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REVISldN OF FEDERAL ESTATE TAX LAW

MONDAY, MAY 17, 1076

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, Hon. Walter F. Mondale, presiding.

Presont: Senators Byrd, Jr., of Virginia, Mondale, Bentsen, Curtis,
Hansen, and Dole.

Senator MoxpaLE. The committee will come to order.

I am very pleased to chair this hearing of the Finance Committeo
to consider reform of the Federul estate tax law. I wish to thank the
committee’s distinguished chairman, Senator Long, for his support in
holding this hearing.

Wa shall have the opportunity today to hear from representatives
from farm and small 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 problems 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 million. 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

roblem facing farmers: We will have scveral witnesses today testify-
ing to that effect. .

The National Farmers Union has estimated that a farm valued at
$320,000 typicall{ 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
u}) 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 busi-
nesses up over their lifetimes through years of hard work. They have
directed the earnings back into growth. These businesses are the
sources of livelihood for thein 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
at.tcmptin;: to continue these businesses are often simply unable to
because of the inflexible structure of the existing law. The result in
cither event is that these small businesses are forced to be sold to
larger concerns. This is one of the chief concerns that we have.

Clertainly, nothing is more important and sacred to American life
than the notion of family farming. The farm ought to remain in the
hands of family ownerslip, and tﬁo 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 =ocial health of this Nation.

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

[A press release announcing these hearings and a statement by
Senutor Dole follow:] -

- [Press release, Committee on Finance, May 12, 1076)

Finance CoMMiTTEE ANNOUNCES ApDpiTioNal HEARINGS OoN REVISION OF
Feperal Estate Tax Laws

The Honorable Russell B, Long (1., La.), Chairman of the Senate Committee
on Finance, nnnounced today that the Committee will hold additional hearings
on revision of the Federal estate tax laws on Monday, May 17, 1976. These hearings
will be chaired by Senator Walter F. Mondale (1., Minnesota) and will begin at
9:30 A.M. in Roomn 2221 of the Dirksen Senate Office Building.

The following witnesses have been tentatively scheduled to appear on May 17:
The Honorable Gaylord Nelson, Senator from Wisconsin; The Honorable Edward
M. Kennedy, Senator from Massachusetts; Mr. Reuben L. Johnson, Director of
Legislative Services, National Farmers Union; Mr. Carroll GG, Wilson, President,
Minncsota Farm Burcau 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, accompaniced by
Mr. Richard Covey; and Mr. Frank S. Berall, Chairman, Comiittee on Estate
and Gift Tax Reform, American College of Probate Counsel.

Wrilten testimony.—Senator Long stated that the Committee would be pleased
to receive written testimony from persons or organizations who wish to submit
statements for the record. The 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 on H.R. 10612. Those whose 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 double-spaced pages in length, and mailed with five copics
lcw Monday, May 31, 1976, to Michael Stern, Staff Director, Senate Finance

ommittee, 2227 Dirksen Senate Office Building, Washington, D.C. 20510.

STATEMENT OF SExATOR 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 exemption level, In that time, inflution has so eroded the value of the dollar
that the $60,000 cxemption in current law would have to be raised to well over
$200,000 to afford the sume 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 o
larger and larger bite out of the estates of furmers, small businessmen and women,
and others in all sections of the nation,

I amn deeply disappointed that our colleagues on the House Ways and Mcans
Committee, a group dominated by so-called “Tax Reformers', chose to ignore
the plight of the small businessman and furmer when it passed H.R. 10612 Iast
vear. For the House Bill not only overlooks one of the most flagrant instances of
tax incquity in the Internal Revenue Code, it also fails to address a growin
national problem—The xerious inroads into our farmland base being made cac
yvear by increasing urbanization. I am pleased that sume of the “Tax Reform"
members of our E‘ummittee have, unlike their House counterparts, recognized
these problems and have sponsored meritorious estate tax reform legislation, -

NEED TO MAINTAIN OUR FARMLANDS

As our population increases, there ia a rapidly expanding need to maintain our
farmland base for production of food. The cver increasing urban sprawl is de-
creasing the availability of farmland, and it is only due to our increasing efficiency
and technology that we have been able to meet expanding agricultural necds wit
n diminishing base. But we cannot continue this trend indefinitely. We must
take steps to slow, if not reverse, this process of urban development of farmlund
to he able to meet our future food production needs.

Apart from the problem of a diminished agricultural base it is hecoming in-
creasingly difficult to reach or even find open or natural spaces near our urban
areas. Land values near these arens become prohibitively high based ,on their
potential for development. When a farm or other “Real Property” estate in such
an arca passes 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 Department of Agriculture data indicates that rural land
values in the vear ended November 1, 1973, displayed the sharpest increase
since 1920, As land values increase, the Federal Estate Tax increases even more
due to the nrogressive rate structure. To alleviate this unfair tax burden on the
family farm and to afford a similar degree of relief to others who might incur
substantial tax linbilities in the future, I have introduced two bills and cosponsored
another to increase the estate tax exemption level to $200,000 and to modify the
syvstem whereby land values are determined. These much needed reforins are
based on the premise that all citizens should reecive relief from the punitive
impact of inflation operating through a fixed exemption in our estate tax law,

COMMEND PRESIDENT FORD

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

The essentinl point i3 that we must act now to_muke these needed changes.
The pending legislation in our Committee, H.R. 10612, provides an ideal op-
portunity for true “reform’, If we adopt the proposals most of the members of
our Committee scem to favor, we will assure that smnll furms 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 substantial portion of their lives to develop. That is surcly a change
in tax law worthy of the labcl “reform’. .

HHOUSE CONCURRENT RESOLUTION NO. 5061

A CoNCURREXT RESBOLUTION memorhlulng the Congress of the United States to act on
‘prv;.o"‘l’l(;dg islation which increases the Federal Estate Tax Exemption from §60,000
LU » 0

Wuereas, The Federal Estate Tax, on transfers at death, is computed on a
“taxable estate’’ after deduction of a $60,000 specific exemption; and :

Whaenreas, Inflation, rising prices, and improved technology in recent yea
have pushed values of furm property upward. U.S. farm 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 cstate taxes a few years ago is now of such value as to
incur major estate tax payments; and

Wueneas, The estate tax has heen n 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 Ingged behind the general rate of infla-
tion, only the gift tax has remnined fixed for as long a time as the estate tax: and

WHERFEAS, an 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 House of Representatives and the Senate. Since the $60,000 exemption was
cestablished a generation ago, it is apparent that inflation bus caused capricious
changes in the original intent of Congress: Now, therefore,

Be it resolved by the House of Representalives 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 [aw. 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

Be it further resolved: ‘That the sccretary of state be directed to send enrolled
caopies 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 Kansaa
delegation in the Congress of the United States.

I hereby certify that the above ConNcurRreNT REesoLuriox originated in the
House, and was adopted by that body
March 30, 1976,
D. 8. McGru,
Speaker of the House,
L. D. Hazen,
Chief Clerk of the House,

Ross Q. Dogey,

President of the Senate.

Lee KENNEY,

Secretary of the Senale.

Senator MoxpaLE. Our first witness is Senator Nelson, who is the

Chairman of the Senate Select Committee on Small Business. He has
done a great deal of work in this field and his committee has held
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 NkLsox. Mr. Chairman, I have hearings starting that I am
conducting in the Labor Committee on the Humphrey-Hawkins full
employment bill, so if the chairman doesn’t min({,) I will submit my
statement for the record and simply summarize briefly the principle
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 Manufucturers
Council and Small Business Council of Minneapolis.

Mr. 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?

Adopted by the Senate April 1, 1976.
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Senator Packwood and I and our stafls 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 behall 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 vear 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
stafls look at it, we have concluded that it would be more equitable to
use & 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 8300. The larger the estate, the greater the benefit per $1,000
of exemption. We think that that is regressive, 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 Finance Committee on this side and the Ways and Mecans Com-
t}n{itbee on the other side as well as the debate on the floor of each

ouse,

But, in any event, we are proposing a credit. It does two tlnixigs:
(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 using 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 or thereabouts, phasing out the tax credit at the rate of $5,000
every $100,000—in otﬁer 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
estute—$1 million, $1.2 million or $1.3 million—you would finally
phase out the credit entirely.

Now, that introduces progressivity into the tax structure, it does
not cost the Treasury as much and we need not worry as much with
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 various statistics and charts showimg the impact at each estate
level. Thank you, Mr. Chairman.

Senator MoxpaLe. Thank you. We will include your full statement.

We will also include the very useful editorial in support of an estato
tax reform appearing in The New York Times of May 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 }amily faris a vear.
1 would like that article to be included at this point in the record.

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

{From the New York Times, Feb. 13, 1974)
Dearn Taxius Courerring Heinrs To Skl Farm Lasp
(By Roy Reed)

Springficld, Neb,—Lloyd Royal, 59 years old, drives a 7-vear-old Chevrolet
with 110,000 miles on it. He lives in an ordinary farmhouse next to a barn lot. If
anyvone called him rich, he would laugh,

But if he died his wife, Doris, would have to pay $32,000 to the Internal Revenue
Service in Federal estate taxes. That's bhecause 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 thé only thing I know anything about is farming.”

cath taxes are making it increasingly difficult for farm families to keep their
land. Children who inherit land usually pay even higher taxcs than spouses. Just
this week, a man near here had to sell his parents’ 80-acre farm to pay the death
taxea. 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
:)y (rinaniy estimates to start farming after high equipment prices are added to high
and 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 apparcently going to bring a new attack on the problems of
death taxes and prohibitive start-up costs for [armers.

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 proposals vary widely.

Senator George McGovern, 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
nttention from such varied sources as the National Farmers Union and Progressive
Furmer Magazine.

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

The lcgislation faces up squarely to what probably has to be done if not rich
but bright youngsters are really going to get into ranching or farming for them-
selves, it gaid in its January issue,

Estate taxes were no problem to farmers until a few {ours ngo. Federal law
exempts the first $60,000 of an estate from the death tax, Maost farms were worth
nowhcere near that when that law was written in 1942,

W. Fred Woods, an economist with the Agriculture Department, estimates that
the average value of farin asscta 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: $320,000

In 19G0 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 Wikconsin division of the National Farmers
Union, rays a farmer who carns $10,000 to $12,000 a year typically lecaves an
estate valued at about $320,000,

His 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 heing larger
beenuse 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 taxcs.

President Ford has I)rupos(-d delu{ing the payvment of those taxes until five
vears after the death of the owner., Then the heirs could elect to pay the tax over
20 years, with the addition of 4 percent interest. Heirs may now stretch the puy-
ment over 10 years, but at an interest rate of 7 percent.

Mr. Ford'’s 20-year proposal would apply only to the first $300,000 of an estate.
Descending benefits would be allowed up to $600,000, after Which the present
10-ycar stretch-out provisions would apply.

$200,000 EXEMPTION PROPOSFED

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 New Jersey Farm Bureau, said that Federal
estate taxes, inflation and the system of appraising property had imposed unfair
burdens on farmers. He added that many New Jersey farmers were actively sup-
Forting proposed legislation that would require that the assessment of a property

be based 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.
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LETTLERS OF IIARDSHIP

No one knows how many farmers have had to scll land to pay cstate taxes, but
there are indications that this is happening more of ten.

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

ving.

Mr. Pulaski, who lives in Coram, L. 1., said: “If I had decided to stay on my
farm after my father's death, I'd have spent half my lifetiine 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 becaure of its

tato and caulifower crops, is trving to encourage farmers to stay by means of a

armland preservation program. In a $60-million project, the county is buyin
development rights—not the fee title—to the existing 57,000 acres of farmland.
In effeet, a farmer will get the market value of the property from the county
and may keep the land. But he must agrec 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 raid they had known farm families that had had
to scll 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
maguazine received a letter from William Jones of Lakeport, Calif.

“Qur orchard land has heen 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 conflscated by the Government for taxes."”

Another Californian, Williamm 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 L.R.S. is killing the goose that lays the golden cgg,” Mr. Cox wrote.
““The big corporations that are buying up the small farms will never pay another
death tax on the land because a corporation never dies. Forming trusts and
corporations within families seems to be the only way to go now.”

Dixon G. Adams, a Springficld lawyer who is donating time to Mrs. Royal's
campaign, estimates that 40 or 50 of Sarpy County's 600 farms have been in-
corporated in recent years to escape or lessen 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 & rcheme 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 same 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 estate, but only if she can prove it with payroll
check stubs or the like. Simply working shoulder to shoulder with her husband
on the farm for 30 or 40 ycars is not enough for the LR.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

Percantage of estates filin
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 fres up to— returns fled marital deduction

:loo,ooo (200,000 10 SPOUSL).c..n v veceerenncnanen 60 75
120, 000 (§240,G00 to spouse). ..o .oceeeeenreeninnnn 68 81
200,000 ($400,000 to spouse)... ... .. o.cocooaeouon 76 94
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TABLE 1, —COMPARISON OF NEY ESTATE EXEMPTION AND ESTATE TAX CREOIT IN BRINGIMG ABIUT SAME TAX
RELIEF FOR RELATIVELY SMALLER TAXABLE NET ESTATES

Achieves the same tax-tree net

estale a3—
A Lxable estate Taz-fres o
An eslate tax crodit of exsmption of— spouse
800, coermmrerrocasanccancs e eucemeenencserarecerosronrneasonnreronates e , 000 $120, 000
f&?‘ 000 203, 000
114,333 228, 666
120, 00G 240, 0L0
131, 000 262, 000
150, 000 300, 000
163, 333 326, 666
€00, 000 400, 000

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

{Fiscal yoar 1977 basis; tevenve loss in billions)

Exemplion Revenue loss Creait Revenue o3y

$100, 000 $.1 $20, 700 $0.210
114,333 1.3 25,000 . 550
120, 000 1.4 . 100 .8%0
131,000 1.5 30, 000 .840
150, 000 1.9 35, 700 L1
163,333 2.0 40, 000 L4
192, 667 2.3 50, 000 1.7

Source: U.S. Department of Tressury (1975 estimates, projected to 1977 basis) and Congressionsl Research Service,

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

Estimated 1977 revenue cost (millions)

Benefit to

famdy-
opetated Benalt to
Totsi farm o all other
cost business esistes
Estate h; &Mﬂ: 210 0 2%
$50 80 470
€50 95 555
840 130 no
1,130 170 960
1,420 210 1,210
1,740 255 1, 45

TABLE 4.—REVENUE COST OF “'SPLIT CREDIT'’ PROPOSALS AND DISTRIBUTION OF BENEFIT TO FAMILY
ENTERPRISE ESTATES AND OTHERS

Estimated 1977 revenue cost (miillions)

Beneft to

family-
ofmtod Beneftt to
Total arm of all other
cost business estsles

“Split credit’” of ~

$30,000 to farm and small business and $20,700 to all others. _._. .. $360 $130 230
$40,000 to farm and small business and $25,000 to ail others. ... .. 680 210 470
$50,700 to farm and small business and $26,700 to all others. ... .. 810 255 855
$50,700 to farm and small business and $20,700 to ali others_ . ... 485 255 20
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EFFECT OF REPLACING EXEMPTION WITH TAX CREDIT

{Crodit of $20,700: Het estale tax-froe up to $200,000 to spouse; net estate tax-fiee up to $100,000 to heirs)

tiel benelit bo esme from substituling

Taiabie estate . mcu m s3emplion

To To Tax payadble with  Tax payatie with Amount of ta As petcent of

$HOVe heirs W,UN s1emplion above credil reduction present Lax
160,000 $1. 600 0 $1.400 100.0
200,000 4, 800 0 4, 800 100.0
240,000 9, 500 $€. 000 3. 500 36.8
300,000 17, %00 15, 000 2,900 16.2
,000 32,700 30. 000 2,100 83
,000 62, 700 61, 000 1. 700 2.7
000 94, 500 93, 000 1. 500 1.6
1,000,000 126, 500 128, 000 1, 500 1.2
2,000,000 303, 500 30%, 000 i-—l. 500) (-.%

000,000 , 000 500 ~6, 300) (-.9)

~

~
&
1 E

{
1

{Credit of $50,700: Net estate tax-fres up lo $400,000 to spouse; net estate tax-free up 19 §200,000 to hesrs)

!m bcnom o estate from sudstituting

Tazable estate cradit for sxemption
To To Yaz payable with  Tax payable with Amwnl of tax As percent of
Spouss hets $60,0L0 exemption 350ve credit reduction present tax
160,000  $80,000. ...... $1, 600 0 $1, 600 100.0
, 000 $100, 000 .. 4, 800 0 4, 800 100.0
240, 000 $120,000 .. ..... 9, 500 0 9, 500 100.
300, 000 $150,000. .. . 12, 900 0 17, 900 100.0
400, 000 200,000............. 32,160 0 32,700 100.0
, 000 300, 000...... . 62, 700 $31, 000 31,700 50.6
. 000 400,000, .. ... . 94, 500 63, 000 31, 500 333
1, 000, 000 500,000.. ... . 126, 500 95, 000 31, 500 24.9
2,000,000  $i,000,000 ... 303, 500 275,000 28, 500 9.4
g«.ooo,ooo 2,000,000........... 126, 200 702, 500 23,700 13
TABLE 5.—ALL TAXABLE ESTAYES, 1973, BY TYPL OF ASSET
Assets Amount Percen
Corporale stOCK . .. .. .ot ieieee e o meeeaeeeaaanaens 11.4 35.0)
Rea umo....--.......... e e - 1.0 2.0
Cash. .ot 49 15.0
BONGS . ieneieaiaeann 2.8 8.0
Liletime transfors........ ..... N 52;5? o (?:°.
Lifeinsurance. ... oo e ceaeetar e i 1.5 5.0
oles and L J . s e eemeame eeeiaacaaaans 1.2 3.0
Household e e . ceeeene 1.1 3.0
Nompoomonbuumxumu e et ee e e eeee e aimeeaannenne .8 2.0
ABBUIIOS . . o oot it iceie it tser—eiaseiaeae .2 -
Total. . e e e meaeame e eeaeemetaeeeaeeenonananan 3.3 100.0
Estimated family farm and small business sssels:
Noncorporstion business 8ssets. ... . ... ... ....o.eel iiiiieneiiiaane L7154 123
Closea corporation stock (famify-owned closely held corporations). ................. 1,438 145
Farmreal ostate. . e .75 12.3
Total family farm and smallbusinessassets. . __ ... .. ... ... .. ) 83._ 0 ) 1 9 1
Liquid and other marketable assets not |mludmwrm and small business assels: T "
Cotporate stoc k (other than stock of closely held corporations). .. ... ......._...... 9.9 130.0
G.multulomu(ouluﬂmzlmnmlcsmo) .................................. g% :{gg
w’:ﬁi&i&:’ii&'ﬁ&ﬁ:&?.’.’.’:.‘f.’iffZIZIIIZIfIZZI.'ZZZZIZIZII.‘IZIZIZSIIZITIZI .0 112.0
Yotal liquid asssts and other nonsmali business marketableassets. .. ... __..__ 25.0 175.0

§ Peicentage of all taxable estate assets.
8 Estimate.

Source: U.S. Depariment of Tluwrn ‘“Statistics of Income: mz-mm Tax Returns’’ and *‘1965—Fiduciary, Gift &

Estate Tax Returns,’’ and ssimates by Nelson staff,
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TABLE 6.—BASIC DATA ON FEDERAL ESTATE TAX FROM RETURNS FILED IN 1973

Tctal
. Proportion taxable Estate tax
Proportion ot all adull Estate a3
ol s deaths in Average net  peicent of Averags  As percent As g‘emnt
toturns tiled United Lasable totsl gross  per return ol gress ol tazable
Gross estate (psicent) States sslate Cstate hied sstate estate
$60,000 to $129,000 (av-
‘u&qulls $86.849). . $0.0 (N ] $20, 549 1.4 on 11 9.9
$120,000 to $200,000
?vmr squals
151870). ... ....... 5.1 2.3 50. 147 2.8 1.0 4.6 16.7
$200,000 1o $500,000

IVOrage oqusls

1 n.s L6 W ®%.9 30,956 10.4 2.3
Ovat $500,000 (average
squais $1,33,951).. ... 6.5 6 191,210 5.3 246,191 18.3 3.0
All retutns
(avuluo
Udls
uedm...... 100.9 88 130,99 0.7 2, 10.7 .3

FINANCIAL SECURITILS NAVE ‘‘BUILT IN" AN ADJUSTMENT FOX INFLATION

The current rate of return or annual yield on high-grade financial assels, such as
cuumrutc stocks, corporate bonds and U.S., Treasury bonds, has risen since the
mid-19403 by more than enough to fully offsel the inflalionary erosion of the dollar,
(‘That, is the inflation occuring over the period has been fully “buill-fn’ to the

current market yields on good financinl securities.)

Cutrent yield
194 1925
High-grade long-lerm securnlies: )
Cotpotate stach., dividends per share (Moody's composite, annual rale)............ 2.38 10. 52
AAA COrPOIate BOnds. ... . i eiiiiiiiecricatancecaiarenenean 2.61 8.83
U.S, Troasuty BORGS. ... et iecmec et tr et caenas 2.25 6.98
AVBIABO YOl . oo ceieeiieiiiii i rtrreee e eera e rescenrn e re e 2.4 8.3

lei Increase in 3verage yield, 1947-75—367 percent. Increase in general price index (GNP deflalor) 1942-75 289
percen

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

$60,000 al 2.5, vielded $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 8.89; average return, it takes $47,295 to yield an annual income
of $4,162. Thus, 847,295 of high-grade financial assets today, gives the same
“‘real yield" (current vield fully adjusted for inflalion) as $60,000 of similar assets
in the mid-1940s. Louked at the other way around: $60,000 today is equivalent
to about $76,000 in the mid-1940s.

Senator NeLsoN. I neglected one point. If I may, in its final form
we will also incorporate one additional principle. We will propose
that the heirs of these estates not be required to pay anything on the
principal for, say, 3 yvears—a period of time, 2 or 3 or 4 yecars; that
they be required to pay the interest at the cost to the Government
plus oue-(%uurter of 1 percent, which is the churge for money borrowed
through the Small Business Administration.

This grace period would give the heirs to this small business an
opportunity 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. Thank you, Mr. Chairman.

Senator MoxpaLE. Thank you very much for a most useful
presentation.
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(The prepared statement of Senator Nelson follows:]

STATEMENT OF SENATOR GAYLORD NELSON

Mr. Chairmun, Members of the Committee, we appreciate this opportunity
to open the Finance Committee's hearings on estate nuJ) ift tax revision with the
presentation of vur views on the significance of these changes for family farms
and small enterprises,

PUBLIC OPINION PREPARED FOR CHANGES IN THE LAW

In my view, the initiatives taken by the Congress and particularly the Senate
fn this area have made it pussible to enact an estate and gift tax revision bill
during thiz se<sion of Congress. On April 27, the lead story in the Wall Street
Journui was devoted to a thorough presentation of competing arguments on the
chief questions in the estate and gift tax areas,

On May 10, the New York Times, in a thoughtful editorial, concluded that:
“Cunsensus on a moderate reforrm of the cstate tax is possible this year. The
chince for it ought not to be missed.”

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

HISTORY OF SBENATE INVEBTIGATION OF I88UES

Mr. Chairman, a commendation ig in order for your leadership in co-chairing
our combined Small Busineas Committee-Joint Economic Committee's hearings
on the estate tax arca on August 26, 1075, Subsequently, the Small Business
Committee and Finance Committee joined in estute tax hearings in Washington
on September 25, 1975, and three further field hearings of the Small Business
Cruluunitu‘e to gather testimony on this subject during the summer and autuinn
of last year. :

'rmu.i serious inquiries produced a series of estate and gift tax revision bills,
such as the Mondale-Nelson bill (8, 2:394), the Nelson-Mondale-Humphrey
“sSmall Business Fstate and Gift ‘Tax Reform Act’' (8, 2819), and the Nelson-
Packwood bills propusing a credit mechanisin as an alternative to the exemption
(3. 3139, 8. 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 netion.

For a generation, family farms and simall businesses had experienced a typieal
problem of neglect in this arca. Over the past 34 years, the country experienced
an inflation of 2899 but farmland and business assets increased in value fivefold
or even tenfold in some cases, Thus, problems involving widows and children
continuing the 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 enterprise situations
only account for about onc-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 business
catates, It is the farm and small business enterprise where the family wants to
“keep the business in the family” that has suffered.

ESTATE TAXES MOW DPOWN 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 (l)rogrossivc 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.

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

1970 e mc et cemecccece e e 6, 123
L LR RO 4, 645
07 e mcecmcccmce et 4, 804
R U ! 4,040

Y Source: W. T. Grimm Co., Clulcafo. Ill. Reprinted in “Small Business Tax Reform,
lli:,‘,'_(; -‘H.é'zfelect Committee on Small Business, U.B. Senate, Committee Print, July 20,
s, p. .
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The totals were somewhat lower during the Jmst 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 comﬁanics owning between $10 million
and $100 million in assets disappeared through mergers.!

INCREASING COBTS OF ENTRY ELIMINATING FAMILY SMALL BUSINESS FROM
IMPORTANT AREAS OF THE. ECONOMY

At the same time, increasing capital requirements at the point of entry are
making it more difficult for many independent firms to go into hnrurtuut seg-
ments of our ecpnomy- Parming is a prime example: A Univenity of Minnesota
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 Business Committee
hearings in the arca of independent communications media,? manufacturing,
and distribution business.?

CURRENT RECOMMENDATIONS

In an cffort to help reach a consensus on an action plan this year, the Small
Business Committee has been working to develop the soundest and most cffective
possible legislative recommendations. They are sumimarized briefly as follows:

1. Substitution of a credit for the exemption.—The evidence, including detailed
revenue cstimates, indicates that a credit mechanisin appears superior to an
ioxemption on grounds of both cquity for moderate-sized estate and revenpe
mpact. .

‘or example, the following table gives a comparison of revenue losses produce
by exemptions and equivualent credits:

Comparison of revenue losses belween exemplion and equivalent credit (fiscal year
1977 basis)

I':xcm‘)lion: Revenue loss Credit: Revenue loss
000, .. L L. $1, 300, 000, 000 $20,700. . ....... $270, 000, 000
114,833 ... ... [, 600, 000, 000 25000, . ... ... 550, 000, 000
131,000 ... .... 1, 800, 000, 000 30,000 . ....... 840, 000, 000
147,667 _...___ 2, 200, 000, 000 35000......... 1, 100, 000, 000
163,333 .. ._._.. 2, 300, 000, 000 40,000 .. ...... 1, 400, 000, 000
197,607_-.:---- 2, 700,.000, 000 50,000......... 1,700, 000, 000

Source: U.S. Depurtment of the Treasury, 1977 projections by staffs of Senators Nelson
and I'ackwood.

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

Our goal should be a level of relief adequate for continuation of family farms
and modest-sized commercial businesses, while not giving windfall benefits to
owners of property which is not dircetly productive of emplovinent and wealth
in this manner. Some measure of relief sﬁould be provided to those moderate-
sized estates consisting lurgely 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 family farm and small business enterprise.

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

3. Relicf for the surviving spouse.—If the farm or business wife survives, as is
typical, there is a great inequity from texing the entire estate to the husband,

! Studles by the_staff of the Cabinet Committee on Price Stability, January 1969, “Indus-
trial Structure and Computation Policy,” p. 74.

3 Statement of Jared How, Joint Hearing before the Select Committee on 8Small Business
and the Joint Economic Committee, U.8. S8enate, 94th Cong., 1st Bess., *‘The Impact of Fed-
eral Estate and Gift Taxes on 8Small Businessmen and Farmers,” Aug. 26, 1973, pp. 38—45.

3 Statement of John C. Davis 111, Joint Heartugs before thie Select Commitice on Small
Business and the Subcommittee on Financial Markets of the Committee on Finance, U.8.
?;x.;;te. wltgsgoil 3'6.1“ Sess., “Small Business Tax Reform, Sept. 23, 24, 25 and Nov. 13,

0 pp' -

76-046—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 thercfore recommended that increasing the marital deductions to 100
percent up to somewhere between $100,000 and $250,000, with a possible phasing
down or phasing out of this deduction on a graduated basis.

4. Dcferral of eslate tar payments.—OQur bill, 8. 2819, and the President's Janu-
ary 5 proposal recommend deferral of the estate tax payments when the immediate
Smlmsitinn of the total tax on a closoli' held business could destroy it.

Jur testimony to the Ways and Means Committee and here is that there be
allowed up to a 15-veur deferral, with pavments of interest only for the first 3
yvears at the cost of money to the Federal Government plus }{ of 1 percent. That
formula is presently used in the Small Business Act.!

We have also recommended that the executor of the estate he relicved of per-
sonal liability, while protecting the government through an ample security interest
in thf wroperty, so that deferral under Section 6166 can again become a practical
possibility.

5. Valuation.—Our December proposal offers an alternative to so-called *‘use
valuation” beeause many observers feel that use valuation raises many adminis-
teative problems. Our proposal would permit the farmer or small businessman to
restrict the use of the property by means of an enforceable covenant limiting it to
the desired use. This covenant could then be valued actuarily. Such a covenant
would also be amenable to the environmental uses described by THE NEW
YORK TIMES editorial and other thoughtful Memnbers of Congress and of the
nation's bar associations.

6. Technical provisions,.—There should be a cleanup of several techanical pro-
visiony, including Section 6106 and Section 303 stock redemptions, as recom-
mended by our prior proposals,

7. A study of the sacial 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 OF S8MALL BUSINESBS 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-
ment, 435 of the business output, i3 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 immeasurable,

Studies have proven that locally owned businesses are stronger supRorters of
local, zocial, 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
independence of thought and action, the foundation of our democratic form of
government, as Thomas Jefferson perceived 200 ycars ago.

REVISION I8 LONG OVERDUE AND SHOULD BE ACCOMPLISHED NOW

For a generation now, our Federal estate tax Iaws have been a key factor in the
climination of family farms and small businesses. The laws have been destructive
of our most cherished values and traditions. Morcover, 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 nchieve. We feel that the revision which the Committee has undertaken is long
overdue and we would be pleased to cooperate in any way possible in the Com-
mittee’s work toward this revision,

[From the Congressional Record, Senate, Apr. 29, 1976])
APPENDIX A

DEaTH TAX BUrpeNs oF SMALL AxND FayiLy FarMs aANp Businessks RrcoeNizep
BY THE \WALL STREET JOURNAL

Mr. NewsoN. 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

¢ See Section 7(b)3, Fublic Law 85-836, as amended, the so-called “Economic disaster”
sections of the Act.
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unanimous consent that it be printed in the Reconp for the information of all
concerned. It is a good summary of the issues involved in the arguments surround-
ing some of these questions,

'}hﬁm heing no objection, the article was ordered to be printed in the Recono,
us follows:

[From the Wall Street Journal, A:gr. 27, 1976, as reprinted in the Congressional
Record, Apr. 29, 1976)

Deatn aNDp Taxes—Bina To Eask BurpkN or Esrari, Girr Levirs LikeLy
To Stir Disrure; CoNaness May Acr N 1976, Bur Some LinkRrals Skex
To TieuTeN Taxes InsTeEAD; Is THE Talt Wacaing Tur Doao?

(By John Picrson)

WasnixaroN.—Some angry, some plaintive, the letters are pouring into con-
gressional offices theae days. A-farmwife in Polo, 111, writes: **We have mortgages
on two farms in Ogle County. My husband is a cardine, disbetes and dialysis
putient, The incrense in land value has horrified me and my children with the
eatate tn(alws ns they now stand. It will mean we will have to sell—which we didn't
want to do.’

In this election year, there is a good chance that Congress will grant some rort
of relief from the burden of federal estate and gift taxes. President Ford's promise
to propose fuch a break for family farms and businessea curned him u loud round
of applause from Senators and Representatives aasembled 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 Russell Long of Louisinna, chairman of the
Senate Finance Committee, says he may try to tie estate-tax relief to a bill ex-
tending the income-tax cuts thut now are due to expire June 30.

But complications lic ahead. Some liberals think the estate tax should be
tightened rather than 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 pasz along vast wealth from gencration to generation.

A RREWING CONTROYERSY

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

*F.ven those who want to do something are fearful they might open the door to
taxing capital gains at death,” says Rep. Joe Waggonner, niouisinnn Democrat
and leader of the Ways and Means Committee's conservative bloe. Under current
law, gains on capital assets that aren’t cashed in during life escape income taxation
((ilm:, not escape taxation) when passed along at death—a situation that liberals

eplore,
his there is some possibility that in the few months of work time left in this
clection-year Congress, lawmakers may not reach any agreement on estate and gift
taxes, Yet the cry for estate-tax revision is so strong that even if nothing geta done
this yecar, Congress will alinost certainly change the law within the next two ycars.

HOW THE TAX WORKS

The federal estate tax works this way. When you die, the Internal Revenue
Scervice totes up everything you own. Deductions are allowed for lawyers fees and
other administrative costs, funeral expenses, unpuid debts, and cusualty and
theft losses incurred during settlement of your estate, Half 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
3¢; on the first $50,000 to 77¢; on the amount exceeding $10 million.

But before paying the IRS, your executor can take a credit for state death taxes
federal taxes on gifts you made within three years of your death extate taxes pnici
on_bequests you received within the preceding 10 yesrs, 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
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glve Jour 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 impoded to raise revenue. But the two levies
bring in only about $5 billion a year, less than 29 of today's federal revenue.

Recently they have been viewed as a way of preventing the continuation of large
family fortunes, gencration after generation, But, with inflation driving up land
and other valuca many relatively modest estates, which would have escaped taxa-
tion in years past, now are obliged to pay. In 1945, only 1€ of all estates had to pay
any federal tax; in 1975, tax was due from the estates of 150,000 Amcericuns, 7.7¢4,
of those who died last year.

The problem has become especially acute for farmers whose estates consist
largely of illiquid assets such as land, lldinﬁs and machinery, Near large ciucs‘
in particular, the market value of farmland has shot up, leaving many farmer
estates with a hig tax due and little cash to pay it with, ‘i‘hus, some farm widows
and children have becn obliged to scll part or all of the farm to satisfy the IRS.

Smaller farms are often sold to large farming corporations. Therefore, it is
argucd, 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 businesses,

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 catate levy hit where it should. The 79, of Americans
who pay some tax are still the richest 79, they say. Most plans for casing taxes
on small estates would case them even more for large estates. And with the

overnment currently running huge deficits, now is no time to be cutting taxes,
berals add. |

“To employ an increase in the estate-tax exomption to solve liquidit Frobloms
of deceased farmenrs is to let the tail wag the dog," declares Sen. Edwurrf Kennedy,
the lecader of the Scnate's liberal tax “reformers.” **The ultimate thrust of tax
reform should be to broaden the reope of the extate tax, not restrict it,” the
Massachusetts Democrat says.

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

EXEMPTION

Farm groups and others would raise the estate-tax cxemption as high as $200,000
from its present $60,000. That would restore the tax to roughly its 1942 status
ns 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 cxcmption only
to $130,000 in equul 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
eorpvtunwd wealth, which Thomas Jeflerson deplored in 1776,” says Rep. Charles

anik, an Ohio Democrat.

Besides, liberals say, n 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 cxemp-
tion. A credit gives everyone an equal dollar break, while an exemption favors
those in higher brackets. 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 509, 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 incenscd at the government's
taxing part of what they feel is rigin‘.(ully theirs already.



17

President Ford has proposed that husbands and wives be permitted to give or
leave their apouses as much as they like, tax-free, The IRS would have to wait
until the property passed to the next gencration 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 IRS should value the farm as a farm and not as a potential housing
development, Under various bills in Congress, open spaces near cities, timber-
Jund and historic sites would alro be taxed at their ‘‘current-use’ value rather
than their fair market value. Some of the measures provide that if, within five
vears, the heirs sell the farm for development, the government “recaptures’ the
fost 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 pemson leave his land’s “development rights' to the govern-
ment or a charity to satisfy the higher catate tax that would be due if the land
were given its fair market value. If the heirs later wanted to scll the land for
development, they could do so only after purchasing back the development rights.

TAX DEFERRAL

President Ford wants to give estatea 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 10, to pay what is owed.
Interest on the unpaid balance would be at 49, instead of the present 767, These
benefits would bie 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 casc the revenue loss from his proposed higher
exemption, Mr. Ford would start taxing estates above his proposed $150,000
cxemption at 30, thus climinating the lower rates that now apply to cstates

between $60,000 and $150,000.
- QIFT TAXES

There are a number of proposals for easing the gift-tax bite. Some would
increase the $3,000 annual ecxclusion, others the $30,000 lifetime exemption,
others the 509, marital deduction. Still others would allow a taxpayer to credit
the unused portion of lifetime gift-tax exclusions against his estate tax.

Congressional 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 pn{ 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
gnin, What's more, your death permanently wipes out your original purchase
rrice as the basis for taxing the gain, Instead, your heir receives a “stepped-up’’
»nair, the stock’s fair market value at the time of your death. Thus, if he ever
sclls, he will pay tax only on the amnount of gain since you died.

Thomas Recse, legislative dircctor of Taxation With Representation, a lobby
group, =sayvs that failure to tax capital gains at death ‘‘is one of the key elements
‘)orpotunting 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
{;x\sscd along at death just as if they had been sold during life. This change would
ring 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,



18

TRUSTS

When Nelson Rockefeller was being considered for Vice President, he disclosed
that he had received $38 million, 83¢; of his taxable income, from family trusts
during one 10-year period. Under present law, an individual can leave his ussets
“lixli‘l dtrust" to his grundchildren, 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 passed
from parent to child cach time, “Generation-skipping’ trusts cun cscape 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 due If no generation or generations had
been skipped. )

FOUNDATIONS

When Ailsa Mellon Bruce died in 1969, a tax of less than 1€, was paid on her
$570 million cstate because she left most of it to the Mellon Foundation, According
to some critics, private foundations sometimes |imrputuuw private control of
wenlth giving little to legitimate charitics, These critics would limit the estate-tax
deductions for contributions to private foundations, a step that educatiunal
institutions and other charitics fear would drastically reduce their income,

Thus, while alinust everyone acknowledges you can’t take it with you, there's
little agreement on what should huppen to it when you leave it behind.

