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STATEMENT OF THE HONORABLE W. MICHAEL BLUMENTHAL 
SECRETARY OF THE TREASURY

ON
THE PRESIDENT'S TAX PROGRAM 

BEFORE THE COMMITTEE ON WAYS AND MEANS 
WASHINGTON, D.C.

Mr. Chairman and members of this distinguished Com­

mittee :

S ^equSl. «»a simpler for th. taxpayer.

aapua^n”-^
tax reduction for individuals, improvement of t e

^"^1^“^“^ “ revenue-raising structural

changes. Enactment of the tax /^excessive

and we urge Congress to consider these recommendations as an 
integrated package.

(1)
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elements:PreSident'S taX Packa9e consists of the following

-- Net income tax reductions for individuals of 
516-8 billion, comprising gross tax cuts of $23.5 

o revenue~raising structural changes of
90.o billion.

— Net income tax reductions for businesses of $5.7 
billion, reflecting gross business cuts of $8.3 
billion combined with $2.6 billion of structural 
reform.

Excise and payroll tax reductions of $2.0 billion.

This program will achieve major structural reform but 
we have not attempted to correct all the inequities nor to 
simpiify all the complications in the Code. What we seek 

,President's proposals is enactment of structural 
are ur9entl¥ needed, but will not dispropor­

tionately consume the time of the Committee. it is critical 
Vi™ 3 Pa°9raK of tax reform and reduction be passed in 
iy/8, and we have devised a tax package that reflects the importance of expeditious action" Molt of thj re?oms 
and0 with which this Committee is familiar;
and, in fact, many of the Administration's recommendations 
sessions" by Committee in recent Congressional
side«S «d be fully COn-

The remainder of my statement will outline the principal 
features of the package. A detailed technical explanaS 
is being submitted for the convenience of the Committee and 
other witnesses. In addition, I have attached to this 
statisticalXdatatS COntain revenue estimates and other 

THE IMPORTANCE TO THE ECONOMY OF A BALANCED PROGRAM
OF TAX REDUCTIONS AND STRUCTURAL CHANGES

after^rlT01"1^ imPortance of the tax program is emphasized 
after a review of our economy's recovery to date. When the

?f£iCe One Nation's economy
was making only a halting recovery from recession. The 
unemployment rate for December 1976 was 7.8 percent, with 

Americans out of w°rk. In 19 76 , the economy 
potential? aPProxlmately S120 billion below its high employment
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After surveying the economic situation in January 1977, 
the President offered a two-year economic recovery Package 
as one of his first official acts. Enactment of that stimulus 
program has had a favorable impact on economic conditions. 
The unemployment rate dropped almost 1-1/2 points during 
1977 to a level of 6.4 percent as of the end of the year. 
Over four million more people are employed now than were 
employed one year ago, and a record 58 percent of the 
working age population now holds jobs. The real gross 
national product—the Nation's combined output of goods and 
services, adjusted for inflation—has grown at a rate of 
3/4 percent from the fourth quarter of 1976 to the fourth 
quarter of 1977.

For the most part, the economic performance for 1977 
has been encouraging. Nevertheless, an unemployment rate of 
6.4 percent is still too high. This Administration will not 
be satisfied as long as millions of Americans are jobless 
and billions of dollars of productive capacity of the 
business sector remain idle. It is imperative that steady 
economic recovery be sustained.

However, there are impending forces that threaten the 
recovery. In 1979, social security tax liabilities will be 
increased over 1977 levels by $4 billion due to previously 
scheduled rate increases and by an additional $7 billion 
to changes enacted in 1977. Many individuals also face the 
prospect of bearing an "automatic" income tax increase, as 
inflation pushes taxpayers into higher rate brackets even 
though real purchasing power of incomes may remain constant. 
A combination of these and other tax increases would cause 
Federal receipts to assume an unacceptably large share ° 
our Nation's gross national product. The result would be 
significant slowdown in economic growth toward the end of 
this year, with the rate of real growth falling to about 3- 
1/2 percent in 1979. Unemployment would remain above 6 
percent and, by the end of 1979, would be moving upward.

These developments must be averted by sound fiscal 
policy. The President has submitted a budget for fiscal 
year 1979 that will reduce the ratio of Federal spending t 
the gross national product from 22.6 percent to 22 percent. 
This Administration is determined to release sufficient 
resources through income tax reductions to enable the 
private sector to take the lead in sustaining a strong 
economic recovery.
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. Therefore, a carefully fashioned, net tax reduction of 
ecLn^110" 1S the centerPiece °f the Administration's 
economic program. These tax cuts will maintain consumer 
purchasing power by offsetting both the scheduled social 
security tax increases and the impact of inflation on e fee 
an^pR rates. The ratio of personal taxes and employee 

social security taxes to personalPincome 
Wifhnu^ be brou^ht down to the 1977 level, 14 percent 
Without the proposed tax cut, the ratio would rise at leasi 

^U1i.percenba9e P°int* At the same time, business tax 
reductions will provide incentives for investment to meet 

labor^force^° f“rnlSh the tOO1S o£ Reduction tor

Rnrifrol M W1th the programs outlined in the President's 
dg b Message, this tax package should assure that our 

economy will grow at a 4-1/2 to 5 percent pace through 1979 
end ofni9 79°ym?1?t de?^nin9 to ab°ut 5-3/4 percent by the ' 

million’™ 1On neW jobs wil1 be created--aboutc^ than Would be created in the absence of aone 
tax

and susn2b^shionin? a tax program that ensures steady 
sustainable economic growth, we have been warv of Y

^®d fOUr ^ears.and has typically been destroyed by the 
ppearance of rapid inflation or radical imbalances between 

the various sectors or elements in the economy. We are nS 
in the third year of this recovery; and, asThave inJLaWd 
t is proceeding m a remarkably smooth and balanced fashion' 

solid economic growth. T^ere ht beeS 
rate? whileCfa?"to2 hiZh”^ °f . The inflation

' niie tar too high, is not accelerating.

. If the recommended net tax cut were significantly 
aPProPriate economic balance might wellie

J* sector confidence in our ability to manage
the Federal budget would be eroded, for we could make no9 
tighten3 SeJebv^?9 de£icit’ Financial markets would 
tighten, thereby blunting the effects of our proposed tax 
incentives for job-creating investments and injuring the 

ie^°r- FiM11P' damage our Sees o?
getting better control over inflation. A $25 billion tax 
but the > t_ i of economic recoveryXSS with a lar9er net ta* -
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PROPOSALS TO PROVIDE A TAX SYSTEM THAT IS MORE EQUITABLE, 
SIMPLER, AND LESS BURDENSOME FOR INDIVIDUALS

this 
it

In

Although the tax program is a central element of 
Administration's economic policy for the years ahead, 

, i j solely in inacroeconoinic teisrns*
devising°theeprogram--bothreductions and structural changes- 
we have kept in Iharp focus the tax system's impact on 
individual taxpayers. That system directly ^voives 
130 million Americans annually in a process t , .
important bearing not only upon their financial well being, 
Ju? also upon their perception of the quality of the Federal 
government.

Unlike some systems in which a government determines 
the amount of tax due and sends the • Jiccujs
first formal determination of income tax liability occurs 
when an individual files his tax return. The ^holding 
svstem and IRS auditing procedures assist the tax coiiecrio 
process But in the end, the tax structure relies upon the 
honesty, trust, and diligence of individual citizens who are 
asked to calculate their share of the burden of public 
support.

In many ways, the tax system reflects our highest 
national ideals. It represents the active Part^p^1On 
Americans in the affairs of their government. And it 
reflects a mutual trust between that government and its 
citizens.

However, if our system of self-assessment is to remain 
successful it is essential that the tax structure be con 
sidled fair by taxpayers and that average Americans under­
stand how their tax liability is computed. Accordingly, our 
tax program has been structured to address the important 
needs of individual taxpayers:

— The tax system should not claim too large a share 
of personal incomes; incentives to work and invest 
must not be impeded by an onerous tax burden.

__ The income tax burden should be allocated fairly 
among taxpayers. Individuals with similar levels 
of income should have similar tax liabilities, and 
the proportionate tax burden should vary a™°n9 
income classes in accordance with ability to pay.

— Tax calculations and return preparation should be 
comprehensible for average taxpayers.
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I. REDUCING THE TAX BURDEN FOR INDIVIDUALS

• TjG President recommends a gross tax reduction for individuals of $23.5 billion, wi?h offsetting strSctuSn 
reforms of $6.8 billion. When both the reductions and 
$20°nnn *re con?lde^edf the typical family of four at the 
$20,000 income level will save $270, a 12.4 percent reduc-

taX liability- Commencing October £ ^78 
w^M Y S W^thholding rates will be deduced sothat 

exPerience an increase in take-home pay and 
purchasing power. H J

standard ofreduction is needed to maintain the 
tax cut schedu^d AmeriCan taxpayers. Without an income 
tax cut, scheduled increases m the social securitv tax win 
re uce the take-home pay of workers. In 1979, the famiIv of 
fnUadd-? °nT earner at the 520'00° income le^el Sin bX 

additional payroll tax liability of $261 due to the
’ to^hi^Co1" °f security tax increases enacted prior

last Jear rcomipn/Jh financing package that was enacted 
last year. I commend the members of this Committee for 
acing up to the challenge of restoring the financial integrity of the social security system; large JnfisLns of 

revenue were urgently needed to ensure social security 
accomplish°thai-tUh^ generations- Congress determined to 
accomplish that objective entirely through the payroll tax 
Consequently, unless income taxes are reduced® payroll tax’ 
stall^he Zi11 dl7ain Purchasin9 power of American workers, 
stall the economic recovery, and impose a very onerous 
urden on low and middle-income families.

tax r^LFreSpdent,S.taX Pr°9ram will provide the necessary 
tax relief For most taxpayers, there will be a net reduc- 
19 79 ^Sen^ter ?ayrO11 tax liability through
19/9 even after the scheduled social security tax increases 
aJd 1 and 2 comPare the combineS income
and ^97? /^r,1977 law and the proposed law for S?8

. Included in the calculations are the FICA tax 
r®®ul$in9 from legislation enacted prior to 1977 

Am a11 ^/^reases contained in the Social Security 
Amendments of 1977. The tables assume a four Jerson oX 
recS^AS1"^ Wlth Wage income at various levels. Our 
recommended income tax cuts will completely offset the ?n^maSe S^al security taxes fo? families STth wage 
income up to $25,000 m 1978 and 820,000 in 1979 a sub- 
percent of eVen ab°Ve th°Se levels. Only 16
y^r a^d 23 f £aVe Wage incorne of ^ore than $25,000
year and 23 percent have wage income of more than $20,000 a 

a
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year. Tables 3 and 4 present similar information for a four 
person, two-earner family, assuming that each spouse earns 
one-half of total family income; under these assumptions, 
the proposed income tax reductions for 1978 and 1979 will 
offset the social security tax increase up to $30,000 of 
total family income.

In proposing this substantial income tax relief, the 
Administration recommends a more equitable allocation of the 
tax burden. The President is committed to the principle 
that the net tax reductions should be focused on those indi­
viduals who need tax relief the most—low and middle-income 
Americans. Through a combination of substantial tax cuts 
and needed reforms, the Administration's program:. provides 
sizable tax reductions for low and middle-income.individuals 
who now shoulder a disproportionately large portion of the 
burden of public support; lowers taxes for most high-mcome 
taxpayers as well; and raises the tax liability of some 
persons who now use unjustified tax preferences to escape 
paying their fair share of taxes.

Over 94 percent of the income tax relief is provided to 
families making less than $30,000, but typical families in 
every income class through $100,000 will experience a tax 
cut. The net tax reductions are proportionately largest at 
the low end of the income scale. For example, families 
earning between $5,000 and $10,000 will have their taxes 
reduced by 22.6 percent. The percentage reduction is 9.7 
percent for the $20,000 to $30,000 income class. In the 
income classes over $100,000, some persons will have a tax 
reduction while those now using tax preferences may have an 
increase; overall for this group, the tax program will _ 
result in a modest tax increase of 3.7 percent. Stated in 
dollar terms, the typical family earning $20,000 a year wi 
save $270 in taxes; on the average, a family at the $100,000 
income level will pay $590 more.

In short, the Administration's tax package will reduce 
the share of the total income tax burden for each income 
class through $30,000, thereby resulting in a decrease from 
60.8 percent to 57.6 percent in the aggregate individual 
income tax liability that falls on those low and middle­
income taxpayers. Under current law, the effective rates of 
tax range from 0.2 percent for individuals with incomes 
under $5,000 to 30.0 percent for persons making over $200,000 
annually. The tax program will have the effect of reducing 
effective tax rates for all income classes through $100,000, 
with a new range of effective tax rates from -0.4 percent 
(reflecting the refundable earned income credit) to 31. 
percent.
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Rate Cuts

-I - .Tbe gross tax reduction for individuals will Ho = 
plisbea primarily through a sizable cut in tax ST 

taxpayer. Se proposed rate^dS” 
for the fir^rooo^ofT9^™ a bracket °f 12 percent 
percent on taxabi2°° f taxable income to a rate of 68 
taxable ?n ^le lnc°me exceeding $200,000. (These 

income and the 68 percent I Ct . 5500 of taxable
7olop;““ttThe pre-nt -ta -^uL^r™ ^nt to 

is . °£ °ld “d "e"

This new rate schedule will provide the lara^i- «+• 
cuts in the middle-income brackets. For eMmoX Ke

H wil1impact of£he no rne ln mind when assessing the
““- ?eoom-

LaxaLlOn• subject to

Per Capita Tax Credit

, part of the substantial tax relief 
and middie-income families, we propose a new 
$240 for each dependent. — ’

provided to low
- -. . tax credit of

general tax^'S^ 

per ”5
income. The existing tax benefits for family members vary 

SI K«n ton a bracket now enjoys a tax savings of 
about one-thirdnQf"that^amountf^By^contrast $tSe°»4oaVeS

ledvel inoome of ths

to $7,200 under current law.^ program as compared
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Although the per capita credit is being proposed in 
combination with a restructuring of tax rates, it may be 
helpful for the Committee to know the credit's break even 
level" if presented as an isolated change. For a four- 
person family with less than $20,200 of income, the new $240 
credit will provide greater tax savings than the existing 
personal exemption and general tax credit, assuming no 
changes were made in the tax rate schedule. At that leve 
of income, the family is neither better off nor worse off. 
The tax would be $2,580 under either the $240 credit or 
under existing law.

Proposed Law
Current (assuming current law

Law rate schedule)

Adjusted gross income $20,200 $20,200

Less personal exemptions 3,000 —

Taxable income^/ 17,200 20,200

Tax before credits 2,760 3,540

General tax credit 180 — —

Per capita credit — — 960

Tax after credits $2,580 $2,580

I want to emphasize, however, that families above .,20,200 o . 
income are not going to be worse off under the Administration s 
proposal. The proposed rate schedules have been designed 
to offset the tax increases that would occur at high income 
levels if a $240 credit simply replaced the existing personal 
exemption and general tax credit. What we achieve with t e 
$240 credit and the new rate schedule are:

jy The example assumes the taxpayer has no itemized 
deductions in excess of the zero bracket amount. If 
the taxpayer had average itemized deductions equal to 
23 percent of income, the break-even point would be 
$22,078 of income.
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Equity—the credit for family members is worth 
the same regardless of the family's 
level of income; and

Simplification—one credit will replace the existing 
combination of a deduction and alterna­
tive credits.

th: F™

sumers if th! ? ?° protect th* real incomes of con-
Of the'net

oil tax. increased by the net proceeds of the crude

II. TAX EQUITY AND SIMPLIFICATION FOR INDIVIDUALS

will helo^chithe P®r capita credit I have described 
But \!n« achieve a more equitable and simpler tax structur!
But those tax changes cannot stand alone The $9? RJcaUd bY th“e ■’ea^SFwoS! e l '10'

eductions at approximately $25 billion.
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The proposed tax cuts are also closely interrelated 
with the Administration's efforts to promote tax simplifi- 
cation. For many middle-income persons, the major source or 
complexity in the tax laws relates to itemized deductions. 
Average Americans are forced to assemble detailed recor s 
for tax purposes and to grapple with complicated tax forms 
and instructions in order to prepare a schedule for itemize
deductions.

Changes in itemized deductions are essential if the tax 
system is to be simplified for middle-income taxpayers. We 
are recommending such changes. But we are also recommending 
substantial rate reductions in the middle-income classes- 
cuts ranging from 3 to 5 percentage points in each taxable 
income bracket from $8,000 through $44,000 —that will more 

offset the tax increases that would otherwise result 
the proposed itemized deduction changes.

than 
from

Changes in Itemized Deductions

The Administration's proposals continue the simplifica­
tion efforts that began last year. In the Tax Reduction and 
Simplification Act of 1977, Congress worked with the Admin 
istration to enact changes in the standard deduction^that
have increased the percentage of nonitemizers from 69 percent 

now recommend additional steps that will
- - - - • to 8 4to 77 percent. We ----- ------------ . .

increase the percentage of nonitemizers still further, 
percent of all individual taxpayers. The changes we propose 
will enable over 6 million Americans to switch to the 
simple, flat standard deduction that was recently enacted 
and thereby avoid vexing recordkeeping requirements.

These proposals can accomplish drastic tax simplifica­
tion without creating significant controversy. The recom­
mended changes curtail deductions that add complexity and 
inequity to the tax system without advancing major objec­
tives of public policy.

(1) state and Local Taxes. The special deduction 
will be eliminated for general sales taxes, personal 
property taxes, gasoline taxes, and miscellaneous taxes 
but retained for State and local income and real 
property taxes. Most itemizers determine the amount of 
deductions for their State sales and gasoline taxes by 
reference to published tables that provide nearly 
uniform deductions and result m a relatively small tax 
benefit. Due to the fact that the tax benefit is so
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slight for itemizers and the fact that there is no 
benefit at all for the 77 percent of individuals 
claiming the standard deduction, deductibility is not a 
major factor for State and local governments in deter­
mining the rate of tax to impose.

This Committee has already voted in connection 
with the energy bill to eliminate the deduction for 

taxes--a decision supported by the recognition 
tnat the deduction runs counter to our national goal to 
conserve energy, we propose that the Committee renew 
that decision and also terminate the deduction for 
general sales taxes, personal property taxes, and 
miscellaneous taxes.

.^2) Politic3! Contributions. We also recommend 
simplification of the present confusing scheme of 
deductions and credits for political contributions. 
Under current law, a taxpayer can elect to claim an 
itemized deduction for the first $200 of contributions. 
In lieu of the deduction, he may claim a credit for 
one-haif of his political contributions, with a maximum 
credit of $50. We propose that the political con­
tribution deduction be repealed while the credit is 
retained. As a result, whatever incentive a tax 
subsidy provides for political contributions will be 
equally available to itemizers and nonitemizers and 
will not rise with the income level of the taxpayer.

(3) Medical and Casualty Expenses. Twelve lines 
on Schedule A for Form 1040 are devoted to computation 
o the deduction for medical and dental expenses. The 
form reflects a tax provision that is unnecessarily 
complicated and that results in recordkeeping and 
record-searching burdens for millions of taxpayers. 
Currently, one-half of the first $300 of health insur­
ance premiums is deductible outright for those who 
itemize. Other medical expenses are deductible to the 
extent they exceed 3 percent of adjusted gross income, 
with this latter category of deductibility including 
the remaining portion of health insurance premiums and 
medicines and drugs in excess of 1 percent of adjusted 
gross income.

Another six lines on Schedule A relate to a deduc­
tion for damage to property from a casualty, such as a 
theft or fire. A casualty loss may be deducted only if 
it exceeds $100 and is not reimbursed by insurance.
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We propose that the deductions for medical and 
casualty expenses be combined in a new hardship 
expense" deduction. This new deduction will apply only 
to medical and casualty expenses in excess of 10 
percent of adjusted gross income. In the case of 
casualty losses, the excess over $100 per casualty will 
be included in the computation. Medical insurance 
premiums, drugs and medicines will be treated the same 
as other medical expenses. In this manner, tax return 
preparation will be simplified greatly, and the deduc­
tion will be available only to taxpayers whose ability 
to pay has been significantly affected by medical and 
casualty expenditures that can truly be considered 
"abnormal" in the light of the current relationship 
between medical and casualty costs and income.

Tax Shelters

The members of this Committee are familiar with the 
basic concept of a tax shelter. Although shelter devices 
can assume a wide variety of forms and include a great 
diversity of activities, they share a common characteristic, 
"paper" losses generated by shelters are used by high-income 
individuals to reduce taxable income from other sources. 
Typically, shelter investments are made not because of 
anticipated economic productivity, but in anticipation of 
the various tax preferences that are packaged together by 
shelter promoters to provide optimum tax writeoffs. This 
drain of investment dollars into shelter activities creates 
economic distortions and harms legitimate profit-seeking 
businesses.

Due in large part to tax shelter devices, there is now 
a wide disparity in effective tax rates among individuals 
with similar economic incomes. This phenomenon is especially 
prevalent in the upper income brackets. For example, some 
taxpayers with incomes exceeding $200,000 effectively pay 
only one or two cents in taxes for every dollar of income 
received; other individuals are taxed at effective rates of 
about 60 percent.

Data recently compiled by the IRS graphically illumi­
nate the disturbing impact of tax shelters. Through the use 
of tax preferences, thousands of affluent Americans are 
reporting poverty-level income for tax purposes. In 19 6, 
tax preference items were enjoyed by 16,000 taxpayers 
statistically classified as having "adjusted gross income 
below $10,000. But these individuals are not members

22-302 0 -78-2
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of the low-income class; on the average, each of them 
claimed $35,000 of preference income. Our tax system needs 
significant improvement if it is to approach the objective 
of providing equal tax treatment for equals.

Congress is to be commended for its recognition of tax 
shelter abuses in 1976 and its innovative and forceful 
reform efforts in this area. The Tax Reform Act of 1976 
contains important provisions designed to curtail shelter 
activities. The principal methods used in that legislation 
were revisions of the minimum tax on certain tax preference 
items and the adoption of an "at risk" rule that denies 
deductibility for certain paper losses that exceed an 
individual's cash investment and indebtedness for which he 
has personal liability.

Unfortunately, the 1976 amendments—significant as they 
are--have not ended shelter abuses. In fact, tax shelter 
activity may have increased during 1977. The National 
Association of Securities Dealers reports that over $1 
billion of shelters were publicly offered by its members 
during the first 9 months of 1977—a 30 percent increase 
over offerings for a similar period in 1976. And there is 
some evidence that unreported shelter deals may have increased 
even more dramatically.

The explanation for this high level of post-1976 
shelter activity is simple. Promoters have adapted their 
operations to provide shelters in forms that were not 
substantially affected by the 1976 Act. The Internal 
Revenue Service is waging a vigorous campaign against tax 
shelter gimmicks, but it must be given stronger weapons.

The Administration is not proposing any radically new 
approaches to this problem. Rather, in the light of experi­
ence, we are recommending that Congress build upon the 
efforts that led to reforms in 1969 and 1976. Flagrant tax 
shelter abuses must be curtailed.

In the Administration's program, we are proposing 
several different methods of continuing the attack on tax 
shelters.
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(1) Elimination of Certain Tax Preferences. Some 
of our recommendations eliminate or limit direct y a 
tax preference that makes shelter investments attrac­
tive: An example of this approach is our recommended 
reform of real estate depreciation. Shelter invest­
ments in such real estate projects as shopping centers 
and office buildings are attractive, m large part, due 
to the fact that depreciation may be claimed for tax 
purposes that far exceeds a realistic measurement of 
actual economic decline. Real estate shelters, m 
contrast to other major shelter investments, were left 
virtually untouched by the 1976 Act. As a result, they 
have become even more popular.

We propose elimination of accelerated depreciation 
for most real estate. The reform program will generally 
require taxpayers to base their depreciation for 
buildings on the straight-line method and to use the 
present average tax lives claimed by taxpayers for 
different classes of property.

Exceptions from the general rule will be granted 
until 1983 for new multi-family and used low income 
housing, which will be permitted to use a 150 percent 
and 125 percent declining balance method, respectively. 
New low-income housing will remain eligible for a 200 
percent declining balance method until 1983, and for 
150 percent thereafter. In the interim period, the 
Administration intends to analyze tax and nontax 
subsidies for housing. Our objective is to determine 
the need for subsidizing particular segments of the 
housing market and the most efficient means of pro­
viding needed subsidies.

In addition to reform of real estate depreciation, 
the elimination of two other shelter preferences is 
proposed. The Administration recommends that the 
earnings of most deferred annuities, purchased for 
shelter purposes, be taxed currently to the purchaser. 
Also, we propose an extension of the 1976 Act s accrual 
accounting rule relating to large corporate ^rms; 
under our proposal, accrual accounting will be required 
for most farming syndicates and the current exempt 
for large "family owned" farm corporations (with gross 
receipts exceeding $1 million) will be eliminate .
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. (?} Extensionof "at risk" Rule. Another Admin-
^tr^Qnjproposal is designed to deal with a common 
shelter financing technique—the use of nonrecourse 
loans to enable a shelter investor to obtain tax 
writeoffs greatly exceeding his own investment. "At 
risk" rules were enacted in 1976 to limit this abuse, 
but coverage was extended only to partnerships and 
-^-n^cified activities of individuals. Action 
should be taken now to curtail the extensive shelter 
activities that have arisen in situations not expressly 
covered by the 1976 Act; recent shelter promotions 
project tax writeoffs as high as $170,000 for $25,000 
cash investments in such items as books, television 
programs, and lithographic plates. We recommend that 
the at risk" rule be extended to cover all activities 
(except real estate) carried on individually, through 
partnerships, or by corporations controlled by five or 
fewer persons.

Restricting Use of Limited Partnership as 
Shelter Vehicle.The attractiveness of the limited 
partnership as a shelter vehicle will be limited by the 
reform program. New limited partnerships with more 
than 15 limited partners will be treated as corpora­
tions for tax purposes so that shelter losses may not 
ordinarily be passed through the partnership to reduce 
the taxable income of the limited partners. An excep­
tion will be made for partnerships formed before 1983 
to engage in the construction and operation of resi­
dential real estate, with the exception continuing 
after 1982 for new low-income housing as long as it 
faQ?ins f°r accelerated depreciation. By

, the Administration will have made recommendations 
to Congress as to what form of subsidy is appropriate 
to our housing needs.

<4) Auditing Partnerships. We also propose that 
the Internal Revenue Service be authorized to implement 
tax audits of partnerships and to determine tax issues 
at the partnership level rather than being forced to 
proceed against each partner individually.

p) Strengthening the Minimum Tax. Finally, the 
benefits available through excessive use of tax preferences 
will be restricted through a tightening of the minimum 
tax provision. in its current form, the minimum tax is 
imposed at a rate of 15 percent on the amount of 
certain tax preference items enjoyed by a taxpayer.
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However, the total amount of tax preferences can now be 

tax is applied.
We propose to eliminate the offset of one-half of 

regular tax liability so that the
—ck use

- on non-preferred income to avoid the 
minimum tax on excessive preference income. On the 
other hand those
tax°by the 71 0 0^preference offset,.and the minimum 
tax will not be applied to capital gain realised on the 
sale of a personal residence.

High-income
their taxes

other hand
income wi.--------- ---  -
tax by the $10,000 preference offset

Termination of Alternative Tax for Capital Gains

as the partial integration of corporate 
and drastic rate reductions for

included such matters nartial in 
and shareholder taxes 
investment income.

a-v.zo 4-av cv^tpm are both controversialThese aspects of the tax system are

de*a^ legis_ 
“his^hh^^^

We do propose in this tax package to eliminate what is 

-- in

the first $50,000 of capital gains.
The alternative tax cannot be said tobenefit.the 

middle-class investor. Its oeneiiys a filing apersons with taxable income exceeding (if^l-g^

than^one^percent of ill taxpayers. And for those families
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with taxable income ih excess of $200,000, the benefit is 
greatest of all. Those wealthy investors can use the 
alternative tax to exclude nearly 65 percent of $50,000 of 
capital gains each year from taxation; by contrast a 
family with income of $50,000 a year can exclude only one- 
half of capital gains, and most workers are taxed on every 
cent of their wages and salaries. J

This Committee has voted on prior occasions to ter- 
^na^e inequitable and complicating provision. I u 
the Committee to repeat such action this session.

Unemployment Compensation

We recommend that the current tax exemption for unem- 
?;™nt-C°mpevSati?n benefits phased out as an individual's 
income rises above $20,000 for single persons or $25,000 for 
married couples. Under the Administration's proposal, 50 
cents of unemployment compensation will be taxed for every

. °f,total income (including unemployment compensation) 
received in excess of these income ceilings.

Dollars received as unemployment benefits are just as 
valuable as dollars received in any other form. Therefore 
a continued exemption at middle and high-income levels 
violates the tax policy principle that persons should be ■ 
taxed in accordance with ability to pay. In the 1976 Act 
Congress repealed the sick pay exclusion for workers at 
higher income levels on the grounds that sick pay is a 
su stitute for wages and should generally be taxed in the 
same manner. This rationale should now be extended to' 
unemployment compensation.

Reforming the tax treatment of unemployment benefits is 
especially important in view of the serious abuses that can 
be caused by the preference. In many cases, the unemploy­
ment compensation system serves not to relieve hardship but 
to discourage work for taxable income. For example, an 
individual can receive a substantial income every year 
+-v-j_i___  . ■ _ __ iom his 9-month job,
take a winter vacation and collect untaxed unemployment 
benefits. There is no reason we should continue to permit 
such persons to "beat the system" at the expense of their 
neighbors who work throughout the year for taxable wages.
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Fringe Benefits Unavailable to Rank-and-File Workers

The major tenet of tax equity—that tax liability be

that he uses to provide benefits for his family should 
ordinarily be taxed more heavily than the employee w 
receives Lose benefits directly from his employer.

not

Yet the tax laws now contain numerous exceptions

certain pension plans, group life insurance plans, and 
employee death benefits.

for

the

“e^ri^ S& “^d oSy « a means of 

Mig retire-

ment, or death. We should move closer to fulfilli g 
objective.

Accordingly, the President recommends the following 
proposals:

(1) Medical, Disability, and Group Life Insurance 
Plans The full tax exemption for employer-established 

^icahilitv and group life insurance plans 
will be'denied it those plans discriminate in favor of

F — -°£
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r> . integration of Social Security and Privat-a Pension BemTFits. Although thero , /"g

crimination requirement for qualified retirement nlanc

baSe
o2IJt®d1?°C^al s«c»bity financing legislation, it is 
this ques?ionPintnt Co?^e*s act no. to address 
It is unfai? , °?e? bY ! 1974 ERISA legislation.
n~ncf , to grant tax preferences for private 
pension plans that exclude all low and middle-income 
bePenacted soetha?Tend 2 nS“ inte3ration formula 

K Jh ° <3uallfied pension plan can 
provide benefits beyond social security for hiahlv 
stantialgo employees unl*ss all workers recei?e sub- 
tantial coverage under the plan.

(3) gmployee Death Benefits.ueatn Benefits. We propose the repeal of the current exclusion for the first $5 000 nf 
payments made by an employer on account o X e S of 
an employee. These death benefits typically reprjgn? 
deferred wages that would have been paid to a hiah- 
erential^a^r' Sh°Uld nOt be ^ven Ref­
erential tax treatment.

^nsSmpSon °nd E*F^dlturns for Personal

, , -F°^ manY avera9e taxpayers, the inequity of current bay 
law is demonstrated most vividly by the treatment of pJLS 

gat *re claimed business deductiogf 
aeauctioiiity of entertainment expenses is a a.th^ga aPProximately $2.2 billion a year are^oft tJ

fXs^ JreaSUry the deductibility o? expend^ 
club <5ueg\lchtgCRn?iJR?g^gfi?^^
and business meals. HoweJer, Xe'recapture of a laf' 

°SS 1S nOt the °nly consequence of reforms the 
he^^n^ra^

ors: personai —option
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Some persons have become accustomed to living lux 
uriously on tax-deductible dollars. One individual dented 
338 business lunches in one year, skipping Thanksgiving y 
but not the Friday, Saturday, or Sunday of Thanksgiving 
weekend. A surgeon deducted $14,000 a year for maintain g 
a yacht where he allegedly "talked shop" with other doctors. 
And, another wealthy professional claimed a Ruction o 
$17,000 for the cost of entertaining associates at his home, 
at a country club, at sporting events, at restaurants, and 
at a rental cottage.

Yet in spite of the disturbing impact on average 
Americans of such tax-deductible extravagance, some Pisons 
would have us believe there is really no tax preference 
involved--that reform in this area represents an anti­
business attitude without a sound basis in . f
These persons argue that business bears part of the cost or 
deductible entertainment expenditures and that business can, 
and should, determine which expenditures are nonproductive. 
Under this line of reasoning, entertainment expenses are 
viewed as being analogous to business expenditures for 
advertising or research, and any attempt to limit deduc 
tibility is seen as an interference with business decision­
making.

This argument is dead wrong. Entertainment expendi­
tures, unlike expenditures for advertising and research, 
confer untaxed personal benefits to the participants. 
Preparing or reading an advertisement is not comparable to 
dining at an elegant restaurant, sailing on a yacht, or 
attending a Sunday football game. E?terta^^e^r^n^r 
closely analogous to wages; they both provide persona Senlf& « employees, however, the tax 
a portion of wages before they can be spent for personal 
consumption while entertainment benefits are now receive 
tax-free by employees.

Ideally, the preference for business meals and other 
entertainment expenditures would be eliminated by taxing the 
participants, but such an approach would obviously be very 
complex and disruptive. What we propose in^ead is to deny 
a deduction for entertainment expenditures to the exten 
they provide the participants with untaxed personal benefits. 
This is the approach Congress used in 1962 when business 
deductions for gifts were limited.
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The President's recommendations are based on sound 
theories of tax law and public finance. Economists tell us 
that an employer's entertainment expenditures are wage 
substitutes. Tax lawyers tell us that the law should deny 
the employer a deduction where compensation, in whatever 
form, is untaxed to the employee. Internal Revenue Service 
agents describe problems in trying to enforce a law that 
often becomes a test for a taxpayer's imagination and 
ingenuity. And, as the Secretary of the Treasury, I am 
concerned about the loss of billions of dollars in Federal 
revenue.

However, this issue will not be decided on such academic 
grounds. Nor should it. The general public realizes there 
is something wrong here. For example, Mr. Fisher has sent 
me the results of a poll which canvassed 22,000 of his 
constituents. This question was posed: "Would you favor or 
oppose elimination of business expense deductions for items 
such as lunches, club and other membership fees, and the 
first class portion of air fares?" Over 72 percent said 
they would favor elimination of the deduction.

^Public irr;*-tation will become increasingly evident as 
the expense account" issue is debated in Congress. I doubt 
that Congress would appropriate direct Federal expenditures 
to subsidize elegant restaurants and the affluent individuals 
who dine there. There is no reason to permit these govern­
mental subsidies to be provided indirectly through the tax

The President's proposals address this public concern. 
Let me describe them briefly.

,Tickets and Certain Other Entertainment Expenses. 
No deduction will be permitted for purchases of tickets 
to such events as theater performances and athletic 
contests. A deduction will also be denied for the 
expenses of maintaining facilities such as yachts, 
hunting lodges, and swimming pools, and for fees paid 
to social, athletic, or sporting clubs.

(2) Meals. Fifty percent of currently deductible 
business entertainment expenses for food and beverages 
will remain deductible, and 50 percent will be dis­
allowed. A substantial portion of business meal 
expenses represents the cost of personal consumption 
that must be incurred regardless of the business con­
nection. The 50 percent disallowance represents an 
approach that approximates the actual personal benefit 
involved and provides a reasonable, simple answer to 
the problem.
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(3) Foreign Conventions. There will be a modi 
fication of the ruHs in th”1976 Act relating to the 
deductibility of foreign convention expenses. Current 
law now effectively permits taxpayers to deduct the 
expenses for two foreign vacations a year--as long as 
those vacations are packaged with the label of a con­
vention." We recommend that the two-convention rule be 
stricken. In its place will be a rule that denies 
deductibility for foreign convention expenses unless 
factors such as the purpose and membership of the 
sponsor make it reasonable to hold the convention 
outside the United States and possessions. This _ 
proposal will eliminate abuses while easing restric­
tions on conventions held in foreign countries for 
legitimate business reasons.

1976 Act denied a 
foreign conven-

(4) First Class Air Fare. The 
deduction for first class flights to _
tions. The President recommends that this rule oe 
extended to tickets for domestic business travel. 
Although business travel constitutes a legitimate cost 
of producing income, the business purpose is served by 
purchasing a ticket at coach fare. pri™te extravagence 
should not be publicly supported through the deductrbil y
of first class air fare.

MUNICIPAL FINANCING

Interest on debt obligations issued by State and local 
Governments is exempt from Federal income tax. There is 
also a current tax exemption for certain "industrial eve op 
ment bonds" that are issued by State and local ^ernmen 
for the benefit of private borrowers. In order to qualify 
for tax-exempt status, industrial development bonds must e 
issued to provide financing for certain facilities such as 
pollution control equipment, sports arenas and convention 
halls, airports, industrial parks, and the facilities (such 
as hospitals) of private, nonprofit organizations. There 
also a "small issue" exemption for certain industrial 
development bonds where the amount of the bonds sold does 
not exceed $1 million or the total capital expenses of the 
facility being financed do not exceed $5 million.

This current structure for State and local bonds 
creates two problems. First, the present system is a very 
inefficient means of providing a Federal 
and local governments; less than three fourt 
revenue loss to the Federal Treasury actually accrues to
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Second30^^031 g°YerniPents through lower borrowing costs

mending meas^“ha^n'ad^ j££«-

mad£"available t^State^d^"1017! efficient subsid^will^f
thetS X? a9*-™ Srcan 

Sill be^mpro?^ Yer^^ equity °f the tax ^stem 

State and local governments °f

Taxable Bond Option

State and local governments will be aiven ^ho 
continuing to issue tay-OVom^*- j given the option ofHBS test 

For bonds issued in 1979 and 1980°C?h govern™ents to decide, 
to 35 percent of tSe inteSst cos^s Ji^^ egual
rising to 40 percent for bonds issued after mJ* Y level 

elind^UorSX1 iaxXmptU?d„o? ”e * Step toward 

more Federal control over state and loon”°Tsm?nt to e*ert 
re^na^^  ̂ L

State and Prove to be an enormous benefit for



25

25

Termination of Exemption for Pollution Control Bonds,_ 
Bonds for the Development of Industrial Parks, and 
Private Hospital Bonds

There will no longer be an exemption for interest on 
industrial development bonds for pollution control or or 
the development of industrial parks. The exemption will 
also be removed for bonds issued to finance construction of 
hospital facilities for private, nonprofit institutions 
unless there is a certification by the State that a new 
hospital is needed.

These activities are essentially for the benefit of 
private users. The tax exemption in such cases serves 
little or no governmental purpose, but increases t e PP y 
of bonds in the tax-exempt market. The cost of mumcipa 
financing is raised as a result.

Municipal financing is injured particularly by the 
abundance of pollution control bonds in the marketplace, 
will describe later our proposal to liberalize the invest 
ment tax credit for pollution control facilities so that 
Federal assistance in bringing existing Plants into compliance 
with environmental standards can be provided in a manner 
that is much more efficient and less disruptive of the tax 
exempt market.

Small Issue Exemption for Economically Distressed Areas

The existing "small issue" exemptions will be retained 
only for economically distressed areas; and, Wlth t°
those areas, the $5 million exemption will be raised to $10 
million.

Option for Certain Industrial Development Bonds

Industrial development bonds that continue to enjoy 
tax-exempt status will be eligible for the taxable bond 
option with the same interest subsidy applicable to genera 
obligation bonds of State and local governments.

REDUCTION AND REFORM OF BUSINESS TAXATION TO ENCOURAGE
EFFICIENCY AND PRODUCTIVITY

The business portion of the tax Pegram is designed 
to encourage the productive investments needed to satisfy 
consumer demand, ?o create permanent jobs and to move toward 

pal_pr Drice stability. The President has recommended 
gross business tax reductions of $8.3 billion in 19 9 m a
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form that will provide efficient incentives for investment 
m productive facilities and will apply equitablv to a wide

b“lnerfS- every be^gt-
b small and large firms. Tied integrally with these 

gross cuts are business tax reforms that will eliminate tax 
As^ir^thp63 that b$ve proved to be wasteful and inequitable 
As in the case of individual tax reductions, the business 
cuts have been combined with reforms in order to ensure that 
F^eral tax revenues are focused where relief is needed- 
both to make the tax system more equitable ana to provide 
the maximum benefit to our economy? provide

I. BUSINESS TAX REDUCTIONS

essentia^^^ S-f°r business investment are
Tn f u maintain a strong economic recovery

n recent years, the growth of our productive capital stock 
as not kept pace with the expansion of the economy or of 

C!PaCit^ growth in manufacturing has 
period to °£ ab°Ut 4’5 P^ent d“ir'9 the
£ , 1948 to 1969, to 3.5 percent from 1969 to 1973, and

Per^nt/rom ^73 to 1976. Real business ?ixed invest­
ment m the fourth quarter of 1977 was still 3 percent below 
its previous peak reached in the first quarter of 1974.

?he fortion °f °ur gross national product devoted to 
investment must be increased in the years ahead. As we look 
privateneedS °f the econ°my' we must depend upon 

busin®sses to provide permanent jobs for a growing 
Plan and^rov mee4ng the ^oals °f °ur national energy

Pfovidin9 a cleaner environment and safer work-5 
p aces. Vigorous business investment will also prevent 

ottlenecks and price pressures that might other­
wise occur as consumer demand increases.

The real income of workers can grow steadily over the 
only if businesses increase productivity with invest- 

ments in new machinery and more efficient plants. By 
expansion ^rA^ — ' Permanent tax incentives for business 
crea^'afL^ tax Pro9ram will help to
create an atmosphere that is conducive to a continued 
economic recovery led by the private sector. °ntlnUed
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Corporate Rate Cut

The President recommends a sizable rate cut for both 
small’ and Large corporations 18
the corporate tax rate wxllobefreduced22Ppercent to 
percent on the f from 48 percent to 4520 percent on the next $25,000, and trom P^ rate will 
percent on inco*e 'to°44 percent, on January 1,
be reduced an additional p , £ corporate taxes by
1980. These rate reductions will reduce coxpu 
$6 billion in 1979 and by $8.5 billion in 1980.

The corporate rate cut will provide an impetus to

for "X with“100.000 of taxable income »,500 more 

^“n^oSo in 1980 to provide internal fin™ fo^ 

• Th 3 n c i n 3 tc d 3fter-tax profits on investmentand :mCXU encourage businesses to increase 
capital spending. This.ancreased aftertax retu^^.^ by 
“3™~rpno™nto:^ to public investors.

Liberalization of the Investment Tax Credit

Needed business investments will also ^encouraged by 
improvements in the investment tax credit. The Presiden 
recommends that^the^credit *eb^aJe*V*cope of investments. 
S Edition, the present 10 percent that
permanent—rather than rever i 9__P businesses can 
iS "O:hriaewithdgr-X?1Y=erSnt.rel tax benefits that 

be associated with projected capital expendituplan 
will

In addition to proposing that the 10 P^cen^credit be 
permanent, the President recommends the followingmade •, ---- . .. .

extensions of the investment credit.
(1) Application to Industrial Structure^. The

^rg^a^ M£^nt P^e- ^t^xisted 

TiS,tinves^t''“ l^apment was lagging ^hlnd^tta*^ 

investment m nonresidential structures. 'xv-xinvescment xy denreciation allowances that
even S^oSle^ those available today.
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We are now confronted with a different set of 
circumstances. In contrast to the investment patterns 
m the early 1960's, a particularly weak aspect of the 
current economic recovery is the low rate of business 
investment in long-lived structures; investment in 
structures reached its peak almost 4 years ago and is 
now 11 percent below that level. The tax preference 
tor depreciation of structures has been reduced through 
the operation of the "recapture" rules and the minimum

VleW °f these developments, it is important 
that the investment credit be changed to remedy the 
existing tax bias against structures and to encourage 
balanced industrial expansion.

, 4.u reconunend that the investment credit be available 
both for the construction of new utility and industrial 

and the rehabilitation of existing structures 
the ProPosal will have no anti-urban bias.

Eligibility for the credit will provide five times more 
tax savings for investments in structures than does 
the current provision for accelerated depreciation. By 
combining our investment credit proposal with the 
repeal of accelerated depreciation for structures, we 
will provide a tax incentive that is stronger, more 
efficient, and much simpler.

The President recommends that this provision apply 
to construction costs incurred after December 31, 1977 
In the case of new structures, there will be an additional 
requirement that the facility be placed in service 
after that date.

(2) Application to Pollution Control Facilities. 
ur r®nt» only one-half of the full investment credit 

can be claimed by a taxpayer who elects special 5-year 
amortization for pollution control equipment installed 
m pre-1976 plants. This restriction should be removed.

We propose that pollution control equipment placed 
m service after December 31, 1977 be allowed to 
qualify for the full 10 percent credit even if rapid 
amortization is claimed under the provisions of existing 
law. As in the case of industrial structures, our 
recommendation will provide tax relief in a form that 
is more efficient and straight-forward than current 
government tax subsidies; this proposal will permit the 
tax exemption to be removed for pollution control bonds 
without increasing the costs of compliance with environ­
mental standards.
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increase in Tax Liability Ceiling, The

^T^e^oST

claimed during any taxa y 1£ bility £n excess of 
$25,000 plus 50 percent of tax liability le £ot a
that amount (with excess or oarryfo?wardn The 
3-year carryback and a 7 yea iiabnity ceiling.be
President recommends that liability, with no firm
^i^aSe’to^e investment credits to eliminate its 

entire tax liability.
Revision and Simplification of Under the
' Asset Depreciation Range (ADR) Systejn

The asset depreciation -nge^ (ADR) ^ystem provides 
substantial tax benefits certain complexities in
depreciation allowances. < businesses from electingthe ADR regulations discourage most businesses ses
ADR and impose administrative burdens on tro 
that do use ADR.

The President proposes that legislation be enacted 
expressly to permit the Treasury Department 
Nations that will simplify the ADR system, 
ihe Syndications will be the termnation 
reporting requirement.

to issue regu-
Included among 
of the annual

Proposals Focused on Small Business
The President's tax cut proposals ^^ual

ficant relief for snail earnings of
and corporate tax rates wi cte<J £n the £orm o£ a sole 
small businesses whether corporation. For
proprietorship, a partnership, profits of $50,000 will 
example, a small corporation with prof xWOenJ . 1979
experience a tax reduction o rnrDorate rate cut have been 
because 2 points of the 4 point P effective as oftargeted to small businesses and made fully effe

To expand1theirCfacilities and compete 

more effectively.
cnnor-al tax reduction recommenda- 

In addition to these genera „nntains three proposals tions, the Administration's programj^tains.th^^^ P^ 
designed specifically “ al certain small corporations as 

^1^“.^^ and liberalised. Second, a

22-302 0 -78-3

ceiling.be
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to

11' C“E™LTASn TAX PREF“ENCES THAT ARE
WAblt,tUL AND UNFAIR

billing b£siness incentives I have discussed total $8.3

^^b'' pr°jected government spending for ^is^ryea^ig 79~ 
that Federal^dollars^be^^^^°+- through a Pr°cess that demands 

ar federal dollars be spent most productively and efficiently.

On the other side of the Federal ledger, 
tax program reflects the same 
allocation of resources.

the President's
concern for an efficient- 

allocation of resources. The S8.3 billion of increased incentives is desirable only in combination with reforms 
that eliminate inequitable and inefficient business SF 
preferences that contribute little to our efforts tonstein 
mSFnot ?f°Wth *"d American workers, wj
the same swuU^tFF''’1 bU?etin? Process half completed;

K scrutiny that is used in allocating Federal outlavs 
st be used m examining tax expenditures.

Tax Treatment of Financial Institutions

U9ht' itL is imperative that the tax

special bad debt deductions that do ™t ref“^actiF 
experience. Credit unions are provided an SrJFer 
p erence; they are completely exempted from taxation.

preferred tax status of financial institutions is 
* d lar?ely on outmoded concepts regarding the nature of 

these businesses. Commercial banks, mutualising! banks



31

31

and savings and loan associations were permitted to deduct 
artificially inflated reserves for bad debts supposedly t 
protect the banking system from catastrophic losses t at^ 
were prevalent decades ago. However, since the 19 ,
Federal government has acted to protect commercial banks and 
thrift institutions and their depositors from financial 
crises. These protections include deposit insurance, regulatory rest?ictions on bank practices, and the availabili y 
of9the Federal Reserve discount window. Also, financial 
institutions are eligible for special 10-year ««yback and 
5-year carryforward provisions so that large losses in any 
one year can be used to reduce taxable income over a broad 
span of years. The excess bad debt deductions serious y 
distort the measurement of a financial institution s in , 
and that distortion cannot be rationalized on the grounds 
that the preference is needed to protect the banking system.

Likewise, the exemption for credit unions is an ana- 
chronism. Credit unions were exempted from taxation^ the 
davs when these institutions were small entities with close 
bonds among the members and few powers to Provide extensiv 
financial services. Today, many have expanded to a point where thiy «e “nationally identical to and compete directly 
with savings and loan associations and commercial banks.

The Administration recommends changes that will recog­
nize the contemporary practices of financial 
and will bring the tax treatment of commercial banks, 
savings and Ioan associations and credit unions more in line 
with the taxation of other businesses.

(1) commercial Banks. Commercial banks may now 
claim bad debt deductions that greatly hi
anMial losses. Under legislation enacted in 1969, tnis 
special bad debt deduction is scheduled for elimination 
after 1987. The Administration proposes that the 
effective date for repeal be accelerated so that 
beginning in 1979 banks, like other businesses, will 
base their bad debt reserves on their own experience in 
the current and 5 preceding years.

(2) Mutual Savings Banks and Savings and L^gn 
Associations7 Mutual savings banks and savings and 
toan associations are generally entitled to deduct 40 
percent of their net income (this percentage is schedule 

apply in 1979) as a bad debt reserve. The tax 
program will reduce the percentage to 30 percent over a 
5-year period.
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unions x Credit Unions. We recommend that credit 
unions be made taxable on the same basis as S?ual 
tbZ«n9h bank® and savings and loan associations with 
period 96 lmP°Sed 9raduallY over a 5-year phase-in

Domestic International Sales Corporation (DISC)

and 
to

created subsidiary usuallv^^^r^ * ^°mpany's specially 
domestic international sales c^ora?!??^^?"' A??”? — ? 

r^0"5 between1the parent comp^ 
P!nT? favorable allocation of export prof??s 

income ?! ?rhalf °f el^bl?

export-related assets. 9 GSe proflts are invested in

to

When DISC was enacted, Congress wiselv 
provision for an annual study by the T?e?sirJ n^n f * a- 

The most recent Treasury s^dy iX^e^ttat^ZS?* 
contributed only $1 to $3 billion n c th b DISC may have 
an increase of less £>^3 ^ro2nt 1974-
tax revenue cost of $1.2 billion Tn t-h a?" exports at a 
impo?tsn?K?S?t??£^ probably off?et°£y ^ing^” 

exchange rate system. DISC^s™^^^ 
?a?taaomar91n- and d°eS nothing for, and may even^ilad- 

lmP^b sensitive industries. L?ep?nden?
ou? balance^l^paymentsf0 hSVe had ~ lasting effect on

If government support is to Bp c

cS^t naed ?°r Sis -stance By
whether thoro i X benefits are claimed without regard to

! • h e 1S any need for them or whether anv real 
export improvement occurs through them” Y
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Congress recognized the -^mature 0^180
19 76 when the Tax Reform Act * ^8 over $1
However, DISC continues C°J one-half of DISC benefits

Sl?  ̂ thS program

more cost-effective.

We recommend the e^manaUOg9gn ^nd^ll DISC benefits 
and later £Xs . ^However our

— in 
export-related assets.

Foreign Tax Deferral
Domestic corporations ^^^^^^iy^^ersels^ suc^F 

from operations that they cRowever domestic corporations 
through a foreign bra^ch* Qn the earnings of their foreign 
can avoid paying a U.S. earnings remain overseas. The
subsidiaries as long as nn+-i i dividends are paid by a
U.S. tax is usually deferre then u>s. tax liability
subsidiary to its d°™jstic P foreign income taxes paid on. 
is offset by a tax credit President recommends that this 
those remitted earnings. The President r iod. At

SS? *’o;

The fundamental P-^lem with U ^n^upon
makes the tax consequences of foreign^ substance. 
the form of an investment, rat causes the taxation
Deferral is an artificial concep . foreign corporate
of U.S. taxpayers to SS foreign
charter has been placed as Congress revised theincome and the U.S. ‘^payer 1^1969,°Co^ * commonly
corporate surtax exemption p taxed at the same rate,
owned business enterprise would be taxed a harter or 
whether it operated under a sxngle^orpora^ business 
under multiple charters charters, we propose that
reason for the use ofmultip prevent the interposition
Congress act in a feting the level of
of foreign corporate charters rrom 
U.S. taxation.
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terml^1^?^?1* th“ «>e

to 

market forces rat^S^^^"^'^^

substantial dema^^S lnCOmeS' a"d 3

with SeJTToS0^^/3" ‘a^^ in combination 
incentive for n q f provide an artificial tax

tt:1 may 

there is no reason to favor aCd\ BU^ in such instances, 
My WOrk tO ^tri^r:?

==continue this preferencp *Tho x iS n° sound reason to 
recommended by the President will ^fcfntlal business incentives 
multinationals have ample afteJ Lv !nSUre that U-S* 
the productive investments necessarv^^11^16 tO make 
in world markets. Terminating n competitivesmall offset to the gains S2? bn! 1 repfesents only a 
through other orov?Jbusinesses will realize 
tion has proposed a program oA^ packa9e- The Administra- 
generous ! Program of business taxation that is
structure of international ?°t.depend uPon the formalistic 

international business operations.

^MO^sSeS01*5 PR°P°SED T0 ““UCE COSTS FOR CONSUMERS

Repeal of Excise Tax on Telephone Services

telephone^services ir^Tb^'V'V' amOunts paid £or
percentage point a year, with luTlXe^rs^.^?.^ Sf 1
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-r 1 1982 The Administration's program will com
January 1, 1982. me n„+.nhAr 1 1978 . This action
pletely repeal this tax as of October!, 
will reduce the cost of living directly.
consumer prices indirectly through a reduction of 
business cost associated with telephone services.

also lower 
the

Federal Unemployment Insurance Tax
unemploy- 
pmployers.We also recommend a reduction in the Federal 

ment insurance tax to reduce the P^^^ts of* rate rose 
on January 1 1977 the ^e^TL em^r ■ s taxable
wage bkse^ This tax increase was instituted in order to 
replenish general revenue £"Xd luring reSnt periods of

Spendingathafnstudy?

CONCLUSION
The President's recommendations would effect important 

changes in our Nation's tax lawsThese prop© reductions

2 =—SS “ -
encourage investment in new facilities.

Tax reforms, designed to promote equity and 
eatio^Xar: careklly integrated with the

the cuts substantially or face a g . vear 197g
v?ar 1979 that expands well beyond the fl y 
figure; neither of these alternatives is acceptable.

Moreover, the tax reforms enable us^o^arge^the^e^ 
tax relief where it is nee e mo • burdened by current 

unwarranted tax cut
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^i, f^

The American people deserve prompt 

and reduction program, and we must

assisted greatly bv thIel°Pin? Packa9e have been 

members " ha-

even more important in t-ho , i. ahlonship will become 

the Administration work together tQ6^ thiS Coromittee and 
The Ameri^n I together to fashion tax legislation.

enactment of a tax reform 

meet that challenge.

Table 1

1978

Combined Income Tax and FICA Tax Burdens 

Four Person, One-earner Families

Wage --- £13

income* Inco“® 

_________1 tax V 

(_____________ .

asent Law

: FICA

: tax 2/

Tax 

s Total 

: tax

1 1978 

: Income 

: tax A/

Proposed 

S FICA, 
: tax 2^

Tax ;

: Total :

J___ tax :

______ Change in Tax______ “

Income s FICA : Total " 

tax : tax •

5,000 -300 292 -8

• •••• dollars ....

-300 303
3 0 11

....... )

11
10,000 446 585 1,031 192 605 797 -254 20 -234
15,000 1,330 877 2,207 1,166 908 2,074 -164 31 -133
20,000 2,180 965 3,145 2,042 1,071 3,113 -138 ‘ 106

-32
25,000 3,150 965 4,115 3,025 1,071 4,096 -125 106 -19
30,000 4,232 965 . 5,197 4,150 1,071 5,221 -82 106 24
40,000 6,848 965 7,813 6,748 1,071 7,819 -100 106 6
50,000 9,950 965 10,915 9,855 1,071 10,926 -95 106 11

100,000 28,880
965 29,845 28,640 1,071 29,711 -240 106 -134

uecieiary or 

Office of Tax Analysis
the Treasury

January 20, 1978

1/

2/

3/

Assumes deductible expenses equal to 23 percent of income.

Calculated under prior law rate for 1077 t* os 
b“' tn 1977 <S1S,SOO), ■”d P'“’r

X“ ““ “d b-„d
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Table 2

1979

Combined Income Tax and FICA Tax Burdena 

Four Person, One-earner Families

Office of Tax Analysis

Wage . 

income *

Pre:

Income : 

tax 1/ :

sent Law 

FICA 
tax 11

Tax______

; Total : 

: tax :

1979 

Income : 
tax 3/ ;

Proposed

FICA : 

tax :

Tax j

Total : 

tax :

Ch 

Income 

tax

ange in Tax 

: FICA : 

: tax :

Total 

tax 
1

5,000 -300 292 -8 -300

irs .....

306 6 0 14 14

10,000 446 585 1,031 134 613 747 -312 28 -284

15,000 1,330 877 2,207 1,072 919 1,991 -258 42 -216

20,000 2,180 965 3,145 1,910 1,226 3,136 -270 261 -9

25,000
3,150 ’ 965 4,115 2,830 1,404 4,234 -320 439 119

30,000 4,232 965 5,197 3,910 1,404 5,314 -322 439 117

40,000 6,848 965 7,813 6,630 1,404 8,034 -218 439 221

50,000 9,950 965 10,915 9,870 1,404 11,274 -80 439 359

100,000 28,880 965 29,845 29,470 1,404 30,874 590 439 1,029

1978

Office 'of the Secretary
of the Treasury

1/

U

3/

4/

Assumes deductible expenses

Calculated under prior 

base for 1977 ($16,500)

equal to 23 percent of income under present law

law rate for 1977 (5.85 percent) and prior law 

, employees' share only.

i nercent of income under proposal.
Assumes deductible expenses equal to 20 percent or

j v-c For 1979 (6.13 percent and $22,900)
Calculated under present law rate and base for 1979 (6.U P 

employees' share only.
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Table 3 

1978

Combined Income Tax and FICA Tax Burdens 

Four Person, Two-earner Families 1/

Office of Tax Analysis January 23, 1978

Wage 

Income, 

(.....

Pre 

Income 

tax A/

sent Law 

FICA 

tax

Tax

: Total

: tax

1978 

: Income 

: tax 2/

Proposed Tax 

FJCA. : Total
_______Change in Tax_________  

Income : FICA : Total

5,000 -300 292 -8

...... dol.

-300

Lars .....

303 3 0

tax

11

tax 

......... )

11
10,000 446 585 1,031 192 605 797 -254 20 -234
15,000 1,330 877 2,207 1,166 908 2,074 -164 31 -133
20,000 2,180 1,170 3,350 2,042 1,210 3,252 -138 40 -98
25,000 3,150 1,463 4,613 3,025 1,513 4,538 -125 50 -75
30,000 4,232 1,755 5,987 4,150 1,815 5,965 -82 60 -22
40,000 6,848 1,931 8,779 6,748 2,142 8,890 -100 211 111
50,000 9,950 1,931 11,881 9,855 2,142 11,997 -95 211 116

100,000

Office of

28,880

the Seer

1,931

etary of

30,811

the Trpa

28,640 2,142 30,782 -240 211 -29

1/

2/

3/

Assumes

Assumes

that each spouse earns 50 percent of total family income, 

deductible expenses equal to 23 percent of income.

