destructive :Ind quite iliilnicable to the public interterst ill nimailitaining aind
exliimtdinig the nation's stack of capital.
General Suo mmary of Program

The.,e et:it and gift- taxes deprive the. privatte (Colloiny of the growth, new jobs
and1( other values which would CialliC, froni a six ltrcenit increase in ieiorsn o l sinViigs,
aiil delarive' the goverllint, of lhe iimreav in tle' inollie tax hai.se which willild
et-alnIke therefrti. The broaad taIji',ti\ , ,f the I. eitticil irogramlli is a restructuriig of
the .f.-l:te and gift tax sy'stellt tt reduce th al itUllnt eaf capital converted to govern-
Inint spllnding, and thil4 tio i'nlarge the bii ses foir eliOlic growth and for incimen
tiaatitim 'I'll( key lwrealios:ls wailld:

I. lreagre'ssivelv lighten the burden of thee ttiXe. ov'r a lwriod of years
withtiit redi-ction in the dollar aillitaUllt (af rivenei frill this .ource,, and

2. Provide, a practical means by wbllich taxes' due with respect to income-
producing property would be derived from w I,. iii-untie and not fi"',li tho
prtilm-rty it.elf.

A numller of other iproatasals arc designed to ipillrove the structure if the
est4ite mid gift tax sytem while :avuidiig rt.visiolis which wotild stulject, affected
prolot-rty to greater tax:ltioan.

Summary of Specific Policy P'roposals
In brit f, the CeAuncil prgranl would aceimlplish the' fbIlow'ing results.
I. Alllcaltin of Rereaiic Growlh.--lIi\'entUe grwih frini the estate, and gift

taxes would be ali located for a decade ahead to rate reduction and other capital-
s-avilig reforms.

2. Ten-) ear Mizn of Rale .loderation.-The rates of estate and gift taxes would
he, rediced fifty percent over ten years thrnuth a series of annual cuts ik a
uniform pattern.



3. Taz Payiment Trusts.-All testators or donors would be permitted to place
income )roducing properties in "tax payment trusts", thus providing for payment
of tax from income while conserving property intact. The maximum time for
payment of taxus through a tru.t would be twelve years.

4. Credit for Capital Gams Taces.-A credit would be provided for lifetime taxes
on capital gains against deathtime taxts on esttats.

5. Fi v-car Averaging of Gift Tqzes.-To permit greater flexibility as regards
both the timing and amount of gifts, gift taxes would be averaged over a period of
live years in place of the cumulation during life under prem-int law.

6. Carryorcr (Of Capital Gaions in Case (of Gifts.--ecause the carryover tif capital
gains basis does not seem to discourage giving during life, there would be 110
change in law in this respect.

7. .larial Deduction.-- The marital deduction, now 50 percent for both estate
and gift taxes, would be increased to l percent.

8. (;if-Splitting with Ihs pet ,t Dealktim Tratirfer.t.Tlhe s.;ittioig itf gifts
lbetw,.,i sp,,uses ms .riitted in lifetime t-ansfers would be xtciided tot deatlitille
trallsf(rs.

9. Low Priority .fr Other Tax-St int I'ft l txits.--..l'rol..ul' t,, itierease exelp.-
tion, aind exclusionis and Gor extra reduction, ill hoer ratt.% are accorded low
priority in the (CtiUmcil Iroigrant.

I0. ,Scpurt Tazatitoi (if Ettlcs and (;ifts.--(',intet mitrary proilrmz.kll l,,r tnt ify-
Ing aid cuminuhitiiig thew taxes under one rate -eale would disv,,uragc lifctinc
givillg, and thus under the, )t utsiil l)rtogrant would nut ie enacted.

11. .4 oiuig New or .hlitia Titlio,.--l'r.i.,... fir i~ter.'nii, the itirten
of e-tat and gift taxes, throtigh variotus im.ai-includilil additiolial taxation
ftor sm-called git.ler:tiitit skiipinig, copali:Irablte tax:itihil of pIriperty trati-ferred toi
o1(ollrelativ 's, aid liii-iolf tuliplt'vee death lbi elit. iI gri,,s eslt tt'.rll
c(ouitr to the public interest ill ei.-.rvilg capital tor are uthurwxi.e objcvitlikalde,
and thus are opmsed ill the ( Uiscil ljr,)gramu.

Thure flimws a divuti-imtu of the Cutncil Ir-posa ill :-time delth.

1. Allocation of rCenue growth

l>Atme aid gift tax,.. are rw yielding rmnmlU revenue tif alut $6.0 ljilliton, and
experience' would indicatt• an av:'nwVe az:::ua! growth in t:a;: .te o.,f :Ut l'e.,t ta,'t
Irc,'int. "'he (-o tiicil lirtliii al I. that the ft'leral g~ioveritient ftrego f(or a decade
tie rev(itlme inrea.e whici, wouldd ite ,oni tii, growth ill I;v. Tliis wtotld
alleate $GO) milliott:a yat-r for rat" n-%iA'tit 1(1 other tax-lavi. reforms tf te
t~tIt('. ld gift t;axte-. Although iilt; is a muiill or cven in-ignihaai ..-un in r, lati,.n
to current luidgett lvl'-- about tolli-,evitVtl (if lie lperctit-o'ur a decade the
et~itributimi to, capital fornmiti,,n wtiall be .iub1:uztial.

If lIr:-ent rates were continued, a ten-liercent ,nnual growth in liuse of the
.tat. aild gift taxes wiuld liltli revenue fronm thi .,,m;r,.e ti tot $1 f billion a

decade hetuse. It wixtld take lite savings from iiarly $271 billion f l)-r .. al
itivile to replace the .IG lbilliin li, fire there w as net addition to the ilutit-i's
st(ik tf capital.

Bv all'c:atiil ti(, reveei gr,,A tIt1 tax rulitictimi, tlie- t~ax(v.- :t dea(le hi lic
would still be iviling my , $6'.y billh-,.1 miivt::,lly. A tixick r-act.,i iulight he that
the giaxrtit-r (imit tlierifore wtitild Ie hiutig $1l0 billit.ni :4 vvar in revenue :v: the
reill of (toit |ctlli t tof tihe l r,,ir:ii. But thi- \\,fld wit Ie. st0. While the Poveris-
114tt11 woItild be gettill" I0 billion I,-- a var frlajat the e-tate anid gift levis-, it

,iulild lit reapirg thigh il itieill .11d ei-eXvi' axes 1h1t lie'lit it 'SlI) bili.l.l
ill capital f(ormaittio. lti li:iating the r ev -le take thlrigul the- tam s at A;(} : vri
,,f the gr,,-. nati(lial irthlutt gnt rated ly the :,luit:dl forlnmi,,, the ttal wvld
ie i, :arlV $* billili iflit i:th vytar. Te r venuie v yid. , imcr.Z-e to 4)\.r
$lt 14;llion in the t welfth yve.r, and tihe incremnt.,i. thereafter would d be all IIh.s

2. Al If-,ie:r pato ,.f role iasl ration

l:-t: le tax rat-' begin at 3 it reot ,ii n ite firt- $5.100) ,f tx:,ll.. i', a', r,'a,-l
30it I" re(itt at 9. 1011,4(w), inove fr,,na 41 ti .53) lerctt at .2,50).11)0 and reach a ttip
rate of 77 percent at ]},)iti).0m0. ;ift rame-' are a iiifirll three-ti:irters (if the
t-tte" rat'v. 11 rates aiii aiiut.-% )f tax at the turnt tif veh bracket are given
inl Tablei I and Il.

Tiltot. i,-ear Ilan CoittIl)l:;tei II cr,--thlie-lward reduictioin of 50 . rcent in
the rat,-, (if state ild gift Ia . i aIt the cild f tOw I-id. Ow lll.iOfl u! (,it t hi'i
would ie to reduc- rat..- ai ani,'r::a five !i,-reait ,,f Prt--nt rates in each of the tei
yvar-. llo\\e'.r, Iwcau-e the ha-, for thw-e taxes. grows yearly (10 percent), a
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uniform rate cut would not coordinate with maintaining revenue. from this source
at a level $0 billion over a decade, releasing $00 million a year for rate r-duction
and other reforms. A ive-Iercent cut in rates would reduce revenues only $300
million in the first year but 800 million in the tenth year.

The other means fur reducing the rates on a uniform pattern would be to apply
the saitie percetage cut each year to the declining rate scaks. Roughly, svell
p&.rcent would accomplish the object ire. This would encumber about $420 million
out of the $600 million available annually for reducing the burden of these taxes,
leaving $180 million it year m the average for other reforms.

The 77-percent. top rate of estate tax would be reduced to 38.5 percent in the
following progre.,-iun:

To:r rNle
Ye:ar: prrecCN

I ................-............................................. 71.8
2 .............................................................. 66.9.............................................................. h .
4 --------------------------------------------------------------. 5. 0

------------------------------------------------------------- 54.3

------------------------------------------------------------- 47.3
. . ..-------------------------------------------------------------- 4.1.2
---- ---- -- -------- --- ---------------- ------------------ -- -- ---. 4 1,.4

10-- -------------------- ---------------------------------- 31S5

The rates for all brackets of the estate tax after each annual reduction are shown
in Tadle Il1.

J. 7ax payincid trusts

With a sharply re-tricted (xceptioit, there is no substantial (-:ape as regards
large estates fri tite dv.igtn for laI:t'n.t tof estate tax liability by liquidating
Ior,. ,erty. The mnarit:d deductimi will generally delay but not pre\vent'full paiyent-ot
of tie death levies. The tax may be avoidd by philanthropic transfers of lproperty,
hut this cuts out the natural heirs or others to whom the tstattor might have
liked to transfer propert%, intact. Without liquidating part of the proix-rty, lie is
unable to transfer ownerdmiip to sois, daughters or others. If lie wi.-hes lits prop-
erty preserved intact, he is stopped from tran.ferring it to those he would like
to :sume the responsibilities of ownership and management.

The exception to the design of liquidation is in the case of closely held businesses.
The law providt-s that tihe estate tax attributable t a closely held business maay,
under tightly delined conditions and at the election of tie executor (not the
test:ator), be imade in ittt more than tvn yearly installmnttU. The conditions are
that the value of the estate's interest in the busilnt.s Vexceed 35 jwre.nt of the value
of tite gross c>t:te or .'t perceiat t-tte taxatlykettate; titat the ownership interest
be Inot less thai 20 l)4reent of the ,lttk of the ci,poratio; and, in the latter
ca.e t that there be iot t nre thau te!i shareh,,ldtes.

Aithotugh this proisiiui ,-w.elis to have received h.-s use than C,1fttit'nlate'd v, htn
enicted, its Itrhils(-a jt ialified dIpartuwre front the dign for tax payintlt
from liquidati.oia , or ormil'rty..i. tidii. Other than the retrictims, major rea)otis
why greater use has iit beieni imld' of the provi.,ion is that it keeps the estate
tujien Gor the duration #if tie i;,yn nt -ch-didle, tlhereby increas.ing cost of adnimis-
tration and Irolnaing the ex-cutor*s txp, urc to liatilitv for utx paynmeit.

Ncvvrtlhvl.,ez, tl iraiion for intallutant pa:tynntit sf e.t:ate taxes contitutei
aI precedt.t or p~rincile a-; lrwad as the public intteret. in pre..srving capital. The
rewtnt for the iproavi-iol as nuwt slocial virtue of the testat.'r or legaitevs directly-
atfected, but the public iiltri-e4 in jpre ervimg intact the capital in a uIsu.s.
While the priovi-imi was enacted be.:use bu.i-is groups had poiited to the hard-

A.hip tf the e.-tate tax on -anII ll, tco ly 1ia Id iu~inesses, from the public standpoint
a givie iit'lilit of c:alil iliVL-Ad d i na : al t! Iti-inv'.s is ,of no greater iiiij)ortaiiCe
thati a similarr anolt inv-ste-d in "a larger business. In fact, the provi.,iot a
enacted is in mo se.:e re.tricted t,, ! n|1:dl iu.-inisse-. If the coinditi, t :tre liett,
there i. no limit to the ize of a lu-din-s which may qualify as a closely hold busin.ss.
undtr thie provislon.

There is in fact no line of denarcation based on size or breadth of ownership
Ibetween capital which does or does not serve the public. The public benefit., froin
the exi-tence of capital e:.iployed inian entrrpri-e regardl.s of its :ize tor whether
it is; clo..ly or widely *.wia'd. "There i - it way tit draw a iiiie (of p'ilfic interest in
Ute of capital Ahort of tihe itiatiott's total .torck oif capital.
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To conserve capital which otherwise would be converted by estate or gift taxeS
Into government spending, therefore, the Council's plrjooal is that provision be
made for payment of estate and gift taxes generally out of income from the
affected property instead of by liquidating part or all of the property. This would
mean that tiny own.rshil) iiit' itst in any l)ncotne-I)roducing property could be
transferred intact to managers, emjnployeets or others regardless of family ties or
whether a business is small or cltosly field.

The property involved would Ib. placed in "tax payment trusts," the sole pur-
)Ose of which would be to collect tie income from the propertyy and Iay the tax

attributable thereto. When the taxes were, fully aid, the trust would be termi-
nated and the tranisft'r of the i)r,,iwrty cotlete td.

I)itails of the proposal, and sMime Cnunients in regard to revenue effect, as de.
velopcd six years ago, are available on request.