SENATE CONCERN WITH THE PROBLEM

Mr. Nerson, Mr. President, the article mentions Senator Russell Long, chair-
man of the Senate Finance Commiittee, and should have noted that he has au-
thorized a public hearing on cstate and gift tax revision in the Scnate Finance
(}mpmitme on May 17, with the Senator from Minnesota (Mr. Mondule) ns
chairman, .

As chairman of the Senate Small Business Committee, as well as a member of
the Finance Committee, I would like to point out shat Senutor Mondale served
us cochairman of a fjoiut Small Business Committee public hearing on estate tax
problems of fami}y arms and small businesses on August 20, 1976, along with the
chairman of the Joint Economic Committee (Mr. Humphrey). This was followed
by additional public hearings held by the Small Business Committee on Scpteme-
ber 25, 1975, and extensive commiittee research on this subject, which resulted
in the introduction of the following bills:

S. 2394, sponsored by Senator Mondale, myself, and others:

A comprehensive Sinall Business Estate and Gift Tax Act, S. 2819, introduced
ll»g_l;nyse df, Senator Mondale, Senator HHumphrey, and others on December 18,

9, AN

Most recently, S. 3139 and 8. 3140, introducted by my=self 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 Business Committee
Senators, including Senator Puckwood, Republican of Oregon, and Senator
Haskell, Democrat of Colorado, and my=relf, appeared before the Ways and
Means Committee on March 16 to argue for action during this Congress. We fecl
that our committee’s work helped to crystallize the problems of the family
farmer and the small husiness and encouraged the interest in the executive
branch, which led President Ford to advance a sct 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 business
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 $350 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 equip-
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 farmn or business in family operation.
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We are finding that farms are being broken up and independent companics are
being merged or sold to absentee corporations,

Our Small Business Committee investigation found that the cstate taxes nre
literally mowing down independent businesses at the end of every %u(-rutiun.
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 manu-
facturing operations, the capital needs are probably the sume or larger. Thus,
over time, we are climinating small or independent enterprises from large and
vital arcas of the American economy.

TIME FOR ACTION

The evidence about the detrimental cffects of estute taxes has come in, and it
is time to examine the many pending legislative proposals and take action. The
Ways and Means Comnmittee hearings in March, under the chairmanship of the
Congressman from Oregon (Mr, ULLMax), have done that, and I am pleased
thut the Finance Comunittee hearings of May 17 will serve this function, I ex-
hect to Xurticipaw in those hearings, to advocate the viewpoint of the family
arm and smaller business, and hope that meaningful action will be taken in this
Congress to update these laws, to restore the congressional intent of past yvears,
nnd to, preserve a climate where small, fumily, and independent enterprise ean
be founded, can grow, und can be continued in local and independent owner-
ship from one generation to another,

{From the Congressional Record, 8enate, May 11, 107¢)
APPENDIX B

New Yonk Tines Apvocivres Estate Tax Rerors THis YEAR

Mr. NeLsoN. Mr. President, as chairman of the Scnate Small Business 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 cstate tax is possible this yeur. The

~ chance for it ought not to be missed.”

This judgment was contained in an editorial of May 10, 1476, entitled, ' Estate
Tax Reform’” which cited the many advantages to our economy, ccology, and
lifestyle of revising the 34-year-old limitations of the estate and gift tax statutes.
1 ask unanimous consent that the editorial be printed in the Rrcorp at the con-
clusion of my remarks for the information of the many Scnators and members
of the public who are interested in this vital matter.

The Presiping OrriceRr. Without objection, it is so ordered.

(See exhibit 1.) =

Mr. NeLsoN., The Congress has bheen in the forefront of the effort to guin
cstate tax reform, notably with the joint hearings of the Small Business Commit-
tee, the Joint Economic Committee, and the Finance Committee on August 26
and September 25, 1975. These inquirics and the consequent legislative recom-
mendations, including the Small Business Estate and Gift Tax Reform Act (8.
2819) and the bills offering a tux credit as an alternative to the exemption (8.
3139 and 3140) did much, in our view, to lay a foundation for the administration
proposals of 1976 in this area.

he House Ways and Means Committee held a series of hearings during the
spring of this year to evaluate the many pending proposals. The Scenate Finance

ommittee will hold similar hearings on May 17.

I would hope that the "“consensus’ described by the New York Timeas can re-
sult in meaningful reform of the estate and gift tax laws during this session of
Congress.

Exmsir 1

[From the New York Times, May 10, 1976, as reprinted in the Congressional
Record, May 11, 1976)

EstaTE Tax REFORM

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, 8 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 cffect, therefore, the ordinary estate is taxed if
fts net worth exceeds $120,000.

Although this was an impreasive 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 colleetor's net.

President Ford has joined numcrous Congressmen in both parties in calling at-
tention to the particular hardship that the estate tax inflicts on farmers and ranch-
era—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 ycar
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
Iands go on the market and become converted to non-farm uses, the open space
that once surrounded cities, big and small, disappears. 1t is replaced by mile after
dreary mile 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
insufficicnt to preserve open spaces. Economic incentives are also needed.

Of the many J)ossil)le variations in the tax code, three changes scem desirable.
The marital deduction could be increased from 50 percent to 100 percent, post-

»oning the tax bite until the estate passes 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 develgggd into housing or ahopging centers.
Third, the present low exemption of $60, could be adjusted to reflect inflation
hy giving a tax credit as well. This would he preferable to increasing the exemption
because a tax credit gives everyone the same relief while exemptions are more
valuable to those in the higher bracketas,

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
comprechensive tax reform is manifestly impossible in an election year and, indeed,
will continue to be 80 as long as the Presidency and the Congress are controlled by
opposing parties and opposing philosophies. Meanwhile, consensus on a moderate
re_forr:i\ of the estate tax is possible this ycar. The chance for it ought not to be
misscd.,

Senator MoxpALE. I understand that Senator Kennedy is on his

way.
Senator BExTseN. Mr. Chairman, I believe that, unless we take
some kind of action in substantially increasing this estate tax exem{)-
tion, you are going to sece over t!w next 20 years some 400,000 family
farms and ranches go out of business. i

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

I had a newsman that was with me as 1 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 1 FOt 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 som_etbmg 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 the 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 age. He sat down and wrote the letter about how important it was
to raise the estate tax exemption and how it mig‘nt have been
appropriate 30-s6me years ago but wasn’t today, and now he would
like to see his children be able-to carty on that farm,

Then he decided to lie down and take a nap. This was last month,
e told his wife he was going to have to rewrite this letter because he
had misspelled 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, and I very strongly support those who are here and are talking
about raising this exemption suhsmntiull‘\'. talking about wavs of
easing the burden of payving that tax and give them time to do it and
certainly tryving to evaluate farms and ranches based on their economic
return rather than some speculative value put on by a group of pro-
moters with a syndication who might be buying stufl up in the general
aren.

Wo have scen in the lnst yoar or two some of these syndications
collapse and go through three or four levels, and yet we have scen the
IRS trying to uso tléx’o.s-e sales to buy them on interest for only a

eriod of 5 years or 2-percent down, “I will cateh you later for the
alance,” calling that a true market value.

Senator MoxpaLe. That point is very well taken. You know, if you
have a farm anywhere near a growth area, a major industry or even
many of our secondaty-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':
““’c are going to value this land for its value as a supermarket or as
an industrial site.” Instead of bearing a price for agricultural purposes,
it will bear a price many times more—$10,000 an acre—a )sorutcl
prohibiting any chance that that land will stay in agriculture. I thin
that has significance not only for agriculture but for the environment
because that encourages the chewing up of this land.

Senator HaxsgeN. Let me add my voice to that of the distinguished
Senator from Texas in saying that people I have heard from—and that
includes folks from one end of the country to the other—recognize
precisely the accuracy of what Senator Bentsen has said.

Senator MoxpaLg. That provision is rather uniformly found in all

—of the bills. It is in mine and Senator Nelson's.

Senator BExXTSEN. Yes.

Senator MoxpaLe. You have to do that.

Senator Haxsex. I don’t go so far as some do, and there are some
who think that maybe it is almost a perpetual requirement, but it
would seem to me in order to simplify the tax law there ought to be
a termination date some place. I don’t know, I am not saying where
it should be. Five years have been recommended. Maybe that isn’t
enough. But I think that if there was a time certain that it would start
to :lxpply that at least you would have-accomplished an important
goal.
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Senator MoxpALE. We are pleased to hear from our next witness,
Senator Kennedy:.

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

Senator Kexxepy. Thank you very much, Mr. Chairman, members
of the committee.

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

Senator Moxpare. It will be placed in the record as though read.

Senntor KENNEDY [continuing]. If that is agreeable with the mem-
bers of the committee.

Mr. Chairman, T appreciate this opportunity to appear before the
Senate Finance Committee to present my views on the action nec-
essury to reform the Federal estate and gift tax laws. There has been
no thoroughgoing revision of this important segment of the Federal
tax svstem since 1942, Estate and gift tax reform is, therefore, clearly
overdue.

In order to evalunte proposals in this area, it is important to re-
view the role that the taxation of the transfers of wealth has played
in American political and socinl thought. It is also important to
survey 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 system,

This analy~is leads me to conclude that there are serious problems
with our present svstem of taxing wealth transfers. In my remarks
today, T will try to identify the most important of these problems,
und offer proposals to correct the defects,

I believe that estate and gift taxes can and should be an important
instrument for achieving economic and social justice in the United
States. But the present system—Ilargely a product of the 1920's and
1930°s—is a weak and ineffective tool for a vastly different America
entering the final quarter of this century.

My proposals for estate and gift tax reform are, therefore, intended
to layv 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 system. They impose a tax on a significant source of “ability to
Lmy" that would otherwise fall outside the Federal tax structure.
Strengzthening the taxes on transfers of accumulated wealth thus
strengthens 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 injustice, a step toward greater concentration of wealth and
power in the hands of a privileged few.

In considering proposed changes in the estate and gift tax system,
it is important to understand how the system is operating at present.
A few l’acts 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 7 percent of wealth with respect to
tho=e estates.
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In 1977 the individual income tax will bring in $160 billion, the
corporate income tax will bring in $60 billion and social security
taxes will bring in $107 billion. These other taxes are already notorious
for the heavy burdens they impose on individuals and corporations.
Only the cstate and gift taxes fail to pay their way.

The first chart I ﬁa\'e attached to my testimony makes the point
dramatically.

Up here you sce on these charts exactly what the situation is. This
churt here points out that 24 percent of Americans, when they 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 the
population.

Now if yvou accept the Ford administration proposal, you will
ruise this figure to 98 percent of the American people who will pay no
estate tax. You are effectively reducing the input of estate taxes to
un even smaller number of the wealthy.

Now there aure two broad sources for the present weakness in our
system——

Senator Moxpank., Would you yield there for a minute?

Senator KENNEDY. Yes.

sSenator MoxnarLe. 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
n‘u_nking that kind of money is not rich yet they would come within
this——

Senator Kexxeny. I am going to come to that directly.

Ho;mtor Moxpaie. These people ure really very modest income
ONEe,

: Slolmtor Kexxeny. T will come to that and talk specifically about
that particular problem, how we are trying to deal with that. T have
some specific recommendations in that area which I know is of special
interest to the members of this comnittee.

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

‘T'he prescuce of substantial tax expenditures in the estate and gift
taxes,

The presence of substantial defects in the structure of the present
tax =ystem. .

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

Tax experts and economists have long recognized that the concept
is oqually applicable to other taxes, including the estate and gift
tax. The chamrman 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 su&)'ect to the same scrutiny and control as
other tax and direct spending Ly 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 by
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 committce.

That is the second chart, Mr. Chairman. This 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 MoxpaLe. You don't have the marital deductions?

Senator KexNEDY. According to the experts, the marital deduction
is not a tax expenditure. It is a structural feature of tlie estate tax,
like the personal exemption in the income tax, which is also not a
tax expenditure.

This initial tax expenditure budget provides dramatic evidence as
to why these taxes ure at present so ineffective in reaching those who
have the greatest ability to pay. The Federal Government expends
almost $3.5 billion through the transfer tax system—or 60 pereent
of the amount of revenue actually raised by estate and gift taxes.
The comparable figure for the income tax system is only 48 percent.
Thus, tax expenditures play 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: 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 .
treatinent accorded lifetime gifts, which permits the very rich to
transfer wealth to their chilﬁren and grandchildren, while paying
transfer taxes far less than those who transfer their property at death.

Together these two tax expenditures will cost the Federal 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 the
country.

I urge the committee to take the following five actions to insure a
fair(irlnnd more effective method of taxing transfers of accumulated
wealtn.

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 BExTseEx. T am having trouble following your testimony.

Senator Kenxeby. I am on page 5. This would be point 1. I am
going through these five areas very quickly.

Under a unified transfer tax, there woul(? 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 during life or at death. The sume transfer tax
liability wourd 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. Tliis 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.

An effective transfer tax must tax transfers of wealth at least once
cach generation. Such a tax would follow the normal patiern 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 ol any estate or gift tax in the process.

Various 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 o}) 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 slmul(ﬁ oF course, 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 trans{erors
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 t‘)le credit should be no higher than
about 89,500, which is the level required to replace the $60,000 exemp-
tion. The 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
relicl on estates over $60,000.

A good deal of attention has focused in recent months on liquidity
)robﬁ-ms cencountered by estates owning family farms or small
husinesses.

I think we all agree that it is undesirable to have a tax system that
forces e~tates 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
rem;)llt 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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StaremiNT oF SENATOR Epwanrn M. Kinxeoy

ESTATE TAX RELIEF FOR FAMILY FARMS! MAKING SURE THE SOLUTION 1S NOT WORSE
THAN THE PROBLEM, MAY 13, 1478

One of the major tax issues confronting this Congress is the liquidity preblems
that farm owners, especially the owners of small fumily farms, reportedly en-
counter when required to pay federal estate taxes. A number of bills have been
introduced in the Senate and the House to provide various forms of estate tax
relief Lo deal with this problem. And a great deal of testimony urging estate tax
relief for farmers was presented to the House Ways and Means Committer in its
recent hearings on estate and gift taxation,

Rimilar estate tax liquidity problems alko confront the owners of small businesses,
and in the near future I plun to discuss this question as well, But the purpose of
my remarks today is to deal with issucs uffecting farms,

I am very sympathetic to the need to preserve fanin land and open spaces as
one of the nation’s most important long run privrities. To that end, I sulanitted
to the Senate Finance Committee in March a proposal designed to achieve tns
objeetive without impairing the equity or effectiveness of the estate tax system, 1
am pleased to have received a number of expressions of support for the proposit
from those who share my interest in the preservation of family furins and open
RAUCES,

! My own continuing investigation into this issue has convineed me that Congress
should be very carcful in the type of estate tax relief that it provides for fanm
operations. It appears quite likely that most of the proposals that have been pre-
sented to Congress so far will achieve exactly the opposite results from those
intended by their spansors, That is, in the name of providing estate tax relief for
farmers, many of these proposals will have the actual result of hastening the
demixe of the small family furn,

The purpuse of my remarks today iz to present the data that agricultural ex-
perts have developed on the liquidity issue and their analyses of the likely effects
on the agricultural sector of various tax relief proposals, When this evidenee is
objectively analvzed, 1 hope that Congress will agree with me on the need for
carcfully targeted legislation in this arca,

WHAT I8 THE EXTENT OF THFE LIQUIDITY PROBLEM?

The push for estate tax relief for furm estates has arisen from occasionul reports
that owners of family farms are forced to sell all or parts of the farm in order to
obtain funds to pay federal cstate taxes. Until recently, there has been general
agreement—but little systematic analvsis—that estates owning farms have
It}ced liquidity problems significantly more severe than estates with other types
of assets.

But recent studies indicate that scrious liquidity problems are actually en-
countered by only very few estates owning farms, The staff of the lowa Law
Review recently conducted an extensive survey and analysis of estate rlnnniug
and tax problems encountered by farm estates. With respect to the liquidity
issl(x,e, th|e 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 assets—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 cither 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,

1 Contemporary Btudies Project: Large Farm Estate Planning and Probate in lowa,
79 lIowa Law Review 704, 928-930 (1974) (footnotes omitted). The farm estates stuclied
had federal estate tax gross estates of $250.000 or more. With the utilization of the marital
deduction, the deductions for debts and administrative expenses. and the present £60,0(4)
. exemption, the taxable estates studied feneull would have ranged fromm $40.000 and

;‘l'- 'nlllu't' these are the estates that would benefit from most current proposals for estate

ax rellef,
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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 farm opera-

:‘i(ms; generally acquire greater amounts of liquid assets between retirement and
cath,

“For purposes of this study, estate liquidity was determined by comparing
ordinary debts of the estate, and actual (or pruspective) taxes and estate xettle-
ment costs with the amount of cash or readily convertible assets included in the
estate, The respective liquidity conditions of living farmers and probate c¢states
did not compuare favorably. Prohate estates had an average of $43,600 in total
probate expenses and $34,500 in total liquid assets. Stated differently, probate
expenses averaged 229 of the average appraised gross estate (AAGE) and liquid
assets averaged 2546 of AAGE. Living farmers, on the other hand, had an average
of 861,900 in liquid asscts or 9.5%¢ of their average gross estute. Even if it is
assumed that living farmers, upon their death, will suffer total probate expenses
only in like proportion to those encountered by probate estates—22; —the extent
of the apparent liquidity gap is clear.

“Even so, certuin mitigating factors evidently operate to relieve this liquidity
squeeze over time, a fact which is established beyond doubt by the sufficiency
of liquidity found among probate cstates. Whatever these factors may be—partial
liquidution upon rctirement and the greater degree of financial maturity which
accompanies age being two possibilities—something occurs between the average
ages of 51 and 75 years to ease the kind of liquidity squeeze which is perhaps
merely symptomatic of that middle stage of the family furm cycle in which most
of the subject-farmers found themselves ut the time of this study. In any cvent,
the conclusion seems inescapable that whatever liquidity problems were observed
among living farmers, they constitute only a temporary condition which cither
tends to cure itself with the passage of time or is solved by the aflinnative actions
of the client or his attorney at some point rrior to hia death.”

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

First, the liquidity problem gencerally is a temporary one encountered by living
{armers.

Second, the overwhelming majority of farmers take steps prior to death to
solve this problem and insuge liquidity for their estates,

'I;hird, only about 20¢; of the farm owners even have a potential liquidity

roblem.

! These conclusions were verified in testimony presented by James D. Smith,
Professor of liconomics at Pennsylvania State Universitﬁ'lduring the Hou~e Ways
and Means Committee Estate and Gift Tax Hearings this year.

Professor Smith approached the liquidity problem by asking a simple question:
What percentage of an cstate’s liquid narets—cash, stocks, honds, life insurance—
are required to pay estate taxes and probate costs? Obviously, if an estate has
liquid asscts in excess of its estate taxes and probate costs, it has no liquidity

yroblem.

: Professor Smith's findings, bazed on 1973 estate tax returns, are instructive.
In analyzing estates with farm or noncorporate businesses, the only estates found
with significant liquidity problems were those with less than $60,000 in assets—
23% of these estatex 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 help these estates.

On the other hand, 75 of the estates incurred estate taxes and probate costs
in an amount that was less than one-half of the liquid assets owned by the estate.
In other wurds, in three-fourths of the estates owning farns 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 passed on to the heirs with substantial liquid
axsets as well.

In only 9 to 14 of the larger estates studied did estate taxes plus probate cosrts
equal or exceed liquid assetz. 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)

Number of ——
“etorms 02519 0.50% 0I5t
Typs of teturn and economic estate  (thousands) 0 (o 0.2 0.50 0.75 1.0 1.0-plus Al

Some {s1m or noncorp business assets:

| to $60,000 .- $96 W3 19.0 6.0 1.1 23.0 100
3,482 $5.5 15.8 5.9 36 9.6 100

80 3,485 63.3 1.2 6.6 2.3 9.9 100
1 6,15 51.2 19.0 4 3.3 12.0 100
i 3182 51.4 2.2 3.9 4.6 1.8 100
$200,0n0 3,420 4.2 26.2 8.2 6.0 1.9 100
$300 2,251 N1 B2 10.4 5.0 1.3 100
;sou 1,428 3.3 ns 0.2 4.8 13.9 100
1 818 .8 4.1 1.6 5.0 iLs 100
24,843 S2.7 2.8 8.2 4.2 1.1 100

Nor did Professor Smith's study find any significant liquidity problems where
the cxtate passed to the surviving spouse. Some 57, of these estates with assets
from $60,000-$100,000 paid no federal estate taxes at all under present rules.
Almost half of the cstates with assets from $100,000-$150,000 paid no estate
tax. Ohviously, an increase in the estate tax exemption will not help these
estates at all.

These studies indicate that the great majority of farm estates cncounter no
significant liquidity probleins,

On the other hand, a small percentage of farm estates do face quite signifieant
liquidity =hortages, and are therefore descerving of relief. We must be sure,
however, that provisions intended to help these deserving cases do not provide
windfulls to thuse whe do not require federal financial assistance.

ARFE PRESENT DEATH TAXES DIVERTING LAND FROM FARM USE

Another relevant 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.8, Department of Agriculture, 9597 of
the farm acreage transferred in 1973 remained in agriculture, forestry or recrea-
tion use. In 1974, the figure was 939} .2

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

THE IMPACT OF ESTATE TAXES ON THE FAMILY FARM

Although the data show that significant liquidity problems are confined to
small cstates, it iz important to ask whether the family farm is faced with dis-
proportionately difficult problems so that the existence of this vital institution is
jeopardized. Here 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. Harl, Professor of Economics ut Jowa State University, examined the
role of federal cetate tax rules in preserving small family farms. His study
concluded: ¢

“Can agriculture make a compelling case for special [estate tax] treatment?
The big argument is the adverse effect on the family farm. But let's louk at that
argument carcfully.

‘““The great majority of the farm businesses don’t continue into the next
generation anyway. For 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

?*Farm Real Estate Market Developments (CD-79), Economic Research Service, U.8.
Dept. of Agriculture, (July, 1974) at P 0,
3 Woods, “Death Tax Poiley: mplications for Rural Land Use,” Paper presented to the
ﬁ;{;\‘t’en‘:ee {‘: Rural Land-Use Policy in the Northeast, Atlantie City, New Jersey (Oct. 3,
at p. 14.
¢ learl. Some Reflections on Federal Estate Tax Reform (Feb. 0, 1976).
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business. For some others, there may be a farming son, but he's running his own
independent operation by the time the parents die. He may have been helped
carlier by the parents befure he spun off in his own veconomic orbit. In some
cases, he may huve bheen the parent’s tenant. But the key point is that in a high
[wrcvnu:ime of the cuses, the son's furm business is well eslablished by the time the
arenls die.
g *For this entire group of furmeri— and it may total 70, to 805 of the total,
maybe more——the death tax burden certainly affects the amount of capital w
pu~s to the heirs. But it doesn’t have a great impact on the farm business."”
Thus, the problem of preserving the “family” furm is confined to a small
pereentage of fanm estates, Aguin, the lesson is that estute tax relief for liquidity
prublems must be carcfully structured,

-

THE LFFECT ON AGRICULTURE OF INCRLEABING THE ESTATE TAX EXEMPTION

Many of us have noted the serivus adverse ¢ffeets that a general inerense in the
estate tax exemption would have, These problems are outhined in the letter und
fact sheet nt the conclusion of vy remarks,

But wenld o general inerease in the $60,000 extute tax exemption be a desirable
step for the agricultural sector of our economy? As wellsincaning a3 advocates of
aninereased exemption are in this respeet, agricultural economists who have
examined the matter have found that increasing the «<state tax exemption can be
vx.]n-clvd to produce <ignificant advere effeets for family farm owners,

n September 1973, the Couperative Extension Service of the College of
Agriculture of the University of Ltinois at Champaign-Urbana issucd an analysis
by a nutiber of distinguished agricultural ceonutaists, hoth in snd out of governe
ment, entitled " Denth and Taxes: Poliey Issues Affeeting Farm Property Trans-
fers.” ‘The studits exnmined the impact on agriculture of various estate and gife
tax changes. Three significant agricuitural criieria were cmpleyed to evaluate
the various proposed chunges: Farmland buying opportunitics, effeet on furmn
size, and effect on anount of farm land ownership by non-farners,

According to the studies, u general inerease in the estate tax exemption would
produce adverse effects (or small furmers under all three eriteria,

1. An increased estate tax exemplion could reduce farmland huying opportunities,
Applving the first test, the study concluded: *High exemption or low taxes on
death transfer of farn property give an advantage to the heirs of the farmer over
all other people, including voung persons who would like to buy farmland. So
the equality of opportunity priu(‘iplo ix violated,

“Furthermore. if it is true that young furmers can more readily enter farming
on a holding somewhat smaller than mauny retiring farmers have built up, some
division of large holdings at the time of transfer muy particularly improve equality
of opportunity. The aspiring young farmers would then find it easier to buy a
maodest-sized {arm."

2, An increased eslate lax exemplion may haslen (he (rend to larger and larger
Jarms in the U.S,

One argument advanced by the Administration and others for a $150,000
eatate tax exemption it that it will help preserve the small farm. In fact, the study
concluded, the oppaosite may result:

“A higher death tax exemption or lower rates could lead to larger farma in the
United States, as there would be less pressure for selling all or part of a large
farm estate in order to pay taxes. However, larger farms kept intuct following
deuth might be operated more frequently by tenants than by owners. Frequently
the heirs will not be operating farmers,”

3. A higher cslate taxr exemplion will lend to produce more farm land ownership
by non-farmers.

The study concluded here:

“Low death tax exemptions and relatively high rates have some tendency to
preserve an agriculture where operators own at least part of their land. Higher
exemptions and lower rates have an opposite effect. They facilitate moving toward
a financially elite landholding class in agriculture, and landholding by other than
farm operators.”

THE EFFECT ON AGRICULTURE OF PREFERENTIAL ESTATE TAX TREAIMENT FOR
FARMS

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

75-046—7¢——3
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windfalls to non-farmers: Bills which allow preferential valuation of farms for
;*staw tax purposes; bills which provide un additional excmption or credit for
anms,

Can these a{)pronchcs to the farm liquidity ‘)mblcm be expected to produce more
favorable results for agriculture than a general exemption increase? Unfortunately,
there is evidence that these “solutions” may actually be worse for agriculture
than the present problem,

The studics published by the University of Iilinois also examined the effects
of these proposals under the same criteria. The studies found:

1. Preferential estate tax treatment for farms will reduce farm land buying oppor-
tunsties, especially for young farmers,

2. Preferenttal treatment for furms would resull in larger farm operalions.

3. Most important, preferertial treatment for farms will lubalaulially increase
ownership of farm land by non-farmers. Here, the study concluded, “*Selective
concessions for agricultural estates could attract investments of well-to-do non-
farmers in furm land and tend toward transfer of ownership and control out of
the hands of opcmunf farmers.”

*“. . . The proposul that is most 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 sum, the mast zcrious danger in proposals for preferential estate tax treat-
ment for furmis is that it may simrl,\' create a new form of “tax shelter’” involving
purchnses of furm land by wealthy outside investors to shicld their assets from
estate taxes,

In the study cited carlier, Fred Woods of the Department of Agriculture
warned: “Thus, such legislation could contribute further to the attractiveness
of qualifying types of rural lund as vehicles for wealthy individuals to employ
in rming more of their assets to their heirs, Consequently, such legislation might
well increase the demand for these types of land and contribute to further in-
flationary land price increases,”

Professor Harl of lowa State University, whose study was also cited earlier
has made the same point: “We've learned t'hut agriculture's unique cash methmf
of accounting hus been a major factor attracting outside capital in the past into
nummvrons farming ventures, It's taken years of legislative effort to close off areas
of abuse by outside investors, A federal estate tax break for agriculture alone rould
fuce the same Kinds of problems,”

NEEDED: A REAL PRESCRIPTION FOR THE PROBLEM, NOT A QUICK MIX

The only substantial evidence that I have bieen able to uncover leads me to
believe that the Congress must act very carcfully in fashioning a solution to
the genuine liquidity problems fuced by some estates owning small family farms.
Failure to provide carcfully targeted relief may well produce more serious
problems for agriculture in the future than problems we are trying to solve today.

I believe that the propesal 1 have submitted to the Benate Finance Com-
mitlee teets this criterion. Under my proposal, a family farm will be valued for
federal estate tax purposes at its value for farm use if either if the following con-
ditions ure nu t:

1. The decedent in his or her will, or the decedent's estate within the period of
time for filing a federal estate tax return, teansfers the developinent rights with
respect to the property to a state or local governmnent (or to an instrumentality
thereof), or to an organization described in xection 501 (¢)(3) of the Code, the ex-
emptiunction of which is to preserve Jand and open spaces. The decedent, of course,
may have taken this action prior to dcath, and thus guaranteed valuation at the
value for fari: purposes, “

2. Alternatively, the decedent or the decedent’s estate may transfer such de-
velopment rights to the Secretary of Agriculture.

EFather of these transfers 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.

“Development rights” are actually negative easements. They do not give the
holder of the rights the gowcr to take any action with respect to the land covered
by the development rights except the right to prevent commercial or residential
development on the land. Thus, the use of the farm property as farm property by
the heiry and beneficiaries of the decedent will not in any way be impaired by
possession of the development rights by a state or local government, for example.
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This proposal will in<ure that federal ‘estate taxes will be forgiven only in those
situations in which there is assurance that the farm property will in fact continue
to be used ns farm property. If at some later date, the owners of the farm desire
to develop it, or to scll it to a purchaser who wants to develop the land, they can
do so and they (or the purchaser) can acquire the development rights from the state
or locul government, charitable organization, or the Secretary of Agriculture, as
the case may be, by paying to the holder of the rights the cstate taxes foregone by
the federal government, plus interest,

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

It confines the federal estate tax relief to farm operations and to those farm
families who are scrious 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 governinent.

If it subsequently becomes desirable to utilise the farm land in commercial or
residentiul development, it will be possible to do so, but at no financial loss to the
federal government, in the case of development rights held by the Secretary of
Agriculture, In the cuse of rights held by state or local governments, the proposal
can be secn 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
progressive Jand use techniques.

I am pleased that this proposal is recciving a favorable reaction and is being
studied by those sharing my concern to preserve fann lands and open spaces,

Included at the end of my remarks, for example, is a letter from Mr. Robert O,
Binncewies, Exceutive Diree’  of the Maine Coast Heritage Trust, a privately
funded conservation organize.ion in Maine, urging adoption of my proposal.

If the Senate fecls we =hould go further and provide some form of preferential
estate tax trentment for farm estates, then two steps must be taken to avoid the
serious problemns 1 have outlined above:

1. The measure initially must be effective for a limited period of time so that
Congress may study the results of the provision in terms of costs and benefits,
cquity, cfiectiveness and other factors. 1 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 regon. 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 Congressional Budget Office in cooperation with the Joint
Committce on Internal Revenue Taxation, the llouse and Senate Agriculture
Committees, the Department of Agriculture and the Treasury Department.

In conclusion, I am convinced that there are certain owners of small family
farms who need relicf 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-
tates and that the relief must be s*wciﬁcully directed to these deserving farm
owners. I hope that the suggestions 1 have outlined will help Congress to achieve

this goal.

Senator Kexxepy. Equally cautious solutions are needed to solve
the liquidity problems of estates owning small businesses. The data
in the analysis indicate that serious liquidity problems are again
confined to about 10 percent of estates owning small noncorporate
busines<es, Further, we must be carcful, in defining “small business,”
that we do not provide unjustifiable tax relief for the wealthy.

The most ~ignificant reform to alleviate t  .iquidity problems for
deserving e~tates owning farms and small businesses is the unlimited
marital deduction. Testimony 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 problems for estates with farms and family businesses where
the surviving spouse reccives the property. .
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To solve the liquidity problems encountered where a farm or small
business passes to the next generation, 1 propuse a special family
farm and small business tax credit. ’

This tax credit would contain the following four elements:

One: The credit would be established at an amount which, when
added to the busic $60,000 exemption, would exempt from the estate
tax family farms and =mall busine<ses, up to $175,000 in value. This
relief, lurger than the relief in the Ford administration proposal for
such estates, would have only a modest cost because it would be avail-
able only for furns and small businesses.

Two: The credit would be available only to estates owning farms
and small bu-inesses which stay in the family.

Three: If the fara or small business for which an additional eredit
has been granted is subsequently transferred outside the fumily, the
amount of the additional eredit should be repaid to the Treasury.

Four: The special tax credit should carry a termination provision
effective 10 years from the date of its enactment. This will insure
that Congress must evaluate the cost, the benefit, the equity, und the
effectiveness of the credit. After 8 years, Congress should require
a report on the effects of the program, including recommendations
us to whether it should be terminated, continued, or modified. The
study should be conducted by the Congressional Budget Office in
cooperation with the stuff of the Joint Committee on Internal Reve-
nue Taxation, the House and Senute Agriculture and Small Business
Committees, the Department of Agriculture, the Small Business
Administration, and th Treasury Department.

Furmers 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 transfers 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 (levelopmont. po-
tential would thus be exempted from estate tax, as long as the land
continued to be a farm or open space. This special treatinent would
be available even if the recipient of the land was not a member of
the decedent’s family.

Finally, I also hope that Congress will act as promptly as possible
to close what I believe is the most notorious single loophole 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-

osals to the committee in this area for consideration as part of

.R. 10612, the House-passed income tax reform bill now being con-
sidcred 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 1s vital to the achievement of our
national goals of economic and social justice. I beleive that the pro-
posals I have offered today represent constructive steps to achieve
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 today
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
gignificantly. Therefore, it would benefit a number of different grou
in the highest income brackets. I don’t think the case has been made
for an increase in the $60,000 exemption.

Scnator MoxpALE. 1 believe the Senator Nelson proposal would
eliminate the $60,000 exemption and substitute the credit.

Senutor KENNEDY. But tﬁe effect of that credit in place of the ex-
emption will be to increase the $6,000 exemption.

Senator MoxpaLE. Then he has a phase out, the credit phases out
at the upper level.

Senator KexxepY. The principal question is how we are going to
target the relief to reach J\e family farm and the small business in
such a way that we will not be creating windfalls for those who don’t
deserve them. By creating an extra benefit for family farms, we may
open up a new loophole that will be used by those with large accumula-
tions of wenlth to avoid paying estate taxes. In effect, they may bid
up the price of farms nml' drive family farmers off their land.

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

Senator MoNDALE. 'l‘ﬁuuk you very much, Senator, for a most use-
ful stavement.

Senator Bentsen.

Senator BExTSEN. Yes.

Senator Kennedy, when you talk about a 10-year payment, of course
you have the 35-}mrcc‘nt limitation now, you s’eip' you have liboralized
it to the extent of reducing that to 25-percent. 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. Ax I recall, it was about 4-percent. and now it is something that
is geared to prime, which is substantially higher than that.

“ven with a 10-vear 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 has come
to farms, voul are talking about S()llletfﬁng that certainly is valued at
$200,000 to $300,000 and has an income of $10,000 to $15,000.

So if you are talking about those people trying to pav off that estate
tax, and paving that ﬁiml of interest charge already, if you have got a
market value of come $300,000 and you are having to pay a 7-percent
rate on that, yvou are talking about your paying about a 6-percent
rate, you are talking about $18,000 there.

So you are finding yourself in a position of having to go through a
partial liguidation and that is a very difficult thing to accompli<h in
trying to -ell off part of a farm. I think what they finally end up doing
is selling the entire thing.

So that is why 1 think that you are in a position where if you are
going to continue family farms in this country, and the estimate is
that over the next 20 years some 400,000 of them are going to go out
of existence, with the primary cause of it being trving to pay off
the~¢ taxes, as someone dies and the kids try to carry it and find
they can’t do it, ~o J think basically you have to raise the exemption
in order to bring that about.
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Even though it is a relatively small number of people percentage-
wise, [ still don’t see any reason for them to try to bring that kind of
inequity to them and I think it is a social objective and economic
objective and in the national interest to try to keep these small farms
and these small ranches in existence.

Scnator Kexxepy. Senator, 1 agree with you and that is why, in
my suggestion, I would raise the exemption to $173,000. We are going
beyond the administration. What we are trying to do is target the
relief on the farms or small businesses themselves.

I have tried to suggest a proposition to deal effectively with the
{:robloms of the family farm or small business, but not written so

roadly or so generally that anyvone who just owns any stock is
going to receive a windfall.

What concerns me is that by raising the oxomrtinn for carryvover,
you are going to be providinf that kind of windfall to a great number
of Americuns who have abzolutely no interest in the family farm.

Senator BExTsex. Let's deal with another point, then, that you
have also brought up, and one that is a very popular point raised in
some =chools of thought, and that agzain is that capital gains escape
any kind of a tax on death. What you are finding, I think, in this kind
of n situation is a_couple of <ituations developing. You ave finding a
very substantial inerease in the eapital gains tax that has been
taking place. It has been raised to 35 percent and then vou get a
preference tax on top of that, so you get up to about 37 percent. Then
if you are in an area like New York, Culifornia, they have unother
5 percent that is added on to it.
¥ Ro this is one of the things that has been forcing people to make a
tax decision and not economic decisions and not trnn»t’urring propertics.
It ix a voluntary thing, this transfer of property.

1, frankly, think that we ought to see a ~ubstantial reduction in the
capital gains tax on assets that have been held over a long period of
time. I am for taxing profitz but not for taxine illusory profits, and I
think this is what you are fiuding in a lot of these situations where
something has been held and owned 15, 20, 25 vears and inflation has
taken place and much of that gain i< not really there.

And to say in effect we are going to have a double tax, I hold very
much to the contrary point of view that what people are talking
about is trying to tax it twice on death.

Senator Kexxeny. Well, Senator, I know that there are differing
views on this. 1 would put the reduction of the capital gains tax very
low in my list of priorities.

There are, obviously, questions about capital formation and other
issues. I have suggested at other times to the committee, that in terms
of tax expenditures, we ought to apply three tests, One is, is there a
sound public policy purpose for cither a direct expenditure or a tax
expenditure? If we can say vyes there i<, then the question is, is it
better to have a tax expenditure and direct appropriation.