4/

Calculated under prior law rate for 1977 (5 ns
base for 1977 ($16,500), employees' share^y. ° Prl°r

Calculated under present law rate and base for 1978 (f. ns 
employees' share only. IOr (6.05 percent

law

and $17,700),
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Table 4 

1979

Combined Income Tax and FICA Tax Burdens 

Four Person, Two-earner Families 1/

Wage *• 

Income’

Present Law Tax__ s 

Income : FICA : Total i 

tax 1J : tax 2/ : tax j

1979 Proposed Tax 

Income : FICA : Total : 

tax y : tax y : tax 

,... dollars

Change in Tax_______

Income : FICA : Total 

tax ; tax : tax__

5,000 -300

10,000 446

15,000 1,330

20,000 2,180

25,000 3,150

30,000 4,232

40,000 6,848

50,000 9,950

100,000 28,880

292 -8

585 1,031

877 2,207

1,170 3,350

1,463 4,613

1,755 5,987

1,931 8,779

1,931 11,881

1,931 30,811

-300 306

134 613

1,072 919

1,910 1,226

2,830 1,533

3,910 1,839

6,630 2,452

9,870 2,808

29,470 2,808

6 0

747 -312

1,991 -258

3,136 -270

4,363 -320

5,749 -322

9,082 -218

12,678 -80

32,278 590

Office of the Secretary of the Treasury 

Office of Tax Analysis

14 14

28 -284

42 -216

56 -214

70 -250

84 -238

521 303

877 797

877 1,467

January 23, 1978

1/ Assumes that each spouse earns 50 percent of total family income.

2/ Assumes deductible expenses equal to 23 percent of income under present law.

3/ Calculated under prior law rate for 1977 (5.85 percent) and prior law

“ base for 1977 ($16,500), employees share only.

4/ Assumes deductible expenses equal to 20 percent of Income under proposal.

5/ Calculated under present law rate and base for 1979 (6.13 percent and $22,900) 

employees' share only.
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Table 5

Individual Tax Rate Schedules For 

Joint Returns

: Present Law

Taxable Income

Bracket 1/

:Tax At 

:Low End 

:of Bracket

:Tax Rate :Tax At 

:on Income :Low End 

:In Bracket :of Bracl

:Tax Rate 

:on Income

0 - 500 0 147. 0 12Z
500 - 1,000 70 14 60 12

1,000 - 2,000 140 15 120 14
2,000 - 3,000 290 16 260 16
3,000 - 4,000 450 17 420 17

4,000 - 8,000 620 19 590 18
8,000 - 12,000 1,380 22 1,310 19
12,000 - 16,000 2,260 25 2,070 on
16,000 - 20,000 3,260 28 2*870

23
20,000 - 24,000 4,380 32 3,790 27

24,000 - 28,000 5,660 36 4,870 32
28,000 - 32,000 7,100 39 6*150

32,000 - 36,000 8,660 42 7,590 3Q
36,000 - 40,000

40,000 - 44,000
10,340

12,140

45

48

9,'150

10,830

42

44

44,000 - 48,000 14,060 50 12,590 48

48
51

48,000 - 52,000 16,060 50 14*510

52,000 - 54,000 18,060 53 16,430
54,000 - 62,000 19,120 53 17,450
62,000 - 64,000 23,360 53 21,530 51

64,000 - 76,000 24,420 55 22,550 54
76,000 - 88,000 31,020 58 29,030 57
88,000 - 90,000 37,980 60 35,870 57
90,000 -100,000 39,180 60 37,010 60
100,000 -110,000 45,180 62 43,010 60

110,000 -120,000 51,380 62 49,010 62
120,000 -130,000 57,580 64 55,210 62
130,000 -140,000 63,980 64 61,410 64
140,000 -150,000 70,380 66 67,810 64
150,000 -160,000 76,980 66 74,210 65

160,000 -175,000 83,580 68 80,710 65
175,000 -180,000 93,-780 68 90,460 66
180,000 -200,000 97,180 69 93,760 66
200,000 and over 110,980 70 106,960 68

uirice ot the Secretary of the 

Office of Tax Analysis
Treasury January 24, 1978

1/ The zero bracket is not shown in this table. To 

zero bracket, increase all taxable incomes shown include the 

by $3,200.
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Table 6

Individual Tax Rate Schedules For 

Single Returns

Office of the Secretary of the Treasury

■

Present Law : Tax Proposal

:Tax

Taxable Income :Ixw 

Bracket — :of

At :Tax Rate :

End :on Income :

Bracket :In Bracket:

Tax At 

Low End 

of Bracket

:Tax 

: on 

:In

Rate 

Income 

Bracket

0 - 500

500 - 1,000 

1,000 - 1,500 

1,500 - 2,000 

2,000 - 3,000

0

70 

145 

225 

310

14

15

16

17

19

0

60 

125 

200 

275

12

13

15

15

18

3,000 - 4,000 

4,000 - 6,000 

6,000 - 8,000 

8,000 -10,000

•10,000 -12,000

500

690 

1,110 

1,590 

2,090

19

21

24

25

27

455

645 

1,045 

1,445 

1,885

19

20

20

22

23

12,000 -14,000

14,000 -16,000

16,000 -18,000 

18,000 -20,000 

20,000 -22,000

2,630

3,210

3,830

4,510 

’ 5,230

29

31

34

36

38

2,345

2,845

3,345

3,925

4,505

25

25

29

29

33

22,000 -24,000

24,000 -26,000

26,000 -28,000

28,000 -32,000

32,000 -36,000

5,990

6,790

7,590

8,490

10,290

40

40

45

45

50

5,165

5,825

6,585

7,345

8,985

33

38

38

41

46

36,000 -38,000

38,000 -40,000

40,000 -44,000

44,000 -48,000

48,000 -50,000

12,290

13,290

14,390

16,590

18,990

50

55

55

60

60

10,825

11,825

12,825

14,865

17,145

50

50

51

57

58

50,000 -52,000 

52,000 -54,000 

54,000 -60,000 

60,000 -62,000 

62,000 -64,000

20,190

21,430

22,670

26,390

27,670

62

62

62

64

64

18,305

19,465

20,665

24,265

25,465

58

60

60

60

63

64,000 -70,000 

70,000 -76,000 

76,000 -80,000 

80,000 -88,000 

88,000 -90,000

28,950

32,790

36,750

39,390

44,830

64

66

66

68

68

26,725

30,505

34,285

36,925

42,205

63

63

66-

66

66

I

90,000 -100,000 

100,000 and over

46,190

53,090

69

70

43,525

50,225

67

68

January 21, 1978

l/^e^ero bracket is not shown in this the ZeT°

—' bracket, increase all taxable incomes shown by ?2,2VV.
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Table 8

The Effect of Tax Proposals on Calendar Year Tax Liability

Office of Tax Analysis

($ millions)

•

Full : 

year : 

1976 :
1978 • 1979 1980 ’ 1981 ' 1982 ; 1983

$240 credit and reduced tax
. -17 -6,067 - 23,538 - 26,583 - 30,272 -■34,732 -40,110

Itemized deduction changes:
582

1,672

862

2,477

983

2,824

1 121 1,277 1,456
Repeal gasoline tax deductions 

Repeal sales tax deductions ..
3,219 3,670 4,184

Repeal miscellaneous tax
569 649 739 843 961

Deduction for medical and

1,396 1 909 2,119 2,352 2,611 2,898
casualty expenses .........

Repeal political contributions
2 4 2 3 3

2

Repeal capital gains alternate
140 151 162 174 187

Individual real estate tax
320 61 181 296 407 514

212 207 204 204 214
Taxation of unemployment benefits 275

Tax interest element of annuity

Minimum tax change ............

• 320 

229

12

284

26 

306 

592

40

329 

1,080

57

353

1 666

80

380

2 218
Taxable bond option (individual) 255 197

Extend 10 percent investment tax 

credit to structures (indiv.). -36 -47 -54 -65 -73 -79 -86

Limit individual tax credits to

90 percent of tax before

38 52 58 64 71 79

Tax qualified retirement plans

30

180

33 33 34
and employee death benefits .. 

Corporate real estate shelters .
40

40

118 194

10

265

5

335 

7
Corporate family farm accounting 30

Bad debt reserves: 

Coninercial banks .......... 196 227 232 232 23 --

Mutual savings banks and
82

82

1,125

85 145 221 316
savings and loans .........

22 50 83 123 171
Credit unions ...............

Entertainment expenses ........
1,476 1,633 1,771 1,932 2,107

-150
Taxable bond option (corporations) -24

Phase-out DISC over 3 years .... 852 193

-15

664

-47 

1,228 1,513 1,613 1,751

Phase-out deferral of tax on 

foreign source income... ..

Corporate tax rate reduction ...

523

-5,718 -1,349

88

-5,965

280

-8,516

768

-9,228

830

-10,010

897 

-10,764 

6
At risk limitation (corporations) 10 14 10

Increase investment tax credit 

limit to 90 percent .......-71 -882 -576 -114 -194 -205

Extend 10 percent investment tax

credit to structures 

(corporations) .............. -1,055 -1,100 -1,389 -1,649 -1,869 -2,074 -2,268

Nondiscrimination rule for

health and group term life

29 32 33 34 35 36

Full investment tax credit for
-107

pollution abatement facilities ___=90 -142 ___=93 -127 -115

Total individual ......... -11,725 -6,114 -16,783 -18,516 -20,704 -23,442 -26,988

-7,905

-34,893
Total corporate ..........

Subtotal tax reform ....

-3,849

-15,574

-2,398

-8,512

-5,704

-22,487

-7,201

-25,717

-6,659

-27,363

-7,454

-30,896

Repeal telephone excise tax — -355 -1,200 -900 -500 — —

Reduce unemployment payroll 

tax rate .............— — -850 -900 -950 -1,000 -1,050

Total ................ -15,574 -87867 -24,537 -27,517 -28,813 -31,896 -35,943

Office of the Secretary of the Treasury
Januairy 21, 1978
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The Effect of T„ Reform Proposals on Fiscal Year. Receipt.

Table 9

"-------- - ($ mill 

_ , ,------- : Full
Provisions . year

--------------- -  --------- : 1976 

$240 credit and reduced tax rates ------ -17 305

ions)

1979

-22,544

J 1980

Fiscal

J 1981

Year

: 1982 : 1983

Itemized deduction changes: -25,669 -29,166 -33,394 -38,497
Repeal gasoline tax deductions .. sr.

603

1,734

398

947Repeal sales tax deductions .. , 1,080 1,230 1,402
Repeal miscellaneous tax deductions .. '334

Deduction for medical and casualty 

expenses ............. 7

2,720

625

3,100

712

3,535

812

4,'030

926

Repeal political contributions ’

deduction ...

1,336 2,056 2,282 2,533 2,812

8ain" *lte"»te tax.... U3
Taxa^ “ Zeal eState taX shelters .... 320

axation of unemployment benefits .. 27s

Extend^' °f annult* -tracts 320

Extend 10 percent Investment tax credit

1

9

151

3 

140 

93 

208

12

3 

151 

228 

205

26

3 

162 

361 

204

40

3 

174 

448 

211

57
to structures (Individual) . . 

Minimum tax changes . -55 -61 -72 -81 -82

353

1,873

Taxable bond option (individual) 1/ 

Limit individual tax credits to 30

284

301
306

783
329

1,381
90 percent of tax before credits ™

lax qualified retirement plans and 7 58 64 71 74
employee death benefits ..

Corporate real estate shelters . "" ion 5 34 35 35 33
accounting .... '

Bad debt reserves: 30

18

18
75

33

152

18

226

8
296

Conmercial banks .....

102Mutual savings banks and savings and 

loans ....

229 232 138 13

Credit unions ....... ” " 17 59 112 179 264

145 

2,011

-130 

1,675

Entertainment expenses . 10 35 65 101
Taxable oona option (corporations) 1/'" .24

Phase out DISC over 3 years ......J . “

664

-7

249

1,547

-29

1,695 

-61

1,843 

-94
Elimination ot deferral of tax on 807 1,551 1,771

foreign source income ..

40

,953 -1

Corporate tax rate reduction......... .5 174 500 796 860
At risk limitation ..... ' -J ,078 -8,827 -9,570 - 10,339

5
I“crease investment tax credit limit 2 14 10 8

to 90 percent .

-397Extend 10 percent investment tax credit’ -744 -368 -150 -199
to structures (corporations) .... -1 OSS 1

Nondiscrimination rule for health and ’ 5 ' ,725 -1 ,506 -1,748 -1,961 -2,161
group term life plans ...

Full investment tax credit for 14 32 33 34 35
pollution abatement facilities............90

-184 __ -99 -116 _-122 -128

Total corporate ..... 11,725 -18 325 -18 ,249 -20.263 -

„ ............. -5,132 -6

Subtotal, tax reform ...... -15 574 „

.451 -6,752 -6,793 -7^647

........  "1>»>74 -23,457 -24,

Repeal telephone excise tax
JOO -27,015 -29,572 -33,830

deduce unemployment payroll tax rate -1, 

600
050

900

-700

-900
-250

1,000 -1,100
Total .....

.......   -15,574 -25, 012 -26, 650 -28,615 -30,822 -34,930

----- U 01 the treasury, Office of Tax AnalyTiJ---------—j~-----—

1 / - 7 ° January 27.
1/ Outlays associated with the proposal are 890 1w ,

increasing to $222 million in 1983. $ "iUlon in 1979, $495 million in 1980

1978
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Table 13

Burden Table

Single Returns

(1976 Levels of Income)

Expanded 

income 

______ class_____  

($000)

' Average tax 

present law

Average 

tax under 

proposal

Average 

tax

_  change

. Percentage

. change
(.............

.) (.. percent ..)

Less than 10
217 181 -36 -16.4X

10 - 15
1,595 1,519 -76 -4.8

15 - 20 -
2,768 2,591 -177 -6.4

20 - 30
4,236 3,917 -319 -7.5

30 - 50
8,254 7,660 -594 -7.2

50 - 100
18,465 17,889 -576 -3.1

100 - 200
42,015 41,714 -301 -0.7

200 and over
161,723 167,760 6,037 3.7

Offi/ ; ; °efreCary of the Treasury------------  
Office of Tax Analysis January 21, 1978

Table 14

Burden Table

Joint Returns 

No Dependents

(1976 Levels of Income)

Expanded 

income 

class 

($000)

Average tax 

present law

: Average

: tax under

: proposal

: Average

: tax

J____ change

Percentage 

change

Less than 10

10 - 15

15 - 20

20 - 30

30 - 50

50 - 100

100 - 200

200 and over

168

1,104

2,084

3,615

6,921

17,020

40,403

132,121

-

95

983

1,906

3,308

6,535

16,647

40,956

137,140

-73

-121

-178

-307

-386

-373

553 ’ 

5,020

•) percent ..)

-43.6X

-11.0

-8.5

-8.5

-5.6

-2.2

1.4

3.8

: secretary of the 
Office of Tax Analysis

Treasury
January 21, 197g
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Table 15

Burden Table 

Joint Returns 

One Dependent

(1976 Levels of Income)

Table 16

Expanded 

income 

class

Average tax ' 

‘ ,present law ‘

Average :

tax under : 

proposal :

Average 

tax 

change

‘ Percentage 

change

($000)

Less than 10

(..............

65 -38 -103

. •) (•• percent ..)

-157.81

10 - 15 1,024 824 -200 -19.5

15 - 20 1,922 1,696 -226 -11.7

20 - 30 3.392 3,063 -329 -9.7

30 - 50 6,709 6,327 -382 -5.7

50 - 100 16,938 16,625 -313 -1.8

100 - 200 41,993 42,264 271 0.6

200 and over 121,583 125,202 3,620 3.0

Office of the Secretary of the Treasury 

Office of Tax Analysis

January 21, 1978

Burden Table

Joint Returns

Two Dependents

(1976 Levels of Income)

Expanded 

income 

class

Average tax 

’ present law ‘

Average 

tax under : 

proposal :

Average 

tax 

change

' Percentage 

change

($000)

Less than 10

( .) (.. percent ..)

9 -79 -88 -975.61

10 - 15 867 589 -278
-32.1 1

15 - 20 1,739 1,461 -278 -16.0

20 - 30 3,117 2,780 -337 -10.8

30 - 50 6,287 5,979 -308 -4.9

50 - 100 16,336 16,088 -248 -1.5

100 - 200 40,885 41,087 202 0.5

200 and over 127,666 130,473 2,807 2.2

Office of the Secretary of the Treasury January 21, 1978

Office of Tax Analysis
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Table 17

Burden Table

Joint Returns 

Three Dependents

(1976 Levels of Income)

Expanded 

income 

_____class 

($000)

‘ Average tax ' 

' present law :

Average : 

tax under ; 

proposal ;

Average 

tax 

_ ____ change

’ Percentage 

change

dollars ....
•) (.. percent ..)

Less than 10 -41 -81 -40 -97.7X

10 - 15 693 367 -326 -47.0

15 - 20 1,562 1,218 -344 -22.0

20 - 30 2,867 2,514 -353 -12.0

30 - 50 5,872 5,609 -263 -4.5

50 - 100 15,924 15,785 -139 -0.9

100 - 200 40,417 40,827 410 1.0

200 and over 126,915 130,397 3,483 2.7

“ZT i „ aecretary of the Treasury 
Office of Tax Analysis January 21, 1978

Table 18

Burden Table 

Joint Returns 

Four Dependents

(1976 Levels of Income)

Expanded 

income 

______ class_____  

($000)

j Average tax 

present law

: Average

: tax under

•___ proposal

Average 

tax 

change

Percentage 

. change
.........dollars .... ............•) (.. percent ..)

Less than 10
-64 -70

10 - 15
526

177 -349

-9.9X

-66.3
15 - 20

1,375
985 -390

-28.3
20 - 30

2,590
2,248

-342
1

-13.2
30 - 50

5,720
5,521

-199
-3.5

50 - 100
16,529 16,593

64 0 4
100 - 200

42,090 42,707
617

1.5
200 and over

127,755 131,298 3,543
2.8

Offt™ f T secretary of the Treasury 
Office of Tax Analysis January 10, 1978



The President’s 1978 Tax Program
***********************

Detailed Descriptions 
and Supporting Analyses 

of the Proposals

January 30, 1978
DEPARTMENT OF THE TREASURY Washington, D.C.

TABLE OF CONTENTS

I.
OVERVIEW OF THE TAX REDUCTION AND REFORM 

ACT OF 1978

A. Fiscal Stimulus and Economic Growth 3

Achieved by the Tax Program .......................

B. Increased Equity Achieved by the Tax.............. n

Program ..............................

C. Simplification Achieved by the Tax ............ 18

Program ..............................

II. TAX

A.

B.

TREATMENT OF INDIVIDUALS

Rates and Credits
1. individual Tax Rates and the 

Personal Credit . . . •

2. Ordering Tax Credits. . . •

Itemized Deductions

25

39

C.

D.

1.

2.

3.

4.

Introduction......... .. • ...........

Medical and Casualty *
Deductions for State and Local Taxes.

Deductions for Political Contributions

Capital Gains—Repeal of Alternative Tax .

Tax

1.

2.

3.

4.

5.

6.

7.

8.

Shelters 

Introduction ..............................

Examples of Tax Shelter Abuse ..............

Real Estate Depreciation ...................

Minimum Tax for Individuals ................

Classification’of Limited Partnerships. . .

Audit of Partnerships .......................

Tax Shelter Annuities ........................

42

45

51

55

59

64

71
81

103

109

117

121

132

(51)



52

E. Employee Benefits
Page

2.

3.

4.

5.

Introduction 

Qualified Retirement Plans’and.........

Social Security 

insurance

Provided by Employer.

Employee Death Benefits ................

Unemployment Compensation Benefitsl 1 ’.

145

164

174

177

F. Entertainment and Travel

2.

3.

4.

5.

Introduction
°f Prob^ems'u^®r Present Lawl .* .* 

Entertainment Expenses. .

First Class Air Fare ..111111’*'

Foreign Conventions . .

182

183

195
205

208

III. TAX EXEMPT FINANCING

A.

B.

State and Local Taxable Bond Option .

Tax Treatment of Industrial Development 

Bonds . .

215

236

IV. TAX

A.

B.

TREATMENT OF BUSINESS 

Corporate Tax Rate Reduction. 

Investment Credit

251

C.

254

D.

E.

Small Business

1.

2.

3.

4.

Introduction .

Liberalization of Subchapter*S' 

Depreciation for Small Business 

Small Business Stock

Corporate Preferences

2.

3.

4.

Repeal of DISC ....
Terminating Deferral* ’ ’ J * ’ .* ’ 

Financial Institutions.

Accrual Accounting for Agricultural 

Corporations . .

Simplification of ADR Depreciation

V. EXCISE TAXES

A.

B.

Communications Tax Repeal 

Unemployment Tax Rate Reduction.

263
264

268

271

274

282

298

314

321

327

329



53

★★★★★★★★★★★★★★★★★★★★**★*★*****
Overview of the Tax Reduction 

and Reform Act of 1978

IA

FISCAL STIMULUS AND ECONOMIC GROWTH

ACHIEVED BY THE TAX PROGRAM

The Need for a Tax Cut

To achieve the economic goals outlined in the 

President's Budget and Economic Messages, prompt, permanent 

tax reductions for both individuals and corporations are 

required. Such reductions are needed not because the U.S. 

economy is weak today, but rather to strengthen and maintain 

the current economic expansion, and to assure the future 

productivity of the economy. The unemployment rate has 

declined by more than two and a half points from its peak in 

1975, but unemployment remains unacceptably high. To assure 

that it will continue to decline through 1979, the economy 

must continue to grow at a rate of 4-1/2 to 5 percent.

To maintain this growth rate will require a fiscal 

offset to the drain on consumer purchasing power from higher 

taxes and inflation. The outlook for future increases in 

consumption is dimmed by the recently legislated increases in 

social security taxes, which will reduce consumer take-home 

pay in 1978 and especially in 1979 and subsequent years. 
Furthermore, without personal tax reductions, inflation would 

operate to move individual taxpayers into higher marginal tax 

brackets, increasing their effective tax burden just as 

though higher rates had been enacted.

The tax cut is also designed to stimulate business 

investment. In recent years, the growth in the stock of 

productive capital in the United States has been inadequate. 

During the current recovery, the level of business investment 

has been particularly sluggish. Real business investment 

during the fourth quarter of 1977 was three percent below its 

previous peak (during the first quarter of 1974). This 

weakness was particularly noticeable in investment m 

non-residential structures which, during the fourth quarter 

of 1977 (corrected for inflation) , remained 14 percent below 

its peak during the third quarter of 1973.

The sluggishness of business investment could become a 
major long-run problem. For the longer term, an increasing 

portion of GNP must be devoted to investment in order to

3



54

expand
the overall productivity of t£e J Capita1' thereby raising 
inflationary pressures Md r ec?nomy and reducing equip a growini labor ?°nal capital is needed to
National^Energy Wan and the gOals °f tha

and safer workplaces' in cleaner environment
workers can grow over the i ' t!?e real income of 
is enhanced. Increased caoitai t” °°ly lf labor productivity 
and more efficient productive facilities'1' whi£h Provides new 
the growth of labor productivity nfto • an•help accelerate 
pressures and improving n s cnmnor^^1”9 lnflati°nary 
markets. g U‘S* competitiveness in world

accompanied by increased efficien* capital must be 
current capital stock is outmndTY Xts use‘ Much of the
predicated on the existence of^hean 1S ener^y intensive, 
will not occur again Similar^ P ^^"Something that 
capital was constr.r^a k 1 ly? much of the existing 
less stringent than th^are today^The31 atandards were 
more efficient caoitai .?ay’ The achievement of ainvestment, ^ich^^n^

assure adequate after-tax returns to capitaTram that
of new 
will

Mas “P11’1 «»ck
example, opportunities for ta u current tax law. For 
lightly-taxed investment abroad at „ investments and more 
the investment in S r aS restrictions on
investment credit all Sa-UtleS eli9ible for the 
allocation of capital resotrcesdlSThttt9t th® mOSt efficient 
efficient overall stock oTJa^al tO a"

capable of strong^conomic^rowth"*6^' the privat® sector is 
at this time to ensure that9fhe taX CUt is necessary
choked off by Federal tax« ^tpresent expansion is not 
income, a balanced tat otoat"9 a risin9 share of 
extend the current economic expansion^ tO stFe"?then and 
way, to improve the capacity of bho n in a non-inflationary 
and services, to increase real w economy to supply goods 
that future growth is not ahorfo^x5 °ver time, and to insure 
the vigor of the current by capacity shortages. If
maintained and th^^pi^rra^t^ be 
six percent, legisl.ti„„ it bel°"

The Proposals in General

be aiscuss8<i in
IA-1. Individual tat changesXt“d®ts Presented in Table 
credit and the new individual'rate^rhed9! Primarily the S240 
9-ss tax cut for individSt 3

4
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Table IA-1

Summary of Tax Proposals 
($ billions)

-----  ----------------- ------- ------- ------------- —— Revenue Effect 
1979

Proposal

* Reduce Individual Tax Rates and $
Adopt $240 Personal Credit .............................

। 5 g
* Limit Itemized Deductions ..............................

* Restrict Tax Shelters and Other 
Opportunities to Receive Tax- +1.0
Preferred Income ......................................................

* Restrict Deductions for 
Entertainment and Travel Expenses . •

* Reduce Corporate Tax Rates ................................
. 4

* Liberalize Investment Tax Credit . • • •

* Curtail Business Tax Preferences . . . •

* Reduce Telephone Excise and _2.0
Unemployment Taxes .................................................

. . -24.5
TOTAL ......................................................

Office of the Secretary of the Treasury 
Office of Tax Analysis
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- • ->« ^tion
Corporate chan n t 16S/f ?16'8 biHion.
liberalization of th? reductions and
together with business tax e"fo TheSe cuts'
almost $6 billion in 1979 !n ?ddi J1®1^3 net reduction of 
individuals will derive benefit? from°?h b^h. b“sinesses and 
reduction in telephone ex?i?e tLf? ^he 52 blllion 
payroll tax for unemployment in?ur?n??f ® r®dUCti°n the 

t0 the budgetlead to higher levels of !™mU1US t0 the econ°my, which^H 
should offset about^5 peS "of activity during 1979?

1980. with the proposed tax cuts th/01113, revenue loss by 
continue to decline throughout & the.unemployment rate will

The_Personal Tax Proposals

°f theh$240r?rIdir??d\??P?tL?^fhth?aCk??e'/n^^

will become effective October 1 107? individual tax rates,
reforms, which generally lead 1978, whlle most of the 
effective January 1, 197g1 Thu? gains' become
individuals during calendar 107?' taX reduction for
billion, increasing ?o Ss L, hn,» 
phase-in of thio most to $17 billion by 1979.
felt primarily during late^gy^an^igy^5 wil1 be
most needed. and I979' when it will be

The

The Business Tax Proposals

will be augmented by the business the lndividual tax cuts 
not only will provide the stx , tn Pr°9ra,nl Tbis Program 
but it will also correct the current ful1 employment,
growth of productive capacity rmbalance between the
force. in the long run this 1 9r?rth °f the lab°r 
increase the sharp nf ~ St progr am W1H operate to 
and modernization of the nation°stPUt•►®y°ted tO exPansion 
business tax proposals ar? caPital stock. Thus, the
objectives, while assuring thf^ned to achieve multiple 
national economy! 9 the continued vigor of the

longer term. a significant e?r futuce and over the
in business investment has been the In 6 f®cent sluggishness 
return on investment. There has Seen |fter~tax rate of 
rate of return on reproducible a.downward trend in the
trend that must be reversed To this en^® the mid-1960's' a
rates will be reduced as nf T d' c°rporate tax
reduced on January 1, i980f Th°bfn 1978'.and further

y i, 19B0. The 10 percent investment tax

6
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credit will be made permanent, and will be extended to the 
construction or rehabilitation of industrial uti!ity 
structures. The full investment credit also will be extend 
to all pollution abatement facilities currently amortized 
over five years with a five percent credit. In addition, 
investors will be permitted to use these credits to offset 
percent of tax liability in any year. Effective as of tne 
first of January 1978, these liberalizations of the credit 
together with the corporate rate cuts will have a ^ubstant 
impact on business investment beginning in 1978, an impact 
that will grow in 1979 and thereafter.

These tax reductions will stimulate capital formation in 
two wavs. First, the lower taxes will have an immediate, 
favorable effect on corporate cash flow, ®
financing of capital expenditures. Second, 
rates will increase after-tax profits on investment, creating 
incentives for corporations to increase capital spe"dl^'it , 
While there are substantial delays in the response of capital 
expenditures to stimulative measures, prompt enactment of 
this tax program should induce increased investment spending 
even during the current calendar year.

when fully

The degree of permanent investment stimulus in the 
nroaram mav be measured by the overall reduction in tax on 
returns ?rom al? investment, including the reductions in 
individual tax rates as they apply to dl^ends, interest, 
rents, royalties, capital gains, and profit of noncorpor 
enterprises. Even after allowances for revenue raising 
reforms, there will be a significant reduction in ^e‘a“ured 
taxation of income from ownership of capital. _/ f llv
at 1979 levels of income, the entire tax program, when fully 
chased in, will reduce taxes on capital income by an 
estimated $7.3 billion. The eleme"ta of *he ^“table 
in this estimate are set forth in Table IA-2. The tabi 
discloses that the combined amounts of individual and 
corporate rate reductions and liberalization of the 
investment credit will substantially outweigh selective tax 
increases from business reforms. This permanent, net 
reduction in taxes on investment income will provide 
lasting incentive to capital formation.

It is equally important that the increase in aggregate 
capital spending be allocated in an efficient way. E or s 
must therefore be made to reduce incentives m the tax system 
that give rise to inefficiencies in the allocation of 
capital. The restructuring of the investment credit and a 
number of the reforms in the business tax proposals are 
directed toward this goal.

7
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Table IA-2

Change in Tax on Capital Income 

($ millions)

Proposal —-------------------- -------

Individual rate reductions, $240 credit—and--------- "
itemized deductions (capital income ^1?)%/

Repeal alternate tax for individuals . . . ,

:Full Year
1979

-1,832

Minimum tax change 

Real estate shelters . 

Financial Institutions 

Taxable bond option 

Tax credits limited to 
individual liability 

At risk limitation . .

90 percent of

°f tax °"

Phase out of DISC

Corporate family farm accounting ....................

Investment tax credit:
Extend to structures

lability limit to 90 percent
Pollution abatement facilities

Corporate tax rate reductions

Total for capital income .

140

284

666

224

257

52

13

660

1,032

35

-1,443
84

- 120

-7,203

-7,319
—--------------------- --------------------—

Office of Tax Analysis y

JInT rents,
income. ' prietorship, and partnership
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For example, the investment credit currently applies to 
industrial equipment, but not to the buildings needed to 
house that equipment. Thus, the tax system encourages 
businesses to build a capital stock that is "over-equipped 
and "under-housed" relative to what it would be under a more 
neutral tax system. Extending the credit to industrial 
structures will eliminate this bias.

Other efficiency losses stem from variations in the tax 
rates paid by different industries. Such variations occur 
because of the very different way in which different forms of 
business income are taxed. The present tax proposals seek to 
encourage a more efficient allocation of capital resources by 
reducing the tax incentives that distort investment 
decisions. This would be accomplished by making effective 
business tax rates more equal through repeal of some special 
provisions for taxing business income. These include the 
phase-out of DISC, the elimination of tax deferral on foreign 
source income, changes in provisions for bad debt reserves by 
financial institutions, and increasing the taxation of tax 
shelters and other tax preference items.

Overall Impact of the Tax Program

In the absence of this tax program, the share of the 
nation's output going to the Federal government will continue 
to rise. The Social Security tax increases, the unemployment 
insurance tax increases, and the "inflation tax" increases 
would mean that in fiscal year 1979, Federal receipts would 
be equal to 20.4 percent of GNP. The Administration's tax 
program would reduce this share to 19.3 percent.

A similar pattern is reflected in individual income 
taxes as a percent of personal income. Under current law, 
this ratio would rise to 10.7 percent in calendar year 1978 
and 11.4 percent in 1979—close to its historic high (11.6 
percent in 1969). The Administration's tax program will 
reduce these ratios to 10.3 percent and 10.5 percent, 
respectively, thus working to offset the fiscal drag on the 
economy.

While the impact of the entire tax package on the 
performance of the economy will be modest in 1978, it will 
become significant in 1979. In the absence of the tax 
package, we would expect the unemployment rate to remain 
steady at 6.3 percent or move slightly upwards. The tax 
stimulus will increase output by $40 billion by the end of 
1979, creating one million more jobs and reducing the rate of 
unemployment below six percent. Forecasting the performance 
of the economy beyond 1979 is hazardous, but it seems clear 
that, in the absence of the tax package, there would be 
further softening of the economy, while with the tax package 
the economy will continue to expand.

9
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Such economic stimulus is not entirely without cost: 
while the rate of inflation will continue to decline each 
year, it would decline more rapidly in the absence of the 
stimulus. In proposing this package, the Administration has 
made the judgment that the production of an additional $40 
billion of goods and services (in 1977 prices) and the 
creation of almost a million new jobs is worth the risk of an 
extra one-tenth of one percent in the inflation rate at the 
end of 1979.

The tax program is thus a key element in the 
Administration's overall economic plan, which relies 
principally upon growth in the private sector to create the 
jobs needed to achieve high employment. The tax program is 
designed to offset such fiscal changes as the "inflation tax" 
and increased social security taxes that would otherwise tend 
to limit economic growth. It will reform our present system 
in order to achieve greater equity and simplification. The 
tax program will also raise the rate of return on investment, 
to stimulate expansion and modernization of our capital 
stock, increasing employment in the short run and raising 
productivity and removing capacity bottlenecks in the future. 
At the same time, the tax program avoids excessive 
stimulation, for potential inflationary pressures are still 
present in the economy. The reductions in the telephone 
excise tax and the unemployment insurance tax work directly 
against such pressures by reducing the cost of output. Other 
aspects of the Administration's economic program will also 
help in restraining inflation, most notably the expenditure 
restraint contained in the fiscal year 1979 Budget and the 
program for voluntary wage and price restraint. Taken 
together, all these programs will enable the U.S. economy to 
enjoy steady, sustainable, non-inflationary economic growth.

Footnote

1/ Regardless of whether the tax on capital income is paid 
by corporations or individuals.

10
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IB

INCREASED EQUITY ACHIEVED BY THE TAX PROGRAM

One important goal of the Administration's tax P™P?sals 
is to restructure the law to increase the extent to which i 
reflects the two basic principles of tax fairness. The 
nrinciole. generally referred to as horizontal equity, is 
that people9with comparable incomes should pay a comparable 
amount of tax. The second principle, vertical equity, is 
that tax liabilities should increase with increasing ability 
to pay; that is, the tax system should be progressive. 
Although other objectives of the income tax system may 
times come into conf Health the^xne.pl.s^of
Although other

income tax structure— if it is
rest on this foundation.

our income tax depends uponofEffective administration — -----
the perception by taxpayers that the system is basically 
equitable. If honest citizens begin to doubt the equity or 
fairness of the system, the level of voluntary compliance 
will be diminished. Therefore, when taxpayers with an equa 
ability to pay are taxed at vastly different rates, or when 
higher income taxpayers are taxed at lower rates than lower 
income taxpayers, the viability of our income tax system 
becomes threatened.

Vertical Equity
Progressivity. The income tax has always been designed 

tn be progressive? so that higher income individuals are to 
pay a larger share of their incomes in tax tha!? 1°*®idinCO 
individuals. The Administration's tax proposals would 
reinforce the current progressivity of the income tax. The 
proposals are structured to give the ^ome cnext
the greatest percentage reductions in tax liabil y, 
greatest reductions to the middle income classes, and the 
smallest reductions to the upper income classes. In fact, 
the average taxpayer with an expanded income V ^00^0B 
or more will have a slight tax increase. As a result, as 
shown in Table IB - 1, taxpayers with expanded income of p 
to $30,000 will bear a smaller proportion °f^e total tax 
burden, while those with expanded income of $30,000 or 
will bear a greater proportion.

This increase in progressivity will be accomplished 
through replacement of the personal exemption a.P^onal
credit and a restructuring of the tax rates. In addition, 
the proposals to provide further limits on tax shelters, 
treat interest income from annuities the same as other

11
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interest income, to repeal the alternative tax on capital 
qains and to tighten the minimum tax will enhance the equity 
of the tax system by restricting the extent to which 
individuals can lower their tax merely by the choice of their 
investments. The taxable bond option will reduce the extent 
to which high-bracket taxpayers can increase their after-t 
income by holding tax-exempt bonds.

Chart IB-1 and Table IB-2 below, provide a comparison 
of effective tax rates under present law and the 
Administration’s proposal.

Tax Reform and Poverty Levels. A major equity objective 
of reform of the individual income tax is the elimination of 
any income tax upon people whose incomes are at near 

Since poverty level income is sufficient to 
■ * ‘ ’■ and otherpoverty levels. . -

purchase only minimum amounts of food, shelter, 
necessities, imposition of income tax on income below these
levels is inappropriate.

be the
no income tax

The tax-free level of income is defined to 
maximum level of adjusted gross income at which 
is paid by a taxpayer who does not itemize deductions. The 
tax-free level is determined by the combination of personal 
exemptions, personal credits, and the zero bracket amount (or 
standard deduction) 2/.

In recent years, the tax-free level of income has been 
increased primarily through increases in the size of a 
minimum standard deduction. Under the tax proposals, the 
tax-free level will rise primarily from the change of the 
personal exemption to the personal credit.

Raising the tax-free levels of income also serves to 
limit the overlap of the income tax system with the welfare 
system. Under most welfare programs, there is a Phas®’^^ 
benefits as income rises. If welfare benefits are reduced 
the same level that income is taxed, a wage earner can face a 
situation where he can keep little if anything from an 
additional dollar of earned income. Therefore, to avoid 
strong disincentives to work at low income levels, it is 
desirable that tax-free levels of income be set high enough 
to prevent a dollar of increased earned income from causing 
both a reduction in welfare assistance and an increase m 
income tax liability.

A comparison of the tax-free levels of income and 
poverty levels is presented in Table IB - 3. Under the 
Administration's tax proposals the tax-free level of income 
would rise substantially above the poverty level for 1979.

It should be noted that 
terms of total income, while 
defined in terms of adjusted 

the poverty level is defined in 
the tax-free level of income is 
gross income for a taxpayer who

13
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Table IB-2

Expanded Income and Tax Liability Under Present Lav 

And Tax Reform Proposals (Individual Only)

(1976 Levels of Income)

________ ($ millions)____________

Expanded :

Income :

:_______ Present Lav____

Expanded : Tax :Effective :

Income • Liability tTax :—

Tax : Effective

Liability : Tax Rate

($000)

Less than 5
57,557 UI o’n -251 -0.4X

5-10
149,590 8,227 5.5 6,368 4.3X

10-15
201,036 18,071 9.01 15,361 7.6X

15 - 20
205,086 23,009 11.21 20,148 9.8X

20 - 30
237,041 32,778 13.8. 29,593 12.5X

30 - 50
124,836 22,017 17.6 20,971 16.8X

50 - 100
67,484 16,492 24.4 16,344 24.2X

100 - 200
27,371 8,084 29.5 8,261 30.2X

200 and over
21,573 6,476 30.0 . 4,838 31.7X

Total
1,091,573 135,293 12.4X 123,633 11.3X

Office of the Secretary of the Treasury
January 12, 1978

Office of Tax Analysis

Note: Details
may not add to totals due to rounding.
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TABLE IB-3

Tax-Exempt and Poverty Levels 

Of Income

Famllv •’ ’ Tax-Exempt
sS 1/ r °“e Under : ^l8 of Income

* 1/ . current Lav 2/ : Under Proposal 2/ 1979
Poverty Levels 3/

1978

1 3,200
3,967 3,449

2 5,200
6,553 4,438

3 6,200
7,922 5,429

♦ 7,200
9,256 6,954

5 8,183
10,589 8,223

6 9,167
11,884 9,280

uiiics of rhe Secretary of the 
Office of Tax Analysis

Treasury
Jan. 26,

* .“X“r • "V1* —2/ Excludes Earned Income Credit. J * turns “d be two parent families.
--—

3/ Non-farm families.
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does not itemize and does not receive additional credits 
because of age or blindness. Thus, for some taxpayers, the 
tax-free level of income may be higher than the 
reported in the table. This higher level may be the Jesuit 
ofnontaxable income such as social security payments, extra 
credits, additional exemptions for age and blindness, o 
itemized deducions in excess of the zero bracket amount.

Employee Benefits — Employer programs designed to 
provide retirement income to employees or to provide 
orotection in the event of illness, death or disabili y 
receive favorable tax treatment. The President s P^°P°^JS 
relating to qualified retirement plans and Social Security 
and medical, disability and life insurance P™v^ed by tits 
employer will assure that a greater portion of the benefits 
from these plans will inure to rank and file employees.

Horizontal Equity — Equal Incomes, Equal Tax

The tax proposals are also designed to move in the 
direction of equalizing the tax treatment of taxpayers with 
an equal ability to pay. The tax reform Pr°Po^ Porously 
described will reduce the disparity m tax treatment arising 
££ choice of investment. Also, the PreBident's proposal 
relating to entertainment benefits will tend to equalize the 
tax burden between those who are able to arrange their 
business activities so as to enjoy entertainment which 
deductible and those who must provide these amenities out of 
after-tax dollars.

Finally, for taxpayers with over $20,000 of income if 
single and over $25,000 of income if married, at least some 
portion of their unemployment benefits will be taxed. These 
taxpayers with unemployment benefits will, therefore, be 
taxed more like other taxpayers at a c—?’comparable income level
whose income is from other sources.

Footnotes

1/ As used here, the term "expanded income" is generally a 
taxpayer's adjusted gross income plus items of tax preference 
(not otherwise included in adjusted gross income).

2/ Before the Tax Reduction and Simplification Act of 1977, 
there was no zero bracket amount but rather a minimum 
standard deduction (low income allowance).
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IC

simplification achieved by the tax program

oftenconflictXtXheXXXXV’" P“blic p'51icy pools 

X;™sni
U«Xiy SdXimpSSX ^‘"V” tl,e t” syst

more distinctions which fhP ^nteres^ of equity. However, the 
complicated it becon.es anS the more dTfflcult^ris^ 

etermine tax liability in even the most ordinary situations.

public 
em

the XX 1~s """« f» ’voided since
the American economy. St ~TmS XX' aM °f
self-assessment, however that th2\ 1 k 5 system of 
the people to whom it apses' St thZ present'ttandable t0 

understood^^ur^ax ^L^mus^h1^ a^
UUr tax iaws must be made simpler, esoeciaiiv p?UteM^do" - haxaXsXxxy 

simplXcaXXXXXXX,!?'1^ =teP* toward

computation. They will alq^r a tu recordkeeping and tax 

that Xu s ' “Shtfit’ht gain in simplification is 
determine the?r JXiXn X’1 '“pfy"S win be able"t^ 
Even those who continue tn f w^thou^ itemizing deductions, 
fewer reeocds°anTX^°X:^^  ̂

to,arJhsXnS?b„^MoJ“h tl” “■‘■’t’tration's efforts 

Simplification Act of 1977 That AcrX^ Pa Reduction and

deduction °p." o'n.TXXXXXX"5 f°' the ’tabard” 
general tax credit. exemptlons' or the very complicated

18

becon.es
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The proposals which will simplify the tax laws are as 
follows:

Itemized Deductions

Under the proposals, certain itemized deductions will be 
reduced or eliminated. This will make it easier for 
individuals to prepare their own tax returns, eliminate muc 
recordkeeping, and reduce audit and administrative burdens on 
both taxpayers and the Internal Revenue Service.

The itemized deductions for state and local general 
sales taxes, personal property taxes and gasoline taxes will 
be repealed. Also the deductions for medical expenses and 
casualty losses will be combined into one extraordinary 
expense” deduction which will be available only to the extent 
that these expenses exceed 10 percent of adjusted gros 
income. This proposal will eliminate the need for taxpayers 
to compile and retain detailed records unless their medical 
expenses and casualty losses are unusually large and 
seriously impair their ability to pay taxes It will also 
eliminate many disputes between taxpayers and the IRS over 
the nature of medical expenses and the extent of casualty 
losses.

Reductions in tax rates applicable to individuals will 
substantially offset increases in tax ^^bilities which wo 
otherwise result from these changes in the treatment of 
itemized deductions. Since these expenses are incur red 
relatively uniform manner, they can be reflected in the 
structure of tax rates.

Capital Gains

Generally, the Internal Revenue Code permits an 
individual taxpayer to deduct 50 percent 
capital gain from adjusted gross income. However, a special 
rule applies to the first $50,000 of net long-term cap tai 
gain realized in any one year. Instead of paying regular tax 
on one-half the gain, the individual taxpayer may elect 
pay a 25 percent9"alternative tax" on the entire gain up to 
$50,000. A taxpayer who does so may not utilize 
averaging provisions of the Code. Therefore, two sets of 
calculations are required by taxpayers to minimize tax 
liability — one based on the alternative tax and no 
averaging and one based on averaging but no ^“^"^^of ’
Repeal of the alternative tax will simplify treatment of 
capital gains and computation of tax.

19
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Political Contributions

The Internal Revenue Code now permits an itemized 
deduction for up to §200 of political contributions by a 
married couple filing jointly. As an alternative, a credit 
against tax of half of the first $100 of political 
contributions is permitted. To treat political contributions 
more equitably and to eliminate the complexity which results 
from an alternative deduction or credit, the deduction for 
political contributions will be repealed. Also, this will 
permit the tax return form to be shortened.

Personal Credit

The replacement of both the personal exemption and the 
general tax credit by a $240 personal credit represents an 
important conceptual simplification.

Small Business

Complexities in the tax law are especially burdensome 
for small businesses. Computation of the depreciation 
deduction is a particular source of complexity. In computing 
the deduction for depreciation, small businesses are now 
required to estimate the useful life of property. These 
estimates' often provoke disputes with the IRS. To prevent 
these disputes from arising, the IRS will prepare for use by 
small businesses a simple table to determine the useful life 
of property.

Salvage value is another source of unnecessary 
complexity. The burdensome calculations have little 
practical effect on the depreciation deductions allowed. The 
proposal will permit small businesses to disregard salvage 
value if the table lives are used.

Losses on the sale of stock of certain small 
corporations can offset ordinary income. Under present law 
this beneficial treatment is available only if the taxpayer 
complies with complicated procedures when the stock is 
offered. Many taxpayers fail to receive this beneficial 
treatment because they are unaware that these procedures 
exist. Under the proposal this special treatment will be 
made automatic.

The ADR System

The Asset Depreciation Range (ADR) system, an optional 
method for computing depreciation, is designed to minimize 
disputes between taxpayers and the IRS. However, many 
taxpayers have not been able to use the ADR system because it 
is complicated and imposes burdensome reporting requirements, 
everal technical changes are proposed to simplify the ADR 

system, including replacing the current reporting 
requirements with a survey of sample taxpayers.

- 20 -
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Real Estate

The ADR system generally does not apply for use i
As a substitute for the ADR system, - 
computing depreciation of real estate will 
will eliminate disputes between taxpayers and 
the useful life of buildings.

, a simple table for use in 
provided. This
the IRS over

Investment Credit
credit to 
disputesThe proposed extension of the investment 

industrial and utility structures will ^uce 
between taxpayers and the IRS caused by the need under 
current law to distinguish between two categories of

be necessary to distinguish between 1 n^tr island othe^ 

expansionSfrom150Spercenteto ^"percent of the amount of fax 

provisions or to engage in lease arrangement .

Deferral and DISC
The proposed phase-out of the deferral of income of 

controlled foreign'subsidiaries and the DISC provi^ 
eliminate some of the most complex provisions of t 
reduce the circumstances where other little unaersuu 
must be applied.

Travel and Entertainment Expenses

The elimination of deductions for entertainment expenses 

:£E»" 

conventions.

Ordering of Credits
The proposal will simplify the treatment of tax credits. 

Under present law, some credits can be taken against certai 
special taxes such as the minimum tax, but others canno . 
The proposal will provide a uniform base for all credits.

21
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★*+*★★★**★★★★★★★★*********
Tax Treatment of Individuals

IIA-1

INDIVIDUAL TAX RATES AND THE PERSONAL CREDIT

Present Law

Three elements of the tax law that affect all individual 

taxpayers are the personal exemption, the general tax credn, 
Ind the schedule of tax rates. An individual 

exemption of $750 for himself and for each dependent. On a 

joint return, both husband and wife are allowed 
Additional $750 exemptions are allowed for individuals 

are aged or blind.

The general tax credit is equal to (a) $35 for each 

personal exemption, or (b) two percent of the first $9,000 of 

taxable income, whichever is greater.

There are four rate schedules -- joint, single, ^rried 

filina separately, and head of household. 1/ Under, the 

joint table, the first bracket, or zero bracket, includes 

$3,200 of taxable income. No tax is paid on ^^ome in the 
zero bracket. The other tax rates range from 14 percent (for 

the first $1,000 of taxable income m excess of this zero 

bracket amount) to 70 percent in the highest ^ket (m 

than $200,000 over the zero bracket amount . For sing 
taxpayers, the zero bracket includes the first $2,200 of 

taxable income. Rates range from 14 percent for the firs^ 

$500 in excess of the zero bracket amount to 70 p 

the highest bracket (more than $100,000 over the zero 
bracket amount). The schedule for the separate returns of 

married persons is obtained from the joint schedule y 

dividing all dollar amounts by two. Finally, a single 

taxpayer with a dependent may qualify to use the head of 

household schedule. Under this schedule, tax 
the average of the amounts that would be owed on a 3Oint 

return and a single return with the same taxable income above 

the zero bracket amount.

Reasons for Change

The economy requires a substantial tax cut to ensure 

that the current recovery is sustained. In P^^ular 

individual income tax reductions are needed o 
increases in social security taxes in 1978 and 1979 and to 

counteract the tendency of inflation to increase the share of 

personal income that taxpayers pay in 
Although major income tax cuts are needed to offset 

restraining effects, or fiscal drag, of rising ta* 
collections on the economy, the opportunity is afforded at 

the same time for restructuring the tax ^^em to achieve 

other important goals. In particular, rates and credits
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progresllv^ the'tw"^!'’"11’1’1' an,i *O"

ls“" equitable than an 
income. a personal 2Ypmrif- qual tax relief at all levels of 
subject to tax. The value of^h®^0®8 tbe an,ount of income 
the marginal rate of tax which would^h1On • iS dePendent upon 
income that is excluded and? ther^t!herW1Se aPPly to the 
For instance, for a taxpaye^ in th! w' F1SeS with income. 
5750 exemption is worthP$105 ;2 14 Percent bracket, a
taxpayer in a 50 percent bracket sav^9S, while, for a 
worth $375. a personal credit An3^1"'1!^ exemPtion is 
the amount of tax liabilitv hv\h the other hand, reduces 
Thus, the value of the ^U"L?f?he '^it.
taxpayer's marginal tax r!te o^hL™^"'’ “P0" th*

v'?" o'"*Pqn^*ts^thlsXr211ef*ahel>aVe8 ‘"’Wets of 
for high income taxpayers than i^i^F h ?ld nOt be 9reater 
income taxpayers. Also a * f°r low and middle
exemption for providing'assistann/LT6 aPPt°Priate than an 
or aged. The expenses of blS22! taxpayers who are blind 
and aged taxpayers withou^eS^ to^h^® affect all blind 
accordingly, there is lifUr,®?3 .-r° their income, and 
tax assistance program which !^lcati°n for designing a 
income rises. 9 hlCh Provides greater benefits as

level of income^? which^anged to increase the 
income tax. The nme tA^ ?^6' ?irst ^gins to pay 
families with income nearer 

tax - simplify the
general tax credit creates needles ™ V ?xemPtion plus the

-h ŝc^ — 

itemized deduces billion in
substantial simplificatioJ oj ?he ?ax S°NS« WiU lead to 
ensure that the ... . law’ However, to
simplification, the money saved'^h6"''?^8 •the ful1 benefits of 
deductions will be used to further reduc^a^r^! itemized 

manner that^haJge^in^he^awbcai'V6 de?igned in such a 
Future changes mly make use of ^2 be eaSlly accomodated. 
rebate energy taxes or2 5 lnco,ne tax ^tem to 
in both cases - ^er^^es and^f °f th°Se °n welfa^- 
may be desirable to orAviAZ d welfare assistance — it 
at every level P" «P“. tax benefit

.=™P1,S^ through moal£ £"1^
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General Explanation
Under the proposal beginning with 1978 a Phonal “edit 

of $240 will replace the personal exemption and the gene 
tax credit Fo? each exemption that a taxpayer is al owed 
“a.r present lav, he will be .ll-d. ,olnt «turn.
Thus, for example, if a husband and wife file a joint 
they will both be allowed a personal credit.

Marginal tax rates will be reduced for all taxpayers. 
For 19799and later years, the lowest rate will be decreased 
fron/ll"percent to 12 percent The highest rate will be 
decreased from 70 percent to 68 percent. In many tax 
brackets, the reduction in rates will be even greater. For

n in iciLco w a a a j  , ...

transitional rate schedule which will
* ■ • ------- and1978, there will be a -------------------

allow changes to begin in the last quarter of the year 
which will result in a net tax reduction approximately 
one-fourth the size of the reductionforallof1979. 
HA-1 and IIA-2 show the proposed reduction in rates 
married couples filing joint returns and for single 
individuals.

Tables
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Table IIA-1

Individual Tax Rate Schedules For 

Joint Returns

Taxable Income 

Bracket

Present Law
Tax Proposal

~ 1978 “

: t.v
• AC

J Low End

• of Bracket

: Tax Rate 

: on Income

Jin Bracket

: Tax At 

: Low End 

:of Bracket

: Tax Rate

: on Income
: Tax At 

: Low End
: Tax Rate 

: on Income

0 - 3,200
MOO - 3,700

0 

0
OX 

14
0 OX 0

Jin Bracket 

OX
3,700 - 4,200 70 14

0 12 0 14
4,200 - 5,200

140 15
60 12 70 14

5,200 - 6,200
290

120 14 140 15
6,200 - 7,200

450 17
260

420
16

17
290

450
16

17
7,200 - 11,200

11,200 - 15,200
620

1,380
19

22
590 18 6. J 19

15,200 - 19,200
2,260

1,310 19 1,380 21
19,200 - 23,200

3,260 28
2,070 20 2,220 23

23,200 - 27,200
4,380 32

2,870

3,790
23

27
3,140

4,180
26

30
27,200 - 31,200

31,200 - 35,200
5,660

7,100
36 4,870 32 4,380 33

35,200 - 39,200 8,660 42
6,150 36 6,700 36

39,200 - 43,200
10,340 45

7,590 39 8,140 40
43,200 - 47,200

12,140 48
9,150

10,830

42

44
9,740

11,460
43

45
47,200 - 51,200

51,200 - 55,200
14,060

16,060
50

50
12,590 48 13,260 48

55,200 - 57,200
18,060 SI

14,510 48 15,180 48
57,200 - 65,200

19,120 5^
16,430 51 17,100 52

65,200 - 67,200
23,360 53

17,450

21,530

51

51
18,140

22,300
52

52
67,200 - 79,200

79,200 - 91,200
24,420

31,020
55
SR

22,550 54 23,340 55
91,200 - 93,200

37,980 60

60

62

29,030 57 29,940 56
93,200 - 103,200 39,180

35,870 57 36,660 60
103,200 - 113,200

45,180
37,010

43,010
60

60
37,860

43,860
60

61
113,200 - 123,200

123,200 - 133,200
51,380

57,580
62 49,010 62 49,960 62

133,200 - 143,200
63,980 64

55,210 62 56,160 63
143,200 - 153,200

153,200 - 163,200

70,'380

76,980
66

66

61,410

67,810

74,210

64

64

65

62,460

68,860

75,460

64

66

66
163,200 - 178,200

178,200 - 183,200
83,580

93,780

68

68

69

70

80,710 65 82,060 67
183,200 - 203,200

97380
90,460 66 92,110 67

203,200 and over 110,'980 93,760

106,960
66

68
95,460

109,260
69

70

n?;? ; : ot the Treasury
Office of Tax Analysis January 26,, 1978
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Table IIA-2

Individual Tax Rate Schedules For 

Single Returns

--------------------------------- - T 1978 
Present Lav * Tax Proposal . jax proposal

Taxable Income , Tax . fax Rate : Tax At :

Bracket ’ Low End : on income : Low End :

•of Bracket :In Bracket :of Bracket :

0 

0 

60 

125 

200

Tax Rate : Tax At : Tax Rate

on Income : Low End ; on Income 

In Bracket :of Bracket : In Bracket

0 - 2,200 0 OZ

2,200 - 2,700 0 14

2,700 - 3,200 70 15

3,200 - 3,700 145 16

3,700 - 4,200. 225 17

4,200 - 5,200 310 19

5,200 - 6,200 500 19

6,200 - 8,200 690 21

8,200 - 10,200 1,110 24

10,200 - 12,200 1,590 25

12,200 - 14,200 2,090 27

14,200 - 16,200 2,630 29

16,200 - 18,200 3,210 31

18,200 - 20,200 3,830 34

20,200 - 22,200 4,510 36

22,200 - 24,200 5,230 38

24,200 - 26,200 5,990 40

26.200 - 28,200 6,790 40

28,200 - 30,200 7,590 45

30,200 - 34,200 8,490 45

34,200 - 38,200 10,290 50

38,200 - 40,200 12,290 50

40,200 - 42,200 13,290 55

42,200 - 46,200 14,390 55

46,200 - 50,200 16,590 60

50,200 - 52,200 18,990 60

52,200 - 54,200 20,190 62

54,200 - 56,200 21,430 62

56,200 - 62,200 22,670 62

62,200 - 64,200 26,390 64

64,200 - 66,200 27,670 64

66,200 - 72,200 28,950 64

72,200 - 78,200 32,790 66

78,200 - 82,200 36,750 66

82,200 - 90,200 39,390 68

90,200 - 92,200 44,830 68

OX 0 0Z

12 0 14

13 70 15

15 145 16

15 225 17

18 310 18

92,200 - 102,200

102,200 and over

46,190

53,090

69

70

January 26, 1978

455

645

19

20

490

680

19

20

1,045 20 1,080 20

1,445 22 1,480 24

1,885 23 1,960 25

2,345 25 2,460 28

2,845 25 3,020 31

3,345 29 3,640 33

3,925 29 4,300 35

4,505 33 5,000 37

5,165 33 5,740 39

5,825 38 6,520 40

6,585 38 7,320 44

7,345 41 8,200 45

8,985 46 10,000 50

10,825 50 12,000 55

11,825 50 13,100 55

12,825 51 14,200 55

14,865 57 16,400 60

17,145 58 18,800 60

18,305 58 20,000 60

19,465 60 21,200 62

20,665 60 22^440 62

24,265

25,465

60

63

26,160

27,440

64

64

26,725 63 28,720 64

30,505 63 32,560 65

34,285 66 36,460 65

36,925 66 39,060 68

42,205 66 44,500 68

43,525 67 45,860 69

50,225 68 52,760 70

Office of the Secretary of the Treasury

Office of Tax Analysis

22-302 0 - 78 -6
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Analysis of Impact

marginal tax^tes will ^educe50^1 and the change in
liabilities by S.? J i S C n1?^yldual income tax 
levels of income in Table IIA-3 then AS sh°wn at 1976 
structure will increase thPnr? the proposed credit and rate 
income tax. The largest J!™?9reSS1rty of the federal 
occur at the lowest^ncom! ?!nt^e reduction in tax will 
middle income levels and thPVf1S\the next greatest at 
The new credit and rate upper income levels,
at every level o i come nd nV Pr°Vide taX reducti<>n
offset income tax inc?e!se! wil1 m°re than
except for taxpayers at the highest l^s !f ^o^! Pr°gram

the income tax
credit (despite the tax ,n„! b chan9es and the personal 
itemized deductions) will v?!f!eS resultin9 fr°m a loss of 
income and payroll tax 1 iabi!ireduction in combined 
scheduled social securitv ta 9h 1979 even after the
Tables IIA-4 and IIA-S X 17^reases.are considered, 
taxes under 1977 law and nPare c°mbined income and FICA
included in th^cu^n^^ f°r 1978,a^ 1979. 
resulting from leaislatinn ar? FICA tax increases 
the increases PfeoJ577 “ “«U as

one-earner familv uiJ ! eS assume a four person, 
the exception o/those wh^have^ir t Jal? ' iOUS • levels • with 
liability, the ornnncoa aVe vlrtuaHy no income tax increased sJcLT^ri^ °ffset the

income up to §25,000 in 1978 and Wage

credi[UaJJrtorrs!L!jT in Tab*e IIA-6' the Personal 

raise tax-free levels of T!™6' th! reductions in tax will 
couple with two dependents th! ®^s^antlally• For a married 
from §7,200 to §9,256 Th!J Zh"®6 leVels wil1 rise 
million returns becoming notable* alS° reSUlt in 5’9 

designed ^alhak^^ the Perso"al credit have bee 
effect of the Cy"fef the separate
present tax rate schedule a lnterest. Under the
T^y be d^ined as that level 
$240 credit for the 
tax credit leaves l 
the example below demonst 
does not itemize, t;,c ulcaR_ev 
If tax rates were not changed, 
this income level

n

a "break-even" level of income 
current's?™ 1Ch !he substitution of a 
current §750 exemption and the general 

a family with the same tax liabilit? As 
hT^T65' for a family of four wliicJ 

the break-even level of income is §20,200. 
, _ z all families of four below 

four person °th<!r

30
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Example:
"Break-Even" Income Level for a Family of Four 2/

Present
proposed Law 

(assuming present law 
rate schedulej___

Adjusted gross income $ 20,200 $ 20,200

Less personal exemptions 3,000

Taxable income 17,200 20,200

Tax before credits 2,760 3,540

General tax credit 180

960
Per capita credit

Tax after credits $ 2,580 $ 2,580

31
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Table IIA-3

Change in Tax Liability

$240 Personal Credit and Rate Changes vs Current Law

(1976 Levels of Income)

_ Expanded Income Class
= Tax Liability

L Under Present Law
: Change in Tax Liability

($000)
($ millions)

($ millions) (Percentage)

Less than 5
141

-423 -300.0

5-10
8,227

-2,008 -24.4

10-15
18,071

-3,149 -17.4

15-20
23,009

-3,587 -15.6

20-30
32,778

-4,687 -14.3

30-50
22,017

-2,215 -10.1

50-100
16,492

-879 -5.3

100-200
8,084

-216 -2.7

200 or more
6,476

-143 -2.2

TOTAL
$135,293

-$17,305
-12.8

°f the Secretary of the Treasury 

Office of Tax Analysis January 27, 1978



81

Table HA-4

1978

Combined Income Tax and PICA Tax Burdens

Four Person, One-earner Families

Wage *- 

income*

Present Law Tax 

Income : FICA : 

tax V : tax __

Total :

tax__ L

1978 Proposed 

Income : FICA 

tax If : tax 1L

Tax

: Total s

? tax :

Change in Tax 

Income : FICA : 

tax : tax :

Total 

tax

.... )

(......