4. Credit for capital gaisis txaes against estate taxes at tkath

A problem generally us, -criated with estate taxation is the alp)reciated value
of ortIperty held at death. Thik valu,, generally referred t) as " n'mralized gain,'."
is Ilot objectt to the capital gai.'-t tax. A c, mluon prtI-sal has li-svn that, through
tone nians ,or atifther, mlch gaitis Is- lirelught hilt,) a tax lNow,. One lrol)o.ld would
tax the giills by requiring ineluiimi ill the dec,'edeit's filial income tax return.
(ither wmll,al t,,uld tax the mirealized gais t under the estate tax svm.te.
Whichever wily it might Is- don, the taxatitin 41f uir,.alized gains at death'woul
1116:1n a tulle til~ultaimeitoi- ipipst n :a traiifer if capital.

'lie council's s al)lmr,,ach to the ljrohlen i-4 (IitP different. Instead of ilnpo, ig
a lolible tax ti de-ath, it wtmuld ipr,,vil' a credit agaii,-t e'.tatt taxesi of capital
gains tax's paid during life. 'l'ah. would .imtute the d,.le tax which now re-
.ults from paying e.t-te tax oa lOrl)4'rty tt which in tine formn or another h:as benu
-mlj'cted to capital gaiil taxation mitli" (or mitiir times diuriig the decedent's life.
The credi'.I i a key prlmal of the (',uncil lmirgram fo r reform of capital gain.s
taxation which \tomld take the plllure capital gains of individuals out of the federal
inICOiie, tix a. e. mlhdr the program. such giuis would be taxed under a separate
system (of tratisfer taxation a.s(.iated ttith the other federal capital trausifer
taxes, that i.A, thtise "ii estates aod gifts. The credit it death would reflect the
fact that the tax object is capital and not incon,. Of c,,urse, the credit should be
l)rovided for gainis taxed under the income tax law if the transfer system Is nut
a(lt,'ited.

5. A 5-year areraging of gft lazes

Because a person's capital is diminished by the amount, of his gifts (and the
tax ther.-n under present law) and gifts in different periods of his life may have
no rtlation whatsIoever to each (other, it could be argued that these transfers
should be taxed auinaially without cmmul'atiom. There is continuity in plains for
givii g, h,,wever, uhich extvmads over years even though eaich gift separately
br:di..s continuity of owner-hipi. A s riddle l)ro .ition, it is suggested that gift
t:ixes be averaged over five yvars. Thi- wt,,uld eatcurage iVing earlier, more often
and in greater total aimiout duirilng life. in sne ca4iss, there und(oubtedly would
boe a si)rradillg oit of gifts ley;nd five yeirs to lbeiclt from lower tax rate.", but
this would -v.rvv the lpullic interest in lighltenifig the burden of t:xes on capital.

G. Contin sad carryorer of capital gais basis in case of i/ts

Inder present law, inrealized vtain< tin gifts during lift' do not become tax free
as happens with respect to deathtimaac transfers. The dtonee takes the tax basis of
the dontr iid, if he. muhttueintly ellss the prolrty, pays tax osi the ap)reciation
in value frism the time the pruaperty was lcquirtd 1)y thte dIdnor. Pr(posals for
uni1ifViig 'st:ate ald gift taxes I and for playing tax on appreciated value tit death
generally contemplate that. donors would pay tax on appreciated value at the
time of giving. The result inevitably would be to discourage giving.

'he aplprtiach tf the ( ',imcil' program is that mort giving during life k gen-
trallv dt-.iralile Itait not if the tax (eiseitlenC(s would convert more capital Io
governiint. peiidilng at the ('\I'4-1" of tile nee. of the private economy. Thei
c:rryover of capital gains bI.is in the case of gifts (ies not discourage giving is
regards time or amount, and therefore .- iould be continued.

& See Sectiou 10.
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7. Increase in marial dcduction

Under pre.-ent law, lite marital deduction is 50 iprcent of each lifetime gift
vt i'a ipu--U s, and 50 li.rcant of the adju.itd gro..., e-tate of a dece:-ed spoe.

There is a view with consideralcle support aniong tax alathoriti. that this or ally
limit on free tran4eN of property between 'l.Jlo.ses viilate; the nilatiality of the
marriage btind or, stated differently, tiny tax on tran.,fers between spoU;vs is an
inia ileroriutv exerci-e of tile tUxinag lower.

l ecau-e the 50 lptreenat deduction is so generally availed of tinder pre.-ent law,
t ie're ik 'mtnlle conern that change in the law tio lPirmit tmlinited tax-f ve trait-fk'r-
be'tween s lntses would create i strong iientiv'e le disregard the facts and cfir-
Clilli tall'es whieh would indicate only partial trtm.l.fer le itadividt:il siluatinz.
lit joilninag in the proposal ii. rntiise lhe iariald dedcltiin its IO0 percent oil all
illterslim.-:al tra.-fer. the councill hq.pt, that t nthe jlitiVe reated will i- f,,r
Il(ort. objective evaluation of all tie facti'ir; before the de'dt(ictii to 1th takeit lre
decided.

S. G efl-,pli1ti,,e with respcri Io drclhllme Itra ,fcrs.

inder l)re'ownt law, a gift blv a ntarri,.d ie'r-on to -tien'lie other t hin hi" or her
Spollase ily be treated taxi i te .; if half hasd lb'evl givei't by the either lpomse. This
.1plittiaag of gifts, however, iA wot permitted as reg,:ird, l ne.ta lentt:,ry lir ti -.
It other word", tile stirvivinlg poue ll cannot take on-half o1f lhe gift*s value oilt
of the e-sUite anid treat it :lii a gift by himi tor her. The ('illeil joil., ill tihe lirtmip-:il
initiated by others that the privil,'ge of gift-:pliiting be ext4lnded to dlatlitimen
t rawl4ers.

9. Low priorily f,,r pr, pomais h) itecrroxe (.Tepi.ies curd a C tsie,es, atit ftpr extra
red rli tDt .l a lerr raltcs

The ('omtil proigrmln accorlz top priority to ref,,rma in estate allnd gift tOx,..
which would be nlol t .igilicamit fosr cet,-ervilig and enllargiag the a:tiota's; stock of
capital.

When, the elt:ett' and g1ift, taxes' are reviewed from the standpoint of direct
inipauct on people, however. ila.tetad of itnpairnit't of the u:aitien'.% %lock (if calpitaul,
thtre .i a tendency to dwell on narit:d arrangvnent . exemptions anad exclu-itaiv
and the level of rate, on itaable aniititts ij) thrigh ti few hundred tho,-antu
dollars. The ad41utacy of marital arrangenselits is the( only ole of these uire:. top
which the ('Coni prograun accor-, priority. Eve'nl with itX) Ix -r.Ient marital de-
dlct ion, it is believed the reverie effect, (if the complete program would tustt
average inre than the .$600 million annal revenue growth in the estate :nd gift,
areai which it i- recomnne'ndced the' goernient feirego forit decade to acecomipielish
reform. If oliicial estimaltor. should coneltde thalt the prograin would fall siiniif-
i':antiv short (if encumbering all of the revenue growth, aev'4rattion in rate re-
ductia,; would be the limAat tic-ira)le addititial otiiot.l lit olher words, mntil the
valuies in the public interest . niplplal zed ili itS ilrCil,p'-ils have beehi largly achi. ved,
the C'olineil Ieliev'- that low priority should be accorded pIrtoli.als fGor in'rea-iinK
evenlijtlilll' :id exl e H-ioii% and for extra redsijtioin in the lower rlte,- ,if tax.

Three factors are e-ipecially -ignilicant to these conclusions. Fir.-t, the jpri.,e'--ed
rate redctietion% utilld lib.t:antially ease i lie burden (f tax ill the liour ailige of
e..:ltv. anldf gift.., with the tuajir part of the rcdiseetie is.' s.ttll ili the ,-arly ye: r.
of the I'resgrani. With the r lclmninded seveIi p'rc tit annild redueiotn appli,-d
to the deelimaitag .eale o.f rtes, iiar!%• tws-third..s of ieh overall lifty lire-itt r,.-
(iduion would Ilike plrv',' in the tirt live v:er. of th' pIegr:aiui. Foir ex a gld. as
.howli in Table Ii, the :0 Ie)'rcet rate which now applies hi tlO.i4)O 5.O(I(l

4if t:ax:alle iet:ite wotld be reduced to 20.8 per(.cnt ill tive years antad to V1 Irevit,
il tell ey:irs.

Tht' second factor if -significalice i. the exte'nlt to which e'xeaptio%ns aind ex-
eleltiotli. ilus tile marital deduction ltow pr,,vide' protection froia tax a. regards
the sinaller amatit of traiafers. As conipaoilel frin Table IV, which iI)b-tract-4
datla front taxable es, ate returns for 1972, exeanpt ions and muarital deduct iaas
re,ov'd 5i )erce'it (if the total e..tates frotn lte tax ibas it! estates Il) t 5t)0.O00.
But, for estate.si over $5 million, the saie pro\ iiows removed only 14 pIeret lit of
the total estates from the tax base.

Tie third factor is that personal hardship tinder the existing arrangenentr
would in general be limited to situations itt which transferred property is intended
t) )rovide for the old age of the surviving spouse, and the 100 marital deduction
would resole this situation.

T5 -046-76-18
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10. C'onlinued ~cparate laztlion, of estates and gifts
Proposals for a unified estate and gift tax rate scale tend to assume an inherent

Inter-connection between all life-tine (inter vivos) giving and deathtime transfers.
Yet, there is a vast difference between the act of a person who in the prime of life
)ermanently foregoes further use of property by giving it away, and the act of a
iersoit in providing by will fur the dispobition of property come the time when
ho can innakce no further use of it.

When a person inakes a gift of property, the continuity of ownership is broken
and hik capital worth is diminished accordingly. By contrast, when property is
sold, the seller's capital worth is diminished only by the amount of the capital
gains tax. Uleis subs,.et tly given away, the prolprty remains in one form or
another for inclusion in hi.s estate whent filtiily disposed of by will. Thus, there is
no break in the continuity of ownership before! death except for the part of owner-
ship tiken away by capital gains taxation.

lit Council s position, set forth in setion four, is that continuity in ownership
of capital in whatever form through life and until dispose d of tt death provides i
connection between tax ton lifetime tran.fers anld ons the final transfer at detith
which s-hould be reflected in it credit f,,r the former .tgains.t the latter. By the same
re..oning, there is nothing to collect Ip l)between lifttime gifts and the transfer
of property still owned at death, and thus there is no rationale for connecting
up or unifying the taxts paid on the two.2

.% liripJ.sal of the Johtnlson administration :s it went out of office in 1968 was
that th4 t4ep rate tof v.-.tat4 tax Le reduced from 77 to 6 pervenit over a ten year
ierio l. at the same time moving tip thw top rate of gift tax from 57,.1 to 65
,,Pre,nt. Under this lirtplti-sal, it would bctmne miiiore expensive to give during
ifetime and, after lifetime givitig, in many if taut itist cases death duties would

be hi her on the rein:u.iniig states than auider prt.s.nt law.
Unlifyinig uncine.t.d tax t.vent.s, discouraging lifetime giving and assuring

higher tr:anfer taxe-s in many 'ases add up to it imIve in the wrong direction. The
public interest in lightening the tax burden on capital would be bv., served by
continuing the separate t:axatitin ,of v.-ttet :.nd gifts, but with iprogressively lower
rate..; and with provi.ion for paiyinent out of itict'oie, as proposed in the Council's
prostarinm.

j.. Iroiding new or additional taxation
The estate and gift nrea lIms not (-:eaped attention in the continuing dialogue on

enlarging tax Ibses. The most p~rominenit proposal identified with this area has
been to tax capital gains unrealized at death. Ittgardle.s of how such a tax would
be itips'd, it would be :enthor-i ttket a doubl&--tax on the capital which a
pe'r,,n laves at deatl. As stated earlier, the ('omcil's view is that the carryover
tax lprtllim with nrstpect to lpirirty at death is not that unrealized gains have
li,,t bl).,.1 taxed, but ik that thl ierj,,i'ty already has ben diminished by a tax
of capital to ht' extelt of rlized g;ains. Couiidering tht public interest in
eC.-1tVtrv'llg aid it'llargi:g tihe t':lital S1lmpjly, as t,.li as the fact that capital
hevld during life- :,nd until tlvath is oe sand the .aillle Ih-isg, a credit igaimst estate
taxes of capital gailis t:ux.s paid during life ik advocated boy the Council. The
imp.,-iti,,n of a ,.*w tax :it d, ith -,,n uimir, adi:tl gains is strtoogly toppsIed.

Two, related ji-r, a;ls for iner.:iigg ,-t:,te aid gift taxes are. lhuie to iiptose
addlitilm.hl t:axati-,im for st-.alled ganeratin-.killjing and with respect to either
property which had not luu-n rea:ai'd by trai-fer tax.vs o, er a period of years.
V.,,r ,x.lijle, the J,,lvis,,in Adiniii-.tr:,tii rm .omaiende d that: first, to assure tax
with r ,-yet to .ah t,.ncr:ltium, a .ulstitumte tX shoiid ie iiiti-aed to ie paid
either Iy thetiriginal tr:ti:.fGror (or. don Oeti,,ma, by the fir~t tr.anserev; and,
NecOlid, "uA an e(u:taiztr in tw' cest' aif nomi-r,.litives, -iheii .1 -uh-titlv tax should
be a;iiiied wlhen the tranu.-eree is natre tlian 2.', years younger than the
tra ifr.r.