We may say with regard to some areas, it 1s much better to act
through a tax expenditure rather than through a direct appropriation.
Then, the third test comes, if you are going to provide a tax expendi-
ture, are we devising the best means to carry out the purpose. 1 would
much rather provi(Ye in the arca 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 tests. What
I tried to do in the carlier presentation is to apply them in the arcas
of income tax. Here, I have tried to do it in the arca 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.

think a good many businessmen and cconomists would disagree,
butitis a majorissue.

Senator BExTsEN. No one can quarrel with the objectives you are
talking about. I think we both share it. ‘The 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 has
built a small business, reaches the age they want to retire, and they
ret ready to sell it and find they are, themscelves, facing in California or
New York something like a 40 percent tax, then they make themselves
a tax decision and not an economice decizion,

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

So, 1 feel over a long perind of time where you have allowed for an
inflation factor, in effect, that you are actually probably going to
pick up more taxes by more transactions being made 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 azree that that is a judgmental thing and they can be argued
on either side as to how the public would finally react onit.

Senator Kenxegpy. I would say, Senator, that there are those who
make a strong case that capital is frozen now hecause of the advan-
tages of holding assets until death. A sliding scale {or capital gains tax
would raise similar problems, because people would hold their assets
longer to get the lower tax rates. This is the lock-in effect that bothers
me.

Scnator BExTseN. What that fellow does, he merges his company,
that is what he does, instcad of selling it and not getting the diversi-
fication, he ends up taking a tax free merger and’ merging it into a
wicket corporation which he never wanted in the first place.

Senator Haxsex. I join with the others on the commmittee, Senator
Kennedy, in thanking you for your appearance this morning and for
the very interesting presentation that you have made.

I want to study it so that I may understand it better than I do now,
but I would like to just follow along, though [ think it has been fairly
well explored by Senator Bentsen.

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

I was visiting with a mmember of Parliament a couple of weeks ago
and he said the British are totally bankrupt on socia‘ yrogram ideas.
Every idea that can be suggested to enhance the socia]l well being of
Britishers has been adoptmﬁ And he 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 in 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 tﬁe social objectives we have done violence to the value of
the dollur, and that is what we are talking about, because when we
are talking about taxes or capital gains or whatever, we are talking
about the value of a dollar, we aren’t tulking about a bushel of wheat
or a pound of corn, or acre of land, we are tulking about dollars.

And one of the reasons that I aim so intrizued with Senator Bentsen’s
idea on graduating downward capital gains is that it does recognize
that when we speak about capital gains having occurred, what we
are really tulking about is that there has been a hell of a lot of inflation.

1 think U.S. News had a little editorial mavhe a couple of months
ago on a person who sells a home that in 1950 cost him $50,000, he
gets $100,000 for it today. I suppose most of us, if we didn’t stop to
think, would think that is a pretty good deal, it is a good time to sell.

According to the U.S. News and World Report story it would bes
very poor time to sell because the value of a dollar today as compared
with the dollar at the time the home was purchased would buy only
48 cents, so you wouldn’t come out even on that basis.

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
in capital gains taxes to whet has been the result of the erosive effects
of inflation upon our dollur?-

Scenator Kex~neoy. Well, I think they could be and should be, Sena-
tor. I do feel that we are talking about the totality of growth of tax
expenditures, which has enormous importance in terms of our economy
generally, increasingly so. We debate at length the size of our budget.
the defense budget, vet we see tax expenditures increasing much
faster than our total budget. I think it has direct economic implica-
tions that ought to be examined by this committee. 1 think there are
serious qlucsuuns of the implications of that growth that should be
exumined.

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

ictures of azalea plants or reual estate or any of the other factors.
ut they have grown up, and we ought to be constantly asking our-
selves these questions about these abuses.

In the area of new capitul formation, I think it is a very legitimate
issiie that ouglit (o 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-
creasing the supply of services, and costs are going right out of sight.

The Congressicnal 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 questicns that could be debated and discussed and
T appreciate with you the need for such a discussion and debate.

'Fhoy hit the people in my State on fixed incomes as they do in
Wyoming. They are as common to your State in Casper and Chevenne
as they are to Chicapee and New Bedford and Falls River in
Massachusetts.

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

Senator BExTseEN. 1 know the Senator has another committee he
has to chair,

Senator HaxseNn. If T could, T just want to make one statement.

I am glaud you mentioned the points you have and I appreciate it.
I appreciate the intense interest you have taken in this area and in
S0 many areas.

I would 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 vears later it is a little over 24 percent. HEW, a Depart-
ment of Government that wasn't even in existence 20 years ago,
represents nearly one-third of it. And one thing that disturbs me
about so many sociul programs is that when the Government starts
picking up the tab a lot o?things happen.

I am not talking about denying poor people, people unable to buy
necessary medieal aids, the sort of treatment that they need. Wo
have two hospitals that are not tax supported in Wyoming, one of
the two happens to be in my hometown, but as soon as the Govern-
ment starts picking up the tab vou know you want to go in for every
little uche and puin that you may 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 sce how the other countries have handled these programs, there
certainly isn’t all pluses to be said for Government participation.

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

Senator MoxpaLE [presiding]. Mavbe we could hold these health
hearings some other time.

Senator KEXNEDY. Just to this point.

Senator MoxparLe, One minute.

Senator Kexxeny. Yes. You will find both the HEW studies and
congressional research studies have shown it generally isu’t the
people in the poorer arcas and the unserved areas that abuse and
overutilize services. 1t is generally the suburban areas. This might
not be as true in communities in Wyoming, but the health economics
studies reflect that fact. The capacity of the suburbs to overutilize
health care services and swallow up speciulisis is virtually unlimited.
I‘ agree with your point on that. We are tryiig to alter or change
that. .

Senator Moxbpare. Senator Dole.

Senator Dovre. T will be very brief.

Is there a definition in the legislation of small business “family"
farm? Is that defined somewhere?

Senator KExNEDY. 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 KENNEDY. Yes.

Senator DoLk. 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 Kexxepy. I think the Senator is quite correct, there are
definitions which exist in law. They ought to be tightened.

Senator Dork. I think I agree. I think Sccretary 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 surviver passcs on and then be hit with a larger tax?

Senator Kexxebny. Well, they will still do the planning, I imagine,
Senator, in terms of the best way to meet their family objectives or
personal desires.

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

Senator KExNEDY. Well, in some instances it can be at least two
or three gencrations.

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 KEXNEDY. Yes, the Senator is correct.

Senator DoLE. And with reference to the question raised by Senator
Mondale, you have this rather large investment.

Senator KeExxEDY. You would still be able under the existing
law to give away $3,000, a year. This is basically an administrative
factor. Individunls may want to give away during their life. They
may want to hold until death. It ought to be left to the individual,
but the tax implication should not be a factor.

Senator Dore. Finally, in the area Senator Mondale and 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 sct forth?

Senator Kexxeny. With tire uniimited marital deduction, 1 favor,
it will go to the wife without any tax.

Scenator MoxpaLe. When she dies under these tables I have scen,
that estate would pay £65,000 in estate taxes.

Senator Kexxepy. They would have a $175,000 exemption.

Senator MoxpaLe. I am talking about under the present law.

Senator BExTsex. May 1 ask, the Senator in his prepared statement
calls it tax credit. He has just referred to it as an exemption. He has
obviously given a great deal of thought to this. I think some of it I
could find myseH 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?
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Senator KExyEny. They are different, but it is casier for the purposo
of discussion to trunslate the credit into a corresponding exemption. A
£9,500 credit is equivalent to a $60,000 exemption. For farms, I would
favor a credit equal to a $175,000 exemption. ]

sSenutor BeExTsEN. It is a credit rather than an exemption, you
mennt (o say?’ )

senator KENNEDY. Yes. Tt is generally the credit that has more
of u value to lower income, middle income people than the exemption.

Senator Moxvark, Thank you very much for your uscful
contribution, ;

[The prepared statement of Senator Kennedy follows:]

Propakid STATEMENT OF SENaToR Epwanp M, KeNseoy

1 appreciate this opportunity to appear before the Senate Finanee Committea
to present my vews on the action necessary to reform the Federal Fstate and Gife
Tax laws, There has been no thoroughgoing revision of this important segment of
the l(«irdvrul tax svetem sinee 1942, Estate and gift tax reform is therefore clearly
overgle,

In arder to evaluate proposals in this area, it iz important to review the role
that the taxation of transfers of wealth has played in American political and social
thought, It is aleo ‘mportant to survey the actual operation of the present estate
and gift Ly lans ta see how well—-or how poorly—they are fullilling their role in
onr overadl tax systom, .

This analysis leaus me to eonclude that there are serious problems with our
present svstemn of taxing wealth transfers, In my remarks today, 1 will try to
i«llimil v the most important of these problems, and offer proposaly to correct tho
defeets,

I Ledieve that estate and gift taxes ean and should be an important instrument
for achieviug ceconamie and social justiee in the United States, But the present
syatem--largely a preduct of the 19205 and 1930s - is a weak and inefective tool
for a vastly different America entering the final quarter of this century,

My proposals for estate and gift tax reform are therefore intended to lay the
necessary foundations for a truly fair and cffective system of taxing trausfers of
accumnulated wealth,

I. T} ROLL OF ESTATE AND GIFT TAXES

Our country early recognized the problems created by excessive accumulations
of wealth, Indeed, taxation of wealth transfers has a much longer history in the
United States than doces income taxation, The first form of transfer tax was
adopted in the United States in 1798, while the first form of income tax did not
appear until the Civil War,

Over the vears, the taxation of accumulated wealth has heen recognized as a
central element in o fair svstem of taxation. President Theodore Roosevelt, a
vigorous advoeate of transfer taxation as an instrument {or social and economic
justice, strongly supported a highly progressive transfer tax as a means of de-
creasing the concentration of wealth.

And President Frankhlin Roosevelt refleeted these views in forcefully advocating
a strengthened and improvad transfer tax structure: “The desire to provide
seeurity for one’s =clf and one's family is natural and wholesome, but it is ade-
quately served by a reasonable inheritanee, Great accumulations cannot be justi-
fied on the basis of per-onal and family security. In the last analysis, such
accumiations amount to the perpetuation of great and undcxirable concentrations
of control in a relatively few individuals over the employment and welfare of
many, many others,.”

Out of this hackground of politicz], economice and social pressure for an effective
system of taxation of wealth transfers cmerged the present estate and gift tax
system. It achieved its present form in most important respeets by 1942, Some
changes were made in the marital deductions in 1948—Ilargely though as an
adjunct to income tax changes, Basically, we enter the last quarter of the twentieth
century with a wealth wansfer system designed to meet the needs of America
in the 1929's and 1930's. N
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What should be the modern role of the federal estate and gift tax system? In
essence, T helieve that these taxer are hest understood as filling a significant gap
in thed“t:;;ility to a pay’' concept on which our federal tax system is fundamentally
gronnded.

The “ability to puy" principle is busie to our understanding of the role of taxes
in a free and democratic society. The more cconomic henefits one has derived
from our free cuterprise system, the greater is his responsibility to contribute to
the socicty from whizh he has derived so much, That is alrcady the basis of our
progressive federal income tax structure.

But the incomie tax ix not suflicicnt fully to carry out the “ability to pay”
principle. It is based on “income”. Under present rales, giftr and beguests do not
constitute income subjeet to tux, Therefore, vast amonntz of accumulated wealth
cun he transferred from gencration to genceration outside the ~cope of the income
tax, But it is obvious that an individual with $H00,000 in inherited wealth
has as uch “ability to pay® 1w any corporate exceutive who has carned £500,000
through his salury.

It is therefore the function of the estate and gift taxes to insure thut this
source of “ability to puy'-- accumulated wealth - in fact wakes come contribue-
tion to the Federal Government., In the absencee of a significant tax on the transfer
of wenlth, great secumulations of cconomic power could puss from generation
to generation, without ever making their fair contribution to the cust of our
comon government, -

state and gift taxes thus perfor a ericial role in the total federal tax »ystem,
They impose 4 tux on g significant source of “ability 1o pay™ that would otherwise
full outside the federal tax structure, Strengthening the taxes on teansfers of accum-
ulnted wealth thus strengthens the fuirness of the total federal tax system,

Canversely,  wenkening  those  taxes  as recommended by the Ford
Administration- is a step in the direetion of greater socinl and economie injus-
tice, u ’tep toward greater concentrention of wealth and power in the hands of
a privileged few,

I, THE OPLRATION OF THE ERTATE AND GIFT TAXLS

In considering proposed changes in the estate and eift tax eystem, it is impor-
tant to understand how the system is operating at present. A few facts put the
issue in lwrsprcli\'v.

Only 79 of decedents dying ench year pays any federal estate tax, 9377 do not.

v definition, anvone who pats an estate tax is therefore in the top 795 of wealth
with respeet to those estates,

Only about one-fourth of the total wealth transferred in a year ineurs the
burden of estute and gift taxation. The ranaining transfers are tax exempt.

F-tate and gift taxes have for some thirty years produced about 295 of wntal
federal revenues, although the absolute yvield has risen from about $450 million
in 1943, to an estimated 56 billion for fiseal 1977, By contrust, it ix estimated that
in 1977, the individual income tax will bring in $160 billion, the corporate income
tax will bring in 360 billion and social seeurity taxes will bring in $107 hillion.
These other taxes ure already notorious for the heavy burdens they impose on
individuals and corporations, Only the estate and gift taxes fuil to pay their way.

Although the estate tax rate rises to a nominal 77 %, in fact the effective rate
of tax on net economic wealth transferred at death never rises higher than about
34, For the wealthiest estates—those over $20 million —the cffective estate
tax rate ix only about 234,

The import of this fact iz clear. Present transfer taxes are fadling far short
of contributing significantly to the nation's “ability to pay™ tax system. By their
defuult, the burden of other federal taxes is higher than it ought to be,

As this Committee and the Senate consider estate and wift tax reform, we shall
hear a great deal about “small” estates, the “average” ostate, “small'’ farms,
“small” businesses and the problems created by estate taxes for these “small,
average Americans'.

But Congress cannot lose sight of the fact that the “small’” taxpayer in the con-
text of estate tax chunges is not the same “small”’ taxpayer we are concerned about
in the income tax.

Some 80C¢ of adult individuals pay income tax each year. In this context,
“amall” taxpavers really do exist, But each year, only 79 of decedents pay any
estate tax. Thus, when we talk of those who pay estate taxes, we are talking about
the mo=t clite and the most powerful group of potential taxpayers in Ameriea.
In the context of the present estate tax, the “small” taxpayer is one who possesses
wealth beyond the reach of over 909, of our citizens.
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A chart T have attached to my testimony makes this point dramatienaliy, 24
of the porsons in the nation have a net worth of leas than $100. Another 3277 have
wealth between $100 and £5,000. For over hadf our citizens, the wealth they own
{um be wensured in terms of u few thousand dollars at most, and probably much
eny,

Let me illustrate the point in a different way, In 1972, those with net wealth
over S$60,000 cnnutitulmy only 57 of the decedents in that year. Yet, this 5
owned 4%‘,’; of the totul net wealth in the country—a staggering $1.5 trillion in
net worth,

Further evidenee of the problem this Committee fuees ean be geen by looking at
the shure of the national wealth held by the richest 0.54; of individuuls in the
country.

In 1953, the richest 0547 cantrolled 2297 of the wealth-—$221 billion, In 1972
the shure was essentially unchunged ~20.44 ;. But the total wealth had increased
to 8722 billion, -

When we realize that in 1972 only $4 billion of cstute taxes were collected, we
can rce how inadequute the present estate und gift tuxes are in fultilling the basic
principle of “ubility to pay’ in American taxation,

HI, FOURCES OF WEAKNERR IN THE 1 »TATE AND GIFT TAXES

There are two brond scurces for the present weakness in our system of taxing
tran~fers of secumilited wealth:

= The prescnee of subistantial tux expenditures in the extute aid gift taxes,

~The presence of substuntial defects in the structure of the present transfer
tax system,

A. A taxr cxpenditure budgel for estate and gift tares

As a result of the Budget Reform Aet, Congress is now thoroughly familiar
with the tux expenditure coneept in the context of the federal incomie tax svatem,
It has proved a valuable tool in our efforts to contral and rutionalize federal
spending.

Tux (xperts and cconomists have long recognized that the concept is equally
applicable to other taxes, including the estate und gift tax. The Chairman of the
Benate Budget Committee, Senator Muskie, has noted on the Senate tioor the
desirnbility of developing a tax expenditure budget for estate and gift taxes,

I am firmly of the view that it is tine to add ¢=tate and gift tax expenditures to
the tax expenditure budget, ~o that this avenue of federal spending will e subject
to the »ame serutiny and control as other tax and direct spending by the federal
government,

I am presenting today, for the first time, a tax expenditure budget for federal
estate and gift tuxes, The analysis was developed by Professor Stanley S, Surrey
of Harvard Law School and Professor Paul R. MceDaniel of Boston College Law
School. Its outline i« given in the second chart attached to my testimony. And 1 am

leased to be able to make it available to the Committee,

As with the carly income tax expenditure analysis. this initial estate and gift
tax expenditure budget should be regarded as a starting point for more intensive
definition and analy~is of federal spending through the estate and gift tax system,
Refinements in the budget will undoubtedly be made as uttention begins to focus
on ita significance,

But this initinl tax expenditure budget provides dramatic evidence of an
obvious reason why these taxes are at present so ineffective in reaching those who
have the greatest ability to pay. The Federdd Government expends nlmost $3.5
billien through the tran<fer tax system—=60¢ of the amount of revenue actually
raised by extate and gift taxes. The comparable 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 income tax systam, listing the specific estate and gift tax expenditures
does not mean that the purpeses for which the federal funds are spent are wr g,
The list does require, however, that Congress analyze these federal spending
programs as part of the total federal budget and evaluate them in the sane terms
of need, eflicieney, and rationality that we apply to other federal spending
prf‘»%rums.

hen that examination ix made, Congress may desire to continue or to modify
some of the present tax expenditures, But others should be repealed outright—
and immediately.
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There are two tax expenditures that have no place in our present transfer
tax system: The exclusion for generation gkipping 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 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 expenditures will cost the federal government over
&1.5 billion in fiseal 1977. And the entire benefit of these tax expenditures is
available only to the wealthiest families in the country,

B. Structural defects in estale and gift taxes.

In addition to the weaknesser in the transfer tax svstem created Ly tax ex-
penditures, the present system badly needs o thoroughgoing revision of three
specifie structural clementas,

First, the two taxes should be unified into a single transfer tax, not only to
eliminate the incquities caused by the present dual tax structure, but also to
simplify the tax treatment of many transfers,

Secord, it is imperative that we adjust the marital deduetion, The marital
-deduction is the method by which the fumily unit is defined in the case of married
<couples, A transfer tax ~hould only be imposed on transfers out of a taxable unit.
It iz therefore important to define the unit properly, lest the tax operate unfairly,

The preseant 50¢ ¢ marital deduction follows the comwunity property mudel of
ownership, where cuch spouse ix decmed to bheeome the owner of one half of each
picce of umpvrt,\' us the property is acquired.

But thizs moadel ix neither an adequate nor an accurate reflection of what
reall lm!» ens in o family when most married couples view praperty as “ours’’
not half m_." and half “hers”. And this is realistic, because the efforts of both
-contribute to the accumulation of the property—whether bhoth spoures work
‘outside the home, or one warks inside and the other works outside, The federal
transfer tax definition of a taxable unit needs to be revised to refieet this fact.

Third, the rates and exemptions are also in need of major revision, Is it not
Judicrous, for example, that the sturting tax rate for the accumulated wealth
of the richest 7€ of the decedents is only 370, when a 1470 rate applies to the
first dollar of taxable .income that the poorest worker in the country carps?
Substantial changes should also be made in the upper transfer tax rates to pro-
vide more uniform and rational progressivity in these rates,

1V. PROPOSALS FOR REFORM

I urge the Committee to take the following five actions to insure a fairer and
more c¢ffective method of taxing transfers of accumulated wealth.

1. Unification of estate and gift taxes

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

Under a unified transfer tax, there would be a rvingle exemption and a single
sot 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 ta whether to transfer property during life or at death,
The sune transfer tax liability would result in cither case,

A properly structured unified tax will eliminate the three major inequities that
presently fuvor the wealthy few who can afford to transfer property during life:

It will end the preferential rates for gifts which are now one-fourth lower than
estate tax rates.

1t will end the ability to make gifts-during life under one rate schedule, and
then at death start over agnin at the bottom of a different rate schedule,

It will climinate what is in effect a deduction for gift taxes if property is trans-
ferred during life, although no deduction is given for federal estate taxes if property
is traasferred at death,

This change ultimately would increase federal revenuces by approximately $S00
million at fiscal 1977 levels,

2. Taration of generalion skipping transfers

The abuse wherehy wealthy families may tran-fer property through several
generations without incurring any estate or gift tax must be ended. This result iz
accomplished by highly sophisticated and complex trusts, carefuily drafted by the
expensive legal advisers of the rich, who enable their clients to “skip” estate and
gift taxcs 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 provide artificial incentives to the wealthy to
follow this pattern in cconomic reality, but escape the payment of any estate or
gift tax in the process.

Varions techniques have heen devised to end the abuse of generation-skipping
trusts, The most satisfactory method is that recommended by the Treasury
Departiment in 1969, It would impose a special additional tax on such arrange-
ments to insure that the total tax burden is the saie as if the transfer had followed
the usual pattern from parent to child to grandchild.

It should be emphasized-that a tax on generation-skipping transfers does not
prevent a donor from making such a transfer, It simply remnoves the present tax
reward for making transfers in this form.,

Flimination of lfxo generation-skipping abuse would ultimately increase revenues
by an cstimated $700 million at 1977 levels,

3. Unlimited marital deduction

The present marital deduction should be changed from a 5075 to a 1007, de-
duction for transfers hetween spouses, This untimited marital deduction will
insure that the federal transfer tax operates in conformity with the undemtanding
of most. marricd couples that the property they acquire during marringe is the
result of their joint offorts, They cannot understand why a gift tax is imposed under
pr;'m'nt rules when one spou-e transfers technical legal title in property to the
uther,

And they are right, Technieal legal ownerzhip may be placed in one spouse for
good non-tax reasons, but geneeally both spouses have contributed in some mea-
sure to aequiring the asset, and no tax should be imposed on the transfer of title
in the property to the other spouse, whether during life or after death.

The change to an unlimited marital deduction would reduce revenues by an
estimated 700 million at fiseal 1977 levels,

4. Rate of tax

A cingle transfor tax rate schedule should be provided, Tt should he designed to
produce more rational progressivity than is true of the present rate schedules,
And it should of course, produce the revenues that Congress deenir appropriate.
At the least, [ would urge the Committee to set the initind rute ol 14%,

8. Level of exemption

A ringle $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
catitled to the unused balance nt their death,

In addition, the Committee should give serious consideration to substituting a
tax credit for the present exemption, If the Commiittee takes this course, the level
of the credit should be no higher than about $9500, which is the level required
to replace the $60,000 exemption. The 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,

The previous discussion of the key changes necessary to create a fair and
effective transfer tax system indicates why it is imperative for Congress to reject
President Ford's proposal to increase the present $60,000 estate tax exemption to
£130,000, The appropriate exemption level should be established in light of other
fundamental decisions concerning the structure of the transfer tax.

Increasing the exemption to $1.50,000 would take the heart out of the estate tax,
reducing its coverage by 70%; and its revenue by 33¢7. Congress must first reform
the basic structure of the transfer tax before it can iatelligently resolve the issue
of the appropriate exemption level, Clearly, however, it should not take a premature
&‘ewp at this time that would have the effect of destroying the estate tax for tha

uture.

G. Special problems of estatea owning farms and small businesscs

A good deal of attention has 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 business in order to pay estate taxes. Bug
I think we also agree that provisions to avoid this result should not produce
windfalls for estates that do not have such problcms,
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As to furmsa, a number of recent studies have concluded that liquidity problems
arc fuced by, at most, only 107, of estates owmng farin assets. It is casential that
we provide relicf for these estutes from their serious liquidity problems. Bug, it is
equully essential that we not create new tax sheliers for non-furimers and unjustiti-
able windfalls for the wenlthy in the process,

In conjunction with my tstimeny today, T am submitting an analysis of studics
thut have been made of the ligquidity problems encountered by estates owning
fumily farms nnd of proposals o denl with those problems, These studies have
convineed me that the Sepate must e extremely cautious to tuilor relief for farm
extules in 8 way that solves liguidity problemns of the deserving few, without
taixing the more serious problems for wll legititnate furmers in the process,

Equally eautious solutions are nceded to solve the liquidity problems of estates
owmug sinall businesses, The duta in the attached statewent indicate that serious
liguidity problems are again contined W about 109 of estates owning small
non-corporate businesses, Further, we must be carcful, in detining “small business”,
that we not provide ur?unliliuhlv tan relief for the weslthy.,

One study has revealed that the top 2047 of income recipients in the country
control over 98° 7, of all income from Subcepapter 5 corporations, 6949, of all income
from partnemhips, and 519 of all income from sole proprictorships. These high
fncome individuals are the sutme ones who control the accumulated wealth that is
properly subject to s transfer Lax. )

Therdure, entate tux relicf for “small busines’ must be targeted to those
gimol business persons who genuinely need help -not to the very wealthy who
happen to have part of their wealth et a-ide in “small” fumily corporations or
partnerships.

The most signiticant reform o allevinte the liquidity problems for de<erving
estates owinng Garms and small business<es s the unbmited mantal deduction,
Testimumy before the House Wavs and Meuns Comittee in its peeent estute
and wift tax hearings indieated that the most setious problems were being en-
countered m estates where the surviving spouse inherited the fanm or small
business.

My proposal for an unlimited marital deduction will eliniinate all liquidity
probiems for estates with farms and family busiucsses where the surviving spoise
recoives the property,

To solve the Wguidity provlems encountered where a farm or rmall husiness
pisses o the nexst generation, I propose a speesal fanuly farm and smali business
tax credit.

This 1ax credit would contain the fullowing four elements:

1. Tie eredit would be established st an amonnt which, when added to the
basic 360,000 excmptien, would exempt from the estate tax Gunily fanns and
stnall businesses, up to 8175000 in value. This relief, lanzer than the relief in
the Ford Adnnistetion proposal for such estates, would have only a modest
cort because it would be availabie ouly for farms and small businesses.

2. The credit would be available only o estates owning fanns and small
businesses which stay in the fumily. The farm or small business must have heen
owned by the decedent or the decedent’s spouse for five years prior to the
decedent's death and it must pass to lineal descendants, In addition, to insure
that the credit is available only to estates with liquidity problems, the value of
the farmm or small busimess must equal at least 254 of the taxable estate of
the decedent.

3. If the farm or small business for which an additional credit has been
granted is subecquently transferred outside the family, the amount of the addi-
tionn! credit hould be repaid to the Treasury. The credit subject to repayment
should also bear interest for ten years at reasonable market rates set by the
Secretary of the Treasury,

4. The special tax credit should carry a termination provision effeetive ten
years from the date of its enactment. This will insure that Congress must evaluate
the cost, the henefit, the equity, and the effectiveness of the eredit. After n period
of cight vears, Congress ﬁl\ull d require a report on the effeets of the program,
including recommendations as to whether it should be terminated, continued or
moditied. The study should be conducted by the Congressional Budget Office in
couperution with the staff of the Juint Committee on Internal Revenue Taxation,
the House and Senate Agriculture and Small Business Committees, the Depurt-
ment of Acniculture, the Small Business Administration and the Treasury
Department.

5. The following liberalized estate tax payment rules should also be enacted:

The clection to pay estate taxes over a ten year period should be permitted if
the value of an interest in & farm or small business exceeds 259, of the taxable
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estate of the decedent. Thic reform would replace the requirement in present law
limiting such rclief to eases where the value of the furin or siall business exceeds
esther 354 of the gross estate or 20 ¢ of the taxable cstate.

The requirement that an exccutor post a bond s a precondition to the granting
of un extension of tine o pay estate taxes should be climinated. The extension
should be granted simply upon entering into a satisfactory security srratgement
with the loenl district director of the Interanl Revenue Serviee,

Where extensions of time have been granted under the uhove conditions, the
exceutor should be relieved of personad galainy for subsequent deticiencies.

The special rules for redemiptions of <tock e closddy Leld corpuaations in order
to pay death taxes or fllm‘r:all or admini~trative expenses should be liberalized.
Sueh special treatment <hould e avinluble where the value of the stock exececeds
220 of the taxable estate of the decedent, and should be permitted to extend
over u period of ten years, Present rales limit this treatment (o larger busiticess
interests,

Farmers and owners of cuvironmentaldly valnable open spuces should be per-
mitted w transfer the developioent rights an the property to Joeal governments,
to chanities, or o the Departisent of Apricaltare or the Department of the Interior,
Such transfers will insare that the farmblaads or open spuces will be valued for
extate tuX purposes only ot farm or open space salue, The salue attributable to
development potential would thus be exempted from estute tax, a3 long as the
Jnnd continued to bhe o far o opreen space. This special treatineni would be avail-
uble even if the recipient of the land was not a member of the deeedont’s family.,

I believe this series of proposals will complewdy sedve the genune hguidity
problems encountered by estates owning fartns or small businesses, At the same
titne, howeser, the proposals are carefully circamescribed to insure that the
integrity of the transfer tax system s waintained and that ats utility us a tax
buscd un ability to pay will not be underiuined,

Vi. CAPITAL QAINS AT DEATH

Finally, 1 also hope that Consress will act a< pramptly as possible to close
what I believe is the miost poterious single loophiole in the tax laws, the failure to
tax cupital gains at death, T regard this issue as part of incoine tax reform. 1 hnve
previously submitted my proposals to the Conouittee in thss area, for considera-
tion as part of H.ORL 10612, the House-passed income tux reform bill nuw being
considered by the Conuniitee,

CONCLUSION

Comprehensive estate and gift tax reform is urgently needed in the United
States, because a sy=tam of effective taxation of the trapsfer of accumulated
wenlth is vital to the uchicvement of our national goals of cconomic and social
justice, I believe that the proposals 1 have offered today represent constructive
sweps to echicve that goal. 1 ook forward to working with this Committee in the
months ahiead, a8 we work to make the lung-pronised goal of estate and gift tax
reformn a reality.

Taz expendilure budgel for estate and gift taxcs, fiscal year 1477

Millions

Agriculture: Deferral of estate tax pavment forfarms. ... ... .. .. .. - $50
Commerce and transportation: Deferral of estate tax paviments for simull

business. .. .. .. e e mrememe——an rem—na .- 50

Education, training, cinployment and socinl services:

Charitable eontribution deduetion/edueation. . oo o Lo ... - 275

Charitable contribution deduetion socinl serviees. - .o o oo e ... H00

Health: Charitable contribution deductionshealth. oo o Lo o . ... 125

Income security :
Fxclusion for annuitics for qualified employee benefit plans_____.__. 200
Exclusion for general skipping transfers . ... . ... ... . . 700
Exclusion for life insurance proeecds on which decedent puid premium. 150
Preferential treatment for lifetime gifis:

Dualrute base ... .. .. . .. .a.a. e ccmm—————a 300
Deduction for gift taxes paid ..o L. oo e as 300
Preferentinl rates . . . ... ... ... e emmee . 223

General government: Exclusion for gifts to political organizations. ... ... 10
Revenue sharing: Credit for State death taxes_ oo oo ... ceee OO
Total tax expenditures. . __.___._____. - memm—em———— - 3,483

Total LAX PCCCipls  co o oo o e ceccce icrceecccc e aa Oy 8UD

15-046—76—4
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Senator MoxparLe. Our next witnesses consist of a panel represent-
ing the National Farmers Union, Reuben L. Johuson, director of
legislation; Minnesota Farm Bureau, President Carl Wilson; Texas
and Southwest Cattle Raisers Association, Mr. James Whittenburg;
and the National Conference of State Legislatures, representing them
is William N. Kelly, chairman of the Minnesota House Tax Committee
and a member of the Government Operations Task Force.

I am particularly pleased to have our Minnesota representatives
hiere today and wish especially to greet Bill Kelly, the able chairman
of the House Tax Committee, and Mr. Carl Wilson, the president. of
the Minnesota Farm Burean.

I believe we will hear from the panel in the order that I called them—
first, Mr. Reuben Johmson. -

May I say we are going to have to hurry to get this hearing done in
time to pass the law. [ would like to ask that if possible, vou keep your
opening statements to about 5 minutes and then it will give the Sen-
ators u better chance to question you.

STATEMERT OF REUBEN L. JOENSON, DIRECTOR OF LEGISLATIVE
SERVICES, NATIONAL FARMERS UNION, ACCOMPANIED BY
DAVID M. WEIMAN

Mr. Jouxsox, Thank you. I will try to be brief,

The National Furmers Union appreciates the opportumity to present
its views before this commitiee on a matter that is very important to
cach and every member of the Farmers Union—reforin of estate and
gift taxes.

Delegates 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 follow-
ing: (1) Raising the exemption from $60,000 to $270,000; (2) raising the gift tax
cxemption fromn $30,000 to £60,000 per person; (3) utilizing use value taxation
basis in determining the value of a faring estate; (4) increasing the annual
gift tax exemption from £3,000 to $6,000 per person; (5) allowing transfer of the
first £240,000 of farn business and related property to a surviving spouse, tax
free, ut the time of death.

Since 1972 delegntes w0 each succeeding Farmers Union Counvention have
adopted a policy calling for a change in the Federal estate codes. We, therefore,
urge that th Congress act promptly.

While we directed our attention to the farmer community and policy
direction, we obviously 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 sames recommendations to the small
business community, -

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 deduc-
tion was enacted in 1948. In short, we are dealing with a taxing struc-
ture dating back three decades or more.

Thus, 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
same. The farmhouse is the same. In short, the farming unit remains
unchanged, until the Federal Government comes around to collect the
estate tax. Only then is the same unit considerably “larger”.
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1 might say, Mr. Chairman, the point about the inflation, and much
of that has come in recent years and cannot be overstressed in terms
of the land value, equipment and <o forth; as has already been pointed
out here, and I want to make that point again.

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 1073 USDA economic research service report,
“70 to 90 percent of total farin assets are in the form of fixed assets—
land and buildings.” ‘Thus, to pay the tax, cither part or all of the
farm must be sold. When that happens, then family farming is dis-
rupted. The continuity of passing the land from one generation to
another is destroyed.,

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

Another inequity in this policy is the treatment of the farm wife
after the death of ‘the husband. Her contribution, often equal to the
husband, is unrecognized. The tax penalty is severe—and grossly
unfuir. Many furm wives sit on tractors, work in the barn, and tend
to the sume chores as their “farmer-husbands.” Frequently, they
actively assist in the management of the farm by keeping the hooks,
ordering supplies, and assisting with marketing responsibilities. A
quick trip through almost any furming community would confirm this.
However, that “partnership” is unrecognized for estate tax purposes,
‘I'hat 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. T'o 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 contributed to the
farm, cach had his own bank account and everything for the furm is
purchased with two checks—one in each name. The last major pur-
chase, a large tractor, was paid for with two separate checks.

NSenator MoxbaLe. 1 just heard a bell.

Mr. Jonxsox. I heard the bell, Mr. Chairman, and I would like
to come to the last line of my statement, if I may. Let us keep the
family on the farm and the farm in the family.

Mr. Chairman, the editorial you referred to earlier that you in-
serted in the record, we have available to the staff if they would check
with us following the hearing.

Senator MoxpaLe. Very well, thank you very much. Mr. Johnson,
for a very fine statement.

iThe editorial referred to above follows:]

{From the New York Times, Jan. 8, 1976}
Tue FaMiLy Fary EstaTe Tax

Since 1959, the numiber of family-owned and operated farms has fallen from
more than 4 million to 2,820,000 and the precipitous decline continues. In part,
this reflects the abundonment of marginal, inefficient farms but often the disap-
pearance has been due simply to an inequitable tax situation,

Under Federal law, all land including farm land is valued for estate-tax purposes
at the “fair market value’ that it might have if put to its most luerative use, ‘.:md
used for growing potacoes, hay, or even soybeans may be worth much more ifxold
for development as a shopping center, housing tract, or factory site. On that basis,
the estate tax on a farm may be erushing in terms of the income that the farm
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produces and therehy leave the farmer's heirs with no alternative but to scll to a-
developer in order to get the ready cash to pay the tax,

The disappenrance of a Gunily fan into the suburban sprawl can be more than a
private disappointment. Tilled ficlds, pasturage, and wooded lands are essentiul
to the balanee between man and nature, particularly in a crowded, urban civilian-
tion. Dairy farms and vegetuble farnms that are cloge to major citics are also essen-
tial for maintaining a ~supply of fresh milk und vegetables at reasonable prices.

In a speceh 1o the Merican Fanin Burcau Federation, President Ford this week
proposcd a tax change that would ease the problem, The Prevident suggests that
the s due on snedl farn or business properties should not be m.uf until five
vears nfter the death of the owner - and then the tax could be stretehed out over

perind of twenty vears,

‘The Ford proposud if adopted by Cangress would alleviate the problem but nat
really resolve it. What i needad is a system under which farm land would be
vidued for tay purposes calv at its optimam agricultural value and not ita “fair
market value” if it were converted o industrinl, commercinl, or residential use,
Ouly this kind of reforns con remove the henvy band of the tax-colleetor and, ul-
timately, the “developer,” from the Family farm.,

Senntor Dorg. Could I a<k permission to put my statement in the
record at the outset of these heurings?!?

Senator Moxpark. Yes, What | thought we would do is hear from
the panel en bloe and ask questions. Mr. Wilson, president of the

Minnesota Farm Bureau.

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

NMr. Wnson, My name is Carroll G, Wilson. 1 amn a cash grain
furmer and apple orchard owner from near Faribault, in Rice County,
Minn. | am also president of the Minnesota Farm Bureau
Federntion and Affilinted Companies, headquartered in St. Paul,
Minn. Farm Bureau is'my State’s largest general farm organiza-
tion, with 35,521 member families in 84 organized counties.