5,000 -300 292 -8

,dollars ....

-300 303 3 0 11 11

10,000 446 585 1,031 192 605 797 -254 20 -234

15,000 1,330 877 2,207 1,166 908 2,074 -164 31 -133

20,000 2,180 965 3,145 2,042 1,071 3,113 -138 106 -32

25,000 3,150 965 4,115 3,025 1,071 4,096 -125 106 -19

30,000 4,232 965 5,197 4,150 1,071 5,221 -82 106 24

40,000 6,848 965 7,813 6,748 1,071 7,819 -100 106 6

50,000 9,950 965 10,915 9,855 1,071 10,926 -95 106 11

100,000 28,880 965 29,845 28,640 1,071 29,711 -240 106 -134

1978

Office of the Secretary of the Treasury
January

Office of Tax Analysis

Assumes deductible expenses equal to 23 percent of Income

1/

If

3/

Calculated under prior law rate for 1977 (5.85 percent) and prior law 

base for 1977 ($16,500). employees share only.

Calculated « >» ””

employees’ share only.
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Table IIA-5

1979

Combined Income Tax and FICA Tax Burdens 

Four Person, One-earner Families

Wage J 

income * 

(......

Pre: 

Income : 

tax 1/ ;

sent Law Tax

FICA : Total 
tax 2/ ; tax

8 1979 

: Income : 

! «

Proposed Tax

FICA : Total 
tax 4/. tax

J._____ Change in 

• Income : fica 
8__ tax ; tax

Tax 

8 Total

5,000 -300 292 -8

.... collars ....

-300 306 6 0 14

.........

14
10,000 446 585 1,031 134 613 747 -312 28 -284
15,000 1,330 877 2,207 1,072 919 1,991 -258 42 -216
20,000 2,180 965 3,145 1,910 1,226 3,136 -270 261 -9
25,000 3,150 965 4,115 2,830 1,404 4,234 -320 439 119
30,000 4,232 965 5,197 3,910 1,404 5,314 -322 439 117
40,000 6,848 965 7,813 6,630 1,404 8,034 -218 439 221
50,000 9,950 965 10,915 9,870 1,404 11,274 -80 439 359

100,000 :28,880 965 29,845 29,470 1,404 30,874 590 439 1,029

-- unc secretary of 
Office of Tax Analysis

the Treasury
January 20 , 1978

1/ 
u

3/

♦/

Assumes deductible expenses equal to 23 percent of income under present lau.

Calculated under prior law rate for 1977 an %
base for 1977 ($16,500). employees' share ^ly. 0 Prl°r laW

Assumes deductible expenses equal to 20 percent of income under proposal.

X" la“ rate and base 1979 percent and $22,900).
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Table IIA-6

Tax-Exempt and Poverty Levels

Of Income

• TaxKxempt Levels : Tax-Exempt

. iax r TI„jor . Levels of Income

: Curren^Law 2/ : Under Proposal^

1979
Poverty Levels 3/

1
3,200

3,967
3,449

2
5,200

6,553
4,438

3
6,200

7,922
5,429

4
7,200

9,256
6,954

5
8,183

10,589
8,223

6
9,167

11,884
9,280

Office of the Secretary of 

Office of Tax Analysis

1/ Family size assumed to 

— than two, families are 

2/ Excludes Earned Income 

5/ Non-farm families.

the Treasury Jan. Zb, iwo

Credit.
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various^^s^^ income for

schedules apply. 9 suming the present tax rate

sona/cre^t^o^rb^a^TaM3 rate st™cture, a per- 
itself would increase taxe^in ^ogressive ta* change, and by 
distribution. HowevJr! these tai °f the inco^Y
or limited under the Administratingases have been avoided 
the .hoie structureS'" by Cha"<’in5

for S2“ Phonal credit
and of restructurinn ti T u credit under present law, 
be summarized as follows: ° 6 Ule °f marginal tax rates may

not to the^egree that^ouldmade Pro9ressive but 
the $240 credit by itse^? accomplished by instituting

(2) A substantial increase 
levels of income so that those at 
nave no income tax liability.

will occur in tax-free 
or near poverty levels will

additionaJI6 taa structure will be made 
additional dependent will result 
regardless of an individual’s inc^l^

more equitable, 
in the same tax savings

An

severa^proIisio^of^Je"^1^^ bY C°mbining

future5Langestin policy W1RebaJS° bf made m°re adaPtable to 
example, could easK a °f energy tax^, f°r 
personal credit! through modifications of the

36
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Table IIA-7

"Break-Even" Levels of Income

$240 Credit in Lieu of Exemptions, Credits 

and Rate Schedule of 1977 Law

Number of Exemptions : "Break-Even" Level

(millions of dollars)

1

2

3

4

5

6

7,075

12,500

16,700

20,200

21,950

22,700

Office of the Secretary of the 

Office of Tax Analysis

Treasury
January

Note:
The case of one exemption is for 

exemption are for joint returns, 

deductions in excess of the zero

a single return; cases of more than one 

Assumes taxpayers have no itemized 

bracket amount.
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Revenue Estimate

Change In Tax Liability 
--------------------------------- - ------------ ($ millions)____________

--------------------------------------- Calendar Years

------------—----i---- •___I980 = 1981 ; 1982 ; 1983

-6,067 -23,538 -26,583 -30,272 -34,732 -40,110

Footnotes

1/ There is also a separate schedule for estate and trusts, 

example assumes the taxpayer has no itemized 
deductions in excess of the zero bracket amount.

38
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IIA-2

ORDERING TAX CREDITS

Present Law
There are eight nonrefundable tax credits: the general 

tax credit, the credit for the elderly, the foreign tax 
credit, the investment credit, the political 1 Ju^iobs
credit, the WIN credit, the child care credit, and the gobs 
credit. In addition, certain tax credits are re^u"da^®' 
including the earned income credit and other credits which 
involve a repayment of taxes previously paid.

Several sections of the Code must be examined to 
determine the order in which these credits may be claimed. 
Moreover^ some credits which may be carried over and applied 
against tax liabilities in other tax years must be taken i 
the current tax year prior to credits which expire tha Y 
if unused. Finally, the tax base against which the credits 
mav be claimed varies. Some credits can be taken against 
certain special taxes (such as the minimum tax) while others 
cannot.

Reasons for Change
As a structural matter, the provisions which govern the 

order in which credits are allowed and the taxes against 
which they can be applied are unduly complex. 
consistent theory underlies the present variations in the 
base against which certain credits may be claimed. 
Significant simplification and consistency can be achieved by 
providing in a single section a uniform tax base against 
which credits are applied in a prescribed order.

The order in which credits must presently be taken may 
result in the unjustified loss of credits that 
unused. This occurs because some of the credits that may be 
carried to different tax years are applied before other 
credits that expire if unused. For example, a taxpayer must 
take the foreign tax credit, which can be carried over to 
later taxable years, before the child care credit, which 
cannot be carried over. Thus, instead of using the child 

credit in the current year and the foreign tax credit 
1 to use the foreign taxcare <-----------— —

next year, a taxpayer is required 
credit currently, even though the 
unused. A taxpayer should not be
that may be carried over before a

child care credit expires 
required to use a credit 
credit that cannot.
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General Explanation

the tax^as^against^hic^all^onr f^d m take" aS Wel1 as 
applied will be prescribed ii\ fUndable credits must be 
Internal Revenue cX in a single section of the 
the year they arise^m be tak^n bhat expire if unused in 
be carried over. Refundable credits°will be^a^en^ast?^ 

aPPlie^Tbe^Xr^  ̂ Credits -V be

section pursuant to which thp nH “nt °f taX lmP°sed by the 
the particular taxpayer Js determS tax lability of
will not include special ThuS' the tax base
the tax on accumulation distributer™ trusts"

Effective Date

December 31,P1978.Wil1 apply to taxable years beginning after

Revenue Estimate

Habi^8’1 WH1 haV6 a Eligible effect on tax

Technical Explanation

credit S o^rt WU1 be t0 take

the

over, no order need be prescribed'^ Cannot be carried

(2) The foreign tax credit.

under
INVESTMENT CREDXT), no ordtet t i t(See 

the c^h^o^e^’i^usn^)5 (the withholding credits, 

lubricating oil, and the special fuels, and’ wax, ana tne earned income credit). 2/
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individuals will be allowed to take nonrefundable tax 
credits only against the tax imposed by section 1 othe 
Internal Revenue Code or taxes imposed in lieu thereot. 
Corporations will be allowed to take ^refundable credits 
only against the applicable i--------- ~ 2 OCt -c
sections 11, 511, 802, 821, 831, 852, or 857 of 
Revenue Code) or taxes imposed in lieu thereof. 
individuals and corporations will be allowed t 
refundable credits against all taxes imposed by

normal tax and surtax (imposed by 
----- * the Internal

Both 
take 
the Internal

Revenue Code.

Footnotes

proposal1/ ThP -iobs credit will not be affected by this _ 
Because it is not allowable for taxable yers beginning after

December 31, 1978.
, provides 
enactment, 

required.

2/ The Energy bill, which is now in conference 
residential and business energy credits. Upon 
adjustment in the ordering of credits will be

for 
an
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IIB-1

ITEMIZED DEDUCTIONS

INTRODUCTION

taxation is that^lndlvidual*pl?a underlyin9 our system of 

same amount of pay the

charitable contributinn.P x bY allowing a deduction for 
to attract J. “^.nis.tions are able
possible. Second „„r)_ ,lo"s than would otherwise be 
grounds in recognition n^bh6 actions are allowed on equity 
expenditures which ^e uLn^ *hat substantial 9 Y 
an individual's abilitv tn clPa ed and unavoidable reduce 
expenses are justified on this basis. f°r medical

are in conflic^witl/the^al"^' l^"9' °F family expenses 

taxpayer, these deductions are on ^7’ J?F*^average 
complexity in the tax lawn I 2 f the greatest sources of 
burdensome records to □ X’XVf f?
cope with extremely complicated nt deductl°ns, and has to 
the deductions. Furthermore J statutory rules to calculate 
having to support the correntr. taxPay®r faces the task of 
return is audited. ectness of the deduction if the tax

personal, living which allow deductions for
simplified withoutcan be greatly
In general the deduct i^10^9 either Policy goals or equity, 
claimed in'approximatel^he0^*^10*1 changes are Proposed are 
the same “??”'« bY t<,xpaye” “^hln

^-1“*""* will „ot fncre.L^ S’KK"
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deductions f or ^he^ollowing”! terns Fe Pr°P°sed with respect to 

casualty and theft losses, taxes an/nn^- C?re exPenses, 
Approximately'six^million't^ Cha"9eS “^t in

reduced. Ue to itemize will be significantly
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IIB-2

DEDUCTIONS FOR MEDICAL CARE EXPENSES AND 
CASUALTY AND THEFT LOSSES

Present Law

An individual is allowed a deduction for medical care 
expenses and casualty and theft losses only if he elects to 
itemize deductions on his tax return.

Calculating the deduction for medical care expenses is a 
formidable task. The deduction consists of two components; 
(a) the lesser of $150 or one-half of the amounts paid for 
medical insurance, plus (b) the amount by which medical care 
exoenses exceed 3 percent of the taxpayer's adjusted gross 
income. For purposes of the 3 percent computation, amounts 
paid for medical insurance are included as medical care 
expenses to the extent they are not deductible under (a), a 
amounts paid for medicine and drugs are so included to the 
extent they exceed 1 percent of adjusted gross income. Of 
course, in order to make the calculation a taxpayer must 
first determine whether and to what extent expenditures 
qualify as medical care expenses. Furthermore, to support 
the deduction the taxpayer must keep records dividing medical 
expenses into three categories: medical care insurance, 
medicine and drugs, and all other medical «re.Rn Internal 
Revenue Service study of 1973 tax returns 1/ indicates that 
of those taxpayers deducting medical expenses, more than lb 
percent claimed the wrong amount.

Deductions for casualty and theft losses are calculated 
independently of the deduction for medical care expenses. 
Regardless of the amount of an individual s ^ome, each such 
loss is deductible to the extent it exceeds $100. The same 
Internal Revenue Service study indicates that of those 
taxpayers deducting casualty and theft losses, more than 64 
percent claimed the wrong amount.

Reasons for Change

A common rationale underlies the deduction for medical 
care expenses and the deduction for casualty and theft 
losses. Substantial expenditures which are unanticipated and 
unavoidable reduce an individual's ability to pay tax. To 
prevent an unwarranted hardship, a deduction should be 
allowed for these expenditures.

To determine whether unanticipated and unavoidable 
exoenditures are substantial and so have impaired an 
individual's ability to pay tax, it obviously is necessary 
to aggregate all such expenditures. Current law, however,

- 45 -
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thiS- The deduction for medical care expenses 
^deX-t^oro^^^ theft 10SSes computed

Furthermore, the separate floors provided in the 
respective provisions allow deductions even thonah 
expenditures could have been anticipated or nJt 
substantial. In 1978 the average taxpayer wil! spend 
approximately 8 percent of income on medical care? This 

exoendit-ur® statute allows a deduction even though the 
expenditures are not substantial Tho siaa 
^nlsE^^h™16' The homeowner who loses a $200rtreemineaY * 
windstorm has not had his ability to pay tax reduced!

The allowance of deductions even where expenditure 
X'K.ir beep or ,r^ no? "j’"'’

thonJh ^2 *lllons of taxpayers itemizing deductions even 
«P'tienCe,S exp.„„7"

IhS'; throogh reduction ot tax liability, a taxpayer in 
to,- mar91nal bracket can recover from the Federal

S s!LCe”™ f°reaCh dOHi" of 
excess of $100. There is no reason for the Federal 
Government to provide this benefit ° 1

and casuanJ and th J allo"a”ce, medical care expenses

EX 7 "hen the loss ■“ extraordinary in ecpHlson to

Hod J addition, several elements of the medical care 
deduction provision are theoretically inconsistent or 
unnecessarily complex and can be simplified.

Medical insurance premiums should be treated 
the same as any other medical care expense 
Present law allows $150 of medical insurance 
premiums to be deducted without regard to the 
3 percent floor on the ground that people 
Y^h insurance do not incur large unre- 
imbursed medical expenses and so would other­
wise be unable to utitize the deduction. This 

46
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rationale is inconsistent with the theory 
underlying the deduction since payment of the 
premiums is not unanticipated or unavoidable. 
It is also inconsistent with the fact that 
individuals who claim the standard deduction are 
not allowed to deduct medical insurance premiums.

The separate 1 percent floor on amounts paid 
for medicine and drugs should be eliminated. 
Present law imposes the 1 percent floor in 
order to deny a deduction where amounts expended 
on medicine and drugs are not extraordinary. A 
combined floor for medical expenses and casualty 
and theft losses would achieve the same purpose 
and the complexity of a separate floor could 
be eliminated.

The definition of medical care expenses should 
be tightened. Frequent disputes arise over 
the deductibility of expenditures which produce 
substantial nonmedical benefits. For example, 
the Tax Court recently sustained a medical ex­
pense deduction for a substantial portion of 
the cost of a $194,000 indoor swimming pool. 
Disputes such as this can be prevented by .
restricting deductions to expenses incurred primarily 
for medical purposes.

General Explanation
Medical care expenses and casualty and theft losses will 

be deductible only to the extent that, in the aggregate, they 
exceed 10 percent of adjusted gross income. A casualty or 
theft loss will be taken into account only to the extent 

exceeds $100.

Medical insurance premiums and expenses for medicine an 
ari,a<5 will be treated just like any other medical care 
expenditures. The special deduction for insurance premiums 
and !he special 1 percent floor for medicine and drug 
expenditures will be repealed. The definition of medical 
care expenses which qualify for deduction will be amended so 
that the cost of facilities, services, and devices will be 
deductible only if they are of a type ^to^ily used 
primarily for medical purposes, and are in fact intend 
primarily for medical use of the taxpayer or a dependent.

Analysis of Impact
Adoption of the new hardship deduction will reduce by 

11 1 million, or 83 percent, the number of taxpayers who 
itemize their medical expenses and nonbusiness casualty and 
theft losses under current law (see Table IIB-2). Consiste
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with the rationale for allowing these deductions the hardship 
deduction will be utilized only by individuals whose ability 
to pay tax has truly been reduced as a result of substantial 
expenditures which were unanticipated and unavoidable.
35 percent of amounts currently deductible on account 
medical expenses and casualty and theft osses w taxpayers 
to be deductible by these individuals All other ^Paye 
will be spared the administrative burden involved in claim g 
and substantiating the medical, and casualty an 
deductions.

Most significantly, these changes will cause 2.3 million 
bavnavers to switch to the standard deduction. For the 
taxpayers the burden of compliance will be vastly reduced 
since they will be relieved of the numerous difficulties 
encountered in itemizing deductions. In addition, the 
proposed revision of the medical expense portion of the 
Seduction will simplify the burden of compliance for those 
taxpayers claiming the hardship deduction.

Table IIB-3 shows the distribution of tax increases by 
income class for this proposal at 1976 levels of inco .

Effective Date

The proposal will be effective for taxable years 
beginning after December 31, 1978.

Revenue Estimates

Change In Tax Liability
($ mi 11 ions)___________________ _______ _—

Calendar Year _____________ _ ________

1978 : 1979 : 1980 : 1981 : 1982 : 1983

1,909 2,119 2,352 2,611 2,898

Footnote

1/ Study prepared under the Taxpayer Compliance Measurement 
^ograiVth? Internal Revenue Service Cycle 5 ot th. 

individual income tax returns filed phase.
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Table IIB-3

Revenue Effect of Hardship Deduction 

with 10 Percent Floor

Expanded 

___________ Income Class
: Revenue Increase ;

• ($ in millions)
Percent of

$ 5,000 or less
1

0.1Z

$ 5,000 - 10,000
41

2.9

$ 10,000 - 15,000
143

10.2

$ 15,000 - 20,000
237

17.0

$ 20,000 - 30,000
401

28.7

$ 30,000 - 50,000
308

22.1

$ 50,000 - 100,000
173

12.4

$100,000 - 200,000
53

3.8

$200,000 and over
39

2.8

TOTAL
1,396

100.0Z

uiiice or the Secretary of 

Office of Tax Analysis
the Treasury

January 28, 1978
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IIB-3

DEDUCTION FOR TAXES

Present Law

An individual who elects 
income tax return is allowed a 
State and local taxes 1./ even 
business activity:

to itemize deductions on his 
deduction for the following 
if they are not related to any

1. income taxes
2. real property taxes
3. sales taxes
4. gasoline taxes
5. personal property taxes

all State and 
activity are

in addition, with certain limited exceptions, 
local, and foreign, taxes related to b^sin®S^ other

ana P»»ntine real 

H period real property is underthan a regular 
estate taxes paid during the
construction.

Reason for Change
and local income taxes is 
aggregate marginal rate of 

The deduction for real

The deduction for State
necessary to assure that the
income tax is not confiscatory. . . . 4t-n
nrooertv taxes reflects long-standing public policy to 
^courage how ownership, in addition, the deductibility of 
»s“’>e5 imposes only a small recordkeeping burden on 
taxpayers. This is not true for other taxes which 
currently deductible.

Nonbusiness sales, gasoline, and personal property 
taxes in the case of slles taxes, gasoline taxes, and 
EFF^nal property taxes, there are no significant policy 
reasons to justify an exception from the general principle 
that people^with equal income should pay the same amount of 

reg«d!s"s of how they spend their income. These taxes 
are relatively small in amount. For example, a 
taxpayer with $30,000 of adjusted gross income who dr . 
12,000 miles a year for personal purposes ^duces his fax 
liability only by about $30 on account of the gasoline 
deduction and by about $65 on account of the a. 
deduction. Because of their relatively small size, and 
because a large portion of these taxes is paid by taxpayers 
Sho do not itemize deductions, deductibility is not a ma] 
factor to a State or local government in determining the rate 
of tax to impose. The deduction for personal property tax
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—: *= »»XuVX:x:r
deductibility Of sale, 

problems. The averaap t-AVnawSta”tlal administrative
taxes in hundreds of separfte^ra^sact io"1911 am°Unts of these 
a year. Maintaining adequate Records Jo ?V^ the course of 
substantiate the deduction would calculate and
taxpayers. Moreover, auditina^h^! an !n°rm°US burden on 
unwarranted burden on the IntLnaT n records would place an 
the extremely small amount of revin ^6™^ Service in view of 
the deduction claimed on anv onm rT generally involved in 
Service study 2/ of 1973 tax r2f„ tU^nj- An Internal Revenue taxpayers deducing State “d Joc^V^^ that °f those 
estate and income taxes) mS than\ eS (°ther than real 
wrong amount. 0 than 53 Percent claimed the

Service permits taxpayers to use st problems' the
determine the amount of their tax tables to
deduction. For taxoavpr/uc a:^s and 9as°line tax 
direct relationship between the there is n°
the amount of taxes actually naid °f the deduction and 
relationship further weakens a J ' abSenCe °f a dir®ct 
the deductibility of these taxes P in^ffrgiJlnent ln favor of 
itemize are being allowed a minT'.fl d taxPayers who
of deducting the actual amount of f deduction in lieu
especially true in the case of ?h X?S paid' This is 
is based primarily on adjusted aJos^^3 taX SlnCe the table 
in the case of the gasoline tt “ is also true
on miles driven, there is aenera111/though the table is based 
accuracy of the amount- n®r311y no way to check the 
average amount regardless ofethpand taxpayers claim an 
actually drive. In addition of miles theygasoline tax is incon^st^t a deducti°n for the

which seeks to encourage gasoline conservatS. P°liCY 

d-el^~At^^^ Recently, uncertainty has 

unemployment disability fund X®es ma¥ deduct State
The revenue collected from thPQXeb Wlthl}eld from their wages, 
insurance against loss of w^!! taXr.iS used to Provide 
illnesses which are not job %latedUltTn9 fr°m ln3uries or 
tax is levied only if t-he omni k dj In several states, the 
coverage. The InLrL? not provide private
published Revenue Rulings that thes^f6 tak®S the position in 
nondeductible personal IxpeSditJJo fo eS W realitV a 
However, the United stat-pf t pCe f°r lnsurance coverage. 
Service's position in tw cases^nd*!,1”8^^’’"”’'3 "ith the 
•re an -inco.e tax. „„ sV^X??^ """
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The payor of the unemployment disability fund taxes

acquire the insurance covetay isexclusion creates tax-exempt ^ome, and^theref In'addition, 
inconsistent with basic princ^p^ technically constitute an 

a deduction to
inconsi---------
regardless of whether these
"income tax", it is inequitable to allo* 
individuals in one State who acquire the 
through a State program, while denying a 
individuals in another State who acquire
coverage privately.

related to a

insurance coverage 
deduction to 
their insurance

business activity 
the year paid or incurred even if 

.. , ---------- , In this
Business taxes. Taxes 

generally are deductible in
-.t . c.pit.i

'"“EieVEtTEEos? intC°”“o“n"ss"«set should be 

Seb

General Explanation
State and local sales taxes, gasoline taxes, and

business activity will be deductible 
taxes relate
have to be

Taxes relating to a ---------
under normal tax accounting principles. If the 
to the acquisition of a capital asset th y 11 local
capitalized. However, as under present lawS, taxes and real property b'
deductible in the year paid or incurred.

Analysis of Impact

Limiting the deduction for taxes will result in an 
increase of Approximately 3.8 million in the number of 
individual taxpayers using the standard deduction.

Among income groups the greatest increase in tax burden 
as a result of the proposal will be only 3 percent (a 0.5 
percentage point increase in effective tax rates).
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Effective Date

The proposal will be effective for 
beginning after December 31, 1978. taxable years

Revenue Estimates

Change In Tax Liability 
______ ($ millions)________

Calendar Years

1978 1979 1980 1981 1982 1983
3,908 4,456 5,079 5,790 6,601

Technical Explanation 

. » Section 164(a) will be amended to eliminate the

Sal"'
State°unl641(al WiU be amended to provide for ^h^future^that 
by omp^yS0"^ not deductible’1

Ta" “ the
' ■ (1976) and Anthony TrujillS, 68 TC 670 (1977)

As a resul^/thST^ 164<a> win be eliminated.

general!^ ?n Sth ^nner aS other business expenditures 
currently”under ^m'X^J^re^tT^be

property taxes) will ™ forei5n' income taxes and real 
incurred w11* continue to be deductible when paid or
incurred, unless section 189 applies.

Footnotes

Jot trclIimTired^r'f7 taxes.and' if the taxpayer elects 
deductible^ Credlt' foreign income taxes are also 

?roq?amdofPthea^ UndfrDthe Taxpayer Compliance Measurement 
_ the Internal Revenue Service. Cvcle 5 of t-ho 

individual income tax returns filed pha^e. °
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IIB-4

DEDUCTION FOR POLITICAL CONTRIBUTIONS

Present Law

Under present law, an individual who elects to itemize 
deductions on a tax return is allowed a deduction for 
specified political contributions. The deduction is allowed 
for the first $100 ($200 on a joint return) of contributions, 
in lieu of the deduction, an individual, whett'e'; "otf of 
itemizing deductions, can claim a credit equal to one half 
the first $50 ($100 on a joint return) of contributions. 
Corporations, estates, and trusts cannot claim the credit 
deduction.

Reasons for Change
The tax subsidy for political contributions was ^tended 

by Congress to be an incentive for political contributions, 
in practice, the deduction and credit generally benefit only 
those few taxpayers who would contribute anyway, and they are 
used disproportionately by high-income contributors.

The effect of the optional deduction is to provide a 
nrpater tax benefit to those taxpayers who itemize, a 
relatively small group (24 percent of all ^ren y
and estimated to be less than 17 percent under the othe 
proposals in this package) whogeneraily have higher^ncomes 
than nonitemizers. This is illustrated by Table IIB 4 whicn 
shows the distribution of the tax credit and the deducti 
for political contributions by income class for 19/5.

With a deduction, high-bracket taxpayers can make the 
same dollar contribution more cheaply than low bracket 

the greater the income of the 
, the greater the 
There is no policy

taxpayers. Put another way, 
itemizer (the higher the marginal tax rate) 
benefit to the taxpayer of the deduction, 
reason for attempting to provide a greater tax incentive to
taxpayers with high incomes.

both contributeFor example, two married couples that
$200 receive different tax treatment if one itemizes. The 
couple that itemizes and is in the highest ^rginal ax 
bracket will receive 2.7 times the benefit of the couple that 

In a 68 percent marginal bracket (tne 
the couple that itemizes and contributes 

$200=would^receive a tax benefit of $136. The couple that 
contributes the same amount and uses the standard deduction 
would claim the tax credit and receive a tax benefit of only 

$50.

does not itemize.
highest proposed),

55



104

Table IIB-4

Deduction and Tax Credit for Political 

by Income Class — 1975
Contributions

Source: Preliminary 1975 Statistics of Income

Adjusted 

Gross Income
, Credit and Deduction

Tax Credit
. Deductions

Class 

($000)

0-10

10 - 20

20 - 30

30 - 50

50 - 100

: in Income

i____________cy_

1.1Z

3.3

5.7

10.6

18 4

neturns

Class

Number of 

Returns 

(000)

424

610

302

180

: Amount of

• Credit

: ($000)

7,022

15,428

8,531

4,917

•' Number of 

: Returns 

(000)

41

213

177

110

: Amount of 

deductions 

■ ($000)

2,684

14,740

15,990

11,020

100 and over
29.4

48

5

1,463

183

96

50

10,501

6,443

TOTAL

Office of tl

2.7Z
1,569 37,546 688 61,378

Office of
— wcvACLdry or the 

Tax Analysis
Treasury

November 2, 1977
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Moreover, a recent study concludes that tax incentives 
have had an insignificant impact on the level of 
contributions to political campaigns, V and merely provide a 
windfall to high income taxpayers who would contribute 
anyway. In the past, taxpayers with income of over $20,000 
have claimed tax benefits for political contributions more 
than 25 times as often as taxpayers with income under $5,000. 
Moreover, within the lower income group, individuals 
frequently contribute and do not claim the tax benefits to 
which they are entitled. Among contributors, higher income 
taxpayers claimed these tax benefits almost three times more 
often than lower income taxpayers.

In addition, the present option of a credit or deduction 
unnecessarily complicates both the tax return and the 
instructions.

General Explanation

The deduction for political contributions will be 
repealed. The credit for political contributions will, 
however, remain.

Analysis of Impact

The elimination of the deduction for political 
contributions will result in all taxpayers receiving equal 
tax benefits from their political contributions. 
Contributions to political campaigns will not be greatly 
reduced. Significant simplification will be achieved. Tax 
forms and instructions will be shortened. Individuals will 
no longer need to make alternative computations to determine 
whether the credit or deduction is more advantageous to them.

Effective Date

The political contributions deduction will be eliminated 
for taxable years beginning after December 31, 1978.

Revenue Estimate

Change In Tax Liability 
____________ ($ millions)__________ _________

“_________________ Calendar Years____

1978 : 1979 : 1980 : 1981 : 1982 :___198 3---------

— 2 4 2 3 3
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Footnote

TUlsi"- Money, 125.128
the Twentieth Centurv Fund cm Part uP°n data compiled in 
by the IRS and the States of cZliforJi^9 data provided 
states which provide tax inL„? 2 and Oregon, two 
contributions. This is the on^vVeSKf°ruP011tlcal campaign 
considers the impact of tax ?nJL?UbllShed Study which 
contributions. incentives on political
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lie

CAPITAL GAINS — REPEAL OF ALTERNATIVE TAX

Present Law

The tax rate applicable to the net capital 9“" 

by an individual „ individual
the taxpayer's regular tax rate, aoweve , rgte
^rint^^ornrtVap?^ ,»■«. individual wm 
choose this alternative rate only if hrs marginal tax rate 
exceeds 50 percent.

More specifically, if an individual taxpayer has a net 
capital "ain the taxable ye“ 11 'e'! S
capital gain exceeds net short-term capital loss), t

amount equal to 50 percenttaxpayer can deduct an — -■* . .capital gain. The 50 percent exclusion in effect 
tax rate applicable to the gain equal to one hal 
taxpayer’s regular rate.

of the

a
sum of:

The "alternative tax on capital gains" involves 
special computation under which the total tax is the 
W“h. tax otherwise payable on all “ “i”'
capital gain for the year, <2> a tax of 25 P««"t on t c„e 

t <?> a

income averaging.
gain .
capital gain.
taxpayer must forego regular

1969, the 25 percent alternative tax was not 
limited to $50,000. in ret* ^Congress*
indicated^hat U^houg^that ^^yers with relatively

Prior to

income taxpayers.

Reasons for Change
The deduction for capital gains provides a significant 

tax benefit for individual taxpayers, reducing the tax on
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on theincomes. A taxpayer In th^va ”ith the h‘9hest

form er a
pay a tax of only $12,500 on the net c!pKi gZinT^ tO

tax on SS^m^cZpita/gain^roe00 the n,aximum
517,500, as compared^ $12*500 ?^' 000'
significant additional -2’ Y b Tt introduces
The alternative tax computationJ lnto the tax calculation. 
But, in addition, Se I-' ^^ves complex, 
tax cannot use regular income^ 7 electing the alternative 
their tax under the two specLf^ ^ust impute
alternative tax) in orderPto determin^ KlnuOme averaging and 
greater tax savings. determine which will produce the

structuring ^r timing of % rans™^ t9X Can also affect 
of this special provision For^10”3?0 maximize the benefit 
taxpayer may enter into a^ a hi9h-income
any gain over a number of years a^thereb® S°,ely t0 sPread 
impact of the alternative t!x on X ► 7 "“^Ply the
a taxpayer who has already recoan^!d ^nSaCtl°n- similarly, 
of $50,000 for a year mav^^f 9 d long-term capital gains 
transaction until the fonowt^Lrin^d10"31 Capital 9ain 
gain to the alternative tax rder t0 subject the

the

General Explanation

uniformly applicable^ the alternat ’for capital gains more 
taxpayers will be el minated The dV^-fOr nonc°rporate 
gains will remain unchanged deduction for capital

Analysis of Impact

marginal L^cke^abo^V^ taxpay-s in

estimated that for 1976 88 miiii ’ For examPle, it is 
and 7.4 million reported gains Lorn se? Cet^nS Were filed, 
Of those returns, 186 thousand or 7 qleS °f capital assets, 
with net capital gains, used the L► P!rcent of all returns 
at least some part of the tax 1 iahi ^native tax to compute 
of income and taking into acco^t^he L -U?lng 1976 levels 
proposals, over 78 percent of h! Admlnlstration's other 
under the alternative tax would b taXable gain taxed 
expanded incomes of ove^^^! With
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Table II C-l

Capital Gains in Adjusted Gross Income and Capital Gains 
Taxed at Alternative Rate 

(Proposed Law at 1976 Levels of Income)

* Less than $ 0.5 billion or less than 0.5 percent

Expanded 
Income 
Class

All Taxpayers with 
Canital Gain or Loss

Taxpayers Electing 
A11 e r n a five Tax______

Number : 
of : 

Returns:

(thous.):

Amount : 
of Net :
Gain :

($ bil.) :

Percent 
of 

Total

Number 
of 

Returns

(thous.)

: Amount : r
:Taxed At: 
:Alterna-: 
: tive :
: Rate :
:($ bil.) :

ercenc 
of

Total

Less than 
$ 5 910 $ 1.2 6 % — — —

$ 5 - $ 10 1,068 0.9 4 — — — —

$ 10 - $ 15 1,239 1.2 6 —

$ 15 - $ 20 1,138 1.6 7 — —

$ 20 - $ 30 1,428 2.6 12 — —

$ 30 - $ 50 980 3.6 17 1 ★ ★

$ 50 - $100 457 3.6 17 101 $.06 23 %

$100 - $200 116 2.5 12 64 1.4 49

$200 and 
over ____ 36 3.9 19 19 0.8 28

TOTAL 7,372 $21.0 100 % 186 $2.8 100 %

1070
Office of the Secretary of the Treasury January 6

Office of Tax Analysis

22-302 0 - 78 -8
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. Upon repeal of the alteri.au 
on^h treated similarly^
one half of the ordinary rates 
will no longer L 
first $50,000 of such gains.

native tax, all long-term capital 
All such gains will be taxed at

on the

taxpayers 
Many

«ho rly hi’h
taxpayers who would otherwise be^liniM1^ affected- 
tax forego its benefits because the^reJ!’ USe the alternative 
from income averaging. Such taxoaverc even greater benefits
repeal of the alternative tax ? k be affected by
businesses at a larae n^in Z Taxpayers who sell small 
category. 1/ 9 9 n generally should fall into this

Effective Datp

The proposed change will be AffanH * 
beginning after December 31, 1978^ f°C taXable years

Revenue Estimate

Technical Explanation

Change in Tax Liabili
---- ------- ( $ ID i 1 1 i n n c 1 lx

---------- --------- ------------------ Calendar Years
__ _  !978 1979 __ •_ 1980 ; 1981 . 1982 • 1 Q Q ”5

—

— 140 151 162 174

« 170 J

187

The proposal will apply to all
years beginning after December 3I197R ^co9nized in taxable 
W1^ aOt apply to the ratable portion nF ThUS the alternative tax 
calendar year taxpayer for 1979 a= tho f reco9nized by a 
sale which occurred in 1977 Simi laM v^^ ?f an instaHment 
not apply to gain recognized in a Jran« f alternative tax will 
taxable year to which the proposal appn^10" occurring within a 
transaction is completed pursuant FnPPVl.eVen though the 
into before the effecti,,^^ °blstored

62

alteri.au


Footnote

1/ For example, assume that a ">a”ied individual owns a small 
^SnZ^ eLhyear

the "st five years, including f ?he
dependent children, had no other in f be in the
joint return for 1977. P?J^5 were ^ot made. If the
53 Percent bracket for 1977 if the computed at th
:±ilr rates faking into account'the deduction for capital

? cai 288 The alternative tax computation results in
lesser tax of'$80,008, but income averaging produces an Men ower 
lesser tax or »» , ' $4,448 compared to the tax at the
regular$rates and a saving of $3,168 compared to the tax computed 

under the alternative tax.
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IID-1

TAX SHELTERS

INTRODUCTION

farm operations, motion Dictums activities, particularly 
partnership ruks Jere ti F°rtS fran^ises; the
introduced to limit deductions in r®duce abuse; a rule was 
amount the taxpayer has "at rtaln activities to the
the tax treatment of “al ^Me ’"’“a""' in
leasing; and the minimum anH • 011 and gas and equipment 
have additional impact on tax shelters!^5 Were changed to

plates,

all 
of 1976 
reports 
of §1.2

to
Association of Securities Dealers^NASDi976' The Natl0nal 
1977, its members made 182 Lbl L • rep°rtS that during 
with total investments of $1 29S°f taX shelters
offerings for a totalL o? $ 2 bi 1976' 196
statistics do not include offish, Were made- These 
(so-called "private placements") ihiehrhP°rted shelter deals 
“ai;?:1 v°iume or'pobxu are

in 1975, 779 in 1976’ and 931 U “* Shelters> “»» ”0 

deviate substantial 1 y3from^"116 C°de' taxable income can
are frequency i of These deviations
account earlier than tL deductions being taken into

earlier than the income to which they relate. Such
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timing differences create so-called "paper Josses", that is, 
situations in which taxable income during the initial yea 
of an activity is significantly less than true income.

Taxpayers engaged in the activities giving r^e 
tax oreferences can reduce their tax liabilities directly, o 

shelters is the generation of "tax losses which are , 
available as deductions not only against the s ^re
of taxable income from the tax shelter investment, but also 

taxable income tror. other sources. such as h 13 
business or profession. Through such investments taxpayers 
who take no active part in the sub^^z^xaCtThe result is 
to "shelter" their regular income from tax. The 
that taxpayers with substantial economic income are able to 
reduce “ax liabilities simply by purchasing tax preferences.

Tax shelters may possess as many as three major 
tax-saving features. The first, as d««ibed above, is 
deferral. A tax shelter generates substantial tax losses 
the early years of the investment which are used to reduce 
Si investor's tax liability on his unrelated income. The 
investment generates taxable income, if any, only in later 
years tU tax liability on the investor's regular source 
of income is deferred until Effect of
shelter investment is realized. The econo®f b J 
deferral is equivalent to an interest-free loan from tne 
Federal Government. For the same amount of d®d“®^°"8{ 
size of the "loan" increases as the investor s marginal tax 
rate increases.

The tax benefit of deferral may be continued by 
investing “ additional tax shelter investments at the time 
that the9initial shelters begin generating taxable 
The tax losses generated by the newly purchased tax shelters 

used to offset the tax liability on the older tax 
shelters, thereby so extending the period of deferral 
approximate a complete exemption.

The second important element of many tax Reiters J® 
leveraqe Leverage is the use of someone else s money to

U . price

Ihe bSJrowerfunH^he^an'grlatly^ncrease the benefits of 

deferral by incurring deductions which substantially exceea 
his equity investment.
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(i.e/a SW* Sh\lters' * nonrecourse loan
liability, directlv o? ^f^?38 no personal 
pJr^Lr^r ?‘n^‘ • seller

j:=c ~rs

transactions. mics of the underlying business

Is Of this typeincome wh‘ch arises when fli ' 1 to tep°tt the taxable 
the investment is camelled d?b\"b,cb financed
unable to discover this faiiurl / ent the Service is 
deferral of tax product re?°rt income' the 
Investors neglect to report thTi^3 18 ^ade Permanent. 
Promoters of shelters often fail ^come for several reasons, 
of the nonrecourse debt produces incom^10!! that cancellation 
income is not accompanied by any cash fi™ fS°' ^1S taxable 
investment with which the Cash flow from the
it is extremely difficult forMV^^7 the tax‘ FinaUy/ 
audit that the eventi which r L discover on
occurred. produce this income have

investments^ the conversion^fmanY taX shelter 
gains at the time of the sale or oSr^' lncome into capital 
asset used in the tax °r °^her disposition of the
in the shelter ConversToXcn °f ^P^r's interest 
gam which reflects the the Porti°n of the
ordinary income) is taxed as capital educti°ns (taken against 
is in a lower tax bracket in gams. (if the taxpayer
effectively "converts" the tax^ {ear °f disP°sition, he 
"recapture" provisions e aS well'> v*rious
effect of which has been that ™ enacted ln recent years, the 
available .any are not

those not dieectlyaengagadeinhthZa.e.af theS® tax benetits to 
partnership is most commonly actlvitY» a limited 
for tax shelters. The partnershfo^33 the i"vestment vehicle 
allows the immediate flow-throuahPto°Ih 1S chosen because it

no^o^^5 the tax

losses. Moreover" by Sina th! , °f partnersbip tax 
limited partners, their finanriZita* shelter investors 
shareholders - is limited tn^riSk ” like that of 
partnership. felted to their equity in the

- 66 -



115

In many cases interests in tax shelter limited 
partnerships are publicly offered for sale to potential 
investors throughout the country. As a prerequisite to such 
public sale the partnerships must comply with applicable 
Federal or State securities laws, which require protections 
for the investor-limited partners (e.g., transferability of 
shares) not commonly enjoyed by limited partners. In fa , 
in the usual publicly syndicated tax shelter venture the 
limited partners enjoy the same protections and benefits 
corporate shareholders, while receiving the additional 
benefit (which makes the transaction marketable) of the 
immediate enjoyment of losses generated by the tax shelter 
activity.

The marketing of interests in these tax shelter ventures 
are directed at taxpayers whose marginal tax rates are 
percent or above. Promotional literature on tax shelter 
offerings clearly advise potential investors that the primary 
benefit of the investment is the tax deductions generated m 
the early years of the investment; the prospect of any future 
economic gain is clearly of secondary importance. In a 
recent article on tax shelters published in a leading 
financial periodical, a tax shelter promoter admitted that.

We don’t even 
on (the program's) 
anybody's going to 
the expectation or

want people to buy our programs based 
economics .... If we find that 
purchase a program from us based on 
necessity of receiving money, we

recommend he not try it . . .

Also, careful examination of the promotional literature 
demonstrates that typically a substantial part of the 
investors' initial cash contribution is used to pay 
promotional expenses, rather than to purchase assets to be 
used in the tax shelter activity.

The continuing spectacle of high income taxpayers paying 
through the use of tax shelters seriously 

and middle income personslittle or no tax
undermines taxpayer morale. Low -----
who cannot benefit significantly from tax shelters strong y 
resent the fact that they must bear the greatest burden of 
taxation, while certain high income taxpayers can obtain
extensive tax relief.

Although some tax preferences, such as the investment 
tax credit (as well as most other tax credits), and the 
special allowance for percentage depletion of minerals, were 
enacted or continued in order to encourage investment in 
certain industries or activities, other preferences are the 
unintentional by-products of legislative or administrative 
actions. These include the expensing of periodical 
circulation costs and research and development expenditures 
(enacted to resolve disputes concerning the proper tax
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faclii P“""° arg?e that tax shelter arrangements simply’
inteideTby congresf of the tax benefits

"eithet
engaged in busi^s^0^' measurement °f income for those

activities^ rZ investment in intentionally favored 
by the illegal or hiahlv Vef^ serious problem is presented 
shelters t-hrm^h questionable enhancement of tax

questionable tax shelter activities! P 1Ce illegal or

Summary of Proposals

prefeJeLe^hrS^so^at redUCe Certain tax
based on that the deduction is more nearly

the actual economic income or loss of the taxpayer.

Esbat^. Depreciation of real estate will be

<2! h! avera9e useful lives used by taxpayers
(2) depreciation based on the taxpayer's particulf 

a

or 
and

Agricultural Corporations.ty:d

million's mor^full^esc^ibed^^ tha" $1 
preferences.) Y b d ln the section on corporate
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accelerating deductions. One type of income deferral shelter 
involves the purchase of tax deferred annuities by 
high-income taxpayers as a way (to quote from a promoter s 
sales literature) to "pile up interest indefinitely, and not 
pay a penny of taxes until you take your money out -- usually 
at retirement when your tax bracket is likely to be lower. 
By not paying taxes on the interest every year, you actually 
earn extra income with Uncle Sam's money." Such contracts 
usually permit a purchaser to withdraw earnings, not in 
excess of amounts previously paid for the contract, at any 
time on a tax-free basis. Under a recent court decision, it 
also appears that high-income taxpayers may be able to avoid 
paying tax currently on the income earned through the annuity 
even when they are able to direct the investments to be made 
by the company.

Under the Administration's proposal, insurance companies 
will be required to report each year to the purchaser of a 
deferred annuity the actual amount earned on his investment 
and the purchaser will be required to include this amount in 
income. This treatment will not apply to one annuity 
contract per taxpayer, the annual contributions to which do 
not exceed $1,000.

(b) Direct limitations on tax preferences cannot be 
accomplished in some instances because the continued Federal 
subsidy of certain industries is regarded as essential or 
because a totally accurate matching of deductions against 
income will produce unduly complex accounting rules. In 
these cases, proposals are made to curtail abuse. In 
particular, it is desired to prevent uneconomic, gimmicky 
investments that waste the supply of venture capital without 
producing needed goods or services.

Extension of At Risk Rules. The effectiveness of the at 
risk limitation added by the Tax Reform Act of 1976 (relating 
to the use of nonrecourse financing) will be enhanced by 
extending its application to certain closely held 
corporations and to all activities other than real estate.

Limited Partnerships Treated as Corporations. Those 
newly formed limited partnerships that have more than 15 
limited partners will be classified as corporations for tax 
purposes.

Partnership Audit. The Internal Revenue Service will be 
provided with a more effective tool to police partnerships, 
including tax shelter limited partnerships, by authorizing 
the Service to audit and make binding tax determinations at 
the partnership level.

(c) Finally, in order to curtail excessive utilization 
of tax preferences the Administration proposes
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paid The deduction for
i th Case of individuals will 

$io“ooo?n a9alnSt Preference income
half of the regular 
be eliminated; the 

will thus be limited

tax

to

credi~and work incentive ly' the investment tax
the first $25,000 and $50 000 °ffset completely
liability. This offset will ectively, of tax
extent of 90 percent of tai liability! lnStead only to the
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IID-2

EXAMPLES OF TAX SHELTER ABUSE

A. The Continuing Tax Shelter Problem

Thousands of high-income taxpayer$ c°nt^emOst popular 
payment of their fair share of as
techniques by w£ich *^*4° — thought by many to have been 
tax shelters. Tax ^hel _9 have continued to thrive
eliminated by the 1976 Re moderate income taxpayers are
during the past year hp^thev read of high-income taxpayers 
particularly annoyed when they rea^ofvertisements and 
utilizing tax shelters or see ^P shelter techniques
articles in magazines exto 1 9 undermines compliance

to report 

income from a second job.

Sales of tax shelters have ^"“^‘^“a^isements 
business J°‘^"liuinal of December 23, 1977, in

“.. Shelter retail season.
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major =° thatsource of revenue An artiX aff°rd to ovcrlook this
Forbes Magaz 'pag "2^ n ™ 1977 issue

page z/, entitled "Gimme Shelter" explains
Tax , shelters are booming 

•gain, in good part because in­
flation, prosperity and our pro­
gressive tax laws keep pushing 
more and more people into 
brackets where paying really 
hurts. Given Merril] Lynch’s fine 
reputation, it appealed to cus­
tomers who wouldn’t trust an 
ordinary tax-shelter deal "In 1975 we 
attracted 153 million in [tax shelter] 
equity investments,” Loughlin savs 
leaning back in his chair. “Last year’ 
177 million; this year we expect to do 
over 1100 million.”

Merrill Lynch is by no means alone 
Today nearly every retail brokerage 
house in the country has discovered 
the potential of tax shelters as a new 
source of business.

Sales commissions run from 6% to 
O.5* of the money invested, the kind 
of return that energized all those mu­
tual fund salesmen back in the Six­
ties and Fifties.

1. shelters attracted at
Jeart $2.4 billion. About $1.2 billion 
of that was in public placements reg-

B’ ^lustrations of the Prob 1 em

istered with the Securities & Exchange 
Commission or with state agencies. 
The other half (or more) is in private 
placements, which are limited to 35 
or fewer investors and which do not 
nave to register with the SEC. Pri­
vate placements are the province of 
not only the brokers, but a whole 
»rmy of lawyers, accountants and 
promoters—some sharp, some of them 
just sharks.

ITUs year’, take in tax shehers- 
pubhc and private-could be higher 
still The industry’s rule of 
thumb is that anyone who has 
part of his income in the fed. 
era! 501 bracket is a prospect. 
Published Internal Revenue Ser­
vice data for 1973 (the latest 
figures) showed 568,849 tax­
payers at the 501 level or high- 
er that year. That’s a lot of po­
tential business. Since then, 
many more thousands of rock 
singers, TV personalities, doc­
tors, airline pilots, lawyers and 
assorted executives have joined 
the top brackets.

”°“ld Y?U inVeSt $65,000 Of 
k^r3 a book about the life : 
bodybuilder written bv -- 
unlp« a ■ Dy a“ unknown autn ius!ified eh mined that the dances 
justified this enormous risk. o;,e,ce

' Ses^t ? BY “h91' s“ a
the

your own money to buy the 
story of a virtually unknown 

an unknown author? Probably not, 
---------------of making a profit 
Tax shelter promoters,

investors to do 
silent partner in

his own ca!h!UC?heapurJhaserpriJe inve®hor invests $65,000 of 
not $65,000 but rather is inf^ebook' however, is 
investor personally owe $235 m* n° $3°°'°°°- Does the 
payable only out of a small nprronr ’ The difference is 
any, and onlv aftpr ehQ Percentage of the receipts, if S^OOO casi'rXXr 1"V"tOt has bee" "'■’’■d hrs entire

The prospectus S?" P""" "
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appraisals from "experts" ^0, ^ ^ their optimistic

excess of his cash investment. As a result, th g • 
revenue losses, Uncle Sam has become the ma}or investor 
the book.

The key to the shelter is the inflated valuation given 
to the asset. An asset, such as a book, is difficult to 
value! Hence, an irresistable temptation is Presented to 
aggressive tax shelter promoters to overstate this val .

.-t 
business) journal felt bound to describe the phenomenon.
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& OCTOBER 2, 1977 ook Review

book ends
By Richard R. Lingeman

The .Sheltering Book 
people 

about town facing a 

large tax bite this

Dowiw br KUMI

year are investing money in 
books as tsx shelters. The 

traditional tax shelters, of 

course, are oil wells, cattle 
farms, motion pictures and the 

like, but reforms in the Internal 

Revenue Code last year have 

made books (also master 

records and song copyrights) 
suddenly attractive.

The reason is that the Tax 
Reform Act of 1976 still permits 

individually owned tax-shelter 

to be purchased with no-

the copyright), usually for .

U »“tbor.’Th. author

time;ob r’^ fr°a d^g that

the ehan« of XXZ?* “ *“ Up

he can deprecate against current income

the h^X^ta “ 5UFP°“d to "P^-t 

^"d to the X'

»«~t who tee, a lot of book-shelter proposals, «

legitimate bX« '°r *

Wdh° b“" UF ‘

books we’ve about °r individual
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In many of these deals, the tax benefits are so great 
that the quality of the asset, such as a book or recording, 
is irrelevant. All that is needed is the appearance of a bona 
fide transaction, to avoid disqualification as an outright 
sham. This fact is well described in an article entitled„ 
"Ah, Tax Shelters! What Horrors Are Committed in Thy Name’ 
which appeared in the January 23, 1978 issue of Forbes 
Magazine.

Cal-Am dutifully warns you in Its sales 

literature that there may be one big 

problem the 1125,000 purchase price. 

The IRS has announced that It will scru­

tinize tax returns in which the "fair mar­

ket value" of property is less than the 

nonrecourse debt used to pay for it. But 

if 1125.000 sounds like too much to pay 

for a master recording by an unknown 

artist, ait tight; Cal-Am provides you 

with two appraisals by experts in the 

music recording business who will attest 

to Its value. • •
The IRS, of course, may contest the 

appraisals—particularly in light of what

one record-industry source told Forbes. 

*1 visited Cal-Am several months ago 

because 1 thought they were interested 

in purchasing good master recordings. 

They looked at me like I was crazy. [A 

Cal-Am official] said ‘Can you get me 

records for 11.000 or $1,500 apiece?’ 

And 1 said to him, ’No, I can t. He said,. 

That’s the price scale I’m looking for.’ 

And I sard to him. That’s impossible. 

You’re going to Ue two cellists banging 

their cellos togeth: r for 51,000. He said, 

’1 don't care what we have.'" JOur 

source adds that a typical cost for pro­

ducing a good master recording, is be­

tween $45,000 and $100,000.)

Obviously, reasonable men may disagree over the fair 
market value of an asset. For tax shelter promoters, 
however, the possibility of reasonable differences of opinion 
is the excuse justifying the most favorable, and in many 
cases outrageous, valuation. One way to deal with this 
problem is for the Service to hire an army of appraisers. 
Clearly, this is not desirable. The Administation proposes 
instead to replace the army of appraisers with a simple rule: 
an investor can deduct tax losses only to the extent of his 
economic investment in the activity. In the foregoing 
example this rule will limit the investor's deductions to 
$65,000. The value of the tax deductions can then never 
exceed his personal investment. The investor, therefore, 
will lose some part of his investment unless the deal 
produces a profit. Under this rule, it is hard to conceive 
of a prudent person who would invest $65,000, let alone 
$300,000 of his own money in this venture. An investor could 
no longer ignore the strong probability that the book will be 
a flop. The need for this rule is not limited to book deals. 
Ingenious promoters have packaged tax shelters involving 
master recordings as well as lithographic plates of original 
works of art. Obviously, the only limit is the imagination 
of the promoters. Thus, the rule extends to virtually all 
activities.

In many tax shelters an investor makes profits while 
losing his entire cash investment. This interesting 
phenomenon can be demonstrated by the projected tax savings 
supplied by the promoter of a tax shelter involving a 
lithographic plate of an original work of art. As the 
attached projection shows, for a cash investment of
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Swws: xvs; o£ ii” - s--93 

in the 60 percent bracket would exceed^ e^ODt?0 * taxPayer 
assuming that the projections of tho ^?65:°°0' Thus'

76



22-302 0 - 7 8

L
L
O
Y
D
 
P
R
O
R
B
E
R
 

b
 
A
S
S
O
C
I
A
T
E
S

ST
AT

EM
EN

T'
O

F 
PR

O
JE

CT
ED

 D
PF

J1
AT

 I O
IIS

__
__

__
_(

U
n

a
u

di
te

d
)

F
ac

ta
 u

se
d 

fo
r 

th
is
 p

ro
je

c
ti
o

n

|c
n
*h
 

(n
ve

a
la

cn
l 

o
ve

r 
tw

o 
ye

a
r 

p
e

ri
o
d

 
I 

25
,0

00
 1

N
ot

e 
pa

ya
bl

e 
i^

n
O

O

T
o
ta

l 
co

r.
t 

to
 

in
ve

st
o
r 

(N
ot

e 
3)

$1
25

,0
00

In
v
e
s
ta

rn
t 

la
x 

c
re

d
it
 a

v
n

iln
b

lu
$ 

12
,5

00

Ta
x 

b
ra

ck
e
t 

o
f 

p
o
te

n
ti
a
l 

in
ve

st
o
r 

fo
r 

ea
ch

 y
e

a
r 

o
f 

p
ro

je
c
ti
o

n
60

1 
c
=

N
ot

e 
p
ri
n
c
ip

a
l 

no
d 

in
te

re
s
t 

M
o
rt

is
e
d

 
(N

ot
e 

.1
)

N
on

o

1*
77

 
19

78
 

19
79

 
19

80
 

19
*1

 
19

83
 

19
83

 
»9

94
 

19
85

 
19

86
 

IM
F
 

Tn
 tn

 I

A
. 

In
co

ia
c 

ta
x 

e
ff

e
c
t 

(N
u

lc
 

la
)

In
co

a
c:

G
ro

an
 p

ro
fi
t 

on
 

sa
le

s 
(N

ot
es
 

1$
 a

nd
 4

) 
8 

- 
8 

- 
(

F
o

re
cl

o
su

re
 
o
f 

n
o
te
 

(N
ot

es
 

Ie
 a

nd
 3

) 
- 

- 
_

T
o
ta

l 
in

cn
ac

 
- 

~

D
e

d
u

ct
io

n
s:

 
fn

vc
st

a
n
n
t 

ta
x 

c
re

d
it
 

(N
ot

e 
Id

) 
20

,1
33

D
e

p
re

ci
a

tio
n
 

(N
ot

e 
to

) 
13

,8
89

 
24

,6
91

In
te

re
s
t 

(N
ol

a 
if
) 

1,
80

0 
6,

00
0

T
o
ta

l 
d

e
d

u
ct

io
n

s 
36

t2
22

 
30

,6
91

T
ax

ab
le
 

in
co

ac
 

(l
o

s
s
) 

8
(3

6
,2

2
2

) 
8
(3

0
,6

9
1

)

II.
 