Sili'ho l*r'ij.'ial are haesd ton :w-.mntti with r,..h .et to the aim of estate and
gift tax:atiilo which , a-; Jiam- diin :ar 't).-jctive, ,if L.t-t,. :mid Gift Taxati,m,"
ure iti, ri.t I ht,'.d ii til,.. lati\'iv history of the tax,-4. The ca- t.,ai:n-t the pro-
ik,..;i0 k inat trati4urs by which inm4ie fr.m rip-.rty bI.et,..- avaiiable for use
in one gene-ration while this Capital i- coas,-rved for t :1i:; t te imext or a liter

gi-:ralitit se.rv, lith lielti it i -r,'-t a, r-g:irdl Ihli ;-:ili,'s estoek of capital
aid the government iatt.rt. k- r;.g:ard- reventt. S.'ila :t tra##ifu-r a.,,uares that the
capital will r.mnain inltact for at h-ast o1e gent-ratio:i, and over the average time

.: I*W4.-,,& a gift Ig nat.le in C',1ntemlj'luiin of death. In which enut It Is nisiw Int-luded Its
ie tie.eihe'ts grubs estate with an offsetting credit for gift tax If ialid.
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!gpan iviolved the g,,verniteut undoubtedly would de.rive much more revenue
than it would have by couuming the capital in the first Instance. From the
eeononi standpoint, it would be a step backwards to impose an additional tax
tdler thv-e circum.stitnces.

The Johlin Adminitrtition also recommended that employee death benefits
nled,.r j'ialified peivion plans be included in grusi estates. While the marital

dedtition, if rai.d to 100 percent, would re-nde.r such an inclusion teaningles
iittf:r a4 the surviving -pot, i'k conet-ne.d, the fact is that such bene-fits often
*trio int nded to )rovide support for children and others as well its the spouse
dltjietdelt oil the trin.fror. Looking on these traiisiiettais as extensiots of life-
ti., e lsnp#111 tion, thewr.,etll4 lIb al)propriate re.son why they should be subjected
to e-tate t:xXatioln.

.tlkiiig aick, w,- may wi-h that the legislator of a preceding era hbud di-spnyved
tr,.ater eon(imic siitiaiti thn i, reletd in the rats of est:tte ad gift
:ixt- , which havei thl f,.r forty ytatrs. ('e rtaxiily, imort? ntode-rate rates would have
,-t%,' tlt111,r e'littl form:tti in, more god job-, high,.r standards (if living, less

intitiii -ind mnort govrntnt n, ,vnue over the intervening years. But there, is
,.vte,4 ,,,,jljlititLt we. 1: pY to the, work of those l,-gislators-they did not en-
l,li-h th.ir uiim. Thev givt- their ol~j,.-ti, t-w; simply that of raising revenue.

% ,. etimmeid the :iiste objective to thk ('tnuiitt't', but, to be tccoml)lished
dilf, rnittly. We -t-k thatt yoi r .cognize tie, public itnterest in cot t-rvitig more
ealthil;,l .tolh:tt it may genlierate iII," all'i-ltme 1111'411104 othe'r 946,z| Pitilpit--,i
',1,hl r:tii-, lilore- revenhi' th.aii woild comiIe froi taxing th( c:ipitad directly.

lt lpvctftlly submimitted.
Jonx C. DAvtvso.v, Presid ttt.

TABLE I.- F(DRAL ESTATE TAX TABLE FOR COMPUTATION OF GROSS ESTATE TAX

TLIaWe estate equal to O. 11e than- Taabl* estate less than-
Tar on amount in

column (A)

Rile of lit o% etces
oet anioint tocolumn (A) (re.,,eat)

(A) (8)

0ss. 0

70. (V43
30. CL)
40 00

100.000

9. (a0

I ?t. 000
S. 0000

3. C0 CW0

6. OW. 000
7. 000, NOY~
S. 000 ow0

1V. 000 ow00

$5000
10, 00
20. 0"
30. 000
40 (MO
50. 3O0
(4.000

100.ow
260 01)2 so. OA,600)
75W00k)

.00 t0
?.0 00

? 10. )
5 ',0 ;

4,0 ) G ,0

5( ) ,VA

10. uWJO. W u)

- (C)

0$1o50

3. ('kV
4.600
7. (.,1
9. V4

2'1 7
CS, 700

145. 7no
233.200
32S. ;03
43 200
S!. 710

1. ?. ,3
I. 143. 1W

3. SI-'A
4.53. ZW0
tIL 35 J

(U)

3

1

I

49,it

1$?

sO
,3

33

a,
63

69

73
76
it
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TABLE II.-FEOERAL GIFT TAX

Amount of table g4fts equl AmJt of taabe &.Its fit on a"unt le Rate of tat on oness over
to or mooe l- tess than- column (A) amount ,n Column (A)(percen)

(A) (0) (C) (0)

0 I$,000 0 2',
10..0 1112.0 00',
10.000 20000 3Moo0

000 3)000 1.200.00 100
3.0oo 40.000 2. ?000l

000 1.0o0, 3. 600. 00 165s
s.000 60 o0 W20.O0 WN%

60.00100.000 1.120 21100.000 0.000 1.12s,00
2.00 100.000 49,'ois 21.00 24!25k. 000 Sm 000 1 21S. 00 24
$00.000 1SO.O 109.27150 2%
10.000 1. 0O, 000 114 000 21,

1.000.000 1. ISO,(DA 244. 271 00
1. 20. 000 1. 100000 317,0000
1. 500, 000 2,000.000 )6. 03.0
.000,000 2 50000 5164.9000 36',

2.5000 3.000.000 741 s00o .9,
3.000,000 3. 0 000 941.400.00 42
3. 10. 000 4. 000.00 1.11 ,40 , 00 441
4, 000000 S.000.000 1. 318,0000 47l
6.000000 6.000.000 1.01.150.00 s0
6, 000. 000 7.000.000 23 3. i1. 00 $2's
7,000.000 000.00 .2.1 78.000 14' ,

S000.000 10. 000, 000 3.426.150.00 57
10.000.000. ......................... 4.566.150.00 1's

TABLE III.--PROPOSEO SCHEDIJLE OF REDUCTIONS IN FEDERAL [STATE TAX RATES

Rates alto, annual ,e4uchons (yea)Pr esent
Taublo estate backets gates 1 2 3 4 1 6 7 a 9 10

0toIS000 .......................... 3 2.8 2.6 2.4 2.2 2.0 1.9 1.8 1.7 1.6 1.
$5,0001 0to0,000 ...................... 1 6 S 6.0 S.6 1.2 4.8 4.$ 4.3 4.0 3.7 3.:,
l 000to)120.000 .................... 11 10.2 9.5 &1 1.3 7.7 7.2 6.7 6.2 5.8 S.5

O.oto 130O00 .................. 14 13.0 1?,0 11.2 10.4 9.6 9.0 4.1 8.0 7.4 7.0
%000e1: 5000...... 1 16.7 1.$ 14.4 13.4 12.5 11.4 10.6 10.2 95 9.0
340,0001 0 ,00 ..................... 22 20.4 19.0 17.8 16.6 11.4 14.4 13.4 12.4 11.6 11.0, ,O00t .0,000..................... 7S 23.2 21.6 20.2 18.7 17. 6.4 15.3 14.3 134 12.5

),00to$100.000 .................... 28 26.0 24.0 22.4 20.8 19.2 18.0 17.2 16.0 14.8 14.0
$lo 1i to$,I0s000 ................... 30 21.9 25.9 24.1 22.4 20.3 19.1 1.3 17.2 16.1 15.0
$SI0.O00toS5O0.000 ................ .. 32 29.8 27.7 2.3 21.0 22.4 20.7 19.4 1&2 17.0 16.0

' 0000 to 5150.000 ................... 35 32.1 30.0 28.0 26.0 24.0 22.1 21.1 20.1 18.5 1.1
l750.o0 to $1,000000 ................ 37 34.4 31 9 797 27.6 2.6 24.0 22.6 21.2 19.8 18.5

$1.000.000 to l.2 o000... 39.......... 39 36.2 33.S 31.3 29.1 ?6.9 21.2 23.9 22.2 20.6 19.S
11,2.,000toSI.500.000 .............. 42 39.0 36.1 33.7 31.3 28.9 27.1 21.7 23.9 22.2 21.0
$1,500,000 to $.,000.000 ............ 4.. A 41.8 3 7 36.1 33.1S 30, n.0 ?7.5 25.6 23.8 2?.5
2.000.0o0to U. ).00 ........... 49 4S.5 4Z.1 39.3 36.5 33.7 31.6 30.0 27.9 25.9 24.S
S.500.000to$3.000.000 . ... .... 53 49.? 41 6 42.6 39.6 366 34.3 3?.4 30.1 28.0 6.

U3000.0001to$3.500 0 ............... S6 17.0 43.1 44.9 41.7 38.7 36 1 34.3 31.9 M.6 2.0
3.5I00J)Oto IXISO ............... 59 ".3 50.7 46.3 43.9 40.7 33.0 36.1 33.6 31.2 29.5

14.00D.O00to$%.900.000 .............. 63 W3.S S40 10.S 46,9 43.5 40.6 33.6 35.9 33.3 31.5
$5,000,O00to$6.000,O . . 67 62. S7.6 513.8 10.0 46.4 43.3 41.0 38.1 35.4 33.1
$i.000.W0to $7,000.000 1.............. 10 65.0 (C 2 56.2 52 2 48.4 45.2 42.6 39.8 3'.0 35.0
S7.000.O00toS .000,000 73 67.8 62 8 18.6 14.4 50.4 47.1 44.6 41.5 38.6 36.5
S8.00.000 to 10.000.0u0 ........... .6 7n I C n V 4 ,,1 2 %A % In 1 A& 6 43.6 40.8 38.0
$10.000 A andovea .................. .7 71.6 66.9 64.3 58.0 43 51.0 47.3 44.2 41.4 33.5

0



TABLE IV.-TAXABLE RETURNS, 1972-FIEERAL ESTATE TAX

number o(fduibfall
Size 0( total estate

ooducbon
Total _uble l__t_________

eTat ota Charitable Maia Exemlbon

(1) (2) (3) (4)

Taatle osble Aer
"taw crtof Crets

(S) (6) (7) (8) (9)

1. Under $60,000..
2. $60#000 under $100.000
3. 100,000 unde $ .00 000.4. lw,GWOW $ ol oo ............... ............ f06.,000 under ii,00.000 .........

6. l2,000.000 under $3* ,000 0.
7. 3,000.000 under $5,000.000 ..........................
8. $5,000.000 under $10.000,000.
S. $10,000,o00 or more .........

4.48
30.496
75,880

6.48
2,277

574
341
183
74

113,0132.471,516
15. 218. 373
4.396.361
3.096.677
1.375.283
1.296.268
1.257.632
1.549.137

419.57S2.123.016
9.279.450
1.889.628
1,290.212

28, 791
543. 188
555. 026
0,892

31. 35112. 748
223.965
126.996
202.80379. 227
116.731
1*.634
09Z.693

69.571
73,058

3.075.000
914, 2
636,916
28. 231
255.671
216.995
226,824

10. Tot ......................................... 120.761 30, 764,260 17.527.776 1, 442,146 , S, 72163

26& 0601.829, 7?
4,552.80m

38.080
136.620
34.440
20,0

4,440

4a3709821.17S

2. it G"z.0On.204

813.252715.184
701.092

130. 317
90.110L31.672
08.647

70. 470
331.333
339409
34. 685
439.734

7,245,660 15,514,711 ,14UJIU

Soace: Table 2, Suatstics al Income 1972-Estat Tax Returns, U.S. Dooautuen dt Treesor. Interna Sm... Serwce

L 415. M
717,9t63 t
W04.722
282.058
284.147
2%0.496357.608

q. ~ ~
7.24k660 A $14, Ill 144414 % Aaa, &W
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STATiEMENT OF Tl NATIONAL REfTAIL ,M|%:RCIIlATa AssOCIATION

The National Retail MerchanLs Association ("NRNLA"), a non-profit corpora-
lion, represents approximately 30,000 department, chain and specialty stores in
the United SUttem. The aggregate annual sales volume of our members exceeds
$80 billion. The retailing industry is probably our nation's largest employer ot-
side of the governmental and health care agencies.
'Many of the stores we represent are operated by small retailers. Due to their
lack of liquid assets with which to pa" estate taxes, these retailers are exp)--ed to
the hird.hips that iay be caused to small busint-ses by the etate tax b'arden.
Therefoye, the N rMA is submitting those coiuenLs and suggestions with re let
to e-state and gift tax reform.