1 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 preserva-
tion and enhancement of the fumily farm is an absolute must if a
viable, balanced economy is to be assured. The Kederal farm pro-
grams of the lust 40 vears 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
agricuiture has slowed the exodus from the Nation’s farms and
ranches, -

However, as more and more young people have moved into agricul-
ture, frequently in partnership with a father or father-in-law, there
has surfaced a new problem which, as 1 see it, poses a serious threat to
the future of {amily farms,

Over the past 30 years or o, inflation and urban development have
combined to push up land values drastically; land values in rural
communities, 1 fact, have soared 220 pereent-plus since 1942, Farms.
located in populous areas have been threatened with extinction by

1 Bee p. 2.
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Tising assessed valuations based on higher uses. States such as Minne-
sota have generully recognized this and have adopted, in some form or
other, farmland assessment laws to resolve, or at least modify, the
problem as it relates 1o property taxes.

But Congress has yet to come to grips with problems encountered
in the applicatiun of excessive Federul taxes to the transfer of an
estate to his heirs upon the death of a furmer or rancher.

Let me hasten to add at this juncture, however, that T am pleased
that both U.S. Senators and Representatives are now proposing ways
of reforming Federal estate tax provisions 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 sentiment for corrective action
to update the stutute.

A decade or so ago, most farmers had little reason to be concerned
about Federal estate taxes; most medinme-sized furms then were not
50 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 ﬁgun'(‘) on a graduated
seale (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. Department of Agriculture undertook an in-depth study of the
Federal estate 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 furms: irrigated cotton farms< in the Texas high plains; cattle
ranches in__the northern plains; and cotton farms in  the
Mis-issippi Delta.

Adding to the burden of the actual amount of death taxes is the
fact that most farms cannot readily convert assets to cash for pay-
ment of taxes. Most of a furmer’s assets are fixed—in land, in build-
ings and in machinery—and a heavy estate tax bill could require
svﬁing part of the farm. The average value of farm production assets
increased from $47,500 per furm in 1962 to $102,000 in 1972 because
of expanding farm size and rising property values. Today, it is esti-
mated that 70 to 90 percent of total capital on most farms is in fixed
assets,

Further illustrating the impact on the estate’ funds, [ cite a typical
corn belt hog-beef farm which in 1971 wa< worth approximately
§87,000. Had it~ production assets increased at the same rate from
1968 to 1972 as did farms generally nationwide, its assets would haveo
been $240,000, 4 years ago. Due to the graduated nature of the tax,
death taxes would have climbed from less than 2 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 Lor-nming increasingly concerned about
e<tate taxes. Inflation, higher commodity prices and improved tech-
nology are accelerating farm property values, In 1975, for example,
U.S, farm real estate values per aere averaged 11 times higher thau in
1940 and three times higher than in 1960.
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The estate tax has been part of the Federal revenue system since
1916, with the 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 grossly outmoded and totally un-
realistic. Adjusting for inflation, the $60,000 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 exemption today of nearly $200,000. .

Elected voting delegates of the member State Farm Burcaus to the
57th annual meeting of the American Farmn Bureau Federation, held
in St. Louis, Mo., January 4-8, 1976, adopted the following
policy position:

Laws covering the taxation of estates and gifts have not been changed
materinlly since 1942,

We place a high priority on minjor amendments to the estate and gift tax provi-
sions of the Internal Revenue Code, At o minimum, these amendments should
include (1) an inerease in the standard estate tax exemption to reffect the effects
of inflation since the present $60,000 was set in 1942; and (2) nsubstantial increase
in the marital deduction to minimize the problem of the so-called “widow's tan™';
and (3) provisions for basing the value of farmland and open spaces at levels
reflecting their current use rather than their highest possible use,

Iinmedinte passage of such legislution is necessary if we are to allow farms und
small businesses to be passsed from one generation to another, it we are to relieve
unnceeessary hardships on widows and widowers and, if, at the s;aune tine, we are
to maintain open spaces in urban arcas,

Based on this official statement, Farm Bureau's priority national
affairs activity this vear 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 tax law as it applies
not only to farm estates but to all estates are needed:

One. 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.

Two. Raise the maximum marital deduction 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 wouﬁl recognize the importance of partnership between husbands
and wives and the special problems of wives who are widowed at an
carly age.

Three. Establish a procedure which would permit 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 eurrent 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 al-o lift an unfair burden
from small businessmen and others as well.

Other critics opposc estate tax reform on the basis 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 «rifﬁcnlt to con-
ceive 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 gencral revenues.
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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. IFor one, we would commend decreasin
Federal spending to off=ct that portion of estate tax moneys that woulg
be 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 succeeding
generations in as orderly and as inexpensive a manner as possible,
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 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—
HLR. 1793 and S. 1173, the Burleson-Curtis bills-—developed and
introduced in the 94th Congress to coiry 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 excer-
sive Federal estate taxes creates serious problems for farmers when
estates are transferred to heirs. knrn Burcau has long had an interest
in the Federal estate and gift tax issue. In both the 93d and 94th
Congresses we have been, and continue to be, in the forefront in
pressing for legislation to alleviate these problems.

Earm Burcau looks upon the Burleson—IL.R. 1793—and Curtis—
S. 1173—Dills as legislation which would, if cnacted, bring about sorely
necded revisions in the Federal estate and gift tax statutes.

Again, I thank you for soliciting my cominents and the views of
the Minnesota Farm Bureau Federation.

Thank you.

Senator BExTseN. 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 Mr. James Whittenburg, president of the Texas
and Southwest Cattle Raisers Association, who will have 7 minutes.

STATEMERT OF JAMES WHITTENBURG, PRESIDENT, TEXAS AND
SOUTHWEST CATTLE RAISERS ASSOCIATION

Mr. Wuirrexsvra. Thank you very much. I will probably need it.

My name is J. A. Whittenburg 111, of Amarillo, Tex. I am president
of the Texas and Southwest Cattle Raisers Association and appear
here before this committee representing that organization.

Founded in 1877, the Texas and Southwest 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 most serious problems ﬁ\cin" the long-term future of the
industry—the forced sale of 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
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as being the sclling price of the property between a willing buyer and
a willing seller, cuch being equally knowledgeable and neither under
compulsion to buy or sell. The problem, stated ~simply, is that due to
external fuctors, the selling price of ranchland is usually greatly in
excess of its eurning 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 9 months following his death. Unless the rancher's
estate has substantial liquid ns~ets such as cash or listed stocks and
bonds, or other readily salable a<sets, these death taxes must be
raisedd by borrowing, which must bo repaid from income from the
ranch, or from a sale of part of the ranch. Since statisties show that
horrowing by ranchers is higher than ever in the history of the industry,
it is obvious that the only resl source for the death taxes in many
cases is the forced sale of all or a purt of the ranch property.

BORROWING NOT THE ANSWER

These high Innd prices upon which the death tax valuation is based
make it practically impossible to repay borrowed funds since the
carnings 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 cun produce is the
living for the family, and there is nothing left over for the repayvment
of loans on the ranch for the purpose of meeting the death tax
obligations.

PAYMENT OF ESTATE TAXES IN INSTALLMENTS

Under existing law there is a provision which permits the payment
of Federal estate taxes in installiments over a 10-vear period, if the
ranch is a substantial part of the deceased’s estate. Under prior law
there was interest at 4 pereent charged on the unpaid balance. lHow-
ever, when interest rates were adjusted in 1975, the 4 percent rate
was rejected and a variable interest rate was imposed, which is now
7 percent. This provision hus not proved to be satisfactory, even at
the 4 pereent rate, for several reasons. 1t is difficult or impossible
to earn even 4 pereent per vear in the fluctuating agricultural economy,
much less to obtain sufficient cash flow to repay the principal. The
Intter 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 IRS is virtually your purtner during the payout period and must
be conzulted 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 »uch land’s
earning capacity or productivity for agricultural purposes. There are
reveral bills now pending before Congress 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 ]aws 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 1o 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 lund values have increased over 200
percent in some instances. This has resulted in the inequitable situa-
tion where 1976 figurcs are applicd to 1942 dollars. The administration
has Yropo.-;cd an estute 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 which are more typical in the case of farms
and raunches. We feel that a 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 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 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 continuation of ranch enterprises in the
same family. }l)‘o add the further burden of a capital gains tax on
unrealized appreciation would really deul 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
acriculturally productive the world has ever known. In the past,
the farmers and ranchers have had the ability and the incentive to-
accomplish this. We must see that they do in the future.

Senator MonpaLe. Thank you very much, Mr. Whittenburg.
Now our final witness, William Kelly, chairman of the House Tax
Committee, State of Minnesota, representing the National Conference
of State Legislatures.

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

Mr. KerrLy. Mr. Chairman, Senator Mondale, 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, the organization comprised of the
Nation’s 7,600 State legislators and their staff.
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NCSL supports revision of the Federsal estate tax laws and recom-
mends the following three changes:

One: The prezent $60,000 exemption should 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 value of the $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, yet its productive value has not increased proportionately.

Small businesses also suffer from this $60,000 exemption. Quite
often, small businessmen do not have liquid a<sets available to cover
estate taxes and must either sell the business or merge with a larger
enterprise,

I'wo: The maritial deduction should be increased to 50 percent of
the adjusted gross estate plus $100,000 for all estates. Changes in this
provision are necessary to recognize the partnership between husband
and wife and to alleviate the discrimination against women which
currently exists in the estate tax laws,

Three: Farmland should be assessed at its value for agricultural
use, not at its market value. This is particularly important in areas
where artificinlly high land values cause estate taxes to be exorbi-
tant—and force an heir to sell productive farmland to pay those taxes.

State legislatures acro<s the country are particularly alarmed about
the disuppearance of the family farm and the accompanying decrease
in the availability of prime agricultural land. At a time when foreign
and domestic consumers are demanding more food from the American
farmer and when agricultural exports are so vite! to this country’s
balance of trade, loss of these units cannot be toierated. 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
eflicient unit for agricultural production.

Many 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 levels, while other
States, such as Minnesota and South Dakota, have equalized exemp-
tions for widows and widowers. Wisconsin is also examining the possi-
bility of deferring tax payments on inherited property.

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

Several otllmr States, 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 Legislature 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
yreferential tax assessinents, tax penalties on farmland converted to a
igher use, and easements and other land use tools. -
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The Minnesota Legislature is also concerned about encouraging the
voung farmer to enter and remain in agriculture, We have recently
enacted a program which will assist young farmers in acquiring real
estate for agricultural use.

In summary, a combined State and Federal effort is needed to
maintain the viability of farms and small businesses. The States have
realized their role in rectifying the situation, but State actions will be
overwhelimed unless Federal cstate 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 farms and small businesses. )

Thank you.

Senator MoxparLe. Thank vou very much, Representative Kelly,
for a most useful presentation. I think the Minnesota Legislature
is to be commended for recognizing this problem and acting on it.

Mr. Wilson, I think you are familiar with where I grew up and

Mr. WiLsox. Yes, sir.

Senator MoxparLe. What would good lund go for an acre in 1942
when this bill was passed, approximately?

Mr. Wiisox. What date?

Senator MoxpaLg. 1942,

Mr. Wisox. $150.

Senator MoxpaLeE. That would be very good land, would it not?

Mr. WiLsox. Yes, sir.

Senator MoxpaLe. 8150 an acre?

Mr. WiLsox. Yes, sir.

Senator MoxpaLeE. What would that same land go for today?

Mr. WiLsox. Twenty-two, $23, $2,400.

Senator MoxpaLe. I read those stories in my local papers and
I cannot believe that. So that land has soared at an incredible rate.

Mr. WiLsox. Yes, sir.

Senator MoxpaLe. Which means several things. First of all, there
is a serious immediate crisis, that is right with us now, and it has
been exacerbated greatly in the last few years because of land inflation?

Mr. WiLsox. You cannot afford to die if you own a small farm.

Senator MoxpaLE. You have to find some new fountain of youth
or something.

Second, I am wondering about these fizures that show that the
average farm with equipment is worth $300,000. I wonder if those
figzures do not take n 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 carnings 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 MoxpaLE. How many acres do you farm?

Mr. WiLsox. About 800. I think the kind of farm you are describing
you have to put a price tag on it of $700,000 or $800,000.

Senator MoxpaLE. That is my impression. And the farm equip-
rient now is very expensive.

—
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Mr. WiLsox. Yes, sir.

Senator MoxpaLe. If vou are going to have a commercially sized
farm you have to have it.

Mr. WiLsox. Correct.

Senator MoxpaLe. 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. Wirson. You have to buy the tractors, fertilizer, pay the taxes
and pay the interest and pay the principal.

Senator MoxpaLE. Let us take the low side of vour estimate.
Let us say it is $700,000. Take off $60,000 for the exemption, say,
$650,000. The extate tax on that for the last heirs 1s $145,000?

Mr. WiLsox. That is right.

Senator MoNDALE. And, say your wife predeceased you, vou would
have paid an earlier tax on hulf of that, if you say half of it is hers?

Mr. WiLson. Yes.

Senator Moxpare. So that is roughly $200,000 in estate taxes
that have to be paid immediately on a furm that returns an income,
that is very modest by national standards; seems to me to explain
this New {'nrk Times article in which it quotes Progressive Farmer
as projecting that 200 to 400,000 farmers a year would disappear
from family farm owner-hip for the next 20 yeurs if toduy’s trend wero
not stopped?

Mr. leox. Yes; that is correct.

Senator MoxpaLE. So if we want family farm ownership we have
to act now to amend these laws affecting the estate taxes.

Mr. WiLsox. Yes. If I do not go home from this meeting, something
happens to me, there will be no Wilson farm in Rice County, the
wiﬁ sell one farm to one neightor and one to another to settle the bill.

: Sv;mw.' MoxpaLe. Mr. Johuson, would you want to comment on
that’

Mr. Jouxsox. T have with me my associate, David Weiman, who
I think would like to comment on that.

Mr. Wenvan. Referring to Senator Kennedy’s chart, I think the
point that Mr. Wilson has underscored, this 1s why a family farm
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
the outskirts of the T'win Cities, the 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. The price of that land is
skyrocketing. We found in the Inst couple of years, if you just took
the increase in land values in the seventies, they are staggering.
When we had the fly-in one of the farm wives turned to us and de-
scribed to a lawyer from the Treasury Department who helped draft
some of the President's estate tax proposal, about the new tractor
purcha<ed on their family farm, and the cost of that tractor was
$54,000. When you have that kind of equipment, or a new miilking
barn, for example, or uny number of these things, the costis prohibitive,
s0 you can have a tremendous capital investment and yet, as you point
out, your income i« rather modest.

Senator Moxpare. Mr. Whittenburg, would you like to comment
on this issue?
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Mr. Waitrexnura. These similur fucts certainly apply in Texas
as well a< they do in the Northeast or Midwest. We have had the same
increase in applicable land values over the period of time and this has
created a situation that virtually it is impossible to retain ownership
through one or certainly more than one estate tax.

Senutor MoxpaLe. What would vou consider to be the minimum
value of & commercially feasible eattle ranch in Texas?

Mr. Wirrrexnera, Well, to bring an economic operating unit
you would start at $1 million, in that vicinity, to support a fam-
iy, of udequate size and potential to muke o fumily unit.

Senator MoxNpaALE. So one again, tho<e $300,000 average furm value
figures do not get at the pomt we are trving to deal with, which
is what is the value of a family farm that has a chunce of survival, or
o fumily eattle operation that has a chance of ~urvival?

Mr. WHiTTeNBURG. Yes, -

Senator Moxvare. Representative Kelly, would you like to com-
ment on that?

Mr. Kervy. Just briefly, Senator. The NCSL did not discuss these
things in detail, <o I am speuking for myself. 1 think there is consider-
able merit to the comments that the gentlemen made. My personal
preference leans somewhat more toward a credit than toward large
exemptions, There is a great diversity in agriculture it-elf and a farm-
ing unit of buse value in Mr. Wilson's area of half a million or $500,000
is a very small furm in the district that I have beeause of the type of
agriculture that we work on.

Senator MoxparLe. Wheat and potatoes?

Mr. KerLuy. Yes, and sugar beets. These crops tnke more acreage
and the cost of equipment is much greater and the type of enterprise
is substantially more valuable.

Senator Moxparg. 1 think the Farmers Union's testimony that
was not read pointed out that in a survey in Wisconsin, about a third
of the furmers never resorted to estate counseling; is that correct?

Mr. WemnaN. I believe that is correct, Senator. The Wisconsin
Farmers Union polled, 1 think, a thousand membpers and asked the
question, “Do you have a will today?” Many of these people who were
in their fifties and sixties said no.

Senator MoxpaLe. Of course, that will does not necessarily mean
Luiere is wise estate planning. ‘

Mr. Weivan. [t shows an absence of estate. Everybody in Wisconsin
has a will becanse 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 shows a $50 million deferral and |
was quite surprised at that number. When we polled our members and
asked whether or not they tauke 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 ﬁmt right.

Senator MoxpaLe. Of course, up until a couple weeks ago you had
to pay 9 percent. That is not really helping them much.

‘{lr. WEIMaN. To some of the local rural banks, 9 percent might
look pretty good.

Senator MoxpaLE. 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 scems to me this ought to be a law that works fu’u'%y
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.

Mr. Weimax. Well, Senator, you pointed out that many farms,
vou take a farm that has a valuation ol $300,000 or $400,000 und they
have a $10,000 or $15,000 or $20,000 income, these ure pcople of modest
incans. They do not perceive themselves as being very wealthy or in
the uppercrust and so there is an important psychological factor at
work here. They do not take the precautions. Their own lifestyles
are such they are very simﬁlo lifestyles, very modest, so there is that
factor which I think is working.

Senator MoxpaLe. Of course, f 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 yeur.

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

Mr. WEinax. Prohibitive.

Mr. Jouxsox. May I say since you referred to the &&rt of my state-
ment that was not presented, that it appears in the record in its
entirety”?

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

Senator (‘urtis?

Senator Cvrris. 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. JouxsoN. 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 mect 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 Treasury and carries the assumption that it rightiuiiy
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 MoxpaLE. 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 fur exceed the generalized
national inflation rate.
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Senator CurTtis. Yes; we have some land in Nebraska that has
doubled in price in the last 6 years. Doubled in 6 years.

Senator MoxDALE. Senator Bentsen.

Senator BExTseN. 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. WEmmaN. I think that confirms the survey Farmers Union
took in the State of Wisconsin.

Senator BENTsEN. They were thinking about the kids and they
wero 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. WHITTENBURG. | believe that.

Senator BExTsEN. It fluctuates some based on prime.

Senator MonNpALE. We passed a law last ycar dropping it from nine
to seven.

Scnator BENTSEN. 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 yecar net off that farm, and you have
to pay back 811,050 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

our farm or 10 acres or 50 acres, and there is no way you can do that
cause 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 pleased
lblolh;uio this kind of testimony before us. f' think it is fruitfulfand

elpful.
nator Mo~xpaALE. Thank you. That is a very intersting set of
statistics which shows you have to look at that.

Senator Hansen.



60

Senator Haxsex. Mr. Chairman, I want to join with you in thank-
ing this panel for its appearance here today. You know, a few figures
occur to me. I think 1t may be nationally or it may be only in the
West on livestock operation, maybe Mr. Whittenburg wuufd know
about that, the average age of the operator is amazingly high. The
voung people are not staying in this business. They are not staying
i it for one very good reason. Why is that? [ think by the very nature
of the total amount of investment, contrasted with the net re-
turn per year is one of the roorest things you can go into. The op-
sortunities in any other field of endeavor aie better than they are n
}armin and ranching. 1 know I <speuk with a little background be-
cause I um a livestock operator and we approach these problems
differently.

Some people, though historically, when you look at the overall
thing, you cannot expect to get any significant return on investment
us most corporate businesses have to look at if you are setting up a
corporation, and you go out to try to solicit people to join with you,
and if you put out a prospectus on it you have to tulk about returns
on your original investment. Most people do not look at that that way
but, the average ranch, my gosh, if the operator can come out at the
end of the year with a fair return for his services, he has done pretty
well. There are lots of years when the livestock operation does not
give that sort of return. And I think that fact underscores the state-
ments that [ heard you make hiere this morning, that vou have got a
big 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. WHITTENBURG. Yes,

Mr. Jouxson. That is very true.

Mr. WiLsoN. No question about it.

Senator HaxseN. | 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 Igenne(ly.

Senator MoxpaLE. | suspect also if you are a wealthy businessman
you might put a lot of your estate in one of those generation skippers
s0 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 mind 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 this 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
possibly 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 him because he very conceivably could find
that he would pay less taxes that way. But to address the problem
that vou 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 machinery, is such that you get a very marginal return
on the original investment that you have in it, and 1 think you mem-
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 MoxNpaLE. Thank you very much.

Senator Dole.

Senator DoLE. I know there are other witnesses, ~o I will be very
brief. Muybe each panelist would say whether or not you support
the Kennedy proposal.

Mr. JounsoN. Mr. Chairman, David Weiman and I were discus:-
ing earlier here between us some of the recommendations made hy
Yenator 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. Jounson. 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 [ 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 members of this committee, about what you think. You are
the men who have to figure out some way to pass this legislation.

_Senator DoLE. I never knew one of the farm unions to want my
views,

Mr. Jounsox. 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.

Senator DoLE. I may be in more trouble than I thought.

Mr. Jounson. 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 vears. That is fine, I think I have the same problem you have on
the total impact of this proposal. Some of it appears to be, on the
surface, sound.

Mr. Jounsox. There is another thing here that I am wondering
about. That is the timing on this legislation. These ladies of ours—
I keep referring to these fine ladies that we call flvers. They were
told repeatedly by some of the Members over in the House, not to
expect 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 than that.

Senator MoNpaLE. 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.

ir. WHITTENBURG. To speak to your question there, I think there
are some lo(Fical conclusions drawn there. I 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

75-046—76—-3
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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. WiLsox. My comment would be very simple. I think we have
two better proposals, at least maybe a third one, than this. I do not
understand this, either. I certainly would not shut the door on it,
but I know that I personally would go mueh stronger for what you
now have before you.

Mr. KerLy. The National Conference of State Legislatures has
really not discussed these ideas but I do have an opinion I would like
to share with you. I think the question of estate tax is one that you
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 terms
of taxes in general, and that includes 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 lund ownership
and the pattern of land use in the United States. While we can tul{(
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 90 percent of the land sold in this country, for example,
farmland sold ’or estate tax purposes, or whatever, is sold to other
farmers in that immediate area and some 5 percent or so to speculators.

So we have a situation where people with land are getting larger
and larger, and it scems to me there are some long-range implications<
that we ought to address.

Senator DoLE. As | said to Senator Kennedy, there is some great
difference of opinion on how we defiie funily farm and small business.
It is easy to talk about the family farmer. Everybody wants to help
the family farmer and small businessman. If you limit it to the family
farmer, what about the large family farmer or large <mall businessman.
Would they be discriminated against? And what about everyone else
who may have worked and saved a little money?

Senator Moxpare. Well, T do not think we are talking about an
exemption or a credit system that applies to all small estates. I do not
think we are talking about that.

Senator Dore. That was my next question. The bill T introduced
does not limit it. I think the American Farm Bureau limited it to
farms. I do not think it would ever pass in that form. And does anyvone
feel we should limit it to “family farms and small business?”

Mr. Jouxsox. Senator Dole, I do not think it is practical.

Senator DovLE. I do not see how it could be, either.

Mr. Jounsox. I do not believe that the Congress would ever pass
legislation that would be that diseriminatory to other groups. I think
<mall business has a lot of the same problems we have in agriculture.
We are all small busines<es if you relate the size of the businesses 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 evervbody
s 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
down in any one group.
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Mr. WeivaN. Senator Dole, you are quite accurate and one of the
counterarguments to the use value determination has been that it
will nctually 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 small business, and my dad is a small businessman
in California, they have the same type of problems, the amount of
capital tied up, the lnck of liquidity and so on, The parallel is striking.
Yet, protecting this entity, \\"li(.‘h we havé =aid is worthy of protection,
we do not want to attract the type of svndicate investmment in agricul-
ture which we have seen in many parts of the country and are con-
tinuing to see with an increasing trend.

Senator Dor k. I think in that case the cure might be worse than the
discuse. We really have not helped agriculture and 1 do not think we
have helped small business. 1 assume then we should not limit the
reform. We should make certuin we are not setting up some attraction
down the road that might turn out to be a tax shelter.

Mr. Wusos. I am on the American Farm Bureau board. 1f they
had their assistance, I am sure they are not going to have it very
long. They are just talking about farmers.

Senator Doik. 1 intrmﬁwe(l two bills earlier on, one satisfied the
Farm Bureau and one I thought was gnod legislation. [Laughter.)

Mr. KeLLy. May 1 respond to that?

Senator Dore. Yes, -

Mr. KeuLy. | appreciate your comment because you stated it in
terms of discrimination of small farmers and small business versus
large. One of the clements of the propo<al that was discussed by
Senator Nelson and Senator Kennedy and others has to do with the
credit versus deduction. One of the advantages 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. Those larger estates flave 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 DoLEe. 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. I)am not certain. That is in the
Kennedy proposal, it is a matter of interest.

Mr. &’Em.«.\'. It is also conceivable that you would also increase
the ultimate tax.

Senator DoLE. Right.

Mr. Wemman. That is basically the part of the administration’s
present Packago. On the one hand, it looks very inviting because you
say, well, the spouse does not have to pay the tax at the time, yet the
entire estate will be taxed, and it is a ﬁttle 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 dies 2 years later it
could be very expensive.

Senator DoLk. That is right.

Mr. WiLson. Tle only thing that delaying does, in fact, it hurts
you. Immediately upon the day of death it decreases the assets of the

-estate, the net, and you are better off to pay it than you are to linger
on. We do not go for the Ford bill at all.



c4

Mr. JonxsoN. I would really say you would be a lot better off to

paK{it. and settle it as far as runmng a viable business is concerned.

r. WHITTENBURG. The problem with keeping an estate open over

a prolonged period of time 13 it gets unwieldy and I think impossible,

senator DoLE. If you can increase the marital deduction, I think it
sounds attractive.

Senator Hansex. I wanted to make one f‘mint of possible interest
to the panel, and that is, I agree completely that the chances of gettin
some relief in this legislation, I mean in this area, by legislation, will
be incomparably increased, 1 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 sinil‘c;hout 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 ahout trying
to buy an acre of land or a bale of cotton or a car or whatever 1t 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 cosponsoréd severa% bills that single
out land use foal and open space concept and family farmer and my
main reason for doing it, while there is some justification in each one
of these lpropomlss, 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.

Se?ator MonpaLk. Thank you very much and I wish to thank the

anel.
P [The prepared statements of the preceding panel follow. Oral
testimony continues on p. 71.]

PREPARED STATEMENT OF REUBEN L. JOoHN8SON, DIRECTOR OF LEGISLATIVE
Services, NATIONAL FArMmers UNiON

The National Farmers Union appreciates the oprortunity to present its views
before this Committee on a matter that is very important to cach and every
member of the Farmers Union—reform of cstate 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
ensuing years, we have studied this problem, met with other members and have
concluded that it is the Congreas that must act.

Delegates 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 dewm\ininf 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 delegates to each succeeding Farmers Union Convention have
adopted a Kolicy calling for a change in the {ederal estate codes. We, therefore,
urge that the Congress act promgtly. '

rescnt 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
establirhed in 1941 and the marital deduction was enacted in 1848. 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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Scctor 1975, real estate values for farms in 1940 were $33.6 billion. In 1960, that
figure almost quadrupled to $130.8 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
and poultry asxets have jumped substantially as has the value of farm machinery.
A t World War 11 value of farmn machinery of $12.2 billion is now iore than
8355 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
{eurs ago will today face a sizeable estate tax. The land is the same. The farm-
iouse is the same—albeit alightly older. The buildings are the same. The barn is
the same. In short, the furming unit remains unchanged, until the federal govern-
ment comes around to collect the estate tax. Only then is the same unit consid-
erably “larger'’.

The problem for the family furmer is obvious. Like small businessmen, the
farmer generally has all he owns invested in the family farm. Liquid asseta are

enerally n 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 asseta (land and buildings).” Thus, to pay the tax, either part or all of
the farm must be sold. When that happens, then 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
lwriod, but the little-known provision in the law is rarely used because of the legal
inbilities that attorneys must bear while the estate remains open.

Unfortunately, most farmers don'i fully appreciate the impact inflation has had
on their farming operation and therefore ure genernlly unaware of their cstate tax
liability—the tax that would be owed if they died today. We surveyed =everal
hundred members of the Farmers Union in Wikconsin last January and found that
only a third had any idea of the tax linbility, Less than half had a will.

Another inequity in this policy is the teeatment of the farmn wife after the death
of the hushand. Her 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 tend to the same chores as their “farmer-husbands<’.
Frequently, they actively asvist in the management of the farm by kecping the
bouks, ordering supplics, and ansisting with marketing responsibilities. A quick
trip through almost any-farming community wonld confirm this. However, that
“‘partnership’’ is recognized for estate tax purposes. That must be changed.

It is this provision—the muarital deduction—that is particularly offending to
many of our members. To a farm wife, her unrecognized contribution is intolerable.
To combat this problem, one farim 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 furm, 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
largﬁ tractor, was paid for with two separate checks, 3

This is obviously ridiculous. That family farmers must go to these extremes is
absurd two. And for what? It is merely to establish for the Internal Revenue
Service that they live, work and participate together on u family farm.

Farmers have long helieved that if they own a farm, they should be taxed ax a
farm. This is commonly kpown as “use value’” taxation. Unfortunately, property
and estate taxes discriminate againxt the family furmer by taxing that land—a
dairy farm, a grain and livestock farm, or a Dakota wheat farm—on the hasix
of its highest and best value. That means, the wheat farm may not be taxed a< 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 as a
farm. The recent heurinﬁs in the House of Representatives and the substantial
attention that this issue has attracted have determinced that it is difficult enough
for the next generation of family farmers to pay the tax and remain in farming.
Why then, should tie farmer be saddled with a taxing basis that doesn't even
recognise his profession? The failure to recognize a fnmify farm as one is a serious
deficiency in the law and should be changed.

Fumily farming is more than the present generation of family farmers on the
land. It's a succession of generations. The keystone of our highly successful
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agricultural system, the family farm, must be preserved. Provide us with reasonable
protection. Provide us a future,
Let's keep the family on the farm and the farm in the family.

PREPARED STATEMENT oF THE MINNEBOTA FArM BUreAu FeprraTION,
PrEseNTED BY CARROLL G. 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 ncar Faribault, in Rice County, Minnesota. I am also President of the
Minnesota Farm Bureau Federation and Affiliated Companies, headquartered in
8t. Paul, Minnesota. Farm Bureau is Iny state’s largest general farm organization,
with 35,521 member families in 84 organized countics.

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 busineascs 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 ia 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 heen 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, asa 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 gee it, poses a serious threat to the future of family farms.

Over the past 30 years or 80, 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 assesscd valuations based on higher uses. States such as Minnesota have
generally recognized this and have adopted, in some form or other, farmland
::sessment laws to resolve, or at least modify, the problem as it relates to property

xes,

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.8. 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 8o 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 yvears 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 virtuall{ unchanged since 1942, they are taking an
ever-increasing share of farm capital.

Several years ago, the Economic Research Service (IXRS) of the U.S. Depart-
ment of Agriculture undertook an in-depth study of the federal ertate 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 cash 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 aclling 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 assets.

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. Had its production
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nssets increased at the same rate from 1968 to 1972 as did farms generally nation-
wide, its assets would have been $240,000 four ycars ago. Due to the graduated
nature of the tax, death taxes would have climbed from less than two percent of
fari 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 commo lt’y prices and imé)rovcd technology are accelerating farm property
values. In 1975, for example, U.8. farm real estate values per acre averaged eleven
times higher than in 1940 and three times higher than in 1960,

The estute tax has been part of the federal revenue system since 1018, with the
present $60,000 exemption in cffect 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 $60,000 exemption
in 1975 was worth only $18,000 in terms of 1042 dollars. To be equivalent to the
$60,000 excmption of 34 vears ago, it would require a federal estate tax exemp- -
tion today of nearl{ $200,000,

lilcctcdy Voting Delegates of the member State Farm Bureaus to the 57th
Annual Meeting of the American Farm Bureau Federation, held in 8t. Louls,
Miswouri, Junuary 4-8, 1976, adopted the following policy position:

“Laws covnring the taxation of catates 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 sct in 1942; and (2) a subatantial increase in
the marital deduction to minimize the problem of : ie so-called ‘widow’s tax'; and
(3) provisions for basing the value of farmiand 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 tgia official atutement, 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
fcd%rué estate tax law as it applies not only to farm estates but to all estates are
needed:

1. 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. Raisc the maximum marital deduction. from 50 percent of the value of the
ndjusted 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
US3eR,

We recognize, of course, that proposals to amend the federal estate tax laws are
not without their o%ponems.

Sotx‘ne 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 cstate tax reform on the basis of its cost to the federal
FCASUTY. .

While there is no firm estimate 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
i3 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 husinesses to succeeding generations in as orderly and
a8 inexpensive a manner as possible. Considerin% the importance of food produc-
tion, not only in the United States but in the world at lnrgg it is essential that our
family farms be allowed to operate efficiently without ing threatened by the
inequities of antiquated federal estate tax laws,

he climate is right. There never was a more opportune time for the Congress
to act positively, decisively and effectively. Bills (H.R. 1793 and 8. 1173, the
Burleson-Curtis hills) developed and introduced in the 94th Congress to carry
outuFarm 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
cgtate taxes creates serious problems for farmers when estates are transferred to
heirs. Farm Burecau has long had an interest in the federal estate und gift tax issue,
In hoth the 93rd and 94th Congresses we have been, and continue to be, in the
forefront in pressing for legislation to alleviate these problems.

Farm Bureau looks upon the Burleson (H.R. 1793) and Curtis (8. 1173) bilis
as legislation which would, if enacted, bring about sorely needed revisions in the
federal estate and gift tax statute,

Again, I thank vou for soliciting my comments and the views of the Minnesota
Farm Bureau Federation.

PREPARED STATEMENT oF J. A. WHITTENRURG T1],
PRESIDENT, TEXAS AND SOUTHWESTERN CATTLE RAISERS ASSOCIATION

My name is J. A, Whittenburg, IIT 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
inv&lvcd 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 dizeuss briefly with you one of the most
serious problems facing the long-term future of the industry—the forced sule of
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 scller, each being equally
knowledgeable and neither under compulsion to buy or sell. The problem, stated
simply, is that due to external factors, the selling price of ranch land is usually
greatly in excess of its earning capacity.

FORCED SBALE 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 cstate has substantial liquid
assets such as cash or listed stocks and honds, 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 iz higher than ever in the history of the industry, it is
ohvious 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 ANBWER

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 TAXES IN INSTALLMFENTS

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 luw there wus interest nt 4, charged on the
unpaid balance. However, when interest rates were adjusted in 1975, the 497 rate
was rejected and a varinble interest rute was imposed, which is now 79,. This

yrovision has not proved to be aatisfactory, even at the 4o rate, for several reusons,
t is difficult or imposgible to earn even 4% per yeae in the fluctuuating agricultural
economy, much less to obtain sufficient cush flow to repny the principal. The latter
is particularly true when the estate tux is based on the inflated selling price of
ranch land rather than on its productive value. Finally, the IRS is virtually your
sartner during the payout period and must be consulted at every turn. After the
ourth yvear, all undistributed net income of the ranch must be applied in pnyment
of the deferred estate taxes, leaving little or nothing for the rancher and his
fumily to live on,
REMEDIAL LEGISBLATION NEEDED

The most pressing need is for legislation which will permit the federal estnte
valuation of ranch lund to be based upon such lund's earning capacity or produc-
tivity for agriculturul purposes. There nre 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
nnother for the assessinent of agricultural land based upon its productivity or
earning capacity rather than on its market value. These laws nppear 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 eatate tax exemption has remained unchanged since
1942 while land values have increased over 2007; in some instances. This has
resulted in the inequitable situntion where 1976 figures are applied to 1942 dollars,
The Administration has proposed an cstate tux credit which is intended to benefit
smaller sized estates. If the credit is made Inrge enough, then relief would be

srovided for lur?\or cstates 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 & 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
tmportant 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
gaina rate would add an additional tax at death which would prevent the con-
tinuation of ranch enterprises in the sume family. To add the further burden of a
capital gaing tax on unrenlized appreciation would really deal a death blow to the
ranching industry as we know it today,

Let us find a way to nllow our nation to continue to be the most agriculturally
rmductive the world has ever known. In the past, the farmers and ranchers have
_m?hth‘e ilbility and the incentive to accomplish thisx. We must see that they do
in the future.

PrerArep STATEMENT oF WiLLiAM N. KeLLy, CHAIRMAN, CoMMITTEE ON TAXES,
Housrk or REPRESENTATIVES, STATE oF MINNESOTA, TAsk ForcE oN GGOVERN-
MENT OPERATIONS, NATIONAL CONFERENCE OF STATE LEGISLATURES

Mr. Cuamrman, 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 Conference of State Legislatures, the
ofﬁfc{ial organization comprised of the nation’s 7600 state legislators and their
staff,

NCRSL has long supported revision of the federal estate tax laws and had recom-
mended that the present exemption of $60,000 be substantially increased., 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 estatex;
(2) the marital deduction be increased to 507 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 farma, Changes in the law will have
major ramifications, hoth for the financial stability of those who inherit small
estates, and, more important, for the fabric of American agriculture itsell,

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 Department
of Agriculture indicates that the small farm, managed and opernted by 1 to 3
people, is the most eflicient unit for agricufturnl production. This 1968 study
points out that efficiency reaches a plateau with the small unit and remains
constant throughout the lnrge-size range. Agriculture is just not subject to the
same opportunitics for economics of scale that industry is,

The pressures of urban development are also taking their toll on the availability
of prime agricultural land. Such urban growth consumes ubout 2,2 million acrex
per year—and 209 of all farms in this country are already within metropolitan
arens,

It is on the rural-urban fringe, though, where the small farin suffers its greatest
demise. The pressures of development force up lund 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 cnuses 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 keep it in agricultural use, The unfortunate result is that
more acreas of productive farm land are surrendered.