C
ni

:h
 e

ff
e

c
t

8 
•

 
*

• 
*

19
,2

04
 

14
,9

37
6,

00
0 

6,
00

0

25
,2

04
 

20
,9

37

(2
5

,2
0

4
) 

$
(2

0
,9

3
7)

8 
-

11
,6

17
8,

00
0

17
,6

17

8
(1

7
,6

1
7)

-

9,
03

6
6,

00
0

15
,0

36

1(
15

,0
36

$•
 

9,
02

2

9,
02

2

8 
9,

02
2

)

- 
8

7,
02

8 
5,

46
6

6,
00

0 
8,

00
0

13
,0

28
 

11
,4

66

(1
3
,0

2
8

) 
8(

11
,4

66

7,
81

7 
8 

6,
88

0

7,
81

7  
6,

88
0

• 
•

8 
7,

81
7 

8 
6,

88
0

)

-

4,
25

1
6,

00
0

10
,2

51

1(
10

,2
51

 ) 
1

6,
15

1

6,
15

1

1 
6,

15
1

-

1,
65

3
6,

00
0

7,
65

3

( 
7,

65
3

4,
59

2

4,
69

2

4,
59

2

14
8,

27
2

14
6,

27
2

6,
IX

M
)

6,
00

0

14
2,

27
2

1(
85

,3
64

(8
5,

36
1

8(
85

,3
64

8 14
8,

27
3

14
8,

27
2

20
,8

33
11

1,
77

2
61

 , 
5<

M>

11
1 1

, I
H

5

8
(4

5
,8

3
3)

 
- 

■ 
.:
--

3

) 
8 

27
,5

00

) 
27

. M
*l

25
,0

00

) 
8 

2
,5

00

8_
__

_
-

a
; 

"■•
==

■3

C
as

h 
sa

vi
n
g
s 

(c
o

s
t)
 

fr
o
«
 

ta
xa

b
le

 
in

en
ue
 

(l
o
s
s
)

21
,7

33
1 

18
,4

15
15

,1
22

12
,5

62
$ 

10
,5

70

10
,5

70

8 
10

,5
70

C
as

h 
d
is

tr
ib

u
ti
o
n
 

(N
ot

e 
7)

C
A

P
IT

A
L 

CO
NT

M
tO

UT
ED
 

(N
ot

e 
3)

21
 ,7

33
12

,5
00

14
,4

11
12

,5
00

15
,1

22
12

,5
62

N
et
 

ca
sh

 b
e
n
e
fi
t 

(c
o

st
)

i 
9,

23
3

9 
S

^
IS

^
1 

15
,1

22

C
iH

su
la

liv
c 

cn
nh

 b
e
n
e
fi
t 

(N
ot

e 
8)

1 
9,

21
3

1 
15

,1
41

I 
30

,2
70

$ 
42

,8
32

5 
53

,4
03

 
=

=
I 

70
,2

41
 

^
7
7
jE

II
8 

63
,2

72
1 

87
,6

64
$ 

2,
50

0

Th
e 

A
tA

M
p

liu
n

s 
an

d 
n

o
te

s 
co

ni
 a

nt
ed
 
in
 t

h
is
 r

e
p

o
rt
 a

re
 a

n 
in

te
g
ra

l 
p

a
ri
 

n
l 

th
ia
 p

ro
je

ct
e
d
 
a

ln
tr

a
c
n

l.

S
er
 
le

tt
e

r 
o
f 

tr
a

n
M

it
ln

) 
an

d 
c
o

n
fi
d

e
n

ti
a

l 
nc

ao
rn

od
ua

 o
f 

L
lo

y
d
 

P
ro

b
b
e
r 

A
 
A

S
B

O
O

io
to

S



126

Returning to the book shelter deal described ahnvn 
let s assume for the sake of this discussion that the ' 
valuation is reasonable. At a later time

°P' and the §235,000 note becomes worthless f
The investor has no personal liability for thp nn(-„ Ik only thing the investor loses is t£e copyright assk 
However, under the tax laws, the investo? must then ^eoort 
income the amount of the forgiven loan As not- a " rt 
following excerpt from the recen? Forks n0-ed ln the 
investors and promoters suffer 1

» the book is a
What happens?

as

at this time.
nt Forbes article, many 
from convenient memory lapses

Even if you manage to 

escape challenge on your 

deductions and credits by 

the IRS. you still may have 

problems Remember how 

you paid for the master re­

cording; *20.000 down. 

*105,000 in a seven-year, 

nonrecourse note Let's as­

sume the record has failed 

to bring in more than a few 

dollars of income for you at 

the end of seven years So you decide to 

default On the note. If you did, you'd 

find yourself stuck with a huge tax bill 

After al), you signed a note for 

*105,000, deducted that amount from 

-your taxes, and have now said that you 

never, intend to pay it off So the

*105,000, and possibly more, is sudden­

ly recaptured" into income the mo­

ment your debt is wiped out -

In other words, you'd better have ■ 

ye>y b,g wad of cash ready to hand over 

to Internal Revenue But there is a way 

out The nonrecourse note is renewable 

at your option. So you can roll it over for 

another seven years, and postpone, the 

day of reckoning.

Okay, but at the end of 14 years 

you've got the same problem That point 

was raised during a meeting with a CaJ- 

Am official. Don Ferrari, who was talk­

ing to a group of prospective Cal-Am 
salesmen. ‘Some people." Ferrari said 

with an expression of mock sadness, "will 

have lapses of memory at the end of 14

Although the proposed substantive changes will be of 

fully with the logistical problems presented. P

A common practice in tax shelter deals is to "laver" one 
investor^? °n tOP °f another in arrangements that involve 
investors from coast to coast. For example consider yho arrangement illustrated on the following^ e ? t 
shelter which the Service is presently Examining contains 

Pa[tn*rships. The 69 taxpayer partners Jre 
cattered throughout the various tiers. There are six 

partnerships which are mere conduits, although in 
investigating this tax shelter the Internal Revenue Service 
actua!XSpayeJs.retUrnS °f theSe COnduits t0 identify the

in a ?e taX shelter Partnership is not structured
diversit^of1! imita”ang®ment' the ^re number or geographic 
audTt ^i, f i Partner-investors makes the Service's 
audit task extremely difficult. One group of tax shelter 
over20rnZer 7 examination by the Service involves
partner Wlth an a99tegate number of limited
partner-investors m excess of 1,600. Certain of these
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partnerships each have in excess of 400 limited partners who 
are located from New York to California.

There is no reason to permit highly questionable and

Service.
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IID-3

REAL ESTATE DEPRECIATION

Present Law

Present law 
exhaustion, wear 
business or held

allows a depreciation deduction 
and tear of buildings used in a 
for the production of income.

for the 
trade or

A building will experience a gradual loss in value over 
its life equal to the difference between the cost of the 
building and its salvage value. This loss in value is a cost 
of producing the rents or other income from the building. 
The purpose of the depreciation deduction is to provide an 
accurate measure of the annual taxable income derived from 
the building by allocating this cost of producing income over 
the period during which the income is produced. To 
accomplish this purpose, the total loss in the value of the 
building must be allocated year-by-year over the life of tn 
building.

If the entire cost of a building were deducted in the 
year it was placed in service, there would be large tax 
savings at the beginning of the property's life that would be 
offset by taxation of the entire gross income from the 
property (net of operating expenses) during the remainder of 
its life. The deduction of all of the anticipated 
depreciation at the beginning of a building's life would be 
inappropriate because it would not reflect a current loss in 
its value.

The opposite policy would be equally inappropriate, 
in value of a building were

If
a deduction for the loss — -------- .
permitted only when its amount could be determined with 
certainty (e.g., when the building was sold), the taxpayer 
would be required to pay tax on the entire gross income from 
the property (net of operating expenses) and would receive a 
refund of the overpaid tax only when a loss was sustained on 
the building's sale. Taxpayers would properly object that 
the loss of value occurred during the period of the 
building's use and should be netted against the 
during that period, rather than accumulated and 
single year.

income earned
deducted in a

to avoid theThe allowance for depreciation is intended 
distortion of income that would result from either of these 
extremes by permitting annual deductions that reasonably 
allocate the cost of producing income from the building over 
the period during which income is produced. Thus, the rate 
at which a taxpayer recovers his investment in a building
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through depreciation deductions is, in general e
correspond with the gradual loss of that investment asrhp 
present^! 10rateS Physically or becomes obsolete Under 
^T^Uon^f^^ ^sT™31 depreCiati°" Auction

(i)

(2)

(3)

the estimated useful life of ,of time it will be used in Jhe taxpayer’s 
business or held for the production oFincom^

the salvage value of the asset: the amount which 
or ofhePa^r es^lmates will be realized upon sale 

° disposition of an asset when it is no 
longer used by that taxpayer; and

the method of depreciation: the method of 
its°oria?n^ ^Property's decrease in value from 

tO Us salva^ ”•> Its

Methods of depreciation.

permitted to be used for all assets, including buildings.

v °f UP to 125 Percent of the
properties are

Useful life and salvage value.

made by the taxpayer subject only to th. requirement that 
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they reflect all the "facts and circumstances" bearing on the 
taxpayer's anticipated use of the property.

The taxpayer must make subjective judgments to estimate 
both the useful life and the salvage value of a build ng when 
it is first placed in service. To the extent that^^ t.^p y^ 
makes a judgment underestimating a bull g . Purina 
salvage value, the taxpayer overstates dePre^^^"tons 
the shorter life claimed, producing premature deductions.

In 1971 Congress requested a Treasury study of the

life system of depreciation (Asset
— . The Treasury study, completed 

LOaHu,^s almost always assume salvage 
to be zero and claim useful lives that 

than the relevant lives for

under the class _
Depreciation Range, or ”ADR ) .
in 1974, showed that taxpayers
values of buildings
are significantly shorter

published previously by the Internal Revenue 
c i QA9-1 cr 418). (See T^bleService (Rev. Proc. 62-21, 1962 1 c.b. no)

IID-1.)

buildings

instead of estimating the overall useful life and salvage 

value of a building, the building shell,
wir ingl^plumbing^roof ^°ceil ing?°f loor ing^and then may estimate 

separate useful lives and salvage values for each of t^ 
components. It is not uncommon for a single bui 
divided into more than 100 separate components.

Reasons for Change
Present law authorizes a reasonable deduction for 

depreciation to ensure that the annual income derived from a 

depreciation deductions which are reasonably a[e eco„omlcaiiy 

avoid taxes.

Straight-line method more appropriate.

for 
(2) 
and

Prohibiting use of -deler.t^.ethod^ot.deppci.tion
s^r^L^o^i/declines in the value of buildings, 

(3) the realities of the marketplace.

1. Prior Congressional action.

Accelerated methods of depreciation for real estate were
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Table IID-1

Comparison of 1962 Guidelins and 
Lives Claimed (In Years)

Building 
Type

Guideline Lives 
Under Revenue 

Procedure 
62-21

Average Lives 
Claimed by 
Taxpayers 

(New Buildings 
Only) •

Percentage of 
Taxpayers 

Claiming Lives 
Shorter Than 

Guideline Lives

Retail 
(including 
shopping 
centers) 50 36 93
Warehouse 60 37 99
Factory 45 37 77
Apartment 40 32 78
Office 45 41 91
Bank 50 43 79

0fOfncefoFf2fl?^?'^°rTE'^^ January 27, 1978
urrice ot Industrial Economics

Source: Office of Industrial Economics 
Treasury, Business Building Statistics , Department of the 

(GPO, Washington, 1975) .
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permitted virtually as an afterthought. When Congress^ 
originally authorized ^c^p^ecittion pattern of machinery and 
primarily concerned with the ^thods was to afford a

properly

is
not nearly as rapid as that of machinery and equipme

The potential physical lifetimes of is no

-J,™1'”
_u...e;«» 1 These changes occur gradually* me h . 
changes ‘in the fields of computer technology,jj^^s *nd 
production machinery, for example, do not equally affect 

estate.
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the

“aJ^h °' tl"
.s. qz: x ^id±:d the “w-“» „.th„d
recapture ru?esPand Xi. M&X

gains.
is also 
minimum

2.

«glh“

and maximum taxes, introduced in 1969.

Studies of actual declines in value.

°f

straight-line method over useful live^o^an6? *afin°n even on the 
rx^xr-“~^^

., ^"F°I both office and apartment buildings we find that
the tax depreciation rules--even after the 1969 
revision—confer substantial subsidies. For example the 
true depreciation of office buildings in the first y^ar is 
less than one-tenth of that allowed under straight Hne 
falls Cshortnof tha t^ I1tr dePreciation for office buildings
each of the h Wed ?e strai9ht line method for 
life °f the °ffice building's useful
lino’,* W calculate that on a before tax basis, the straiaht 
pe^cen^orthe1^ a?°Wed by the law yields a subsidy of 18 
Percent of the purchase price while double declining balance 
adds approximately 10 percent more. 9 oaiance

86



135

"The results are similar for apartment buildings. In 
the first year, true depreciation is less than one-fourth of 
that allowed under the straight line method and true 
depreciation does not exceed the tax allowance until after 
the passage of 40 years. The straight line tax depreciation 
methed confers a subsidy of 14 percent while accelerated 
methods can double this. In both industries a reverse sum of 
the years digits method would approximate true 
depreciation." £/

Another Treasury study compared tax and economic depreciation 
(in constant dollars) on the basis of the extensive data collected 
in connection with the Treasury's 1974 ADR survey oflives 
actually being used to depreciate buildings. 5/ This study also 
concluded that even straight-line depreciation, given current 

use, greatly exceeds economic depreciation.lives in

3. Realities of the marketplace.

The inappropriateness of accelerated methods of 
depreciation for buildings is clearly demonstrated by the 
disparity between the implied rates of decline in building 
values and the lending practices of major financial 
institutions. These institutions lend hundreds of 
of dollars each year, accepting buildings (and their sites) 
as security. These lenders must be concerned with the true 
rates of depreciation of the properties they take as 
collateral. If a property depreciated more rapidly than the 
loan was repaid, the lender would find the value of 
collateral to be insufficient to recover the unpaid balance 
of the loan in the event of default.

The behavior of equity investors in buildings also 
clearly demonstrates that accelerated depreciation is 
unrealistic. These investments, if the investors tax 
depreciation schedules are to be believed, have rates of 
return that are not only well below prevailing market rates, 
but that are sometimes even negative. These points are 
illustrated by the following example.

Example

Assume an investor purchases a newly constructed office 
building and its site for $1 million The site ha value 
of S120 000 The investor finances the purchase witn ^50,000 of his own funds and a loan of $750,000 from an 

insurance company. The loan has an interest rate of 
percent per annum, will be amortized over 22 years and is 
secured by the property. The building is fully rented and 
generates $104,051 annual revenues, net of operating 
expenses. 6/

The financial results for the first five years are shown 
in the following table. Depreciation is shown under both
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on a^-X^^Ufe^^^ strai9ht-line methods based

150%
Declining Balance Straight- 

line
1. Operating income before
2 M«rIreSt and depreciation
2. Mortgage amortization
3. Depreciation

9 520,255
71,390 5 520,255

71,390
4. Interest 199,072 146,6655. Cash flow (item 1 less 

items 2 and 4)
325,753 325*753

123,112 123,112

The depreciation deducted 
thle^J"9 balance method i- • 
three times

under the 150 percent
as great as thA m e first five years is almost 

the lender. if9the deore^^9^.™0'tization required bv 
reflected true depreciation deduCtions accurate?vlred by 

ulfe-r the excess of the
------- ions accurately

would be reduced from u ver tne l°an maintain the 33 .m 33 Percent to 18 percent 
anticipate nc "pc™,,'.J
epreclatlon over the five-year oeri-a':000 of economic 

depreciation computed on thn hl Period. in contrast, tax 
declining balance method i‘s sfsToil! 150

to 18 percent. To

rate of return on the
an unrealistically low 
investors in an

assume that the property will be sold^/^ rate Of return, 
annual cash flow from the Jrooelt! H?" ten years.
percent declining balancl melhna ”4,623. if the 150
accurately reflected true denrori^^ the 30-year useful life 
Hie fIh $646'890 after ten years ^rom^h Pr°Perty would 
sale, the investor would havi m ' F the Proceeds of the 
°n ?jS mortgage of $568 767 ThorePfy the remaining balance would be $78,123. Given ^t tJl fr°m t^sale ”

Uvest^nriFrr,"’8 ■’“"I’a.ed, “SO.000

hence thl s0"3616 return on 
nence the undepreciated bas 
be substantially highe 
allowable deductions
30-year useful life provides a 
Percent, a similar Sample for °f 
the investor uses 200 i------------ - 
produces a negative rate of return?

9% and higher. if 
return of this size, no

her£than that im^IeVby^n^ Sh°Uld 

-v J2/^!!?ht~31ne ^Pteciation over a 
-- -- return of only 6.53
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Need for guideline lives.
The Treasury has consistently attempt^ ^'/h^, 

calculation of depreciatio nrOvidinq guideline systems for 
uniform and admimstrable y P Guideline lives which
the determination of useful he Internal
taxpayers may elect and not have cnaiieng y 
Revenue service have generally been est.blishe for 
depreciable property, but are not curren y 
bu iId ing s•

The present facts and c^^^^^/^exlct process^"9

-is"- Thete

inequitable, the present system is also costiy 
taxpayers and the government.

Uniform guideline lives f°r ^^^^^th^administrative 

consistently.

1. Facts and circumstances foster disputes.

Under the facts and circumstances test ^taxpayers.mus^

^sP^S^»^lhl?^ yer?:n a: . internal Revenue Service

Relation.

It is not surprising that under this ^^t ive^^

«"e^^ 

which the tax laws c°ul property as one of the tax
over useful lives of deprecia p P These disputes,
issues most frequently in ^^^5 require taxpayers and the 
involving basically factua Effort and expense to
government to devote substantia! m e Hfe>
the determination of a mutually acce^a

ft is unreasonable, and as hemonstrated^thejapirical 

the^— 

taxpayer-by-taxpayer predictions.
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2. Facts and circumstances inequitable.

sh: ::o&“L”srd‘""^^^L^oS-^rSe^inibu.
are able to obtLn the TheSe ta*Payers
depreciation deductions without °f “^eaiistically large 
methods by playing the "audit s°rtmg to the accelerated component^th^VS^^i^^ and >7 using the

circumstances ' justified by the facts and

These taxpayers have little u
”lu'“ " 

depreciation deductions produce^rtTt*a“d?'< the eKcessive 
the taxpayer's tax liability rhe^dd^31 losses that reduce 
taxpayer's return will not audited that the

and h^ estimated CetUrn is edited

regards the estimated useful ?i^'oj !h^ P?yer merely 
~ <^r^a;first 

since the taxpayer will be aM ^I031 fc leS in these cases, 
position is justifiable under the fac?^^' retUrn
In the absence of objective anidZif^ V clrcumstances.) 
negotiations between the t-^v9 delln®s» these disputes become

tare the largest depreciation deductions.

Component depreciation; The nr ..
to depreciate bidings has beco.e TnX^g^uLVr?0'’ 
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recent years-particularly in tax shelter real estate^eals. 
This recent popularity may be explained in par y 
that, in actual practice, component Sf a
the acceleration of deductions into the ear y y 
building's life that ate tar greater than ^"sons
& (““nX^n't”X Of deductions is that the 
Sees of She f«ts and circumstances test are compounded 

under the component method.

Taxoavers divide a building into its component parts and 

sen

; l£ i \he

shel^o^a'building^ordinarily accounts for approximately 

building.
In addition to assigning the lowest possible ^^?On° 3 

building's components, to further accelera P 
deductions taxpayers allocate fisPJ-°P°5“™^ely 1 9

to assian a short life to that account on the ground that the

^u”rpi;ror;i^«n; kh- ^.i«
of the structure itself.

A sample of a few of the many cases which have come to 
the attention of the Internal Revenue Service shows that 
taxpayers are using component depreciation to claim 
unrealistically large deductions on the basis of 
unjustifiably short building lives. (See Table II D 2.)

- 91
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TABLE II D-2

Examples of Abuse of the Component Method 
(In Years)

Type of :
Building :

Approximate 
Cost

: Normal Life
: Estimated by

Composite Life 
Claimed by

: IRS Engineer Taxpayer under 
Component Method

Apartment $1,200,000 40Apartment 1,000,000 40
10
15Apartment 1,000,000 40Apartment 981,000 40
15 1 c

Apartment 1,300,000 40Apartment 800,000 40
15

Apartment 1,000,000 40 18
Office 635,000 4SOffice 375,000 45

17
17

Industrial 130,000 4 S
Industrial 65,000 4S

16
Industrial 31,000 4 S 13
Industrial 31,000 45

16
20

20 Motels 35,000,000 35 - 40 24 - 27
Shopping
Center 1,850,000 40 20

Shopping 
Center 

1st Phase 1,900,000 35-402nd Phase 6,000,000 35 - 40
19
16

of the Secretary of the Treasury 
Office of Tax Analysis January 24, 1978
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These abuses of the component method cannot be handled 
effectively by audit enforcement procedures. In an audlt 
involving the depreciation claimed for a large building, the 
sheer complexity of examining a very large number of 
components, frequently in excess of 100, makes it virtually 
impossible for the agent to thoroughly examine the accounts 
in the limited time available. A related problem is that 
many large buildings are owned by partnerships. A sing 
taxpayer may be a member of several partnerships; 
consequently, examination of one return necessitates 
consideration of complex depreciation schedules for many 
large buildings.

Real estate shelters.

The excess of tax depreciation over true economic 
depreciation in the early years of a building's life produces 
deductions that both offset income earned from the property 
during these years and shelter other income of the taxpayer.

Real estate tax shelters have been labelled and are sold 
as a lucrative means for high-income taxpayers to shelter 
their income from other sources. The Tax Reform Act of 1976, 
which cut back somewhat on real estate tax shelters, a 
encouraged their growth by leaving them relatively untouched 
in comparison with other tax shelters.

The increased popularity of real estate shelters was 
noted in a recent article entitled "Outwitting Uncle Sam: 
Despite 'Reform', Tax Shelters Continue to Thrive :

"Owing to restrictions imposed by the 1976 act on 
other programs, real estate has become more popular than 
ever as a haven. It is the only major shelter using 
non-liability financing for tax deductions which has 
been allowed to continue the practice and to utilize 
partnerships to receive the benefits. Accordingly, 
money has been pouring into real estate shelters, 
especially in the Sunbelt where industrial growth is 
strong." 8/

growth is

General Explanation

to elect one 
first option, 
on zero

Under the proposal, taxpayers will be able 
of two ways to depreciate buildings. Under the 
taxpayers will depreciate their buildings based 
salvage value and the average useful lives now claimed by 
taxpayers as determined by the Treasury study requested by 
Congress in 1971. These lives are listed in Appendix A. 
Taxpayers who make this election will be required to use 
straight-line method of depreciation. It is anticipated 
most taxpayers will elect this option.

the 
that
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nf S®C°nd °ption is one which maintains the integrity
of the guideline system while affording a meaningful 
a ernative for taxpayers whose buildings rapidly decline in 
an^vear^t^H this option, a taxpayer will be permitted in 

k %dePreciate a building to its current salvage 
value, based on a facts and circumstances test. The 
determination of current salvage value, below which a 
andPwim a buildin9' will be made annually
and will, be the building's fair market value. The taxpayer 
th^b^ld' * burden °f establishing the fair market value of

More advantageous methods of depreciation will be 
low-income and new multi-family housing. After 

Jo! advantage for new multi-family housing and used
low income housing will be eliminated and that for new 
low-income housing reduced.

The proposal will provide simplicity and certainty to 
buXnerS and w111 substantially relieve the administrative 
the f2ctsPand VP°n b°th taxPayers and the government under 

d cltcun,stances test. Under the guideline life 
' taxPaVers will receive uniform deductions and will 

allowance^that °?. in real estate the depreciation
ri h W1U be Pe^itted. Under the facts and
circumstances option, the relevant facts, namely the 
property's current fair market value, will be ascertainable 
events*” reS°rt tO sub3ective judgments as to uncertain future

Analysis of Impact

build^nJ™??^/^"9®3 in tax depreciation rules for 
buildings will help correct abuses of the tax system with 
inr^lXJ °" ^® underl*in9 Process of capital formation 
hiah ‘ .The .ProPosal particularly impacts on
high-income passive investors in real estate syndications. A 
reduction m the volume of this kind of financing will have 
rttle effect on real estate capital formation because real 

estate syndicate promotions are largely predicated on the 
marketing of tax losses. They often attract investors 
unqu31ifled to judge the long-term economics of real estate 
p ojects and consequently finance projects which, even 
including the tax benefits, fail to yield a normal rate of 
return These investments are socially wasteful and 
adversely affect the long-run health of real estate markets.

in m!e?USe the 5eal estate industry is highly competitive, 
in the long run the proposal may be expected to result in 

rentals. However, the increase in market 
k° maintain after-tax returns on real estate 

on Sma11- 0" the baSiS °f te«nt data
on operating costs, mortgage financing terms, site-building 
cost ratios, and taking into account the proposed changes in
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both the tax rates and the real estate depreciation rules, it 
is estimated that increases in market rentals will be 
1.2 percent for shopping centers and 0.7 percent for office 
buildings. For housing (other than low-income housing), the 
increase in required rentals will be 1.4 percent during the 
period through 1982 when declining balance depreciation at 
150 percent of the straight-line rate is permitted, and an 
additional 1 percent thereafter.

Moreover, recent studies have concluded that current 
depreciation practices for real estate may even induce a 
shortening of the economic lives of buildings. Based on the 
1970 study conducted for the Treasury, Taubman and Rasche 
found that a shift from the accelerated to the straight-line 
method would lower the supply of office space by only a very 
small amount, in part because the economic lives of buildings 
would be lengthened by a few years. They estimated that the 
use of accelerated rather than straight-line depreciation 
diverted more resources to the office building market, u 
less than one-sixth of these resources were made available to 
renters in additional space. "Even if it were true tha 
subsidies were justified, it is impossible to justify a type 
of subsidy that causes so much pure waste," they conclude . 
9/ The same general effect occurs with respect to apartment 
buildings.

Revenues lost through real estate shelters (from 
accelerated rather than straight-line depreciation, expensing 
rather than capitalizing construction period interest and 
taxes and failure to recapture excess depreciation) are 
remarkably inefficient tax expenditures. The recent study of 
real estate tax shelters by the Congressional Budget Office 
finds that only about 40 to 60 percent of the revenue lost by 
the government—estimated at $1.3 billion annually—goes to 
the builder/developer and thus to help reduce rental costs. 
The balance of the revenue loss does not produce compensatory 
increases in the flow of financial capital. Part of this 
inefficiency is attributable to the fact that investors 
frequently are in higher tax brackets than the pricing of the 
shelter reflects. Consequently, the highest bracket 
taxpayers receive windfalls. The remainder of the ta* 
expenditure is absorbed by the costs of organizing syndicates 
and marketing the shares.

In addition to being inefficient, almost all of the 
current tax expenditure supports investment in buildings 
other than low- and moderate-income housing, such as office 
buildings, shopping centers and luxury apartments. The CBO 
Shelter Study estimated that only 11 percent of the 
government's $1.3 billion annual expenditure on real estate 
tax shelters assists low- and moderate-income rental housing 
construction. Approximately 35 percent subsidizes 
buildings, shopping centers and other commercial buildings 
and the remainder (54 percent) subsidizes middle- and 
upper-income rental housing.
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that' given the inefficiency of tax 
helters, tax and nontax subsidies for housing be reviewed 

and coordinated. It is equally important, hoSevZr tJat 
while the"rP7ip°r changes in this segment of the industry 
while the review is completed. Consequently, accelerated 
1982Sfortsoec<i f^UCh1On3 WiU be continued generally through 
ii»oz tor specific housing areas.

Effective Date

ThI pf°P°sal is generally effective for buildinqs 
acquired after December 31, 1978. g

percent 
new low-income 
acquired after

s: ”7- aftei
declining balance method of depreciation for 
DecemblrW3“ ef£eCtive for Gildings

In the case of construction 
date (January 1, 1979
not apply if original 
taxpayer.

or January 
use of the

begun prior to the relevant
1, 1983), the new rules will 
building begins with the

Revenue Estimate

Change In Tax Liability 
($ millions)

______________ Calendar Years

1979 : 1980 : 1981

299 490 672

Technical Explanation

Taxpayers will be permitted 
the basis of zero salvage values 
use as determined by the Treasury 

Appendix A lists these 
buildings and also lists the live

to depreciate buildings on 
and the average lives now in 
study requested by Congress 
lives by classes of

s of building components.
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longer than the guideline lives, except under the facts and 
circumstances option described below, there will be n 
allowance of lives shorter than the guideline lives. For the 
few buildings for which ADR classes are established, the ADR 
life will be used.

As an alternative to using the average useful lives and 
straight-line method, a taxpayer will be able to elect 
tax return to use a facts and circumstances test that wi 
permit a depreciation deduction in any year sufficien 
decrease the basis of the building to its fair market value 
as of the end of the year.

Bv limiting depreciation to the current fair market 
value of the property, taxpayers and the Internal Revenue 
Service will not have to speculate as to the effects or 
future events on the value of the property. T e 
determination instead will be made under the facts an 
circumstances which exist at the time the deduction is 
claimed.

Once the facts and circumstances test is elected for a 
structure a taxpayer has constructed or acquired, the 
taxpayer will not be permitted to change to the guideline 
system.

The facts and circumstances option may be illustrated by 
the following example. Assume a calendar year 
purchases a building for $500,000 on January 1, 1981; the 
taxpayer will be allowed a depreciation deduction for i981 
$25,000 as long as the taxpayer can establish that the fair 
market value of the building on December 31, 1981, is not 
greater than $475,000. If the fair market value of the 
building remains at $500,000 during 1981 no depreciation 
deduction will be allowed. The fair market value will be 
determined by reference to objective standards, including th 
current sales price of comparable structures and the amount 
of rental income the building produces.

The component method of depreciation will not be 
permitted for new or used buildings. Prescribed guideline 
lives will be required for components placed in service after 
the original construction or acquisition of a building by 
taxpayer. The useful lives in Appendix A are based on 
averages of lives used by taxpayers using the component 
method as well as by taxpayers using composite building 

shorter building lives that are 
method already have been taken into

lives. Consequently, the 
produced by the component 
account.

Used buildings.

The guidelines shown 
estimates of useful lives

in Appendix A are based on taxpayer 
for new buildings. Detailed
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!*a^nati°\°f the Treasury Department data shows that 
taxpayers who purchase buildings that are less than 6 vpar^ 

assrgn them useful lives which are rough” ^e sLe as 
those assigned to new buildings. The useful lives assigned 

decHne 9taduai»’ 'o' on*' s .^red 

75 P"""t °f "» P'“»d assigned

Therefore, based on the Treasury survey, the deor^ri- 
*7" period for used buildings not older than 5 years will 
be the same as that for new buildings of the same class Tho 
younge^than f°r Ridings older than 5 years but
h a2 2u years w111 be the guideline life for new
guideline lif^f Same £laSS leSS 1,5 Percent of that 
g ideline life for each year of the building's age in excess 
acquisition the ^^dr^5.22 years or older at the time of 

1 , ? ’ he depreciation period will be 75 percent of 
?:•£ t

optlon the buiidi'” "ui •'

Subsidized housing 

not 

aepreciated on the 125 percent declining balance method, 

will and used low-income housingwill be limited to the straight-line method, and new 9 
basednonmthe°15on9 W111 allowed a depreciation deduction 

ed on the 150 percent declining balance method.

F°r purposes of these rules, low-income housing will be 
the SciZ/r recently by the Congress in Applying
the special recapture rules (section 1250 of the Code) 
167H) defined by reference to section*
il-i °? tbe c°de; multi-family dwellings will hr 

multiple dwelling housing with more that four apartments. 

.. Ta*Payers who own subsidized housing and elect to use 
depreciationddpdCCfr^Sta”CeS teSt wil1 not be Permitted a 

deduction in any year which will decrease the 
basis of the property below its current fair market valine.



147

Footnotes

for 30 years, estimates salvage value at the end of that °f 
§Ui~la^XSthe‘lUp«y«d»in5takZ depreciation deductions 

eit er Oy seducing 
the amount subject to depreciation, under the straight line 
method, or by setting a floor belo» «bich "?alXe'^thod. 
deductions may be taken, under a declining balance metn

“ Sice the straight-line rate applied to the ™"«!Y"ed 
cost (i ,e. , cost less accumulated depreciation for pri 
taxable years).

3/ Congressional Research Service, "Study of Legislative 
History of the Rapid Depreciation Provision, in 
Congressional Record, March 1, 1974, 4948; Congressional
PndgPr Office- RearEstate Tax Shelter Subsidies and Dir 
Subsidy Alternatives (GPO, Washington, May 1977), at 22 23 
(hereafter "CBO Shelter Study").

4/ This study was conducted for the Treasury by Paul Taubman 
and Robert Rasche. See, e^, Taubman and ^sche, 
"Subsidies, Tax Law, and Real Estate Investme ' joint
Economics of the Federal Subsidy Programs 343 (1972), Joint 
Economic Committee.
5/ This study was conducted for the Treasury in 1974-1976 by 
Charles R. Hulten and Frank C. Wykoff.

6/ The assumptions concerning the terms of ^financing and
—' _ .. . from the American
the income 
Council of 
August 26,

from tne ouiiuuiy — -
Life Insurance, Investment Bulletin, No. /66 
1977 .

7/ Letter Report to 
Comptroller General, 
Issues Generating a

the Joint Committee on Taxation 
U.S. General Accounting Office,

No. GG7-78; June 15, 1977).
Significant Level of Controversy

from the 
"Tax

(Report

8/ Barron1s, September 19, 1977, p. 20. 

9/ Taubman and Rasche, supra, at 360.
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APPENDIX A

PROPOSED BUILDING GUIDELINE CLASSES

AND DEPRECIATION PERIODS

Buildings

f»£ building,. The 
class for a given buildi^6- buildings. The appropriate 
use of the building. However certain®? by thF Predominant 
which are explicitly cova?Zh k ypeS of buildings
?dCh4S farm buildings, service°stZtionrt g“ideline classes 
and office buildings and tPUnh statl°ns, railroad station 
are not included in these classed® office buildings)
their ADR class lives ^1^ ^. theSe buildings' 

building components?9 The^pp^opriate^f5 rePlacement 
component is determined by th ?vnP nfC f°r a given 
regard to the type of buJdin? ^htch"™9^^^1* 

Buildings—Complete

all.o^g®^?^^:^^^^^^ aSbe“s °f buildin9- -d 

equipment that serves heat inn k machinery and 
illumination, fire prevention\ndUmbln9' alr conditioning, 
machinery and equipment h 2 P°Wer ^irements;
freight within buildings- interin me^ °f Passen9ers and 
movable; floor and wall cove^Tnn? Partltions, both fixed and 
and other it,., of " ''fJX.d??I«'

buildings are incidental9 c >/n a given location, 
tracks, are not included') ThesZ 9?lf courses and race 
structural shells and anorTSfna! aSSeS als° include 
additions which exoand thD h9 1 components 
buildings lh'

, ----- , ceilings
and associated land

the 
to which

of building 
existing

Office buildings (including bank buildings) 

^floor^^H98’’^66 Or fe*er 
rioors above ground

Office buildings—more than three 
floors above ground

30

40
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Industrial buildings

Factories

Includes all buildings directly related to 
manufacturing processes on contiguous parcels 
of land ...................................................................................

Repair garages and shops

Includes all buildings housing equipment 
for repair of industrial machinery or 
vehicles (except those directly related to 
manufacturing processes, which are included 
in the factory building classification). 
Includes new car dealership buildings ........................

Storage buildings

Warehouses

Includes all buildings used for storage 
of consumer goods, machinery, raw materia s, 
foodstuffs (except grain elevators), or 
finished manufactured goods .................................. . 35

Grain elevators

35

40

Retail buildings

Includes buildings in which goods, 
including prepared food, are sold to the public.

Retail buildings—less than 50,000 square 
feet of indoor floor space on contiguous 
parcels of land ...........................................................

Retail buildings—50,000 or more square 
feet of indoor floor space on contiguous 
parcels of land ...........................................................

. 30

35

Service buildings

Theater buildings.................................................

Recreational services buildings 
(except stadia and arenas) ........................

Medical services buildings
Includes nursing homes, hospitals, * 
clinics, and physicians' and dentists 
office buildings.................................................

35

30

. 35
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Common carrier passenger terminals 
(except railroad stations) . . .

Other service buildings

Includes buildings in which other services 
afe provided for the public, such as barber 
shop buildings, appliance repair buildings, 
laundry and dry cleaning buildings (except 
central laundry and dry cleaning plants, which 
and nh«JUded the factory classification), 
and photographic studios .... 30

Residential buildings

Single-family and two-family dwellings.

Apartment buildings—three or fewer floors 
above ground ......

Apartment buildings—more than three 
floors above ground ....................

Hotels and motels—three or fewer floors 
above ground ...................................

Hotels and motels—more than three floors 
above ground ...................................

Buildings replacement components

Includes all capitalized expenditures for 
building components for existing buildings 
(except roof coverings)

Roof covering
Includes felt and asphalt 

metal, plastic, shingle, or 
weather-proofing membranes

. 20

15

, corrugated 
other types of

102



151

IID-4

minimum tax for individuals

Present Law

To ensure that individuals 1/ with large amounts of 
economic income do not take excessive advantage of special 
deductions or exclusions under the Code, a minimum tax of 15 
percent is imposed on the amount of items of tax preference 
in excess of the greater of $10,000 or one-half of a 
taxpayer's regular tax liability. The items of tax 
preference subject to the minimum tax include:

1. Special provisions which accelerate deductions for 
depreciation including the excess of accelerated over 
straight line depreciation on real property.

2. The amount by which the deduction for percentage 
depletion exceeds the basis of the property.

3 Itemized deductions (other than medical and casualty 
deductions) in excess of 60 percent of adjusted gross income.

4. The excluded one-half of capital gains.

Reasons for Change

The minimum tax, which was introduced into the Code by 
the Tax Reform Act of 1969, initially reduced the number ot 
nontaxable high income persons (returns with $200,000 or more 
of adjusted gross income (AGI)) from 300 or 1.62 percent 
all returns in their income class in 1969, to 111 or 
percent of all returns in their income class in 19/0. 
However, in later years, the trend was ^versed. The number 
of nontaxable returns increased from a low in 1971 of 82 or 
0.45 percent of all returns in the income class to highs of 
244 and 230 (0.78 and 0.67 percent) in 1974 and 1975 (see 
Table IID-3). Congress reacted to this development by 
strengthening the minimum tax provisions in the Tax Reform 
Act of 1976. The number of nontaxable high income returns is 
expected to be substantially reduced as a result of the 1976 
Act. (Data for 1976, the first year the 1976 Act applies, 
will be available April 1978.)
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Table IID-3 

Number 
with

and Percentage 
Adjusted Gross

of Nontaxable Income Tax Returns 
Incomes of $200,000 or over

Source: Statistics of Income

Year ;
Number of 
Returns

: Percent of All 
:Returns with AGI of

1966 154 1.26%
1967 167 1.07
1968 222 1.15
1969 300 1.62
1970 111 0.73
1971 82 0.45
1972 108 0.47
1973 164 0.64
1974 244 0.78
1975 230 0.67

vmce ot the Secretary of 
Office of Tax Analysis the Treasury January 11, 1978
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However, the problem of untaxed preference income is not 
limited to nontaxable returns. For example/ in 1974 for each 
nontaxable return with AGI of $200,000 or more, there were 
more than four returns with equally high incomes and 
effective tax rates of less than 10 percent. 2^/ The minimum 
tax under current law does not affect those taxpayers who 
make excessive use of preferences but who have a large 
regular tax liability. The current offset against 
preferences equal to one-half of regular tax paid allows 
persons who pay a regular income tax to avoid any tax on 
preferences. It thus undermines an important purpose of the 
minimum tax—the imposition of a fair share of the tax burden 
on taxpayers receiving large benefits from certain tax 
preferences. Clearly/ two individual taxpayers with 
preferences of $100,000 each will have very different minimum 
tax liabilities under present law if one has a regular tax 
liability of $200,000 and the other has none. To impose the 
same burden on both of these taxpayers, the offset to the 
minimum tax base for one-half of the regular tax liability 
must be repealed.

The offset for regular tax liability also distorts the 
impact of the minimum tax on those taxpayers using this 
offset instead of the $10,000 exclusion. In effect, 
preferential deductions, such as excess itemized deductions, 
are subjected to a higher rate of tax than preferential 
exclusions, such as the exempt portion of capital gains. 3/ 
There is no indication that this result was intended by 
Congress.

Thus, the proposal deletes the offset for one-half of an 
individual taxpayer’s regular tax liability. No changes will 
be made in the basic description of preference items, 
although some (accelerated depreciation on real estate) would 
be affected by reason of other proposals.

In one respect, however, the minimum tax would be 
liberalized for individual taxpayers. Application of the 
minimum tax to the sale of a principal residence could create 
an undue hardship inconsistent with the purposes of the 
minimum tax. At present, the Code allows a taxpayer to avoid 
completely any current tax on gain from the sale of a 
principal residence when he buys another principal residence 
of at least equal value within a prescribed period of time. 
If a taxpayer is unable to take advantage of that provision, 
the regular tax on the gain should not be augmented by the 
minimum tax. Thus, capital gains from the sale of a 
principal residence will be excluded from the minimum tax 
base.

General Explanation

The basic structure of the minimum tax will be retained,
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-Pea^8^ ta* lability would be

•^ecognized'capital fgain w!n be exclid^1 residence' all 
preference. However, a taxpaver w?^ an ltem of tax 
exception to avoid the minimum tax on t^ be,able to use this 
substantial amount nt tax on the sale of a
Thus, for example, upoJ the^ale^T™ P™^31 residence, 
seller s principal residence onlv a anch, including the 
the land adjacent to the resident reasonable portion of 
principal residence exclusion. e covered by the

Analysis of Impact

will r^"^ f°r individual taxpayers

taxpayers, virtually all of “horn w2n h °f 91 tho^and 
(adjusted gross income plus tax orpf aV° expanded incomes 
investment interest to tteeSnFnl •MCe8 and less 
over $50,000 (see Table IID-4) f lnvestment income) of
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Table IID-4

. uaiF-Tsv Offset for Individuals Effect of Eliminating the Half Tax uttset

Expanded Income 
Class

Number ot Returns 
With Increased 

Minimum Tax 
(Thousands)

: rtiuuuuu w*.
: Increased

Minimum Tax
:($ in Millions)

$ 50,000 to $100,000 15 $ 4

$100,000 to $200,000 47 47

$200,000 and over 29 177

91 $ 228

Office of the Secretary of-th^-Treasu^ December 22, 1977

Office of Tax Analysis

Effective Date
Id be effective for 
31, 1978.The changes in the minimum tax wou 

taxable years beginning after December

Revenue Estimate

Change In Tax Liability 
($ millions)

Calendar Years

1978 1979 1980 1981 1982 1983

284 306 329 353 380

Footnotes

corporations; the tax as it ph 
be changed under this proposal.

107



156

m^Cen°^ Tax Analysis, Department of the Treasurv Hinh
Income Tax Returns: 1974 and 1975, March eaSury' H19h

At the same time
Therefore,

itiemized deductions, the amount of the taxpayer's 
preference items will increase by the amount of the expenses. 

, the taxpayer s tax liability will decrease 
.. . . amount to which the minimum tax rate is

add ^crease by more than the amount of the

transaction? additional preference from the capital gain
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IID-5

AT RISK

Present Law

A significant attack on tax shelters was made by the Tax 
Reform Act of 1976 through enactment of the "at risk" rules. 
Generally, ?he at risk rules have been effective. However, 
there are some weaknesses in the rules, and promoters nave 
designed tax shelters to exploit these weaknesses.

A taxpayer is allowed to deduct the purchase price of an 
The higher the purchase 
Ordinarily, arm’s length

asset over the life of the asset, 
price, the larger the deductions, 
negotiations between a buyer and a seller assure that 
purchase price equals fair market value. A x
want to pay more than the property is worth; a dollar of tax 
deduction does not offset a dollar of economic loss. Abusive 
tax shelters, however, are able to create highly inflated 
purchase prices, and thus highly inflated tax deductions, 
through the use of nonrecourse debt, i.e., debt that entails 
no personal liability on the part of the borrower.
Nonrecourse debt allows investors to claim intlated 
deductions without risking their own capital. The seller is 
not risking any funds in making the loan since the loan is 
part of the purchase price that is paid to him. Also, the 
seller does not incur additional tax liability on account of 
the inflated purchase price because under acceptable 
of tax accounting the seller can report his gain pro

methods
rata as

cash is received.

For example, in a typical shelter of this type, an 
individual taxpayer would purchase the distribution rights to 
a book for $100,000. The rights might be worth considerably 
less. The individual would pay $20,000 out of his own 
capital and borrow the remaining $80,000 from the seller on a 
nonrecourse basis. The seller would report his gain only as 
cash was received. The nonrecourse loan would be payable to 
the seller solely out of the receipts from the distribution 
of the book. The investor would deduct the full $100,000 
purchase price even though he had invested only $20,000. For 
a taxpayer in the 60 percent bracket, these deductions would 
have an after-tax value of $60,000, or three times his actual 
cash investment. The taxpayer could thus obtain a 
substantial return on his investment without regard to any 
expected economic profit from the activity.

Even if income were never realized from distribution of 
the book, the taxpayer would not suffer the full economic

- 109 -
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The loan mould he
Assuming that the rights were°fulIv^3 to-the seller-lender. 
"repayment" of the loan f dePreciated, this 
investor equal to the outstandina^f taxable income for the 
such circumstances, L ’ b Of the loa"- In
call "phantom" income. On ludit if 2 ^P01^ "hat they 
Internal Revenue Service to detect thi^it™ KiCUlt for bhe 
taxpayer does not receive anv rLh • Llncome because the

fTS “ pa" MSVSU'E* 

of deferral from the time he 
time he reports the income.

Still obtains the benefits 
claims the deduction to the 

aererral by extending the term of fhn delayed repayment da?e has n" the 
designed solely to provide the 
deferral,

period of

no business purpose and is

entirely.
or the opportunity tVevld^eporting* benefits of

the income

rs
prevent 

uctmg tax losses that 
The at risk rules limit

that are b^ed^^i^ ■ identif* tax shelte
investors in those s^rs^fro^d^ and 

they can never bear economically.!/ 
deduction of tax lows n, Y ___
economic investment in an ar-iLi h°Unt,Of a taxpayer's 
of the amount of such investment rZ ?yutaX losses in excess 
taxpayer's economic investment in th. deducted until the 
For example, in the tax shnH-or a the activity increases, 
would be able to deduct only $20 ^bove the investor
his own capital at risk. which is the amount of

investments^n^U activities*1 CUleS aPPly tO

the at risk

a
invests in an activity directlv P 7 7 a 11 
partnership). The at risk , though
only if they are made in movies fariina° investments
other than real estate, or oil and gas 9' leaSlng of Property

corporations. "^Howeter' they*^ CUleS do not aPPiY to 
companies and to SubchaottraPPly b° Personal holding 
they apply to a corporation whichP°rati?nS: In additionJ 
(other than movies f™™ I • lnve^s in an activity 
real estate, or oil and gal) th^l than

Service can3attacketax shlltl^f00 whicl? the Internal Revenue 
subject to the at ri^ rJtes ^nSactlons that are not 
however, depends on estAhiich- The su<?cess of the attack, 
fair market\ E’CtS' s"ch ” 
attacking these shelterP ty’ Because of this, 
axpaaded audit p„? M L ^tiSt^ *“ thC°U9h an 
relatively unproductive 2/ ' exPensive' and
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Reasons for Change

The at risk rules can be an effective means for dealing 
with certain tax shelter abuses that cannot be adequately 
dealt with on a case by case basis. They do not interfere 
with legitimate business transactions because they do not 
prevent a taxpayer from deducting losses that could possibly 
reduce his real wealth. There are, however, three weaknesses 
in the present at risk rules.

First, although they apply to all activities except real 
estate, the at risk rules do not apply to direct investments 
in most activities. Tax shelter promoters have exploited 
this weakness extensively and developed a wide range of 
investments suitable for direct ownership. For example, the 
following investments were widely advertised for direct sale 
to individual owners at the end of 1977: master phonograph 
records, lithographic plates, books, 3/ Christmas trees, 
coal mining, gold mining, and research and development. 
These investments were generally priced within the reach of 
upper middle class taxpayers. For example, a gold mine was 
sold by the square foot.

Second, the at risk rules generally do not apply to 
corporations. One leading member of the tax bar has 
commented on this as follows:

"It is difficult to find any logical reason for 
this favored treatment of corporations. It probably 
arises from the perception (clearly erroneous) that it 
is individuals who reap the maximum benefit from tax 
shelters, and from the view (equally erroneous) that tax 
shelter syndicates do not generally include corporate 
limited partners. . . .If the Act is successful in 
closing the tax shelter syndication market to many 
individuals, the purveyors of tax shelters eventually 
will saturate the corporate market.

Tax shelter investments are as available to 
corporations as ever. To the extent individuals have 
been effectively legislated out of this market, the 
corporate investors should have less competition and 
therefore better terms. Of course, many corporations 
seeking tax shelter investments may be (and are) 
privately and very closely held. Indeed, tax shelter 
holds much attraction for those with section 531 
problems; accumulated earnings are available to buy 
shelter. Publicly owned corporations, with the 
exception of financial institutions and insurance 
companies which represent the principal market for 
equipment leasing tax shelters, generally have not 
indulged in pure tax shelter transactions. 4/
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Under present law, the 
Personal holding companies. 
m°r® iikely than most other 
shelters because they 
shareholders must

at risk rules do apply to 
Personal holding companies are 

corporations to invest in tax 
are closely held. Five or fewer 

personal holding company'6 ^closely^e!^ °f the.stock a 
able to pass the benefits nf closely held corportion may be 
Shareholders, If the shareholder ShelJ’' thr°“9h ‘° ‘ts 
Thus an f„„est»e« e.ployees. 5/
tax shelter may be equivalent tn fn • h ld corporation Tn a 
by the shareholders. Even if the made directly
are not all employees tax controlling shareholders
the accumulated eCn^gs “x J/" maY be USed to d^eat

are generally not
employees of a

available^to°widelyaheldt^eSe

widely held corporation arable^n"3* JeW or a
amount of their compensation c°ntrol the timing andbe able to control ?he cj Sa shareholder is likely to 
addition, few widely held CorpoJatinnc"763^6"1 P°licy. In 
accumulated earnings tax Further sub3ect to the
is unlikely to entt i^ a I.? ? ? held corporation
substance because such a transaction100 bKat bas no econo,”ic 
by shareholders or the Internal Rev2nnaYcbe ?hallen9ed either 
held corporation generally P f ^vice. A widely
the Internal Revenue Service and to^i?0 ^f^^t audits by 
requirements of the Securities and ExX^^m^^6

It has been common for widplv hau
invest in only one kind of tax sheUeJ ^°rporatlons to 
However, equipment sneiter — equipment leasing,effect of isk^he has lh' Oeslr^le
efficient. Typically, the le2«« fc new lnvestment more 
to make full use of these tax innV* enough income investment credit and acceJe^H (chiefly the
other hand, the lessor (typicalv a hAnk?^tiOn2’ On the 
income. The equipment lease aiL ba"k) d°es have en°ugh 
benefit of the\ax incent^ s 1SSS°r tO reali*e the
the benefit along in a form that th^ iPaSS at least part of 
rents. Because the 0=™^ „ tnat the lessee can use—lower 
the lessee and the lessor00^^^tS k3X Cate applies to both 
Congress intended it to be. Hoiever^if ^hp3!°° gre?ter than 
closely held corporation than f th lessor is a
previously explained an i! Can be an abuse- As 
corporation in a tax'shoi^r ^6^ raade by a closely held investment made directly by th^ eguivalent to an* 
so, and where the shareholder^ sha^eholders. Where this is 
maximum corporate rate, the taxfaX brackets above the 
which Congress intended provide th W1U eXCeed those 
by a closely held corooraHen d , Thus' equipment leasing 
though equipment leasing by a widelv^eld t3X abuse' even 
generally a desirable activity. 1Y h ld corP°ration is
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Although widely held corporations have made limited use 
of other tax shelters thus far, they may enter the market 
after other taxpayers have been excluded by ^hes®^°P°SalS* 
The Administration will continue to monitor tax shelter 
activity and will propose further expansion of the rules 
this area if new abuses develop.

The third weakness in the at risk rules is that, if read 
literallv, they require the taxpayer to be at risk only for 
the brief moment that the deductions are allowed. therefore, 
it may be possible to defeat the at risk rules by careful 
timina For example, in 1979 an investor puts $100,000 at 
risk lAd deducts $60,000. In 1981, the investor withdraws 
$90,000 of his original investment. Although the remaining 
$10,000 could not support a deduction of $60,000• the 
investor may have succeeded in circumventing the at risk 
rules.

General Explanation

Under the proposal, the at risk rules will extend to all 
activities except real estate. They will apply whether an 
investment is made directly or through a partnership. In 
addition, the at risk rules will extend to all closely held 
cocpocatlons (i.e.• to all corporations that Java five or 
fewer controlling shareholders). Further, a special 
provision will be added to prevent taxpayers from using 
careful timing to circumvent the at risk rules.

Nonrecourse loans have traditionally been used to 
finance the purchase of real estate. They are used for 
legitimate financial reasons and not to avoid taxes. 
Therefore, the at risk rules will not be extended to real 
estate. The Administration is, however, making other 
proposals to deal with certain real estate tax shelters.

Effective Date

The proposed changes will apply to transactions entered 
into after December 31, 1978.

Revenue Estimates

Change In Tax Liability 
($ millions)

-------  ' Calendar Years
1978 : 1979 : 1980 : 1981 : 1982 : 1°83

__ 14 10 8 5 6

Technical Explanation

113



162

The Internal Revenue Code now contains two different 
sets of at risk rules. The first set (section 465 of the 
Code) applies to four activities--movies, farming, leasing of 
pr°Perty other than real estate, and oil and gas. It applies 
whether an investment in one of these four activities is made 
directly or through a partnership. The second set of at risk 
rules (section 704(d) of the Code) applies to all other 
activities, except real estate. However, it applies only to 

that ACeJ'T'ade through a partnership (and not to 
those that are made directly). The Administration proposal 
will extend the first set of rules (section 465) to all 
activities except real estate. Therefore, the second set of 
rules (section 704(d)) will become unnecessary and will be 
repealed. 1 -xxx

The at risk rules will also be extended to apply to all 
closely held corporations (i.e., all corporations in which 
five or fewer shareholders own more than 50 percent of the 
stock). Thus, the at risk rules will apply to any 
corporation that meets the stock ownership test for a 
Personal holding comPanyr regardless of the source of the 
corporation s income. On the other hand, the at risk rules 
will be restricted to Subchapter S and closely held 
circumstances. aPPly tO °ther corporations in any

In addition, a new provision will be added to ensure 
taxpayers cannot use careful timing to circumvent the at 

risk rules. This provision will require a taxpayer to 
recognize income if three conditions are met. First, the 
taxpayer has deducted losses from an activity. Second, the 
taxpayer reduces the amount that he has at risk in the 
LCLVltY subse<2uent taxable year. Third, the losses
taken as deductions exceed the amount remaining at risk. 
(For this purpose, the amount at risk is not reduced by 
losses.) if these three conditions are met, the taxpayer 
must recognize income to the extent that the losses taken as 
deductions exceed the amount remaining at risk. For example, 
a taxpayer buys a movie for $100,000 in cash and deducts 

$60,000 m 1979. In 1981, he borrows $90,000 on a 
nonrecourse loan secured by the movie. At 
the taxpayer has only $10,000 remaining at 
(disregarding the losses sustained in 1979) 

must recognize $50,000 '

the end of 1981, 
risk in the movie 
. Therefore, he 
$10,000) of income7/ (i.e., $60,000 -

8/ in 1981.

Footnotes

1/ The at risk rules
shelters that transfer

are also effective against tax
tn a hint k u <- u deductions from a low bracket taxpayer 
the tex? taxPa^r- Fo[ instance, in the example in
tne text, the at risk rules would limit the buyer's
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deductions even if the purchase price of the book equalled 
fair market value. This limitation is necessary to prevent 
tax abuse if, for example, the seller is a corporation in the 
44 percent tax bracket and the buyer is an individual m the 
68 percent tax bracket.

2/ In Rev. Rui. 77-110, 1977-1 Cum. Bull. 58, the Internal 
Revenue Service stated that the basis of a movie does not 
include the portion of the purchase price paid with a 
nonrecourse loan made by the seller and secured by the movie, 
if the fair market value of the movie does not approximate 
the amount of the loan. Aggressive tax shelter promoters 
have either disregarded the ruling or else relied upon highly 
questionable appraisals, and continued to sell this type of 
investment.

3/ In Rev. Rui. 77-397, I.R.B. 1977-44, the Internal 
Revenue Service stated that the at risk rules do apply to the 
direct acquisition and leasing of master phonograph records. 
In News Release IR-1921 dated December 23, 1977, the Service 
announced that the principles of Rev. Rui. 77"397 
similar arrangements involving books, lithographic plates, 
musical tapes and similar property. Aggressive tax shelter 
promoters, however, have taken the position that the ruling 
is incorrect and have continued to sell these investments. 
In this area, the proposed legislation will be a help u 
confirmation of existing law.

4/ Martin J. Rabinowitz, Some Reflections on the Social and 
Economic Impact of the Tax Reform Act of 1976, 31 The Tax 
Lawyer 163, 171-172 (1977).

5/ A simple example illustrates the possible advantages. 
Assume Mr. A, a taxpayer in the 60 percent marginal 
bracket, is the sole shareholder of corporation X and 
that in year one X has $20,000 of taxable income before 
payment of a bonus to A.

Case 1. At the end of year one, X distributes the 
$20,000 to A as a bonus. X is allowed a $20,000 deduction 
and has no taxable income for the year. A pays $10,000 of 
tax (the maximum tax on earned income) and invests the 
remaining $10,000 in a bond that yields 10 percent before 
tax. In year two, A will earn $1,000 in interest on the bond 
and pay $600 of tax, leaving him with $10,400 after tax.