As a general matter, the N IRMA strongly urge the Committe to conduct t
thorough review and revision of the e.stte and gift tux laws rather thtit focusing
on just tile few aslwctCs of the'se laws that have been widely diseased and pllb-
licized in the past few month.. Thik arc:t of the tax law, which has4 not uniergone
sich a review ad revision since 1942, in large part remained sibsUtnti:llly ti-
changed whei. the 1954 Internal ]Revenue C(de waw enacted. Fturthernore.
the estate and gift tax provisions h:ve ec t-d careful scrutiny in the pat *.sver l
ye.rs int withstat(liing the publication of cinprohelhnsive prolfp ills for retfo rm bysuch (itingii.hed groupsas the Treastiry lepartmitelt, the Amnerie:in l:w
llstitlte, the Amierican 11:mikers Association, and the American Institute if ('.r-
tilied Pubilie Acciintants. Public .elitint,'Itt and the eonollic sittiatiin ill -i,-
tCnited Suttes have changed radically A.ince 1942. Certainly estate and gift tax
refor. is atll idea whom- tinme has Collie.

lit addition, the NICMA trges the (onmittee to al)pJroalh e4tate and gift tax
reform with at primary concern for the ei,.'ct if th,- estate :id gift tax l:aw- ont ti"

i'ople of the L nitd .States. Tile estate aid gift tax lawi are resi)jt.iible for :l:rx-
initly 2 p,.re.ent of the avinial revelues raised by the United St.,tet. y,.I Ih,.
van eause the s:le of fanilv lbtiusses and f::rms and the dispositiom of jrmlr)4rty
ill a tmwnr other than that which i)u'roltial cou.'iileratiops alolke wmoild dictate.
The committeeee should seek to the greatte.t extent ps.iblehto remtove the itll'.ei'4.
of ,-tate and gift taxes4 on highly personal deciioni regarding the tratti'r of
a .'ts ael~nuimlated throtigh t lifetime of work.

lit partietlar, we would like to evmr,. our suplmrt for an incre.:Lw in the ,.-t:tr
tax exenlptim, a reduiction ill etate tax rates4, the euitctineit of more f:evirald,.
rules for the deferred )ayient of estate t:x where tite estate consists ill larg,, part
of a snall business, :and ill illcrease i i the marital deduction.

I-ESTATE TAX EXEMPTION

The estate tax exemption of $60,000, which went innt effect in October. 19)12
aetally was enacted as part of the Revenue Act of 1939. Since that time, ilhII:u-
tion tis redw,,d the value of the dollar by inire than half. and property worth
$60,000 in 1942 would be worth suthitatit:illv more than $120,000 tod-ay.'Itd,
as prestigi sa publication a the Wall Stret Journal h:s slugg,.sted that aii :djti-t-
ient ill the exemption solely to atcount for inflation wotuld increase it to $210,00,.

Wall Street Jitrn:tl, March 10, 1976, ). 14. col. I (editorial).

The effect of this exemption when lirst enacted was to relieve from estate t:xa-
tioli all estates except those that were quite large by contelporary stailnd:r(%; its
effect iow is to relieve from taxation ouly (.states thitt are qtiite smutall by t,)d:y'
standards. Many homes alone currently are worth %6;0,000. Small iilisille-,1'.iei,
malyi of whomn woild have been free from estate taxation ill 1942, today art'
hearing e stato tnx burdens that are significant in relation to tlh,- ,ie of their
est.ates.

lit light of the above, the NIM.A suj)poris an inereaze in the etate tax "xe ni,-
tiol to at lc.St $150,000.

I1-I:ETATI: TAX RATES

The estate tax is im)osed primarily on capital, and therefore may have an
adver-e impact ol the sil)lly :and formation (if eai~ial n,ees.irv to ese,.Imitie
growth. This impact would ie felt keelaly in the r-tailingx indii-try, which evit l'w
is faced with a limited availability (if capital for both the normal conduct of hmti-
neSS and possible expansion. Furthermore, the estate tax rates are more sharply
1)rogre,ive with respect to estates tof $100,000 and le..s thn with respect to larger
estate-, so that these smaller estates bear a disproportionate share of the estale t:Ux
burden. The Nit.MA favors reduced estate tax rates to encourage the flow of
capital, and a restructuring of such rates to make them uniformly progressive.
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III-DErERRED PAYMI;NT OF ESTATE TAX

Many of the mall retailers repreented by t e NRMA are facing the prospectthattheir a wilt be required to sell or liquidate their Iu.in.-%s in order to

pay (estate taxes. A retailing business, like many other businesses, is not of the sort
that a portion of it can be sold to meet -.state tax obligations. As a result, if the
retailer a estate does nut lPjosws sufficient liquid assets to pay etate taxes, the
consequene -sale or liquidation of the family busin.e-are drastic. Further-
more, because of its very compIetitive nature, retailing historically is an industry of
small j)rotit margins. Additional cost.4 cannot be readily ipased on to tlme consumiter,
and minor change., in c,4ts thu.s become maghitiled, tiually resulting in reductions
in the labor free of many of our stores. In an industry such as retailing, the pay-
melit of estate tutit.t even over a ten-year period can reduce au already sinall
lirofit margin to such an exteitt that retention of the b idn.ss is no longer economi-
callv feawible.

'herefore, the N RM A -ipiortI. in princile propqosahi to revise Internal Reve-
11114 Code Seetion 616 by liberalizinst the eligibility requirements, extending
further the prriol for payment of e z:ite tax, delaying tle beginning of ,4tate tax
payn.nts initil several ve:r., after the d.,edent's death, and reducingk the rate of
intre.t owing on thr deferred mitamnt. I lowever, these provisions should not be
limited to lit-ines.., worth lIe.-m ithe a fixed (l1la:r amoitnt (which is an elentt of
the Presdu i, ', prlm.oal), hecai.,e it i, tihe value of the loabine.s in relation t,. the
entire taxable e, mot iti vale in ab-olute terno;. thIat eawo-s the dilliet'lty ill
nuc,,tisi estate tax 1,ligitionsZ. Furhrerniore, the N It.MA silqltirts in lirinvilpl,
prolowals (stieh a, S. :it;$1 and S. 3141, introduced by S.nator. P=ckw...,d and
Nels on, reSqlt-tivlyl) to rvidmee th' aiiio t of the Istate tax oblig;ations of '-t:t
coi-istitig lsrimaril\ ,of -. wdl bu-ia,-N..

he pre.ent inarit a! d,-lodet ion lrovisioi4 !rve :, a ii!eful illu-t rat i,,n of the fact
that tIhe e.statv and gift tax law.; t,ftei interfere. vitlh highly lierson:ul family mat-
tern. An estate tax i, im.,-i,(l with re .-Dect to jIroltjirty that will he tran-ferred to a
surviving .Ou~e notwithtanding the fact tliat family lroperty is eniutiomly
eanidered i)y both Apotnies ma4 "oirs." Frthermitore, limitingx tht narital dedue-
tion to a 1wre'.tlage tof the deredvi-tt.; (-tateha. an adverse ,etee on tht" peri.,
with a smll estate, N lt Illay le required to leave itiore tham half the estate to the
surviving spouse for the latter's .ujoport, in conpoarison to thel person who-e estate
i,4 sullicieutly large that leaving half or less to the surviving spuse is adequate to
provide f4or .tich ]'Ias.- Ii'. ds.

Tlhrt.fore, the Ni.NIA favor.- an mliuited marital deduction for qualifyingsr
I ran.-fers to surviving t:t'-. or. :t a slitali| ailterllaitive, a marital dedticti-n (if
1t)' of the dect-dent" estttoI- llus property worth a flat doll:r ainount .IieI as

$10).000 . Thi alt erniative at i.-t- would elledile lilth decedent to impoide for tit-
supp)ort of the -rviving - ion/e itl tax-free Imnner.

Re Revision of Federal l'tate al| Gift Tax l, tw-.
AMut.i.,T, N.Y., May 15, 1976.

Mr. .tItu tM. ST:RN.
eS/aff l)ir~c'or, S,. ale Fita ict C',m inalecr, Dirk .en Se'.r Office Blaihling, Wa.shin gton,

.C.
ih:tR MR. SrT:R: Real reform of tihe Federal estate and gift tax laws is to

ab olkih them compltely.
The conventional wisdom is to mlake l(,,1)ieflneal adjustment. from time to time

Current discussion center. arozind increasing thei)et'ilie estate tax exemption
of $GO,O00. Sonme have- suggested combining (satv and gift taxes into a single
transfer tax. I say, Why bother? Repeal them entirly.

As a revenue device, estate and gift taxes are trivial: one percent of the federal
budget.

As a social tool, they are repugnant. The notion that. a family should not retain
its wealth is contrary to anything I ever learned.

If you want to clo-e the loophole through which capital gain% escape income
taxei upon death, then do so directly -amend the income tax provisions of the
Code so as to (I) make death a taxable event and (2) assess a capital gain tax on
the gain.
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4 ence, the value of property on the date of death will continue to he the new
i, kilfre. At the ,,t ae time an income tax on the gain will solve the

problem or "generation skipping" which is afforded by the estate tax law.
E Mate and gift taxe# have Iwecoinp a serious impediment to the nation's economic

w~ll-lbeing. They should be repealedq immediately in their entirety.
Yours respectfully, BEDROS ODIAX.

NATIONAL SUALL Bt'stN."sf, ASsociATION,
I ashill glos, B.C., May 18, 1.07e.

]lon. WAI.TI:R .MoxnO tI,

l&,,xs, II ,5EriE, Office Builing,
I'azslinglon, D.C.

DtAR SENATOR MO.NDALF.: We are pleased to forward to you a communication
froil an organization of family busines.-nen called the ".&J of Bosses Inter.
nati,,nal". You will note that they have members in 27 states. These businemes
ain- tylpical of several million small firms to whose p~rincipals estate tax reform is
of the greate-t importance. Whether they can continue to Ire family-owned
,'enverius will often depend ,oil the-ir ability to unett e-tate taxes.

fie general principles (f the tax treatment are suggested by the hill which you
and Sqi ator Iumphrey have %ponsored (S. 2394). We consider that these are

inimanal itimanU-s, and that there might well lbe more effective taxing of larger
v.tates to nducee the Imrden ol smaller one.s still more.

\,%i should appreviat it if you would make this coinmunlicat ion part of the
record -f your proveedinugs.

"ine y .MuI.TON 1). ST:WART, Pr4drist,

P.S. Yomt may find thi-i excerpt from the 1956 J),,niteratie Platform of interest:
".\. ,,ption should bo provided to sl)read Federal estate taxes over a period of years

ah l estate eusists principally of the equity capital of it closely held small

SONS OF IoR.1:9 INTERNATIONAL,
Westrille, N.J., May 14, 197e.

Nr. MILTON ST:WART,
.Vollmal .Snudl Iiuness Assorialion,
Washi.gto, D.C.

)E..tA .MmITos: At our Board (of l)irectors meeting in St. LoAuis this past week-
end, we held an 'at length' di'seu,,sion concerning the estate tax bill now before
e.ngre!s. There were fourtt'en chapters relpresented at this meeting from Boston,
I)etroit, Philadelphia, North Jer~ey, (;reeu Bay, Chicago, Milwaukee. St. Loui,
('leland, O(mah:, Miami (onity Ohio, and the National Beer Whdesalers
A--11ci:iti",. aid the Natioial ('andy Whole.-alers As ociation. Since our paid
in,'jl-.r~hil) i* currently fristl twent y--even .tatte, we urge you to carry our
un-.-ae t,, ('h:nirnumn L ng, .Seinator Modale, and the other nielnbers of the
liltuilict commllit t.,

M.la-swhuset ts North Carolina Iowa
("onllneticut ( ;etrgia Michigan
New York Floridau Wisconsin
Ienn-.iv:Iia lI,,,isiana .Minnesota
New jerseyy (hio 'exas
)eltware Illinois North Dakota

Marvl:nd i. issouri Washington
\Vshlington, I).C. Nebraska Oregon
Virginia K:ansas California

Our ie,.:.s.!e i. that we. the S.,' of Bs,,es, fe.l there miust Ie some major relief
fron the etirreut e,,tate tax hs. With the -trong backing of our fathers and
father%-in-law, we urge congr,.s.s to :let now to bring us thik relief. A positive
stefp in thi, direction would help us insure our children of their opportunity to
become a Son of the Boss.

I :ant confident that you will stress, the importance of thi. issue and will bring us
positive results. On behalf of our entire membership, thank you for your tireless
.fforts toward the perpetuation of fre enterprise and small business.

Respectfully yours, STEVAN A. WOLFv, PreeidentI.
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STATEMENT OF THE INTERREItIvoIt'8 TARKVORCE ON U.S. FOOD POLICY

The Taskforce welcomes this opportunity to submit a statement for the con-
sideration of the Committee.

The Taskforce is a team of Washington-based staff of over twenty Prote.talnt
denominations and nationid Roman Catholic, Jewish, and ecumenical agencies.
In each of our organizations, as well as in many other national religious bodies
not related to our Taskforce, hunger at home and abroad has become a major
concern and progranumatic priority. New programs to deal with this problem have
been developed and new funds contributed. There is widespread recognition in the
religious community that public policy has l)layd a key role in aggravating the
problem of hunger and that it can )lay a key role in solviing the problem. Thuz it is
commonly held that ote of the primitry religious duties of inembers of the coin-
rmuidtly of faith is to address public policy issues.

The particular function ol the Taskforce i4 to facilitate the witness of the
Alerican religious colnlnunity for a res)onsible U.S. food policy. We are seeking
to do this by clarifying inoral issues in U.S. food policy, bim prviding reliaie
information about policy and policy options, by identifying /)olicivs, and policy
objectives which in our judgment serve the C:ale of justice, a13 by recolnn endingg
Ways in which Colcerned ilwelwrs (if the religious community cal iiist etrectively
In;.ke their witness in tlio political arelia.

Tilt- Taskforce speaks for itself irily, and nt for the almo-t two dozen national
religious bodies operating in its work. The Ta-kforce speaks to thtoe bodies, to
Lie larger religious (connntity, to the general Ipublic, and, on1 occa-ion, to Units
of the U.S. gverltnelit u.ch its this Cominittee.