This problem is also arising in rural areas as the pressures for development,
articularly from second home and recreational communities, are increuasing.
arm J)rop(erty is especially attractive to a developer because it is nearly flat, is

cleared of 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 bhoth domestic and inter-
national consumers are demanding more food from the Americun farmer and when
agricultural exports are maintaining n healthy balunce 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 land. Many legislatures are now
attempting to rectify these 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 as Min-
nesota and South Dakota, are attempting to equalize the exemptions for widows
and widowers. Wisconzin i¢ 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 less than $500,000 and if
the tax computed on 5097 of the estate, without using exemptions, i less thun the
tax computed with normal exemptions on the entire estate, then the lesser tax
may be paid.

veral other States, including Vermont and Massachusetts,- have developed
state food palicies which rccommend, among other changes, estate tax bLenefits
for farms which are willed to succeeding generations and remain in active farm
production for a certain time period. Vermont ix alko considering the feasibility
of exempting the first $10,000 of net business income (including thut 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 Wisconrin) have enacted laws in
this area. Kansas was the first to do =0 in 1931, and North Dakota followed shortly
thereafter. Minnesota was the first State in this decade to regulate corporate
farming, It allows only two classes 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 States have lawx attempting to preserve prime
agricultural land. Most tlccmlll:lish thia by alleviating the property tax burden
in ane of the three ways: (1) Preferentinl assessment, which allows farm land to
be assessed at its current use, not at its market value; (2) deferred taxation, which
allows land 1o be wssessed at ite current use value, but which provides that if
furm land is used for development, unpaid taxes on the value are recaptured;
and (3) restrictive agrecments, which allow state und loeal governmients to nego-
tinte with a landowner to restrict development in exchange for a tux preference,

At leant eleven States have preferentiad assessment laws, although requircimenta
vary with cach State. At least twenty-three States huve deferred taxation lnws,
while unother cleven States have restrictive agreements. 8till other Statex are
considering the use of development rights and easements, while the Culifornia
leginluture ix also considering a bill to entublish an Agricultural Resources Board
to have final nuthority over the State's prime agricultural land.

The Minnesotn legislature enacted the “Green Acres” law, which allows farmers
to maintain their land for agricultural use even though surrounding lund ma
be developed, If the land ix kold or converted to a higher use, then the tax dif-
ferentinl must be paid.

The Minncsota legislature is also concerned about encouraging voung farmers
to enter and remain in agriculture. A recently-enacted piece of legislution will assist
young farmers to obtain credit for acquiring farm real estate. Under this bill,
eligible persons could receive low-interest loans for ten yecam, with an option to
renew for an additional ten years. To be eligible, applicants must reside in Min-
nesota or fntend to reside there, have a net worth of leas than $50,000, purchase
and use land for agriculture only, und be trained or experienced in the type of
agriculture for which the loan is requested.

State actions to preserve the family furm and its accompanying agricultural
land will not be successful, however, while the federal estate tax imposes <uch an
exorbitant burden on the small farmer and heirs to farm property.

Therefore, NCSL recommends that, first of all, the exemption level be incrensed
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
194C's at $50 per acre is now worth $1,000 or more per acre. The antiquated
excuption of $60,000 is not substantial enough to ense the tax burden on an heir.

Scecond, the marital deduction for all estates rhould be increased from the
present 50% of the adjusted gross estate to $100,000 plus that 507 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
cxists 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 pressured 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 land assessed at its current
use value be 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, & combined state and federal effort is needed to maintain the
vinhility 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
customers. The States 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
(l-)usq the burden of federal estate taxes on those who inherit small farms and

usinecases.

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 statements to 5 minutes so that the committee can
ask questions. We will start with Mr. Austin.

STATEMENT OF JAMES D. “MIKE” McKEVITT, WASHINGTON COUN-
SEL, NATIONAL FEDERATION OF INDEPENDENT BUSINESS

Mr. McKevirr. Mr. Chairman, my name is Mike McKevitt. I
wonld like to introduce and give some brief history.

I formerly served as a member of the House Small Business Com-
mittee. Since 1 have departed from Government I began to serve as
Washington Counsel for the National Federation of Independent
Business.

I will not read my statement. I would like to point out the fact
that in the last year the various independent small business associa-
tions have come together, have worked their tails off 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 administrative and paperwork
burden it faces in the area of taxes, That i)nckugc has now been intro-
duced in the Scenate by Senator Gaylord Nelson as 8. 3307 and in
the House by Congressman Evins and Congressman Conte as H.R.
13687. 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 list of members and employees are set forth in the statement.

The thing 1 want to point out, as Senator Humphrey pointed out
to us this last week, the small stores, and farmers, are starting to come
together as well.

Ir. Harris Austin is president of the Smaller Manufacturers
Council. He is also a member of the national Federation of Inde-
pendent Business. He also runs a business in Mars, Pa. I think this
story is of the greatest interest in the problem he faces unless he sees
relief, and people like him, in this particular problem and, therefore, 1
would like to mtroduce Mr. Harry Austin £r his statement to you.

Senator MoxpaLE. 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

Mr. Avstin. Thank you, Mr. Chairman.

I have a prepared statement here that I would like to submit for
the record.

Senator MoNpALE. Very well.

Mr. AusTin. [ would like to tell you the story as far as I personally
am concerned. The James 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 cleaning 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 com-
petitive world.



O

73

Ten years ago our sales were a million dollars, after 08 years of
hard labor on 510 part of ny 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 subsequently we have added two additional
machines and a building to house thein 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 yvears, therefore, we have increased our employment
from 35 persons to 154. We are now the lifeblood of that small rural
community of Mars, Pu. And in addition to trying to meet the
obligations of financing this equipment and staying ahead of sales,
and juggling all the other balls in respect to employees and so forth, |
have had the horrible situation of finding my estate increasing in
value as 1 progressively increare 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 vear and Fdn 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 bo
$:3,500 to $5,000. For the benefit of the Senate here, 1 just brought
$200,000 worth of life insurance and 1 am in darn good health and 1
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 1 have obli-
gations. Another interesting thing- has happened in the years |
progressed in this business. That is, many of tfw national firms now are
showing interest in Jamex Austin and want to buy us out, and they all
talk about a tax free exchange of stocks. You give me your stock,
Harry, and I give you our stock and you are home free and you are
independently wealthy.

This just cuts me right to the core. Here T am with 154 people I am
in love with and built my business that are the backbone of Harry
Austin’s very existence, and these national firms want us to sell out
to them and we know what they want, they want to take our brunds,
put them in their plants, sell off the assets in Mars, Pa., and down the
tube goes that little village in which we are such a viable force. So,
gentlemen, that is my statement. 1 think it is a good one. I think y m
are looking at the very thing that we have been talking about ull
morning here. The farmer or the small businessman has the same
problem.

Thank you very much.

Senator MonpaLE. Thank you very much.

Mr. Wicker.

STATEMENRT OF JAMES P. WICKER, SMALL BUSINESS COUNCIL,
MINNEAPOLIS AND ST. PAUL CHAMBERS OF COMMERCE

Mr. Wicker. Thank you, Mr. Chairman and members of the Com-
mittee.

1 v:lould like to-also ask that my written statement be entered on the
record.

Senator MoxpaLE. 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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Small Business Committee and the St. Paul Area Chamber of Com-
merce Small Business Council,

These organizations 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
wrcent of our work force and aggregate in number 95 percent of the
pusinesses 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,

1t ~hould 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 economie 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.

Morcover, the traditional methods of valuing business do not.
always apply to small business, All too often it is necessary to sell the
business to pay estate taxes. These forces lead to the decroased compe-
tition and less motivation to the entrepreneur to start and nurture a
new business. We in Minnesota cannot imagine what the Minnesota
economy would be like without such businesses as Data Control,
Minnesota Mining and Manufacturing Co., and many other businesses
which just a few years ago were themselves small businesses.

For these reasons the small business committee of the Minne-
apolis and St. Paul Chambors of Commerce recommend that the
Senate Finance Committee consider the following changes:

First: Increase the estate tax exemption. We have mrd a great
deal today about what the estate tax exemption was worth in 1942
and various proposals to increase the estate exemption. We wish
that the committee would favorably consider Senator Mondale’s
proposal to increase 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 exemption from $30,000 to
$60,000.

At the present time estate taxes must be paid within 9 months after
the date of death. In certain circumstances if an estate is composed
of various assets that period can 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 part
of the estate, an addtional 10-year period can be gained in 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 percent. 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-yecar payout should be
liberalized. At the present time one has to have less than 10 share-
holders to quulify 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 State’s willingness
to respond to the inequities created for the small business owner by
inflation should lead the way to improved Federal legislation.

Thank you very much for the opportunity to present this testimony.

Senator Moxparg. Thank you, very much, Mr. Wicker.

Mr. Austin, | missed part of your testimony. You have a business
with 125 employees?

Mr. AusTin. 154, Senator.

Senntor MoxpaLe. What do you produce?

Mr. Austin, We produce house-cleaning needs products, household
bleach, ainmonia.

Senator MoxpaLg. Did you start that business?

Mr. Avsrin, Third generation.

Son,ntor MoxvaLe. That has been in this community all those

ears’
y Mr. Austin. Noj; that has been in the last 25 years. Prior to that in
the city of Pittsburgh.

Senator MoxpaLE. 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.

\\l’lmt I am getting at is this: What is small? I like the idea of the
eredit——

Mr. AuvsTin, This is tough.

Scnator MospaLg. 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
businesses. But there are a lot of businesses, which, like economically
viable farins 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 example of that. -

Mr. AusTin. I think 1t 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
ect. .

The appraised valuation for insurance purposes is $15 per square
foot, which puts the plant well over a million dollars. I[have got
$14 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
)ersons.

‘ Senator MoNDALE. If you weren’t at about that size you couldn’t
compete, could you?

Mr. Austin. 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 in and since I expanded the physical plant.

Senator MoNDALE. Now you could selll if vou wanted to, couldn’t
you, to Procter & Gamble?

Mr. AusTiN. I could sell tomorrow with an exchange, a free ex-
change of stock, tax free.
| So(rlmwr MoxpaLE. And then you wouldn't have to worry about
iquidity.

q.\lr. usTIN. I would be a millionaire. ‘

Senator MoxpaLE. Right now. You wouldn't have to worry about
ligunidity.

Mr. AusTIN, No, sir,

Senntor MoxpaLE. Let somebody else worry about that.

Mr. AusTin. True, true.

Senator MoNpALE. Then thi< business would no longer be owned by
you or someone in the community. It would be owned by an absentee
corporation.

Mr. Austin. T don't think the business would exist. I don't think
the buyer would operate that plant in Mars, Pa.

Senator MoxpALE. What he would do is just take your goml will
and your name.

Mr. Austin. He would take our name, good will, and our brunds.
We have certain franchises with supermarkets within a 500-mile
radius of Pittsburgh. Procter & Gamble would move it down to Cin-
cinnati and put the brands in down there and close the facility up.
1 know he would, that is the reason I am hanging on, sir.

Senator MoxpaALE. | think your case can be repeated by the
thousands.

Mr. Austin. Yes; 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 MonxpALE. We had a simnilar witness before us repre<enting
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 up.

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 he has to look at is the cost of that estate
tax.

Mr. AvsTin. That is right, true.

Senator MoNDALE. There you have a competitive business, you
also have independent editorials and news operations which ought
to be an important objective in American life.

Mr. AusTIN. Yes.

Mr. McKevitt. 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 Mo~NpALE. Mr. Wicker, you are an accountant, are you not?

Mr. WickeR. 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. Wicker. Very definitely. 1 can give you many examples in
Minnesota both through the Minneapolis Chamber of Commerce, al~o
through my professional life where this is true. [ think it is particularly
true in the case of small business because success often comes, 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 all at once it is a good-sized
business, a very profitable business, and a very valuable business, and
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 possibility of
a horrendous estate tax. There is no practical alternative but to
dispose of the business.

Senator MoxpaALE. How do you counsel your clients who are in
Mr. Austin’s position? Do you tell them to take out life insurance
or what?

Mr. Wicker. Well, it is 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 interes*e:! 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. WickeRr. Very definitely.

Senator MONDALE. So that reform is needed to help encourage the
continuation of local ownership?

Mr. WickeRr. Very definitely.

Senator MonNDALE. 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 MonpALE. 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. 84]

PREPARED STATEMENT oF JaMES D, “Mike” McKevirr, WasHiNGToN COUNSEL,
NATioNAL FEDERATION OF INDEPENDENT BUSINESS

Mr. Chairman, Members of the Committee, I am Mike McKevitt, Washington
Counsel to the National Federation of Independent Business (NFIB). It is a
distinet honor for me to appear here today to brief you on some recent, important
developments within the small business community.

When ] 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.

75-046—76——8
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During 1975 cight 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
representative of the U.B. small business community and include:

Members
Independent Business Association of Wisconsin.. ... ... ..., 200
Nutionul Association of Sinall Business Investiient Companies........ 350
Smaller Manufacturers Council of Pittsburgh. .. ... ._... 600
Council of Smaller Enterprises of Cleveland (18-25,000 cmrloyccs) - 8§60
Smaller Business Association of New Fngland (40,000 employees)...... 1, 200
National Small Buriness Association (500,000 employees) ..o oo oo .. 40, 000
Nutional Federation of Independent Business (3,345,601 employees) - .. 440, 000
Nutional Business Lengue. .o oo moon oo 5, 000

Over the lust cight 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 and paperwork burden it faces in
the area of taxes. That package has now been introduced in the Senate by Senator
Gaylord Nelzon na 8. 3397 and in the House by Congressinan Evins and Congreas-
man Conte a8 HR 13687. We are anxious that this proposal he studied carefully
so that the small business community can begin receiving the meaningful tax relief
it deaerves

The first scetion of our tax package deals with cstate and gift taxes—changea
in the Internal Revenue Code that we believe are essential for continued small
husiness independence. Harry G. Austin, Jr., President of the Smaller Manu-
fucturers Council (8MC) and President of the James Austin Company is here with
me to testify about is importance to small business.

Prerarep STATEMENT oF HARRY G. AUsTIN, JR., PRESIDENT OF THE SMALLER
Manvracrunens Councit AND PRESIDENT or THE James AustiN Co.

Mr. Chairman, thank you for this opportunity to testify before the Committee
on Finance of the United States Senate for theae hearings on estate and gift taxes.
I am Harry G. Austin, Jr., President of the Smaller Manufacturers Council
and third generation Prezident of the James Austin Company. ‘I'he Austin Come
me y was formed in 1889 and since that time bus been a family owned and operated
usiness,

My purpose here is not to ask for preferentinl treatment, hut to have you
rceognize our unique problems und the desirability of nurturing the small business
community as both a mainstay of our economy and the major hope for future
economie growth and development. Bome of the problems of the small and inde-
p(‘mli('nt business community are intensified by the operation of the estate and gift
tax Inws,

The estate and gift tax sections of the Internal Revenue Code have not been
overhauled in over 20 yeara. Inflation and other circumstances have eroded many
og 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 (Sections 2001 and 2502).

3. Ntock redethiuns to pay death taxes (Section 303).

4. Transfer of Business Interests at death (Proposed new Scction 2057).

Belore we discuss the specifies, I would like to cite an example. The following is
an actual case with circumstances changed sufficiently to l)rot,ect, the anonymity of
the taxpayers. It will give gou 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 established X Company some yecars ago. Business prospered and Mr. A
took in a partner, Mr. B. When X Company was incorporated, Mr. A received
629, of the shares of X Corp.,, Mr. B received 25% and members of Mr. A's
family received the remaining 139, of the shares. Mr. A's investment was $25,000.
The Company happens to be 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 heen 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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In 1973, X Corp's asscts were deployed toward a plan for growth. No excess
resources are available. Ax Mr. A suid, *You cither grow or go'. Mr. A's two
children 8 and DD have become active in the business and are the owners of the
remaining 13% of stock referred to above. Mr. B is sickly, but still actively con-
tributing to the business. Unexpectedly, Mr. A dies, partly as a result of overwork
to implement the expuansion plan.

Lawyers and accountants arrive on the scene. The outline of his catate is at~
tached as Exhibit A, Mr, A’s shares in X Corp. are valued at $27,000. The estate
taxcs and administration of the catate plus liabilities total $125,019, As ir evident
there is n severe liquidity problem. Mr. A's estate can only raise $58,600. Where
will the rest come from? Some can be raised through the operation of Section 303
by cffecting a partial redemption of the stock. Some can be deferred through an
extension of time using Scection 6166, hut this carries with it a substantial interest
rate. The bencficinrien of the estate can try to raise cash,

Finally the money is raised. Everything in sight is pledged. All partics are
nervous because the eatate is subject to an audit. In 1074, the 259, sharcholder
dies. His estate’s problems nre ns horrendous as Mr. A's, but will not be detailed
here, The business is virtually at a standstill, Fortunately, the son 8 proves to be
un uble administrator, but the problems of the estate have been a mnjor distrac-
tion, As part of the growth program X Corp. is offered chancea 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
wuit for the nudit of the cstate to determine the value of the corporation for
estate tax purposes,

Finally, in 1975, the Internal Revenue 8Service arrives and proposcs to value
Mr. A's shares at $2,000,000. This would increase the federal cstate tax by
$221,000! In a panic, the shareholders attempt to sell out. They 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 husiness into a larger business
with a resulting loss of 75 jobs. The remaining jobs would require relocation,
After much negotintion, 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!

Fstate tax considerations have paralyzed the business for alinost two years.
The $60,000 exemption and the high rates of tax have almost caused a huriness
und 75 jobs to disappear, X Corp. and A’s bencficinries have been forced to borrow
in cxcess of the limita dictated by prudence. The Company is not able to redeem
the shares of the 256, sharcholder. No one knows how Mr. B's cstate 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 Scnate Committec on
Small Business says, ‘“The (federal estate) tax literally is forcing the small operator
to =ell out or to merge with the giant corporation. It has become in effect, a cancer
in American Society, cating 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 proposals 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 860,000 of assets are cxempt 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 infiation from 1942 to 1975
was 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.

Rales of laz

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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( H&t tax rates are presently 76 of estate taxes, We propose this ratio be main-
tained.
Stock redemplions to pay death laxes

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 are 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 to
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 509 of the taxable
estate of the decedent. We suggest these percentages be liberalized to more than
(2l()%dof the value of the gross estate or more than 409 of the tuxable estate of the

ecedent.

Transfer of business inlerest al 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 anxjous
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 elifibility requirement be the sam€ us 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 death
taxes. In some cases, the beneficiaries have to pledge or =ell their own assets to
retain the family business. In other cases, the businesses have to be sold at dis-
treszed prices. This should not be the result of vears of hard work, nor should
our tax laws be structured to crush the small husiness. Our economy suffers. The
famed American technology superiority is eroded, and we end up ercouraging
?eople to take the “safe’”’ route and work for some impersonal monolithic giant.

n the forest, new trees must spring up from acorns or the forest will soon be
gest_,royed. 80, too, in our economy, we must encourage the development of new
usinesa.
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Case study of the liquidily needs of the estale of Mr. A
Total extate assets:

Liquid:
Life insurance. . . o . o o e ———————— $50, 000
Cash and securities. . .. oo o cceecccmccm——————— 5, 600
Y 7 I 55, 600
To be liquidated: car. . . ... o e ceceean- 3, 000
Total e e —————- 58, 600

Not liquidated:
Business . _ . oo L e i eme e en—aa 027,000

Home. o e c———————— 55, 000

TOta) . e e m 582, 000

Tota) estate assets. .o . oo e ————— 640, 600

C(iross estate: Total estate assets. o o o o o o e e eeem 640, 600
Liabilities:

Notes payable. - oo oo e ccecc—e———- 3, 000

MOPUARES . - o o o e e e e e e rmme e —a———————— 2, 000

TSt @XPONSeS - o e e oo e e e e mmme e ————————— 3, 000

O NOT e o o e e e e ————— 5, 000

Total. o . o e e e e ememr e —— e ——————— 13, 000

GIPOSS CSEAVC - - o o e e e e e e e e e e ee e ——ase———a——— 627, 600

Administration costs:
IP08S OLALC -« - o o o o o e e e e e e oo m——.———— 627, 600
Administration cost at Hpercent- . - - ... iieccancnacn-aa 31,380
Adjusted gross estate:

0SS CRbALC - - e e et ermameeaenem———— 627, 600
Deductions: Administration cost . . .. oo 31, 380
Adjusted gross estate _ . . L eccca—aa. 596, 220
Federal estate tax (F.E.T.) adjusted gross estate with marital deduction. 58, 578
State inheritance tax . oo o e e ——————— 22, 961
Liquidity nceds: gross estate liabilities . . . . . .. . ___.______ 13, 000
Istate clearance costs:
Administration - . o e ——————— 31, 380
F o . T e e e e e e et e ;e e mn e —————— 58, 578
N LT e e e e e e e e —— e ————————— 22, 961
Total . . e e e emmm——ceceme e ————————— 112, 919
Liguidity needs . . . . e ceceee e ———— 125, 919
Liquidity availability . . oo o oo e cacmmaaaa 58, 600

Liquidity deficit. - o oo o e ccc e c——————— 70, 319



82

ExHiBir B

Ske. 103. Adjustment of Estate Tax Rates,

(a) Scetion 2052 (relating to the exemption from 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 licu thereof the following new
rate schedule:

If the Taxable Estate is:
Not over $50,000. ... ... __.___..
Over $50,000 but 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. .

The tar shall be:

5 pet of the taxable estate.

$2,500 plus 10 pet of the excess over
$50,000.

$7,500 plus 15 pet of the excess over
$100,600.

$15,000 plus 20 pet of the excess over
3150,(;00

$25,000 plus 25 pet of the excess over
$200,000.

$75,000 plus 30 pet of the excess over
$400,000,

$135,000 plus 35 pet of the excess
over $600,000,

»

Over $750,000 but not over $187,500 plus 37 pct of excess over
$1,000,000. $750,000.

Over 81,000,000 but not over $280,000 plus 39 pet of excess over
$1,250,000. $1,000,000.

Over $1,250,000 but not over $377,500 plus 42 pct of excess over
$1,500,000. $1,250,000.

Over $1,500,000 but not over $482,500 plus 45 pct of excess over
$2,000,000. $1,500,000,

Over  $2,000,000 but not over $707,500 plus 49 pet of excess over
$2,500,000. 32,000,600.

Over $2,500,000 but, not over $952,500 plus 53 pet of excess over
$3,000,000. $2,500,600.

Over $3,000,000 but not over $1,217,500 plus 56 pet of excess over
$3,500,000. $3,000,000.

Over 83,500,000 but not over $1,497,500 plus 59 pet of excess over
$4,000,000. $3,500,000.

Over $4,000,000 but not over $1,792,500 plus 63 pet of excess over
$5,000,000. $4,000,000.

Over $5,000,000 but not over $2,422,500 plus 67 pet of excess over
$6,000,000. $5,000,000.

Over 86,000,000 but not over $3,092,500 plus 70 pct of excess over
$7,000,000. $6,000,000.

Over $7,000,000 but not over $3,792,500 plus 73 pct of excess over
$8,000,000. $7,000,000,

Over 88,000,000 but not over $4,522 500 plus 76 pet of excess over
$10,000,000. $8,000,000

Over $10,000,000 ___.__________.___ $6,042,500 plus 77 pct of excess over

$10,000,000.
Exnipir C

Skc. 104. Adjustment of Gift Tax Rates.

(a) Subsection 2503(b) (rclating to exclusions from gifts) is amended by
striking ‘‘$3,000" and by substituting in lieu thereof “$9,000".

(b) Section 2521 (rclating to the specific exemption from gift tax) is amended
by striking ‘‘$30,000” and by substituting in lien thercof *$90,000’.

(c) Subsection 2502(a) (relating to the rate of gift tax) is amended by striking
tt'hﬁ rate schedule contained therein and by substituting in lieu thereof the
ollowing:

‘““RATE BCHEDULE"

““The rate of tax iinposed by section 2501 shall be 75¢; of the rate imposed by
section 2001."
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Exuisit D

Skc. 105. Redemptions of Business Interests to Pay Death Taxes.

(a) Subpumgraﬁ)hs (A) (i) and (ii) of Subsection 303 (b)(2) (relating to the re-
lationship of stock to a decedent’s estate! 's amended by changing “35 percent’’
and “50 percent’’ to read ‘20 percent’’ and “40 percent”, respectively.

(b) Subsection 6166(a) (relating to paymcnt of estate tax) is amended by
changing ‘35 percent” and “50 percent’’ to rcad *‘20 percent’’ and *‘40 percent”,
respectively.

ExuiBir E

Sec. 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:

“Src. 2045, Transfers of Business Interests at Death.

In the case of a husiness interest qualifying under Scction 303 or subsection
6166(a) (without regard to this section), if the executor so elects, the gross
estate shall include the decedent's basis in such business interest rather than
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 dccedent as to which an election
was made pursuant to Section 2045 shall be the decedent’s basis in such property.”

(¢) Paragraph (13) of Section 1223 (which was paragraph (12) prior to re-
designation by Section 10 of this Act) shall he redesignated paragraph (14) and
the following new paruim »h (13) shall be inserted:

“(13) in determining the holding period of property the taxpayer acquired from
a decedent as 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 by the decedent.”

PrePARED STATEMENT oF JAMES P. WICKER, REPRESENTING SMALL BusiNess
CoMMITTEE, GREATER MINNEAPOLIS CHAMBER OF COMMERCE AND SMALL
Business éouxcu,, ST. PauvrL ARes CHAMBER oF COMMERCE

I am presenting this statement on Federal estate and gift taxes on behalf of
the greater Minneapolix 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.
Az you know, small businesses are a vital part of America's cconomic future. They
prosently employ about 605, of our work force and aggregate in number 959 of
the husinesses 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 opt)ortunity 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 and 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 smnll businesses to be passed from generation to generation.

Inflution 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 congider Senator Mondale's proposal to
increase the estate tax exemption from $60,000 to $150,000 (8. 2394) and Senator
?;«:I;«g\‘s proposal to increase the gift tax exemption from $30,000 to $60,000
N, 22083).

LIBERALIZE INSTALLMENT PAYMENTS OF ESTATE TAXES AND EXTENSIONS

l(of;ulutions requiring that a “closely-held corporation’” have ten (10) or fewer
sharcholders before being permitted to pay estate taxes in installments should be
amended to gwrmit more shareholders. Many very small businesses have more
than ten (10) family shareholders. In rome cases owners have been willing to
permit employees to own part of the businesses and have therefore lost the benefit
of the instaliment payment of estate taxes.

Caonsideration should be given to modifying regulations permitting an extension
of 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 nxsets with resultant losses to heirs sometiimes results. ““Undue hardship'’
provisions should be liberalized and extensions of up to 24 months should be
considered.

Minuesota has recently enacted legislation which reduces the impact of in-
heritunce taxes by moditications including an increase of the inheritance tax
exemption. We feel that our State's willingness to respond to the inequities created
{nr t:u- smull business owner by inflation should lead the way to improved Federal
egislation,

Thank you very much for the opportunity to present this testimony.

Our next panel consists of Mr. Paul Butler of the American Bankers
Association; Frank Berall, chairman of the Committee on Estate
Gift Tax Reform, and Richard Covery, attorney, with the law firm
of Carter, Ledyard & Milburn. We will take them in that order.

M. Butler.

STATEMENT OF PAUL F. BUTLER, CHAIRMAN, TRUST DIVISIOR
TAXATION COMMITTEE, THE AMERICAN BANKERS ASSOCIA-
TION, ACCOMPANIED BY RICHARD B. COVEY, CARTER, LEDYARD
& MILBURN '

Mr. BurLer. Thank you, Mr. Chairman.

My 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
this matter.

I would like to file a broader statement of our commentary on the
broad subject of the estate and gift tax.

Senator MonpaLE. This will be made a part of the record.

Mr. ButLer. Thank you.

I would like to confine my remarks to just a few of those topics.
This commentary does talk about taxation at death, of gains, genera-
tion-~kipping, unification, marital deduction, but today I would like
to talk u{)uut only rates, exemptions, and aid to the farms and small
businesses.

We realize that you have budgetary problems that you are going to
have to be considering as you move here, and you may not be able to
take the steps you would like to because of the restraint on the revenue
posture. However, if something isn’t done {ou 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 geen filed about this and you gave had a lot of discussion
onit. 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 years 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 eatate, but I think this is a question of the revenue that you
wizh 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 businesses
and the suggestion that we have made is that there be a partial for-
giveness of the tax resulting from these.

Our proporal 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 ns time went on,
therefore, there 1s 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 this rate
and made no differentiation, we testified against it. We tried to point
out that this would increase the problems and nothing happened.
But we would like to emphasize that is a key part of our propozal.

And one thing I would like to mention, I hope in the question
geriod we come to, I would like to question some of the figures that

ave been put up here on the charts, particularly the generation
=kipping figures. So far as I know, there 1s no authoritative basis for
the $700 million annual revenue loss.

Perhaps I can say something about that later.

STATEMENT OF FRANK 8. BERALL, CHAIRMAN, COMMITTEE ON
ESTATE ANRD GIFT TAX REFORM, AMERICAN COLLEGE OF PRO-
BATE COUNSEL

Mr. BErRALL. Mr. Chairman, members of the committee, my name
is Frank S. Berall. 1 am a partner in a Hartford, Conn., Inw
firm, and T am the chairman of the Estate and Gift Tax Reform Tax
Committee of the American College of Probate Counsel. The Americun
College, who I am representing here today, is a group of more than
1,700 lawyers, from all over the United States, 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 pﬁnming. We have a written statement,
including a cover letter.

Senator MoxpaLE. Tt will be received.

Mr. BerarL, Thank you.
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The statement su%gcsts improvements based 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, and
the economy.

I am going to highlight proposals we believe to be of greatest in-
terest 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.
The estate tax now affects a great many middle-class people whom it
was never intended to affect, but we are concerned about the revenue
loss from an increased exemption; therefore, we do suggest a credit
against the estate tax due on the first $100,000 of taxalﬁe estate,

We think it is very iinportant that the credit be designed so that
gross estates of $100,000 or less need not file returns. Otherwise there
are going to be new administrative difficulties and extra costs in
estate administration.

I would like to deal briefly with the liquidity problems of small
farms and businesses. We think that these should be handled not by
special treatmient for these assets, such as special valuation techniques
but instead, the provisions we have suggested would avoid the specia
treatment which could violate criteria that we believe essential in the
estate tax system; namely, neutrality, uniformity, and equity. We
believe that speciaf provisions would lead to creation of new estate tax
shelters while failing to cope with the liquidity problems of most
illiquid estates.

Instead of special provisions we recommend more liberal and objec-
tive standards 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 1t a 10-year extended
; payment of estate tax should be broadened.

Ve al-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 vear 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 § 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 qualitative expansion of
the marital deduction would be a great help for a number of families
where there are second marriages and children by a first marriage.
We also think that many problems are caused and marital deduc-
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
fur reaching changes such as dealing with gains at death, generation
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
ift tax reform proposals. We are perfectly willing, on a pro bone
asis to be available by long distance phone for consultation or to

come down here to Congress at any time that you would need services
that we can provide.

Thank you very much for the o ortunitﬁ to testify.

Senator MoNpALE. Thank you, Mr. Berall.

Senator Hansen, did you notice how lucid and talented those
lawyers are? [Laughter.}

I was interested that both organizations, the ABA 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-
Bercent on estate taxes affect the richer estate the more you save

ecause 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 essentiall

Mr. BeraLL. That 18 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 MonpaLeE. Mr. Wicker, would you come back to the
witness 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 licu of the increased exemption.
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lI think that it probably does the job and does it better for much
ess cost. 4

Senator MoNDALE. Apparently the Small Business Committee
has found we can get more relief, substantially more, for farmers
and small businessmen and smaller estates through the credit route
with the same or less overall budgetary impact.

Mr. WickeRr. I think it might be similar to what we discussed in
Minneapolis in December when you visited our committee, about
phasing in the surtax exemption, larger surtux exemption for all
companies and then phasing it back out again for companies with
larger levels of income.

Senator MonpaLE. The corporate income tax.

Mr. Wicker. Yes.

Senator MonpaLE. 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, 1 think in your prepared statement you commented
if we changed the marital deduction that would cause massive estate
replanning in this country.

Mr. BERALL. Yes.

Senator MonpaLE. 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 present 50 percent of adjusted gross cstate are going to
require a coneiderable 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 =ame
pro%re%ivity argument as the exemption itself?

Mr. ButLER. 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 ecstates, even if you have an unlimited deduction.

Senator MoNDALE. Suppose you had, say, a $2 million estate and
vou could establish that each spouse owned half, approximately, at
the time of the death of the first spouse, there would ge a tax on that
spouse’s estate of whatever the rate is against that estate minus 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. Covey. You have pyramided. You than have $500,000 taxable
in the first estate and $1,500,000 in the second. What you have done is
get yourself out of tilt. The cheapest tax would have been $1 million in
each and with the marital gone $500 the first time.

Senator MoxpaLE. We don’t do it that way. So that by however
much the inheritance increases the estate of the surviving spouse,
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he pays estate tax on the whole thing. He can’t agrue well, my
deceased wife's estate paid the tax. He 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 where 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 jpersons who are
interested in saving immediate tax to leave everything to his wife—
say in a power of appointment tyfe of trust, or outright, and have no
taxes at his death. Then his wife remarrying aftor his death could
leave everything to her children by her second husband and the
children of the first marriage would receive nothing.

Senator MonpaALE. I think one sugﬁfstion is to leave the 50 percent,
but then add maybe $100,000. Does that make sense?

Mr. ButLer. That 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. BurtLer. 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 percent you
lt'hin'll( shere would be a tendency to slight the children of the first

amily?

Nh.}.r 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. 1 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
iehildron of his first marriage. You cannot do that under present

aw.

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 MonNpALE. 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 un awful lot of revenue to lose for that kind of change.
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Senator MonNDALE. Now, one final {)oint. This came up in some of
the carlier testimony. About all of us, I think, in our different ver=ions
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 purposes.

You argue that it introduces a complexity into the tax laws which
is tough and difficult to deal with.

Second, I think yvou argue that it may create an unintended tax
shelter that would entice nonfarm capital into an absentee owenrship
of farming, is that correct?

Mr. BeraLL. That is right.

Senator MonpaLE. Can you give us your argument?

Mr. BBraLL. Senator, we believe 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 use
value, will encourage wealthy investors to come in and buy these
assets for tax shelters.

The reeapture provisions that you might have in such a statute.
are not-going to be particularly effective 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 staisfactory. But we believe that instead of giving special treat-
ment to these assets if vou 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
he eased because we are talking about paying out the tax over a 20-
vear period. There are several other proposals which we did not dis-
cuss but which are in our written testimony which I think will also
deal with this problem more adequately than something that will
give a new tax shelter.

Senator MoxpaLE. 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. Berarn. 1T 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. This
shelter was closed off in the Revenue Act of 1962. I think you would
be opening a somewhat comparable shelter if you went to use
valuation.

Senatar IHIaxsex. T would like to ask you, T 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 down 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.

Scnator 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 rosult 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. Cover. 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 xlt 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 HanseN. You mean you have to take credit out, you have
to take ‘exemption out if you want to save the money on the upper
end to put in the credit end.

Mr. Covey. That is correct. So if you were trying to have a credit
aFuinst tax on the first $120,000 and you kept your rates the same,
that would be today the tax on $120,000 is $20,700. The tax on the
additiondl $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 Haxsex. Well, you are presuming, 1 gather in your re-
sponse, that the present $60,000 exemption would be kept in place.

Mr. CovEey. No, it would go out. It would go out. You would take
the $60,000 out entirely and would just have 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 does,
1t 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 tﬁat 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 outright ownership of the property or the
equivalent, which is the general power of appointment type of trust
that we use today.

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 and other beneficiaries.

Senator Haxsex. I don’t think I disagree with you. I am wondering
if you may have misunderstood my question. At least I reached the
same conclusion you have.

Mr. BEraLL. I am sorry, perhaps I did misunderstand your question.

Senator HaxseN. Thank you.

Senator MoxpaALE. I have been asked by the Small Business
Committec 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?

Mr. BEraLL. 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 equiva?ent 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 did not work out the way they were supposed to work out and we
are quite concerned that this covenant will not succeed in accomplish-
iniwhat the small business owners would like to accomplish.

Senator MoNpALE. Very well. Thank you very much for the most
useful contribution.

[The prepared statement of the preceding panel follows:]

PREPARED STATEMENT OF PAuUL F. BUTLER ON BEHALY OF THE AMERICAN BANKERS
ABBOCIATION

BUMMARY

The ABA recommends that the following three changes in the estate tax law
be added by the Senate to H.R. 10812:

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 farms anid other
small businesses which qualify for the deferred payment of estate tax under
section 6166,

3. Reinstating the 47, 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’s gross estate reduced by the deductions
allowable under sections 2053 and 2054.

STATEMENT

Mr. Chairman and members 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 ard Associate Counsel of State
Street Bunk and Trust Company of Boaton. I am accompanied by Richard B.
Covey, who is a member of the law firm of Carter, Ledvard & Milburn, New
York (‘it_v. and acts as special tax counsel to the American Bankers Association on
matters affecting trusts and estates. The ABA is an organization componsed of about
14,000 banks, or some 969; of the banks in the country. Approximately 4,000 of
the banks exercise fiduciary 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 Representatives in March of this
vear. With your permission, we would like to file with this Committee a Com-
mentury which we have prepared discussing the subject and suggesting certain
alternatives, if changes are to he 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 Scnate 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 cxemption were last changed in 1942. Since then the estate tax has
affected a steadily increasin% percentage of estates. If something is not done to
change the situation, in another 10 years approximately 159 of all decedents will
be paying some federal estate tax. This contrasta with the figure of under 29,
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 revigion. Since that time many groups and individuals have endorsed an estate
tux credit, which in cffect ogcmtes 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 climinate all smaller estates
fromn the estate tax rolls by changing the current $60,000 exemption to a credit
against the estate tax. The umount 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 has received much attention. This is due in purt to the hearings of the
Senate Sclect Committee on Small Business under the Chairmanship of Senator

- Nelson dealing with the effect of the estate tux on small businesses. Specifically,
the problem is that the tax payable on the farm or small business under current
law is g0 high that tha heirs who would like to continue to operate the farm or
business are forced to sell it to pay the tax. The problem is u real one and some-
thing =hould be done about it. .