Case 2. X invests in a tax shelter that produces 
$20,000 of deductions in year one and a matching $20,000 
of income in year two. The deductions allow X to reduce it3 
taxable income to zero in year one, so that it has $20,000 ot 
cash and no tax liability. X invests the $20,000 in a bond 
that yields 10 percent before tax. At the end of year two, X 
has $2,000 of income from the bond plus $20,000 of income 
from the tax shelter. X pays the $22,000 to A at the end of
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year two as salary 
$11,000 Of tax (the 
with $11,000.

and owes 
maximum

no corporate tax. A will pay 
tax on earned income) and be left

tax salary^s^l^^^athe^han^lahiS $10'000 of after 
of a tax shelter at th^ XoJX^eK * CeSUlt °f the use 

of earnings, it may°behsub jec^t^an"3617 lar9e accumulation 
tax. The tax is up to 38-l/2 n^ /C^™Ulated earnings 
taxable income (after certain fd °f the corP°ration1 s 
corporation invests in ta^ shelter®tme"ts>’ However, if a 
income, it can escape the accumulated reduces its taxable 
by using its earnings to inves? in ea'n^s tax. Further, 
corporation can make it difficult shelters the 
accumulated earninas The I an IRS a9ent to detect
distinguish between investments "'T" find ifc hard to 
corporation's regular business shelters and the
books of the corporation. ts merely by examining the

the 
if he 
or any

taken as deductio^in^??. ^Thus1 CeCap^ures the losses 

taxpaye^mebeCpi™it£^ Howe™^ taxpayer

am°Unt at risk 1OSSSS
movie in 1982

eh T^e ^50'000 recognized in 1981 
th!"? er aS the losses deducted i^ 
the losses were rani^i ^auccea in 1981 will be^X^inT8' the

will have the same 
1979. For example, if 
$50,000 recognized in
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IID-6

CLASSIFICATION OF LIMITED PARTNERSHIPS

Present Law

The Internal Revenue Code currently provides definitions 
of the terms "partnership" and "corporation." The term 
"partnership" is defined to include most syndicates, groups, 
pools, joint ventures, and other unincorporated 
organizations. The term "corporation" is defined to include 
associations, joint-stock companies, and insurance companies. 
These definitions are, however, very general. As a result, 
in determining whether an organization is properly classified 
as a partnership or corporation for tax purposes, the 
principal source of law is the decision of the Supreme Court 
in Morrissey v. Comissioner, 296 U.S. 344 (1935). The 
existing regulations draw upon the rationale of this decision 
in describing corporate and noncorporate characteristics.

In addition, the existing regulations provide that an 
organization formed as a partnership under local law will not 
be classified as a corporation for tax purposes unless it has 
more corporate characteristics than noncorporate ones. This 
"preponderance" test was adopted in response to the decision 
in United States v. Kintner, 216 F. 2d 418 (9th Cir. 1954), 
in an effort to keep unincorporated organizations from 
obtaining the benefits of corporate pension plans. As a 
result of this long-standing bias in the regulations, 
organizations formed as partnerships under the Uniform 
Limited Partnership Act are nearly always classified as 
partnerships for tax purposes. This bias was recently 
criticized by the Tax Court in its decision m Philip G. 
Larson, 66 T.C. 159 (1976). In that case the Court found 
that the tax shelter partnership before it more closely 
resembled a corporation on the basis of the criteria set 
forth in the Supreme Court's decision in Morrissey. The 
Court concluded, however, that the existing regulations 
compelled classification of the organization as a 
partnership.

Under present law, partnerships are not treated as 
taxable entities. Each partner is taxed on his share of the 
partnership income, and each partner is allowed to deduct his 
share of any partnership losses. Consequently, partnerships 
are an effective means for joint participation in tax 
shelters. On the other hand, corporations (except for 
certain electing corporations with a limited number of 
shareholders) are taxed as separate entities. Losses . 
sustained by a corporation do not reduce the shareholders 
income. Thus, corporations are generally not as effective a
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for joint participation in tax shelters, 

reasons for Change

Syndicated partnershi 
tor many thousands । 
advertised in daily 
example, r '

. / newspapers throuahouf th! Shelters are
advertisements of a 200% S? country- For 
a "400% coal shelter," L/Z /eal estate 
all appeared in the Wall Street t° 1 cattle breeding 
22, 1977. Such flagrant ! f on Thursday,

s has done much to deltrov Oltation °f tax 
• Moreover, manv o . confidence in thesuccess to a widespread mis^Sta!d /helterS owe their 

Often, participants in tax shelter! a n9 °f the tax la^- 
for each artificial deduction th!5 «-d? nOt understand that 
include an equal amount in incomp^h3^ today, they must 
income^5 Clailn the Auctions bu/f™Vto^r^

shelter, 
shelter" 
December
shelters
tax law

and purposes ^the equivalent^fT?"^ iS' t0 a11 intents 

partners are not responsive f r t The limited
and have no voice in its day-to-dav mf!btS °f the Partnership 
practical matter, moreover Ythp I Y management. As a 
aid aT ability to maintain its existed partnershiP has 
and a limited partner has <-t,„ xtstence as a corporation 
Partnership to Ms '
corporation. Were it not for thp 1! * 2 a c°mparably sized 
existing regulations, these oart-nprcv'Standing bias in the 
as corporations under the criteJi! emPS ■ W°Uld be classified 
Co^t in the Morrissey decision unclated by the Supreme 
differences bFFween a syndic*?^ Because substantive 
corporation are minimal th d Partnership and a 
both. minimal, the same tax rules should apply to

made
basis o

largely as an aggregate of C°de tCeats a Partnership
deductions, and^Su! mU be^1?- Man* limitations P 
partner. The tax effect Of aft ?Uhted separately by ^ach 
partner's adjusted basis in his l^tionsdepends on each 
Special allocations of partners^"tnershlp interest.
Particular items of income aain Pilncome and losses and of 
rp:? --- sS be

they complicate the law and are both lnvest°rs, however, 
inappropriate. are both unnecessary and

General Explanation
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The proposal will treat a partnership formed after the 
effective date as a corporation for tax purposes if the 
partnership has more than 15 limited partners. However, the 
proposal will not apply to a partnership if substantially all 
(i.e., more than 90 percent) of the partnership's assets 
consist of new low-income housing. The Administration plans 
to study present methods of subsidizing low-income housing. 
So long as a special benefit is provided to new low-income 
housing through accelerated depreciation, it would be 
inappropriate to apply the proposal to such a partnership.

Under the Administration's proposals, the maximum number 
of limited partners in a partnership—15—will be the same as 
the maximum number of shareholders in a Subchapter S 
corporation. Thus, a business organization, whether it is 
formed under local law as a corporation or a limited 
partnerhsip, will be allowed conduit tax treatment if it is 
owned by 15 or fewer passive investors.

Effective Date

Generally, the effective date will be December 31, 1978. 
However, if substantially all of a partnership's assets 
consist of housing, the effective date will be December 31, 
1982. (As stated above the proposal does not apply to a 
partnership if substantially all of its assets consist of new 
low-income housing.)

The proposal will apply to any partnership formed after 
the effective date. In addition, the proposal will apply to 
a partnership formed on or before the effective date in two 
circumstances. First, it will apply if the number of limited 
partners increases after the effective date. Second, it will 
apply if a limited partner contributes money or property to 
the partnership after the effective date (unless the 
contribution is made pursuant to a binding agreement entered 
into on or before the effective date). For this purpose, a 
partner will not be treated as making a contribution merely 
because the partnership retains some or all of its earnings.

Revenue Estimate

The proposal has a negligible effect on tax liabilities.

Technical Explanation

If a partnership has more than 15 limited partners, it 
will be treated as a corporation for tax purposes. Once a 
partnership is classified as a corporation, it will always be 
treated as a corporation (regardless of any subsequent 
decrease in the number of limited partners). In applying 
these rules, the term "partnership" will include any 
unincorporated organization availed of for investment 
purposes or for the joint production, extraction, or use of

119



168

^oin^enJJrS^oAU^ Whe?er the or9^ization is 

whether the organization seeks to eler^ "V1 be lnnnaterial 
not to be treated as a partnership?1 U°der section 761(a)

in the first 
as a limited partner in the 

• „ a Partnership is a limited 
- then each partner (whethe

Fourth

P^H^hSse^iSbili^iS1^^ wil1 mean a 
amount of his investment local law to the
contractually obligated ’lncludlng amounts he is 
of investors will also b^ treated as ^additional classes 
First, if a subchapter S corp^in llmited partners, 
partnership, then each sharXi^ n ,1S a Partner in a 
limited partner. Second if a be treated a* a
a partnership, then each'nprc™9 ?ntor trust is a partner in 
the trust will also be treated aS a limitSd^ aS an owner of 
if a partnership is a general partner ™td partner. Third, 
partnership, then each limit- partner m a second 

• 7. eacn limited partnepartnership will be treated pa[cne 
second partnership. FourthPartner in a second partnership thSSip iS a limited 
limited or general) in the first Dartn^^11" <whether 
as a limited partner in the second na?? hlP W1H be treated 
partner assigns his intereSt ?S 2 nP^rShlp' Fifth, if a 
assignee includes a sharS Sf the n = rl r^ip< and if the
in his own income, then the ac Partnership income or losses 
limited partner. a “I ’"ee be »
Partner and a limited paS^nSr Sil? h ? 1S b°th a 9eneral 
partner for tax purposes, SSd Si}} SSt aS a 9eneral 
ceiling of 15 limited partners Jn tC°Unted toward the 
performs full-time personal SSrvi^c ? i?"' a Partner who
who has performed such services fo? partnersbip (or
not be counted toward the ceiling ^15 longer) will
and wife will not be counted as Lre ^n 

recognized as such for a period3 pa^nershiP could be 
reclassified as a corporation^ pf tlme' and then be 
with 15 limited partners Si??^ fXamPle' a partnership 
corporation when a 5 reclassified as a
partnership is reclassified "as J- Whenever a

will recognize gain under section 1^7?r?tl»n' the Partners 
extent that the partnership's 1 iabilit?’
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IID-7

AUDIT OF PARTNERSHIPS

Present Law

Partnerships are not subject to Federal income taxation. 
Although the items of income, gain, loss, deduction and 
credit are computed at the partnership level, they are taken 
into account separately by each of the member partners. The 
partners are liable for any Federal income tax in their 
individual capacities. Partnerships are required only to 
file an annual information return, which sets forth the item 
of income, deduction, and credit and includes the names, 
addresses, and distributive shares of the partners as well a 
any other information required by regulation.

Since the partnership is not a taxable entity, there is 
no administrative mechanism for making tax adjustments a e 
partnership level. Nor is the partnership subject to civil 
penalties for failure to file, or late filing of, a 
partnership return. Although the Service may examine 
partnership books and records in consultation with one or 
more general partners, the Service must audit each partner 
separately with respect to partnership matters, even though 
each such audit may involve the same substantive partnership 
determinations. 1/ For example, whether a partnership has 
correctly computed its depreciation allowance for the taxable 
year, and whether partnership allocations have been properly 
made, must be separately determined for each member of the 
partnership. A settlement arrived at by one partner with an 
agent is not binding on any other partner or on the agent who 
deals with such partner. Similarly, a judicial determination 
of a partnership tax dispute may be conclusive only as to 
those partners who are parties to the proceeding. Thus, each 
separate deficiency or overpayment attributable to the 
partnership may be the subject of a separate administrative 
proceeding, and, at the option of each partner, the subject 
of a separate judicial proceeding.

Reasons for Change

Present law does not permit the Service to make 
adjustments to partnership tax items at the partnership level 
that are binding on the partners. The result is a 
multiplication of administrative effort and, in some cases, 
proliferation of lawsuits to decide the same issue.

The fact that partnership issues are ultimately
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imP°Se-a
control each taxpayer's return^• aln?e Xt is re<Juired to

partnership ret^ whO^L^s “‘V"'’ revie“ th"

return, prineipi? Im!, 5® Partner return, partnership

papn^m^Kriirp^??^^
In 

reported on 
return has

_ a ?nce a Partnership return has been 
muSt, be made as to whethe selected______ for review, 

partnership books an^rpcnrHe whether an examination of the 
where it appears that HtMf „ warranted. In many cases, 
an examination, the audit orocet^0 would accrue from

F
waivers of the individual th locate, notify and obtain 

^^^•pu^^re^.rp^Hn^:^ 
inaccurate, or out of date information
different1? "etur?’ TaxPayer-partners

1 ferent Internal Revenue districts 
examination may itself be a partner in 
"rp^UnCi%u%\sP^ P.rtb.^blp;,

basis of incomplete, 
supplied on the
may reside in many 
The partnership under 
another partnership,

as well as

e ultimate partners and
the limitations oerioH« htP revlew may be futile since 
Even if the Service is successful in^At^ the partners* 
partner may refuse to oroviH^ n locatln9 a partner, the

K £,£-• -sd:f
F S - the

- P h
period closed be located a"d whose limitations
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and contesting the Service's position by means of a claim for 

refund.
t„ the case of a con tested audit of . Urge p.renerabxp, 

of "test" cases proceed through litigation*

•Sarco^np::r:^t:p^ 
possible with the agreement of the partners, but has not 
proven particularly effective.

An administrative or judicial determination arrived at

■ in effect" reopen the partnership audit in their local 

and consistency.
Current partnership audit rules, therefore,^roduce^tw^ 

Te^arately'control each tax 
return whichPincludes an item attributable to that 
partnership. Second, even if the Service successfully 

will be determined.

The problems of effectively auditing pa^^However 

use of partnerships in the tax shelter area. The la g 
number of partners involved in syndicated, and often 
interrelated, tax shelter partnerships makes Service effo 
to Insure compliance with the tax laws extremely difficult 
under existing administrative and judicial procedure .

number ofThe size of partnerships, measured byThe size or parcneisiuH=i u.cuu-v.— »1t-h«nnhpartners, has grown dramatically in recent years. ^1thoug 
the total number of partnerships ^^^000^197 5 Jhe 
oercent in the 10-year period from 1966 through = ' J/® ,
Kerage number of partners per partnership increased by 52.6 
percent during the same period.

This expansion in size of partnerships is attributable 
bn a raoid increase in the number of very large 
partnerships. Table IID-5 indicates where this growth has 

occurred.
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During the period 1972 through number of
partnerships grew by only 8.2 P^rce Tb rapidly. The 
partnerships, however, proliferated much mo p

largest growth occurred ^Partnerships wi 
partners, which increased by 76.4 percent 
four-year period.

-SMBS' ”

o

o

o

One promoter has put together °ver 55 partnerships 
involving over 55,000 Pa'^^ship One of'these 
over 1,500 partners per Partnership. one 
partnerships has more than 7,500 partners.

A group of P'»?»bers established over 3Sf a

W5n. internal =

Another promoter create.1 over partnetsbips 
involving over 5,000 separate 1Qcated all
across'the country.P’some of the partnerships have 

more than 400 partners.

Size alone is not the only* 
partnerships may be "pyramided" 
of enormous complexity.
on the following pages.

troublesome factor-
in multi-tiered arrangements 

Examples of such arrangements appear 
Tiering is possible since

not only individuals, 
trusts, and

other entities.
If a trust is a partner, an additional layer of 

complexity is added as beneficiary returns must be 
identified, located, “d controlled.^Worse Will^ 
partner thac turns out t P shelter schemes, tracing
arrangements, usually part of tax that an
may be extremely difficul • that a partnership
entity being audited is a partne , many
includes as a partner another P«"Zx? Stiver ship tier. New 
months to identify completely the next par nt"yponly
partnership identification numbers are “egu®n y * 
"applied for" and partnerships frequently file in aist 
other than the one i"/»lch their address^rs.located.^ 

Moreover, in a multi tier Tfthe audit begins
always begin with the top tier. service must cope with
elsewhere, as it frequently will, the berv _ 1Ower-tier 
expanding and controlling the audit as upper 
entities are identified.
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For example, the Service recently conducted a limited 
coordinated tax shelter program designed to examine a total 
of less than 100 partnerships in four primary tax shelter 
areas: motion pictures, farm operations, real estate, and 
oil and gas. This limited program resulted in the 
administrative nightmare of examining the tax returns o* 
approximately 450 partnerships and 23,100 investing partners. 
In addition, over 50,000 other returns with similar issues 
were examined. These results highlight the fact that through 
the partnership rules, a virtually limitless number of 
taxpayers may be involved with a single partnership. The 
initial audit sample of less than 100 partnerships required 
almost 450 partnerships to be audited because of partnership 
tiering. Such multi-tiered arrangements substantially 
increase the Service's burden of locating individual partners 
and auditing their returns within the requisite statute of 
limitations period.

It has become increasingly clear that tax shelters have 
proliferated in significant part because promoters and 
investors believe that there is little risk that the Service 
can muster an effective audit against the investors in the 
shelter. Thus, highly creative and ingenious tax positions 
which are often taken by a tax shelter limited partnership 
and which are questionable under the law can go unchallenged 
because of the necessity to audit separately each and every 
member of the partnership within the requisite limitations 
periods. If, however, partnerships were audited at the 
partnership level, potential investors in tax shelters would 
have to take into account the very high probability that 
their investments will be subject to close scrutiny by the 
Service. Given the fact that under current law, most shelter 
investors do not take the possibility of extensive IRS audit 
seriously, it may be expected that the full implementation of 
this proposal will have a significant impact on shelter 
activity.

General Explanation

Under the proposal, the partnership will be treated as 
an entity for purposes of the audit of partnership-related 
issues, including administrative settlement and judicial 
review. The Service will make determinations at the 
partnership level of the correct amount of partnership 
taxable income or loss, and the partners' distributive shares 
of partnership items. This determination will be conclusive, 
and the individual partners, as well as the Service, will be 
precluded from seeking any further substantive review. As 
under current law, the member partners will remain subject to 
any changes in tax liabilities resulting from a determination 
of these issues, but a subsequent audit.of a partner's return 
will be limited to the correct mathematical application of 
the partnership level determination.

129



178

In order to facilitate 
general Partner 

act tor the partnership. However »n ~ --------------- -
accorded the status 11 Partners will be
participate i„ ail aspects

fche audit at the partnership 
^sumed authorized to

.P:rn"S ’ f»‘f 
determination of partnership tax mattlnlStfKtiVe and 3udicial 
required initially to notify e^h n !rS' tbe Se™ice will be 
partnership's books and records are b — that the 
conclusion of the administrative examined. At the
settlement or ultimate disagreement theT' ?ither by 
required to issue a notice of Service will be
determination to the narte^ i.lnal administrative 
of the partnership accordingly^' tO notify each member

the statute of Imitations ^t^mination "ill be subject to 

upon the limitations rules now in effeeirShiP leVel based 
waiver of the period may be consentI 2enerally- Any 
partner. Once the statute of limitation.h general 
partnership level, the oartnerch .atlons has run at the 
and there can be no adjCst^ent ofPiLm!tUrn becomes final, 
attributable to the partnership °n a.Partner’s return

time within one year an.er
statute"^1?" baS become final, 
statute of limitations 
statute of limitations 
partnership.

claims
P^tnership level n^ ^"made at any 

after the partnership level
??US' the Partnership 

automatically keeps the partner 
open for changes attributable to the

partnership itLsPP'A’part;X9ft°i . conges
initiate a redetermination «rPu 11 be Permitted to 
filing an XX XX by

par^xxx;: 

to file individual claims fo/rZfredetermination, or 
matters if the claims are inconsis^T^ KSft

Partnimhip^eiemiLtion^ brinj^ ff * final 

redetermination upon denial of n?9- action for 
a Partnership-initiated procefdina a— resPect to,
must be brought in the name of the'oartn 3udicial proceeding 
may be brought in the Tax Court PL n1P: The action
Court of Claims. All partners ii h D^trict Court, or
opportunity to participate in .
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Current law and procedures will generally continue to 
apply to the review of nonpartnership matters. Such matt 
may be resolved separately from partnership matters.

It is anticipated that the audit of the partnership will 
be conducted in the district in which the principal place of 
business or principal office of the partnership is located. 
While this may cause inconvenience to 5°^ Piners under 
certain circumstances, this provision is essential in orde 
to consolidate the partnership level audit effectively.

Since a meaningful audit at the partnership level places 
great emphasis on the partnership return, the timely and 
proper filing of such return should be encouraged. The 
complete absence of civil Penalties under current law for 
late filing and failure to file is inconsistent with this 
objective. Thus, under the proposal, the partnership return 

t AAted as a tax return rather than as an information 
"ti.n? “. “filing and failure to file partnership returns 
will be subject to penalties. As under current law, the 
return must-be filed in accordance with the location of 
partnership's principal office or principal place of 

business.

E f f ective Date
Pristina oartnerships. Partnerships existing as of 

J.nu»y be subject to the tales of this proposal
starting with the second taxable year of the partnership 
beginning after December 31, 1978.

New partnerships. 
December 31, 1978 will 
proposal.

Revenue Estimate

The proposal will 
liabilities.

All partnerships 
be subject to the

formed after 
rules of this

have a negligible effect on tax

Footnote

Present law does1/
not require a separate administrative 

or judicial proceeding for each partner. Any set of partners 
mav voluntarily join together at any stage from district 
conference through judicial appeal, and consent to a ^Jually 
bindina determination. However, the Service cannot require 
any group of partners to join together in a single proceeding 
and subject themselves to a mutually binding determination.
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IID-8

TAX-SHELTER ANNUITIES

Present Law

insurancePcompany?UlnYreturnaforPa°purcha3Or 1SSUi"9 Ufe 
in a lump sum or in installment Purchase price paid either 
to the purchaser, usually frott to make periodic payments

1/ / L usually from the time of retirement until 
groups:" i™edtteeCnuiti^^^ mai"

»"™"y payments

^Penses) are invested by the company'and ear^interest °f 
to tC puSCe^L^vId^ the C°mpany' distributed

accumulated interest^flesq^Yn^tiOn the Premiums and

not lose access to thP n^.J aeferred annuity generally does

time before the commencement of annuity payments?”’ “ a"Y

deposiSr^Taek^d"^"^^'^^^^^

payment is receLedTor e’°h a""Ulty

d^.":? o^i; ta!::.p:„ccjha:"is ^i-m^s

the
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ess1™ an Pottu„ the
interest earned tax-free.

Reasons for Change
Traditionally, most annuity contracts purchased by 

outliving their assets.
Where deferred annuities were sold, it was typical for 

the issuer to guarantee both the rate of interest, usually 
ihv state law and quite low, at which the principal

groi during the accumulation period and the cates at

In recent years the traditional role of the deferred 
annuity as a retirement income vehicle has changed 
dramatically. Emphasizing the combined benefits 
deferral during the accumulation period, cash options 
nrovidinq for lump sum settlements and the tax-favored 
treatment of contract withdrawals, brokers and other 
promoters have been actively marketing

- —d in a 
recent article in the financial press:

"HIGH TAX-DEFERRED YIELDS ON ANNUITY POLICIES GIVE 
THEM FRESH APPEAL TO SOME INVESTORS

"As everybody knows by now, you can't outperform 
the stock market. Bond prices may fall. Commoditie 
are risky. Tax shelters are leaky. Gold pays no 
interest. Savings-account earnings are taxable, 
where's the smart money going these days?

"Well, some of it is going into one of the
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oldest and dowdiest 'investments' around.

that yields a return^hiq^as^ro^iu11*' insurance 
taxes deferred fot » «»b

Pre.^e^^^i^X^ „ . single.

misleading. you may buy a contract 1S a litfcle
investment by payina more ..h = „ act d add t0 your 
buy a contractwithnn? h °ne Premium' and you may 
lifetime acuity eVer committing yourself to a

'If you need^c/balZnce you^in1011^17 aX tO grind says, 

vehicle, and if you can get
kind ofea^nuity?'n *°^te *" real good ^ap^with^Jls

ShearsoX^en^: o^ves^^^ 1O?? time'' 

carried very low yields of 2.5% - 3% h”3^ ^ey
charges, perhaps as much as 70» nF \ h gh sales
invested, and were therefore the lnltlal amount 
is not, Shear son hastens to add9^/^6:^^-' That 
being offered -- 'a modern new^ Fh klnd °f annuity now 
features bigh pu.rLSd"^'"^

annuities are being^romote^aggressi salesmen' tax-shelter 
a means to accumulate tax-free ?nr« V61Lby stock brokers as 
and the provision for income dur\ •The annui*y feature

their predominantly tax-shelter ^atuL*1^3^6 illustrates

uncleTsam°sTmoneyTAXES LwithLA A?D EARN INTEREST ON 

G-s Down, Always ^s’up, And^sX^^

tax “ be in a
3S« Of your top don“s £tb s“ le"‘
deserve something better than JS; ' You 
You need an investment congratulations.
with good earn s tn»i°hyiiS Safe' 
you to keep more of thp'ini 4 h also allows 
you can with regular savinncreSt y°U earn than 

guiar savings accounts, CD's, or 
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other investments that do not provide you tax- 
favored interest benefits.

"Tax deferred annuities have become enormously 
popular with successful people because the 
Internal Revenue Code permits you to pile up 
interest indefinitely, and not pay a penny of 
taxes until you take your money to
at retirement when your tax brackets likely^to 
be lower. By not paying 
every year, you actually

taxes on the interest
earn extra income with

Uncle Sam's money!

To demonstrate how beneficial this tax
postponement can be to you, ]ust see *hat 
happens when the same amount of money is put 
into a tax-deferred annuity and a sayings 
account, both at the same rate of interest and 
for the same length of time assuming a 
continuing interest of 7 1/2 % per year 
for the entire period illustrated. <$*°'°°°
is used here only as an example. You can put 
in as little as $5,000, or as much more as you

wish.)

BANK SAVINGS ACCOUNT TAX-DEFERRED 
ANNUITY

35% Tax 50% Tax

Age Bracket Bracket

30
40
50
60
65

$ 30,000 
$ 48,288 
$ 77,725 
$125,106 
$158,722

$ 30,000
$ 43,351
$ 62,644
$ 90,524 
$108,819

$ 30,000 
$ 61,830 
$127,435 
$262,648 
$377,066

is safe because it"Your money
legal reserve life insurance company, 

less than your total payments)

is guaranteed by a 
Your cash value

(never less than your total tiaj-euw, may be withdrawn

surrender charges.

"And you can 
put in and pay no 
principal and all 
grow tax-free . .

take out any part of the money you 
taxes; while the balance of your 
accumulated interest continues to 
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investments^the b'« "S?

annuities are being offered mav arlLU Whluh ta«-shelter 
attractive to some hinh-in actually make them more 
tax-exempt municipal bondsC°3/ tpor^”8 ihan invest"ents in 
who anticipates being in ' lf a ta«Payer
retirement invests $30,000 in a def a lower bracket during 
interest at a rate of 7 1/2 oerreTf T annuity bearing 
lump sum cash payment after 20 years^ ?|S tO receive a 
return of $87,535 after taxes and ' W1U reali^ a 
bonds of comparable secur“3 and m^n^5- Municipal 
at approximately 5 1/4 percent 1 ty would bear interest 
investor who purchased Sin nnn annum. 5/ Thus, an the resulting tax-exemp! ^nSs and invested
^5. -osia’sc^^^'o;;^:,1; a,H“i»"si tax.e„.ptted 
20 years. nly $83'4™ on his investment after

treatment traditionally afforded6 S!ri°US abuse of the tax 
presented by a variation of "he dll Tnt annuities is 
wraparound* or “investment- deferred annuity known as a 

taxpayer to defer * x on”^ ?iS dev*ce P^rnTts a
investments, such as bank 2 me from existing 
simple expedient of “wrappina“Ua|S °r comn,on stocks, by the 
investments. The nature of the annuity around these 
annuity, and the dangers inhelLTraPaf2Und °r investment 
were recently summarized in a fJnanc^af^ situation,

in mutIarSfunds?UbJtdthe producta"h!t * 7 billi°n

>»ost excited at the moment coi»B« |ht huS the comPany 
insurance subsidiary KevstnTT n fr°? the ^“Pany's 
Product is called the Jnve«mZntr°Vldent Life’ The 
around’ annuity. KevstonZ IT "t annuity or 'wrap- 
"O.ber at coupsnies

save for ihis’crucia/ditference-"6^8 2ther annuities 
what securities make ud the = e? You determine 
wraparound allows you to Jake an^ J” effect' the 
use it to 'buy* anann.il>,, a v stlng investment, 
all interest and dividends.a"d thUS defer taxes on 

Telephone --i™wrapping it aroTnd J dS due in 20°2. By 
collect $8,700 a year an^lnn y°Ur acSount can 
until you actually begin r-Min ^ay n° income taxes 
which can he. P1"’

says w'^Thosas0,*! & or hl9h«s-'
*»nuity co. of Aacrica.
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•this is something to be seriously looked at.'" 6/

Although th:.Inte^na!,tR®Xitier"VdoenotSqualify’"for tax 
these so-called "investment annuitie 1977-1de!”r" » annuity contract. (Avenue Rul™9 ’7^

Cum. Bull- 12) 't^e[h’se"eJices can be used by high-income 
it is possible t their investment income while
taxpayers to defer tax . their investment
retaining the same, nuity never had been purchased,
portfolios as though the annu yBlunienthal, No. 77-810

— Cit.

January 3, 1978).

wraparound annuities:

"HOW DO YOU WANT YOUR INTEREST, WITH OR WITHOUT CURRENT 

TAXES?"

hvah tin TONCFR NEED TO PAY CURRENT TAXES ON INTEREST ST.™ S Sen YOU UTILIZE THE benefits 

OF A TAX-DEFERRED INVESTMENT ANNUITY.

-Unlike other annuities, the investment annuity 
allows the owner to direct the ^vestment of 
funds within his personal custodian accoun t.
may choose from a broad list of^^P^^^aing 
This permits you to use our high interest Yieiainy 
certificate accounts as well as stocks, bonds and 

mutual funds."

"NOW YOU CAN DEFER INCOME TAXES ON CURRENT INTEREST 
AND D^DENO INCOME ON YOUR SAVINGS ACCOUNTS AND

($10,000 MINIMUM)OTHER ASSETS.

"The key is a 
Section 72 of 
are available 
contract.

tax-deferred Investment Annuity. Under 
the IRS Code, certain tax advantages 
to holders of an Investment Annuity

"The Investment Annuity is a policy for long range
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financial planning ($10,000 minimum).

the choice^fPpermitted""^8 owner to direct 
investments, both before andT6"15 and t0 chan9e 

oerore and during retirement."

been dramatic, reflectina thleS °f deferred annuities has 
have for the Investing' ’bf
the rules governing taxation of nL least partly because 
been revised, while the ru^ annuities have no?
investment vehicles (such as Iona ™lng taxation of other 
deposit and original issue di certificates of
deferred annuity has acquired b?ndS) have, that the

to defer faxes on

effects^ForeJXl^Ihere6^ had undes^able side 
of savings into deferred annuli b n a substantial diversion 
banks, savings and loan associa^S and away from commercial 
’’vm. The -agnitude o? ?he Sm??* ’"d °ther f°™ 
journal: cne shlft was noted in a recent

these tax-delaying devices at an ^^ting funds into 
between 800 million and ? h^i a"nual rate °f
expert estimates That's dollars' one
than just three years ago. Seven times more

are hi9hec- ^P1'
dollars they socked inhn relnvest billions of 
carrying unusally hiqh rat^"?5-Certificates 
issued in 1973 by banks aJd nib lnT6rest that were 
and started maturing around the^iddle'of

Most funds for defnrrd

into the annuities." 7/

~ln stocks, bonds, 
. But some families
houses and put the proceeds

savings, induced solely bv 
treatment, is undesirable.

serious threat toathe^llbolate^f17 red annuity also pose a 
over the past 40 years to safe rules designed by Congress 
P ans, most recently in the Empl^e^^n^
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Security Act of 1974. These rules prevent employers from 
discriminating against lower paid or non-owner employees. 
However, by purchasing a deferred annuity a sei - .
employed person can obtain tax deferral similiar to that 
available through a qualified retirement plan (ej., a Keogh 
Plan), thereby providing generously for his own retirem. 
without providing retirement benefits for his employees. 
This may be a particularly attractive option in conjunction 
with an Individual Retirement Account ("IRA )• Y
established by any individual not covered by a qualified 
plan. Like a deferred annuity, earnings m an IRA are not 
taxed currently to the owner. In addition, contributions to 
an IRA, like those to a qualified plan, are deductible. 
However, to avoid the use of IRAs by self-employed persons to 
circumvent the non-discrimination rules applicable to 
qualified plans, Congress has generally limited annual 
contributions to an IRA to a maximum of $I,50U.

This use of 
recent article:

a deferred annuity was publicized in a

"Virtually everyone is eligible for the tax 
break [available through a deferred annuity]. You do 
not have to work for a company that lacks a pension 
plan, as you do in order to set up an IRA an Individual 
Retirement Account. And if you are self-employed, you 
do not have to provide pensions for your employees as 
you do when you establish a so-called Keogh Plan.

"Those features have brought a surge of popularity 
to the 'nonqualified deferred annuity,' so labeled 
because it does not qualify as an IRA under the pension- 
reform law." 8/

Thus, a further reason for revising the current tax 
treatment of deferred annuities is to forestall their use by 
self-employed persons as a way to provide for their own 
retirement with tax-deferred income, while avoiding th® 
expense of providing retirement benefits for their employees.

General Explanation

The proposal will correct the current abuse of using 
deferred annuities as tax shelters without interfering with 
their traditional role as investments that ensure retired 
persons against the risk of outliving their income.

The tax deferral afforded income earned during the 
accumulation period of a deferred annuity will be eliminated. 
Income earned during the accumulation period will be taxed 
currently to the policyholder. This change will apply to all 
deferred annuities, including variable annuities and the 
so-called "wraparound" or "investment" annuities. Taxation 
of earnings annually to each policyholder will bring the tax
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to'S^^n,^^ i;t. u„. .nb that applicable 

original issue discount bonds Th! rh« ■deposit and 
SX^reT '̂ 

Plan or an individual retirement aMu’t??’ “d "“""’"t

™-S™: "S'.::.., 

which the tax deferral exceed §1,000, as one for$1,000 annual limit!! continue. The
use of designated coStracte ‘°"S sho“ld Preclude the
shelters, and by self"™r.'™"1" t”'Payers as tax 
Providing retirement ber&i?. "S™ mU

principal will be chanaed n!! as tax-free returns of 
and dividends distributed'duf?nfr the proposa1' withdrawals 
taxable to the ext!!t unS WiU be treated a*
of the end of the year of dic«- • accumulations of income as distributions hX^xhausted °nly after thes*
will they be considered tax fro Pr®viously untaxed income 
from the issuing company to th! hn^nSf°fuPrinClpa1, Loans 
contract will bl tre^S ^Il^rpose.

Effective Dates 

accumulation per iod3 (iff1- 1978, and during the 
contracts issued"fter^"^1^ annUity

contributions made after January 31 197s °n
deferred annuity contracted u'«78' to n°n-qualified
will be taxed currently to thji purcha:^/^""7 b 1978'

IssuingX"^ “de by
1978, and durina thZ Lf? 1 holde^ after December 31, 
deferred annuity contract"^!!^^^C 1Of af any non~qualified 
distributions to fhe effect of th! ?eate? as taxable 
as of the end of the year of the didCUKUlated unta*ed income 
when the contract was^ ^^-s of
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Revenue Estimate
Change in Tax Liability 

($ millions)

Calendar Years
1978 : 1979 : 1980 : 1981 : 1982 : 1983

12 26 40 57 80

Technical Explanation

A. In General

Income earned during the accumulation period of a 
deferred annuity contract will be taxed to the policyholder 
in the year credited to his account or otherwise earned. A 
deferred annuity contract will be defined to include any 
annuity contract under which the annuity payments commence 
more than one year after payment of the initial premium. 
However, it will not include an annuity purchased or provided 
under a tax-favored retirement plan, such as a qualifed 
pension or profit sharing plan or an individual retirement 
annuity, or an annuity purchased with amounts excludable from 
income under section 403(b) of the Internal Revenue Code.

The issuer of a deferred annuity will be required to 
report to both the contract holder and the government the 
amount of interest or other earnings paid or credited in 
connection with the contract each year. These reporting 
requirements should not pose significant problems or e 
life insurance companies that issue annuities.

Owners of the annuity contracts will be required to 
include in their taxable incomes each year the amount of 
income reported to them by the company. Amounts taxed to tne 
owner during the accumulation period will be added to the 
investment in the contract and will not be taxed again when 
the contract is surrendered or annuity payments are received.

In the case of variable annuities the holder will be 
taxed only on current investment income, whether or not 
distributed. No change is proposed in the treatment of 
realized gains or losses from the sale or other disposition 
of assets held by the issuer of a variable annuity.

For all deferred annuity contracts, including designated 
contracts (described below) and contracts issued before 
February 1, 1978, any dividends distributed or other 
withdrawals will be treated as having been made first out of 
accumulated and untaxed income as of the close of the year of
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—life insurance company to the holder er 'by the issuing
?s“ay «;:«*«; ^"e^ryT1""

Of the previously untaxed income ^tributions to the extent 
end of the year in^chtheioanwas^ade. contract as of the

B- Designated Contracts

deferred annui t^contr act& themitted tO desi9nate a single 
eligible for tax ES'd! n theT °n Yhich wil1 remain 
The individual will be requirsd^n I accumulation period, 
one qualifying for deferral bv infndeS19n^e the contract as 
time the contract is purchased JL™• ^e ^suer at the 
be separate from any other annuitv c°nttact must
purchaser. The maximum annualpremium unde bY the Same 
contract will be limited to $1,000 per ye^rf 3 deSlgnated

contracts will^e^hose i^which th^*7 *S designated 

company guarantees the purchaser hnth1S5Uln9 llfe lnsurance 
aggregate premiums oaidi^ b°th a return of the
surrender charges) plus the lowe/of fi^th^16 1Oading or 
interest that may be auarAntooa a th maximum rate of 
duration of the contractor State law the 
for the duration of the contract a rate actually offered 
depends, in whole or part? on C™tract whose value
investment fund or seated ISLZ e °f an “flying 
eligible for designation aCC°Unt wil1 not be

be exc^bl^f^in^ contract will

from, or loans from the issuer of a alt ° withdrawals 
be treated as coming first from a' 3 d®si9nated contract will 
income and, to the extent the?LfCCUmUlated and untaxed 
received. ent there°f, as taxable during the year

company willhbe^equired^^epor tdtanhUi£ieS' the issuin9 

the holder of a designated contract^he^ the governn,ent and 
the contract each year. The reonrUn^ f 9S credited to 
interest earned ona desiqna ted^ot 9 5°rm W111 identify the 
from gross income during the accumulation33 ^a9 excludable 
reporting requirement win ®J^^u^tion period. This 
cln?haled°nly a Single ^signaled h°ldeC haS

contributions thereunder do not 
1imitation.

contract and that the 
exceed the $1,000 annual

The interest earned durinq 
designated contract will gcontract will not be 
investment in the contract, and 
received by the policyholder as

the accumulation period of a 
added to the policyholder's

W1“ be taXed wh*n 
annuity payments or in a lump sum
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C. Existing Contracts

The proposed elimination of tax deferral during the 
accumulation period of non-qualified deferred annuities will 
apply to contracts issued before February 1, 1978 only to the 
extent that the holder makes additional contributions to the 
contract after that date. Where additional contributions are 
made after January 31, 1978, subsequent earnings credited to 
the holder's account will be apportioned between those 
allocable to prior contributions (the earnings on which will 
not be taxed currently) and to subsequent contributions (the 
earnings on which will be taxed currently).

However, dividends, cash withdrawals and loans made by 
the issuing company to the contract holder after December 31, 
1978 will be treated as taxable distributions to the extent 
of the accumulated and untaxed income as of the end of the 
year of the distribution, even if such income was earned and 
credited to the contract before February 1, 1978.

Footnotes

1/ The annuity payments may be made by the company for the 
life of an individual (a "single life annuity"), for the 
lives of more than one individual (a "joint and survivor 
annuity"), or for a specified period of time (an "annuity 
certain") . The individual during whose lifetime the annuity 
is payable is called the annuitant and is usually the 
purchaser of the contract.

2/ Wall Street Journal, May 2, 1977, page 32, Col. 1.

3/ These contracts are offered at interest rates as high as 
7 to 8 percent despite the fact that state law reserve 
requirements applicable to life insurers prevent them from 
guaranteeing rates in excess of 3-1/2 to 4 percent for the 
duration of the contract. These limits have been 
circumvented by the combination of a guarantee of an 
underlying rate of 3-1/2 to 4 percent for the life of the 
contract, with an additional 3 to 4 percent guaranteed for 
shorter periods of time. Even though the full interest rate 
is not guaranteed for the life of the contract, the sales 
literature often represents that the purchaser can expect the 
combined interest paid each year to compare "very favorably 
to rates then being paid by other fixed money plans."

4/ At 7-1/2 percent compounded annually, $30,000 invested 
Tn a deferred annuity would grow in 20 years to $127,436.
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Assuming surrender charges of 7 percent (or S8 9211 
investor would receive a lump sum of $118?515 TaUs Sn th. 
gain of $88,515 ($118,515 - $30,000) at 35 percent 3ou?d 

$3hn8°' leaving after tax proceeds of $87,535 
($ 8,515 “ $30,980). If the taxable gain of $88,515 in one 

the taxPayer int0 a bracket higher than 35% he 
several yeL” " SU8'515 in Periodic payments over

T,e i 77 annual average- interest rate on tax-exempt 
r=?»a?bulga*10n bonds with a maturity of 20 years and 
rated AAA by Moodys was 5.21 percent. The 1977 annual 
average interest rate on such bonds with 
5.36 percent. a rating of AA was

6/ Forbes Magazine, May 1, 1976, p. 86.

7/ -- S‘ News and World Report, October 10, 1977, page 91

8/ Ibid.
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IIE-1

EMPLOYEE BENEFITS

INTRODUCTION

The Internal Revenue Code provides favorable tax 
treatment for certain forms of compensation. If salary is 
paid in cash, it will be deductible by the employer and 
taxable immediately to the employee. However, compensation 
in other forms, while continuing to be deductible by the 
employer, may be either excluded entirely from tax by the 
employee or taxed only at a later date. This tax treatment 
can be justified only as a means of encouraging compensation 
to be paid in certain forms so that individuals, particularly 
lower income employees, will be assured of protection against 
certain contingencies -- sickness, disability, retirement 
which are particularly difficult to plan for at low income 
levels.

Thp tax law falls short of this goal. For life 
insurance and health plans, there is no requirement that 
employees at all levels be benefitted. Retirement plans 
ostensibly must not discriminate in favor of officers, 
shareholders, or other highly paid individuals to qualify for 
favorable tax treatment. Nevertheless, under current law too 
much of the tax subsidy of these arrangements (termed 
"qualified" plans) can inure to the benefit of the highly 
paid, and too little to the benefit of the low paid.

Moreover, exclusion and deferral of income are obviously 
of greater benefit to those taxpayers with high marginal 
rates. As the tax benefits expand, they seriously interfere 
with the goal of a progressive tax system and are 
increasingly unfair to those persons not employed by 
employers who provide compensation in the favored form.

The Administration proposes to reduce the disparate tax 
treatment which is based solely upon the form in which 
compensation is provided. Where such disparity remains, the 
Administration proposes to assure that it serves a publie 
purpose by requiring that a greater proportion of the tax 
benefits inure to rank-and-file employees, compared with 
present law. Thus, the Administration proposes

— assuring that a greater portion of the benefits from 
tax-favored qualified retirement plans will inure to 
the benefit of the lower-paid by modification of the 
rules by which such plans interrelate with Social 
Security.
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treatment that group-teri/l ife^s" in9 favorable tax 
and disability nlan~ “^m lifc 3nd heslth
officers, sh^^ro^1^ °f

death benefits

income in^xcess^f h^OOC^pe^ th°Se Wlth tOtal 
case of a joint return). Per year <$25,UU0 in the
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IIE-2

QUALIFIED RETIREMENT PLANS AND SOCIAL SECURITY

Present Law

In General-
pr incipal types — 
contribution” plans

-Retirement plans can be classified as two 
defined benefit" plans ana aefined 

defined benefit plan provides that an 
specified amount upon retirement; aa that spocified/Tounts

will be set aside each year 
receive those amounts plus

, and the employee will eventually 
the earnings on them.

tax treatment onlyThese plans Qualify for advantageous 
if they do not discriminate in favor of officers, 
shareholders, or highly paid persons. The income ta* 
benefits -- which include current deductions for employers, 

of the contributions from employee income, end tax 
for income earned by the retirement fund --are 

designed to induce employers to provide pensions. The 
objective of the anti-discrimination rule is to insure that 

fact provide pensions for persons at all levels 
of their workforce, rather tnan primarily f°r officers, 
shareholders, or highly paid persons. When it first 
established the anti-discrimination rule m 1>42, 
Ways and Means Committee reported:

exclusion
exemption

employers in

the House

“The present law endeavors to encourage 
up of retirement benefits by employers for their 
employees and in pursuance of this policy permits 
employers to take as a deduction 
aside in a pension trust or other 
annuities or retirement benefits

emounts

the setting

irrevocably set
fund to provide

employees. This provision
for superannuated 

has been considerably abused
of discriminatory plans which either cover

-- favorby the use ------------------------- -  - ,
small oercentage of the employees or else~ 

tock-holding employees as agc;in..»t
Under

only a
the higher paid or
the lower-oaid or non-stock-holding employees.

' ’ the officers ofthe oresent law, it is contended the officers or a 
corporation may set up pension plans for tnemselves^ano 
make no provision for the other employees. C

in keeping with the purpose of this provision.
Such actions

are not

"The coverag 
would operate to 
the pension plan 
groups seeking to 
their appropriate

e and nondiscrimination requirements 
safeguard the public against the use of 
as a tax-avoidance device by management 

compensate themselves without paying 
taxes.” 1/

Specifically, under current law, 
rank-and-file employees with at least 
benefits expressed as a percentage of

a plan must provide 
the contributions or 
pay that are provided
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for officers, shareholders, 
if ?n employer contributes 
o oefmed contribution 
the employer must s;ow

iower-paid emoloyee 
employee earns $12,000 - 
be discriminatory. However 
the percent-of-pay rule i 
Social Security i~* 
"integration”.

or the highly oaid. r 
for",!T ?' pay- °r *10,000, w' 

else contribute 10 per™“I"1"®
percent of pay on behalf 

_ . - ~ ? $1,2u0 if the
oroer for contributions 
the law permits 

in the case 
into account.

For example.
plan

7 for example, 
me*

This
of plans 
process

not
an exception 
which take 

is called

to
to

-UU.,??0!^1” ?f Ihhegrntln. .. ,

•i'iSylW* contributions to the social 

nr \?lan discriminates i 
. highly paid persons, 
to a qualified pla

employer
of If?- Qetermining wheth 
of officers, shareholders 
employer contributions I

/ percent of pay -- - H

is oermitted to
er

in favor
Thus,

may be heavily 
employees. For example, 

' or pay in Gxcp« o emPl°yer can contribute
(>17,700 for 197fa)? wMch for -7°?al Sec^ity wage base 
amounts to $5,761. The Dian er,,Ployee earning $100,000 
discriminatory ev^n though 7nOt be co^iaerea ' 
anything to the qualified ola2 ?2P1°yer d°es not contribute 
than the wage base, because tho r ?n emPf°yee earning loss have contributed 7 percent of n employer be c 9 1SS 
Security for all employeel $17'70^
L?"?!!!' ;po„rh:,,:"^ contributi

-. which is currently below that

amounts to $5,761.

than the wage base, 
have contributed 7

•security

This 
employer

an

con side red

employee earning 1
deemed to

to Social
on rate of 

or tax under Social
level.

type of plan is an "excess" r>i=„ u
- ■ excess plan, because the

. . pay in-excess^t-hr?™1"66 by reference
integration level increase! ‘"fetation level.
-,i under a„ excess ola^ 

beginning in 1981, 
i t^an the g

bn -u’ contributes only 3n 
to the employee's •

coverage
estimated that, 
employees will' earn less
whiCh f°r that year will 
adjustments thereafter)J

plan
a/ Tt is

percent of all 
be s?q 7 ,°2ial Security wage base, 
be >21,,/uu (with automatic

The more common type 
oi?nuDStahfhSt?p~rate P15"- 
- y uH to the integration 1 
For lbUt ?Ot m°re th^n 7 
For example, *

contribution
o °‘

Prcent higher) shove that level 
eCb"sr"Jd‘^te 5 perc'"' Of 

oese anc 12 percent
pay up to
" wage hose for^the Sloc.ouo

“oil? 'f*5 formula V '

ot C°‘

amounting to $10,761, 
or not more than $600 
employee (5 percent

of pay

a contribution 
$12,uOO

fashion,
Definedalt-hn^^ PlanS may be integrated 

although they are Integrated on he 
contributions. 
Plans are

benefits rather'than 
integration of these 
rules for defined

in a simi1 a r
basis of

The rules for 
contribution ^7°^ ^P^cated th an the
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Integration is widely used. The Congressional Research 
Service concluded in 1974 that 60 percent of tax-qualified 
pension plans in existence at that time, covering 
approximately 25 to 30 percent of participants in the private 
pension system, were integrated with Social Security. 2/ 
Integration may be even more popular today given the 
substantial increases in Social Security taxes and the 
mandated wider coverage for lower income workers under the 
Employee Retirement Income Security Act of 1974 (ERISA).

Reasons for Change

Notwithstanding the anti-discrimination requirements and 
the major reforms under ERISA, retirement plans still afford 
substantial tax advantages which are more beneficial to a 
person in a higher tax bracket, because the higher-paid 
person, for whom more dollars are contributed, defers paying 
tax on more dollars, and also because deferral provides a 
greater tax subsidy per dollar for persons in higher tax 
brackets. Although the degree of difference varies from case 
to case, under one set of reasonable assumptions, the tax 
subsidy increases the pension benefit by 140 percent for an 
executive with a starting salary of $100,000, while the 
subsidy increases the benefit by only 60 percent for the 
employee with a starting salary of $10,000. 3/

The disparity is even greater in an integrated plan. 
An employer making the same dollar contribution (e.g. $5,922) 
to a private plan would distribute much more to the highly 
paid person, and much less to lower-paid persons, if the plan 
were integrated. 4/ Table IIE-1 illustrates how an 
integration provision affects the distribution of employer 
contributions to a plan, to the detriment of lower-paid 
employees.
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Table IIE-1

Effect of Integration on Constant Employer 
Contribution

Salary of Employee

Defined 
Contribution Plan 

in 1978
Total Contribution of $5,922

Not 
Integrated 
(4.032)

Integrated 
(7% above $17,700)

$ 10,000
15,000
20,000

10U,000

$ 403
613
817

4,034

$ 0
0

161
5,761

Total Employer 
Contribution 5 5,922 $ 5,922

-• ^L^fL^cial Security law antedated the first 

the Troast
nondiscrimination

By the
^^lrem^nt which was enacted 
1942, several large a s part of the Revenue Act of- l - - liic rxtrvtJ
benefits with ^i^SecurWhiCh 1 
fire*- _ n 2 •first developed at a "he"the" 
established before there

Consequently,
h integrated
integration was

pxiqf-inn undoubtedly concern
existing pension plans
were nondiscrimination

Today,

which had been 
requirements.

.. however, 
Social Security is a 
in lower-paid persons 
sm2Tf«rS’ Integrated plans often 
smaller employers,

widely used tax device
of Pension plans with

____ . . . -------which can result 
receiving inadequate retirement

exclude or provide 
employees earning below the 
Employers are encouraged - 
retirement i-------

are sold, particularly to 
1 ’ -----* such plans either

for lower-paid 
- social Security wage base.

on the assumption that

retirement
percent-of-pay basis, w 
Security for those with

to provide

the benefit provided by 
lesser earnings. Social

on a

The above approach therefore siesta too assun,ptlons 

more important to provide after 
or pre-retirement pay at all 
provide minimum benefits for

First, it assumes that it is 
retirement the same percent 
income levels than it is to
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lower-paid persons. In fact, however, the percentage of
pre-retirement earnings that are

retirement decreases as earnings
essential to fulfill basic

increase.needs after --------- ------------- . .
Second, and the logical _ extension of the f “^assumption,

system implies tnat Social security 15 
adequate for lower-paid persons (but not for 
persons), so that only a higher-paid person s retirement 
income need be tax subsidized through a P^^ate plan, 
fact, however, if Social Security were aoequate for 
rank-and-file employees, there would be no need for^tax^. 
subsidized private pension system at all. -- -- - -
is not adequate, one must question the extent to which tax 
benefits must flow disproportionately to higher-paic^oersono, 
often to the total exclusion of the rank-ana-tile,

the current tax

In

If Social Security

in order
to encourage adequate 
workforce.

retirement pay at all levels of the

The inequity in the current Secur i ty
recognized

system of Social 
Congress. Congress hasbyintegration has the' uno it Social Security

imposed severe , such as Keogh plansin plans that benefit owners 
for the self-employed, and it has prohibited integration
integration in
plans designed especially for rank-and-file employees- 
employee stock ownership plans. Further, during the 
consideration of ERIS*, Congress, through the conference 
Committee, voted a freeze on further integration as a 

to full consideration of the
a two-year Congressional study, 

the freeze was deleted by

temporary measure prior
integration question after 
Because of last minute opposition, 
a concurrent resolution of the Congress.

Integration has been defended by employers on the 
they would have to provide more 

retirement pay to lower-paid persons
grounds that, without it 

^eguetepcrcent Pay
in orderto higher-paid persons. Employers also contend that the cost 
of an apparently excessive deferred benefit (i . e._, 
excess of 80 percent or 100 percent of final average pay) 
results in lower current wages for lower-paia persons and 
that it unnecessarily lowers their pre-retirement standard of 

One couid see some justification for these argumen 
fact, the employer and Social Security together 

1 > percentage (such as 80 percent) of 
final^averagepay for the $10,000 employee. .But, under the 
current integration system, there is no requirem.nt that

results

living. 
if, in
provided a reasonable

employers
pay

one in

ts

provide any specified percentage of final average
to lower-paid persons.

Social Security integration also has been -justified, not 
on the grounds of encouraging r?V2na\?Ub^C"™,mt"'their 
the grounds that employers should be able to count thei 
contributions to Social Security as part of their overall contriouc But there .s only a small co„el3tlOn

Social Security ano theretirement programs.
between an employee’s benefits under
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amount an employer contributes for that 
b?ef itSL°f a current employee 

funded by his or her employer. Rather, 
largely funded by employer and employee

employee. The Social
are not directly 
such benefits arc 
contributions oeia

asis.
J- JJy ’

are plans As'th^o^^r006 by ParticiP^ts than 
benefits have changed over the yelrs^so/too/hX^he 

ba-

Tn’

each type of plan.

General Explanation

and variations as
adjustments for 
they relate to

The principal abuse 
subsidies to permit, and of integration is that it uses tax

_ . ----- even encourage,
to very highly paid persons while 
lower—paid persons *— - -

fnii i integration to those olans which dir* nnt-:“h"p ’°ai- The ^erf io™

which would approximate 'thlSIlftj.u
time, virtually eliminating the com^e^ty J^inJegr^iln”'

benefits to be paia 
. paying none at all to

The Administration proposes to

ror^^i^rri^^a^o^^
benefits above and below the integration level

percent of pay on wages below the integration level.
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A Similar rule .Hl «P»1» « V* W* 
JEjU&wSW°' ”‘n

be governed by the positive °1 *ne °rmu . social
Specifically, a plsn inJJ average pay used to

^ed7^ ^b^fi^f ^“ent ol final overage pay. 

Analysis of Impact 
• ^rnnn^pd here will substantially

The integration.^ y discriminatory in
by excluding or virtually

For example, a plan under which 
on pay up to the taxable wage r?ent of pay in excess of the 

On the other hand.

affect only plans w-------  
favor of higher-paid persons 
excluding the rank-and-file. 
an employee received nothing 
base ($17,700 in 1978) and 7 pe ...
taxable wage base will no £ employees at
an K'S M -;

changes will generally

be relatively minor.

Sill affect employees at different wage levels.
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the employer would not

The new rules will apply only to benefits accruing after 
SO tbat evcn if 2n employer chose to 

increase benefits for some employees, the employer would not 
be required to fund any increased benefits for periods prior 
to the effective date.

Also, because elaborate rules 
necessary, administrative costs 
integrated plans. For instance 
different types of adjustments 
different benefits, and persons 
The proposal will require only 
cases.

will no longer be 
will decrease for all 
the current rules provide 

for different types of plans 
retiring in various years, 

minor adjustments in such

Effective Date

The new formulas 
years beginning after

will apply to benefits 
December 31, 1979.

accrued for plan

Revenue Estimate

not possible to project the revenue impact of 
the proposal may have a negligible impact on 

oome employers would change their plans by 
benefits for rank-and-file employees; others 

might shift their costs by providing somewhat lesser benefits

proposal; 
revenues.

this

for higher-paid persons to meet the need for 
for the lower-paid. it more benefits
r.Hoe . is 21so Possible that the simplified

the Provision of minimum benefits would encourage
some employers to integrate previously non integrated pla ns.

Technical Explanation and Transition Rules

In general -- The current rules relating to Social 
. wil1 be replaced with a rule under 

a plan will not be viewed as discriminatory in favor of 
officers, shareholders, or highly compensated employees 
merely because it provides benefits or contributions ' in 
rorm or:

which

the

X of total compensation not in excess of a
specified integration level, plus no more than

J?8 timcs x percent of total compensation in excess of 
tnat level.

The rule will apply 
benefit plans and to 
The X factor will be

c

to both defined contribution 
plans providing unit or flat 
specified by the employer.

and defined 
benefits.

Adjustments for any pre-retirement ancillar 
post-retirement annuity forms, early retirement 
employee contributions will be required only to 
these features are internally inconsistent. For

y benefits, 
benefits, or 
the extent 
example, an

160
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X percent/1.8X percent plan will not have to adjust if 
to the integrationemployee contributions are Y percent up 

level and 1.8Y percent in excess of that level (e.ox.
employee

3.0
percent and 5.4 percent). If, however, _ 

are a constant percentage of all compensation, 
Also, a plan will not havecontributions .

an adjustment will be required.
to adjust if the annuity is payable in the form of
certain and continuous benefit, so long as the annuity both 
above and below the integration level is paid as a 10-year

10-year

And no adjustment will becertain and continuous benefit. And no adjustment will oe 
required even though some plans might use different types of

average pay, final average pay, etc.),compensation (career ---------_ k
so long as the same type is used to compute benefits both 
above and below the integration level.

Each separate plan of an employer will be required to 
satisfy the new rules, or all plans maintained by an employer 
can be aggregated to satisfy these rules. Thus, for example, 
if an employer maintains an integrated plan and a 
non integrated plan, contributions or benefits under both 
plans can be aggregated to determine whether the new 
integration requirements are satisfied. (However, 
aggregation will be limited to plans which provide similar 
degrees of retirement security. For example, a profit 
sharing plan allowing discretionary withdrawals of employer 
contributions prior to death, disability, or other separation 
from service could not be aggregated with a pension plan, 
since the two plans do not provide similar degrees of 
retirement security.) Further, as under present law, a plan 
which does not satisfy the integration rules might 
nonetheless be nondiscriminatory under the particular facts 
and circumstances.

Excess plans — Tne integration level for a defined 
contribution or a defined benefit excess plan will be 
computed in much the same manner as is providea under the 
current rules. For plans which use the Social Security wage 
base to measure the integration level (such as a profit 
sharing plan), the maximum permissible integration level tor 
a particular year will continue to be the Social Security 
wage base for that year as determined under the Social 
Security Act. These are fixed amounts ranging from $17,/uu 
to $29,700 for 1978 through 1981, with automatic adjustments 
after 1981. A plan will not be permitted to use a higher 
integration level with a smaller spread between tne 
percentage of contributions above and below the higher level 
That option would introduce significant complexity and woula 
reintroduce the problem existing under the current rules ot 
disproportionately large benefits for a very highly 
compensated participant.

For plans using an integration level based upon covered 
compensation, the Internal Revenue Service will provide new 
tables of covered compensation. These tables will not ta.^e
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newly enacted i 
Social Security Act, sine ‘ 
cannot be precisely forec, 
taoie amounts will be maximums^ 
use a higher level of v 
smaller benefit spread.

Ju" indexing provisions of the 
- since the future level of : 

orecast during any current year. 
; ? Plan will not be 

of covered compensation

indexing

by adopting

The
able to

a

will use
provided under th^plr-^^^^^ t0 reduce 
for Social Security^ 
final average pay) 
primary insurance 
the gross benefit

difft rent 
different rule.