TIlt. (;IOUND FOIl OUR ADVOt*%CY OF Tilt. RIISIONS IN Tilt, LAW

The Taskforce, whoe. )rimary concern is for justice in the irodu.tion and
distribution of food, is advocating revi.-iw ill the current law regarding e%;Wte
and gift taxes for four reasons.

First, we art colminitte(d to the survival of the fantily farnl. We believe that
family farming 14 a It leaw; of producing fod for tihe hungry at iet-le amid alroad
is it ireciums wiy of lift-' which should be cliltiu.d. Some lie ,lle blast (,f tl. w:vy
li which America's energy.int.nsive agriculture, expecially in its technological
forms introduced by agribmuiness c(ir wratio-is, is Inikilig it pos.sile foir fewer and
fewer peol)le to grow inoreand nmre food. We beli('ve that the. tradition (of recent
decades toward .fewer family farms and mort, agribui-iness o(erations- is a mixed
bl.-sing which should not go unchallenged. Family farming is nist ,only :, rich part
of our national heritage; it is :dl-,, inherently more respietful of our fragile and
precise frithng land than i- the care given by inaity tf the large corlpvr:timm.

-4econd, we lbelieve that justice, d'inands tht our i;atioiigive tte faniely-%' \nd
and -operated farm ia fair chaince to llr\ ice as it viable social and econmtimaic 1lit,
of our society. "I'lw current strmture (if tour estate anid pift tax,.!, when combined
%%ith other eollonlaic fuctiro sulch *s. the 4..calatinig cost of land iId (other f:,rin
inl)uts, uinfairly stacks th( deck ag:iilst the individual farmer %% ho w\ih, to k'.'l
hik or her farn in tihe family.

Third, the cuirrent situaliton i.s contrary to the intent that ('onlgrsQ d(enloIistrat,(l
in its Inost recent revisi,,n of th,- estate tax structure thirty-fouar yvars :ago iii 1942.
Two goals of the 1942 revi-ion were to Irotect the family farller and to break u )
excessive concentratiolls, of wealth in agriculture by taxing those farner- %Otlt
large land holdings. In 1942, $60,(90 represented a fairly large farm e.,tate. ileice,
e'tzteI 's 1der that amount, were exellil t from ,.-tate taxes: oly those :it (or o(er
that aiOUi!t were taxed. Houiwever, event though the aset vale ,,f the average
Anirican farra was only $30,000 ais late as 1960, in recent years the cost (if lal
and farm inlptits has skyrocketed to the point that by 1974 the value of the average
Amnerican farm was $170,000.

This combination of "old law" and "new prices" has worked considerable
hardship on family farmers. An increasing nuibemr of family fariners, for ex:iple,
have been required to fle 'state tax returns. In 1942, only 17,000 estate tax
returns (farin and non-farm) were filed, approxinmatcly one for every 60 death-.
In 1972, 175,000 such returns were required, one for every 10 deaths. Manty
farmers have been forced either to sell a portion of their land in order to raise
enough funds to pay the estate tax or, if they could get credit, to go further into
debt by borrowing at. the current high rates of interest. For a significant number
of these, selling off a segment of their land ha, imieant being left with an unecononhi-
cally small amount of land with which to earn a living.
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Finally, the consequences of the current situation have been harmful for
practicidly every sector of our society. For the structure of American agriculture
itseIf, the current situation has meant that land sold of necessity by family
farmers has been bought either by large agribusiness corporations or, in the case
marginally suburban land, by developers who convert it to shopping centers or
housing developments. Between 1950 and 1974, one half-2.8 million-of the
farms in the United States disappeared. Farm land lost to commercial develop-
ment can never be regained.

By encouraging ab.entee ownership, the present tax law has contributed to
dissslving the fabric of our rural communities. As family farmers move out and
corporations move in, communities have less need for local bu~inesses and services.
Fur example, a recent -;tudy it) a Wisconsin ec(.onomist of the effect on small
colnunities of the s:Ile (of sm$ll busines,-vs in then to altewitee, out-of-town.
owners found that employment dropped and tie use (of local lawyers, inking
service, and other community services which kept the local economy healtily
was reduced.

And then, for o ur national ccmmiy, i)re(-,nt e.-tate tax laws have meant
greater concentration of agricultural land awd wi-nith ini tihte hands of fewer and
fewer pwpl', with the cotuseqfuiltt loss of comptition, accompansied by declining
food quality and ri-ing consumer prices.

For all these re..ns--(t.r comitsitment to the survival of the family farm;
mr ,,onviction that jiustie.' demands that family farns he given t fair change to
,ur\'ive; otur .sen- . that til' mturrent law violates the original intention of congress ;
and otir judgitent. that tho, v nes of tle current law are htarmfui to practi-
cally vere 'egmeiwt 4-f ;,ciety--tht "ra.-kftsrce reco ltlmends th:t certain changes
ill lit(iCv' in the pr.-,-nt tax law.
B~ertont tf t dai itsl

)w'. w( r(eoIm,.nd that f:gcili today li provided the e.quliv:alnt benefit (of
tie C142 ,-xvitition lvek of stit).(tl() per e.s.tte mid $3O,4)O) Iur j'r'n- via gifts
tlril a lifetimcie. Tli ib.neiit v,,ld be lIrt\ivt(h (I in several way. Tit' vXetnllitiof
levls could he incrcai,'d. Tile tltl,,(1tI e.-t Ate tax ux-Inilitiiln could 1w updatted for
inlattion to tat l,.a:t $21.00utI avid the gift tax txellption to $ I(lt)tJ0.

A ,icoid opticm, ihich %%-" weeiild lirf,.r, woul lw to s uib4itat,' a re:,oahle
t:x ero'det for thi' I- .nt e.x,'n!ti,,ae . Tii" er.dit -sh.aull e at ie:i't S-I,000.
wiieh could wrhate l,' in,1ttl tedm :t graduatl I '-ie. "l credit would ia'e' tile
ilo.4ill'e Offe't ,of taxitng thie t,'tail a-t value oif the' ,'-tate, thereby placing til
grcatu.-t tax etlrdi'it iqiin lit- wealthi,.t hlgdhldt,dvr.- hilh, reducing tle- :llllt.ts
contrihlted by .-ta:dl,.r farnier- :,i hui ,'.sqii, . It t'itild alko m,.an that ap-
l)r,,xinately -SI million 1,s wiuld he , the federal treaury than witi a
straight incr,.:ose in e(x'antptiin li'v'lk.

Another way of rc'iu,'iig the tax burden on till n:,ill farner would be to adjust
tihe curr-nt. tax rate !.ch,'dlh 1by mla:eking it moret prerutv-,iv,. A grs. ,i etate oIf
$200.000, f,,r exaals.', i's ulide'r t'irrvilit law taxed 1,;-20,70U i'u :;p, 30t1re'et of te
tvxev':.- ,vv4r $.l o ll.

It would le pj"ibl,' to :mdju-t the current tax rat,-s I,y adiseg a rnvipi-ei .-th
a- the following one:

Taxable etate (percent)
%^) to S5I),(00 ----------------------------------------------------
.10,009 to $10,(000 --------------------------------------------------- I
Sift),t~(i()( to $I.O,(6i ------------------------------------------------ --1
& (1,t6)() to .2)00)(() --------------------------------------------- 21)
','2011,oma ti S.4)o,ooo-------------------------------------------- 2-
$4.flO((jO to .*Z6GO. 000.-----------------------------------------------. 0
SGuut l,O . ..'.... $1,0 ----------------------------------------------- 35

Anv one or :a Conslinati(oni oIf the i)receding :dtra:tives w(,uld :.-vin to is a III)-
st:tti:el ituprov-inent over tihe IIr-ent citation. E:eh olsoejd ii(htd,. an ihifl'tieln
e.scalat-r clause to recentt exepletins, credits, or tax rats from being outdated
in the future.

Two, we recommend that some recognition be given to the iluique partnership
between husband and wife in oixrating a family farm. In the c'te of natv famnili.s
fariniiag is a joint venture and involves a real partnership between the husband
and wife. It is unfair to tax a surviving spouse on an estate that he or she has been
heavily involved in building. We would favor the elimination or substantial
reduction of estate taxes when mn estate is being passed on to a surviving spouse
who has been involved in building that estate. The estate will in any case be
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taixd wien pas-ing from the Aurviving sPouse to his or her children. It sems
imifair al..o to tax that estate when it initially lta.ses to that surviving spouse.

Three, wt recoumiend that the executor of a farm ebaoto be given the option
(of valuinic land used in farming at its value for agricultural purposes rather than
at itk "fair market value." Under current federal law all land, including farm
l.iod. is valued f(or estat. Vxx purposes at its "fair market value." Thus, land used
iu fAmid production i.s t:axed not oni the ba.sis of its agricultural use, but on it,
t-,oi ,ercial plotential. This inequity, conibined with the antiquated .640,t00
d,.ti,.tion f,,r ,itatA' taxation, has contributed to the conversion of many family
f:iriti tit nttig-arictiltural uSes.

fit 4,li14 sf'-1.4e the v:lla:tion i" real. in that the land could ie sold for that price to
i,,li-a-ariviltuaral iat.r,.tt. lunt it ik a faske v:lluiatiou frin the vie-winit ,of tie
f.trin.r i,:tiiag the t:ax, loveause th:t v:tie does iot lrovide :a coi(ntien.iuritte
pr,,lit tit lieiit 'r h,,r. The faraier claul only realize :a profit hy .e.lling his or her land,
filld w , i t iq li tIii*

Tiui- 'ratt, : Is.iilh:r :id u,ifair Iuirtif it tilbton the f:arlser. While the Ivverli-

liia' i' wt'i.uraiu ig f(tll iroduetitan of :griciltuar:l clniidilies which wil
lieIs f te . tvIe hi,,rlelu- Jigry, the fariner is aett.allv being penalized for iproduin'g
f' "ad ,,it flae laid rather t illt voievi'rling it Lit etizterc i:tl ist'.

At att'*ii(l:tit threat to future agrietiltitral ue of I:iind exists if te frier i.
fosrvd t,, ,l the. farm. It : large' majority o(f e:s, it is :e nearby well-established
fariui,.r with I :rge, land lildiiut- tor a eik.:niareiltlruIel commercial developer who

(,;il alF44rd t., jaelr.ha~* the la:iti. The latter lta1 it s.elf tI cail tLo uiiit..agrictilt ciral
,3-1. l t hil I ,sse. 1i11t lti h1l4liidl:g aet ii i k lan tlit ik ised for s lilulative ptir-
I- r t:t\i -hvllitrs when it cild aiid 4hliltlhl it-, .ed in thie )rod lrtiti os f ft 'od.

TIin. r,- ii,n pr,,\ idiiig for ai tti,dintl lhitld tof v:lluing lnd woild e'iLouirlli e
celtilolitiitv ill tle family atrateili of a anin aid, accrdinlg tIt the coenicii (ivi-
-ateta act ( e aprer,.=it:il Ie.-t:,.arvi Sr% ice, wotild have a ineligible effect oil the t*l.al

I4.\ vtiltc r,,tiV.d lIat Ile federal overmteilt. A sf:egiltrd is of course needed
1. es.'ir,, t lijtl :i f:iri,er l. huir.s could nat iiifairly tak(e advailtage iof a reduced
Ited v.I',liitti,,n fear aIx litiri 11- 1 and tll i at M a.i0( ftutre date sell that lald to
eeels iglu rci:Al iiot#-r,.-t- at it, tii-lter market valie.

I.:l ., ul v, r,,it,iisi.iid tih:tt tlie. virrenlt ... t-yivin of allowing et.it tax PIninlyelit.

tit Iot, -10n 4d ,,est in imti:tllitwwit -v-r tesi years be et' e,,tinied but that the intrt.-t
r tit ; *sli h(i t frrt.d Irilaiet' I.e redict-d tei 4 p'ree'titt frui thpecirrent 9 laercelit..
ThIs . rN -iton il iiirienest rat. wiauld Ie itt line with the original intent of the liw,
' hieI, t -"1 pret's I l tltd, lird blip" ii payitig t.-:tt tacs.. This provision is

,cirjirtil.t l,.ilig ,itel ery widel lv. l'iie isa re..st rate shouid be reduced in order
lit t-lte:.,r:i,, i, i-t. inl h:trd-hiip cas-.

TIh, Tikf,,rrv r.:,lizt'-, \lr. (hl:aaussii, that (ie, reitilt of the foregoiiig stigge;-
li,,:j- %%41i1I1 let : rllictitio ill thle Pt,- :tiiouimt. of federal tax reveiue. It seni:; to
1i'. le t-\ier. Ihat it i. wit wartlh the ctiieqeltcts f ilin),aliiig siuch inordiiate
Ietirds-i iuli toir f:tsily f:oriis ftor the -.i:all fraction of total federal tax F CeiltA
t-trnt:tlv rclr.-emiled Iby -tate tax paylilmlits. It would also .cin possible to
irti.,:. ;-4 . 0e1t Ilargr -iitv :!id ihscilies ill trder ti make tip the amilount lost
lirtliLli a rtloirt ii iii t:xe. for sintall (or iltitder:ate e.t-ites aid incomils. This

t%,°;ilol Iae. tfie heavit.-t iuireii-n (of t:txatiti whilhere it hgitiiately beings: Utpon
the.- t hiir etlhtiil\.