In its commentary, the ABA suggests that partial cstate tax forgiveness be
granted to estates consisting of farms or other small businesses which meet the
requirements of section 61606 for a deferred payment of the estate tax. The per-
centage of the forgivencss could he set at any level which is dcemed desirable
und under our proposal would be granted 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 Packwoud and Nelson of this Committee. The ABA

- favors a return to the 495 interest rate on amounts deferred under section 6166.
In order to qualify for the partial tax forgiveness and the 49 interest rate, the
farin or other small business should constitute at least 659 of the decedent's
gross extate reduced by the allowable deductions under sections 2053 and 2054.

Another way of granting relief to estates consisting of furms 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 husinesses, and such a distinction was deemed unwise
us o matter of policy. Second, in order to assure that relief is given in only appro-
yriate cases, restrictions must be imposed upon the use of the farm valuation.
These restrictions, includin¥ 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
numnber of difficult problems, particularly in cases where, as often occurs, all of a
dl(:ccfdent'a children are not given the same interest in ull 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 loas would, however, not be a large per-
centage of the current cstate 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
of decedents’ estates are those qualifying under section 6166, we doubt that the
percentage would be over 109,. The total estate tax collections for fiseal 1975
were $4.2 billion. Using this figure and a 109, estimnate for section 6166 asscts
total tax forgiveness to all such estates would cost only $420 million and 50%
[ur’Fivcncss would cost $210 million.

here 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 croded the true value of all estates.

75-6.6—70—7
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AMERICAN BANKERS AssocCiaTION COMMENTARY ON Prorosip Tax REForM
AFFECTING EsTaTES AND TRUSTS

FOREWORD

During recent years the laws governing the income tax cost hasis of a decedent’s
assets and various provisions of the estate and gift tax laws, all of which have been
cssentially unchanged for many years, have been criticized. Two comprehensive
proposals have been the 1968 Treasury Studics during the Johnson Administration
and the American Law Institute Project published in 1968. The most recent
criticisin 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
fumily of a farm or closely held business. The so-called liquidity problem was
accentuated by the increase in 1975 of the 4¢; intercst 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 1072 ABA published a Commentary reviewing current Jaw, some
major proposals for change, evaluation of these proposals, and alternatives. This
Commentary modifies in some respects and expands the 1972 publication.

SBUMMARY OF EXEMPTIONS; LEVEL OF TAXATION; FARMS AND CLOSELY HELD BUSI-
NESBEB COMMENTARY
Current law
Since 1942 the estate and gift tax exemptions of $60,000 and $30,000, respec-
tively, and estute and gift tax rates have remained the-same, The estate tax rates
yrogress rapidly in the lower brackets, reaching 309, at a taxable estate of $100,000
he result hus been that over this 34 year period, with continuing inflation, the
eatate tax hasg censed 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 operation,
This result has been criticized with increasing frequency in recent yecars.

Major proposals for change
b L;‘smte tax relief hus been proposed in cither of two ways, or a combination of
oth:
$21b })r(\)((:)reusc the estate tax exemption to a figure in the range of $100,000 to
00,000
2. Limit relicf to estates with farms and closely held businesses which under
current luw are eligible to pay estate tax in ten annual instaliments. The Adminis-
tration has recently proposed a five year moratorium on the payment of estate
taxes on certain furms 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 ycars after the end of the moratorium. The special 49, in-
terest rate on deferred estate tax which was increased last year would be reir-
stated. Eligibility would be limited to $300,000 of assets, with a dollar for dollur
reduction from $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 rclief 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 ycar interest free loan
on the amount of the deferred estate tax, scems unnecessary and will encourage
the continued operation of farms and closely held busineszcs which eannot survive
cconomically, An additional 20 year payment period is not needed and would
raige additional complications when one or more of the heirs receiving the property
dies during this period. A dollar for dollar decrease in cligiblitr between $300,000
and $600,000 scems too rapid and will operate incquitably when compared with
some cases where the asset has a value under 5300,300.

ABA allernative

An increase in the $60,000 e.emption should not be considered in a vacuum,
but rather as a part of the issie whether estate and gift tax revenues should be
increased, deereased or held at approximately the same level. The ABA assumes
that the current level of estate and gift tax will not be significantly decreased.
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Based upon this assumption, it believes that the 830,000 gift tax exemption
should be retained, but that the estate tax exemption should be increased to
$70,000 Ilu 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
aguinst a decedent's highest estate tax rates, to & credit against the tax at the
lowest cetate tax rates. This change will minimise the revenue loss from the
catate t7 - exemption increase.

The ABA favors relief for furms and closely held businesses. In order to assure
that relief is given only in deserving cases, additional requiremeants to the
oncs that now exist to qualify for the ten year installment payment provisions
shoyld be imposed, namely, that the farm or closely held business be at least
657 of the decedent's adjusted estate, that it be owned by the decedent
for at lcast two years prior to his death and that the heirs continue in the business
ts “‘operators’ rather than ss “investors’”. If these requirements are met, the
interest rate on the estate tax installment payments would be reduced to 49,
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 cach succeeding installment until it is 559 for the tenth installment. If the
value of the farm or closely held business cxceeds $400,00C, the forgiveness per-
centages would be appropriately reduced.

The ABA recommends other changes which will increase the usefulness of
the installment payment provisions.

SUMMARY OF BASIS COMMENTARY
Current law

Current law providing a step-up ol income tax cost bases of a decedent's
a~sets to their market valucs at death has been criticised for allowing a permanent
C3CH {ron}'incume tax on appreciation which encouraged investment retention
or “lock-in.

Major proposals for change

1. Retain step-up in basis hut levy a capital gnins tax on appreciation at
deuth; assess as part of the decedent’s final income tax return; and allow the tax
puid as a deductivn 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 cstate assets, but in-
c{vase these bases by the cstate tax attributable to the asset's appreciation
cviement.

ABA evaluation

The capital gains tax proposal is undesirable because its estate tax deductibility
would result in a proportionately lower combined tax on appreciation in larger
cstates than in smailer estates, The over basis proposal is objectionable because
of its administrative complexity in allocating basis increases; its unfairness in
giving hasis increases to assets which oned no estate tax because they
qualified for the marital or charitable deduction; and the lesser hope it offers
for reduced cstate tax rates. Both proposals would further complicate the adminis-
tration of cstates and increasc the “cost of dying’” which is high enough_now.

ABA allernative

As an alternative, the ABA recommends an additional (or appreciation)
extate 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
less. 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
appreciated assets,



96

SUMMARY OF GENERATION-S8KIPPING COMMENTARY
Current law

Current law imposes a tax on the trgnafer 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 sucoession of interests lacking the control element
may be insulated from estate or gilt 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
!n the next generation should bear an added tax burden.

Major proposals for change

The 1968 Treasury Studies would assess a tax at 609 of the transferor's top
rate on any transfer made outright or from a trust to a grandchild or more remote
descendant. The ALI Project would not levg an extra tax on ou t transfers
but, using the same general approach as the Studies, would dosoon t ts which
may distribute to grandchildren or more remote descendants at a time later than
the deaths of the transferor's children.

ABA eraluation

Both of the above proposals are objectionahble. A person should be able to
provide for his fumily without a tax penalty. Family includes o.noeawr:i spouse,
children, and grandchildren. Outright b«mesu 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 allernative

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,
rpousc, children, and grandchildren—as its beneficiaries without the imposition
of an additional tranafer 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 ,)mpertv and should be determined by inclusion of the trust property in the
transfers of the skipped beneficiary—usually 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.

BUMMARY 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
eatate tax rates. Further, the fact that the gift tax is both a deduction in comput-
inﬁ,snnd 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”); and (3) a change in the law to allow transfers to
escape taxation at death even though control is retained 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 determininﬁnthe .
level of the estate tax rate to n:rply. The ALI Project took no position on a single
rate structure applicable to 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 amaller estates
unable to make giﬂz which the ALI Project considered the primary justification
for shifting to a single rate schedule.

ABA allernalive

If there is a reduction of estate tax rates, the ABA would not oppose the “simpli-
fied” unification approach combined with the elimination of the ‘‘double deduc-
tion" for a gift tax paid on a gift in contemplation of death, vis., a gift tax credit
and a deduction in computing the estate tax by in eflect 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 OF MARITAL DEDUCTION COMMENTARY
Currend law

Current law allows property transferred either outria?t or subject to the
control of a spouse to t‘uu ify &5 & déduction against either estate or gift tax.
There are quantitative limits on this deduction which for estate tax is one-half
of the d ent'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 he avallable 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
surviving 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
tranaferee spouse would not need to control the property transferred for it to

ualify 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 transferce
spouse,
ABA evalualion

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 the problems presented by the “‘current beneficial intcrest”
theory outweigh its benefits.

ABA allernalive

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 impucts the middle class. In man
cases the family residence alone, although purchased at a modest cost by today'’s
standards, will require the filing of a estate tax return. The only relief from its
impact during this 34 year period occurred indirectly in 1948 as a result of the
enactment of the marital deduction, which permits postponement of the tax .on
50%10{ an estate until thé death of the surviving spouse.

he estate tax reaches a 30% rate at a taxable estate of $100,000 and creates
Yamcular hardship for estates with farms and other closely held businesses.
n some cases a sale is reluired to pay the even though the decedent’s family
would like to continue the,operationtof the business. 'I’gm result has been crit-
jcized with increased frequency in recent years.

i
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Major propesals for change :

In recent years, and particularly in this Congress, bills have been introduced
to provide estate tax relief. Two mtfor types of changes with significantly dif-
ferent revenue impacts or a combination of both have been pro d:

1. Increase the estate tax execmption. Figures in the range of $100,000 to $200,000
have frequently been suggested.

2. Restrict the relief to estates with farms and other closely held businesses.
Some bills would exempt from all tax farms not exceeding a atated 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 stated
period, usually five years, both before and after a decedent’s death.

ABA commenis

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 yeams. The primary reason is that the value of farm land has becn
increasing rapidly. For example, we have been advised by one of our member
banks that in central 1llinois the value of form land has increased by 1509, 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 surviving spouse, the cash
problem is less serious because of the availability of the martial deduction which
can reduce the estate tax imapact by more than 509,. This problem is often more
difficult for a non-farm closely held business than a ?Arm because sule of the buxj-
ness is more difficult than sale of a farm.

One important question in considering the farm and closely held buiness prob-
lem is in what percentage of cases does a family member desire to continue
the opcration of the farm or other business, lnwea directed to some of our
member banks indicate that in a siqniﬁcmt num 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-
a;iat.ent with each other and must be weighed in terms of their individual
mportance:

. Increasing the ability of family members to retain these assets when they
desire to do 8o and continue an active participation in the business;

2. Avoiding a tax incentive of such magnitude (a) that “outsiders’’ will acquire
these assets, (b) that family membems will retain assetsa which should be sold
because they cannot be operated with a reasonable profit, or (¢) that provide
unreasonable distinctions in the treatment of differcnt 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 where 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 cstate
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:

Billions

Losses of this magnitude cannot be offset by any other changes in the estate
and g!t 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.
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We have assumed that, despite the large number of bills introduced in this
Congress for an excmption increuse, 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 altermative to an increased exemption exists for providing estate tax relief
to smaller estates at a more modest revenue loss, The operation of the exemption
may be changed from a deduction available at an estate’'s higheal 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:

Loss (im

Credit: miRions)
$25,000 ($115,000). .. o cc e e me e mmem - $400
$40,000 (8165,000) . . ce e ircccccerccmrecemce e a——. 940
$50,000 ($200,000). ccvcveececererermmnccrennrrrec e ene- 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 terms 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
parucipute in the active operation of the husiness. 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 49 interest rate on estate tax deferred under Section 61686.

Unfonunately, it is impossible to make reliable estimates regarding the revenue
loss that wouid 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 eatate 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 Yxave been made in recent years to alleviate the “forced sale”
problemn. One is to establish a special evaluation method for estates that continue to
operate the business for a fixed period of time after death, usunlly 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
isaue, at least in the case of a sale before the holding tgeriod 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 completc 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 beforc and after death, investments by “outsiders’
would be encour .

The Administration recently proposed another solution. It would create a five
Kear 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 unwize. 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 is to say that the moratorium provides
too much “front end” relief. As proposed, it is a five year non-interest bearing
Jonn to the estate. Using the 8%, rate of return in the ‘f!reuuw tables, the value
of this loan is slightly more than 25% of the amount borrowed, vis., the estate
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tax on the asset. If tax relief is to be ted, it should be done directly by for-
giveness rather than indirectly through a moratorium.

An extenstion of the estate tax paymcnwriod from 10 to 20 years is in our
opinion undersirable for several reasons. 0 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 firet estate, thus producing complications in integrating pay-
ments from two estates,

The ABA believes the dollar for dollar decrease in e&fibility from $£300,000
to $600,000 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™ow, 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 Administration’s Pro osal gives relief in some cases when it should not be
mt&d and gives no relief in more compelling cases. This results from eligibility

ing based upon the percentage requirement of Secticn 6166—35% of the

estate or 509, of the taxable estate. A $1,000,000 estate, with $700,000 of
iquid assets and a $300,000 farm, which takes full advantage of. the marital
deduction qualifies because the value of the farm exceeds 50% of the taxable
wetate. 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 uscd
in may eligible cstates. 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 Scction 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 intercst from the
earnings of the business. The cash flow problem in this regard would seem as
serious today as in 1858. 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 duc. 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 alternative

An increase in the $60,000 exemption should not be considered in 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
signiﬁcam,l 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
(870, rlus 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.

e 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
aa 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 dividinf line hetween 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 farming as
a principal occupation. If these requirements are met, the interest rate on the ess
tate tax instaliment payments would also be reduced to 4%.

The forgiveness the ABA recommends would be 10% of the first installment
and; would increase by 5% for each succoeding installment until it is 55% for
the tenth installment. The total percen forgiveness for the full ten year period
would be 32% % of the deferred 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 rercenu&x)%s would be reduced by
applying a fraction the numerator of which is $400, and the denominstor of
which is the total value of the farm or closely held business. Aa 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

. inatallmenta 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 eatate will
create indirect tax relief for farms and closely held businesses when there is a
survivin%a ouse.

The ABA recommends other changes which will increase the usefulness of the
installment g?’ment 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 asset is held in a trust on the decedent’s death,

The ABA believes that changes should be made in Section 303. This section

rovides 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 cxtent that the amount of the distribution does not exceed all death taxes
imposed as a resuit of the decedent’s death and all funeral and administration
expenscs 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 deatl taxes or funeral or administration expenses.

BASIS

Current law

Under current law prorerty 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 unrealised 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 n through realized appreciation, cur-
rently taxable as income and that this escape distorts investment choices by
“lockiqgr’t"l older people into their investments that have substantial unrealized
appreciation, :

Proposals for change

Two proposals for change suggested are:

First, to treat death (and per ags transfers by gift) as a taxable evént 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 atrributable to the unrealized appreciation in the asset at death
(the carryover basis proposal).

The carrxover 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 unrealised appreciation in the asset as contrasted
to the gift tax on the entire value of the gift property.
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484 commenis

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%. 8tate 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 hifheat estate tax rate is 5% above the muﬁnum rate of the
state death tax credit. Thus, when federal and New York estate taxes are com-
bined, the top rate of tax is ba%. 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 wm-
cantly reduced. Any such change should also be accompanied by (i) li ized
rules regarding 'pmol of basis and (if) & new bhasis for each asset owned on the
effective date of the change equnl to its value on that date for the purr:ae 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 recognisze that use of a new start-up date means that the estate tax reduction
would have to be phased in over a od 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 me of the Treasury 8Studics
seriously defective, It is indisputable that the simplest system would he one that
continues current law to the extent of giving assets included in & decedent’s
g:oss estate a basis equal to their estate tax value because no new rules would

ve to be developed regarding the administration of decedent's estates. Carry-
over does not do so. Neither does the Tresayry 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 roposals,

Another important consideration is fairness. Here again we find the capital
gains tax proposal, and to u lesser extent carryover, defective. The impact of the
capital gaina tax proposal when taken in conjunction with the cstate 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
catate 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 (i.c., 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 239
of the actual capital gains tax paid but an estate whose highest estate tax ratc was
309% would be subject to an effective net additional tax of at least 709, of the
actual capital guins tax paid.

Lower estate tax rates alone cannot remedy the inequitable and unfair impact of
the capital gains tax proposal on the medium cstate. In place of a single variable—
size—presently employed to determine the estate tax, fairness requires that two
variables—size and percentage (or amount) of gain—be considered. A reduction
in estate tax rates deals with only one of these variables—size.

The regressive nature of the capital gains tax proposal may be demonstrated
by an illustration using the lower transfer tax rate aschedule of the Treasury
Studies and the 259, capital gains tax rate in effect when the Studies were pub-
lished and com aring&;vo estates one with a $4,500,000 gross estate and an aggre-
gate basis of $1,500, and the other with a $450,000 gross estate and an aggre-

te basis of $150,000. When comgared with the estate tax payable under current
aw, 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.

oving 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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spouse’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 cstate taxes because the basis increases in the non-marital gtoperty will be
lower than it would be Iif the entire increase were allocated to such property,

In a separate property estate involving the martial deduction, a solution is
difficult because it 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 is 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 realised as to her community half of each community
asset sold for such purposes.

Beyond the issues of simplicity and fairness, we have a more fundamental
rescrvation 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 ver difficult if not
fmpossible to devise a revised estate tax rate structure which will properly reflect
the additional tax attributable to carryover,

A BA alternative

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 rroperty
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
baris would be eliminated. The AET would be applied at a single flat rate. In
contrast to the capital gains tax hﬁmpoaal, the tax would not be deductible in
computing the basic estate tax. This fact justifics an AET substantially below the
applicable capital gains tax rate or rates.

e AET rate should reflect the complement of the highest estate tax rate and
the highest cagiu\l 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
woulz‘ray 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 p:g in capital gains tax
under this proposal if exegxoptions were ignored. We visualize a reduction of the
highest estate tax rate to %- Using this rate and the current capital gains tax
rate of 359 but ignoring the minimum tax, the AET would be set at 14%,-35%
times 409, (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 of 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 purposesa 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 propert containing net appreciation {> the AET at the
time of her spouse’s death, in which case her basis would Le increased to the
property’s current value,

perty 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,
:)t does lnot. support enactment, but rather would prefer retention of the current

asis rule, -
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GENERATION-8KIPPING
Curren! 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 transfers that skip one or more fenem-
tions, such as a transfer to a grandchild, and on transfers in trust even though
two or more generations of beneficlaries will have enjoyed benefits from the trust,
This result is criticized as eroding the transfer tax, based upon the
premise that an ideal transfer tax system is one that imposes a tax every generu-
tion. Most of the criticism has been directed at transfers in trust, in part because
it ls possible to give successive generations a combination of interests that come
close to full ownership rlghu.

In any estate plan a choice must be made betwecn an outright transfer and a
transfer in trust. The normal expectation of an heir is to receive gropeny out-
right. Why then should an estate owner make a transfer in trust? It is not to
create successive intercsts 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 is used because it provides flexibility and enables the disposition of
property to be altcred to accommodate changes in circumstance. An estate plan
may be created which will accomplish the estate owner's ob)ectives for his famil
through the creation of various powers in the trustee and/or beneficiaries, suc
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 beneficiarics. A
trust is no more than a single fund in which beneficiaries have interests which
relate to their requirements,

Proposals for change

The Treasury Studies proposed that an additional transfer tax be imposcd
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 subjeot to the additional tax. The rate of
tax would be 609 of the highest transfer tax rate of the transferor applicable to
the transfers during the taxable period if made during life or to the transfers at
death if made upon death. The asury Studwu 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 generation-skippin g(ft? At this time, it be-
comes certain that there is a generation-skipping t er 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 persom 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 [
durln%llife 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 heneficiary
is a child and the child’s only interest in the trust is an income interest. Thus,
po::im te(g withdrawal and invasion of powers of appointment would not be
permitted. .
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ABA commenls

The concept of “famil{"; is important. Logically, in the case of outright transfers,
an individual ought to be able to leave prorert{ to any member of his Famil
at the price of a single transfer tax. His “family” means ?ersons living at
death. The definition is more difficult in the case 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 e tancy he ought not to be penalized by a narrower definition
of Family; similarly, if he outlives his actuarial life expectancy, he ought not
to henefit from a broader definition of “family.”

The ABA believes each of the proposals discussed above has one or more serious
defectst 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 aisters), 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 additional tax on outright transfers to grandchildren
is a| im{)ﬁabe. One of the stated objectives for transfer taxation is dispersal of
wealth. If this is so, why should transfers that disperse wealth be penalizsed? 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
his 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 docs not automatically justify its rejection, it does
suggest that an additional or substitute tux on outright generation-skipping
transfers is alien to the concept of fairness regarding transfer taxation.

For three reasons, the ABA disagrees with the proposals of the Treasury
Studies and the ALI concerning the determination of the amount 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 hy reference to the transferor’s tax rates
and is therefore inconsistent with the Studies every gcneration 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 st the
time of transfer. It is inappropriate to create an incentive for making generation-
ski’g&ip‘f transfers early when the transferor's tax rate is low.

ird, the election device permitting the tax to be determined hased 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 tgﬁ{i prorosu.l described above—to excmpt from an additioual 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 allernative .

The ABA belicves 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
‘“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 lonF-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.

75-046—76——8
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The effectof the ABA proposal, in the context of a trust for descendents of the
transferor, would be to shorten the period duﬁnﬁ which trust propertr{ may be
kept outside of the transfer tax base from as much as 100 Eeau to a period not to
excced the life or iives 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
Currenl 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
wﬁaesmw tax rate st the cost of a gift tax computed in almost all cascs 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

beTwo %ropoanls for changing the present dual estate and gift tax system have
en made:

First, to “unify’ the cstate and gift tax laws. As suggested in the Treasury
Studies, this g%opusal would have three faccts. One, transfers during life and at
death would be subject to one set of rates that would be applied cumulauvgl&i
To give a simple illustration and ignoring exemptions, if a man transferred $50,
during his lifetime this amount would be subject to tax at the lowest rate and upon
hia death the initial rate applicable to his transfers at death would begin with the
rate applicable to $50,000. Two, a ‘“grossing-up’’ concept would be created under
which an individual making a gift of property during lifetime would be sub-
jected to transfer tax not only on the value of the ‘Broperty 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 8 ‘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 cstate only if he gives up both beneficial
enjoyment of the property and the right to control who will receive the income or
principal of the trust or the time of its enjoyment. Under an ‘‘easy-to-complete"’
rule a transferor could retain control over, but not benecficial 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 eﬂlect, 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 diffcrence between (1) the estate tax that would
be payable on his taxable estate plus an amount equal to his tazable gifts and the
gift taHnid, 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 diferent from a transfer at death. Also, we see
no reason to impose this complication, which would introduce an algebraic formula
into the tax computation, and the confusion that would result for the sake of logical
:{mn;etry in the method of determining the tax on lifetime transfers and death time

ansfers.

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.
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A shift to an ‘‘easy-to-complete’ rule is usually justified on one or both of two
gnmiﬂea. We believe that each of the premises is incorrect. The first premise is
hat 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 gencrate 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-
u;la‘, 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
8o that, if an individual makes a transfer during life and pays a tax, the Govern-
ment is estopped from raisinithe question of the time of completion of the transfer
for trunsfer tax purposcs. Absent such an ohjective 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 iz unsatis-
factory in that it would not be accompanied by a rednction in cstate 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 alternative

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, vis,, a gift tax credit and a deduction in comput-
ing estate tax, should be climinated 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 “hard-to-complete’” transfer tax rule.

MARITAL DEDUCTION
Currenl law

A marital deduction of 509, of a decedent’s adjusted gross cstate is available
for property passing to a surviving spouse. This deduction is also available for
lifetime transfers to a spouse subject to the same 505, limitation. In order to sccure
the deduction, the spouse must be given the unrestricted right to control the dis-
geoaition of the qualifying przreny either during life or at death. Current law has

en criticized both quantitatively and qualitatively, and also as being unnecessar-
ily complex. As to 9uantity, 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 ALI recommended liberalization of the marital
deduction provisions in terms of both quantity and quality: no limit would be
gelwed on the amount of property which could be transferred free of transfer tax

tween spouses and a life estate (or income interest), viz., a current benecficial
interest in propertgeunaccompanied by a power of disposition (appointment) in
the spouse, would be permitted to qualify for the deduction.

e
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ABA commenis

The recommendations of the Treasury Studies and the ALI are appealing. The
do, however, present some significant problems. With regard to an unlimited man-
tal 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 live 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 cstate, where the income is more than sufficient to satisfy tfxe spouse's needs,
the tax “pull” of avoiding all tax m:g lead to unwise dispositions .gnoring other
family members, at lcast until after the spouse’s death. A shift to a current bene-
ficial enjoyment theory for marital deduction gual!ﬁcation 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.
Becond, when a part of the cstate 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 he 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 bencficial enjoyment test. A change is opposed because:

(1) It will result in considerable litigation even though it resembles the income
requircment of a marital deduction trust under current law.

‘}2) It will produce undesirabie complexity because of the abscnce of control in
the surviving spouse throu;;h a power of agyointment. The fact that the same type
of ig;erest may both qualify and not qualify 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 spouse is entitled to an outright share of a decedent's estate.

(4) It will create a further disparity in Brogerty dispositions between com-
munity property and common law states. Under community property laws, a
survivin!; 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 ual(i)gy the property for the marital deduction.

(5) It will 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 law is retained.

ABA allernative
The ABA suggests that the current marital deduction law be modified quanti-
tatively to permit qualification of the greater of $250,000 or 509%, of a decedent's
ad{;x“sted gross estate but that no qualitative change be made.
ture developments may, of course, cause a change in our thinking concerning
the matters that have been discussed. -

APPENDIX A
EXPLANATION OF ABA PROPOSAL IMPOBING A TAX ON CERTAIN TKUST 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 Xroperty 80 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 Bl‘-i‘mary importance. Their meanings may be summarized as follows:

is{ribution.—a transfer causing property to cease to be a part of a trust.
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Terminalion.—any occurrence, other than a distribution, causing a person to
m to be a beneficiary of a trust. The occurrence will usudly be the beneficiary’s
eath.

Excluded transfer.—this term is defined separately for distributions and termi-
nations. Any distribution to a child or grandchild of transferor or to & person no
moro than two generations below the transferor is an excluded transfer. Any
termination is an excluded transfer if immediately after such ocourrence there is &
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.

Thelgeneral 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 {or life, remainder
upon B’s death to his then !ivlnqﬂissue, per stirpes. Any property distributed to a
grandchild of A upon B’s death i an excluded transfer.

Examﬁle 2. A creates a trust 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 issuc of A then living aa the trustee determines and the principal to be pald
upon the death of the last surviving child to A's issue then llwlngi per stirpos. No
payment of current income, ¢ven if made to a gre»-?undchnd of A, ia 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
isa ‘benaﬁciary") are excluded transfers. At the death of the last surviving child
the ‘“‘termination” excluded transfer provision would not apply, but the “‘distribu-
tion” excluded transfcr provision would apply to the extent trust property is
distributed to a rTnmdt; d of A. If at the death of the last surviving ohild trust
pm£erty is distributed to a great-grandchild of A, a transfer tax will be paid
with respect to such property.

Tae AmericaAN CoLLEGE oF ProBATE COUNSEL,
Los Angeles, Calif., May 10, 1876.
MICHAEL STERN,
Staff Director, Senale Finance Commilles,
Dirksen Senale Office Building, -
Washington, D.C.

DEear MR. STerN: Enclosed is a statement of the American College of Probate

ﬁ?’luamﬁl to supplement the oral testimony I will give on its behalf at the May 17,
, hearings.

The American College of Probate Counsel is a group of more than 1700 lawyera
fromn all over the United States who have special ex in estate planning and
administration. The object of the College is to use the skills and experience of its
membership to improve aud enhance the standards and ethica of probate practice,
the collcction of federal and state death taxes and the administration of justice.
Its membership includes, as honorary Fellows, Chief Justice Warren E. Burger
and the late Chief Justice Earl Warren, as well as Justices Harry A. Blackmun
and Lewis F. Powell, Jr. of the United States S8upreme 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 cxperts in probate administration and estate and gift taxation in
each state to analyze the cffects of the tax laws and make recommeadations 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
costa 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 intergovernmental 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 eollestion of
death taxes at both levels of government. Our College is making a long term
. study of this and will ultimatcl{{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
epecific recmmendations at this i‘me is in that area.
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In,making this presentation, we have tried to avoid taking tions on some
of the more controversial issues of estate and gift taxation. Instead, we have
dealt with certain areas where we believe technical improvementa 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 &roposed legislative changes emerge from either this Com-
mittee or the House ays and Means Committee, we will submit to the C ongress
an analysis of their impact on a state-by-state basis. It is also our hope that we
will be able to give { er assistance to the Congress as estate and gift tax reform
pro are developed in this and su uent years.

n behalf of the American College of bate Counsel, I appreciate the op-
portunity to present testimony to your Committee.
Very truly yours,
FRANK 8. BERrALL,
Chairman, Eslale and Gift Tax Reform Commilles.
Enclosure.

PrEPARED STATEMENT OF FRANK 8. BERALL ON BEHALP OrF THE AMERICAN
CoLLeax or ProBATE COUNBEL

This Statement has been prepared by a duly conatituted Committee! of the
Amaerican College of Probate Counscl and is being made under the dirsction of it,
President (William P. Cantwell, Esq.) and President-Elect (J. Nicholas Shrivers,
Eaa;). Following introductory Poinh on the general philosophy of this Committee
with respect to estate and gift tax reform, the Statement makes some specific
legislative recommendations for improving the operation of the estate and gift
tax system.

A. PHILOSOPRICAL 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 u? large accumula-
tions of wealth or to raise revenue. As a ‘rracucal matter, the foundation of the
system probably resta upon a combination of these purposes. However, these
purposes, and the efficiency of the system in achieving them, can not be the only
oriteria to be applied in judginﬁ‘the system. Other significant criteria include the
stabiiily of the system under which estates can be planned in reliance that major
changes in the law will not render the plan uscless (or worse) by the time the
property owner dies; the undersiandabslily 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 develo? a
simple and understandable tax struoture that is equitable—striving for equity
often results in complexity, creating problems of understandability to property
owners and their attorneys); the neutralily of the system, so that actions need not
be distorted to achieve tax objectives; and the certainty of the system (a corollary
of both understandability and neutrality), a prin:{f)le recognized by the Congress
in keeping the Federal estate and gift 1aws basically unchanged since the marital
deduction was brought in by the Revenue Act of 1948 and the present method of
tlxingjpowen of appointment was adopted in 1951.

Ac ovingboertaunt.y 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 hgippened to the provisions

taxing acoumulation trusts during the enactment of the Tax Reform Act of1969.)
‘This is more important from the standpoint of the ?roperty owner than from that of
his lawyer, since uncertainty in the application of the tax laws creates additional
oosts 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, it is not always possible to achieve these results without losing other olg’lec-
tives. For example, an unlimited marital deduction (or even the present fifty
peroent marital deduction) penalizes people who die unmarried and argument could

3 The Committee members are listed on the last page of this SBtatement,
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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 property
states 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 taxpayer must also be considered in any tax system. The
taxpayer (in the case of the Federal estate tax, it is the decedent's estate), if
insufficiently liquid, will ind 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 tho earlier olosing of
estates, while providing for extensions in those situations involving lack of
liquidity or vther hardships.

B. LIQUIDITY PROBLEMS

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
a8 farms, ranches, open space or historical sites.

We reject this approach because it violates the criteria of neutrality, uniformity
and equity. 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 &»y all estates by
esmblmmn% rules that set more liberal, objective standards for the grants of
extensions for payment of Federal estate taxes.

1. Bro‘adcr: definitions of closely-held businesses eligible for deferred payment of
eslale laz

(a) Section 6166 permits ten-year installment paymenta 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 i8 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 closely-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 6160 definition of a olosely-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 constructively 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 instaliments of the estate tax, without providing the estate with sufficient
liquid assets with which to pay it.

tion Olﬁﬁih)(l)(A) rovides in substance that, if withdrawals from the
closely-held business equal or exceed 509, of the value of such business, or 50%
or more of the closely-held business is sold or exchanged, the payment of the re-
maining Federal cstate 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 applicd substantially to

ay the remaining estate tax due, and, in fact, the statute provides for exceptions
n the case of a sale or exchange, where the procceds 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 raymcnt.s.
Some of these J)rooeedn will be needed to pay state death taxes (or other debts)
which fall due during the tenu-ﬁ'ear period of the Section 61686 cstate tax instalimentss

If Section 6166 required all of the withdrawn funds or sales proceceds 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
apf:ly on the Federal estate tax at the next installment due date. This hardly
helps to alleviate the monetary problems of the illiquid cstate. 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
redemﬁtion 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 aame 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 aame 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 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 subpamfaph (B) so that, when notes are received in
excha:(fe 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.

2, Set objective standards for reasonable cause for deferrin went of ltax, and
eztmde the period to 6 years !/ d g paym / Loz,

In addition to providing for more liberal relief throufh lpermit,t.ing installment
payment of estate tax over a period of years to be available to a broader class of
closely-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 giviug the Internal Revenue Service discretion to grant this
privifege only if an examination of all the facts and circumstances discloses that a
re?’uest 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 cause 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 Rer-
oentage requirements for obtalning a Section 6186(a) extension. Although these
interests could be sold to unrelated persons for their fair market value to obtaln
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 jurisdioctions
and not immediately subject to control of the executor, so he cannot readily
marshall them,

The third example is of an estate a substantial part of whose assets consist of
rights to future payments (annuities, copyright royalties, contingent fees or
acoounts recelvable), 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-
lni loss u?on the estate,

n the fourth example, the estate includes a claim to substantial assets which
cannot be collected without litigation, so that the aise of the gross estate is unas-
oertainable as of the time the tax is otherwise due.

The fifth example deals with assets which must be liquidated at a sacrifice
prioe 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 pl{htho entire estate tax
when otherwise due, provide a reasonable allowance for the family during the
mmdninwdod of administration and satisfy claims against the estate. The
executor made a reasonable effort to convert assets in his possesaion to cash
(other than an interest in a closely-held business to which Section 6168 applies).

In all six of these we recommend that an extension of time to pao{ the
tax for up to five be automatically granted upon representation of the
existenoe of the problem in a sworn affidavit from the executor. This would still
leave to the discretion of the Internal Revenue Bervice other cases where an
examination of the facts and circumstances discloses that a request for an exten-
sion for up to five years (presently 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 :Kpmnc that the ayer submitted false or insufficient
information, existing civil and criminal penalties are adequate.

The liberalisation in 1970 did not extend to the discretion given the Internal
Revenue Bervioe 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). S8uch an
extension may be ted only for a year at a time and requires more than a

eral statement of hardship or showing of reasonable cause to obtain it. Undue

dship means more than inconvenience. It means sale at a sacrifice price or in
a severely depressed market or the disposition of an 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 thess 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. Lengthen the mazimum eziensions to 20 years

The present maximum period for obtaining extensions of time to pay estate
tax under Sections 6161 and 6166 is ten years, but an extension under Section
6168 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 oconditions described in both Sections 6161
and 6166 be permitted for up to twenty years.
4. Reduce snlerest rats on exiensions to 3 of that on deficiencies

Finally, we propose that in all cases where the payment of the estate tax is to
be deferred under Sections 6161, 6163 (dealing with extensions for the payment of

estate tax attributable to a future interest), 6166 and the new extension provi-
slons advocated by us, the interest be reduced to two-thirds of the rate currently

1046 0-78-9
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charged on deficiencies. For many years, until 1975, interest was imposed at only
a 49, rate on extensions of time for undue hardship (S8ection 6161(a)(2)), becauss
of a future interest (Bection 6163), or where there was a closely-held business in
the estate (S8ection 6168), altho the reguhr six )peroent interest rate applied
to twelve-month extensions under Section 6161(a)(1).

Edective June 30, 1875, the preferential rate of interest was abolished at the
same time that interest rutes were raised to 9% (now 7%, at least until February 1
1978). The Senate Finance Committee explanation of the ch:eglo that eliminated
the preferential interest rate overiooked that estates holding closely-held businesses
and other illiquid assets must not only earn profits to pay the interest charge, but
also to pay the unpaid instaliments of estate tax. We merely seek to further the
purpoees of the extension provisions as originally enacted and the liberalisations as
Fmpooed by us, by reinstating a preferential interest rate which would rise and
all in geroporuon to the current rate of interest for income tax purposce,

We believe that the adoption of the above pro s would go a long way to
solve most Uﬂuldlt. problems experienced by estates.! From the standpoint of
sound tax policy, the uniform application of these pruvisions, regardless of the
nature of the illiquid assets, would further the objectives of neutrality, equity, and
unﬂomu&of application of the estate tax laws, as well as providing certainty that
relief would be available in most cases.

8. Creals o new allernaisve valuation concept for Aard to value assels

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 expensive and time consuming
controversies with the Internal Revenue Service, and may result in unfairness to
one side or the other when asseta are sold within a reasonable period after death.

ore, although we favor retention of the six-month alternative valuation
d.“i we recommend that where an estate holds asscts described in Section 6161
(ng‘( g 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, b‘{ raisal 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. INTERSPOUSAL TRANSFERS

The problem of inter vivos and death-time interspousal transfers is one that has
produced a number of pro 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 deduotion, making all interspousal transfers tax-free, would
oreate both an unacce, ub‘l){ h;h revenue loss (at least in the near term) and run
counter to the objective of having a stable tax system. The two most serious

roblems in this area are the artificlality of the legal presumptions invol joint
oy, partioularly between spouses, and the tax pressures to distort a client's
mtuni desire in m g appropriate dlaposmons for a spouse and children. This is
particularly serious where the client wants to be sure that his or her children, and
not a seoond set of children the surviving spouse may have on remnrrhﬁ (or even
the survlvinmpom’o exist even more strongly in second marriages where there
are children from a first marriage.