?n f h7 i 2 reduce the gross benefit 
plan benefit before reduction 

with t-hab „ ' J aS X Percent times 
°f the Social Secur ity

usually expressed

amount (PIA) equal to th 
Percentage. ‘ 

t0 off^t up to 50 percent
That is, same percent 

a plan will be
of

applies the offset against compensation, 9 '
Social Security

Security if it applies the 
1UU percent.

nr a ni. gross benefit of 50
F an can offset ICO percent of 

...j offset against a gross

percent
if it 
of

benefit of

The rule for offset ol 
benefit and flat benefit pl 
required for pre-retirement 
post-retirement annuity for

cns will apply to both unit 
ill beans. No adjustments w 

ancillary benefits, 
.-1 - the plan benefit’derived benefits,

will have to be subtract-™
However,

determining the 
for form of pay 
other than final »inaverage oay is used. x 
final'average’pav^o6^*1 *?1- be determi._j 

erage pay to ascertain the equivalent X
employee's gross

Adjustments 
only if compensation 

In that case, the
med and ivided by

Transition 
benefits accrued

rules f°rmulas will apply only to
□P co U.t
lew.
Plan,

current
prorated. excess or step-rate 

based on years ofpartidpatlon, to determine benefit accruing’before’.nd 

Alternatively, the benefit accruedafter the effective date. 
effective date” 

that date fully vested, r 
pre-effective date accruals, 
apply to offset plans. n 
rules, a plan can provide r 
employee (other than a lo percent

under 
though the employee's compensation 
effective™!^ Same rste as immediately prior to\he’

on

rules,
?imilar proration i 

However, m lieu of theserules will
“Minimum tots! benefit fo^each”

shareholder). equal to the 
as in effect 

j determined as
continued until retirement

in transition rules are
m use for transitions from the e same as those currently 

rules m effect- nHnreffect prior to
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July 5, 1968. The grandfather rules permit a gradual 
phase-in of the new integration requirements.

Footnotes

r h Reo No. 2333, 77th Cong., 2d
1/ The Revenue Bill of 1942, H. Rep.
Sess., 50-51 (1942).
2/ Raymond Schmitt, "integration of Private Pension Plans 

with Social Security," Issues ^Financing__ 
Studies in Public Welfare P^?6p li’ of ?be joint Economic 
of the Subcommittee on Fiscal Policy 173-200.
Committee, U.S. Congress (Washington, 1974), pp.

3/ The executive receives an after-tax P^ton °f ' 
compared with $ 14,113 J °W^"Ptax subsi<3y, compared 
executive s pension ^clude $ naid worker. Assumptions:

oniy or hepl«. portidp.tion
Nonintegrated, 15% detinea 4% annu2i salary
ages 35 to 65; 6% annual intere , have outside income
increases; joint returns; both employees " cent of tax 
equal to deductions and exemption.^ Pion with tax 
subsidy is the ratio of the . Tension without tax 
benefits compared to the * P ° nto a qualified
benefits. "With ta« benefits, 15% g by

paid^goe^into"^'savings account at 6% annual6% annual

interest.
most of the dollar 

the tax benefits.
4/ Note that even in a nonintegrated plan, 

Pe^'nooaUeHm^io"

based on a percent of pay.

is
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IIE-3

Present Law

MEDICAL, disability, and life insurance

PROVIDED BY EMPLOYER

PLANS WITH FIXED BENEFITS

An employee can 
disabilityt 
under plans

exclude from gross income the 
' and group term life insurance benefits 

the ™m maintained by his or her employer, even
W1W plan contributions 1/ and even though

pia">
on the other hand, du 
they so discriminate.

such a plan

apply to qualified group legal
supplemental unemployment

Reasons for Change

medical, 
provided 

though

. - . .------ Retirement plans,
do not receive favorable tax treatment if

• Similar nondiscrimination requirements 
services plans and

compensation plans.

Under current law, an 
premiums paid for life and 
for medical insurance <—

-liable^: ^se aho

individual cannot deduct the 
disability insurance,. snd premiums 

are usually only partially tax
er

”?n:taX?tion of certain forms of income is obviously of 

marginal tax brackets 
or a progressive income tax.

to those in higher interferes with the policy tS 
departure from normal tax policy 
means of securing protection for 
There is no reason to favor plan; 
paid group--persons 
themselves than can

and 
This 

can be justified only as a 
a wide group of employees, 

s which cover only a highly 
who can more readily provide for 
rank-and-file employees.

Current law has led to two particularly 
be i unfunded medicaloe established to cover । 
officers of a corporation, 
one or a small number of

situations. First, abusive
. reimbursement plans can 

primarily the stockholders or

purpose 
Service 
in clear
Second,

Although such a plan may cover 
rank-and-file employees for the 

•>- ■ sr9ument by the Internal Revenue 
d^rr WnS constitute dividends, it results

e cor o??Ho„°h gainst rank-and-file employees.
P ion having a single dominant employee (who

of countering
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" srjs k sssggagST 

insurance premiums or medical expenses rui y

s.r,i;n»:e.e«^

oroviding coverage Ptima“^J.°' ° 
employee-shareholders and officers 
following are some specific instances 
reported by IRS auditors:

for
the employer. The 
of this problem

medical plan for its(1) Corporation A established a 
three officer-shareholders. No^ther^.^ for
Over a three year period, $ , the corpOration.
officers and their families wer.. p Y it shareholder
Over $46,000 of this amount was for the majority 
and the shareholder's family-

employees were coverea.

(2) Corporation B established a medical plan covering^ 
both officer-shareholders and some other ' P * .' Over an
small amounts of coverage for the other empy 
eight year period ^uring which e <,18,604 was for the 
$21,794 in connection with the plan, 
officer-shareholders.

(3, corporation C adopted • -edie’l "Sn'So'ow^m

percent
Institutional care for life. The percent shareholder is in 
average $8,000 ^nuclly. xhe 100 per be gble t0
the 50 percent income tax bracket an ses because of
deduct a significant part o - individuals. The plan 
JU’S -??oo® Ueinst rauK and-flle e.pl^ 

deductions for individuals.
(41 Tn a similar situation, cor^roUoj ° ’dopt'd^n^ 

accident and heath plan or the benefit of the Qf
is both the sole shareholder and thesoi ^eeSf the plsn is

SUU SSSM S k. . a

cotp»”t'io“causes a ^“Ctlon^to £'£t“l>“Uto

1st a busiesEntity to deduct medical expenses.

The cases cited bote are not isolated. ■
these schemes are being actively h
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vcrtiscnient in the Janu?tv 17 iqir u’sii . -rUltkate ^x^Lltei^b^d 
icnoics. Mr. Nicholas, who promotes his book on the 

advantages of incorporated businesses, writes:

Tax-

There are still other advantages. Your own 
corporation enables you to more easily maintain continuity and facilitate transfer of ownership 
free fringe benefits can be arranged. You can^et up 
your health and life insurance and ether programs for 
you ano your family wherein they are tax deducible 
pother very important option available t^^ou through 
incorporation is a medical reimbursement plan PIRP) 
Under an MRP, all medical, dental, pharmaceuticaJ 
expenses for you ano your family can become tax 
deductible to the corporation. An unincorporated person 

. • must exclude the first three percent of family's 
medical expenses from a personal tax return. For an 

first $601) tre not

General Explanation

tn b 2 proposal, special tax benefits will continue
d s^i 2 ? available with respect to an employer's medical, 
n|=n group term life insurance plan only if the

?ro;"b^°r9;o2o,''^Lnnq “ ''?• 1,10

«*«• o£ the ’rc

g?„JpC jjco^^^n coverod'ionbJts of the

Sill S^sp^y? °nS fOt ”"^"0-file employees

what ln order t0 oeny special tax benefits for
1 Kntlally an lnQlvl<3ual purchase of insurance a
iroviderVf on the portion of the benefits
aoDli^ t? employee-owners. Similar conditions were 
So 1 VtOUP legal services P^ns under the 
‘‘k, L UL ± 7 / 0 • Tax Reform

Effective Date

Tt1e new rules for welfare plans will apolv 
years of employers beginning after December 31, for taxable 

1978.
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Revenue Estimate

rhanae In Tax Liability
—- cafeteria Plans described below)

(Including proposal onJ^Jlions)

Calendar Years----------

1979 : -1980,
1981 ; 1982 : 1983

32 33

Technical Explanation

Plans Covered — The -nd*hea1thYplans which now
life insurance plSns and accident.nd heait^p _ , 
receive favorable tax tteatmen %cnefits under these olans
106 of the sterna Rev nue C^ents during permanent or 
induce term life insur^nc , p y medical, and surgical
temporary However, if any of these benefits
benefits; and dental element plan, the
are province under a qualm =nnlvretirement plan rules will continue to epply.

prohibited Group -- DiscrJ’oUuU end 

prohibited group of employees, /hose wno are highly 
shareholders of the emp oy_ V , This same definition of compensated, will not be P«^tted. This C£tireraent
the prohibited group now is useo tor guan 
plans.

Ir. the qualified plan are^' ^^^n^ionPrequirements by 
attempts to cicumvent the nondis d^ corpor£tions
artificially dividing { the prohibited
under common control, wit snd the rank-and-file
group employed by one corpora^ corporation, The corporation 
employees employed by t then establish a
employing the Prohlbl^i^ that the rank-and-file employees 
retirement plan, conten g plan because they were not
did not have to be covered by the plan problem by
employed by that corporation. ‘ f single employer when

Siofc^roL This .ill occur 
their employers ore un^et n?rtn°rships, or a
whether the employers are corporat ent^t?es. “The eris^ 
fixture of those or other y welfare plans.
common control ruie^ waaj -i

Partici£ation_5tan^
wiH not be able to provide more stringent
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^.bct, of!»:£;■ ” F "Fv
covertje^in^l™'?: to provide Mediate
result. On the other hand1 tnn°i against the Plan could 
unduly favor the prohibit-od f 1009 3 w?ltln9 period could 
will have more yefrs of slrvice^t Ihe °f Which °ften
Therefore, a plan will not h di^ h lnccPtlon °f the plan, 
it requires up to three vearl ^lsc\lral"at°^ merely because 
commencement of participation MnCtU?1 employment before 
defer Participatlon^un^f could
beginning after the dam on I y f the Dlan y°ar 
years of employment. 1Ch en emPloyec completed three

A welfare plan can also meet the - •

(b) Permanence. if a w^lfarn nHn • - members of the prohibited group, it till beyond C°Verage f°r 
only if it constitute- = no,-™ p J1 111 be nondiscriminatory 
permanence win be applied n ?h P^9^m. The test for 
test is applied to qualified phnVn^ feshl°? as the similar 
the Code. That is a welfare Sectlon of
permanent at the time it is estihr*^) bf presun,ed to be 
terminated within a Lw years and n pl*n iS
business necessity it my, u u ,/ he sbsence of a

nistoricafly^have b^subjel? t^ai^j-

the pl»n provides benefits for- o? dlsct*«ln’tory if 
all employees, or bO Dercpnt nr c Percent or more of 
eligible to benefit under the plan^f0^1 emP}°yeGS who are 
all the employees ar* eliaihLt k f Z PercGnt or more of 
excluding employees who hJve not°s-1 ilf led “m plan'
qualifying minimum age and service r^f- the plan s 
group which the Service find! tc L 9U™Gnts' or <b) a 
coverage tests will apply to welf"^^^c^m^atory. These 
nonresident aliens and employed covered"^ eon Utd°r ERISA' 
bargaining agreements fit fe collective
benefits were the subiect of *s evidence that welfare 
excluded from considerat ionfin°d^tf*■bargaining> can be 

wnsioeration in determining whether the
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coverage requirements are satisfied. Msor if 3 welfare plan
a collective bargaining agreement, 

d as nondiscriminatoryis maintained pursuant to 
the plan will automatically be viewed 
with respect to eligibility (and benefits), 
not the rule under EFISA.

The latter is

Benefit Standards - A plan cannot discriminate on the 
basis of benefits, with re9^d to benefits (such to

benefits Hfe
for an employee in the prohibited 9'°“?

rtoseCompensation is double that of a member of the 

rank-and-f ile•
in the case of health benefits (such as hospitalization, 

surgical, and medical benefits), the plan w^n ^v®,. 
provide the same benef-^s, dollar £°rm*°bers'of employees' 
SnKs! e^«r,%^1p"n, provide options under which 

the level of benefits will vary with the level of 
contributions

gen^LG y ------- level of benefits and all
level of 

Discrimination _ 
employee contribution buys the same 
employees have the same opportunity to make every 
employee contributions allowed under the plan. 
Discrimination will exist where there is employer 
if not more than an insignificant 
rank-and-file employees can reasonably afford the 

Discrimination will not exist mete

coercion or

higher 
ly because

contributions. to
make^smaller‘contributionsOand 

benefits or merely ^ere, because of cheaper

,ro„p e-p^yees 
larger contributions and receive family coverage.

Limits on Benefits for Owner-Employees

Not more than 25 percent of the employer contributions 
can boused* ^©‘purchase ^j-for^clas^of ^n^ 

percent. Per th“

lhe

the plan. (In the case or oene applied on the
designed to replace wages, this test can ue ,
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general A similar
m/JoL s’FP «",ns

level at which the stricteJ ^^iP matches the
sr-employees become applicable. °r Keogh Plans covering

"1th 25 0?%:“: pla„

on amounts of reimbursement rather J °? ”iU based 
such a pian has morc than contributions. if
discrimination in benefits wi?f h uPan^S' the test for 
under the plan. tS W1H be b^ed on benefits promised

De terminations by Intprmi d

- The regarding whether a welfare Jian advance ^terminations 
Determinations regarding discr imintn°ndl iminatory.
and will be applied re??oaJtX?J 1 be made °n audit
Revenue Service further detlr^Y u7 lf the Internal
maKe a reasonable effort to meerth^d^11^ emPloyer did not 
requirements or that „ et th discrimination 
satisfied, "’^—ent has not been
discriminatory for a past o^n Yi11 be viewed as t « after the7 InternaTh.^” yse" J”"11" • rJXjble 

Plen ean be (and fs)

'2CAFETERIA PLANS

Present Law

as medical benefits, or various J"91® type of benefit, such 
Proportions fixed by the er^ °f benefits in
Plans are subject to the nnnS f.tbe particular plan. Tho« 
above, other plans, known as1"cJf^na“On ProPosal described 
structured differently ?hX eria Plans," are ed 
Participant may desiqnatehnu Plans provide that a 
employee's behllf should be spent^Tn7" contribution on the 
participant may have th^ nt‘ In some cases, the 
a cash. J f t h P n a r a. 4 — 2 , u ion paid, in whole
among benefits which, consiLr^T • Cjpant's only choice is 
result in the inclusion of anv lnd^vlduaHy/ would not 
Hnwllability of the choice Will noh ln 9r°SS income< the 
However, different rules epo ! i? Lcreate immediate income 
among benefits and at least^e Participant may choose 
separately (e q those benefits ifOf the exe'lud^ii X„?f ’S?" ?fe 
gross income. ' would ^mediately be includible in

170



219

an employer contribution to a 
1974, must be 
only to the extent

As a result of ERISA, 
r = Dian in existence on June z/,

□ “f^.^^the’employer contribution 

in the participant s gross aoply the contribution to a
participant coulo n£v* e^cteo -P Y with respect
taxable benefit or benef 1 «• Janua^ j, 1978. ERISA

contributions made

contribution to a 
existence on 
will be includible

to employer contributions 
does not provide specific 
thereafter.

guidance for

Reasons for Change
in favor of highly 
Inis can occur in

discriminateA cafeteria plan may
compensated employees of ^hG g^_°^d-file employees may be 
cither of two ways. First, ran* ano the plan may
excluoed from coverage under th P for the allocation
cover rank-and-file employees JJnate to compensation. In 
of employer contremployee often may obtain 
such cases, a rank-and flie p oy by designating most or 
adequate medical be?efl^nCG^ Chical benefits, which are 
all of that allocation to,Pay provided under the
typically the most ^pensive benef P receive larger
plan. Since members of the jrohi 9^ to
allocations of employ coverage plus other
purchase the same level of medley ovailable> a3 a practical 

^"^“^ile participants.

The state of the law tegard^nCy^erCpre-197d law, the 
future is unsettled. t' could differ significantly
tax treatment of a participa existence on June 2/,
depending upon whether the plan uos in 
1974 .

General Explanation

If a cafeteria plan does not rank-and-file
distribution of tax-free be f t shareholders, and highly 
and the prohibited group (orri allocated to the account
paid), then an 
of a participant will extent that the participant

to be u^ to 

purchase taxable benefits.
. • will require that the plan

The nondiscr iminati Zmitv to select tax-free 
give employees an equal °PPo^"rage*. Also, in practice 
gen:“‘Sd file S ^“o^dTot disproportionately elect to 

receive treble benefits in cash or otherwise 
(nondiscriminatory distribution).
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Nondiscriminationrespect to contr ibutionFor "beJef its] 6 He m®asured 
Plan providing health benefits™ "
equal^e^ce'ntagrof ^ay60^--630^ ^oyc* VisWGd

for

However ,
with

a cafeteria
as non-

a plan^nr^e’Jo0"'*'3 a"

not

other benefits

» a eafeten. plan discrete, i„ 0( th.
— ^Plcyer contributions to the plan 

group wlli
Rank- —-^,°f 311 covcred member 

include only the c--' • 
purchase taxable benefits'

prohibited group, a 
allocated to member

the 9ross 
the prohibiten group. Pank-^nri fii • -------

--------- ■ . amounts a f 1 Participants will 
^mounts they designate to

will currently

be used to

of

Effective Date

The new rules for cafeteria
years of employers beginning plans will 

r December
Technical Explanation

^PPly for taxable 
31, 1978.

Plans Covered - 
welfare plans which The proposal
extent, the 
may be used

allow . ~ .wil1 5PPfy to those 

to purchase any perticbla?"lS
to any 

contributions which
of benefit.

andarcs. --For cafeteria plans

- . First.
iminatory on the basis oftributions or benefits a wi

requirements generally ;--- satisfying the 
allocating — 
will meet this test.

test will 
the plan
either 
coverage 

s and_ - applicable to
P^ to each participant

welfare plan

Additionally, t;lc 
tory in operation with Pian wiU have to be 
contributions or bene’mJT™*® , i ~ —
if the allocation of contributions9? discriminatory
by rank-and-£ ile employees is sia if? taxable benef- V 
---------- _ H wyees IS significantly higher,

Any differences y

allocation of

nondiscrimina- 
allocation of taxable

proportion of the total 
tnose employees, t;.a„ Ulle 
members of the prohibited

its made 
as a

disregarded for this pu-: 
measurement can be made 6n 
the nondiscrimination test 
cafeteria type.

fami^ situations 

J purpose. . - will be
.. ^^rnatively, this
th basis of benefits by applying 
applicable to plans not of the
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Although measurement of discrimination can be made on 
the basis of either contributions or benefits, the same basis 
for measurement will have to be used for botn parts of the 
two-step test.

For a cafeteria plan providing health benefits, the test 
will be somewhat different if the plan chooses to ^termine_ 
nondiscrimination on the basis of contributi . 
discrimination in health benefits under a welfare plan must 
be determined without regard to compensation, c cafeteria 
plan which allocated to participants amount equal to a 
specified percentage of pay to be used for health and oth_r 
benefits will be considered discriminatory. Therefore, in 
addition to an allocation based on a percentage of pay, there 
will have to be an equal dollar allocation suffici- 
enable lower-paid employees to purchase basic health bene its 
without precluding them from obtaining other benefits under 
the plan? Basic health benefits will generally be the amount 
of health coverage selected by the majority of the prohibited 
group in a similar family situation.

Footnote

1/ in the case of group term life insurance, the exclusion is 
limited to contributions for insurance not in excess 
$50,000. There is also a limit on the amount of disability 
benefits which may be excluded from income.

- 173 -
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IIE-4

Present Law

Up to $5,000 
because of the de

EMPLOYEE DEATH BENEFITS

9ross ln„.e 0(
This

_ such as lump sum distributions frompayments
retirement plans. qualified

Reasons tor Change

The value of an exclusion 
employee’s marginal tax rate, 
below taxable levels,

varies directly with an
For individuals with income 

it obviously is of no significance
han^hGahC2r£nin comPensation is exempt or not. 
nano, at a 50 percent or higher bracket, 
5“c^ulvalent to twice the amount of cash or more 
therefore, directly contrary to the

On the other
nontaxable benefits

progressive tax system to eiempt'c^saJiJ^fcom
It is,

tax.

The death benefit exclusion 
wealthy individuals,
tax rates are the highest but
likely to receive death benefits which 
full amount of the

is largely a benefit for 
because their marginal income 
also because they are more

exclusion.
smaller death benefits, if any.

equal or exceed the 
Lower-paid individuals receive

Further problems have arisen wher 
an employer
benefit but,

. , n —G courts have allowedto deouct an amount which is, in essence, a death 
the recipient has been allowed 

gif t.
at the same time, 

to treat the payment as an excludable

general Explanation

In many cases, a death benefit is 
such by the death benefit plan or othc 
is provided. in such cases, the exci 
paid by employers will be eliminated.

clearly designated as
, r plan under which it

tne exclusion for death benefits

In 
benefit

other cases, the status of a benefit as a 
or gift is not as clear from the tprmq nf 

arrangement under which payment is made.
death

treated as a death benefit
.occasioned by the death of

the plan or 
A payment will be 

m any case in which it is

employer. However, if the 
percent ownership interest

an employee and deducted by the 
employee owns more than a 10 
in the employer or is an officer,
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any payment occasioned by the employee s death will ^e 
treated as a death benefit whether or not deducted by the 
emolover In either case, the amount viewed as a death 
benefit will be includible in gross income by the recipient.

The beneficiaries of employees at all the
including lower-paid employees, will continue t . protection o?“he exclusion for life insurance proceeds.

Effective Date
The elimination of the death benefit exclusion will 

apply to benefits paid after December 31, 1978.

Revenue Estimate

Change In Tax Liability 
($ millions)

Technical Explanation

______ Calendar Years
1982 : 1983

19 7 8

32 32 33 33 34

A payment made by an employer to the surviving spouse or 
P Y - a deceased employee is often claimed

excludable as a gift. Sometimes thisother beneficiaries of 
by the recipient to be
occurs even though the employer claims a deduction not 

be includible in the gross income of the recipient o 
be inciuoioit f,rt?that the employer considered the

to’be an Expense deductible for income tax purposes 
would indicate that 'he payment "as not^viewed 0^3 = 
gratuitous transfer. Also, if in the employer or
more than a 10 percent ownership interest in cne eiup y 
! a f c , the payment will be includible in the gross 
income of Recipient whether or not deducted by the 
employer.

Tt is not clear under present law whether benefits 
payable under a self-insured plan (perhaps pays e 
-poarate trust) are excludable from income oS life insurance

upon the death of the controlling employee. If the
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controlling employee were to die shortly after the r>i-e

S ^’^2 to
^^OO^wou^rf6^6^ °n^ Providing death benefits, up^o
«rUUU would be excluaed. If it w^r? -- f
life insurance, nothing would be includible in'Ln.c ^ °f 
by any individual. ,ft%r payment oVben^

discontinued! '’und^ COuld bc'
payments under a self-insured a^angom^

insurance and, thus, they will be fully subject to tax.

176



225

II E-5

Present Law

UN E M PLOYMENT COMPENSATION BENEFITS

forCompensation in the nature of wage replacement 
periods of unemployment is paid through a wide variety of
public^and private'programs and Plans, each of which may
r ------and eligibility tor anadiffer as to sources of funding, 

The income tax treatment of
depending primarily uponunemployment benefits also varies, depending primarily uponunemployment Deneri^ bGnsfit is a government program orwhether the source 

a private plan.

In general
to government programs is,

, unemployment compensation received pursuant
by administrative decision, 

By comparison, unemploymentexcludable from gross income. —, ------------ ■
received from employer financed unemployment 

from the general funds of a union
dues) is includible in full

compensation
benefit plans or
(accumulated from regular union 
in gross income when received.

received from employee contributory plans a 
qenerally includible to the extent payments received 

contributed to the plan by the recipient.

Similarly, unemployment
benefits re

exceed

amounts

Reasons for Change
oa idThe present exclusion for unemployment benefits 

---------- -- incorrect as a matter orispursuant to government programs 
proper income definition, tends 
distortions in the labor marketplace, ano promotes 
unjustified vertical and horizontal inequities i.. 
incidence of the income tax.

to create artificial

in the

Compensation paid to individuals during perioos of 
unemployment is, in substance, a suostitute for taxa 
wages. As recognized by the present law treatment of 
privately funded unemployment compensation plans, 
unemployment benefits are properly includible in theJ^s 

t to the extent they exceed nondeductible 
to acquire the benefits.income of a recipien 

contributions made by the recipient
Unemployment benefits paid pursuant to government Pegrams 
are substantively equivalent to unemployment benefits paio 
pursuant to employer funded plans and, like privately funoeo 
unemployment benefits, should be includible in gross income., should be includible in gross income.

The present exclusion tends to create a work 
disincentive and, in certain cases, 
as to the timing of entry into the

influences decisions both
labor market and the 
It has been estimatedduration of employment thereafter.

the present system, government unemploymentthat under
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60 percent of lost
rh f10^ tO 80 Percent. Empirical studi the ^placement rate 
that the existence of unemployment Z d conflrm the fact 
unemployment. The tax-free 1 comPensation adds to 
compensation increases fhe inrent ■ °f “"employment 
The exclusion therefore con Jr tO remain “"employed,
period of unemployment and the tes' to some extent, to the unemployment coverage^ co"sequent cost of maintaining

°F
unemployed with other sources oi inSmeX1S?ng law afe the 
spouses with substantial incom? Jr t? h°Se who have
amounts of income durinn income, or those who earned bran 
“"“Ployed for the br 1"^??"°!^"*°" °' “ Veer ,„d .ere’ 
employment patterns to maximize th«' 3re those wbo dan 
available through the receip of Jnnt^K?^ be"dits 
compensation. lpt of nontaxable unemployment
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' -ceipt of excluded unemployment 
the . attribution of surh

* ? incomes above $20,000
unemployment compensation 

savings attributable to the 
usion went to those th

—'£ from other sources of 1PSS

unemployment comoensatioJ

compensation but//? lej percent nf une?Pl°y^/

General Explanation
Percent of the savings!

inequity ^AX^^e^is;!rnd verti^l 

Present exclusion for un-nni 1 cations produced by the taxation in hardships! tuSo^L'0?^ ™ V ta, 
unemployment compensation paid n beneflts in the nature of 
Programs, including trade to government
-cludible in the be

----------- (including unempljy^t 9r°SS 

the recipient is single

the horizontal and vertical

income from al] sources 
in excess of $20,000 if 
married. compensation) 

or $25,COO if

Effective Date

me provision win 
beginning after December

g£Y£nue Estimate

be effective for taxable 
• 19 /o. years

^ML-Jn_Tax Liability 
(5 millions)

to^T1 “ -I
to the extent of one-half of th/ includible in incom" 
income (including the toL? = excess of adjusted cross 
-j ais.biHty bSSTt.

oi md
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$2,500 (adjusted gross income of $25,000 less the applicable 
threshold limitation of $20,000, divided by two) oi 
unemployment compensation will be included in income. ’.o 
prevent abuse of the foregoing income limitations, marrioo 
taxpayers who desire to exclude unemployment compensation 
will be required to file joint returns for the taxable period 
within which such compensation was received.

The proposal will apply to the following programs:

(1) Federal-State Regular Unemployment Insurance 
Program;

(2) Federal-State Extended Unemployment Insurance 
Program;

(3) Unemployment Compensation Program for Federal 
Civilian Employees and Ex-servicemen;

(4) Railroad Unemployment Insurance Program;

(5) Trade readjustment assistance pursuant to the Trade 
Act of 1974; and

(6) Payments in the nature of unemployment compensation 
pursuant to the Disaster Relief Act of 1974.

For purposes of determining the includible amount of 
unemployment compensation, adjusted gross income will inc u e 
all disability payments received by a taxpayer despite the 
fact that all or a portion of such payments might be exclude 
from income under present law. Similarly, for purposes o 
determining the includible amounts of disability payments, 
adjusted gross income will include all unemployment 
compensation received by the taxpayer. For example, if a 
single taxpayer received income from other sources of 
$17,000, disability payments subject to exclusion of $3, 
and unemployment compensation of $1,000, the taxpayer s 
adjusted gross income for purposes of determining both tne 
includible amount of unemployment compensation and the 
excludable amount of disability payments will be $21,UUU. 
Five hundred dollars of unemployment compensation will be 
includible (adjusted gross income of $21,000 less the 
applicable threshold limitation of $20,000, divided by two), 

entire disability payment will be includible, because the
includible

The
disability payment exclusion phases out on a 
dollar-for-dollar basis to the extent adjusted gross income 
exceeds $15,000.
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IIF-1

entertainment and travel

INTRODUCTION

Allowing entertainment and travel exoenqpq Ko 

to - 
the many t.xp’yet^.h^J^t nJ d''not''otL'^'n‘t" 'e,UiC" 

j! F>rf5"s 

taxpayers^ dis“ib“ted « upper-income

disallow deductions for: ^eneralt the proposals will

expenses of all entertainment 
facilities, except 50 percent 
entertainment meals;

activities and 
of expenses of

first class air fare, 
coach fare; and to the extent that it exceeds

expenses of attending f___1^..
are held outside the United^States 
reason•

foreign conventions which
without good
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IIF-2

EXAMPLES OF PROBLEMS UNDER PRESENT—LAW

The deductibility of expenses related to owning and 

appeared in the February 1976 issue of Motor Boating and 
Sailing Magazine, at p.63:

„ an
illustration of how these rules actually work, consider
the situation of Robert Gaylor, a young lawyer »ho 
recently joined an established law firm. His success 
with thl firm - m fact, his continued employment 
depends on his contributing to the °f the

Robert joined the Lakeside Yacht Clu 
, many of whom he

" of his
company. ------ -
expressly to meet the members. _ 
considered potential clients. As a resu 
oarticipation in the club's activities, he 
valuable contacts which led to an increas 
the law firm's -- practice.

made several 
in his — and

orthopedist,The situation of Dr. Roger Lawrence, an 
. nnt vprv different. Dr. Lawrence bought a 28 foot

nature was generally expected of him, and since a

what soecific expenses on your boat are deductible by 
yOu as th^ner, chief stockholder, employee or 
professional when the yacht is used primarily knowing 
business entertainment? Certainly all of the following 
will qualify:

1) Operating costs: gas, oil, tune-ups, phone 
calls;

2) Maintenance and repairs, and even storage 
f ees;

3)

4)

5)

Insurance;

Salaries paid to hired hands or workers;

Yacht depreciation: A portion of your 
boat's cost may be written off each year 
for wear and tear. Your deduction would be 
the percentage of that figure that 
represents the entertainment portion of its
use; 183
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61BS1“a

»o„ld
71

“"fortu^teiy find themselves 
it comes to determining the

of2* ki ^mily constitutes 
doubly difficult for the club

Families with children 
faced with a problem when 
^S^?ess and personal use

Si;

^ee^^X Chi?a""
use by the’parent/taxpaye!PSthIe "Ot cou"ted as Personal 
Position to establishPthe more-t^n^n 1S in a better 
tax purposes. The cost of * 4 th 50 Percent use for 
wo^d When o the'
Ses! S"-1""1 t0 dea“" °»s:

membership is 
amount an individual 
own membership for

expend!tures°in^order Personal

available. -
consumption

Prentice-Hall deductions is readily

deductibleSexpense^°W t0 USe a diary to win every

companyCfoot3most of^he ” let the

- Bring your wife along and deduct the cost?

~ How to nail down deductions for home entertainment.

On the town”

Club dues

Yachts, hunting 

"Quiet business
lodges, and other facilities 

meals" are "directly related

184
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publication "Executives 
best to arrange 

maximum tax benefits.
Another Prentice-Hall, Inc. 

Report" answers questions on how 
entertainment so as to obtain the

Tax

BIG TAE WRITEOFF:
How Club Member. Get Top-Dollar Deduction. 

__ Year In and Year Out
dub memberships can mean big deductions It makes no difference whether 

they’re country clubs, athletic clubs, or fishing and hunting dubs. They are 

foTbusiness—either to have a customer to dinner, to golf wtth a group of execs, or 

for an outing sponsored by a local businessmen’s organization.

Key question #1: If I use my club to entertain other business peoplc-and I 

do it for business reasons—do I get a deduction?

Answer: Chances are you can deduct a good-sixed chunk of your club.el­
even though you and your family also use the dub for your own enjoyment.

Key question #2: How much can I deduct?

The answer here depends on the kind of expense it is.

. Meals and bar bills: Suppose you take your top-level execs to dinner at your 
club—or you have a few drinkswith them at the dub bar. Deductible? Yes. You 
^te off every single penny. And you can deduct it whether or not you and 

your guests discuss business matters.

, Greens fees and other club expenses: Let’s say you have a meeting with a 

customer in the morning and take him to your golf club

of golf in the afternoon. All your expenses for the day would be deduct.b e Rule* , 
Goodwill expenses of this kind are deductible if they directly precede or follow a 

substantial discussion of business affairs.
How soon before or after is ’ directly?" Generally it means the same. day- 

for example, golf in the afternoon following a morning meetmg^ But ifthe M 
tomer were from out of town, taking him to the club the day before or the day 

after your meeting is all right, too.

^.IMPORTANT-*- The cost of the lunch is deductible even when other 
ex*n™ “quiet business meal“-thu, deduct.ble on .U own.

Key question #3: How about my club dues? They’re probably my b.ggest 

single expense.

Answer. Dues-in whole or in part—may be deductible. BUT—

You can’t deduct one nickel of dues unless you use club more tban ^ 
of the lime /pr business reasons. And even then, you can deduct only that per 
centage of dues that’s "directly related’’ to your bustness dealtngs.

_ i Mr Moller’s country club dues run to 12.500 a year. During 
Example: Mr. Mollers coun J , week. On one of these

day'“Sol"; With “h*e^ ^U”n*o^htwo

connected with his company during the game I.strictly tor » which
"XS b^d^'u ^ition to these day.

at the club. Mr. Moller or hi. family UM it for pleura an average of two 

days a week.

Is Mr Moller entitled to a deduction’ Yes! Since he use the dub for busing 
three days out of five, he easily meets the "over 50% test. So he can deduct what­

ever portion of the club’s use was "directly related ” h“ “J

the days when he’s hosting "business meals ” are considered directly related. Since 

these constitute two-fifths of the total use of the club, Moller can deduct two fif 

(11,000) of the total dues.

wannrn RONUS-> A day when you’re using the dub for business

jeopardizing your entertainment deduction.

Kev tax-saving move: Make a point of having a quiet business lunch (or 

breakfast for that matter) with your customers on the same day you' P^8° ™ 

them. If Mr. Moller had done that, all three days would have been d.rectly 

185



234

related. One business meal in the dav is l a .

with your customers at the clubbar cL A few dnrJ“

full-fledged business day. One qualification The L”™ * «olf date into a 

substantial distractions to discussion.” ' mUS* ^U,rt *“*0 "no

l.,Ho’*,d<>” * meal “ "bir* business matters aren’t A
directly related” expense? discussed qualify as .

It s simply the big exception to otherwise strict mt—

* CUStOm" • q-et lunch or dinner at tbeX

.nd r^XoV^^ in *nd of

your dues deduction. * "pente «dd« to the amo^t of

« ^^’Y'y 'mPOrtint Wh“
down to the end of the year. vOu mav find „ " . y P'~ure As you get 
»n neck w,th your business related days. When thh h.p^h^"'"^ nKk

“the dub-

JUS^ one extra family outing at the rink -i

«■ i.',™

ACTIONS If you belong to more than one cl K_
may want use 

the other for socializing.

must keep accurate

J^Y°-°n-tqual,fy for ^deduction for any dub PCrS°n‘]-

yHE EXECUTIVES TAX REPORT k ------ ---------
•nd increasing wealth. It u ^omm«2d Z** ’DEAS toT "ducing taxes 

dvi»ors before acting on these ideas. C°’“ult y°ur own professional

April 19, 1276
123
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How do you deduct at-home 
Business Week of May 30, 197 ,

entertainment expenses? 
tells you:

Deducting at-home entertainment expenses 
keep complete records, remember that it 

is possible-and permissible-to recon­

struct needed tax records. This can save 

you tax dollars. It is not possible, of 

course, to create a tax diary, but you can 

recover misplaced receipts, bills, can­

celed checks, and such, and gather some 

that have never been collected. Often, an 

executive’s spouse can help solve the 

problem by recalling guest lists, dates, 

items purchased, and such.
Remember, too, that if challenged by 

the IRS, a taxpayer must be able to show 

that his guests were, indeed, business 

associates who were in his home for 

business purposes. "Associates has a 

broader meaning than you may realize. 

It covers customers, clients, suppliers, 

advisers such as management consul­

tants and lawyers, and prospective asso­

ciates such as a possible customer or 

supplier. The term also covers the wives 

of business contacts-or the husbands­

and one’s own spouse, as well.

The purpose counts. "Goodwill enter­

taining counts, too, notwithstanding its 

pure informality and indirect connection 

to a particular business deal. It need not

Tax deductions for nonreimbursed busi­

ness entertaining at home can get sticky 

for anyone who glosses over the rules on 

recordkeeping. "Records, records-that s 

the key point,” says a nationally known 

tax writer, Bernard Greisman
Fewer court cases of late and less time 

spent on the subject in tax advisers 

offices indicate that the Internal Reve­

nue Service has recently taken some of 

the heat off such deduction-taking by 

executives. Wining and dining business 

associates at home has become an 

accepted routine, notes Greisman. With 

credit cards, keeping track of what 

you’ve spent in home entertaining is 

easy, anyway,” he adds. “So keep your 

guest lists straight.”

There are two basic rules:

■ For this year, beginning now, keep a 

diary of all business entertaining at 

home. Include all receipts, plus entries 

showing dates, guests, their business 

identity, the business purpose (noted 

briefly), and amounts spent. Even a 

smart CPA cannot win points with the IRS 

by "estimating” these costs.
■ For past months, if you have failed to 

be shown, for instance, that after cock­

tails and dinner, the executives at the 

party departed to the den to talk busi­

ness. The underlying business purpose is 

what counts.
Once the validity of taking the deduc­

tion is established, the question of what 

to deduct becomes a bookkeeping chore. 

It amounts to more than the cost of food 

and drink for business associates and 

their spouses. You also can write on 
expenses for a caterer, flowers-includ­

ing a table or buffet centerpiece-tent or 

other equipment rental, music, car park­

ers, and invitations.
It is even possible to prorate some 

expenses—such as music-when some of 

the guests are business people and 

others purely Sbcial friends. But such 

mixed guest lists at home parties cause

tax troubles. Here the records for tax 

deductions need to be given special 

attention, with the people and business 

purposes clearly shown. There also must 

be a very clear breakdown of expenses on 

a per-guest basis.
Greisman cautions: "You may have a 

hard time supporting the deduction if 

the business contacts are invited to a 

wedding reception or some similar affair 

that is purely social.”

Foreiqn conventions and study programs are also popular 
Foreign conve^ at other taxpayers' expense,

from a brochure of the 
Association for the year 1977.

means of writing 
Reproduced below are excerpts 
California Trial Lawyers A.sso
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CALIFORNIA TRIAL LAWYERS ASSOCIATIONto "WOU VI AI 1UDI
guarantee building 

Third Pim

OFFICERS 
Preesdent

WUl A AITKEN, Sonu Am

IBM 1STH STREET 
SACRAMENTO. CALIFORNIA BMI* 

RHONE (AREA MS) MIAMI

Dear Colleague:

Here it is . . .

JAMES L THAYNE 
Raecuiive Director

RALPH DRAYTON. SmnmAlo 
SANFORD GAGE. B.nrl, H,U. 
JOHN CARDENAL. Sai Fm«,m 
JAMES ROSS, Ene.no

H GREIG FOWLER. Son

An entirely new concept in professional group travel/study programs.

The idea of combining seminars and trips of travel as = i 
experience, has long been emohasiFeH m, 1 ‘H3*61 35 a learning

GLEN T BASHORE, AnoAe.o,

ROBERT B STEINBERC LmAafN..

G DANA HOBART Ln AVln

EUGENE BAMB1C. Slydn City 
RICHARD BRIDGMAN, Allard 
EDWIN T CALDWELL. Sen Fmne.No 
ROBERT CHARBONNEAU. NmpoN Bmh 
BRUCE CORNBLUM. Sen Dufo 
JOHN E DEARMAN, Sen Fmne.No 
PAUL A EISLER. n Fmneueo 
ROBERT FOX, SAermon On*.
BROWNE GREENE, Co. Av.l„ 
J CARY CW1LUAM. OdAldhd 
IAN HERZOG, Ln. Angrlrr 
SALVADOR LICCARDO. Sen dm f- 
RUSSELL MeKtNNEY VnoZw / 
TERENCE J MIX Terrene, /
ROBERTA RITTER. Ln A rg.l,. /
RONALD ROUDA. Sen Fmne.No I
DARRELL J SALOMON. Son Pmoem-l 
WILLIAM SHERNOFF, Clommonr A :
JOHN K TROTTER. Some Ano \
VANCE J VANTASSELL. ,Som^.» '
ARNE WERCH1CK. Son Fmneum

MARVIN E LEWIS, Son Fmeon 
EDWARD I POLLOCK. Ln Amrln 
JACK H WERCH1CK So. Fmeo„ 
ROBERT O BELOUD, Uplond 
ROBERT CARTWRIGHT. Son Fmmueo 
LEOM O'CONNOR. Soemmenro 
NED GOOD, Loa A ngrlrr 
THOMAS T ANDERSON. Indu, 
WILLIAM H LALLY. Soemmenfo 
HERBERT HAHF. Oom-mot 
FLOYD A DEMANES. Berl,npotm 
DAVID B BAUM. Son Fm««o 
ELMER LOW r<uadtm 
LEROY HERSH. Son Fmmim,

S"3?S?~=£~^
reservations. *Or ^urt^er information and/or

•l»L splendid S’^tSgT ««< all share together

Sincerely,

Wylie A. Aitken 
President

Alameda/Contra Cotta 
Del Norte/Humboldt 
Feather Riuer 
Free no

CHARTERED CHAPTERS
Kern 
Loe Ange lee 
Modeeto 
Monterey

Napa 
Orange 
Redurood Empire 
Sacramento

San Bernardino/Rivertide/ 
Pomona

San Diego
San Francieco

San Joaquin 
San Mateo 
Santa Clara 
Shaata

Solano 
Tulare 
Ventura 
Yuba! Sutter
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ISRAEL AND THE 
HOLY LAND
15 Days/14 Nights
Lawyers' Seminar Departure:
June 20, from Oakland and Seattle .........from $799

Including:
★ Round trip jet air from the West Coast via World Airways 

747.
* Accommodations for seven nights at the deluxe Hilton or 

first-class Basel Hotel in Tel Aviv and seven nights at the 
deluxe Hilton or first-class Shalom in Jerusalem.

★ Welcome cocktail party and dinner.
★ Half-day sightseeing in Tel Aviv and Jerusalem.
★ Tour escort throughout, plus hospitality staff on hand to 

assist you at all times.
★ Transfers to and from airport and hotels; all hotel taxes.
★ Baggage handling, including gratuities.
★ Many more special features.
A variety of optional sightseeing excursions in and around 
Tel Aviv and Jerusalem is available.
World Airways is a U.S certificated supplemental air earner

(For your information, the applicable Y-class economy air fare round trip from 
San Francisco and Los Angeles to Tel Aviv, including departure tax, is
$1685 00.)

- 189 -

22-302 0 - 78 - 16
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1977 C.TLA TRAVEL SEMINAR
Departing June 20,1977 from Oakland and Seattle 

ISRAEL AND THE HOLY LAND

t

Handling the Personal Injury Case

An exciting in-depth seminar to enrich your knowledge of the law as well 

as the place and culture you visit, in 1977. a crucial year for the tort and 

al system and its future, this seminar will concentrate on various

Of the system with emphasis on current practice by an outstand­

ing California trial lawyer and on suggested judicial and legislative 

reforms featuring outstanding California )Unsts and California legisla­

tive leaders. Improve your present skills and participate in thought­

provoking discussions regarding the shape of the law in the years to 

come. 7

An in-depth study of HANDLING THE PERSONAL INJURY CASE, with 

emphasis on current trial practice and techniques. Additionally the 

eading cases in this area will be reviewed and the latest .ud.cial and 

legislative developments will be d.scussed An expenenced trial attorney 

Will discuss current practice and lead discuss.ons of present and future 

developments. Written materials will be d>stnbuted to all those in atten- 

dance.

All of the above will be included in the reg.strat.on fee for this exciting 

“minar It is an excellent opportunity to obtain that needed relaxation 

and education in conjunction with other members of the California Bar 

and their spouses and friends.

ACTIVITY SCHEDULE 36 HOURS OF SCHEDULED ACTIVITIES
DAY 1 Depart USA
DAY 2 Arrive Tel Aviv
DAY 3 8am 12pm SEMINAR - LECTURE

2 pm-4 pm SEMINAR - WORKSHOP 
DAY 4 10am - 12pm SEMINAR - WORKSHOP

2pm-6pm SEMINAR - LECTURE 
DAY 5 12pm- 3pm SEMINAR - WORKSHOP
DAY 6 8am- 12pm: SEMINAR - WORKSHOP

1 pm -3pm SEMINAR - WORKSHOP
DAY 7 At Leisure
DAY 8 At Leisure
DAY 9 Transfer to Jerusalem
DAY 10 8am- 12pm SEMINAR — LECTURE

2pm 4pm SEMINAR -WORKSHOP
DAY 11 2pm-4 pm SEMINAR - WORKSHOP

6:30pm- 10:30pm: SEMINAR - LECTURE
DAY 12 At Leisure
DAY 13 At Leisure
DAY 14 At Leisure
DAY 15 9am-12pm SEMINAR - CONCLUSION
DAY 16 Depart Israel

Arrive USA
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WESTERN 
MEDITERRANEAN 
AIR/SEA CRUISE 
15 Days/14 Nights
Lawyers' Seminar Departure:
June 10, from Oakland and Los Angeles.. .from

Including:
★ Round trip jet air from the West Coast to Milan via ONA 

or TIA DC-8.
★ Complete 7-day cruise aboard the SS AMERIKANIS in­

cluding cabin accommodations with private facilities, 
three gourmet meals daily plus nightly midnight buffet 
and exciting international entertainment.

♦ Sailing from Genoa to Cannes, Palma, Tunis, Malta, 
Messina and Naples.

★ One-week holiday at your choice of eight of Europe s 
most popular resort areas:
PALMA ADVENTURE: 7 nights in Palma.
ROME/M1LAN ADVENTURE: 6 nights in Rome, 2 nights 
in Milan. (Including half-day sightseeing in Rome.) 
RIVIERA ADVENTURE: 1 night in Milan, 7 nights in Nice. 
SWISS ADVENTURE: 1 night in Milan, 3 nights in 
Lucerne, 2 nights in Montreux, 1 night in Lugano.
BAVARIAN ADVENTURE: 2 nights in Milan, 4 nights in 
Munich, 1 night in Verona.
FRENCH/SWISS ADVENTURE: 1 night in Milan, 2 nights 
in Lausanne, 2 nights in Grenoble, 3 nights in Nice.
AUSTRIAN ADVENTURE: 1 night in Milan, 1 night m 
Villach, 1 night in Vienna, 2 nights in Salzburg, 2 nights 
in Innsbruck.
NORTHERN ITALIAN ADVENTURE: 3 nights in Flor­
ence, 2 nights in Venice, 2 nights in Milan. (Including 
half-day sightseeing in Florence.)

* Continental breakfast daily on land portion of tour.
★ Multi-lingual tour escort throughout land portion of tour.
★ All transfers between airport/hotels/pier.
★ AU city transfers by private, air-conditioned motorcoaches.

★ Baggage handling and gratuities.
★ Many more special features!
For deck plan, and addition al cruise information, please write or call your 

Travel Agent.
Detailed brochures are available upon request . ,
tas International A.riines Mid Overseas National 
supplemental air earners The SS AMERIKANIS is registered in Greece
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1977 C.TLA TRAVEL SEMINAR
“«> U» Angek.

Trial Advocacy

„° 7r" your Knowledge of the law as well
2^ yOU *” 1977- * y™ for ,he *»rt and 

tnal Systran and its future, this seminar will concentrate on various 

-pects of the system with emphasis on current practice by an outstand­
ing California trial lawyer and on suggested judicial and legislative 
reform featuring outstanding California jurists and California legisla­
te Improve your present skills and participate in thought- 
provoking discussions regarding the shape of the law ln the years to 
come. 1

t y °f ™AL emphasis on current
11 911” Additton»lly. leading cases in this area

will be reviewed .nd the latest judicial and legislative developments will 

«I*™n«d trial attorney will discuss currant pu rice 
'’"e"' "’d deveI°pments. Written mater­

ials will be distributed to all those in attendance.

^2* *,ndUded in ,he ^^^tion fee for this exciting
semmar. It is an excellent opportunity to obtain that needed relaxation 
and education m conjunction with other members of the California Bar 
and their spouses and friends.

ACTIVITY SCHEDULE 36 HOURS OF 
SCHEDULED ACTIVITY

DAY 1 Depart USA
DAY 2 Arrive Milan
DAY 3-DAY 8 LAND
DAY 9 Board Boat. 7pm-lOpm SEMINAR- 

1NTRODUCT1ON
DAY 10 Cruise. 2pm6pm SEMINAR - 

LECTURE
8pm - 10pm: SEMINAR - 
WORKSHOP

DAY 11 Cruise. 7am-9am SEMINAR - 
WORKSHOP

SEMINAR -LECTURE
DAY 12 Cruise 8am-12pm SEMINAR - 

LECTURE
nav„ SEMINAR -WORKSHOP
DAY 13 Cruise 8am-12pm: SEMINAR - 

LECTURE
ruv,. 2 pm-4 pm SEMINAR -WORKSHOP 
DAY 14 Cruise. 230pm-6:30pm: SEMINAR

-WORKSHOP
7:30pm - 9:30pm: SEMINAR - 
WORKSHOP

DAY 15 Cruise. 8am-llam: SEMINAR - 
CONCLUSION

DAY 16 Cruise.
Afternoon, transfer to Milan 
Depart Milan 
Arrive USA

(For your information, the applicable Y-class 
economy air fare round trip from San Francisco 

Los Angeles to Milan, including departure
tax. h $1275.00.)
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One wonders how the Holy places of Jerusalem will 
stimulate the trial lawyers of California in "Handling the 
Personal Injury Case"; or, how the ambiance of Italy, 
Switzerland, Austria, and France will promote Trial 
Advocacy." The answer, of course, is that they won t and 
that the "study" portions of the trip are designed to 
disguise vacations subsidized by the majority of 
Nevertheless, such vacation programs are claimed to be tax 
deductible as ordinary and necessary business expenses.

to sports events are also 
The following is anTheater tickets and tickets 

popular forms of business entertainment, 
excerpt from an article in the March 20, 
Philadelphia Bulletin:

1977, issue of the

companies occupy 
They include Atlantic

"Many of Philadelphia’s major 
"superboxes" at Veterans Stadium. 
Richfield, Girard Bank, First Pennsylvania Bank, 
McCloskey and Co., Fidelity Bank, Central 
Bank, C. Schmidt and Sons, Telesystems Corp., Industrial 
Valley Bank, Philadelphia National Bank and Brooks
Armored Car Service, Inc.

The annual rental of a 28-seat superbox is $18,000, 
allowing the occupant privileges both for Phillies and 
Eagles games. One Philadelphia businessman estimated 
that costs of food and maintenance of a superbox run 
upwards of $15,000 a year."

Executives Tax ReportThe Prentice - Hall, Inc., _______ _
instructs executives on how to record ticket 
entertainment expense:

HERE ARE THE GROt V» RULES:
■•w Caver AU TAE Basel When Take ■ Customer 

te the Ballpark
Another baseball season is just around the comer. Since season tickets for p 

and entertainment purposes are big items with many businesses the question of 

deductibility is vital. The Tax Law is tough when it comes to these deductions— 

but it’s not impossible. With this in mind, let s bat out some questions and answers 

on the do’s and dont’s for deducting the cost of season tickets.

Question: Suppose 1 buy a season ticket for business purposes. How do I 

handle it taxwise?

Answer: First of all, you must break down the cost of each individual ticket. 
The deductibility of each ticket depends on the use you put it to.

Example: A season ticket for four box seat, at Yankee Stadium costs $1 400 
(,1,300 For admission plus $25 each for Stadium Club membership). It covers 

some 81 home games played on 78 admission dates. (The rest—for those of y 
who don’t follow the game - are double headers) . Each seat costs *325 for the 

season and it breaks down to about UM per date ($325 78).

Question: What will be considered a deductible business use of a season 

ticket? . .j
Answer: Business entertainment; business gifts, and recreate for rank-and-

file employees.
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to $25 per recipient per year * deduction is limited

whde the convention is in town^ven if we don’t dJuT^X.,0 * 

"«bSd^m«ed^si~ COnVenti°° P^ for a

1 C- I give them tickets

Answer. Sure. You an give each one up to 125 worth of tickets .

S 00 °" f**. « r°u give a customer two tickets to 5 nmeaf. a >25 02 gift (6 X 4.17). R«Wf. You an deduct >25

Does it make any tax difference if I go to the game with the

™t«tainment In
(or a convXnr *“ ‘ subst2nti11 ^inos discussion

M - -

Amwtr: No. But make sure the gift isn’t restricted to the top people.

bdl game is far from over. To get your deduction, you’ll have to- 

. S^^r0^. to deuianat. whetbar it.
to ahow the cost of the tickets date <rf^t JI™ “tortainment. yooll have 
the business relationship, the'time durst J^ i’ t"” 7OU entertained and 
discussion; ph,, idertSmtion of^ho^wU ^e^ °f b,“I“e“

WHO were at the business discusaion.

March 22, 1776
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IIF-3

ENTERTAINMENT EXPENSES

Present Law

Present law imposes relatively few restrictions on the 
deductibility of "business" entertainment. To be deductible, 
entertainment expenses must be "ordinary and necessary in 
the taxpayer's business. Voluminous litigation attests t 
the difficulty of defining the "ordinary and necessary" 
standard. However, it is clear that "necessary" does not 
mean "essential." Rather, courts generally have construed 
the term "necessary" as imposing only the minimal requirement 
that an expense be appropriate and helpful for the 
development of the taxpayer's business.

The regulations require that entertainment expenses be 
reasonable in amount. Theoretically, an entertainment 
expense is not deductible to the extent that it is lavish or 
extravagant. However, since one man's "lavish" is another 
man’s "moderate," this requirement is difficult to apply 
evenhandedly — and hence difficult to apply at all.

Theoretically, entertainment is deductible only to the 
extent that it is allocable to the taxpayer's business. 
However, it is seldom possible to distinguish between 
personal and business motives in entertainment, let alone to 
prove that distinction. Further, even entertainment provided 
for business reasons must produce personal enjoyment in order 
to have its intended effect. Thus, the personal element m 
business related entertainment generally is not disallowed.

In short, some taxpayers are in a position to deduct 
many of the luxuries of life as business entertainment. 
Costs of country club memberships, cocktail parties, cruises, 
hunting lodges, lunches, dinners, nightclub shows, yachts, 
hotel suites, swimming pools, tennis courts, and vacation 
trips—all can be deductible under present law.

in response to President Kennedy's tax reform proposals, 
in 1962 Congress enacted several provisions intended to 
prevent abuse of entertainment deductions. However, most 
entertainment expenses deductible before 1962 still can be
deducted today.

One provision enacted in 1962 requires substantiation of 
entertainment expenses that are deducted. The taxpayer must 
substantiate, "by adequate records or by sufficient evidence 
corroborating his own statement," the amount of expense, time 
and place of entertainment, business purpose of expense, and 
business relationship to the taxpayer of any persons
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^m^er^T^ the irs - -^e this 

entertainment expenses out of wholecFeated 
at what they had spent. However the^ h 31mply Passed 
requirement is not a serious substantiation
incur expenses and keep careful Jeci?ds? th°Se Wh° actually

^te^ainmenracti^  ̂ ^iJectl^elaFd^^ expenses

associated with" the taxoavor'e l*re?tly related to" or
deductible. These tests are easy to'm^t. °rdef tO be

While the "directly related" ruUc „ 
some expectation that busing J . PurP°rt to require 
entertainment event, entertainment1•be conducted at the 
related" without a ^howina h consid^ed "directly 
from the entertainment, or that more^33 benefit resulted 
business than entertainment, oJ even was devoted to 
discussed. Even the lon« "n• e ?n that business was 
not apply if meals a furnishedCuid Celated" standard does 
conducive to a business discSion circumstances 

prominent publication whi^h n As described in a
"trouble-free" deductions, thfs'exception^™ h°W tO °btain 

’ tms exception operates asfollows:

Say Ta? r^r^ ^h^^ tO di — a‘ • 
to a hotel bar or cocktaf? f y°U PCefer tO take 

drinks. As long as hp'^ 11 lounge for a few 
can deduct the tab whether JXT3 as^?ciate, you 
business, make a sa^ pKch dlSCU3S

for goodwill. The ‘ *
atmosphere must be 
discussion.

him

i • • or even if it’s only oniy limitation is that the 7 
conducive to a business

In short. the "directly
more practical effect than to Hi apuirement may have little 
entertainment which offers lin B 1 °W deducti°ns for 
business discussion-such JL ?rno opportunity for 
entertainment at cocktaH partes at nigh* cl“b^
associates are present or^ntl f here non-business 
does not attend; ' r entertainment which the taxpayer

for business discussio^i^deduct ibl^if0^ers no opportunity 
associated with" test Thus 16 U meets the 

activity which does not aual i fv0^6^®3 of an entertainment 
may be deducted if the actiJiJy has -eleted" still
business discussion under rhe " proximity to a
expenses for dinner and a nil ass°ciated with" rule, 
a business contact, and their spoused a^V^ taxpayer, 
because that afternoon or the followin'/ dedoctible merely 
Participants talked or will talk business0™™9 SOme °f the
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Like expenses of entertainment activities, expenses of 
entertainment facilities such as yachts and Rimming pools 
may be deductible. (Dues or fees paid to a social, athletic, 
or sporting club are also considered entertainment facility 
expenses.) To be deductible, 9uch ^s^of
"directly related" test, and more than half of the use 
the facility must be for business entertainment.

Reasons for Change

Present law on deductibility of entertainment expenses 
is an open invitation to charge personal expenses to the 
Treasury, and many taxpayers accept the invitation. Some who 
have done so in recent years are described below. ® 
expenses described in these examples are deductible under 
present law.

A New York City taxpayer claimed deductible 
expenses of $9,665 for business lunches throughout the 
year. According to the taxpayer's records, he 
entertained a business client or associate each day for 
338 days of the year. The taxpayer skipped his business 
lunch on Thanksgiving Day, but not on the Jrid®V' 
Saturday, or Sunday of Thanksgiving weekend. He 
entertained at top restaurants on an average 
days a week all year, at a cost of well over 
lunch time.

of 6-1/2 
$20 each

salesman 
breakfast,In a recent year, an electrical fixture 

structured his business calls so that he ate 
lunch, and dinner, five days a week, with a customer or 
purchasing agent either before or after a business 
discussion. The deductible amount for the year was 

— — the salesman'sdiscussion.
$8,000, of which $3,000 was spent on 
meals.

$30,000 in annual 
expenses were 
eimburse him for

A university professor received 
salary and, in addition, many of his 
reimbursed. His department did not r 
$1,300 spent to entertain visiting professors, but these 
expenses were deductible on the basis of his department 
chairman's statement that entertaining visiting 
professors was required as part of the professor s 30b.

A surgeon deducted $14,000 a year for expenses of 
entertaining doctors who referred patients to him. He 
entertained the doctors on a yacht, where they discussed 
patients recently referred. The surgeon claimed that he 
took care to begin each medical discussion early m the 
cruise in case a doctor later became seasick.

had 
for

The corporation of an incorporated dental surgeon 
gross income of $500,000, a deduction of $160,000 
the surgeon's salary, and taxable income of only
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$26,000. 2\n amount close tn ci-? nnn 1 ,
the surgeon's expenses of WaS deducted for
peered patients to M.