The- T:i-kft,,rc, tlIh.\'. lhatt the( reeeimsaulilid:atnis t4tcred in this te.stiinoy ire

nt:t-etzsl)ta. :n11d fair, inld that they wouid emitrilbiute to the pire.ervattiont t the
f.iis -- i.ewsats :tid -,,leIr:it,-il f:irii :snid lei the COiilo'a good. We cotllmitnd then
1,,r . e itr . erit,,U o..:c idtr:ti (11.

( oil..;i: A. CIAU.CL., Chairman.

N.tTtl .I . ,SSOCIATi. Of- l0ti. BIUIt ElRS,
il'ashie.0ton, D.C., May 1.08, 19716.

t.4r. fll,'lleio10 SfnT i nane o. ,re

lifii St male Offie Baildi'ng, W~ashington, D.C.
I 1; " a Mien -Al:l.: I should like to request that this letter and the atttacled st-ate-

nwiit I)w included iti the retrd of the hearings of the Finance Coimiiittee on revi-
-iitn of the Federal .state Tax laws, )lirsliLit to the Committee's press release of

M.y 12, 1976.
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Attached i" a copy of a letter statement submitted to the Committee on Warc
and Meajw (of the ]fouse of Representatives on March 26, 1976 on the same sub)-
ject. In this letter to the Wales and Means Committee we pointed out the serious
problems faced by the heirs of home builders upon their death as a result of the
present Federal Pstate Tax laws. The vast majority of home building firms are
small and closely held. They are not readily saleable if that course of action is
necesary in order to pay an estate tax. Some significant adjustment in the present
law is necessary in order to corre t this hardship.

I hope that the Committee will take into consideration these views in the
course of Its deliberations on changes in the Federal Estate Tax laws. Thank yut
for the olportunity to present our views.Sincerely yours, ,CARL A. S. COAX, Jr.,

Staff 'ice Presidcnt and Legislative Counscl.

NATIONAL ASsOI-ITlO OF HOME BuIID.its,

on. At, Uym~. Washington, D.C., March 2, 1976.

Chairmstn, Ways and .lbans Comimiite U..S. Io,,se of Represcntalivcs, ll'aslington,
D.C.

DTUAR .MR. CII.AMiMUAX: I 4ho11 like to reqt'.- that this statement )e includ,.d
In tie record of tte h.arig. that the Wa%-i wnd Meanis .ommittee Itt hvt
holding on Federal est-te and gift tax.; on behalf of the N.atioial A-,tsei:ntiot of
]lOlte Wluilders. The Nation:al A. Aseiatilit of lIoie builders is the t rade aviociat isit
for the homebuilding industry. li iinnallrship totals over 74,000 lirlus in 614
as- cia t ions.

The predominant nuinber oif the nienbers of NAIlB operate through ?ntall
businesses. Our members are thu. int.r.:it.d itn a nuinber of areas under coin-ii-
oration for changes in the Fedral estate and gift tax laws.

The major areas of intere-t tre iii follows:
(I) Increase in Es4ai Tax E.rxvmpl-on.---NAIII strongly support,; the pro),)s.-A:

by the President to increase tit( etatA, tax exemlption frint $60,000 to $150.0011
over it live year phae-in leri(sd. We believe that. such chatage is nee.:e-ary iii
order to take into account the substantll iner.ae itn the value tof ai-eL-., j)'F.t(;-
pally real estate. resulting from the raid inflation in our economy over the lit
several years. The existing exemption, e?.tahlihed more than 30 years agto. is
unrealistic in light of pres,.it values and would, if retained, continue to work a
severe hardship on the survivors of a large number of persons engaged in the
hom building bu.ine-.

(2) Lilihralizaiot of Ed" ale Tor Paynetnt lirorision&.-N All B supl)ort.t the
proposal by the President to liberalize the provisions for the paynient of estate
tax with respect to businvs,,es. Such liberalization is particularly important tt,

tany of our members whose honibuilding business operations are conducted ini
proprietorships, partnerships or closcly-hteld corporations. The interest., in such
entities generally constitute a siguilicant part of their gross and taxable estate.:
and thereby create a severe liquidity problent for their executors or other legal
rel)resentat ives.

By reason of the fact that such interests are not readily liquid aqssets, tite
requirement for paynelt of the etatx' tax inder existing rudes often results in%"forced sales" of thie interests in such businesses in order to raise the funds tto
pay the estate tax. The econ~omiC detriment resulting from the receipt of ank
artificially depressed amount. f lroeet.sd,; upon such forced sales is particularly
acute to the widow who asited the decedent in developing his building business
over a period of miany years .

In order to alleviate" this problem, we sul)l)ort the prolpnsal to provide a five
year moratorium on the pavinwnt of that portion of the estate tax liability attrib-
utable to the ownership interest in a cls..ly-held business qualifying foi inst-all-
ment payment ander section 616i of the Code. This would be in conjunction
with the proposal to provide n telectim by the estate to pay the deferred tax
after the end (if the five y,,ir nmratoriiim in equal annual installments over the
next 20 years. We believe that stich provisions would, if enacted, alleviate the
existing hardship and give specific recognition to the unique problem facing mem-
bers of the homebuilding industry and other owners of closely-held businesses
as a result of the non-liquid nature of the interests therein.
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(3) Imposition of Capital Gains Tax ('pon l7nrtalird Apprreiation.-NATI
,.%trongly Opposes the lropol 1al to iipse a capital gains tax on the unrealized
atpriciation i, the valte of the pls'rty tranferred -it death. As loint.d out by
Secretary of the Treabury Simon in his statement of March 22 xfore this Coin-
ilitliti ili (opposition to Stich pro.wal. the co cept of a capital gains tax has been
to tax realized gains and the etvent of death hardly qualilies as a tax realization
transaction. Moreover, the as.rted "gain" which occurs with respect to real
estate held for a long perie0d (of time is to a large extent illus.,ry since it represents
mere changes in price levels re..ulting froitn inflation rather titan a real economic
gain. Impoition of such a calit:l gains tax would, it addition to the high estate
tax rate; under existing law, restilt iit 11 unreat )onbale high effective tax burden
to the estate and the survivors.

i.actmient of such orpoal w,.ild have a substantial adverse effect upon the
hssn~uilding indtustry by r .:t., (or the severe liquidity problem which would
r' -till fr, mi the I'equi nit'nt (of payienit of stuch espital" gains tax. As deserilwd
:,lve., ig5I OW f tur inIllKe'r.- ein-leit their iti..tbutldit a oprations in a proprietor
-hip, a pirternership ,or ,lom l-ield cdrptorati, n, the iuteres ts'in which generally
are it, readily imarketllt, lye. i:dly, stleh iwr..,Is ,fun al.'I own unimproved
laid %%hich wa. pturcha.td Ill.;iy yt-ar awr :snd held for investment or possible
dev 'I.,.a,.lit. lit ll1:411v situt:iiitl-. -lih 1:tid i- nst marketale lbect,4e of its noll-
i -lI, g1roldicing litire. Itl addition, they nmaiy 11l5 ( for investment interests in

lsartn,.r-lili tor jsuit Venlirt' which town miid operate rental real estate, which
il rt.-1 - ;rv" ,ftcti\'-'ly lilli ll-marketl llt-.

it % iw isf this, a requireiiai.t ,,f pynivoit ,sf a capital gains tax on the tinrealized

:slor,.,i:sti,,i :it death withs r4.Ilf'('t its ,.ith, r real estate owned directly by the
t,'',detat -or intlre-4ts i, ,ittiti,'. ,swlninstm real estate w,,uld in all likelihood result
in f,,re,.l di.pitisn (of stih lrslertY (or imt.r,..ts inder extremely unfavorabli
sIerltimi,limet- ssilely for tit( lItirli,. oif pr-\vidiiig fliaad- tO puty the tax. We believe
itiat thi; %V41l ,'f,'ct a evvre lirdihil) ton the survivors f it large numlwr of
the .,iiusI's'r- oif the homebuilding indutry.

For tht. fsrw.uing reaopas, we Ieli..ve that thiq. Committee should reject any
prosps,.al it ilpesse :1 calulld gails tax on the unrealized appreciation il property
Iraii4errdt (it tivath. P'

,4) '+,rjorcr Jsisit ti Da thll.- NAIl B alo oppes adoption of the prOj)osal to
hawve 011 ,ai- ,t tle d,-ecd.aitt ii priwrty tr:an~fc.rred at death carried over to the
*tl('t'.-,r.. Suci l)rt l -isal, %% hieh l1 l)een (,ffi-rd tit nit alternative to the proposal
fier v:apital s t1p4n tte- u-rvaliz,'d appreciation at death diseusse d in (3), above,
would reult in a tax upon the unrealized al)l)reciation upon subsequent disposition
(of the lrtolprty l)ythe +t e s.

Vt. lblieve that there are several )roblems with this prol)o+al. The major probe.
lem it that, the requirement ti a carryover (of lasis will l)roduce significant ad-
iniiutkrative difficulties in determinig the i appropriate basis for each asset held
by the (leredelt tit death. The l:.is of an a. set in the hands of a decedent will be
either (t his cost; %Ih) the donor's basis- if the decedent received the asset by gift;
tor fe) the fair market value at the tran*feror's death if the decedent inherited
the :a.et, silhject to certain adjustments required by the Code. It will hue extremely
difficult and often iiniisssih'le tt, determine the appropriate basis where the asset
h:as ien held for many years. This will occur, or example, where the decedent
received a gift )f a parcel of land many years ago-the records reflecting the
(dnInr's original basis often will in longer be in existence. Such requirement of
determination of the carryover basis will likely result in non-compliance in many
sit Itiat it s.

A second problem is that a carryover basis result will not eliminate the "lock-in"
of investment which may occur under existing law to the extent that a taxpayer
retain-s appreciated property unti! death in order to avoid the substantial capital
gains tax which would result upon a lifetime disposition. The carryover of basis
will result in the inherent gain with respect to an asset being transferred to the
succei.str who in turn would likely hold onto the asset for a substantial period to
recognition of such gain. The result would be to exacerbate the "lock-in" effect.

We therefore oppose adoption of a carryover baris proposal and support, the
Treasury in opposing any lihange in the present tax treatment of unrealized
appreeiatiosn in property trani4erred tit death.

Sincerely yours, C+tt0 A. S. Co.k,, Jr.

Staff Vice President and Lcgislatire Counsel.
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STAT£F.INT or m; AmutcA.x CouxcL ox EDL'CATIOIN

Tie following awzoeiatimvn; joirr in thik statenlt Ameriem A-!tci:Iio4n of
Comiu nity iund Junitor Ctileg.; Americaun As.,ciatior (if St:ute (ole'g'- all
ULsiveritites; Av ,oiaation f Anerican I niver.ities; A.,.iititsi of Jesuit (',ll.t&t.,
and Universities; (Omneil 1'or Ailericaiu Priva.te ':ducil-u; (0,iantil Fr The
Advanlucemllent and %lIi)jiort, 4) I'fducati(on; N:Itimiltl A..s,,ciatih 4.1 Stte Iiiver-
sities aid :lind-(r;ratit Cll'gs.; Nutitmal Cat holie I'd4(,teatIsil As--€'eitIt.

4lehg'' :nd University ])ep:.rtlaieiitu; and N:ati'.ndl ('oincil tof Iid'l..i.,.lt
Ctdlegeg and I 'niver-iti .

On I[rAiuf of the Aneriecan (',smseil 0,11 1ua.tlii, an : ov.,iat in o f I:;ur
codllege., anld ulniversities mild 175 natlimil i nd re'gionall c.(Jl(vatliom ul--,'iaisli.,

we ure grateful for this 1)" ortllnity to pTreein thi- tv.stillm4ny to# v4tu 4111 1|o li:tlf
of An,,rica's culli an d univer-.ities ;ld its priv:lt'ly u.tliprl,,d e1,'ltiiu:ary
and suc4.n(;trCy sehfi. We :re atit hioriztd to speank f,,r tile :.nw.iati, u1Q. hot,'l
oil the c-ver slhe.t of this tvetitnoiy, whie menil-r-|iJi.' ineltlid. virtually lil
of the accredited, public nid jrivatt(, llt'ilm)rilit c4,h'gos :nld lllaiv'rjiei, :a

all u4 tonpJrit .l ell't:ry md111(| $.c4tlolm:Iry .srIJlI4 w~laeh v.ir, utiiljl jrxilltii,.'
nilety p)rie.lt, of tie rittiolit's lrivat 4i4.I4 children. While ,.' are .|'akautil f,.r
c($1le,." utd imiver-ities, luli(' uid lirivat-,', fir priv:ite e,,,li (1 t,,r mod -,'i'
atiIis tif Such il Itfliteill., ht. ue atre r.:dly t;alkim, ilub mi,,t are rtot'ie tlirtii,,
millitn students served iy tlhose ilevtititti.it'

()ver the co r. ofl tie l.:it several veai, r sli, .I.,- tind :in( i'('r.6i4
have faced a critical financial plight ti.,t it:t. re-iili'4j itl aI s.iI-t:tit l (',rt:.i!lt,*.'ut
of program,& tnd liliitation f activiti(,t. Stoat- iltmit Iitu f(act itli'reawtig 1',$ili-

iwtioln for funds. Private itistittitiouis, large uad P-mill, itevur sijlo tatitoal4 ,sImralilig
deliciti. ()Ir- -inrgle factor-tv i're:L-e in etiergy (',-,- -. h:,ttrv.l I liv
t:iti, 1ll 4,f nllyatI to al th heir 1|Ilt (|1t't. The,' :ntici lnit:ted ilicr. i- itu, p110:411.
thr, jiic support hits nitt livenl realized. It f:ct, in the ye:r I97;, 74, for tIve tir-i
time in many y':tru, there Was tit) overall intere'a-e ill eintriltlit ha..l mod I-tij-. -t
to, institttiolli tof higher edicat ion. it the i3ulle |ri,.1, tihe (iju'n-', ,,f l|Fr,,idiig
(dtleati(ailn have lt-tity illiltlru':i-%'f..\ltre4',er, el-iil . 4'i,'t'- :mid eilil\1'r.
stiv-, Ji)lbliie and pIriv~ate, f, rttnatv enmigh ti, relt'ji/,' i #114',,l frim ('Illin ii 1 l1
sitlrce.s, ioave s .i that il tics it Arply re(1dti(.d its Iminy isimt1il('' .. AV- til irieviilubl,
r't.ilt, th' ertcial Aut:ire (if support whliich t'dti0t'*ii l in..titlit,li. r4'v4.ive fr,,ll!
i)rivitte gifts | uijitei l',lt.. (mid the income from th eis t .(- 4,,l ri|)ii, V4. hiuil ari.
unineled into e'ind aWieult) Ih.' been reduced?