1. Inter vivos transfers of joint and communily property

We pro retention of the 509% marital deduction in general, but advocate
& major o involving inter vivos interspousal transfers. The gift tax marital
deduction, the estate tax deduction, does not permit a 1009, deduction
for up to 509% of the estate. The ﬁhuxpa er gu a deduction for 50% of the
sctual amount given to his spouse. requﬂea e filing of returns for reYAtively
small gifts, a requirement t is frequently ignored, leading to disrespect for
the law on the of many people an lmp?’dh:a onerous filing and payment re-
quirements on the conscientious and well-ad taxpayers.
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We believe that the same policies that led to adoption of the Seotion 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 reai estate (In
the abaence of an election) should be expanded to many other interspousal trans-
fers made inter vivos. Section 2515 should be extended so that all transfers into
joint ownership, ln?‘l;%ln community property transfers, by either spouse,
regardless of the so of the funds, would be treated as exempt unless the
ugouau 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 t 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 g::oent gollcy on joint tenancy.

Under existing provisions of tion 2515, termination of a real estate joint
tenancy between apouses or a real estate tenancy by the entireties may or may not
result in a gift dependin?‘on the ratio of original contributions and the property
interests wqufrod. This is 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 nonoompliance
in this area. As an inducement to taxpayer awareneas and compliance, a new type
of taxpayer election in this area is suggested below.

Unawareness is the real reason that many transfers into interspousal oco-
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 bility that the transfer might have been a

ft, it is almost always too late for a timely return. To constitute the noncontribut«
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 tranafer 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 & purchase price of $50,000 and
a 810,000 down payment. Mortgage payments in annual increments are made,
Had elections been made on timely gift tax returns to treat the down Jn ent
and annual mo: payment as gifts, little if any gift tax would be paid. 5:1“ 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 875,000 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 s ted 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 y’'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-
quisition remain the taxable event, with the election available to treat the transfer
as a gift at any lims 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.

8. Joint properiy 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 spouse, without
tracing. But any .Kro y held in joint ownership for which no gift tax has been
d at creation should be removed from the adjusted estate in figuring the
ase 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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8. Extension of the credst for prior (ransfers

If the donee-spouse dies first, half of the property will be included in her or his
eatate, and the entire r:operty will subesquently be included in the donor-spouse’s
estate. This is a problem that generally exists where gifts are made to a :xouno.
It can be alleviated by an extension of the existing credit for ‘Kroperty previously
taxed in the estate of one spouss, with the ¢ tion of the present mn-{w
limit and the 209% oredit decrease that occurs ev two years. This specially
extended credit rule for property previoualy taxed i{n interspousal transfers would
r::mlt 8 100% undiminished oredit, regardless of the number of years between

deaths of 'Sx uses,

The unfortunate whipsaw consequences of the same p part{ being included
in the estatos of two decedents (usually spouses) could be solved by emndlni the
mitigation of the statute of limitations provisions in Sections 1311 through 1818
into the estate tax area. These provisions deal with inconsistent income tax
determinations that either give the government or the taxpayer an unfair ad-
van which cannot be rectified because of the running of the statute of limita-
tions. The provisions it the morenlng of the statute of limitations under
oertain 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. Qualilative expansion of the marital deduction and elimination of the terminable
inlerest ruls :

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, regardless of whether there is a general power of appointment accom-
n‘m ng it. Thus, deduotibility would be given in the first estate, provided that the

terest is to be included in the second one. Furthermore, the surviving spouse
should be allowed either to acoept or reject the marital deduction tax result in the
quallfyi'll:_g limited interest situation, such as where he or she receives only a life
estate. Thus, in effect, the survivtngl&pom would have an option to prepay the
death taxes when there is a straight life estate, but still recelve the life estate.

In essence, the Beotion 2056 terminable interest rule would be abolished in the
interest of simplicity, to make it easier for the nonspecialist to avold problems and
to avold 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 the ﬁwer of 5a0pgolntment does not
qualify as a g:eul wer of appointment under Section 2058 but nonetheless falls
within the Seotion 1 definition of a general power of appointment. -Another
example of cases which would be ameliorated by 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 e;;;og:rty owner. He must do something with his proper:{ that he
might not oth 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

ving spouse’s rem 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 mu-rl:fe. To mltimthh situation, we pro-

amendments to Section 2056 that would permit a ted ititerest to qualify
or the marital deduction.

If the decedent’s spouse leaves the surviving spouse an interest which will cause
Wpeﬂy to be includible in the survivor’s estate upon death, that fact alone

-

to be suficient 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 first estate is allowed a deduction, because the survivor has that
quantum of ownership which requires estate taxation when he or she later dies.



117

That rather els the present marital deduction exoﬂ;t 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 d first should be able to tender
to the second spouse a terminable interest which fles, if the first spouse to die
declares a desire to have that interest qualify. Thus, in the classio case of a life
eatate for the wife, with remainder over to whomever her husband directs, ifthe
widow accepts this tender, it should be deductible in her husband’s estate and her
acosptance of it as a marital deduction gift will constitute a stipulation that it will
be includible in her estate when she later dies. Unless her husband expressly condi-
tions this bequest on her acosptanoe of it as a marital deduction bequest, however,
she could take the property ta but decline the tax consequences thro post
mortem planning, and pm&:y e tax by declining to take it as a marital deduction
gift. Bhe oould 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
oontrary, but Sections similar to the tax a &orﬁonment for life insuranos under
2206 and powers of appointment under ould be put in the Code to deal with
the unplanned situations.

These proposed changes should not cause a significant loss of revenue, but
would ﬁvo much more flexibility to estate planning, particularly at the post mortem
stage; the election could actu wult in partioular cases in revenue advan
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 advan us frum a rate vie:lpoint. In any event, where it does reduce
the tax, it does so by removing an inequity rather than creating one,

D. RAISE THE EXEMPTION TO $100,000 AND CHANGE IT TO A CREDIT

Another problem that is receiving conaiderable attention lately is the debate
over whether the federal estate tax exemption should be increased, in view of
infiation. We are concerned over the estimated $2 billion revenue joss that an
increase in exemption to $150,000 would ap to create. We believe that many of
the problems caused br inflation pushing far more &eople 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 mhmgin the exemtguon to a credit.

We moognfne that if there is a material increass in the estate tax exemption
questions of fundamental social reform, rather than narrow tax reform, are
because, if a tremendous tax loss results from exempting so many modest-sised
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 dontinue 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 plannin
and administration are 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
acoomplished by means of a credit, rather than an exemption. credit could be
used, in effect, to increase the $60,000 exemption to $100,000 by taking the amounts
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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
g\nlu ng for the marital deduction), a credit against the tax due on the first
100, of taxable estate ($200,000 in the case of transfers quuulyix:g 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
urgenoy, since if it is not done, the chnnfe will cause further unnecessary complica-
tions and costs in the administration of small estates.

E. 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 lfoverument. spend quite
a bit of time and moneﬁ 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 oo'llzgorauona engafed in simllar 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 g{omulsswd pursuant to Section 2031, tangible personal
property is valued at the price at which an item or comparable item could be
obtained in the retall 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 Cartwright case, decided in 1973, which in-
volved the valuation of shares of an open-en mutual fund. The price obtainable
by the executor or donor in whatever markets are available to him Is a fairer
measure of value.

ocordingly, we recommend amendment of 8ections 2031 and 3512 (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 pro 1 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 ocour would be avoided and the large nse incurred
by ecatates posseadlmlosely-held businesses in obtaining a r of them for
tax purposes could be reduced, if not entirely elimina n a large number of

oases.
Y. GIFT 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
Excise, 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 quarterl g requirement has proven to be a major administrative
inconvenience to the In 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 smnl‘ value derived by the Treasury from a
ull%st acceleration of gift tax revenue.

o recommend a prospective return to annual filing, at least for most donors.
Only where an individual's gifts in one calendar quarter tes $100,000
should an individual still be required to file a quarterly pre gift tax
return with respect to that calendar quarter. This amount :r&eam to be a rea-
sonable figure which would eliminate most quarterly returns out deferring the

ayment of any substantial amount of gift tax. Eighty-five percent of the persons

gut tax returns would not have to file quarterl dptellmimry t tax returns,

yot 70% of the total gift tax paid for the year would be repo and paid with
the p gift tax returns.
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Where quarterly preliminary gift tax returns are in fact required, gifts between
spouses should be permitted to g‘:oput on a preliminary basis, with a nonbindlni
ection until the su uent filing of a final return for the calendar year. At tha
time the spouses could elect to split their gifts or not split them, regardless of the
election made in the preliminary quurterlﬂlremrm. Similarly, the election to treat
acquisition by spouses of a joint interest in any property as a gift would be made
in the annu t tax return rather than in the preliminary quarterly returns.

G. ESTATE TAX CREDIT FOR GIFT TAX PAID

We recommend that S8ection 2012 be amended so that in computing the limita-
tion on the estate tax credit allowed for gift taxes paid in respect of property
inoluded in the decedent's 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 oredit for gift tax paid in mﬁgt of
&m&n{ inoluded in a decedent’s gross estate for estate tax purposes is limited

o 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
higheet applicable bracket rates for the averﬁe rates determined under present
law would maucvnshgfuly the computation ol 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 5\’:; and estate taxes allocable to propert{ 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, TRE 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 this supplementary statement, was
not as far along as we had believed in March. 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. EFFECTIVE DATES OF TAX CHANGES

Our final recommendation deals with effective dates of any and all changes
that may be made to the estate and gift tax Iaws. We believe that all such changes
should apply prospectively and not be applicable to any ogut 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 tnna;en, an u ited 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 onlﬁmpecuvel should be strictly
observed in estate and gift tax revisions. Obviously, many Ju 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. Falirness requires that
signifieant changes not be applied to the detriment of those who relied on existing
law. Specifically, if Con decides to unify the estate and gift tax system or
substitute for it a capital transfer tax, similar to that used in it is im-
g:mn‘t? as the proposals to date have generally contemplated, that there should

a “fresh’” start, with a single lifetime exemption avallable in full without
re%nrd to prior gifts, and without including prior gifts in computing the tax on
future transfers. Similarly, if a switch to an ons tax is made, should
be no attempt to compute and ol;:rJQ recipients of gifta and inheritances with any
of these received prior to the eff vodn&ol‘thonewhw.
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If a tax is to be imposed at death on apg:edaﬂon (either a capital tax or
an additional estate tax), or if there is to be a over basls, we eve that a
new baais date should be provided, in order to avoid inequities caused by fallure
in the past to keep adequate records (which taxpayers could legitimately have
oonsidered unnecessary), similar in concept (if not in p ) to the March 1,
1913, value used for income tax purposes, after adoption of the Sixteenth Amend-
ment to the Federal Constitution.

It ganenuon-aldpplng transfers are to be specifically taxed, the new tax rules
should apply only to transfers made after the effective date. Irrevocable trusts
oreated prior thereto, whether during the settlor's lifetime or as a result of his
death, should have their disposaitions 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 conneotion
with other estate and gift tax amendments that have caused major changes in the
past, to allow a review of estate plans by all h:&ayeu and their advisers. This
graoce period should run for at least five years, cm::gorlenoo has shown that
even relatively minor changes in the past have req extension of originall
ﬁmwd two-year grace periods (witness what occurred to the changes in the chari-

ble remainder trust rules and the transitional rules designed to deal iwth prob-
lems caused by these changes under the 1969 Tax Reform Aot).

The above proposals are those of a duly authorised Committes 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 Committes
oonaists of the following lawyers: .

Frank 8. Berall, C an, of Hartford, Connectiout; Luther J. Avery, of San
Francisco, California; Jooe&l;Knu er, of New York, New York; Arthur Peter
Jr., of Washington, 15.0.; ymond A. ﬁaleter, of Minnesapolis, Minnesota; and
E, Frederick Velikanje, of Yakima, Washington.

Views oN EsTATE AND Girr Tax RErorRM or THE AMERICAN COLLEGE OF
Prosarez CounsxL

The American College of Probate Counsel, a group of more than 1,700‘1‘:1;{0”
from all over the United States who npeciailu in estate planning and nis-
tration, recently authorised the creation of a Committee on Estate and Gift Tax
Reform to offer its services and expertise to Congrees.

Willlam P. Cantwell, President of the Coll submitted a letter dated March
12, 1976, to the Chief Counsel of the House Ways and Means Committee, ex-
preuin7 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 st;rplemenul submission was prepared by the College’s
Eatadt:t?nd Gift Tax Reform Committee to set forth its specific legisiative recom-
mendations.

Coples of the Cantwell letter of March 12th, an edited transcript of his Ways
and Means Committee testimony and the supplemental submission of the Coll::o’a
Estate and Gift Tax Reform Committee are enclosed for the printed record of
the Senate Finance Committee Hearings on Tax Revision.

Frank 8. BeraLL,
Chasrman, Commitiee on Eslale and Gift Taz Reform.

Tae AuericaN CoLrLzaE or PropaTE COoUNBEL,
Angeles, Calif., March 18, 19876.
JorN M. MarTiN, Jr.,, Esq.

Chief Counsel, Commiltes on Ways and Means, U.8. House of Represeniaisves
Mflaovmwordl House Office But'ld!ng, Washsngton, D.C. / Bopr !

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 WHICH 1 WILL APPEAR

William P. Cantwell, 2000 First of Denver P 633-17th Street, Denver
Colorado 80202, (303) 893-2000. I will appear as dent of the American
College of Probate Counsel, an organisation described in the supplementary
materials attached to this letter.
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8. REPRESENTATION

I will represent the American College of Probate Counsel, whose address is
10064 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 orianlu-
tion, a list of the Btate Chairman for the 1975-1978 business year of ACPC,
and s list of the Board of Regents for the 1975-76 busineas year and a list of the
American Collego of Probate Counsel Honar{hf::lowa. You will note that among
the Honorary Fellows of the College are Supreme Court Justices. The
membership of the College exceeds 1 estate planning and estate administration
specialists, organised on a nationwide basis, which be described below.

$. CONFLICTS OF INTEREST

I will 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 of
Denver, Colorado, but to my knowl neither { nor my law firm has specifio
clients who have an interest in the subject, other than the interest of all oitisens
seeking a sound tax system, and I am not representing any client having an
interest in the subject which I will be discussing.

4, PROVISIONS OF THE ESTATE AND GIFT TAX LAWS ON WHICH 1 WILL TESTIFY

My testimony will be aimed at overall 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 Con@oeo. My objective in discussing estate and g:om
reform is to bring to the Committee a new J»emseouve, one which will be ted
toward what, in the opinion of Estate and Gift Tax Reform Committee of the
American Coilege of Probate Counsel, is much-needed reform. In this conneotion,
however, on behalf of the American College of Probate Counsel, I request that the
record may be held open so that if the ﬁnﬂn during the week of March 15
through March 19 disclose specifio (ﬂ:opouls which we of the American Colle
of Probate Counsel believe require discussion, we wish an oppurtunity to aubmit
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 natyre of our organisation.
Attached as Exhibit B to this analysis is a Julg 1973 analysis “‘State Inheritance
or Estate Taxation of Non-Resident Estates com;éiled by H. Budle%o.!onea,
Los Angeles, California, a Fcllow of the American College of Probate Counsel,
with the aasistance of the 50 state re‘preuentauvea 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. ntially, we are learning from throughout
the country that the lawyers in the several states are finding that many consumers,
many beneficiaries of estates, and many fiduciaries are complaining that the pro-
bate process and the delagu 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 administrative means, tie into the federal
estate tax so that estates do not have two separate, independent and often incon-
sistent tax returns, two separate tax audits, two separate tax determinations, and
two separate crises -with respect to the liquidity problems of estates.

Attached as Exhibit C to this letter is a 1970 anal by Fellow Richard H.
* Pershan of New York, “Applicability of United States te Tax and Gift Tax to

Non-resident Aliens,’ a aub}eot which is the summary of studies that were
made by the American College of Probate Counsel with respect to the practical
types of problems that the probate practitioner is discovering throughout the
country. In this case there was put together information for all of the 50 states so
that those states would have a better idea of what were the situs rules in estate tax
conventions with mm to foreign governments.

It is my opinion the American College of Probate Counsel thro its
statewide resources and its ex can be of assistance to the Conz:u its
deliberations in connection with estate and gift tax reform. As President of the
American College of Probate Counsel, 1 am offering those resources.
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In connect with current oonsideration of estate and gift tax reform, it is not
my position at this time to comment upon the social objectives of whether or not
there should be a different incidence of tax and an accompanying shifting of
wealth or changing tax burdens. However, we have numerous members of the
Colle%e 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 leu of
some taxation of appreciation at death there is a carryover basis. Again, 1 am not
proposing in this paper to discuss such technical matters, although numerous
members of the College have written extensively as lawyers representing commit-
tees studying estate and fight tax reform for the American Bar Aasociation or for
their state and local bar associations. In other words, our members on a nation-
wide baais are &mpsred 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 Cong:u receives or is seriously oonsidering. .

My presentation todsd will be aimed at giving to Congress our perception of the

t 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 wrap up in the concept that it is the
belief of our Estate and Gift Tax Reform Committee and of the President of the
American Colle?‘of Probate Counsel, based \‘ngon consersations with members and
olients, 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 settiement anoceaseo 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 bhe poasible to accomplis
what may be the revenue obehecuves 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 simplification and understanding of the estate and gift tax laws as
v.h? apply to the citisens of the United Btates.

resort to the Socratic technique may be helpful and in that spirit, to point up
our ooncerns, 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 prepm"'li\ﬁ an analysis of the
economioc effect of the state death tax credit. That report 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 B)oued is whether the Congreas is willing to reconsider the ques-
tions relating to intergovernmental reiations. 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 states. 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 &4 minimum, it would be extremely helpful to
encourage the states which presently have an inhereitance tax requiring separate
complicated calculations to shift to an estaté tax in the nature of a *pickup’ tax
as a ntage of the federal estate tax which will then make for simplification
of tions of the tax and speed up the settlement of estates.

2. How can we si;:rlify 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? .

8. 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?
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4. How can we simplify the taxation of jointly-held progeny 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
joinu& 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 re‘pomble gifts over their lifctime and do not
discover that they have gift tax obligations until they consult an attorney who
:fxmbl gten; that what they Lave been doing over the years have constituted

able gifta? -

6. How can we solve the tracing problems in community property states to
determine :ohar:és sep:;ne p%rlperty ?nd wl'ut'isui«l)mtn;unity prop?rty. oris ther?
some way uce the problems of proof o e to property for purposes 0!
calculation of death tues? - P

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
joinuﬁ-held property

8. How can we conveniently deal with contemplatiom of death so that we
don't have the administrative and litigative problems at the timne 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
ocourred within two years of the date of death it will be included in the estate of
the decedent, and as some offset to the ible adverse effect of that, how do we
work out the exemption for small gifts, Christmas or otherwise, prior to death, and
what other adjustmeuts should be made to the concept of contemplation of death
gifts to achieve administrative simplicity?

9. How can we be more objective on the tracing of the acquisition of jointly-held
g:o rties so that the &robaw process and the settlement of the estate need not

elayed because of the existence of ljlolntly-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 avold the whipsawing problem between state and federal death
tax agenciea 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
luiher valuation with respect to a particular asset

1. 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 ur?ose of more perfectly accomplishing the purpose of the
Revenue Act of 1948

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 eet up a law in which
compliance is perfunctory, as income tax withholding statements are perfunctory,
when someone get.s a job and is paid a salary?

16. Why can't 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 victimises them because of the complexity and costs of

etermination?.

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
obiective and reliable reporting requirements will be present?

8. 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 ba
ﬁ»‘tgnual !tr)r other higher uses, but no historical basis for valuation for suc

er 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 matters?

Beyond this series of questions, we believe there is one overriding consideration
central to the thought of a taxpayer’s bill of rights 1 have suggested. We wo
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
attempta at theoretically ect 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 Co carefully defines its conoepts
and limits the proposed solutions to the m um neocessary to accomplish its
goals. It should avoid the imposition of a ‘‘national probats system’ (and oor-
responding national drafting standard) through the tax system.

us, in areas such as taxation of capital gains at death, ;enention-okip(rlng,
and the like, Congress could define ita result and leave to the client and the
practitioner maximum flexibility in planning the client's affairs (i.s., the tax
differentials of various approaches should not be so severe as to foroe clients to
adopt methods of dlnpooﬂion which are unnatural under the circumstances).
The basio philosophy of such a taxpayer's bill of rights would be to keep the
estate and gift tax Iaws essentially neutral in order to avold forcing one disposition
or another through tax impact or drafting requirements.

1 have appreciated the opportunity to present these matters and 1 uest
the opportunity to present written replies or analyses to any questions which
may be ‘Preoented to me when I make my appearance Wedneeday, March 17.

ours very truly,
; W:LLiam P, CanTwELL,
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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.hance 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.



FOREWORD

The Roster of the Collegs 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 abllity.

it would seem, then, that being a Feliow is itseif a form of
recognition of accomplishment and 80 most of us view
it. Yet, on the opposite page you may read that the
assoclation of ourseives into this grouping is only the
threshold of our objective. Being associsted, we have an
obligation. We have adopted as our polar star the object of
Improving our tield of law, across the board. Wé do 8o in an -
honorable tradition, long impressed upon me by these
words of the great Ellhu Root spoken in 1804:

“He is a poor-spirited feliow who concelves that he
has no duty but to his clients and sets before
himseif no object but personal success. Tc be a
lawyer working for fees is not to be any the less a
citizen whose unbought service iIs due to his
community and his country with his best and
constant eifort. Anc the lawyer's profession
demands of him something more than the ordinary
public service »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, | hope each of
our Fellows can respond to the demand for “romething
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.

NPT Y,

William P. Cantwell
President
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JOE B. HOUSTON ~1053-1058
Tulsa, Okishoma
*STEPHEN BRETHORST—1958-1087
Seattie, Washington
MILLER MANIER—1057-1088
Nashviile, Tennssses
*R.V. NICHOLS - 1058-1050
Fort Worth, Texas
LEON SCHAEFLER-—1950-1001
New York, New York
*J. LOUIS EBERLE—1901-1902
Boise, Idaho
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HARRY GERSHENSON —1988-1068
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Now York, New York -
HAROLD . BOUCHER—1907-1908
San Francisco. Callfornia
DANIEL M. SCHUYLER—1088-1960
Chicago, lilinois
EVERETY A. DRAKE —1909-1970
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J. PENNINGTON STRAUS —1970-1071
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JOHN BELL TOWILL—1971-1972
Augusta, Georgls
BJARNE JOHNSON —1972-1973
Great Falis, Montana
HARRISON F. DURAND—1973-1974
New York, New York

EDWARD B. WINN—1974-1975
Dallas, Tpm
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STATE CHAIRMEN
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ALABAMA — Birmingham — E.T. Brown, Jr.

ALASKA — Ketchikan — C.L. Cloudy .
ARIZONA — Flagstatf — Richard K. Mangum

ARKANSAS — Crossetl — William 8. Amold
CALIFORNIA — San Francisco — William A. Farrell
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-IDAHO — Boise — Peter J. Boyd

HWUINOIS — Urbana — Staniey B. Baibach

INDIANA — Anderson — Philip 8. Cooper
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MISSISSIPP ~ Jackson — William O. Carter, Jr. .
MISSOURI — Cape Girardeau — Stephen N. Limbsugh
MONTANA — Bozeman — Ben E. Bery, Jr.

NEBRASKA — Lincoin — Thomas M. Davies

NEVADA — Reno — Leslie B. Gray

NEW HAMPSHIRE — Laconia — Arthur H. Nighswander
NEW JERSEY — Newark — Woodrufl J. English

NEW MEXICO — Santa Fe — John §. Catron

NEW YORK — Syracuss — Chester H. King, Jr.

New York City — Thomas P. Ford

NORTH CAROLINA — Graham — George A. Long

NORTH DAKOTA — Jamasstown - Herman Weilss

OMIO — Cleveland — Myron W. Ulrich

OKLAHOMA — Miami — John R. Wallace

OREGON — Medlord — Olto J. Frohnmayer
PENNSYLVANIA — Philadeiphia — George H. Nofer
RHODE ISLAND — Providence — Bancrolt Littiefleld
SOUTH CAROLINA — Columbia — Clarke W. McCants, Jr.
SOUTH DAKOTA — Watertown — Ross H. Oviatt
TENNESSEE — Nashville — W.W. Berry

TEXAS — San Antonio — Wilham E. Remy

UTAH — Sait Lake Cly — Raiph H. Milier

VERMONT -~ Burlington — Clarke A. Gravel

VIRGINIA — Richmond — Thomas 8. Woid
WASHINGTON —~ Seattie — Munel Mawer

WEST VIRGINIA — Huntington — Jackson N. Huddisston -
WISCONSIN — Oshkosh — Charles F. Nolsn

WYOMING — Cheyenne — Byron Hirst

CANADA — Eastern District — Montres!, Quebec — R.H.E. Walker, 0.C.

Waestern District — Vancouver, 8.C. — tven 8. Quinn
Central District — Toronto, Ontario — John M. Hodgson, Q.C.
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Not Subjec. to Jax=. wntevest thereor. sf any intesest thereon whach the
decedent mere 10 receive 2l (he ime of Fis death
$. U w decodent dios after Decomber 31, 199, de- s, for income tax purposes, not effectincly cone
poniis with & United States branch of a foreigm coe- nected with the conduct of 3 trade or business ia
peration il the branch 10 engaged in commercial which the decedeal was engaged within the United
banking. States
[ Isterents in estates or trusts to the extent that they * Debt obligations, including bands, sssucd tn 2
consiol of preperty Maving & situe w Lhe United . . (oreign corparation or gorerament, regardless af
States. @ the location of sy evidence of A dciAcdness
Property Not Subject te Yau Miscellaneous Prosvisions
The (ollowning property of a nonresident sahien has & situs 1. Fer estate tay purpuss s vaatesrlent nicans  aan
owlside the United States and therefore 15 not subject to danncil vry
the Uaited States estate tox
2. The cross colale of 3 aunrcsident alien o maddy up
] Real property located outside the United States W the samrie way 4% IR gruse valale Bt a Cilisen or

resident bul 11 confined tu property which ae
2 Tarngible personal property located ovisrde the
Usited States
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situsied ia the Unied States. Thus, st can inclvde
oinily-owned propeity, general powers of appoim.
ment, revecable trusts, stc.

3. Proepeity of which & acaresident shicn made & trans-
fer tanable wnder Iat Rev. Code (§2015..2008
ransiers o contemplation of death, with retarned
Iife ostates or .ahiag ellect at death, and revecadle
transfers) o subject to tan if sitwated wa the United
Siates esther at the tame of transfer or ot the de.
codemt’s death

4 The estate of & noarenident slien 10 allowned an ea-
emption of $30,000 or, in Ihe case of Switarciond
ond al) the coumries hisicrd in Appendis A eacept
Canada, lreland, South Alrice and the United King.
dom, the larger of §30,050 or that propariion of
$40, 000 which the value of the gross estate situsted
n the United Statea bears 1o the entize gross cotate
wharever situated

$  Charitable deductions are allowed anty for translers
o American beaeliciavies.

& Deductions for funeral and sdamaisivation expenses,
clabme agarant the estate, vapid martgeges, ivoses,
and death tanes on charvable transiers are allowed
oaly i the proportion which the value of the grops
a0tate situated in the United States bears (o the
value of Ihe entire gross estate wherever sitwated.
1t 4s wvmnaterial whether the amounts te be deducied
were expended or iacurred within or without the
United States  Where & noaresident slien owne
Preperty situated 1a this couttry which 1o secerity
for & dadt for which he ts liable, the tull value of
the property. not merely hin equity, 18 tanable, bul
the deMt can be deducied only propertionately oy
Pash Fagmers' Truet €5 v Bowers, 68 F 24 908
RECir ), cert denind, 2N U S 444 (19M4). Hew-
evar, wheve he 1o not Ladle tor the deta, oaly th-
equity 1e taxable Estate of Harcowrt Johnstone I8
T.C. 44 (1982}

7.  Ne marutal dedection 18 allowed to the eatate of 3
sonressdent afien excem that the convention with
France provides for & proportionate deduclion

8 The option to have 1axable property valued as of 8
date or dates subsequent 10 the decedent’s death
(sltaraste valuation) 1s availebie (e the estate of 3
nouresident alien

% The amoust of 1an on the tazable estate of & non-
resrdont alien o

Jasable Lotate Yon

Not ever $100. 000 4% of the tanable ratate
Over $100, 000 but not
over $300, 000 $3.000. plws 10% of

escesn crer §100, 200

135

Over $500, 000 bt nat
over §1, 000,000 $45, 000, plus 138 of

encess aver $500, 000

D Y

Ovwer §1,000, 000 wut ant

over $2,000,000 . . . . .. 3128,000, plus 20% ol
cxccas over §1, 000,800
Over 2,000,000 e e e . $320,000, plus 2%% wf
encras aver §2, 000,000

10, The crsdite agarnat the cstate tan fur {a) state
death tanes, (h) Whe gift tax and (1) the catate Las
on prour tesnsfers which are alhmed to ratatey «f
Crisens or resdrats sor cqually available ta eae
totes af nnarcssdent ahicas, cacept that the masimun
credit far state death Waucs (aanal cxceed An amount
which Bracs the same ratio Lo the credit (camputed
without regssd (o this himitation) as the valur af
the property upon wihach the state death lases were
pard, andt which is sncludabie wn the gross cstale,
beare o the total gruss ratate for (rderal catate
tan purposes. Neo credit 18 slloncd far (areggn
death tanes.

1. Apraliminary aolice and an eslate 1an cetuen
st be filed of the parl of the gross ratale
situsted on the United Saates encecds $10,000 un
the date of death.

VT IAX

Property Subjset to Tax

A gift of the folluwing property by & nonrruident alien
18 subject to the Unitrd States gaft tax

] Real prope n;‘louud i the Urated States

2. Taagidie prrional property Iocated in the Unated
States

Property Nt Subject te Tax

A g1t of the (sllowing proprrty by 2 nanresident alien
1% not subjcet to the United States gift tax

1.  Real properiy located osterde the United Sates

2 Tangible pr sonal property lucated autsdde the
Uaited Nates.

] Intargitle peracnal property, whererer tncatyd

Miscellancous Pravisions -

1. For gift tax purpnses ‘nonresident ' nirams non.
domicihary.

2. The $),000 anavil exclusion 18 available (o non-
resvdent dhiens, but the $30, 000 lilctime exenplivn
is mel, sxucept a9 provided in the conventions waith
Australia and Jopan.
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3. Chanvtable deduclions are allowed saly for gifts (o

Americon beneliciaries.

- 4. Fxcept 81 provided in the coavention wih Avstralis,
»s mantal drduction 1o allowed te 8 noareardent

s. Gifte 1o third persons may aol he sphit betwern
husband and wile of erther 18 & noarcaident alien.

[ X The toteof Lan i3 the same for acarcsident alicas
and for residems or citiagan.

aliea donnr. -~
. SITUS AUT IS IN ESTATE TAX CONVENTIONS APPINDIX A
ML OF EX.
CHANGE AND
ACCOUNT DANK PROMISSORY  ROND COMVERNMENT JUDGMENT SHHE AND
COUNTRY RECLIVARLE ACCOUNY NOTH CORPORATITY SECURITY [N} AiR{RAVTY
Avetealia {001 and Debtor's loc tion of  Detaar's PDetaor s focatann i Where Place v
Fstate Tanesd residence! hant Tesidence resigence! goverament anpinally  registraton
. - obternca ¢
Canade Debtor s locstion Detior » Place uf an. hysicatl loca. Whers re- Place of
residen e of tynb farirrm e carpiration tinn of certas cordad Tegistration
ficate of
Leater lorm
place of rugrs.
tration, of
registered
§anland Near » Larcatean h o « Place of . [0 T 2NY Ditaur s Place ot
resdence ol Lbank ressden. e carparation residence residence  regostration
France Decedent s Decedest 8 Deawes Mcedent s Decactens » Decedent s Place of
dormicale 4 -nicile rendiaret dunmcade domicile domicle regisization
Greece Dece eat's Devedent s Draves v Doccdent o Decedent s Decedent's Place of
domicile damacide resennee ' denicle domicile damiicide  segastration
freland Decedent « Decedeet 3 Locating @ Decarent s INcudent Where re- Place -t
domuale dogrec e dovun em 4 daacde dor €ale carded LTI YR ITIr
ftaly fletane » Dettor s Nettng o Detanr o oy s Debior »  Place of
rendence resrdence resideticy froudrnce rendenic e tesadince  fegasisats an
tapan (Catt 2a-d Detdor s Deldor s Detaar o Doy » NDelaor « Detror s Flace ot
Fstate Tanes? rendence rendence revidencet uudﬂ\ccs rendence residence  Tegastranios
Nosway Debtor s Location location of Same as Wil Sanur 4 Wil Debtor's  Place wf
residence of bank docurment of exihange of exchange residence  registratiun
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Epirep TesTimoNy or Witiiam P, CanrweLL

My name is Willlam Cantwell, and I am the President of The American College
of Probate Counsel. The organisation 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-
ryinlg,yhf d?tnot believe that it is well-honed, and I am not here for the purpose of
w&u gmenoo before you now is not o enter directly into the fray insofar as
favoring or disfavoring any of the many proposals that have been p before
you, but to offer the services of our organisation, with representation in each
state, :: ‘dvtie” your atafl 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
url‘yngm 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 conoern has boen that the probate syatem 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. We 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 are here to suggest to you three basic things. Those three g8 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 req‘rdin the exlsting structure for the disposition of wealth
in this country. I don’t Mdeve there is anything like an accurate count of the
number of plans for estates in this country, but I have already su ted that all
American wealth, one way or another, must pass through some form of probate
or estate planning procedure. 1 would at least venture that there are outstanding
some 20 million American estate plans. I believe they have been developed with a
oonaistent rr:;reot for the state of the law since the Revenue Act of 1048, and
that any cal in the } 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 spec :ln{ on a day-to-day basis
with the transactions throuﬁ? which these ns must disposs 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 lon
lead time would American taxpayers at a material disadvan and coul
be totally coun uctive to whatever mn{ebo 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 m from the thought that there should be special
! ton for special classes of taxpayers such as farmers and ranchers. I don’t

eve 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 1 deal
with that, and in the planning phase with my clients, I suggest in advance that
they too deal with that. I think that all of the history of tax legislation which has
attempted to single out cular classes of taxpayers for particular types of
treatment has, in ul atelunrbwome counterproductive tax legislation, for in
attracting wealth into a partic form of activity because of potential tax ad-
vantages, I believe it tends to distoit the economy. I believe some of the very
roblems we deal with here this morning with respect to agricultural enterprises

ve 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 m& other small business
enterprise ought properly to be dealt with, 1 would hope that they could be dealt
with in a totally neutral form so that the tax laws neither force nor encourage any
particular form of business enterprise or business activity simply because of the
ctm&t.\hr: of those laws. And that is the meaning of my thought with respect to
neu y.

" 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 ‘R:rhapo the
agricultural problem is an inequity. However, I would suggest to you that through
borrowing devices, through postponement devices, through expansion of 61681
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and 6166, that the problem ocould probably be dealt with well. It oould be aided
b{hmw valuation techniques which are different from those applied today. As to
other inequities, I do not find in ay practioe that the sdml:f-mu‘m ultios
in administering a tax we have lived with for a long period of time are themseives
unlivable. 1 am certainly disturbed, and I would hope that perhaps there is
reform uired in the matter of noncom in gift tax and mee

t tax obligations. I am concerned that original objectives of the 1948

ve not been satisfactorily achieved, and that perhaps reform is necessary to

accomplish this. But these conceded yet m ueuneodtot:o‘?lwodona
scale of values opposite my position cubllua in the disposition of the
affairs of American taxpayers representin results of a thrifty lifetime. To

me the scale tips very, very heavily t any broad brush changes which
would require revision of millions of vetate plans, &:ulbly acoompanied by
non-revenue-producing complexities of a sort which legal profession is not
equipped to meet. Ourr oular clients, our probate clients, are clients who are
examples of the classio thrift and self-support; conoept of the American economy.
We believe that they, certainly as much as any special class of taxpayers, have
a series of ri h.lnmypmgued aper I have ted to you a series of areas
in which we believe our probate clients do have ts and substantial conoerns,

As a first in this series of questions, we are conoerned that any reform your
Committee might propose to the Con should address problems of the relation.
ship between your tax and the state inheritanoe tax. This question extends to the -
neceesity for filing two tax returns, often on an inoonsistent basis, which can
i::b‘j)leo:d taxpayers to & whipsawing relationship ketween the two taxing entities

volved.

Weo are next particularly’cohocerned with the overall valuation problem. We
would suggest to you that the valuation technique used on agricultural and other
real estato, as well as closely-held businesses, could stand great attention from
this Committes, and might in iteelf go a very long way to take care of the .
cultural and other small business conoerns with which you are dealing. Valuation
is really the genesis of the problem, and liquidity requited by valuations which are
vastly infiated because of forces beyond the control of the taxpayers a at
the heart of the nature of the agricultural and the small business problem.

Another of our conoerns would arise if this Committee should pro 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
'y aning rhrognm in order to do justioe under a unified tax.

another area we are hopeful that if there should be reform, that the extremely
difficult problems of joint tenancy trgeingmmlght. in some manner or another, be
erased from the law by simply allowing joint tenancy to be tazed on an objao‘lvo

We are very dee) lfnconoemed with noncompliance with the existing gift tax stat-
utes overall, in the joint tenancy area, and in other arcas as well, There simply exists
no objective technique, such as the withh tax, to heal with joint tenanocy
under the existing statute, and we think a of rights for yers, for our
type of taxpayers, should protect the filing taxpayer, the com t taxpayer,
from the reduction of revenue from the noncom t taxpayer, particularly 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 legie-
lation aimed at an ease of complianoce rather than a complexity of complianos,
We would hope eventually that the federal government and the state govern-
me&:mm‘g‘gmk a‘:mh by which a singie return rather than a two-return
ays ©0! opera :
We would hope that the liquidity problems t be dealt with by a much
more objective work-out of § 6168 and § 6161 so that the administrative inter-
vention of enforcement personnel does not prevent the intent of those statutes.
On an ultimate basis then, what our organisation, conoerned with the probate
clients of this country, would seek would be a recognition that just as in 1948
thero was a series of abuses by virtue of the difference between community and
ocommon law states, that now there is a series of problems that need to be dealt

with.
The 1976 &)robiems seem to oenter around tb:nchuelﬂon of inflation, the inter-
related question of liquidity based on inflation, the objective of maintaining



:leuh@hw&mtmgwudmmdm
vernmen o seck probate prooedure an exped!
- d mwgnmd fculties are based on the

ure and not':modm
odmlt.;xu:rum than on the local probate system, or on the delinquency
lawyers, which we are as opposed (0 as anyone.