.and sometimes their wives) at 
at sporting events, at 

cottage. He entertained 
preceding year, and they are

entertained the dentists ( 
po^e, at a country club, c..

staurants, and at a rental 
the same few dentists the 
his personal friends.

A small corporate manufact 
owned a yacht. Before 
the corporation

and aft Ur^r Wlth few comPetitors
customers on cru^^^ P~r'
of $67,000 were deductible ^"Rhe'"^. eXpenses

A corporation which operated an irnn , 
machine shop in Virnin.= P a a n lron foundry and 
fishing lodges on an islan^nffS^eral huntin9 and 
Carolina Tho island off the coast of North
entertain employees "of" I™ “T theSe lod9es to 
costs of lodge operation LS ^preR!a?^ 
expenses, were over $100,000 a year. ' P1 S airplane 

Kenned^s^riryRaRs^go?01 iS°lated ^"Ples. As President

means of deductinq^oo'^r^ individuals have devised 
business expenses? thereby^ha^qino^ exPenses as 
their cost to the'Feder^^r^t tX °f 
account living has become a byword in th? a ' •eXPenSe 
scene. This is a mat-t-or yworo m the American 
not only our publ ic revenues^our COncprn' Meeting 
our respect for the tax svZ^m I ! Se °f fair^ss, and 
business practices as well? ' b °Ur m°ral and

be argued to have a'bus^esS Pr°m°teS b^iness and hence 
provides substantial per son^Kfi^fo ^ertain^nt 
°ntertainmentnfrom°othmPthOn WhiCh ^b^uishes^1^ ’ 
advertising? r°m °ther bu31ne3s purchases, such as

an elegant Restaurant? sailinq onT co"Parable to dining 

Sunday football gam" Entpr?!° yacht' °r att®nding I 
analogous to wages- thev both enl: 13 m°re closely However, the ta? collecto? withhnR4de Personal benefits, 
before they can be sp-nt for thho]ds a Portion of wages 
entertainment benefits are personal consumption while 

oenerits are now received tax-free.

can

It

at

enterX^^^^ business related 

upper-income taxpayers. For examole distributed to
tor example, lunches are deductible
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by a lawyer who eats with clients at a club, but not by a 
carpenter who eats with other workers ata construction site. 
Jostlof giving a party for friends are deductible by a 
businessman whose friends are his business associates, but 
not by a secretary or nurse, for whom entertaining cannot be 
said to have a business purpose. In light of the personal 
benefits associated with entertainment, the disproportionate 
availability of entertainment deductions to upper-income 

makes the allowance of such deductions particularly 
unfair.

And entertainment expenses intended primarily to promote 
business are not the whole problem. Frequently "business 
related" entertainment is personal entertainment in disguise. 
A taxpayer in the 50 percent tax bracket can Purchase two 
tickets to a football game for the price of one if he deducts 
their cost. Therefore, he has nothing to lose by inviting a 
friend who is also a business associate to join him tor the 
qame. If the expense account fan happens to pick up a lit 
business as a result of this entertainment or to receive a 
return invitation from the friend, this is all gravy paid r 
by Uncle Sam. Since it is extremely difficult to distingu 
between personal and business intent in enter ta£™*;nt, 
entertainment which is intended to provide tax-free personal 
benefits often cannot be disallowed.

In addition to entertainment expenses which are 
deductible under present law, some nondeductible expenses are 
in fact deducted. The subjectivity of present law .^outages 
taxpayers to deduct entertainment expenses which, though 
clearly deductible, are "arguably so.

For example:

A life insurance salesman recently deducted 
tennis club dues on the theory that tennis games 
him to judge the physical fitness of prospective 
customers.

his 
enabled

asA large casino operation in Nevada deducted 
promotion expenses the costs of using and maa 
lake property and a hunting lodge. The annual deduction 
was $110,000 for the lake property and $350,000 for the 
hunting lodge.

A practicing attorney with gross income of $150,000 
entertained clients throughout the year on his yacht. 
He claimed deductions of $22,000 for operating 
yacht, $19,000 for depreciation of the yacht, and $6,000 
for operating an airplane to fly clients to the yacht.

A physician deducted $13,000 a year for expenses of 

a potential source of referrals.
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aeducted the costs of entertaininq em 1 11 corP°ration
corporation from which he bnnnh? 9 emPloyees "f another 
bidder" basis. bought scrap on a "highest

one year and^^OOO the^exron9^ deducted 531,000 

single meal during the two ? claim that every»" one a.y, was .^tL f°' the -ala

auto manufacturers aeauc^'ns"^^ SUpP‘‘eS P’"8 “> 
consecutive years for Hmr-h 53,000 ln each of two 
corporation's three owners and^h5*5 °f,the 
According to their oral tZJ h Salesman. 
invoices, the owners and ®s^ln,ony- supported only by 
agents and other reoresentaUves"ofnter,tained Purchasing 
circumstances conducive^*

corporaL^"^ a^^^H ^Qa Sma11 retail -^s 

deducted $26,000 for the expenses$of ' °°? ’ Fr01” thiS' he 
cottage on a Caribbean island? f entertalning at a

expense^in^the a^tba^^e^ entertainment 

in the hope or expectation tha/bb properly deductible, or 
in an attempt to obtaL^rL^™^^ be audited, or 
audited. Whatever the reason m?n P°We5 for use if they are 
entertainment expenses are Tn'fnondeductible 
suggest that about 20 percen? of all • IRS data

•nd impairs the inte„it’ of the sy«J"SPeCt fOt the la"

over^n:;“ Tr* “"»■
entertainment expenses is b law On the Reductibility of subjective, that”"es it! ’»■ U«I«f.o

Determinations of "necessary ""ri teSt the boundaries. 
related," and "associated wi^h .. raaso"?blc," "directly 
substantiation by means otheJ than adZU fS the allowa"ce of 
necessarily leave much to th? 3dePuate records, 
agent. They make administration 9x!?emef ^individual IRS 
uniform administration unattainable dlfflcult' *nd

General Explanation

present elated with
deductions for expenses of nnf Pr?P°ses to disallow 
to the recipient as compensation .^TgeneJ^ ded^t ' 

4.11 yenerai, deductions for
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expenses of all entertainment activities and facilities will 
be disallowed. However, 50 percent of currently deductible 
entertainment expenses for food and beverages will remain 
deductible.

Regardless of the existence of a business purpose, the 
high level of personal value associated with entertainment 
justifies the proposed disallowance of deductions. 
Disallowance is required to achieve the equivalent of 
including in the tax base the personal value of the benefit 
to the recipient. Since entertainment meals often involve 
business conversations, they may be less likely than other 
forms of entertainment to have personal value to the 
recipient equal to cost. Fifty percent disallowance is 
roughly equivalent to allowing a full deduction to the payor 
and including half of the cost of the meal in the income of 
the recipients.

This proposal will affect entertainment expenses only. 
Costs of business travel away from home will continue to be 
deductible, subject to the limitations proposed with respect 
to foreign conventions and first class air fare. Travel is 
less likely to have personal value to the businessman than 
entertainment, and travel deductions are less subject to 
abuse. Therefore, it is appropriate to continue to allow 
them to be deducted.

However, since entertainment is entertainment, no matter 
wnere it takes place, entertainment expenses incurred in 
connection with business travel will be subject to the 
Administration proposal. For example, if an employee 
traveling away from home on business entertains associates by 
taking them to the theater, the cost of the theater tickets 
will not be deductible. Also, if the only purpose of a trip 
is to entertain the traveler, no deduction will be allowed. 
For example, no deductions will be allowed for costs of a 
cross country trip by business associates to attend the 
Masters Golf Tournament or the Superbowl.

Certain employer-provided meals will be excepted from 
the proposal. Present law excludes from an employee's income 
the value of meals which are furnished to him by his employer 
on the employer's business premises and for the employer's 
convenience. In applying this exclusion, meals are 
considered to be furnished for the employer's convenience 
only upon a clear and strong showing of business necessity. 
The proposals do not modify the statutory exclusion, and 
costs of providing such meals will continue to be fully 
deductible under the proposals.

Analysis of Impact

The Administration proposal will not hurt American 
business. If the increased revenue from the proposal is used 
to lower tax rates, as recommended, the proposal will simply
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make it relative 
entertainment to 
relatively less 
salaries.

ly more expensive for businesses to provide 
employees and business associates and 

expensive to lower prices or to increase

en ter ta inmen Fmeals will°also beeredVerdn”?nt Subsidy for 
continue to engage in such UC^' ?ersons will

entertainment over other forms^f consumption^138 ln faV°r °f

bu^^nfe'"^ 1009 CUn' Jo^
encou^e F EvSF^^ if taX ^^es that
deductibility of entertainment expends ^if J ^ct^F8 
business firms engaging in entertainment SlikS

proposal will cause relatively lFMeth®/d Fratlon 
It is estimated that the totalf imni^ ' any' loss of 3°bs.
restaurant indus v w 1 h employment reduction in the
Of all such jobs YThe rant,00 mFe than 2 Percent, at most, 
industry wil? Z^orb” „ Pi turnover in that
Hotels and othSr SravSl re^P10^"* reduction, 
lose business as a result Jf th/o™81",® generally will not 
business travel and domestic con^S^tt^nX^iF^ °f 

fully deductible.continue to be

It should 
the economy as 
Administrat ion 
entertainment w

be emphasized that output and employment in

srL:-.-"-" -----
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Effective Date

The proposed changes in the deductibility of 
entertainment expenses will take effect for tax years 
beginning after December 31, 1978.

Revenue Estimate

Change In Tax Liability 
($ millions)

Technical Explanation

Calendar Years

1978 : 1979 • 1980 : 1981 : 1982 • 1983

—— 1,195 1,322 1,434 1,564 1,706

For purposes of the proposal, as under present law, 
entertainment activities include any activity of a 
generally considered to constitute entertainment, amusement, 
o! recreation. Thus, expenses of activities such as theater 
parties, attendance at sports events, and fishing trips will 
be fully disallowed.

For purposes of the proposal, as under present law, 
entertainment facilities include any facility used in 
connection with an entertainment activity. Thus, expenses of 
facilities such as hunting lodges and swimming pools will be 
fully disallowed. As under present law, dues or fees paid t 
any social, athletic, or sporting club or organization will 
be considered expenses of entertainment facilities. Such 
dues or fees will not be deductible unless the club or 
organization operates solely to provide lunches under 
circumstances conducive to business discussion. Dues or fees 
paid to such business lunch clubs will be treated the same as 
meal expenses and hence will be disallowed only by half. 
Similarly, expenses of employer facilities used primarily to 
provide meals to employees will be treated the same as the 
expenses of the meals provided.

Costs of business travel away from home will continue 
to be deductible, subject to the limitations proposed with 
respect to foreign conventions and first class air fare. 
Deductible business travel costs include costs of 
transportation, lodging, and meals. However, they do not 
include expenses of a trip undertaken purely to provide 
entertainment to those traveling.
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Whether a meal is considered 
entertainment meal will depend on 
person who eats the meal, not the 
For example, assume Mr. A ii 
New York City away from home 
business meal together, 
pjcks up the check, Mr. 
Mr. r ' ~ ~

a travel meal or an 
the travel status of the 
person who pays for it 

^lves ^ew York City, Mr. B is in 
----- o on business, and they eat a
Regardless of whether Mr. A or Mr B

’V'*1 kss:: ««administrative convenience ell I ot
time will be presumed to h^1 h consumed at the same

a bona Hde business con^nU^

F "otthe extent that he‘treats entert^?1 *P?ly to an employer to 
x- au ue treats entertainment expenses

purposes of withholding^tRnterrS' Wages to the emPloyee for 
compensation will remairi full3 treat®d as
wages or salary- Zt the lble by the ^Pioyer as
subject to the^roposed df^Ti lme’ SUCh exPenses will be 
determining deductibility b^thp3^6! rU eS f°r PurPoses of 
by an employee and not ExPense= incurred
employer also will ho e k- sed by or charged to his 
rules. Of course, the Admin istrat^ oroposed disallowance 
operate to allow n ProPosal will not
(2) Entertainment expenses^aid*1 Simp^y to disallow them, 
entertainment provided by aLirnrei"bUtSed' or 
treated by the employe ~_fmP1Oyer to.an employee and 

the proposed disallowance tUie 
deductibility by the employer, 
deductibility by the employee, 
double disallowance will apply

cu on employee and not 
as compensation will be subject to 

^/.^eSKf?r PurP°ses of determining 
but not for determining 
Similar rules to prevent 

to independent contractors.
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ITF-4

FIRST CLASS AIR FARE

Present Law

Transportation expenses may be ^eductible if incurred 
connection with the taxoayer’s travel away from home o 
business. The deductibility of such expenses depends on the 
primary purpose of the trip. If the trip is re a 
primarily to the taxpayer's ousiness, expenses o 
transportation to and from the destination are deductible. 
ThesePexpenses are not deductible if the y
personal in nature. The primary purpose of the trip is 
determined on the basis of the facts and circumstances in th. 
individual case.

First class air fare generally is deductible under the 

deductible to the extent that it exceeds coach fare.

Reasons for Change

For most people, first class air fare is a luxury. The 
primary difference between a first class seat and a coach 
seat on an airplane is personal indulgence.

The speed of air travel may be a business necessity, but 
the luxury of first class seating is not. Both ends of the 
plane arrive at the same time. Coach seating adequate y 
serves the business purpose.

Allowing the full amount of first class fare to be 
deducted” without taxing the first class portion to the 
recipient, provides a tax subsidy for first class travel. 
Thus present law requires the many taxpayers who either 
cannofPafford first class fare for themselves, or choose to 

the personal benefits enjoyed byforego it, to subsidize 
others.

General Explanation

To remove this tax 
disallow deductions for

subsidy, the President proposes to 
the portion of air fare attributable 

to first class. The portion of first class fare which is 
equal to coach fare will remain deductible.

Specifically, the President proposes to disallow 
deductions for costs of regularly scheduled, commercial air 
transportation to the extent that they exceed the amount o.

- 205 -
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sc^dutTfl^s^et  ̂ fare for regularly

day. A fare will not be consideredP"nntS a$.the s?me time of 
it is available only to those vhn?. Senerally available" if 
purchase tickets a specified period^f0? • Sta"d~by status'

--om.ercl,! or not te,ularly

costs of regularly schedule^/ comm11 currently deductible 
incurred in connectfo wth the t 1.*“ transportation
business (including, as *L^y" S Own avel on
foreign conventions)'. Under thetdm^ travel to attend 
proposal on deductibility of t separate
amount of any transportation ent exPenses» the full
with a trip whose sole purpose is totn?011!/^3 in conneotion 
will be disallowed. PurPose is to entertain the traveler

by hi^employet a^edutLntor^hetort^ t employee 

attributable to first rHcc the portion of the fare 
employer or th^ Gither thc

EntpJL 1Sall°WanCe' See the Technical 
Entertainment Expenses proposal.

For rules to prevent
Explanation of the

Analysis of Impact

will be to cause a
shifttn *ajor/ffect of this proposal 
snirt in demand among business travel• ------- *airlines from first class L L u 11 USlng commercial 
business travellers currently usinqSfirst However, some 
reduce their use of commie al airlines ^laSS travel 
corporate aircraft. prunes and shift to

higher price than
nn .Since first class seats sell for a 
coach seats, these expected shifts will 
revenue to the commercial airlines. aJ 
Proportion'oPs^ to Inc^r^
airline seating capacity if th^t^Y®1 w?uld increase
seats are filled, the net lossoS*addltlOnal available 
from the switch will be very small. VenUe t0 the crimes 

cause some loss of 
the same time, a

over all'us^o^air'transpor tation^or6 Httlt or no on 
transportation industry P Emolo™^ " omPloyment in the air 
the existing air fleeJ Cm s n b "Ot deCHne because 
the same number of passengers. b USed tO service roughly
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Effective Date

The proposed change in the deductibility of first class 
air fare will take effect for tax years beginning after 
December 31, 1978.

Revenue Estimate

Change In Tax Liability 
($ millions)

Calendar Years

1978 1979 1980 s 1981 1982 • 1983

— 281 311 337 368 401
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IIF-5

foreign conventions

Present Law

taxpayer 1s

personal in nature, 
from the destination Even if expenses iof traveling to and 
incurred at the destinatio^ar^ri^a^^KT SU^iStGnce exPenses 
the taxpayer's business. deductible if allocable to

and 25 percent or more of ?tS longer than ? week 
devoted to personal pursuits aiiPfyer f time on the trip is 
allocated between personal ^ravel costs must be
in proportion to the number of day^nt^'each5' 9enerally 

travel1applies. Prlmary Purpose" test applicable to domestic

Professional,^businessrand^trade 9r°Win9 PraCtiCe amo"9 

cruises, trips and conventions ^rln^^^
devoted to business activity. Settee 

material often highlighted the 
red in attending a foreign 
described the meeting in such 
w a glorious" location.

that Promotional mat 
eductibility of expenses incurred 

convention and, in some cases, r 
Commft-h3 a "tax~Paid vacation" in _ „ 
Committee reports also noted that some 
advertised that they would find a 
to attend ln any Part of the 
year •

organ i za t ions
convention for the taxpayer 

world at any given time of the

conventi^ro^marilv^rru5 'Te ?ttendinP foreign 
sightseeing and recreatio^^H^3"11396^ °PPortunities for 
difficult to distinaui^h hob ver' since it was extremely 
~tl.es ■ „ llllng such „„
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not disallowed. As a result, deductions for attending

foreign conventions had become a source of tax abuse.

In an effort to prevent this abuse, the 1976 Tax Reform A- 

foreign conventions in one tax year, no more than the costs 
of two conventions may be deducted.

With respect to foreign conventions for which a

United States, to and from a convention, generally may not

of the convention. This amount may be deducted in full °nly 
if at least half of the days of the trip, excluding 
transportation days, are devoted to business-related 
activities; otherwise, only a proportionate amount may be 

deducted.

™ 1976 Act also

dor in, each day ofj

dedl"^. subsistence
expenses deducted exceed the Federal per diem for the 
convention site.

Reasons for Change

members in 1977. The promotional booklet advertises 
follows:

Decide where you would like to go this Ye^: Rome* 
Thp Alos The Holy Land. Paris and London. The 
Orient Cruise the Rhine River or the Mediterranean. 
Visit the islands in the Caribbean. Delight in the 
treasures of Florence.

The booklet also notes that these trips have been "designed 
to qualify under the 1976 Tax Reform Act as deductible 
foreign seminars.” This type of advertising breeds 
disrespect for the tax system.
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Americ^^h9?™9' the A3Sociation of Trial Lawyers of 

this SV"10
"•“uninTgus^T”™^0^ cooes to

held reoerai income tax purposes The
Of MonteeCarlO1S"the°^e° T describing the vacation aspects 
exci^; 5^; ^r:L-he Riviera"end the "m°st

General Explanation

To prevent abuse and simplify the law the

outside the united sLL I reasonable to hold the eonuentioh 
purposes of thi« d Possessi°ns as within. For
include seminars and simi 1 ar^tlngs^he Jac^^to"^0”3

^^1^ of the cxJon 

purpose and act ivit le^of ^he^no63 the convention; the 
residence of u sponsoring organization; the
the places at which other 'meetings oHhe^o9 Org3nization ’ 
organization have been held- nd hP n t^nSOClng 
the convention is bpinn k , particular reason(s) why
States or pX^ion"’ abt°ad "ther tha" the ""‘ted

For example, if a significant portion of an 

enh;.;:H^°SH  ̂ "

Mexico as in the United States. convention in

are forei9n conventions for
are allowable, the limitations on deductible 
ru :sr3i I no? i976 (includi"g the detailed 

W1H n°t be continued.
will be nondeductible to the

which deductions 
amount which 
attendance

However, subsistence expenses 
extent that they exceed 125
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percent of the Federal per diem for the convention site.
Thus, if it is as reasonable to hold a convention outside the 
United States as within and if the expenses of attending the 
convention are ordinary and necessary business expenses, then 
(subject to the allocation rules of pre-1976 law and any 
disallowance of the first class portion of air fare) the full 
cost of transportation to and from the convention will be 
deductible, and subsistence expenses will be deductible up to 
125 percent of the Federal per diem.

Where an employee’s expenses of attending a foreign 
convention are paid or reimbursed by his employer, a 
deduction for such expenses may be disallowed to either the 
employer or the employee, but not both. For rules to prevent 
double disallowance, see the Technical Explanation of the 
Entertainment Expenses proposal.

Analysis of Impact

The oroposal will not decrease the number of conventions 
held outside the United~States and possessions for 
non—vacation reasons. However, as compared to both pre—1976 
and present law, the proposal can be expected to reduce the 
number of conventions held outside the United States and 
possessions which are essentially vacations at public 
expense.

Presumably most conventions not held outside the United 
States as a result of the proposal, will be held inside the 
United States. Thus, the proposal can be expected to 
increase the number of conventions held in this country and 
hence increase employment in some hotels and restaurants in 
the United States and possessions.

While the proposal can be expected to reduce the overall 
number of conventions held outside the United States and 
possessions by American organizations, as compared to present 
law the proposal probably will increase the number held in 
neighboring countries such as Canada because business reasons 
for holding conventions there are likely to exist.

Effective Date

The proposed change in the deductibility of expenses of 
travel to foreign conventions will take effect for tax years 
beginning after December 31, 1978.

Revenue Estimate

The proposal will have a negligible effect on tax 
liability.
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★★★★★★★★★★★★★★★★★*********
Tax Exempt Financing

III-A

STATE AND LOCAL TAXABLE BOND OPTION

Present Law

Since the adoption of the Federal income tax in 1913, 

interest on State and local government obligations generally 

has been exempt from Federal income tax. This exemption 
rtpreHntH Recognition of the independent sovereignty of 

states and their instrumentalities under our federal system 
asRZll as thZdesire to enhance the strength of State and 

local governments, as entities closest to the people, i 

solving local problems.

The exemption applies to all State and I®”1 government 

obligations, except for most industrial development bonds and 

arbitrage bonds. Industrial development bonds are 
obligations issued nominally by a State or local government 

to raise funds for private development. (See discussion 

TAX TREATMENT OF INDUSTRIAL DEVELOPMENT BONDS.)

Arbitrage bonds are obligations issued to provide funds 

for financial investment, generally in taxable Federal 

securities. Since Federal credit underlies the arbitrage 

bonds, the issuer of such bonds is guaranteedamarket and a 

profit at no risk to itself. Therefore, since 1969 the Code 

has provided that arbitrage bonds do not qualify for the 

exemption.

Reasons for Change

The tax exemption of interest on State and local bonds 

should not be interferred with in any way. Any 
tion for change in current financing mechanisms is intend 

only to complement rather than to repiacetaxexemptionasa 
means of aiding State and local governments and to reduce the 

inequities and inefficiencies that arise when tax exemption 

provides the sole form of State and local financing.

The tax-exempt market for financing capital outlays of 

mate and local governments is characterized by three 
interrelatedproblems. First, from the viewpoint of 

structural tax policy, tax exemption is an inequitable way of 

providing a subsidy to the State and local sector. Secondly, 
the subsidy provided by tax exemption is an inefficient one 

in that only a portion of the revenue loss to the Federal 
treasury results in benefits to State and local governments. 

Thirdly, the municipal bond market, while performing 

reasonably well over the long term, has, as a result of i s 

tax-exempt character, exhibited periods of considerable 
instability which haCe been disruptive of the financial
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ot

requirements of the sector r^h Ju flnancin9 
municipal market will be considerPdf •theSe pSoblems of the 
be mitigated by thetaxable bdetail* Each can 
State and local governs wl?h :hlCh wil1 provide
taxable bonds in addition to the cc®ss to the market for 
tax-exempt securities. afket for conventional

Tax exemption and tax equity a
income, such as the in^rAC».\—A tax exemPt source of 
violates the principles ol both h?-e and local bonds< 
equity- that both horizontal and verticalo? reducesihe ^^viey

Vertical equity is violated cLtO 311 income alike.
income classes^nd, therefore in diffZr6^ ln different 
brackets receive varvino iff-rent marginal tax
S100 of tax-exempt inroL enefits from tax exemption. Thus, 
income to an investor in the ®Puivaient to $333 in before-tax 
but to only SlJI to an E^cent marginal tax bracket
tax bracket. Also lor o ' ln ?? 30 percent marginal 
bonds are generally not economic6|PlaX?ed below» tax-exempt

x-:; - -

tends to undermine the prcressT^*??1^"?’; "^tSr".' 

equity since all^sources^of incomVi°lat *°n of horizontal 
Two taxpayers m v have lb are "Ot taxed equally,
one case delved flom waaZ/Xar T bef°re-tax income - in 
from tax-exempt interest9-- bCt win"*3 3nd in the other 
amounts of tax it has been I I Pay quite diff«rent 
tax-exempt bonds do, in fact that holders of
income since they receive a loCer Lf °? the^r interest 
be earned on co^arab'L taxable^ 

amountsPtoConlya30°Je?cenrPfJr^ generally^6'
investors would pay on fully taxable iSlome t3X hiqh-inco^

provides a subsidy to State^ng0]61^! SUbSidY~ TaX exemPtion 
them to issue bonds at interest r?tes belo™^3 bY en3blin9 
on comparable taxable securities b 1 those Prevailing 
reduce State and local However, as a device to
inefficient use of Federal funds beStS' ta£ exeinPtion is an

„i„s io h^-ineo.o ĥ~”

subsidV^^^Li"6"1'*''’'1' ot « a

subsidy which tax -~.pt 10^0^^
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governments. As Table IIIA-1 indicates, tax-exempt borrowers 
over the years have benefited from interest rates on average 
equal to about 70 percent of taxable rates. Thus, the 
implicit subsidy of tax exemption is equivalent to a 30 
oercent interest rate reduction. The 30 percent implic 
subsidy to tax-exempt securities is an average across the 
maturity spectrum of State and local bonds as well as over 
time The current operation of the municipal bond market 
provides"! larger subsidy for securities with maturit es of 
five years or less—on the order of 40 percent below taxable 
rates—and a smaller subsidy on 20 to 30 year securities- 
the order of 25 percent. Thus, as-maturit les lengthen, 
interest rates for State and local bonds rise more steeply 
than those for comparable taxable debt. ’he reason for this 
is the domination of the shorter term municipal market by 
commercial banks. However, to simplify the the
discussion which follows generally considers the market as 
whole with an average implicit subsidy of 30 perc .

Mthouah the average subsidy provided by tax exemption 
is 30 percent, a reasonable estimate of the average marginal 
tax rat!of ail purchasers of tax-exempt bonds --households 
or individual investors, commercial banks, and other 
financial institutions - is about 42 percent. In other 
words, if municipal bond interest income w^e subject to tax, 
issuers of this debt would lose a subsidy of 30 percent of 
the taxable rate and the Treasury would gain revenues q 
to about 42 percent of the taxable rate. This means - 
less than 75 percent of the Treasury revenue loss flows 
State and local governments.

interest

debt are

There is no inconsistency in the fact that tax-exempt 
rates average about 70 percent of taxable rates at 

the same time that the average investor ts in the 42 percent 
marginal tax bracket. Clearly, not all holders of tax exe pt 

• in the 42 percent tax bracket. Some, such as oanxs
and high-income individuals are in higher tax brackets ano 
others with smaller amounts of taxable in00’?®9!^ 
tax brackets. High-income taxpayers generally have a strong 
incentive to invest heavily in tax-exempt debt, since their 
after-tax returns from such investments tend to greatly 
exceed their after-tax returns on comparable taxable 
securities. Indeed, high tax bracket individuals and 
institutions comprise the bulk of the purchasers o
tax-exempt bonds.

If issuers of bonds, however, wish to borrow more funds 
than m'SS.U, supplied «ro» high-tax bracket >nd>. duals 
and institutions, tax-exempt debt has to be made at“ac 
to potential lenders with more moderate incomes. The o y 
way^this occur is by increasing the tax-exempt interest 
rate relative to the taxable rate so that tax-exempt bonds

.ay also
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be induced to increase their lending at more favorable 
tax exempt rates, but tax-exempt rates will continue to until lenders across all tax brackets are supping the 

borrow/ State and 1OCal 9overnments wish to

rise 
exact

Table III A-l

Tax-Exempt and Taxable Interest Rates

Year

: Tax-Exempt

: Interest Rate

__ : (Bond Buyer 20)

1960
3.54

1961
3.45

1962
3.17

1963
3.16

1964
3.22

1965
3.25

1966
3.81

1967
3.92

1968 4.42

1969 5.66

1970 6.36

1971
5.52

1972
5.25

1973
5.22

1974 6.09

1975
7.06

1976 6.70

1977 5.68

uixXue ul the secretary of the Treasury

Otfice of Tax Analysis

taxable Interest Rate :

(Moody's Newly :

(Issued Industrials) :
Ratio

4.67 75.8

4.70 73.4

4.53 70.0

4.42 71.5

4.51 71.4

4.80 67.7

5.52 69.0

5.79 67.7

6.64 66.6

7.84 72.2

8.86 71.8

7.80 70.8

7.51 69.9

7.86 66.4

8.87 68.7

9.12 77.4

8.61 77.8

8.15 69.7

January 18, 1978
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This analysis indicates why tax-exempt bonds, on the

marginal tax bracket can

individual investors, of course, are not the only source 
in :b0 niclp.1

“"A

brackets to tax-exempt bonds, tax exempt
relative to taxable rates.

Thus, tax exemption as source of tax inequity and as
an inefficient subsidy are two refiections of the same image. 
^^low^Sy ^1^^1003^0^^ and 

greater windfall gains to high bracket w"uld be
investor in the 50 percenttax rac e ' the return was 
willing to buy tax-exempt bonds as long .s me l

to the lenders.

for 
the

gains

TheThe cvouosl volatility of the Tax-Exempt wrtet. tax-exempt^ bond market, lAA as a 
exemption Itself, exhibits a high degree of ’^"“Issje? of

f

Moreover, as indicated by the ratio of tax-exempt to taxable 
J^^-ex^t rSt^i: ISZase^Htive to taxable rates inis a strong tendency
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Table III A-2

Volume of Gross New Issues of Long-Term Municipal Bonds by Year

Office of 

Office

Year .
Gross Issues

1960
7,229

1961
8,35 9

1962
8,558

1963
10,107

1964
10,544

1965
11,084

1966
11,089

1967
14,288

1968
16,374

1969
11,460

1970
17,762

1971
24,370

1972
22,941

1973
22,953

1974
22,824

1975
29,326

1976
33,845

1977
44,915

the Secretary of the Treasury 

of Tax Analysis January 18, 1978

Source: Bond Buyer.



267

, tKpsp ohenomena mean that when credit

borrowers to be crowbeb out of capital markets.

irst

major participants in the state"and local governments

the major sources of 
commercial banks, casualty 

Table IIIA-3

marginal tax brackets __ 
attractive. Three groups comprise 
demand for State and local bonds: 
insurance companles, and househ municipal securities by 
shows the ownership of ou others taken together by
these three investor groups an 1975. Table IIIA-4
five year intervals from 1960 t 9 state and local bonds 
indicates the annual net P^chases of State 
by these same investors over th- p
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These tables illustrate the important impact of 
behavior on the municipal bond 

J , - • commercial banks first look to
oemand for loans by their

commercial bank 
money is tight. market. When

only as their
bonds. 
States

Thus,
re

meet the 
customary business cli^nt^ and 

^“"s^mit do they purchase municipal 
of financing forthe most difficult periods 

ana localities are generally when 
able to absorb only y
municipal ’ ‘
and more 
increased

debt ,
„ - commercial banks
a_small portion of the net issues of

such as occured
recently in 1975 and 1976.

. purchases of municipal 
partially offset the decline in 
participation. Borrowing costs 
governments rise, and the dollar 
The reason tax-exempt

in the years 1966 and 1969
During these periods 

oebt by households only 
commercial bank

periods

are

to qtate ana local

market is to provide 
absorb : '

rates .must
aabsorb a larger share ofufficint 1 

credit stringency, then,
municipal bonds is only'partially comp 
householo purchases. ■ Y p 
tax-exempt

volume of new issues falls 
rise when banks leave the
incentive for households to 

municipal debt. “hho i - L - In periods of 
the loss of bank demand for

A . jensated by increased
. the same time,

rote relative to the taxable 
value of the subsidy provided by tax exemption.

the rise in 
rate reduces

the 
the

Tables IUA-3 and IIIA-4 also 
participation of commercial hantc 
market has declined in recent Jears -G mUniClpal bond 
commercial banks absorbed 63 percent 
otate and local debt. jn 
absorbed only 40 percent, 
sharply the declining role 
municipal bond market. This table shows 
securitLs b^co^cCrba^  ̂ tha" ^S>

com^r^al^ank ^Son^ftO 5° PeCCent of 

Since 1972, however partlC credlb market securities, 
of other sources ortax^vnrL eSUlt °f the ^liability 
security purchases accounted for'b^stat^6 °f SUCh 
declined tn th* ----- , f and local bonds has

indicate that the

the 1970’s

overall

Throughout the 1960’s, 
of the total supply of
commercial banks have

Table IHA-5 presents even 
of commercial banks in the more

net changes in

Through 1971,

Since 1972, however, partly as a

declined to the range o?’ 20 to° 0^e m 
to the cyclical volatility of the market

^.r^tional purchase '
fail to provide

Thus, in addition 
there is some

over the longer
funds for

up the 
banks.

term. In
oiack of a reduced volume of 
In part "these other i 

pension funds whose purchases
circumstances in New York 
funds derive no advantage 
expected to continue as a 
f inane ing.

^x-exempt debt will 
. 2 capital financing

1975 and 1976, other investors took 
. - -- Purchases by commercial

investors were State and local 
a reflect the unusual

City and State. Since pension 
from tax exemption, they cannot be 
permanent source of State and local
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Table III A-5

Net Changes in Holdings of Credit Market 

Instruments Other Than U.S. Securities by Commercial Banks

1/ First three quarters expressed at annual rates

: State & •
: Commercial 

: Mortgages

: Other

: Mortgages Total :

State & Local Bonds 

as Percentage 

of Total• Local : Corporate

• Bonds

(
........ billions of dollars.............)(

..X....................)

1965 5.1 -.1 2.0 3.7 10.7 47.7

1966 2.4 * 2.0 2.7 7.1 33.8

1967 9.1 0.8 1.6 3.0 14.4 63.2

1968 8.6 0.3 2.6 4.0 15.4 55.8

1969 0.6 -.1 1.8 3.7 6.0 10.0

1970 10.7 0.8 1.2 1.0 13.6 78.7

1971 12.6 1.2 3.0 6.7 23.6 53.4

1972 7.2 1.7 5.4 11.4 25.6 28.1

1973 5.7 0.4 6.9 12.8 25.9 22.0

1974 5.5 1.1 5.0 7.9 19.4 28.4

1975 1.7 1.8 3.2 1.1 7.8 21.8

1976 2.9 -0.6 2.6 11.0 15.9 18.2

1977 1/ 11.9 -0.4 8.0 18.1 37.6 31.7

„ ia 1Q78

Office of
the Secretary of the Treasury

Januar5

Office jf Tax Analysis

* Less than $0.05 billion.
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General Explanation

The Administration proposal will e«t-ahiiek

thereafter, the Federal / obligations issued
tax-exempt StaL «d liea? dM?enSPay 40 Percent. All 
this taxable bond alternative119Th^2SW1P^be eli^ible for 
obligation and revenue b^ ! ! lnclude general 
government as well as indust r i bT a State and local
interest on which iq tav 1 1 development bonds, the
control oddr W°Uld be n° ^deral
could be issued, however ohlin^' the taxable obligations 
entities (such « rdlH^held b* related 
for the election only if the obliqati^i W°Uldbe eli9ible 
a competitive public offeino Th! W?r® 1SSUed thr°ogh 
would be paid to the issuer ^r It! Federal interest subsidy 
act as paying agent for the Fede^T paying agent> which would 
Government would not be liable for G°vernn"rnt. The Federal 
interest until the issuer thl Portion of the 
proposal would estahiich P yS ^be remaining interest. The

Government's portion 
annually.

- • — necessary to pay the Federalof the interest would be appropriated

Analysis of Impact

The taxable bond 
governments will have *hich State ®nd local

>3 flrst

goverdSs'wdidr^16 b°nd °Pti0n' State and local 
tax-exempt bonds wi 11 °rdceiv<! ePed3*3]’1 * K°nd place of 
fixed percentage of the interestedly1 subaidy equal to a 
^tdr^df^hiroldn^^tHr Ld imphasize th* voluntary

K'x..”theit

J™

ano local governments can nml t 2 interest cost. State 
subsidized taxable bond fail^to"^!^ f"0"1 the Plan‘ If the 
costs, States and localities simply will^t avhrjhemselves 
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Of it. Furthermore, the higher the subsidy the greater the 
benefits to the issuing governments.

Nonetheless, some representatives of State and local 

the tax-exempt market.

On the other hand, too low a «te of subsidy would 
clearlv undermine the objectives of the plan. * low suos y 
would in the first instance accomplish little in so v g 

volume of issues of the new taxable sec“rity to generate 

regarded as a mere market curiosity with little secondary 
5o^‘jriM’“est‘'™'JS lenders. Thus the

subsidy unde, the t.xable bond option must
Hnanelng It must neUh.t 

-”tket- 
A permanent subsidy of 40 percent (after a markets
transitional subsidy of 35 percent) would maintain markets 
for both taxable and tax-exempt municipal debt.

Th, permanent ,0 percent ~

igcal'goSernments presumably .ill accept bids on both a 
tax-exempt and a taxable basis. Then, after accounting

^rsX^ny^irynM^ costs.
initially, with market yields unchanged, it may be expects 
that subsidised taxable^nds ^ol^pro.ide^^ 

s"hiftof financing out “^Jubs^rfor “Jhe

nrst’t^y^rrJf’o^auSn of th, pi.A is set at « percent 
first two ye h the volume of tax-exempt debt

interest ratesrather than 40 percent. .— —- 
declines in response to the taxable subsi y, 
on tax-exempt debt also will decline, 
volume will no longer require higher interest rates to

since the reduced

attract marginal lenders.

This decline in tax-exempt rates will itse1f.keep^ 

an egoivelenc, of inters
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— gb—-nm—-d tax-exempt debt. The 

of their debt, will be inqtrnmX the underwriteregutv.lenee LVst.t.XTM" =
issue debt in that sector of — localities will tend to 
advantageous financing terms Thus I J'07^?9 the raost 
governments will qene^llvL/ e 5nd local
interest costs of taxable*— a Sltuati°n where the 
subsidy) will eqJal the costsrof-ax(2et °5 uhe Federal 
this point, the iq^nin™ tax exemPt borrowing,
the particular type o^deCt — WU1 be indi«erent 
will merely reflect the market'nr»fUe' and the form of tax-exempt as opposed ——bl?——s?f f°'

s

At 
to 
debt

l°cal itie—wil^gai—signif icant ^anthat States and 

borrowing costs. They will onlv e—6 ltSuln terms of reduced 
it offers cost advantages - lon£°as%°pti°n “ 
issued, however, tax-exempt- • *ong as taxable bonds are 
Thus, a saving in interest costs — il 1 C°StS W111 alS° decline. 
volume of debt issued and will bP nln°n the total 
which it is issued. The ea iSri Pe nt °f the for(n in 
that under the 40 percent subsidv t °UtC°me' then, *iH be 
will be 40 percent below taxable^t—interest rates 
localities will be inAiff— rates and States and 
taxable or tax-exemp/debt. between issuing subsidized

all iss^—f^—x———^i0" *iH aCCrue to 

credit standings. The Federal Gove——> °f their relative 
a portion of the interest — Government's agreement to pay 
any way constitute a guarantee of th—16 b°?ds wil1 not in 
Pay principal or its portion of th—i f SUer s obligation to 
Consequently, the taxa— — h interest cost.
with a poor credit s-ndina- °Ptl°n wU1 not enable issuers 
n».„elSl ..'Kathan «
issuers. The taxable bona pliable to more creditworthy 
rate for all grades of issuers1— a— e —ablish 3 tax-exempt 
the taxable rate for co— —Xlm— * 60 percent 
standings—n benefit^ 9°°d and P0^ 
costs. y 11 b^-neflt from a reduction 

^11 issuers,
credit
in their borrowing

The new volume of issuer nF 
under a 40 percent subsidy ? taXable 
ripncnzlo J-- ,w suosidy is not easv tax exempt debt 
depends not only on what estimate. itportfolios at the new structure of* I/lSh tO bold in their 
how quickly they will be able to ad—b ■ "ateS but.also on 
their current pattern of holdinac their portfolios from
based on informed market opinion A F?asonable calculation, 
derived from econometric models is thH —n estimat^s 
period of possibly five years about fteF an adiustment 
local bond issues will be in taxable f Percent of State and 
ax-exempt form. This is the likely response to tax-exempt 
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rates 4u percent below taxable rates rather than 30 percent 
as under current law. In the short run, however, in order to 
bring about this large a portfolio shift in long run asset 
holdings, perhaps 50 percent of the market will be taxable 
until final equilibrium is achieved. The revenue estimates 
provided below reflect these assumptions.

Effects on Equity. On equity grounds, a 40 per cent 
subsidy will mean a higher implicit tax rate on those holding 
municipal bonds — 40 percent rather than the current 
implicit tax rate of about 30 percent. Very high-bracket 
taxpayers will continue to find tax-exempt bonos to be an 
advantageous investment since even the increased implicit tax 
of 40 percent will remain below the explicit taxes they will 
pay on taxable debt. Nonetheless, the after-tax income 
distribution in general will exhibit greater equity as a 
result of the reduced opportunity for tax avoidance by those 
in high-income tax brackets.

debt.

The improvement in tax equity will be brought about in 
two ways. First, there will be a smaller volume of tax- 
exempt debt available as some State and local governments 
choose to issue subsidized taxable rather than tax-exempt 

Secondly, the tax-exempt debt which continues to oe 
issued will command lower interest rates on the market. For 
both of these reasons, the dollar volume of interest income 
avoiding tax would be reduced by about 35 percent under the 
taxable bond option. At current levels, this will amount: to 
a reduction of tax-exempt interest income of about $4.U 
bill ion.

Effects on Tax Exemption as a Subsidy. The taxable bon 
option also will increase the efficiency of the current 
subsidy which tax exemption provides to State and local 
governments. Under current law, these governments receive 
less than 75 cents in reduced interest costs for each collar 
of tax revenue foregone by the Federal Treasury. The 
incremental benefit to cost ratio under the taxable bond 
option is much more favorable. In the first five years of 
the plan, each dollar of Federal subsidy net of revenue gain 
will provide between $2 and $2.50 of interest savings. In 
the long run, this number will rise to over $4 per dollar of 
net Federal cost.

The high leverage of the taxable bond option as measured 
by State and local interest saving per dollar of net Federal 
cost results from two sources. The first, as already noted, 
is that the subsidy is only paid on issues of taxable bonds, 
whereas States and localities also benefit from the lower 
interest rates which will prevail on tax?exempt bonds The 
second source of the high leverage of this plan is the fact 
that a portion of the cost of subsidizing taxable municipal 
bonds will be recouped as increased tax revenues on the new 
taxable securities/ The result is that the net cost of the
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‘5 C°"Sb‘y 'O’” «« the gross 
option is ..de .Xfc on^o.'?; i„

Calendar Year 
($ billions)

1979 1980 1981 1982 1983
0.1 0.3 0*5 0.9 1.3

Effects on Cyclical Volatility Th<*

K b&:«X»Ss Sm»® 

rise. under the taxable bond option th- t'x Z™* /

* t»e.subsidy

^"P°t»tilY tise to more t^n 60 p^ca"’^'® 

issues from J°Cal governments would switch their new 
unti. .J"

th. t^4Xt ,hat

taxable rate, the withdrawal of commercial bankFfr™
CaT f rise in Sta" I^cal 

participetion yin be Jf
thTlost^rdemandT fnd 1OCS1 governments compensate for 
such as tax-exempt institutions fc°other sources of lending 
individual invPXr ?tutions, life insurance companies and 
The taxable bond option°will altaX -xemPtion- 
retain the ben-fit of a cnnthn k these governments to 
below t„.bl. rates becau^ h"y ^n°bin’bjr' “i^tont 1.1 

tsnas a"°"»«m«««r: 10 to t8p ne“
derive advantages from tax-exempt interest those who now 

income.
Effective Date

.. T!?e texable bond option will apoly to 
after December 31, 1978. " y obligations issued
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Revenue Estimate
Change In Tax Liability 

($ millions)

Calendar Years

Outlay Estimate

Change in Outlays 
($ millions)

_______________ -— Calendar Years
■--------- m AO n • 19 8 3

1978 : I979 : 1980 : 1981
■—■ i 7775 2374

-------- -------------- W~ ------------T5T=-----‘ 111b 1 / / u

— --v------------------------ --------------- election for
The internal Revenue Code or territories of

State and local g^e^nts, posses Oolumbiaf to 1Ssue 
the United States and the ^^r^ Government win provide an 
taxable obligations. ercent of the interest cost on

The election .!» be f°'"
^-^M^S^cretary of the Treasury 

of a notice to the .s®cr® cprretarv). official designateo by the Secretary).
issuer for eachelection wil 1 Section be made at

It is intended that the election e
the obligations are, in tact, 
a physical delivery of the evidences of^ 

exchange for the issue p bids fOr
^^"wiil be able to request dual bids (sep 
tax-exempt and for ax able Qf bonds.i/
based upon the bias receiv

A separate 
taxable issue, 
any time before 
before there is
indebtedness m

bie bonds) and make the election 
for both types of bonds.1/

/in election with re 
irrevocable once the obligations^ 
notification to the Federal -

spect to any issue will be
• - -re issued. Thus, any

{^Government relating to an
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aieCissued°U1M be.withdrawn at any time before obligations

Revenue Code 
This

industrial XiXmgnt' bonSs^b0* • iCi?3t iOn nOtes' ^^o, 

from tax under the Internal Revenue"^*81 wblch is exempt

“-■Uun’SeV^rcw':89^'15’ »xCt‘°n

bonds and obligations whnc xempt industrial development 
other than the Internal

Krr”’ •“01 
theSubsidy. ^Further ‘’obligations”1 J ’ hOt bC el^^le?for

is

iS^eirgayments^"^1"9 the SubsidizingSheir"

Related Ent it ies.will ^apgly" ^^obl&ti^ ht0-is!u? ta^l* bonds 
related to the issuer IfShe nb?i 1S held by an entitV 
pursuant to a public underwriting9^™" 18 nOb lssued 
intended to prevent issuance J^1S ^^^^ent is
rate to ote . e 0°"^ ■” int”t8<)
or local government mav be mo/ d 1 subsldy« s>nce a State 
entities in anC Xnt its 9 ?ayme?ts to related 
may not be a real cost Wher* ™°f 9" lnflatGd interest rate 
distributed through a Dublin n these obligations are 
Government can be^ssured that"109' the Federal 
obligation held by relatedenStSS °" 3"Y
limited circumstances whX a sSte ?n ?Verstated- 

!s'

public underwriting if heS^ sitisf 1^ req'Jlren,rnt of 
is not artificial!^ inflated. e<

In 
needs

that the interest rate
a
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isso.^^^^
are purchased by independent underwriters for resale to the 

•» « An i qciip wi 11 not be considered to navebe”nCpucchased*for“w’u to th. general public unless at 
XtTo percent of th. face ..oust ■>' 'he Issue is acguireO

40

‘.IM ;>« —
separate interest rate must be acquired for investment 
purposes by persons who are not related entities.

Related entities include, in the case of a State, any 
ol

iSsued’iiTpublic'mderiritlng, bonds one municipality^

the State cannot, except through a public underwriting, buy 
eligible obligations of any of its municipalities nor ca 
municipalities buy eligible obligations ^^“,’^iyiX. 

agency or instrumentality benefit of the employees
»’pX“ JiMiei.ion) will be treated as part

Of the State or political subdivision. Thus, a

of the’state. However, a municipal bond bank, whose functi

Finally, in the case of obligations issued by an 
?boS States .ill 

be considered related entities to the instrumentality.

Arbitrage. The arbitrage bond provisions of the Code 
currently applicable to tax-exempt bonds will be applicable 
to taxable bonds issued “^y/^/a^bit^age rules of ?he 
aonipd the tax exemption under the arbitrage ru 
Code will not be eligible for the subsidy. In determining

!.» 'hich is to b. paid »y tha^issuing State 

the proceeds in other taxable securities.
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Payment of Subsidy The Feder-i r^.
payment of 35 or 40 percent Governn)ent will make a
tne obligation was isLed? of interest °n which
issuer on each obligation to whi!b ! ! liability of the
applies. The Treasury Department! 11 3Xable b°nd election 
interest to the issuer (o? to a U itS portion of the
issuer). However, the Federal Ca!I 9 9 appointed by the 
for its payment on th! obi WiU not be liable
its portion of the interest^ the issuer has oaid
State or local governm!!! dett obligation. Thus, if a 
the Federal Government will not lntcrest Payment,
portion of the interest ah be required to 
>«*„! pay^L0"1?0'10"- of
issuer cures its defPnii>PKy its portion at any 
of the obligation? ° U by maklng lts Payment

pay its 
course, the 
time that the 
to the holders

be hadeThus, u„le,; S^ret.ry of che“P eJL”?

ineligible for the election underiS determi"ed to be 
be made automatically. in edditio^\h°de' the Payment will 
the obligation is issued win / e PurP°ses for which 
Secretary as long as th- akiI 2 be revi™ed by the 
election under the Code' bll9ation qualifies for the

reder™'^’^;^ «h.
entitlement for State and lJa? assured oy establishing an 
appropriations necessary to oav thZefnnntS tO the smount of 
interest subsidy. Annual tb ful1 accrued cost of the
funds »i„ be .LsS’suS' U

State and local government issuerc n^R5 are aPPropriated, United States in^he Court C ? able t0 su* the
funds. Such legal action will h f P3yment of the
Congress has not once failed to be necessary since the
entitlement programs! led t0 “PPropriate funds under
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Footnotes

1/ It is anticipated that bids on issues of ser ial Worlds 
7i e where the bonds in the issue have varying wiil*often indicate that a State or local government should 
split its issue, with the longer term bonds being taxable anc 
the shorter term bonds tax-exempt. ing?such
will prevent a State or local government from splitting sue 
an issue. For purposes of these provisions, however, the 
taxable bonds and the tax-exempt bonds will be considered 
be separate issues.

2/ Of course, if a tax ruling is requested by the issuer
S Stln, the election, the Treaeory Depait.ent .111 

require that appropriate documents, as is the case today for 
tlx-exZmpt bond rulings, be submitted or be available to
show that the obligations included in the issue qualify f 
the election under the Internal Revenue Code.
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TUB
TAX_TREATMENT OF INDUSTRIAL DEVELOPMENT BONDS

Present Law

. • Industrial development bond 
nom h capital for p
nominally issued by State 
frequently.

s (IDBs)

acqu ire 
’’leased

Driven K • e obligations
£ business enterprise but 
- or local governments.

to const ructSa°facil ity^the J1”* ?Ce ?sed to 
to a private user for a rental facillty 1S then

Most
are

or

exactly sufficient to

ontheb
n the bonds is secured by the

facility itself -

fuL^t Service on the bonds.
that the private
amount at

• Generally 
debt service 

look solely to the credit of
for payment of the

_ - a nominal
Payment of debt service 

rental payments and the 
nominal issuer is not liable 

holders must
issuer

on the bonds and the 
the private user.

lends
In issuing IDBs a State
its tax exemption to 

finance facilities gL 
the tax exempt market.

a
or local government
private business to 

at the lower interest

essentially 
enable it to

market. in addition, the between the issuer and th
rates prevailing in 
’’lease” agreement

private user y 
purposes; the use?’iI,°theJefore"' F?detal *'* 
benefrts associated .ith ownership of the ^et'ty,'

ss a conditional is generally treated
-- income tax 

able to obtain the tax
* accelerated depreciation ^"Cluding 

to assist local industrial0^1 governments use IDB financing 
governments incur no ! Since tbese

recognised as
has no direct consequence to the nominal

investment tax credits and 
amortization.

issuance of IDBs 
issuer.

Interest on
generally exempt 
However, ( '

State and local government obligation
bhn from tcx under the Inter 
the Revenue r- ’ ~

s is
,.----- ‘..wv^nal Revenue Code

denied tax exempt!™ I C°ntrO1 'Ct °f 1968 ’
nonorai - i—i * with certain exceptions

are to be^sed^n'---^ if (1) the
general f a bond is an IDB 
or the issue

In

carried on by a government 
(2) repayment of principal 
interest in , or der ived f romtaym^tt 
F?tateyorS!o 9 tr?de °r business, 
a btete or local government t

or
or

any trade or business^ot*^03 
tax-exempt organization
interest is secured

with respect
by 
to

and 
an

if

Obligations 
to raise funds for use

issued 
by a

by

business 
exempt.
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The exceptions to the 
for IDBs issued to finance 
for certain "small issues" 
which tax-exempt IDBs may 
limitation, include:

general rule allow tax exemption
certain enumerated facilities and 

The enumerated facilities for 
be issued without any dollar amount

(1) Residential real property for family units

(2) Sports facilities,

(3) Convention or trade show facilities,

(4)

(5)

Airports, docks, wharves, mass commuting 
facilities, parking facilities, or storage o 
training facilities directly related to these
f acilities,

Public utility facilities used to 
treatment or solid waste disposal 
designed for the local furnishing 
energy or gas,

provide sewage 
and facilities 
of electric

(6) Air or water pollution control facilities

(7)
Facilities for the furnishing of water, if 
available on reasonable demand to members 
general public, and

the

(8) Industrial parks.

the acquisition or construction of land or deprcciobl 

county 
for the same oerson or group of related persons. At the

•‘1$

mill ion .

Reasons for Change
Prior to 1968, interest on industrial development bonds 

s £ J n
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States and localities
tax-eximptV^"^9*
tax exempt financing affected the i ■ 
issues. These factors
to Treasury as use of this i

---- increased volume of
-- ----- interest cost of public 

r and fear of increasing rcvc.-.u^ ; 
led ?LLi"a?ci?^ long-term

revenue losses

Included in the’Revenue end Expend! ms.

all industrial development bonds'^ Tem°Ve the exemption for
Vol limo i • ent bonds. in terms nfvolume of obligations; 
that remain i
As Table IHB-1 shows 
1973 •

fh. „ . . In terms of the dollar
is; Ur

tax-exempt borrowing, 
tax-exempt borrowing.

d percent of privet^ ye<"S
and for 6 to / percent of all

Table IIIB-1

Tax-Exempt Borrowing: 1971
-1977

Gross

Long-Term 

Tax-Exempt 

Borrowing

Private IDBs 1/
Pollution Control 

asiPercent of:
Year

Pollution 

Control
Others 

($mi 11 ionsj^
(^millions)

($mil1 ions)
All Tax- Private

Exempt idb’s

Source: Weekly Bond Buyer

1971

1972

1973

1974

1975

1976

1977

24,370 

22,941 

22,953 

22,824 

29,326

33,845 

44,915

77

563 

1771 

1673 

2134 

2064 

2982

220 

471 

270 

340 

518

357 

476

0.9

2.5

7.7

7.3

7.3

6.1

6.6

25.9

54.5

86.8

83.1

80.5

85.3

86.2

Includes pollution control. 

Does not include IDBs of a 

2® ?Jrports• docks, wharves 
family units.

small issues and 

quasi-governmental 

• and residential

industrial park IDBs. 

character, such 

real property for

tax-exempt financing of 

ess than one

As recently as 1971, in contrast, 

percent CfCa?r^ faCilities accounted for 1 

volume of tax-e^m;r£?lution°con?;ollnfif^ the annual 

more than double the tot-«i ontrol financing today is 

development bond financing of a11 industrial
motivated legislation to limit^hZ $1 *4 b111 ion) which had 

IDBs. 1/ llmit the use of tax-exempt
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Table IIIB-2 shows how dramatically tax-exempt borrowing 
has increased as a source of funds for pollution control 
expenditures. Using estimates on air and water pollution 
control expenditures supplied by McGraw-Hill, the table shows 
that tax-exempt borrowing financed only 2.4 percent of 
pollution control expenditures in 1971. In contrast, 
tax-exempt borrowing has accounted for between one-fourth and 
one-third of all pollution control expenditures for the years 
1973 through 1976.

Table IIIB-2

Importance of Tax-Exempt Borrowing for 

Pollution Control Expenditures

Year

Industrial 

Pollution 

Control 

Borrowing 

($millions)

Air and Water 

Pollution Control 

Expenditures

% of Pollution Control 

Expenditures Financed by 

Tax-Exempt Borrowing

BEA 

($millions)

McGraw-Hill 

($mi11 ions) BEA McGraw-Hill

1971 77 n .a. 3245 n .a. 2.4

1972 563 3913 4501 14.4 12.5

1973 1771 4938 5687 35.9 31.1

1974 1673 5219 6922 32.1 24.2

1975 2134 6152 6702 34.7 31.8

1976 2064 6336 7713 32.6 26.8

Source: Weekly Bond Buyer, various issues, U.S. Department 
of Commerce, Bureau of Economic Analysis (BEA) 
Survey of Current Business, July issues, McGraw 
Hill, Pollution Control Expenditures; Annual 
Surveys

In permitting the pollution control exception in 1968, 
Congress could not have contemplated this large a volume of 
tax-exempt financing. It was argued at that time that 
private investments for pollution control could justify some 
type of Federal subsidy since these investments produced

239 -
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fo^which^irms terms of environmental improvement

the interest on IDBs used to finance them loss from exempting 
would be small.

Furthermore, whatever their merit in 
reasons for allowing tax free int-prpq^ control „o longer 4ply. i^ce‘t 
control ------- • 7 '

the past, the 
IDBs for pollution

reqUirementsSofeFede?areibeen lffectiveiy'manda ted^Jhe 

regulations compel firms to undertake the desired 
efHc^vTi^n^^ 10nger f-ctions as an

i^est"^™/9^ by leasing the amount of 
interest income which is tax-exempt.

2) It creates economic inefficiencies by encouraging 
^PeS °f i'^tn’ents in pollution 9 9 

control equipment and by subsidizing 
industries relative to others. some

3) It raises the cost to State and local 
?L^rtOWlngein the tax~exempt market 
sector investments.

governments 
for public

The two other types of tax-exempt TDBs that relate to

^ncreaseteconomic6efficienc^^an^reduc^bo taX
maTf^^90^^^ e^P^^

? 1SSUe IDBS in some economically
needed^° promote economic development where it distressed

is most

ofbnnaZi^ ^Y' 15 desirable to limit the use
f?n^ • financing hospital construction. Limits
Jh2 ah gSCe c?n’P^ementary to other proposals included in

tax-exempt 
on such
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General Explanation

The Administration proposal will revise the tax law 
relating to IDBs in three respects. First, it will repeal 
the tax exemption for IDBs issued to finance pollution 
control facilities and industrial parks. These facilities 
will be placed on the same footing as other purely private 
facilities. The proposal will thus restrict access to the 
tax-exempt market to bonds issued to finance activities and 
facilities which are generally governmental in nature, 
thereby improving the access of those bonds to the market.

Second, the Administration proposal will revise the 
small issue exemption by doubling the $5 million small issue 
limitation to $10 million. The proposal will also limit this 
exemotion to IDBs issued to finance the acquisition or 
construction of land or depreciable property in economically 
distressed areas. The utility of the small issue exemption 
will thus be enhanced, while at the same time the subsidy 
afforded by tax exemption will be targeted towards those 
areas in which it is most needed.

Third, as part of the Administration’s Hospital Cost 
Containment program, the proposal will revise the definition 
of industrial development bonds to deny tax exemption to 
obligations issued to finance certain hospitals for which a 
certification of need has not been issued. Under present 
law, obligations issued by a State or local government to 
raise funds for use by a non-profit, charitable organization 
in its trade or business are not generally treated as IDBs 
and are thus tax-exempt. Under the Administration proposal, 
the definition of a taxable IDB will be expanded to include 
obligations issued to finance hospital facilities that are 
operated by such organizations, unless a need for the 
facilities has been established under the relevant provisions 
of the Public Health Services Act or the Social Security Act. 
If a need for the facility has been established, interest on 
the bond will remain tax-exempt.