Other th:nn ti, fact tha:at overall contri|tin t'i.l:ti,,l1:41 ill-lit 11ti41lii id 't
inert'.(e in tihe, 1'73 74 year, there are few. material ch:.ag.: in the liat ter . tif
giving to st'it1k, co)hi1'K4, and tiliiv'er.iii...

Thte Amierciaii (:,iml nci tl iucatio ,l4 i:. joist C, nl.tid a third ili'-4.pt h :ill'. -i"
(if volulitary .stlipoirt 4if Aillt'ricaii c4,il,.g,.4 4 :(t liive'rilit's -|la ',iilg the 18:1111 ni.
to( giviiti4 t l,: iliititstili i ini the iT173 74 fi'-a'| year. Tit, :iiiy is attaclh'h'd.
lit ulmmlaulrv, thet' r,.mrt inidic:te, that:

(t) Ti (|,0 iitimelit4d v4uhiltarv iil;pirt va:- f.ilid bv he ('the sIl.il f,,r
Financial Aid t-i Edtliaioni too be i .- h ,illi-ii,, %%il ;tiI v'-1li:414" 4f a lolali4•
$2.2-10 Ioilli,,n.

(b) Twtty-itvo perI)!1ei (if v,,u rt:,ry .-lilp.rt ".t. ro-(.,.i\ ,.d bcy pIlic
cllg4.' aid nIiver.ities.

(e) Th.c Is l ',leg0'., :tid lliniv'er'-it i .s parti'i]:tt illg ill Ihe I1073 74 S., ~ v
r'porled *1.7 I billion volma. try :u ,ppiirl. (if th l.-vt ittilli,,lt 911 rp-tarl,.
.SJ5.626 lbiii..i in &'e'im-it-irt, fir gem'1al 'due:16tion atid -t1l('it :$*. fiff
X6i (of ths'-' illitit ii'i"n! rqwpurt'.d .. d.t. ,ii i. with ia trkut v.1'114 if
*I0.27 |illismn. In 1973I 74 esti ia:ti.d e.ldo , (111 yl..d u\:i -4.93 p re.ist.

t'['.. 'i~ll~iviai %. :-ippi-t( retiortti hy the in.titilioii parti'ipililiLg al the"
I!173-74 Stir"ey ',:is II per'elt ,it edu'a listinil exionIlit r,- r,'|prted. StlI'li
v'iluntary t.aippiort, if (hcriv,-d frii (',idr l'nt iln'e.lit-. \ 4ll1(l havet f qti.r.1l
an i((|iteili 1414t'l 1ti'llt of ito.!' I" hall $35 billitit tit (,, ilrt t-t i14 r.'|i.ritt|
(n'imt ll(li S- 9.S..2 7 billi,,ni.

fit ) ltiltl' 47.5 pir4'llit (,f :ll v\,,llq iry -tipl irt in I 1973 74 ct.i(-td ,,f
giftiq fr,,In indiv'idmial-- :al;iiuri :siid i,1 'i,:lulhilti. Agzgr Lzat e - uplp ,rt fr. ni,

ahv. Cat'iT,,r" t.f l4,1ron :' :%l-, r0,ppix lle . 7!46';I liui!:,,t:, If which :5; I
ll! , (':Ml!tV iln tral -t- ; ,; 44 Ii ,rc- thlllm 1!i .

44.1 lliglivr edia etiin i. (141)t'll|u'it iIuit t ltit :4rge gift. (W' :ill gifb i -
:tcti,,it, bv iiidiwl'i'il" l:ima,,liii :tird pa,,,:luntnai) i, hi. 'her tlti ': li, lI ill i,117: 74.
.i8.St.p ea'rcent \\'rt. ftr I t han .. ,t) and ill tit,' ;,p2r*,t::lt, prc, *dii o. i i
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Ixrm(.tt fir all olsimary % lip)l),,rt. Tht rs-tis:siaing 0.44 larce.t t 4 tll Intel.-
:u'ti,,n' tho-a' over $5,t00) prAdi 70.S,4 Istrrut af all ,a.almtar- .Uljl)urt
by itsdivida .

(f) Alprximiely 52 I).reist (fi gift.4 tv.r $5,.M) fruua individuals- were
reciv,.d in tilt' fort (of %ecuritse-, r. ;1 -ttt. or atohe'r property.

,g In 197 71 vtolsintary -%iijrt Ihy lwtqli,-t reached . m t iilliot. Ile(lsa.'tt
(if .(.Al1',r iior. i,,,,,Utd, ,I :i4,J,,rtxittaatly 9J9 ,retvit t (of ill )t-(,ut-..t
r" i1114. wlhill. IeiEuc-t, Efa .t.trit.., r.al eI-titt, .11id oti(r Irt s.irty rvpre-
.it'. 4 I ;ifre'nt of allh l.u,. = rlteili .. -

h, Thle It:l :tsilautilt 04 :iiiitio-, tife e4ststr:t... iw-tir:,ie pialici.. mid
either frlm , (of d-frrtd uiilig ailiu,,tted it, m..!. llilhilo ill 11173-74. a
civeria.. f 'I * e rv, ti trl Iim t it ii rt pored li 1"972 7:. 1)-fe',rru 'I sivillst
trah3-:11tiil'. (it ll nir,,* hatf ';,A141 r,.lor,-,ltst. Is.., I ruvit (of atll di f,-rlaud
migt ing r-'4,ilots.

'li- .agheer e'dlcit-i. its 47: 7 1. :t- ill 1,rr u'er,. wi (if |Widuc liltil, large'
gift' , :iaira(iii: lff % ivlt' s ,'t,|'* fr.l1 iseli' idua.l-: aiti itilor, Lisu te.ly -1(
peretlt for ti ' .ig: f-o ta il idi s1Ii:l-, liti is ,r asidi lsd ' r ' ,t.100, u're ill the
ftortl f i 'a(,ritar., r, :41 1 -t:4l., tr tether l.r,,le rty.

Plri av,, rotr.i.. tat ti-o.,rt :ai ... l',t , Ilt' lttillllid *'-kit'leie f lri ut,"
it,& i ai1n .1%,. o f l i,. r\ . -,-,' 'A,trv :,l llhaiedaer ' titi'altt, it ;alldv( ! 1i.i to w i h
(itahit I i f t iof : t It lca Ito i I r,a l to:,ttV 1 ,11 4 1' it 1t 1iit Il-, lear that:t le. a- si. \
serget tIlak 2',ltiii t ., its a11 ,,h-i J | ,I 1CM ; i4ill0,1 lt ith 13 I:tll, a l t this (riti':t,
titlle', tea rts r ift. ll% w,.'i.Lh !1s1, -t'Ia l, l. ,l , if 'v t ,,f ;iay ll i, .dm il i ata til el:iritalo|,. -tid
-dasCM MAtjl iis Iir tt |it"l:srly thil-" \' lhieii like lornsi tte -t)st-l, Callo-g -e id

tollive'r"Itmi,- lcrtritu feitieta' -si. t u * I ti,,ilh , r-1th i-u' havi', to1 le hilt,-ne f,,r tilt-
lias,.4t Ipart by lritiv lulli l d ,ll tI I fant. . vuht ld th:t 01ue (Ile-
ll1ittlee' t.4 ll l114 %%..; too ,litat r:tue' '|itrif:lslhel ,t,'trihatitto,- mitd l.jlsie..t e 'ai lids
:re .1a O'."',lli.ll tt. wi' lsil 't,, lth, . l-lf a-dtiittieti. 'ie faitl (e'rtnisi tl:at.

':aelt mlitle,'r ta! thil. (,olliiee i. -itive tt' the (riti'l (',zt(itit (af o,'he,.,lt,
e'-lhf'ge;, anIli slive'r-iti'- :sssd -eijjll rtiv,.t af tilet r'rli ,l tm(e wbich t'v jolav ill the
lifie ,f ti 11:1ieall. ()n tihe tot Ihr liamli, we are guiviiely fttarful tht, itsll :skil g

|Ilime -i°. whihie'h ft lur tat er r .imal.. tsi:s' .teit) jllitievd. ( % 'ssI|r ;. :11is,, iutsidverte',lly,
.'i gilltic'dllIV" (;l1laii' th' lt c' tlvt'i'v tit gi\ ilaig "uis ;are :-o illlortalit 1o tilt' ('tl.
tilsled Isri\'ite -tllp-,rt tfa :41l rhmriti,.-.

A,. a res.u'lt 44, ref,rtili. s' (l ii ti 969.l, a (Jhen,,a" ('atimtil. itietr fitltaiial eiiiefit for
hiss-e'f or li-; familily bliva':i-u of a gift ar betitt. The pe'rl-olzul .titfucticwn that
haaaaV a(e'rll, too ai dt'ner v i re-til 4f li. d|irectisg it eoistrihlotioit to a re'c' ikaiz.d
ehasrify i. -n:all ill vtilia:ri-i to tOw hloai'lit.4 whse'ls the charity ,anl, diretlv atld
ili|hrectly, tilt Icdlie r eeilve. Witl illik ill msini, We' traiv- tise' (talmtutitte'e " ill give'
.-,er' i -i vat.ier.itit,,;t ta, lt' pt,-tittial detri io , t to privitte st111jsrt t hat could
ra-ilt fritim rti.l iar etJlitlel,. e-l,''i:0ly w'.r, ties- itsrr,.m ,. ill tix r'e'J.,t. to
tht l"t-Fd'er.l at,'rilil. tart. isit111:11 ill 4i 1 i.1rl-till with it' l ,.- '. to -dlieutionialill-IitliItimli-

Ill thsi'. enis'et"itolw. "a . oladI Ill,. too a e'dl Illa (" ,,lllittl". :ittetiill to the (4',ii1
,tii-.isl ta1i Private lhsil;aiatlita!t,v ;,lith 'ldie" .e t'd" -9Ah'ti" a.!'ll a-jvt't- ,f phi-
listli hrej.p ;i:id phliltitlirtaiE orlZ:ei:l itil., iii th. 'liitvud Stm.... (14. of tie. Come-
llii. *i0,at- ii,..t impllltrl:itlt :te'. wa- It' -lotlitar the tir.t t'alisaprE'.i,ve.i\-,. (':alueili.t ian
lIhaad tss ,.vtajia.sa i't rill :iea;sl'''" ,4 ta il- t,Jt le irh t ilt- I',t ra I: x !:xiw Jla a ill
eisi('e'elr:i,ilag v'aaelrdloilai,,l- :tlet toe t.,'-t-.. Saitli,-'. Vi''llid 'el, ha: l'rafe'.tar Nlartilt
"'eld-,t.vn :it I:l'r .trI ri l ,h r ('w e, :artei fir Ilt- lirt-I tit hile .-igili'allft rh' that

teie ('l:lt ?aah' e'hatrt nh a l till playl,,' Ia I J':lY-. ill e'l('i'illragitng dolatiett, a1dI. ill Ihe
arov'--, refestv' ;,riaor -i!..'t,'ai- tot thlt- 'taontrarv. ,'tuti,'- ta ,l!(hi(1 Jd Ib Pr ((.-fir
. ,Iieh:.'! !~ j. t,,-I;,, ,, a ".1 -aif.ard l htil t 4 : t.iEi;tl iltur.:au, .'f L ,.ltsenliu' I'-.tar-ls,
hJnt,,e;-e,,r hhll'l.-.1'ill :vid ,1htr. i I toi, l.'t ti0.' ,,.t:,hAli-h lit- t it li greater

ine'eai tt'- ea 1 I o tr .. '.... .~ I'Ihat' Ig.| t r-,| t'.1 E:i~t. tdi (,E'Ehti1l'itass.
Ita'fr'ire'e. :se tst I;tit" Ita "Sl'''. i" \iiihtyil l| hat' itO leicitel iii : ('ealu1,a t!iitill It, ill

mblh'lwd ill tho'' le,':r fisrt . ' 4:ar its I i ' I a'i i "ia (| ('hbre'- (' htf tt.. x
ti('t'ltil\v :tllut ( 'hs:rit:ltol. ( ,tht 'ih*'1 t a- jy! Ihi 'litai'd Itate'" . . I..r,- gs{u't-

rin.. ela:lv.i''; .i'h.a:' .1. " ,:tt-e "rTa\:e' t i a;o (t 'laritiale I,(vloE-t-.''
.:11-t il 1,'e11,'1. "'('hCiriatalle I loli.-1 . I:-t~ate ":sx:atalli,,l :etha I itergvli.t-rati,,'sll
M i.aOh Tr:. i.zf';r;.'"