Our offer to you is that we would ke to balp you determine how, in & probate
sense, any proposals you ultimately adopt would work, and we offer our servioes
oz that purpose,

1 have a written statement, and I would ask that it be entered into the record,
and I appreciate very much the opportunity to testify

SourrLanantal SusMission o TuS AMERIOAN CoLLsas or Paosars Counssi

This statement supplements the March 13, 1976, written statement, submitted
with the oral testimony given March 17, 1976, by Wil-
College of Probate Counsel.

b~

»

A, PRILOSOPEICAL GUIDERLINES

This history of the Federal estate and gift tax system and many of the observa-
tions which have been made during the course of the current hearings, show that
there is little consensus as to w the purpose of the system is to break up
large aocumulations of wealth or to raise revenue. As a practical matter,
foundation of the system probably rests upon s combination

s the only oreria’to be &pplied 1n Judging e aystem. Other
no u .
oriteria lndudoytho stability of bo ch
reliance that major changes in the law will not render the plan useless (or
e T i e ey o that Tt 'oa be* doit with dy iz
(3 80 ocan oom
moucmm!'.m{&mmqmm-wmhdmmm
always mble to develop a mo and understan e

g
5
%
i
b

Achieving ocertainty wwuﬁmdmm“:l‘fthxhw»moﬂmu
runs oounter to ob oom uity sinoe, in
mntyhmmmrqlﬁmﬁmdw what to
the provisions soccumulation trusts duﬁnﬁbo enactment Tax
Reform Act of 1969.) is more important from t of the property
owner than from that of his lawyer, sinos uncertainty in ap of the
tax laws creates additional costs for the y owner and increases his la »
foes. Another desirable principle is that laws apply uniformly to

1 The committes members are listed on the last page of this statement.
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situated taxpayers. However, it is not always possible to achisve these results
T e e et By aratnt, maviial Beduction) penailses poaple who die

or even u
un%nmmgutmhmmtm'uww%umm

B. LIQUIDITY PROBLEMS
One of the most important problems. in the Federal estate

recommend
lishing rules that set liberal, objectl ltlndll:'(hf th’c'“mnhdetx’{udou
more ve or
for payment of Federal estato taxes.

:.M“dwmdwmwmwqu

(a) Bection 6160 permits ten-year installment payments of estate taxes attribu-
hblotondo.;?-beldbudne.lorupwmm(i!thevducolthobm
exoeeds sither %dmmmuww%dmmm)md,bmﬁly

defines a closely 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 or
memwmumdnmmm.
business be 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
bW 'u“wmfﬂm 61‘66 definition of a closely-held business to

e pro n of a
inoludrsmouﬁo or more of the value of which (or of the voting stack of
w was owned ei actually er constructisely by the decedent, or the stock

5
1
g
1
:
]
g
E
i

£

of which was not traded on an or in the over-the-counter market. This

would expand the definition of -held business to cover nearly all cases

&mmmmm of a corporation may not be readily sold at their approximate
“-

Constructive ownarship rules uhlbudw estate stock owned by dbllnﬁ
descendants and ancestors (and spouses) be applied. Thess would exten
%%W Olutn:“twtw%dmwmwm:moﬁmm
business or practi urpoees, estate is no more than
lfltownedmm.‘l‘hhhbowuodﬂu&ndownenh&rnmouhmﬂym%nbu:h
unlikely by iteelf to result in dimunition of the I
boosmeo(thcdlﬂmﬂtyinodﬂu.minoﬂ&yln«u& closely
an unrelated third party where other important shareholders are members of a

dggumu .
e -lur{uﬂvo definition of a -held corporation—that it have ten or less
shareholders—should be replaced by a as to whether or not the stock is traded
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shelter, since the tendency of people in creating all of thess joint interests is to
give half of an aggregate amount, s0 that such a rule would really rather closely
paralle] the present policy on oiolut. tenancy.

Under existing provisions of Section 2513, termination of a real estate joint
tenancy between sromu or a real estate tenancy by the entireties may or may
not result in a gift, dependi'x‘x{ on the ratio of original contributions and the
property interests acquired. This is frequently the occasion for an inadvertent
gift. Extension of Section 2513 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 awarences and compliance,
a new type of taxpuyer clection in this area is suggested below.

Unawareness is the real reason that many transfers into interspousal co-
ownership form are not coupled with elections to treat the transfer to the noncon-
trihuting spouse as a gift. Existing Section 3513 requirements requiring the
election to be made on a timely return operate as a trap, for when the couple
finally becomen aware of the possibility that the transfer might have been a é.lt.
it is almost always too late for a timely return. To constitute the noncontributing
spouse ax an owner then would require a gift of the entire one-half interest, je
ution and inflation aggravate the problem since current fair market value would
be involved in a transfer at nation 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 enm&le. consider a house bought with a purchase price of 830,000

and a $10,000 down payment. Mo payments in annual increments are made.
Had elections been made on timel ﬁt tax returns to treat the downpayment and
little if any gift tax would be paid. On the

annual monf-ge paymenta as
other hand, if the elections are not made and if a severance is effected on a sale
with cach spouse receiving one-hall of the proceeds and the appreciated value
in 8150,000, the consequence is a $73,000 gift (subject to the gift tax marital
deduction) by the contributing spouse to noncontributing spouse. This can
be very dixadeu?om in many situations.

A relatively simple statutory change to permit the election to be made on »
return, whe timely or not, would relieve the situation. It is particularly
pertinent if the uufgested Section 2515 change is made, for nonrealty transfers are
virtuaily 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 '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 2513 is that aoquisition remain
the taxable event, with the election available to treat the transfer as a gift at any
tims 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.

2. Joint property 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 spouse, without
tracing. But any property held in joint ownership for which no d&o tax has been

aid at creation should be removed from the adjusted estate in ﬂguﬂn& the

ase on which the maximum marital deduction (509, of the Adjusted Gross
Estate) is computed at death. This is the present app to community property.
8. Bxtension of the credit for prior iransfers

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 alleviaws by an extension of the existing credit for ‘g:opeuy ;:reviously
taxed in the estate of one spouse, with the elimination of present ten-year
limit and the 207, credit decrease that occurs evar{ two years. This ly
extended credit rule for property previously taxed in interspousal transfers would
permit a 1009 undiminished oted!t, re; ess of the number of years between the
deaths of the spouses.

The unfortunate whipsaw co uences of the same prope:g being included in
the estates of two decedents (usually spouses) could be sol by extending the
mitigation of the statute of limitations provisions in Sections 1311 through 1315

75-046—70——11
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into the estate tax arca. These provisions deal with inconsistent income tax deter-
minations that either give the government or the taxpayer an unfair advantage
which cannot be rectified because of the running of the statute of limitations. The
provisions permit the reopening of the statute of limitations under certain condi-
tions in the interest of fairness. l{owever, 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 acoomplished through the use of the above-
described 1005 credit for tax on prior transfers between spouses,

4. Qualilalive “lc.:pcmiou of the marilal deduction and eliminalion of the lerminabdle
inlerest v

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, regardlieas of whether there is a general power of appointment accom-

anying it. Thus, deductibility would be given in the first estate, provided that the
nterest is to be included in the second one. Furthermore, the surviving »
should be allowed either to acoept or reject the marital deduction tax result in the
quullly% limited interest situation, such as where he or she receives only a life
cstate. 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 eanler for the nonspecialist to avoid problems and
to avoid the whipsaw effect of the inconsistency involved in reauldn( inclusion in
the survivor's estate in situations where the marital deduction 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 amets, so that not all the income requirements for a marital deduction
power of appointment trust are met and cases where the met of appointment
does not quulify as a general power of appointment under on 2052 but none-
theless 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 firat 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 pro&eny that he
might not otherwise wish to do. While he may be peusecuy willing to provide for
his spouse, he may not want to do this in & way that allows that spouse to divert
the property from his children after his death. These fears m:ly involve a fear of
the surviving spouse’s remarriage or where a donor has a fam y'i)lr a predeceased
first spouse and then remarries, fear that the second not make the
adequate provision for the children of the first m . ?o mit} this situation,
we propose amendments to Section 2056 that would permit a ted 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. 1f the survivor accepts broad
benefits, such as a general power of appointment or outright ownership of the
mperty, then of course the first estate is allowed a deduction, because the survivor

that quantum of ownership which requires estate taxation when he or she
later dies. That rather parallels the nt 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 mcans t)\ut, 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 apouse a terminable interest which (‘Rhﬂea, if the firdt 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 whomever her husband directs, if
the widow accepta 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 jexpreesly
conditions this uest 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 »
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marital deduction gift. 8he could still have the right to the income (she need not
Lﬁeitﬂhu g?fthu under the will) but she only declines to take it as a marital
uction

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 a ’)oruonment for life insurance under
22006 and powers of appointment under 2207 should be put in the Code to deal
with the unplanned situations.

These proposed cha should not cause a significant loss of revenue, but would
give much more nexlbmty to cstate planning, puﬂculul{ at the post mortem
stage; the election could actually result in particular cases in revenue advanu&'s
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 viewpoint. In any event, where it does reduce
the tax, it does so by removing an inequity rather t creating one,

D. RAISE THE EXEMPTION TO $100,000 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 joss that an
Increase in exemption to $150,000 would ap 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 pre-
viously inade. We also recognize that some allowance must be made for inflation,
that complete relief from the estate tax and the filing requirements is desirable in
amaller estates. However, we believe the revenue impact of this relief must be held
down by changing the exemption to a credit.

We recognise that if there is a material increase in the estate tax exemp-
tion, questions of fundamental social reform, rather than narrow tax reform,
arc raised because, if a tremendous tax loas results from exempting so many
modest-sized estates that are now subject to tax, it may be necessary to make
u‘) that difference by acceleraling rates (if the estale 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 b 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 (unliess the exemption can be raised in the
context of other revenue increases).

It would be most desirable to exempt the many estates which involve onl
modest amounts of wealth being passed to a spouse or children where bo
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 auqm:
that this be accomplished by means of a credit, rather than an exemption.
credit could be used, in effect, to increase the $60,000 exemption to $100,000
by taking the amounta 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 $80,000 exemption ($120,000 for transfers
3\1&1{!&3; for the marital deduction), a credit against the tax due on the first

100, of taxable estate (3$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 leas need not file returns. This latter point is of the utmost
urgency, sinos if it is not done, the change will cause lunK:r unnecessary coms-
plications and costs in the nistration of small estates.

E. 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
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quite a bit of time and money in valuation proccedings. We belicve that the
settlement of estates could be facilitated by improvement of the prosent valuation
methods, For example, S8ection 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 en in similar lines of businesses which
are listed on an exchange. The limitation of this comparison to corporations
whaose securities are listed on an exchange is a technical defect in the law. Accord«
ingly, Bection 2031 should he amended to permit comparisons with the securitics
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 pumsuant to tion 2031, ble 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 appruach of the Service was rejected
by the United States Supreme Court in the Carlwright case, decided in 1973,
which involved the valuation of shares of an open-end mutual fund. The price
obtainable by the cxecutor or donor in whatever markets are available to him
is n 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
purposes at the price obtainable by the executor or donor in the market or markets
available to him. If this proposal is coupled with the proviously made one per-
mitting an clection of a delayed valuation date for hard to value asscts, many of
the valuation disputes that now occur would be avoided and the large expense
incurred by catates pwminaﬂglowly-bald burinesses in obtaining appraisals of
them for tax purposes ceuld be reduced, if not entirely eliminated in a large

number of cases,
¥. GIPT TAX FILING

There are two other arcas of the estate and gift tax laws which are widespread
in their cflect where the prescnt rules create both unnecessary complexity and
inequitics. The fimt of these deals with the gift tax ﬁlin? rcquirements. The
Excire, Estate and Gift Tax Adjustment Act of 1970 required for the first time that
taxable gifts be reported quarterly, rather thun annually as provided by prior
law. Thiz quarterly filing Nﬂulrement has proven to be a major administrative
inconvenience to the Internal Revenue Service and constitutes a oostly nuisance
to individuals who make relatively small taxable gifts in several qucrters. The
extra work required by the quarterly filing requirements may in meny instances
be far more costly than the 1elatively amall value derived by the Tressury from
a slight acceleration of gift tax revenue, .

e reccommend a prospective return to annual filing, at lcast for most denors.
Only where an individual's gifts in one calendar quarter a gates $100,000
should an individuul still be required to file a quarterly preliminary gift tax
return with respect to that calendar quarter. is amount appears to be a
reasonable figure which would eliminate most quarterly returns without deferring
the payment of any substantial amount of gift tax. Eighty-five percent of the
persons filing gift tax returns would not have to file quarterl gx;eliminary 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
clection until the subsequent filing of a final return for the calendar year. At
that time, the spousex could clect to split their gifta 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
returns, * -

Q. 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 property
included in the decedent’s gross estate, the extate tax attributable to such ’)roperty
should equal the reduction in estate tax if such property were removed from the

ons cstate. At present, the estate tax credit for gift tax puid in respect of %rorerty
ncluded in a decedent'’s estate for estate tax purposes is limited to the lesscr
of the gift tax paid or the cstate tax allocable to the gift. Those limitations are
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computed under prexent law by a complicated method involving the avera

ift tax rate and the average cstate tax rate. Substitution of the highest applicable

racket rates for the average rates determined uuder present 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. Thus, we
recomimend that the computation used to determine the amount of gift and cxtate
taxes allocable to property subject to both taxes for purposes of the limitations
he changed to reflect the incremental amounts of gift tax and estate tax attributable
to the doubly taxed property.

H. THE BTATE DFATH TAX CREDIT

In the written statement submitted on bebalf of the College by President
Cantwell, he indicated that we were working on a state-hy-state analysis of the
cconomic effect of the atate death credit and would submit a report, which we
expected would he ready within a month, to your Committee for its consideration
in conncction with your deliberations. It ix 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, Therefure, it will not be ready for
several more months, When it does become availuble, 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 incentiver given the states to conform
their death taxes to the federal estate tax, to this Committee.

I. EFFECTIVE DATES OF TAX CHANGES

Our final recommendation deals with effective dates of any and all changes
that may be made to the estate and gift tax lnws, We believe that all such changes
should apply prospectively and not be applicable to any past transfers. The
effective dates should he ruch as to allow a reasonable period for amendment of
existing estate plans, If mn([ur structural changes (such ax 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 sy=tem
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 heen made
and many trusts established on the basis of the Pment 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 Con decides to unify the estate and gift tax systemn or

—substitute for it a capital transfer tax, similar to that used in England, it is im-
ortant, as the proposals to date have generally contemplated, that there should
¢ a “fresh” start, with a single lifetime exemption available in full without

regard to prior gifts, and without including prior F“u 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 gifta and inheritances with anv
of these recelved prior to the effective date of the new law.

If a tax is to be imposed at death on apgerecintion (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 March 1,
1913, value used for income tax purposes, after adoption of the Sixteenth Amend-
ment to the Federal Constitution.

If gercration-skipping transfcrs are to be specifically taxed, the new tax rules
should apply only to transfers made after the effective date. Irrevocable trusts
create:d Krior thereto, whether during the settlor's lifetime or as a result of his
deatn, rhould have their dispositions exempt from these new rules.

Finally, there should be a reasonable grace period for amending wills (and
revaocable 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 K:ars, since expericnce 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 decal with
prohliems caused by those changes under the 1969 Tax Reform Ac'tlzﬁ

The above proposals are those of a duly authorised Committee of The American
College of Probate Counsel, created by the College's Board of ents and
appointed by President William P. Cantwell, of Denver, Colorado, The Com-
mittee consists of the following lawyers:

Frank 8. Berall, Chairman, of Hartford, Connecticut; Luther J. Avery, of
San Fraancisco, California; Joseph Kartiganer, of New York, New York; Arthur
Peter, Jr., of Wuhlnﬁ\on, D.C.: Raymond A. Relster, of Minneapolis, Minnesota;
and E. Frederick Ve kanje, of Ynm, Washington.

Senator MonpaLE. We stand adjourned.

(Whereupon, at 12:35 p.m. the committee was recessed subject to
the call of the Chair.)
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STATEMENT OF SENATOR JAMES ABOUREZK

Mr. Chairman, I want to commend 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 heen introduced
in the Senate and House of Representatives to deal with correcting the federal
estate tax law which was written nearly 33 vears ago. The Adminjstration, »
has attempted to deal with the issue. While I certainly think that the President's
Rmposal leaves a great deal to be desired, I commend the President for providing

is views and legislative contributions.

Today, few Members of Congress dispute the need for federal estate tax reform.
Senator Mondnle 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 Buzineas Committee and the House Ways and Means Committee
have played a key role in bringing the matter to the public attention. The Joint
Eeconomic Committee has also given this 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 legislative initiatives have been intro-
duced, many with new and important provisions to consider, but none with a
completely satisfactory 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 lyet. thorough manner possible,
 Inmy tgpinion, good estate tax legisiation will have to encompass four main
in ents.

irst, 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 g‘ay 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 estate is both equitable
and justified. Naturally, it is extremely important that the legislation 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 SBouth Dakota an operation of this sise would be
nothing more than a small ranch. There are many areas in this country where that
amount 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 method of valua-
tion instead of the traditional market value. I strongly encourage the Committee
to consider the formula set forth in S. 2875 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 spouses. As
you know, unless the surviving spouse can show contribution of “‘mmoney 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
Congreas 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. 8. 2819 seta the limitation at $240,000, which is the figure officially en-
dorsed by the National Farmers Unjon.

Ho.wever, I believe that u\d:g into account the appropriate tax free transfer
docs not address the problem adequately. As I mentioned, Section 2040 of the
Internal Revenue e prevents spouses from being considered bonafide owners
unless some evidence of monetary contribution can be shown. 8o, in spite of per-
hapes 40 years of toil, sharing the same dinner table, and rising and fulling with
each year's crop, the spouse must “buy’ the farm from the IRS following the
partner's death. Mr. rman, the Committee certainly should look carefully
at provisions such as that found in 8. 2879, which provides that the services 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 as a joint tenant.

Finally, Mr. Chairman, I believe that an extension of S8ection 6166, the dcferral
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 assist
a great deal more in liquidity problems must be made known. I strongly urge the
Committee to consider examining the interest rate and the critc ia for eligfl:mty
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 Committec will have the opportunity
to consider the issue fully this ycar. Certainly the time to change the out-dated
estate tax law is upon us.

BTATEMENT OoF SENATOR GEORGE McGOVERN

I am the principal author of 8. 2875, introduced in the Senate on January 27,
1076. 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 Organization. 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 piscemeal tax reform is not in the best interests of
the tax system, I feel that the time has come wheu all responsible legislators must
recognise the long standing inequities in the Federal Estate Tax structure, a tax
originally conoeived 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 8enate Finance Committee ﬁlnenlly estimates that from all sources, federal
income is at a level of $300-plus billion. Of this amount, the committee estiinates
that only $4.6 billion is derived from estate and gift taxes. Though this is a signifi-
cant ﬁﬂu’e indeed, it is not one that pales the eyeballs when the same eye
barely link at & $100 billion outgo to 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
Treas oss 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 alm&ly lost relevance in 1976 when dollars
don’t mean the same thing. buring the interval when the exemption remeained
constant, the very rich (who were expeoted to supply the revenue in the first place)
have been able to deplete their estates during their lifetimes utilising other provi-
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sions of the IRS to minimise the exposure 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 1942 exemption.

Farmers and ranchers have heen tg:rdoululy harJ hit in recent years. Indeed
the escalation of farm land prices that a USDA study pre, in July of 1975,
called “Alternative Futures for U.8. Agriculture,” concludes that in 1974, ‘‘one
fourth of all farm real estate transfers are for the purpose of estate tax settle-
ment."” Farming and ranching, even after being viewed as the backbone of our food

roducing process, have a rich tradition in our country’s heri of being passed
rom 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 1862 and expanded and handed down from one generation of {amily 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 25%
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 dumtho family
farm and enﬂr,;o the agricultura) interests of corporations or agri-business groupe.
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 $60,000 to $200,000 for all Americans.
This should tuke plaocs immediately instead of a five year phase-in program
belatedly offered by the President.

A recognition of the role that women pl&{ in the business lives of their husbands
by &gtﬂng an absolute floor on the marital deduction of at least $100,000.

vide for an alternative valuation of cultural land to allow the executor
to clect to submit a value based on “productivity" rather than “fair market value"’
as presently provided in the IRS code.

e “productivity’’ concept is one that I propose to discuss further because it is
the one principal feature of my bill which disrlnguhbe- it from others introduced by
my colleagues in both houses of the Congress.

Present IRS law requires ‘“‘fair market value” in the reporting and asserament
procedure. This often tiines results in many inequities because it is automaticall
asseesed along the arbitrary ,uideunu of comparable sales in the locality in whic
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 ndj::ning land, use for developmental or specula-
tive purposes, or adding holdings when farm debt is substantially reduced. Thus,
in my judfment, many decedents’ estates are assessed in a tax bracket where the
values assigned the land reflect an artificial bias not related to ture when
the intent of the heirs is to contifiue to farm. For these reasons I feel that a formula
should be developed to place values on farm ltnd in terms of its inherent ability

to produce.

'ﬁﬂa is easily aocomplished according to sound and acceptable tural
economics. All agricultural economists agree that cash rent is the basic
point of departure in establishing value and that prevailing interest rates are
the best capitalisation factor. The most acceptable formula in determining rent
is R (rent)=L (land) X I (interest nteuz When our unknown becomes L &md),
we merely invert the formula to read L=R/I. Sinoe three year aversges often
tend to produce more realistic ﬁﬁum, 1 rropooo to authorise the Executor to
utllize the “Productive Formula,” L=R/l in determining land values for dece-
dents’ estates. My staff has pl;e&ned 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 mo to be
7.91 peroent. The productivity formula thus results in the average productive value
of land in this area to be $669 acre, against an average fair market value sale
during the same period of Er acre. This produces a dollar reduction in
value of $176 per acre or a ntage reduction of about 21%,. Auumintg figures
to remain constant we conclude that productivity values woufd reduce the value
of estates anywhere from 21 to 25 tg:teent across the nation. To prevent windfall

rofits I would recommend that land be required to be used agriculturally
or at least five years after decedent’s death.

Complementing the %rooedum I have outlined above is a ps&t by Calvin A.
Kent, Ph. D., of the University of South Dakota, entitled *‘Determination of
Capitalisation Rates for Mass Appraisal of Farm Land Under the Use Value
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Approach,” K:bmhed in 1973 and arriving at similar conclusions. I ask that the
text of Dr. Kent's paper be made a part of the record of these proceedings and
printed in conjunction with m{ statement.
I further ask that the J’m tion of the National Livestock Tax Committee
ublixhed in January of 1976 accompany my statement and that a New York
imes news story by Roy Reed appearing in the February 16, 1078, # edition of that
Paper accompany my statement and be made a part of the record.

DuTERMINATION OF C..PITALISATION R.TES YOorR Mass APPRAISAL OF FaRx
Lanp Uxpir T Use VaLuk APPROACH

(Prepared for 8enator Curtis Jones, Chairman, Interim Committee on Taxation
and Lyle Wendell, Sccretary, Dciimrtment of Revenue, by Calvin A. Kent,
Ph. D., Director, Public F inance Project, November 10, 1975)

One of the more definite trends in property taxation in the United Stutes has
been the abandonment of the ad valorem n{:u-m of taxation and the adoption of
use valuation for farm land. Beginning in Maryland in 1955, thirty-seven states
now employ the use valuation method for sgricultural land.! Under this system
the value of farm land in established based on its agricuitural productivity and
earning capacity rather than on comparable sale prices.

he reasons for this change in assessing procedures has been detailed elsewhere.?
What most of these lawx require is the determination of land value by capitalization
of a net income stream. To accomplish thix, two steps must be taken. First, net
farm income must he extablished either by analyzing cither cash rents, share
rents or owner operated returns.® 8econd, this cash income flow must be discounted
by the-appropriate interest rate to obtain an estimate of value for agricultural
pu"il;zom'

i paper discusses the second step in the use valuation procedure—the deter-
mination of the capitalization rate. One of the principle findin resulting from a
aurvey completed for the Interim Taxation Committee of the South Dukota
Legixlature on use-value assessment practices in other states, was that there is
nothing approaching uniformity among those states in the setting of capitalization
rates. Most often the methods cstablished by law or administrative rule to set
capitalization rates correspond onare roughly if at all, to np[i_mpriaw assessing
practices as given in the most widely accepted textbooks.t There has not yet
developed a cogent analysis of how capitalisation rates are to be developed for use
in mass appraisals of farm land.

In several of the states surveyed, the laws were so generally phrased that virtually
nny sy«tem for setting capitalisation rates might pass as acceptable, In Maryland
no capitalisation rate is provided by law or any method of deriving one, but 3
percent has been used.® In New Jersey there is no legally established standard but
10 percent was used in 1974 as it was felt to reflect .. . the cost for borrowed
money and a return for the farmers own labor.” ¢ The Iowa code gives the re-
sponsibility for deu‘rminlnp the capitalization rate to the State d of Tax

cview which istosetitat ‘. . . arate representing a fair return on investment.”” ?
For 1975 a fair return in that state was percent.® By way of contrast to the
vagucness of most state laws, the Colorado statute requires an 11% percent rate.?

SReprinted at p. 6 of this volume.

'R, L. Flinchbau u&l(m Bdelman, *Use-Value Assessment Case Studies™, Coopera-
tive Extension Service, Kansas State Uninfdiy. uannm, February 1078,

!R. J. Gloudemans, Use-Valse Formiond ALssessmen , foe end Impact,
(Chicago : International Association of Assessing Officers, 1074) and T. F. Hady, “Differen-
tial Assessment of Farmland on the Rural-Urban Fringe”, Americen Journsl of Agricul-
tural Roenomics, Mn#r( 1970,

_ 3 For a discussion hene three approaches to determine net farm income see. “The
Valuation of Open Space Pro . A rs Handbook, California State Board of

E\'t! . ASSenso
B‘unllznuon. Ansessments Stan Division, June 10;8.
Walter R. Kuehale, ot al. 7 of Real Nstate ed, (Ch!ug.: American

Institute of Real Bstate Appraisers, 1978 847-70 and Appreisel
Process, (Chicago : htem&gm A-od.ﬁ?n’& Asssssing Oficers, 1074) p&
rty in Maryland: A Case Btudy”,

8 John C. Keene, “Differentia]l Assessment of Real Prape
The Council on Enviro ﬂtlwut’. Washington, D.C., June 19785.

S Eleventh Report of the Btafs V. » ion Advissry Committes, Trenton, New
Jersey, October 1974, ? 12.

T lowa Code 441,21 lzn.
M“;;I::ocednm for Capitalising Agriculture Income—1975", Towa Department of Revenue,

* Colorad - ",
mc;’.s‘:.glil#gotmmhnm 'Assessment and Property Tax Laws”, 4d0ses-
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METHOD OF DETERMINING CAPITALIZATION RATES

The literature cited gives three basic methods of establishing the capitalizativn
rate. These are discussed in turn.

Sales analysis.—The method most frequently used by fee appraisers is to, “go
to the market”.® A detailed analysis of the net dollar returns being obtained on
nearhby farms which have recently sold is first developed. These net incomea for
each farm are then divided by the price paid for those farms. A set of ratios are
then obtained com‘puing net returns to sale prices. The appraiser selects from these
ratios the rate he feels is most comparable to the one which would be obtained in
the market for the aubm property. Despite the obvious of selecting
comparable properties, Professor Suter from Purdue has said, “The approach is a
mont realistic one in that the capitalisation rate obtained is that req to attract
all of the capital necessary to transfer ownership,#

This approach is employed in some of the use value states. For example, the
Hawaij ruru 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 purchase such as farm expansien, improved accessi-
bility and other factors unduly influencing the sales price.’ 18 While South Dakota
does not currently employ income capitalization, sules of farm pro es are a
principle component in inln}) agricultural use value, ' Jowa’s system is
unique in that farm land is valued 5 eJ:.ement on market value in current use and
50 ﬁe.roent on use value as determined by capitalised income. ¥

ost states have found this method unsuitable for one of two reasons. The fimt
is that in states using this method only sales for agricultural use can be developed
as comparables, 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 atatus of landowner; (3) opportunity to live in the country
and avoid the social ilis 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 hem:lmn qninsu t inflation; (6) spreading of fixed costs by more efficient use of
machinery.

The assessor is asked to perform the impossible by selecting the motives which
spurred the buyer in determining which sales are bona fide for cultural use,

The second reason why this method is not widely used, is that sales com n

proaches are prohibited. Most states with preferential assessment bave injuno-

ons similar to California’s, ““The capitalization rate to be used in valuing land
gjumuant to this article shall not be derived from sales data . . ."” 1" These pro-

bitions 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
debennini:g the capitalisation rate are inconsistent with that objective. Use of
this method is more likelLto produce market than agricultural use appraisals, As
was founr(‘i‘:::)' Ot:gon,' “If the ingrivme approach u:‘:'em u'i‘t’. mmw. util.i:h‘u the
average return for com e properties, the result would leave the farmer
right where he started.” 1 parablop

Summation or Built-up Rate.—The second approach used to set capitalisation
rates is to develop an interest rate by adding or summing to a ‘‘safe’’ rate of return

WHee W. D. David, raisal of Raral Real Estate” in Enoyclopedis of Real Ketote
Appraisiag, revised ed. (Englewood Ciiffs : Prentice Hall, 1968) pp. 520-518 and Robert C.
fu ;: J;’ol Appreisel of Farm Resl Bstate, (Danville, 1L: &uuu Publishers, 1074)
op.

U Rnter, p. 260 ; sce similar statement in Davis, g.‘“l.

1" Rules and Regulations of the Director of Taxation Relating to the Assessment of
Agricultural Lands and the Imposition of the Deferred Tax Under Bection 246-10, Hawalil
Raovised Statutes, Article V, Section C. Hawall Department of Revenue, p. 8.

s Kentucky Revised Statutes, 132: 010 (9&.

1 For an explanation see F. C. Westin, Maurice Btoute, D. L. Bannister, C. J. Frasee
“Soil Burveys for Land Evaluation™”, Assessors Jow ober 1074, pp. 16-31, and
C. A. Keat, “Use Valuation of Agricultural Real Estate {n South Dakota”, Interim Com-
mittee on Taxation, Legislative Research Counell and Seuth Dakota Department of

Fervenue, July 1978.
» Jowa C 2.‘341.21 (1).
# California Statutes Chapter 66, Article 1.5, Section 428(b),
e H Pde Loose 9 T )

“ Buter, p. .
ack and T. W, de , Property Tee Esemptions, O n Department of
Revenue, December 7, 1978, p. 8. ’ s Oreso pa
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additional percen ints to compensate for risk, mansgement of the investment
and proper‘:; m:gelgox addition, some analysts sy t an additional amount bhe
added for non-liauidity recognising that the sale of farm property could not be
handled as swiftly or with as much guarantee of an av, market as could
transfer of common stocks or bonds.

This method does not receive high marks from those in the appraising profession.
The American Institute of Real Estate Appraisers comments that the summation
method: *. . . provides a theoretical presentation to justify or explain why a rate
used in the valuation of real prom-ty is in exoess of ‘“‘safe” rate. Neverthelean
because of the lnun.illli»l: charac A o'l“t‘h components, b‘: : e:otmdoud a valid
prooedure which a s o may actuall v

The bnmk pub\hm'by the LA A.O, ms{es a similar observation.*®

Despite the lgaeml agreement among appraisal experts with the statement of
SButer that, * veloﬂng a built-up rate may be a make-beliove antic,” 8 this
method has become the most widely adopted among the states that v.fuo farm
real property by capitalization of net income flows. The most elaborate of the
built-up systems Is that used in California where the law specifies that the capital-
izsation rates shall contain:

(1) An interest component to be determined by the board and announced no
later than September I of the year preceding the assessment year which was the
‘yli’;ld rate for l% term United States Government Bonds as most recently pub-

od by the Federal Reserve Board, rounded to the nearest one-quarter nt.

(2) A risk component which shall be a percentage determined on the of the
location and characteristics of the land, the crops to be grown thereon and the
provision of any 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 nppllu‘h to the land for the assessment year times the
assessment ratio.

(4) A component for amortisation of any investment in perennials over the
estimated economic life when the total income from land and anials other than
timber exoeeds the yield from other typical crops ﬂ" in area.®

While there seems to be little controversy over goation of the yleld on lon
term federal bonds as a “‘safe’ rate upon which to l:go construction,® the
component has been more troublesome. Ronald B. Welch, former Amsistant Execu-
tive Becretary of the California State Board of Equalisation summarised the experi-
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 & rate that includes
interest, risk, and perhape investment-management components. But the use of
sales data is prosoribed by our law. Consequently, no one knows or possibly

t"’ risk component. The assessor can make his guess.
Then the county of equalization can supersede the assessor’s with its own
fuea' if the assessment is appealed. A little later the property might be selected
n the Btate Board of Equalisation’s Intercounty equalisation sample. Then the
State Board's Intercounty Equalisation -Division could make its guees. If the
ocounty asseesor didn’t like the resulting appraisal, he could ap it to our
Office of Appraisal Appeals. If the Office of Appraisal Appeal’s guess 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 Board is God himself.®

To compensate for the problems of calculating the risk component, several
states have turned to using the interest rate clurgedﬂlx the Federal Land Bank
serving their area in lieu of both the “‘safe’ rate and 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 1 of each year of the several crop-years in which the use

1* Kuehnle et al., &.uo
: gl'mr ’ ’g‘;‘d Appreiesl Precess, p. 87.
» California smnma’m-ym 6.6, Articie 1.5, Section 428(b).

e e ot ST TR 2T i harase mebors from oomss st

ity in definition.
B e i Wuich, “Assossment of Farm Land at Agricultural Use-Values”, Paper pre-
sented at the Fortieth Annual Meeting of the National Assoclation of Tax Administrators,
Bt. Paul, Minnesota, June 12, 19
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value being determined is based.”” ® The use of federal bond yields was rejected
in that state as those rates, “. . . represent the most secure investment alterna-
tive if an cultural enterprise is liquidated. But the rate does not reflect the
risks and other factors associated with the income stream expected to result from
an agricultural investment.” ® Allegedly such risks and other factors are adequately
considered by the Federal Land Bank.

In Oregon the law umuim that agricultural lands be capitalised at the, ‘‘typical
capitalisation rate for appraising nonagricultural commercial land in the
area in which the agricul land is located.””® The statute then gives the
Department of Revenue the power to set the rate and su ts & more definitive
standard to be used. Specifically, the capitalisation rate 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.' 3¢
In Texas the capitalization rate is set at 10%, “. .. or an amount equal to 3%,

ater than the average variable interest rate specified by the Federal Land

ank in Houston . . . whichever is greater.”?® The tional 2% is pre-
sumably 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.® These rates are to be averaged over the past five

‘ears.
) 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 avera
rute reflecting several years. While most states employ a rate (usually
one prevailing on assessment day), a few states have followed the lead of Virginia
and Wuhing:m which require averaging. If cﬁr yields, expenses and product
prioes are to be averaged to avoid the effects of unfavorable temporary conditions,
then nvcr?mg of interest rates on securities also seems appropriste.

In addition, the states vary as to whether or not a gr:paty tax component is
to be added to the capitalisation rate. While it may be argued that this is not
necessary if property taxes are taken as an expense in arri at net inoome, this
argument must be rejected. Taxes arc what is to be calculated and ulinj pmperty
taxes as an itemised deduction assumes that past taxes were proper and oorrect.”

If the summation A’F&mwh is used then the effoctive tax rate should be added
to the interest rate. effective tax rate is the estimated (or previous year’s)
mill levy times the actual percentage of market value being used as taxable value.
Two takes are frequently made by the states in this regard. First, they fail
to include a tax component at all in the capitalizsation rate; and second, the tax
rate is determined by using the legal 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 underassessment.

Band of Invesiment Theory.—In the opinion of this writer the best method to be
used in developing a cu‘gluliuuon rate is the band ol investment theory. This
method synthesises both mortgage and equity rates. Along with its o de-
ficiencies, the built-up method considers only the necessary interest that must
be paid on borrowed money and neg}:ch the return which the investor expeots
on this own dollars (equity) which he has invested in his farm. Suter has com-
mented, ‘. . . the rate of interest paid on a farm mott;nfo or instaliment land
contract is not necessarily the same as that return which a farm owner or investor
will willingly acoept on his equity.” 8

% J. Paxton mnha.lh ure for Determining Use-Value of ltural Land in
Virginia with Estimated Use-Values for Certain Jurisdictions”, Menual of the Btate Land
Evalustion Advisory Committes, Olassifontion, Asscssment end Tevation Amﬁ% to Use
of Real Estate Devotod to An‘umm, Hmbuuml. Forecst and Open Bpace Purposes.
Richmon, Va., December 1874, p. 18. -

® Marshall, p. 24 In .d?luon. vi does add aa additional risk factor for some lands
with a llf{"l probability of excess rainfall and poor drainage. This allowance is extremely
small and is explained in the Marshall cle,

% Oregon Revised Btatutes, paragraph 808.340 (8).

» n Revised Btatutes, parg:c:h soaim (4).

» Article VIII, Colatmmon of tate of Taxas, Section 1-4(8).

® Revised Code of .54.068 (2).
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The capitalization rate is then developed as a weighted svmﬁ the weighting
representing the respective perocentages of total value covered by borrowed money
(mon?ga} and the farmers own monetary investment in the land (equity). For
example, if the prevailing mortgage rate is 9 percent for agricultural land and the
buyer must put at least 20 percent of the purchase price down in cash to obtain
the loan, then the calculation of the capitalization rate begins as follows:

Porcont of  Interest rate
valeo (porcent)

rereerensentsonesacseesreranntsastete st o