"'1"1{..-i aidb.' -11"u th hAt it"e alt' anl ,'t-Itt' t:,% d'(hlu'tiiaii tr 'haitb:ah le
gift- :it. dei d "'t' l 'i'et tlc'" it thsIt fear 4 verv cI.l:ar 4af I4:i r.i\ t'it- feaTi' ,l.' i'" tile
Ira':t '.atry. '.i 1| at at a:c. t c are, ra. :a :1t a dON.Ir i- -:,la (I t il' |wsa 'i( .r'irt e'la:sr1I:I1 ale

il4ttitlle,'... il iht (' ,"f tP- :'.#%ft , r froart '-' atalii ati'ct-. th. hnletwfit.. t'a clhiarity
I .e uItils fruit the dei ai l titli .irc. vit 1 , rt( ilill ,.;'|it L t.
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Foundatioga are funding .-ourco-s of great significance to colleges anmd haniveritieP

jIrtsiliing 23 pt-re(..t 1A) 26 I'rco-llt of their gift income in recent yenri. ]'or 1973-74fsundation csutrihutinns to higher education aaiouliAa d to ,,ina $535 million. Bilt
it is li t only the volullae (of dollars that is imnjort nt. Fminctiolsing a* indixtendeat,
(fUldisag .ircci:, flusunduitiois laa:toriaully add to the flexibility and capacity #of
'r alleges s alid univer.itjei ina Ineitg suci nevd as blroadelled educational opp)r-

tuaniatie abmng women anad minority grgsa1j.p, the devl,,4tinetit of new curricula atad
listas cf inquiry, and (ualitative inprovenmiia within both pululic and private
hiuh,.r ,'ducatin.

%%f "vsuld now like to make -loopcilic comments (sn those huabjects that have a
Itla5jol ipupct, oia e(dsvatiial ii-titutlolt%.

TAXATION 01" GUTS 01 AI'III.ri TIJI I'tt11t11ltTY

Ti'* pjr,qj,-al whiih could have the ni,,t far-reachinn effrt ton the privtite f lp-
ptrt sf s'de'atial i that of' ehailaging tie, prf.-eat, rules with r.-pet to gifts tof
:apirvintd lpr ilswrty. Thu' rsil. were, ai,,dili,.d ita I19611 with r-escet to gifts cof
aiqor, ri.,6, lr4irsiperty tos private f,,11ind:, ion, l)ossr-. to l)ri ate finchat ilioti of
|,litt!-t.rl asqir.eiat.d jr,,lserty tlullt r.dui'c the fair utinaket value by one-half
,f" t ml' lr.:tlia t |ela l .i ill

'lire :ir, lt,- ite, P belivt th.lAI it lia virtually elintizated the sullpl'rt of lprivtate
f',iitl.etisuu- lhr, ula cuiarrli1t uzift-. We believe that the extenl-i.sn its public char-
iste ,,tf :a lsreini,,n which Wttld tax gift- (of l,,tae-tern alpljpreciated prolxrtv could
lt- Ilt ilt "liaiat iaaiii Itl' pr,,prly gift whiic aeculaits f,,r alatiot hlf (f till indi-
vida;al .. . ..:. t'll, 3411 f r artlraa I ot aose-quartc'r iof the overall private e t'upiijort (iflighter edutiti. The ir,,l,,..al that larv';ulized apoleciation (aid itr is unre.alized
iet' limt! pr,spery, intl.'udiag the *ijsjreeill ti,. P I%-*4 to Charity) be taxed at tie!times' isf gift loto s plliie cIarty might wll elitaminate this forin of giving. ince. It

itls(--'e it lus-n.lty ton tlhe d,swir wh1os maaks a ,-oitrihutisn. This is it penalty
that Ih s, ,sr v..ie a ii IbV r'duritaitt the unisitata of hii charitable roatrih1uliin
So tlhat the re.a lemrden of thle iiaerv,.ed tax will lie burae by the charitable institu-
tti-a th'st are la' dunetr.

We believe that the illollkoitiuin if a txt tit the tin st gift wiuld cause thedisia,,r to r.i. or 'lanii:at,. gift- ,,f al)l)reiated irope'rty. Th( Felkteila-Clotfelter
studi(e. inulica:tu that for v.ry (Il!,br ,-f r.:U'gnae d by taxation (of the unre-
alize'd altpreeiation in iro:ptrt3• given to public charities, there will lbe a reduction
in contrihbtij,,s to ,uch Imllie chariti.s of nearly $1.60 and suggest that theburden of that riduction will be birne di-;proplrtionately by colleges and similar,'h:ariti,.. which lerf,,rm a clearly public function which w;ould otherwise have to be
siUlirte4, by F'edt.ral ,sr state fund-;. The Filer omissionio, after a careful
'x:uainatios inato :d spirited debate th ith rfe-l'ct to tis i.su, recomnnended that

the ".UpjM*aeeiiud lhrop~rt) allowatime' within thle c'haritale deduction lie lasicaliv
reliC I bit naende'd tAo eluasiamte anYvI'l -a.-ihiiity of personal financial gailn
tlaruiauil taux-deduactible charitable giving." (h"Giving ini A tieria -Toward aStrsuager Vulmntairy $ectir," Iep,,rt ,sf the (',,anaii.an on Private Philanthrop,
anid Puhlic Nee'ds, page 147, see disus-Aia liag's 143-147).

hl tli-i regard, it is important. to note that the charitable contribution, unlike
any other dedoction, is a voluntary act. The donor's choice vi to give or not to give,
lnd aamany factor, play a role in file decision. Tia parent tax laws are relatively

benign toward mthe dtisnor who wilies to give appreciated propertyy for charitaldfe
pUr-, 1,S, and it enamsurages such gifts or bequestS l)y allowing tax deduction..
A c lange t1at, would place on the donor a burden, which in Soamle CLLe.s he might
be in no l)-ition to assatue, would, il our opinion, cause him t4o choose not to give.
]n such a ca-e, %% e do not see how there could bc resuiting benefit 4or revenue to the(overnnent. It short, we believe that the effect of the )rposed changes with
rn .lwet to gifts and bequest.,. of property will not benefit the Treasury, but itwinI cause a substantial diminution of the support of publicc charities and inparticular schooLs, colleges and in univ-.'rsities at a time of dire financial stre-ss.

TAXATION OF APPRECIATED PROPERTY AT DEATH

There are a number of propoak with reflect to the treatment of unrealized
apprt-ciati,)n at death. The suggestion that I:aik Ie carried through at death
would not affect pul)lic charities. Other i,,iu,,:l., however, could substantially
inhibit gifts of property. The impos.ition of m, tax ona unrealized appreciation at
death without an exception for property pa-ing to charitable purposes would
clearly impose a burden which the taxpayer w,,uld have to take into account
in planning for charitable bequests.



241

The extent of that burden may be suggested by the fact that over 40 percent
of the value of estate bequeathed to colleges and universities is in the fotn of
property. Since few people can anticipate the time of death, the problems associ-
ated with making judgments with respect to charitable gifts and bequests, if such
a proposal were adopted, could be overwhelming. We believe that the effect
would be distressing even if a simplified version of this tax were adopted. such as
an additional estate tax. (See Feldstein, "Charitable Bequests, Estate Taxation
and Intergenerational Wealth Transfers" for an indication of the magnitude of
the penalty which may be imposed.) We strongly urge that. if a tax on unrealized
a ppretation at death Is imposed, there be an exception (as supported by President
Kennedy In his initial tax message to Congress) for property passing'to clarity.

UMITATION ON CHARITASLE DEDUCTIONS FOR STATE TAX PrRPOSY8

We find it difficult to understand the rationale of the proposal that there be a
limitation on the estate tax deduction. In the case of a bequest, no individual
benefits by reason of that deduction. All of the asets flow to a public or quasi-
public entity. As indicated above, the Congress in 1969 ensured that those entities
would either be public in nature, like schools, college* and universities, or would
operate strictly for the public benefit. Thus, it is incorrect to speak of the estate
bearing its share of the tax burden. The burden will be borne by the charitable
beneficiary or legatee. As indicated above, the Council for Financial Aid to
Education survey indicates that private support of public and private charities
for the sample of reporting institutions reached the total of over $1.7 billion the
1973-74 fiscal year. Over i percent, or $267 million, was in the form of bequests.
If nearly 40 percent of the dollar value of these bequests were part of or constituted
the residue. aq the 1973-74 survey indicates, then the effect of a limitation on
this form of support could be serious indeed.

Special examinations suggest that many of the residue bequests consist of vir
tually the whole estate. Clearly, the large bequest provides virtually all of this
form of support. If even 50 percent of the bequests represent substantially more
than half the testator's estate, then the taxes which would have to be borne by
the recipient educational institutions would certainly be many millions of dollars.
Equally important, we feel that testators, when faced by the imposition of a tax
on halt of their estate passing to charity would react to ihis disincentive by limit-
ing their charitable bequests to 50 percent. In such case, the loss to the colleges
and universities alone could well exceed $100 million annually in vital support.
The Boskin studies prepared for the Filer Commission indicate that the imposition
of a 50 percent ceiling on charitable bequests would result in a maximum increase
in revenue of $43 million in return for a loss in bequests to charitable institutions,
particularly educational, scientific, health and social welfare organizations of
between $189 and $338 million or that for a maximum gain in revenue of one dollar,

charities can be expected to lose $4.40. This indicates that the charitable bequest
is a significant incentive indeed. The same studied" further indicate that, if the
deduction were replaced with a 30 percent credit, for every dollar gained in rev.
enue, there would be a loss of $1.60 in bequests to charities virtually all of which
will be borne by the educational, scientific, health and social welfare organizations.
(Boskin, supra, Table 13.)

As in the case of the charitable gift, the fact that Congress has established a
procedure for recognizing and supervising worthy charities and permits unlimited
deductions for charitable bequefts to them is itself an incentive regardless of the
actual effect on the taxpayer's estate. In this regard, we note that after due de-
liberation the American Law Institute concluded that:

"The 100 percent charitable deduction in the field of transfer taxation should
be retained, under either a dual tax system or a unified tax." (Federal Estate and
Gift Taxation Recommendations adopted by the American Law Institute at
Waihington D C., May 23-24, 1968, page 23).

We would also note that the Filer Commission, after due deliberation, recom-
mended that "the charitable deduction be retained in its present form." "Giving
in America", supra, page 151, see discussion pages 147-151.

INTEORATION OF ESTATE AND oIFT TAXES

The joinder of the proposal to limit the charitable deduction with the suggestion
that the gift and estate tax be unified could be most unfortunate. We do not
understand exactly how the limitation might be reflected insofar as the gift taxes
are concerned. However, if any limitation is imposed on the gift tax deduction,
then support of education at all levels, and we suspect of many other public

75-046 O-76--i--
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charities, could well be destroyed. As indicated, 70 percent of the money raised
comes in gifts of $5,000 or more. If one-half these gifts ae subject to a gift tax
then we suspect we simply would not receive them except in the most unususi
circumstances. To mipose a gift tax on a transfer to charity would be to dis.
courage giving to charity, which sens directly contrary to the long-standing
policy oif Congress to encourage contributions through the income and estate tax
dedtkion,. Even if the change merely proposed that charitable contribution.
doiring lifetimke bw considPWAe In determining the amount of charitable contribu-
tions deducted within the limitation discussed above, the effect would be most
detrimental. l)onors would be hard put at any time to know exactly what their
charitable bequest deduction might be, and they would be even more likely to
apply formula limitations on the charitable bequest.

Moreover, particularly in the case of a gift tax proposal, we cannot believe that
any substantial revenue would be involved, simply because donors would be
unlikely to continue their pattern of giving in the face of substantial gift taxes.
Hince no individual benefits are involved, we seriously question whether the rev-
enue resulting frot all of these proposals would be substantial. Because, singly
or together, they might destroy an important source of support for public charities,
particularly colleges, universities, and schools, we would urge that any changes

ropos.d provide suitable exceptions and reservations to preserve the present tax
Incentives to charitable bequests and not impose a burden, such a a ift tax, on
donations.

Mr. Chairman, I respectfully suggest that any combination of the proposals
we have discussed today, for the reasons inherent in the patterns of giving to
educational institutions, may virtually destroy important sources of private
support for public and l)ivate educational institutions, all performing functions
for which the state or federal government would otherwise have to assume finan-
cial responsibility. We believe that there is little evidence that the changes would
be accompanied by any significant increase of revenue to the federal government.
We further believe that the changes proposed would not produce a more equitable
tax system , for there are no cases when an individual, alive or dead, benefits finan-
ciallylyreason of his gift or bequest. Thtuq, it is difficult for ,im to believe that the
puhfic purp ses would be served hy curtailing the present tax incentives to
charitable contributions and bequests. certainlyy there is no warrant for imposing
burdens and disincentives. If there is no indication of increased revenue and no
proof of financial advantage, the only real effect would be to reduce substantiall-
private support of public and private educational institutions with no correspond.ing benefit.

SHRLDON ELLIOT STRlNIIACH,

Staff Counsel, American Counacil on Educotion.
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