Any industrial development bonds which can be issued on 
a tax-exempt basis may, at the election of the issuer, 
qualify for the Federal interest subsidy provided for State 
and local government issues under the Administration’s 
taxable bond option proposal. (See TAXABLE BOND OPTION.)

Analysis of Impact

Pollution Control Bonds

It is undesirable to continue financing of pollution 
control investment with tax-exempt bonds because they 
decrease tax equity, reduce economic efficiency, and increase 
State and local borrowing costs.
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Tax Equity.frpp 7ncAmnUP^* existence of an ooportunity to earn tax

more to qain "f r^0^3 • individuals in high tax brackets have 
low tax brackets As1 the^el Tt f Cee a?set tban individuals in 
borrowing ^crea^es* ' V°1Ume °f tax-exemptlow tax brackets. than individuals in

comoared tn t-ho r = «- the interest rates on such bonds 
attractive tn T rat? 011 taxable bonds must ris attractive to investors in lower tax brackets.

”te^if£«ential, in equilibrium, wtw 
suonfin! ?ble b°nds wil1 be determined by the

? f the two hype5 of securities ‘ Y 
schedule of marginal tax rates.

as
to make them 
As a result,
between

relative 
and by the statutory

.. . -In equilibrium thus
bracket buyer is indifferent betweendetermined, ___ ____

holding tax-exempt and taxable
bracket buyer receives a higher 
him to the tax-exempt asset.

assets, while the higher
rate than needed to attract

In recent years,equaiieJont qU31ity ^x-exemp^^ taxable^n^"^1 betWeen 
equal to approximately 30 percent of the 
rate • ---------

s has been
taxable interest

Of “j.r1’
thr^^h"6*^’' b°ndS than froni taxabla bonds. in effect 
the high income investor will pay an impiicit tax, 

interest rate, “ “ 
rather than the

m a lower
securities 
determined

gross

by his marginal
rate 
tax

, reflected 
of 30 percent on tax-exempt 
that would otherwise be

bracket.

If the relative supply 
the issuance ofincrease by

interest rate differential 
bonds will fall,

of tax-exempt 
more pollution

bonds continues to 
control IDBs, the 
end tax-exempt 
on owners of

between taxable 
lowering the implicit tax 

b°ndS Snd increasin9 their windfall gain, 
effective progressivity of the tax system y moving another step awly from the nomina? 
reflected in the

The

statutory schedule of tax

will decrease, 
progressivity 
rates.

Eliminating the use of tax-exempt IDBs 
pollution control
interest i

to finance 
the amount ofinvestments will increase

income subject to tax. The windfall gains to high

the tax system more progr
from tax-exempt interest would Kll, making 

- essive relative to current law.

Economic Efficiency•gnomic trriciency. it may be generally viewed as 
^proper to allow private borrowers to avail themselves of 

While this view is based on a common 
I some firms to borrow at

the tax-exempt market. r “ 
notion of fairness, allowing g 
privileged rates also can have
economic efficiency by 
capital resources.

very harmful effects on
encouraging misallocation of scarce

•* re specifically, any special incentive
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for investment in pollution control equipment 
undesirable efficiency effects in the context

has
of legislated

environmental standards.

The efficiency losses 
kinds. First, because any

from such subsidies are of two 
definition of pollution control

only a limited number ofinvestment is necessarily arbitrary, u..*, - *-------- "7 _
the alternative ways of reducing pollution are subsidized. 
For example, a firm may reduce pollution by changing
production processes or inputs used. However, under curr.nt 
law, only the installation of specifically designated 
"pollution control" equipment -----for 
subsidized financing through

would be eligible for
TDBs.

Secondly, even if firms were to choose to purchase the
the subsidy stilltype of equipment without the subsidy, 

causes an efficiency loss through a misallocation of economic 
The efficiency loss in this case occurs because 

the total cost of production in industries

same

resources.
the subsidy lowers ----- — _
where significant outlays for environmental controls are 
required, thereby leading to relatively lower
relatively higher output in those industries as compared to

The resourcewhat market forces would determine. .
misallocation results from a failure to transmit to t . 
consumer the appropriate economic signals which would induce 
him to purchase relatively less of those products involving 
high pollution control costs.

The proposed elimination of tax-exempt pollution control 
financing will provide firms with an incentive to select the 
lowest cost alternative among methods of pollution control 
consistent with existing Federal regulations. It will end 
the bias towards the defined eligible investments such as 
"end of the line" types of pollution control equipment 
fostered by present law tax incentives, and move in the 
direction of requiring consumers to pay the full cost ot 
pollution control.

Furthermore, efficiency losses from providing a tax 
subsidy for pollution control facilities are much greater 
new plants than for existing plants. Frequently, with 
existing plants, addition of pollution control equipnunt^

for

eligible for a tax subsidy is either the 
achieving environmental standards or the 

absence of a subsidy.

only feasible way of
lowest cost method

even in the

It may 
investments 
fully borne 
*\t the time

also be argued that mandated pollution control
plants already in existence should not be 

by the firm and the consumers of its products, 
the plant was initially built the firm may not 

have anticipated these extra capital requirements, 
original investment was presumably made on the assumption 
that society did not place a *■
not compel firms to reduce pollution.

for

The

highcost on emissions and would
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plant^^in'addMon ?o°taSw!“bsidi« ^r old 

control eauipmcnt inst’linr’ ? *D3 flnancing, pollution 
i.>»<j.- bv°^ j—«»
investment credit. y 8r amortlzation eno a 5 percent

is P^oK^he^^^ p1-ts, ib

raise the investment credit from ®tratlon s tax Program to 
pollution control facilities amnrr■PSdCent t0 10 percent for 
REVISIONS TO the INVESTMEW CREDIT ye8rS
also be eligible for e-J LREDIr.) Such investments may 
The proposed increase in the^n ID^ status under present law. 
will typically more than compensat^th* ?redit t0 10 Percent 
of the interest savings resized h k investor for the loss 
tax-exempt market. 5 realized by borrowing in the

to provide States°and local it i-s^’t^rhiOn ’ S ■taX pr°gram is 
taxable bonds with a Federal sub-idv^•the,?ption of issuing 
tax-exempt borrowing is c Pn ? ln 511 cases *hcre 
OPTION.) The efficiency loss"- from r^t’ T^3LE SOND
tax-exempt borrowing for nolinh ^^ continuing to allow 
even greater under this planar equipment would be
than under current law PTBO i % t3Xabl° bond option (T30)

«.pt „te on
the taxable rate. Because t-ho = u Percent to 6u percent of 
borrowers is thereby increased the^ff’3’0 tO tax-exemPt 
resulting from providing tax PxPinHAffrC1MCy losses 
IDBs are also increased • "• f°r Pollution control
remove pollution control hnndc’e • lle it is desirable to 
under current law, it is even ^om the tax-exempt market 

' it is even more important under T3O.

raises
As the

State and Local Borrowing Coste ait 
t0 us^tax-exempt ID&S for po?lutfcn\n ?lng ?rivate firms 
the cost of borrowing to ta^ an ? 1 ^iP^t
supply of tax-pyemnAp . tate and local governments.
to attract add i t. iona 1 bin vestor ^i^lower ° ir P-icf mUSt fal* 
brackets uu ‘vectors m lower marginal tax
years has had the effect^f^aising^°f IDBs in recent 
State and local borrowers^ it is fo^th •ntereSt rste paid bY 
National League of CitiJs'and th! ^or.this,^ason that the 
Association have consistentlv non Ud1CuPS1 Finance Officers 
pollution control investDe„t\^\h%:^^ ^rket.

Recent studies have estimated < billion dollars of mated that for each extra
tax-exempt issues rise by^to 2 0"basis'po"ntseSt °n

“ —- ‘ In 1977,point equals .01 percent.) 4/ 
for pollution control iDBs wr 
(See Table IIIB-I). Thus, 
tax-exempt interest

(A basis
tax-exempt borrowing 

was equal to almost $3 billion 
rates inhfq5esearch findings imply that 
rates in 1977 were from 15 to 60 basis
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points higher than they would have been 
pollution control TDBs.

if there were no
Using a conservative estimate of 25 

points or 1/4 of 1 percent, the additional annual 

interest cost on the $41.5 .n
basis of non -IDB State and local

^^tli^is^iM will occu for 
the 20 o” more years these bonds will be outstanding. 

Savings of this magnitude will occur i.
from the tax-exempt market.bonds

excess 
each of

upon removal of these

saving is to note that at 
25 basisAnother way of viewing this 

prevailing levels of tax-exempt interest rates, 
points is equal to a reduction in 

At current levels
interest costs of slightly 
of debt service (about $9 

annual interest savingsover 4 percent.
been

rules.

, this amounts to an

issued under the new

El imina.t ion 
equipment would, 
and local public

nf fx-exempt IDBs for pollution control
of t.x thc cost 01 financing State

The potential loss to stat- anatherefore
services.

local governments from continuing this tax-exemption 
likely to become greater in 
for pollution control equipment is

is
because borrowingfuture years, 

likely to increase.

The above analysis of the interest savings to State and 
into account the effects of 

'ernments with the 
subsidized.taxable.bondsh(seexraxable Bond

local governments does not take ---
the proposal to provide State and local go
notion of issuing i— .? Under the taxable bond option,

will be a fixed proportion 
in IDB tax-exempt 

shifted from the

Option). 
interest rate
In this case,
increase the volume

the increase 
of municipal bonds

tax-exempt into the subsidized taxable
of tax-e
unchanged.

of the taxable rate.
financing would

market, but the ratio
xempt interest rates to taxable rates would remain

of providing the 
be increased byThe cost to the Treasury, however, 

subsidy to taxable municipal bonds 
allowing pollution control IDBs to 

relatively larger __ 
implies a larger volume of 
subsidy payments are requirea of the 

control bonds from the 
Federal

The cost would
rema in in the tax-exempt

market. Since
tax-exempt TDBs
issues, greater

Removing pollutionTreasury. ----------- - - t c
tax-exempt market will, therefore
of maintaining the

supply of municipals or
Jj taxablesubsid ized

, reduce the costs

taxable bond option.

Other Industrie 1 Development Bone Provisrojts

Small Issue IDBs.
issue IDBs are frequently used by

The $1 million and S5 
and

million small
localities to

promote economic dev 
their use is available to everyone, 
potential benefit to one locality in
their use

lopment by attracting new plants, 
however, then any
attracting plants is
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cancelled by the use of IDBs by other localities. For this

dH!ar°limiromi^dlStreSS' U iS proP°sed to extend the 
for tax-£^

uqZanf*F1Ch d° nOt quallfy as economically distressed the 
entirely!X~eXemPt Sma11 iSSUe ID3s wil1 be disallowed

channeling the tax subsidy to areas currently experiencina

„ent, anunwarranted extension of the privilege of tax-exempj 
s s"e

f£r^oAa£ costs of state '»a
Hospital Bonds. Finally, it is desirable to limit the

honrta n°" KC°flt charitable organization. Thus, many 
f°"uiif?rr„rV !“! and 10Cal to finance

^f^r^'ta, 
been is’uea directiy

hosoltal JnJno''’'-0"1’ c0"ce'"ed th»t excess expansion of

F r r -----1-
coUttac-h^THtTLn^^a^a!
pemt^E^aSi^^-r^LT-n

Effective Date

nKi ir.^?-9ene^alr the ProPoseo changes will apply to 
caos e
i--VSfl'&*U^?os„T^^ - the
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"spendable proceeds" (as defined in Proposed Treasury 
Regulation 1.103-14(b) (iii) ) will have been expendcc w thi 
three years of the date of issuance of the obligations.

Revenue Estimate

Change in Tax Liability 
($ millions)

Calendar Years

1979 : 1930 : 1981 : 1982 1983

26 30 138 198 260

Technical Explanation

The tax exemption for small issues of IDBs provided by 
section m(bf W of the Code will be amended to provide 
exemption only for issues the pr^eeds of which are used 
the acquisition or construction of land or deprecia

inT-? S 'identiiy these 

areas with chronic unemployment problems which ore 
attributable to an inability to absorb employable resident 

workers.

In addition, the proposals -111
IKwS^Oo'Uran ieierenees to SS,000,000, and by deleting 

. ■ imihi (41 (F) (relating to pollution control

exemption from industrial development bond treatmentfor

247



294

^^cXa^th*1^68 has been issued under section 

Sec^it^c!!?5
1523 of

Social

Footnotes

K ^^Congressional Record, volume 114, Part 7, March 28, 
1968,

in
amendments), and Federal Wate^Pn??^ • (1970) (prior t0 1977
Amendments if 1972, Act

Policy ResolutionPad^ted^p^ii f Association
and .National Municipat Polky n "°ntCeal> Canada;

-t

Policy SimulationsPWith°f Municipal Bonds:
Federal Reserve Bank J? Boston? 1

Changing Conditions in the Market for qt t ' ^terson» 
Government Debt," Joint Pro™™ foF stat0 and Local 
16, 1976; and ciorqe E Pe?e™ Co™\ittee Study, April 
Exemot Pi„=L ? E* Peters°n and Harvey Galper, "Tax 
exempt Financing of Private Tn^nt, H ' lax
Investment," Public Policv velum JVTTTO11“tlon Control 
Number 1. FOUcy, Volume XXIII, winter 1975,
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IV
Tax Treatment of Business

IVA.

CORPORATE TAX RATE REDUCTION

Present Law

Under present law, the corporate income tax ^es are 20 
percent of the first $25,000 of corporate taxable income, 22 

percent of the next $25,000 of taxable ^ome and 48 Percent 

of all taxable income in excess of >50,000. These rates 

be in effect through taxable years ending in 197b. F 

subsequent years, the corporate rates are scheduled to become 

22 oercent of the first $25,000 of taxable income and 4d 

percent of taxable income over $25,000.

Reasons for Change

Two major objectives of the Administration's tax 

proposals are to promote long-term capital formation and to 

strengthen and maintain the current economic recovery, 
achieve these objectives, it is necessary to reduce the 

effective rates of tax on income from capital to provide 

business with additional incentives to invest.

A reduction in the corporate tax rates will achieve the 

objective of stimulating capital formation in two ways. 
First, the reduction in corporate tax liabilities will have 

an immediate, favorable effect on corporate cash flow This 

will facilitate the financing of higher levels of Ccpit~ 

spending. Second, the reduction in tax rates will increase 

expected after-tax profits for any given investment project. 

This higher expected profitability on investment 

constitute a significant incentive to corporations to 

increase planned capital appropriations. since
these higher after-tax earnings may be expected to lead to 

either an increase in dividends or a more rapid anticipated 

qrowth in share prices, the stock market should be favorably 
affected" and corporations will find it somewhat easier to 

obtain external equity financing.

The proposed extension of the investment tax credit to 

industrial structures, as discussed below, will also help to 

stimulate investment. However, there are specific reasons 
why it il desirable to include corporate tax rate reductions 

in the package as one of the principal tools for stimulating 

capital formation:

1) A change in the corporate tax rate structure is the 

most straightforward method of reducing the tax buroen 

on the return from corporate investment.

2) Not all corporations will receive significant 
benefits from the proposed extension of the investment
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tax credit to structures. Reduction of the corporate 
benefits from th^^sin^ss^fx'cuJs?5 tO reelize sometax rate will enable all

tax °f he enblre Proposal, the corporate
caoit^ reductions are required to prevent a shift of 

Y corP°rate investments. Given th- 
eduction m the personal income tax rates included in 

Package, maintenance of a rough balance between 
form^ nF cor?orftc equity income and taxes on other 

ins •"

General Explanation

of SSO non or an tcxable income mor >^u,uuo. Effective January 1, I960, the 
taxable income in excess of $50,000 will be 
reductions will be permanent.

excess
tax rate on
44 percent. The

Revenue Estimate

Change in tax liability 
($ millions)

Calendar Years

1978 : 1979 : 1980 : 1981 : 1982 ; 1983

-1,349 -5,965 -8,516 -9,228
-10,010 -10,764

These estimates are based on 
the present rates. permanent extension of

Technical Explanation

section 11 ' 1978 tne normc] t?x Wosed by
tn- first^ f 1Ch currently is 20 oercent of
U e n ^ ° tax;,ble ^co^ Plus 22 percent of

of thi%i?srh5%00C^^ Wil] bcco^ 18 Percent 
taxable incom^""^^ o^ 2° °f
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The surtax imposed by section 11(c) of the Code, which 
^urtb^ed^^n^ 

will become effective January 1, 1980. The surtax exemption, 
which currently is 550,000, will remain at $50,000.

1978, the corporate rate will 
20Thus, effective October 1, . ...

be 18 percent of the first $25,000 of taxable income, 
percent of the next $25,000 and 45 percent of taxable 
in excess of $50,000. Effective January 1, 1980, the 
rate will decline to 44 percent.

income 
top

yearin the case of a corporate taxpayer whose fiscal . 

si?

taxes based on the application to its fuH a %
income of the rates in effect before and after the date of 
the change, and paying a tax that consists of a portion of 
e5ch tentative taxdetermined by reference to the number of 
davs during the taxable year to which the old and new rates 
ponlied In other words, the tax rate for the entire year is 
a^weighted average of th4 tax rates applicable to the pe rods 
before and after the rate change with the weights being the 
number of days in the year before and after the change.

calendar year corporation has 
Under present law, its

suppose a
taxable income of $100,000 in 1978. Under present law, its tlx lilbili™ for the full year would be 20 percent of the 
first $25,000 of income ($5,000), 22 percent on the next 
$25,000 of income ($5,500) and 48 percent on all taxable 
income over $50,000 ($24,000) for a total tax of 534,500. 
Under the proposal, the full year' s tax 
corporation will be 18 percent of bhe first $25,000 of 
taxable income ($4,500), 20 percent of the next $25,000 of 
taxable income ($5,000) and 45 percent of 1;^me 0Ver
$50,000 ($22,500) for a total taxliabilityofSl^OOO. 
There are 273 days in the transition year before the 
effective date of October 1 , 1978, and 92 days on or after 
that date. Therefore the tax on the corporation for the 
transition year will be equal to 273/365 of >34,buu 
S25 804) Plus 92/365 of $32,000 (or $8,066). Thus, the 
KI ye“? corporation*, tax liability on S1O0.000 ot 

taxable income in 1978 is $33,870.
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IVB

INVESTMENT CREDIT

Present Law

t?e
1U percent from 7 percent as of Januarv lone . .

the credit is scheduled to revert in effect t« a
January 1, 1981.) ln ettect» t0 4 percent on

eonsiM.’SrSZp^uK'U^W J tor the -vestment credit 
life of three nr mAro . Property having an estimated useful

Property or other
heavy machinery) th?r ic H y jsucn as fixtures and productive p^U^'b^^V nd"JKr'XF th' 
components, however, do not quelify £or the “red"!

equipment over a 5-year period in lieu of 
equipment over its useful life. However 
control equipment ---- ■ ■ - '
investment credit 
equipment.

is amortized under this 
is limited to 5 percent

depreciating the 
if pollution 
special rule, the 
of the cost of such

The amount of
any year may be

sr-

v“c-”?-yi^nity 
SimSepo^rs^^rr^

t»r:dsx r«^e r:" ?"d

was placed in serviced 1 ' th yesr ln whlch the asset

Reasons for Change
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incentive to capital investment. However, the unavailability 
of the credit for investments in industrial buildings has 
impaired somewhat its utility in promoting investment in 
long-lived manufacturing facilities.

As first proposed by the Treasury in 1961, the 
investment credit would have been available for investments 
in industrial buildings. However, while the Congress was 
examining the Treasury's 1961 proposal, it became apparent 
that investment in equipment, by historical standards, was 
lagging behind investment in non-residential structures. y 
the end of 1961, equipment investment had still not regained 
the peak level (in real terms) achieved in the third quarter 
of 1957, while investment in non-residential buildings ha 
surpassed its earlier peak during I960. Thus, the Committee 
on Ways and Means concluded that buildings and their .... 
structural components should not be eligible for the credit: 

"The credit is available for investments in most 
tangible personal property. It is also available for 
limited types of real property, other than buildings. 
The greater emphasis is placed on equipment and 
machinery because it is believed the need for such 
investment is the major requirement of the economy. 1/ 

The decision in 1961, while appropriate at that time, 
has had a distorting effect on the composition of business 
fixed investment in the United States. While annual 
expenditures (in current dollars) for total fixed investment 
have increased by some 295 percent since 1961, expenditures 
for industrial structures have increased by only 145 percent. 
Moreover, during the recent cyclical recovery Phase, annual 
expenditures for industrial structures have actually 
declined, while other investment expenditures have mildly 
increased. These developments are reflected in Table IVB-1.
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Table IV3-1

Comparison, in Current Dollars, 
Business Fixed Investment and for of Outlays for Total 

Industrial Structures

Business • Expend i turesFixed : for IndustrialInvestment ;
1960 - 61

Structures — i n n ----------
1960
1961 100.6

1 u u___

101.3
1962
1963
1964

77.4
108.1
113.1
125.9

98.7
100.9
103.2
126.6

1965
1966
1967
1968

150.3
171.8
173.2
188.3
208.8

201.3
259.2
235.4

1969 213.9
240.9

1970
1971
1972
1973
1974

211.9
219.5
246.5
286.9
317.8

232.2
192.6
166.1
221.7
280.7

1975
1976
1977

314.6
341.7
395.6*

284.8
255.1
245.6*

Office of the Secretary of 
Office of Tax Analysis

the TreasuTy January 19, 1978

* Based on first three quarters only 

Source: Survey of Current Business.

256



301

The decision in 1962 to deny the investment credi - t 
buildings was also based, in part, on the 
oepreciation for Federal income tax purposes afforded 

depreciation ot structures. Deprecation 
recapture rules have been extended to real P^P^ty J* the 
proposed elsewhere in the President's tax P^™ ^a*the 
rules governing depreciation of buildings be ;n^[dE^ATE 
conform more closely to economic reality See ^AL ESTATE 
DEPRECIATION. Thus, inoustrial buildings will 9
enjoy the exceedingly favorable depreciation treatment 
available in 1962.

industr ia

Accordingly, it is now appropriate to Aments in

of current tax law against balanced programs of industri

pJeSenJ law by the need to distinguish between equipment, for 
which the credit is available, and buildings and their 
structural components, for which it is not.

The investment incentive provided by the credit can be 

^^s'^i-eswenc

tax accounts with no compensating gain to eitner 
nr the Treasury. Relaxing this limitation would thus

e^t., 

and promote economic efficiency by in
^e“Mtru^p"s^

amounts of eligible investment.

- 257 -
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PresidAnt^1!' h°WeVer' be incompatible with the goals of the

to olimlnetAh.t

“HSiSTw °ffsei “p i°90 »""»•»»

incentive effect of the credit and is undesirable 
1®rly when the rate of capital investment Is

To reduce further the rising cost of compliance with 

to

”--ri"u"cU9
additional*1^' f°C ellglble taxpayers, the benefit of the 

tax-exempt financing. See INDUSTRIAL DEVELOPMENT BONDS.

General Explanation

its

Jade i^new ?Xtrill^id^^^^ eligible investments ‘ 
to rehabilitate existing bidings! 38 investments mada

F P Fp°^‘°-— orenergy, gas, water or sewage disposal services, or if the
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building constitutes a research facility used in connection 
with any of these activities. Thus, for example, buildings 
used for residential purposes (e^., apartment buildings, 
hotels and motels), commercial buildings (ej., 
buildings and retail stores) , and bu11^® 9
or distributional purposes (e^., warehouses) wl“ 
industrial structures eligible for the eredit Bulk storage
facilities (e.g., grain storage bins and oil storage tanxs) 5m conttndH* bl eligible for the credit. This change in 
general will be accomplished by deleting the provision o 
present law that specifically excludes a building and its 
structural components from the definition of proper y 
eligible for the investment credit.

Because property eligible for the credit is generally 
subject to the depreciation recapture rules applicable to 
equipment rather than the less stringent ij®
real property, buildings for which an investment credit will 
now be allowed will also be subject to the depreciation 
recapture rules (section 1245) for equipment.

The provision of present law that limits the current 
5c?n

becomes effective (See Effective Dates), airlin 5m 
and public utilities will remain subject to the special 
limitations ot current law. Permitting the credit to offset 
90 percent of tax liability will both strengthen the 
incentive provided by the credit and simplify its 
administration. In addition, a uniform percentage limitation 
on the u5e of the credit will eliminate the inequity of 

law that allows a complete offset of tax liability 
the use of investment credits; the investment credit 
longer be permitted to offset completely the first 
of tax. 2/

present 
through 
will no 
$25,000

To 
capital

assist business enterprises in making long-range 
investment decisions and to encourage long-term 
formation, the 10 percent rate ofthe investment

Investments in public utilitycapital ---------
credit will be made permanent.
property will remain eligible for the permanent , 10 percent

credit.

investments in pollution control equipment will be 
Pliaible for the full 10 percent investment credit, even it 
an election is made to amortize the cost of such equipment 
over the special 5-year period.

Effective Dates

Industrial structures placed in service after . .
December 31, 1977 will qualify for the investment credi , 
only to the extent of the portion of the adjusted basis of
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sueh structures properly attributable to construction after 
that date. Otherwise eligible expenditures to rehabilitate 
existing industrial structures will also qualify for the

°nlY the ?xtent of the adjusted basis of such 
December !ir°977!Y attrlbutable t0 rehabilitation after

For taxable years beginning after'December 31 1970 t-h«‘""’“'"t credit e“r^vek 
years) will be usable to offset up to 90 percent of a 
afterYDecemberb31 lt197«r /Or taxable Y^rs beginning 
alter December 31, 1978, investment credits will no longer be 
Theseachana° ^P^tely the first $25,000 of tax.
utilitiSZ tO a11 taxpayers, including public
utilities, railroads and airlines.

rf>vcrbT^e percent rate of the investment credit will not 
permanent. PeCCent °" JanUaCY b 1981' but wil1 be ^e

Certified pollution control facilities eligible for the 
5"year amortization period will be eligible for the 

DeiLb2rP7iCe?977nVeSt?entcredit' Provided that as of 
December 31, 1977 no election has been made to amortize such 
equipment over the 5-year period. ortize such
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Revenue Estimate

Change In Tax Liability 
($ Millions)

------- ------------------- Calendar Years

1978 : 1979 : 1980 : 1981

Extend 10 
percent 
investment 
credit to 
structures -1147 -1443 -1714 -1942 -2153 -2354

Full
Investment 
credit for 
pollution" 
abatement 
facilities - 142 - 93 - 107 - 127 - 115 - 144

Change 
investment 
credit 
limit to 
90 percent 
for corpor­
ations - 882 - 576 - 114 - 194 - 205

Change 
investment 
credit 
limit to 
90 percent 
for in­
dividuals 52 58 64 71 79

Note: These estimates are based on permanent extension or rue xv k— 
investment credit.
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Footnotes
1/ House Report No. 1447, 37th Cong. 2a Sess. (1962) , at 9

(section 40 of the Code) 
used to offset the first 
percent of tax liability

tax liability^"^^^^^^1*! m£y °f?set 90 percent of 
/xn/ppiy to the work incentive credit 

^nCn'nUnder prcsent law, may be 
$50,0u0 of tax liability plus 50 
m excess of $50,000.
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IVC-l

SMALL BUSINESS

INTRODUCTION

The corporate tax cuts ^scribed elsewhere i £

ptopossl

second proposal will simplify «'X ” stock
^^"Sess^^ 

for him to aeduct his loss s. virtually
by"^ reduction in corporate

rates.
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IVC-2
liberalization of SUBCHAPTER s

Present Law

entit^s^h^rV^ * ^ration as an 

earned b/a corporation is taxed to^he®™1^®’ • Income 
distributions are HynH fu . ° corporation and 
the tax liability of the cor Jorat ion^1^ eCS ’ Losses affect 
shareholders. Under Sub-haoter V L bUt nOt that of the 
domestic coporstion
corporate income tax. Instead L •P y th re9ular 
is taxed to the shareholders whether it°^ d- corporation 
dividend or retained hv rhl wnett1er it is distributed as a 
shareholders are allowed £o deduct^oss^ In addition' th* 
corporation. This results in e « 1 T sustained by the 
taxation similar to that: of r n ? Way' in a of
available only to small corner^nerships. Subchapter S is 
that are essentially similar to partnerships?*16 Structures

Reasons for Change

taxation of corporate income l,rh ^rpSUlt ft0"1 double 
favoring debt over eau v fL distortions include 
earnings in corporate solution end' ?"necessarY retention of 
partnerships for cenain S'n b widespread resort to 
Therefore, it is ap^ro^iate L bUSlneSS activities, 
eliminate unnecessary Carries to^t^ SUbCh:pter S to 
arise from the fact that the "nh USe‘ Such barriers 
revised since enactment reLfn P^F S rules' though 
misunderstood in ways that lead c°mplfx and are frequently 
Complexity in Jhis area i- ,^ad fc° “"tended hardships.
smanTer S generally is°limitedUt" and^s51'beCaUSe 
libeLliz^r^hap^0^1"9^' the propo3al best suited for, 

simplifies and

General Explanation

n u ------ of rules
s^ll business corporation unde

thtee aeis

Of shareholders an^relax^erta i^othe Pe^mi^ed number 
shareholders of a Subchapter S rnrnth f■reStr lctions on the 
liberalize the rules gove^nina ReCOnd' ifc will
election under Subchapter s ^6 ^( 2 9nd termination of 
treatment of losses sustained k d lt: wil1 liberalize
Under present law, a shareholder•c $ubchapter S corporation, 
cannot exceed his i^ 1 \ deduction for losses 
proposal will permit rhe corP°ration. The
over tc subsequent taxable years^” t0 carry excess losses
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Effective Date

In general, the proposed changes will

in taxable years beginning after December 31, 1978.

Revenue Estimate

This proposal will have no significant revenue effect.

Technical Explanation

(a) Eligibility for Subchapter S Election

The proposal will make it easier for a corporation to 
qualify under Subchapter S.

Number of Shareholders. Under P^sent law, a 
corporation (with certain~xceptions) must have ten or fe 
shareholders to qualify as a small business corporation 
(section 1371 of the Code). Under the proposal, a 
corporation can qualify if it has fifteen or fewer 
shareholders.

Certain Trusts Permitted as Shareholders. In general, 
ores ent law requires the shareholders of a qua 11 f y i n g smal 
S.to be individuals.
provided for grantor trusts and voting trusts, ano ror 
transitory ownership (for a period of not more than sixty

transfer stock to a testamentary trust except on a transitory

trust. Similarly, an inter vivos grantor trust that now 
qualifies as a shareholder will continue to qualify after the 
arantor's death. A qualifying trust will be required to

a present interest in the trust income will be treateo 

IK3&, » to

Husband and Wife as One Shareholder, ^he rules treating
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requirement that the stock be community property or be held 
common?1 tenantS' tenants by the entirety, or tenants in

Election to be Taxed Under Subchapter S

Subchaote^UqeL^°yern.n9 ?lections to be taxed under 
^chapter S and terminations of such elections (including 
restrictive ^Tb1?^0?5’ a^ unduly complicated and 
restrictive. These rules will be simplified and liberalized.

Time for Election. UnderSubchapter s .ay b. .ade for', Stable ye^ af any"^e “niS" 
durrng the first .oath of the year ox .^y the
preceding month (section 1372 (c) of the Code) For a corporation the first month if the KXs 
b.gin until the corporation has shareholders; acquires 
UnU«\nr begins doing business, whichever occurs first, 
does not haJe^b 1S terminated, it continues in effect and 
woes not nave to be renewed annually.

.. that an election may not be made more
t?an 3°pdayS bef°re the beginning of a year is an unnecessary 
^aP- For.examP1O' a corporation that has decided to make an 
f^ion m°nths before the first day of the year may 

vertently fail to make the election in a timely fashion.
This possibility will be eliminated by permitting the 
corporation to make the election at any timbefore the beginning of the taxable year. Thus, if e corporatio^ 
year 1980° i^wiSf J^’b^ eleCt SubchaPter s for calendar 

will be able to do so immediately In
30? WiU be Permitted f°r 60 (instead of
30) days after the beginning of a taxable year.

Termination of an Election. Under present law, 
first"dav°ofiS generally retroactive to the 

en ? X

I „ the
of fh! r termination will generally take effect on the day 

?n9en?9 event. However, this rule could enable 
taxpayers to cut short an electing year — oartirul1v -n 
wh^i31 electlng year ” prior to the realisation of income 
T^erefo^Th?™103?” b° P*SSed tbrougb to shareholders. 
Jm^kTeffe^T^^ the firSt year °f an el*Cti°"

Election following Termination. if an election is 
erminated, present law precludes the corooration (or its 

vea^afSIr !b°m/Sking a new Section until the fifth taxable 
new election?6 termination (uniess the Treasury consents to a 

xhis rule has caused difficulty in cases of
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cases, the termination 
for a new election, 
reliance on the old

inadvertent termination. In many such 
is not discovered until it is too l^te 
Moreover, the corporation has acteo in 
election. Therefore, under the proposal, 
terminated because a corporation cease « - - it owns

tn.
be treated as a binding request for consent - 
election. In determining whether to grant such a 
the fact that termination was inadvertent

if an election is

(e.

account.

(c) Net operating loss carryover

tinder oresent law, a shareholder may deduct losses 
sustained b?" Shchapier s corporation to the extent oi hrs 
adjusted basis in stock and debt of 'he «rpor“ron.^ 

X^ent't^e ?:I""eTh«ef«e. if a 

rate share of the corporation's losses «'“^uctlble’ „nd„ 

Kr^oSu^./^ b.co.e deductible by
the Shareholder in obsequent years to th. extent^of^^ 
sugjequent increases rn th^sharehold.^e ptescnt ( 

subsequent year .

Subchapter

d“

■k»LR^Sv" uS carryover is.allowed as a deduction, there will 

be a corresponding reduction in basis.
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JVC - 3
Depreciation for Small Business

Present Law

depreciationreither1on'thetbasiseof9therallt 'maT clsim 
circumstances" bearing on his Partlcular "facts and
or under the asset cipated use of the property(-ADR-). SSet dePreciation range and class life system

A taxpayer claiming depreciation >.u .
and circumstances must estimate th* e 2 the basis of facts 
value for each item of depreciable on J llfe and salva^ 
or business. This can hr a Cu property used in his trade 
for the taxpayer. Moreover umbersome and inexact process 
frequently reexamined bv audin taxpayer's estimates are 
Revenue Service, and anv dic^r a$9nts of the Internal 
estimates and the taxpayer's ^ncies between their 
attention being devoted to these factual matters^ 

presi^™s^^ with

use of ADR depreciation permits^*?9 A°R aepreciat ion, the 
assets on the basis of or!se^hJ t5xPTlto depreciate 
challenged by the Internal Rpv useful lives that cannot be 
substantial other benefits ^^Service and offers 
DEPRECIATION. On the other hfn^ S™PLIFICATION OF ADR 
number of formal account *DR System imposes a
may differ from a taxpayer's past depreciation ^ract ices^ 

Reasons for Change

edoptit. ^However? wh th°Se Wh°

with depreciable assets of si hLi7% °f corP°rate taxpayers 
1974, only 0.36% of coroora$te taiJ-v2r?r ^ elected ADR in 
in depreciable assets elected ADRin that^O0'000 or iess 
for simplifying the ADR system sLn?/^ _The P^posal
businesses to adopt ADR. ^ow^ve? it i = V 9* mor“ s:naller 
allow the smallest taxpavers tn * also £PProPtiste to 
which the ADR system allows withoutai” the • benefits 
system which, while simpler i i?s them t0 ]earn ?
depreciation based on facts ana Ultlmate operation than 
strange and complex to small h Slrcumstances, may seem 
bookkeepers. 11 busin«smen and their

General Explanation

be au^u^^u^ the -n
depreciation by small bus^ne^es'!9^^
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qualifying small businesses will be permitted to depreciate 
their assets on the basis of prescribed useful lives that 
cannot be challenged by the Internal Revenue Service. The 
electing small business will be able to adopt a useful li 
within the same 20 percent range above ^d below the 
prescribed life as is permitted under the ADR system. For 
example, if the prescribed useful life for furniture is 1 
years, a taxpayer will be permitted to compute depreciation 
on the basis of any period between 8 and 12 years.

A simple table will be published to help taxpayers 
determine the range of useful lives over which they can 
depreciate their assets.

Small businesses electing to depreciate assets on the 
basis of the prescribed useful lives will be able to ignore 
salvage value in claiming their depreciation deductions (as 
will taxpayers who elect the new simplified ADR system).

Small businesses will be permitted — bu^ 
— to adopt a convention (the 'half-year convention ) 
will enable them to begin computing depreciation for all 
assets placed in service during a taxable year from the first 
day of the second half of the taxable year (July 1 for 
calendar year taxpayers). If a small business does not elect 
the half-year convention, it may claim cepreciation for each 
asset from the date that asset was placed in service during 
the taxable year.

Unlike taxpayers who elect the ADR system, qualifying 
businesses generally will not be required to participate in 
any special information gathering surveys, ^en they are 
required to furnish information, it is expected that the 
surveys will be conducted in a manner consistent with the 
limited professional resources normally available to small 
businesses.

in all other respects, taxpayers will be able to 
continue to depreciate their assets as they have done in the 

past.

& qualifying business will be any business yh°se 
depreciable assets have an aggregate initial cost of $500,00° 
or less. For this purpose, only assets for which pre|c 
lives are in effect will be taken into account. The $500,00° 
test will be applied at the level of the business (for 
example, at the partnership level rather than at the level o 
each partner). Special rules (similar to those now 
applicable for purposes of the Jobs Credit) will be applied 
to prevent the division of a large entity into a number of 
smaller ones in order to take advantage of this provision.

The opportunity to take advantage of this special 
depreciation system will be available to more than 90% of all 
corporations, partnerships and sole proprietorships.
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Effective Date

The special depreciation
provided by the proposal will 
property placed in service by 
beginning after December 31,

system for small businesses
be applicable with respect to 
the taxpayer in taxable years 

1978. It is expected that

Revenue Estimate

The proposal will have no significant revenue effect
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I VC-4

SMALL BUSINESS STOCK

Present Law

Generally, the full amount of an ordinary loss is 
allowed Is a Eduction under present law. On the other hand, 
an individual may deduct capital losses only to the extent of 
capital gains plus $3,000 of ordinary income. Moreover, 
$2,000 of net long-term capital loss is required to offs 
§1,000 of ordinary income. Thus, at most $6,000 long-term 
caoital loss can be used to offset $3,000 of ordinary income t^lll %Ir. Unused capital losses can be carried 

over indefinitely to future taxable years.

a dealer, aUnder present law, unless an individual is 
loss on stock is generally treated as a capital loss. .
However, an exception is provided fo\ loiVltllk is
A loss sustained by an individual on section 1244 stock is 
treated as an ordinary loss, up to a maximum of $25,000 
anv one year ($50,000 in the case of a husband and wife 
filing anoint return). This exception is designed to 
encourage investment in small business by decreasing the risk 
of such investment.

The exception applies only if the stockholder is an 
individual (and not a corporation, estate, or trust). i 
stockholder may purchase section 1244 stock in his in ivi u 
capacity or in partnership with others. However, the 
exception applies only to losses sustained by the original 
purchaser If section 1244 stock, and not to losses sustained 

by any subsequent purchaser.

Section 1244 stock must be common stock in a domestic 
corporation. Furthermore, section 1244 stock must be issued 
pursuant to a plan adopted by the issuing corporation, and 
must be issued for money or other property (not including 
stock or securities).

Two additional requirements are imposed in order to 
limit the benefits of section 1244 to small business. Firs , 
a corporation may not issue more than $500,000 
section 1244 stock. Second, the total stock offering P 
the equity capital of the corporation may not exceed 
$1,000,000. Thus, a corporation whose equity capital exceeds 
$1',000,000 cannot issue section 1244 stock.

A further requirement limits the benefits of section 
1244 to operating companies. Under this requiremen , 
five years before the taxpayer sustains a loss on hrs stock, 
tSZ corporation must derive more than 50 percent o its gross 

. income from sources other than royalties, rents, divid.nds,
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securities31™11^163' a"d sales or exchanges of stock or
Vr M X X L 1 v □ e

Reasons for Change

maintain^a Capital tO "^rnize and to

contribute fully to^hrwell-being^f1 P6™^ them tO 

small business in raising the capital 

steps should be taken to decrease the 

small business stock.

the economy. To assist 

it needs, additional 

risk of investment in

General Explanation

rules relating to 

corporation will be

The proposal will liberalize the 

section 1244 stock. A small business

maximum amount allowed as an nr^inar„ i H . iaw- The

the amount allowed under present Cm ?lso d°"ble

«;.?!»““;.Fsp ’ls° 

business eorpo„tlo„s to issue IsJtUn n.J stocJ

Effective Date

Revenue Estimate

The proposal will have no significant revenue effect. 

Technical Explanation

be liberalized' tTh/^leS i61ating to section 1244 stock will 

will be relaxed. ‘J corporat ion^ill ’"h6 iSSU^ng corporation

eliminated!?6 —ion^s

,In addition, the requirement of a plan will be 

eliminated. AH stock issued during a taxable ear of the

r°Ck if worth

i:~; olZthls otwas Issued T ^^ation paid for the stock at the time it 

JL'SSos: s ‘o“b“ ^.’“b^s'^sn 

stum 
_ ’ t , ■ For example, assume that the
aggregate worth of all sto_ck ^ued by a corporation is
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In the absence of such a special ^esig treat two
shareholder who purchases stoc. section 1244 stock.

only ^"Ses «?H be treated as section 

1244 stock.)
Further, a loss sustained by an individual on section 

1244 stock will bo treated as an «se of a
£“5 andrite"? 11 ing"? tW‘C'

maximum amounts allowed under present l*w.

- 273 -

22-302 0 - 78 - 21
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IVD - 1

CORPORATE PREFERENCES

REPEAL OF DISC

Present Law

A Domestic International Sales Corporation (DISC) is a 
taxationC°rof£e?it estab“shed to shelter export income from 
taxation. Often it is only a paper corporation with no 
employees or real business activity. The profits of a DISC 

xt,?"3 ?the °isc’ but DiscbeTsmXa 5“Ch Pr°f‘tS T ■iee.ed to

The shareholders of a DISC (typically a parent 
receiv^a^anSial d® *d °Peratin9 company) are deemed to 
receive an annual dividend equal to a portion of the DlSC'c 

ThlS deemed dividend is fully taxable to the 
shareholders. Federal income taxation is deferred on the 
remainder of the DISC'S profits. Because the tax is deferred 

lndtelyeand because the Parent can use the DISC'S 
doeaine^ P*;oflts to finance its own export activity, the 
deferral of taxation is in effect equivalent to exemption, 

of a the.deemed dividend was fixed at one-half
Proflts- However, the Tax Reform Act of 

1976.r®d?ced DISC benefits. The incremental provision 
adopted in that legislation limits DISC deferral to one-half 
of export profits in excess of 67 percent of average export 
profits over a four-year base period. For taxable years 
1972nth™ "h through 1979, the base period years are 
will In ?h 197^- In 1980 and thereafter, the base period 
will move forward on a year-by-year basis. P

A DISC usually acquires goods from its parent 
corporation or an affiliated corporation (a "related 
supplier ) and sells them abroad. tlk„llol.4,ely, 
a^fc as a commission agent on export sales.

Alternatively, a DISC may

DISC does nothing Even if
, paper profits are allocated to it.

and He used for allocating profi s between a DISC
its related suppliers is an important part of the DISC 

statute. The allocation is achieved through special 
intercompany pricing rules permitting the DISC to realize 
profits which do not exceed the greater of:

■ Sal . ? Pefcent of the qualified export receipts 
attributable to the sale of export property plus 10 percent 
of related export promotion expenses," defined as ordinary 
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and necessary expenses incurred to obtain export profits;

(b) 50 percent of the combined profits of the DISC and
its related suppliers attributable to exports, plus 10 
percent of related export promotion expenses;

(c) profits based on an arm's-length price.

These

Neither the 4 percent method nor the 50 percent method 
may be applied in such a way as to produce a loss to the 
related supplier while the DISC is earning a profit. These 
special rules serve, however, to allow U. s' 
allocate more income to a DISC, and thus to defer a g 
pJrtioJ of their total tax burden, than they could under the 

normal arm's-length rule.

Reasons for Change
The principal objectives of the Revenue Act of 1971 were 

■fn increase our exports and improve our balance or 
payments." 1/ To help accomplish these objectives, the Ac 
added the DISC provisions to the Internal Revenue Co e.

The contribution of the DISC legislation to 5^ promo­
tion of exports has, however, been minimal. A 1977 Treasury 
DepartmentPreport to Congress estimates the net effect of th 
DISC program on 1975 U.S. exports to have been between $1 
billion and $2.5 billion, less than 3 percent of total U. . 
exports of $98 billion for 1975. This estimated increase in 
exports attributable to the DISC program eworts
cost of $1.2 billion in tax revenue. Although U.S. expor 
have increased dramatically since the enactment of the DISC 
legislation, this expansion is largely attributab e 
factors, including major dollar devaluations, inflation of 
export prices, and a sharp increase in the real volume of 
world trade associated with a rapid rate of real economic 
growth, especially in the Mideast.

The balance of payments arguments originally advanced in 
support of the DISC legislation are substantially weakened 
under a system of flexible exchange rates. To the extent 
that DISC promotes exports, it lessens the depreciation 
the dollar in foreign currency markets. Aithough sudden a 
abrupt depreciation may be undesirable, a slower and mo 
orderly depreciation encourages U.S. companies to export 
and import less. The balance of payments adjustment Process 
may take time, but it does take place. Between 1971 and 
1977, the U.S. merchandise trade balance has swung from 
deficit to surplus to deficit to surplus and now back to 
deficit again. DISC is thus an anachronism in a world of 
flexible exchange rates, and a costly and wasteful 
anachronism at that.
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billion increase in loan guarantees by the Ex—Tm 
clearly preferable to DISC. Not only can e!- are u
more effectivplv aimnH -»*. j an Bank loans beoVis!«po„s ux

transitional problems of balance of payments adjustment.

the 
ecjut” ^.^.fof -

ss=s 

thf rl, P d h St Of the DISC Program. Nevertheless 
I . ' °f the DISC Pegram once again exceeds a'

billion dollars per year, with little evidence that This 
money is being wisely spent. evioence tnat this

beneficiTrt^ reductions, DISC tends to make its

™«n:8,.^S«he!PS ‘I"1’' «tu.ny harm.

JXe of ors?“ ;x°ut of.’U Proportion to the dubious 

DISC is well-founded. The DISC program should be repealed.

General Explanation

be"efits granted to DlSCs and thei 
to be phased out over , -------r shareholders are

a three-year period beginning in 1979and ending in 1981.

The phase-out ofinerei T„phTSUf SKM *

deemed to distrihnbn cc □/, enaing ln 1^/9, DISCs will be 
s:b^r ^Eoc

1/3 Percent. DISC is repealed for the first
rStsJVK'e^S^e’^Oe^^'ae^S^rtSrL^h"1"95 °f
remain invested in export-rel.teS „I«s ’ "
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Analysis of Impact
(1) impact on Exports, the Balance of Trade, and 

Employment
companies hnneliting from DISC program ca^cite^ 

impressive statistics on the w. 1971 on the number of 
the DISC legislation was enacted in 1971, on tn 
jobs in their company that are dependent -^export^a 
the number of jobs in supp ier Naturaiiy, workers will be 
dependent on export sale , • . the continuation of
alarmed it told that their £ Company statements

reveals^ ^%loym,nt.

Disinterested°eeono«lc analyses of the rapid gro.th of U^S.

to 

growth have been:

-■ i52/

This decline meant that foreign cur—ncy^Prices* 

attractive to foreign purchasers.

— About half of Jhe tSC1974ewas attribltable to 

rapid for certain agricultural products and 
industrial supplies.

estimates, the real ing this
Percent higher in legs -n proportion
period U.S. exports giew .

in 1971 to 19.5 percent in 1974.

The Treasury Department's most --nt -port^t^^^ 
on the DISC program concluded thath d hbJlion t0 $2.5 
fixed, DISCS would have contributed grQwth in exports

KIM ss
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rates adopted in 1973, an increase 
increase the demand for dollars in 
will, in turn, stimulate U.S. impo 
r1™1" terms of 7!.. ..... 
to DISC is thus offset by an increase 
the net impact of DISC on the balance 
than the impact on exports.

in U.S. exports will 
foreign countries. This

_ rts by reducing import
The increase in U.S. exports due 

in U.S. imports, and
of trade is much less

flexible 
the U.S. 

to reduce

DISC supporters often argue that 
have not been successful in restoring 
payments, and that DISC is necessary 
balance of trade deficit. To support their argument 
proponents of the DISC program note that many foreign 
dollarmfrom intervene in foreign exchange markets to keep the 
other trade barrT01^1"9' that f°reign imP°rt quotas a"d 

? prevent U.S. exports from expanding as
?hZ k PxeCuateS' and that foroign demand for many of
the goods which the U.S. exports (e.g., agricultural 
th^CtS does not expand much as thllr price falls! Even if 
these assertions were factually correct, however, they would 
not support the retention of the DISC program Y

exchange rates 
balance of 
the current

If depreciation of the dollar does not promote u s 
mech^nf' dOeS DISC- Both must *°rk through the’same
depreciates *xPorting ™re profitable. As the dollar

= .S- th foreign currency price for U.S. exports
DrnffbctKS€lntO a higber dollar value, which raisesPexport 
profits before and after taxes. With a DISC the tax burden 

" decreased, so
increase even if before-tax profits are unchanaedP If n g 
of caPnot exPand their exports when depreciation
chnn^ doJlar m?,es foreign sales more profitable, they

be able tO exPand those exports because DISC makes 
Uexlb^ !! h°re Profitable- Thus, the argument that 
oisj does JoJ C^k"teS dO "Ot “°tk U als° a" that

promotesauSSSSpmnfn™rtFerar?Un,ent °f some Persons that DISC 
Kc Of irsc on ; is necessary to translate the 
impact or DISC on the balance of trade into an imoact on

Thi® "<’uires estimates of the labor intensity 
DISC wethiahlvU? HmpOrtS- If Worts indirectly induced by 
DISC are highly labor intensive, it is possible that the rX 
program actually produces a decline in ST employmenu 

anH represents only one of many ways of reducing taxes
and a tax reduction is only one of the available '
macroeconomic tools — expenditure programs, monetary debt P°licy are alternatives -- fo^ Y 
the eio^n9 tbe.economy- Therefore, a complete evaluation of 
the employment impact of DISC would require an analysis of 
the costs and benefits of alternative program^. Concern 
about U.S. employment should be — and is-- reflected in the 
part^loJe8 ~r*U bUdget Proposals, rather than in any one
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(2) impact on the Competitive Position of U.S. Corporations

U.S. exporters often argue that repealing DISC will make 
them less competitive in worAd markets. x
tax increase leaves a corporation with fewer tunas avaiiau 
for new Investment, research and development, and so forth. 
But II is also true that competitiveness is a fact of 
business life for all firms, not just the corporations 
benefiting from DISC. Because of the legal and account g 
costs of complying with the complex DISC 9
corporations necessarily make more use of the DISC 
legislation than smaller corporations do.
1977 Treasury report on DISC, over 60 percent of total DISC 
tax benefits went to parent companies with more than $250 

million in assets.

Moreover, the profit margin on DISC export sales was 

least, l^also helps least those industries that need he p 

effective than the DISC program.

(3) Revenue Cost of DISC

The revenue cost of DISC in calendar year was
SI 390 million The cost in 1976 was reduced to $870 million 

■ incremental- provisions of Che Tax Reform 
Acl The costs in 1977 and 1978 are projected to be $1.0 
billion and $1.2 billion, respectively. A °sc
the cost of each additional dollar of net exports due to DISC 
can be derived by dividing the estimated additional exports 
o? belweln $Fbillion and $2.5 billion by the revenue cost 
Inr fiscal vear 1975 of $1.2 billion. Each dollar of 
SiU^ thus cost between $1 20 and $.48 in tax

revenue — a very expensive cost-benefit ratio.

Because of its growing concern over the high cost and 
limited benefits of the DISC progrCongress sought in 
to limit DISC benefits to "incremental exports Ait g

^e
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export^will be measured ^future"?^^?^™6^

report on DISC concluded that the 1976 chana^ V°8S recent 
percent the tax incenbivo Cne j 76 chan9es reduced by 40
reduction in the ?eveJ^ cnsb eXports' Because the 
roughly 40 percent there is n«f the DISC pr°9ram was also 
DISC pro,,™ u a™ tO b'> ■b'". t^t the
to 1976. The incremental annm active now than it was prior 
waste in absolute terms butP?b havT p5oduced less
inherent in the DISC program. nOt 3 solution to the waste

(4) Impact on U.S. Trade Relations

the a complaint with
and Trade (GATT) in July 1972 Agreement on Tariffs
incompatible with Article that DISC was
constituted a tax subsidv ™ ?he GATT beca^e it

United State^in^ th^ta^ by the

saae^ersons^18^8' E"h

on tb Connell

tax Practices subject lhat tha
which were not in accordant u so,ne cases had

W&s:-
Agreement (GATT).- titled to expect under the

effects

the

General

beia 'r0"’“ ”“'‘"9.

h - “ » < r "Ct

^o^opj^fs^'' thlS : tbe
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France, Belgium, and the Netherlands continued however, 
to express reservations about the panel Endings on the 
respective tax practices, particularly the definition ot 
export activity; and refused to agree to the adoption of the 
panel reports by the GATT Council. Since these countries 
panel repvx«-o uj adootion of all the

vv—.x-xl. Since these countries 
the simultaneous adoption of all theon

U.unitedStates refused to accept 
unilaterally the panel report on DISC.

Supporters of DISC assert that DISC has certain value as 
a "baraaininq chip" in international trade negotiations. But 
this factor must be weighed against DISC'S substantial and 
growing domestic cost. When DISC is repealed, the «"^ed 
states will still have every right to expect countries
to bring their tax practices into conformity with GATT, 
other countries do not make conforming adjustments, the 
Treasury, using the very same reasoning as it did before 
GATT, could find that these foreign tax practices vio 
U.S. domestic law and, accordingly, subject to

* foreign countries.United States
itself against the tax practices of

Effective Date

The phased repeal 
taxable year of a DISC 
will be complete in tax 
December 31, 1980.

of DISC will begin for the first 
after January 1, 1979 andending on or -------- -

able years of DISCS ending after

Revenue Estimates

Change in Tax Liability 
($ millions)

1,751

—--------- ---------

Calendar Years

1978 : 1979 : 1980 : 1981 : 1982 : 1983

1,6131,5131,228664193

Footnotes

1/ H.R. Rep. No. 92-533, 92nd Cong., 1st Sess 1 (1971);
S. Rep. No. 92-437, 92nd Cong., 1st Sess. 1 (1971).

2/ The 13 percent figure represents the decline in the 
effective trade-weighted value of the dollar against ten x 
major currencies. Source: Board of Governors of the Federal

Reserve System. 281
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IVD - 2

Present Law
TERMINATING DEFERRAL

Under present law n c 
are subject to u. s. taxation residents,
corporations, including foreign corooralTldwide income. Foreign 
taxpayers, are generally subject to n T C°ntrolled by U. s! 
earned in the United States. * taxation only on income

and corporations

U. S. shareholder i^usuallv3™0^!^ corporation controlled by a 
U. S. shareholder X™ the -come of thV
the case for tax purposes The shfrehoJdZl•Ce?°rting' this is not 
u. S. tax generally include eholder's income subject to
foreign corporation and not the earnTldendR received from the 
corporation retains. The U c - -5_nings . that the foreign 
corporation may be offset by 
taxes paid by the foreign Y

c . -- ----- - tureign
tax on dividends from the foreian cor^o^^/110^ ^e fore^6190

a U of not taxing the income of
distributed to the controlling u k that income is
deferral" is employed because the n fhareholders. The term 

equal to the difference between Jhe U ? tax liability — 
foreign taxes — is "deferred" until = baX and the credit for 
a dividend. ed untll such income is distributed as

foreign corporation"^^^^^^^^^ • UC- °f the controlled 
ta??103' Tax haven income (so-called^ htaX haven" charac- 
taxed currently to U. S shar^hnid 11 d subpart F income") is 

u. S. shareholders are taxed nn ■ f a dlvidend. Likewise 
retained earnings of a foreman \ eir pro rata sbare of the ' 
the earnings of any controlled ?ers?nal holding company, and 
effect repatriated^^ Jitted ^?" "'P0'”1"" »hich "e 
certain U. s. property. d States through the purchase 

on 
in 
of

controlled f^reign^orpo^tio^t? permits the income of 

until that income is reoAtriap? escape current U. S. taxation 
andtfhranSfer Prices for transactions befldend' U iS inlPortant 
and their controlled foreign corporation??" U’ S’ shareholders 
It is also necessary to ensure t£?? be ProPerly determined, 
controlled foreign corporations are ^°rgan^ations involving 
of tax avoidance. The tax law J undertaken for the purpose 
visions designed to carry out theseep?pOsestainS COmplex Pro"
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Reasons for Change
The fundamental defect in the concept of deferral is that it 

makec verv substantial tax benefits turn upon an artificial 
factor: whether a foreign corporate charter has been interpos 
between foreign income and the U. S. taxpayer. In addition to 
curing this defect, the termination of deferral will eliminate the 
tax incentive that U. S. taxpayers now have to locate 
went overseas rather than in the United States.

Terminating deferral will permit the rationalization and 
simplification of U. S. rules for the taxation of foreign income. 
Termination will help stimulate competition between large 
multinational corporations and their sna^ern^e^or^ 
removing tax benefits which accrue principally to the ^a^e 
multinationals. Finally, terminating deferral »I1 reduce the 
incentive inherent in present law for U. S. taxpayers to avu 
U. S. tax by undercharging foreign affiliates for goods, service , 
research, and home office overhead.

(1) Terminating Deferral Will Preclude Substantial Tax Benefits 
From Turning on the Choice of Corporate Structure

When losses or large foreign tax credits are desired for 
U S tax purposes, a U. S. taxpayer may obtain these benefits 
currently by operating overseas through a branch. When foreign 
income does not generate sufficient foreign tax credits to offset 
u S tax a current U. S. tax may be avoided by interposing a 
foreign corporate entity. A U. S. taxpayer is thus permitted to 
choose, through the form of its overseas operations, between two 
very different sets of substantive U. S. tax rules.

There is no good reason for this state of affairs. A choice 
of tax rules should not be accorded simply beca“ae 
operations are situated abroad rather than in the United States, 
^"operations, in the ease of a controlled foreign corporation, 
are an integral part of the overall activity of the U. S. base 
firm, and the profits from such operations should - ^his reaso 
alone, be subject to current taxation in the United States.

In 1969 Congress dealt with a similar situation involving the 
availability of the $25,000 surtax exemption for each entity in 

of related domestic corporations. Congress took the view 
that a commonly owned business enterprise should be 
only one such exemption, whether it was operated under a single 
corporate charter or multiple charters and regardless of *nY 
genuine business reason for having multiple charters. The issue 
in the case of deferral is essentially the same: even if fully 
justified by business considerations, the interposition of foreign 
corporate charters should not affect the substance of U. S. 
taxat ion.

This point is, in fact, already recognized by some provisions 
of the internal Revenue Code dealing with foreign income. U. S.
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"deemed Paid^credit^foZtaxes^0Cr®dit (the so-called 
aries. This allowanLf ^ch subsidi-
billion, reflects a recognition «-J^\b °Un^ed t0 raore than $3 
corporate charter should’not determine ^r^uJltanc^ ' f°reign

Inves^^09 Deferra1 Wi 11 Fnd 1 ^gent Tax Incentive To

invest overseas for purelyttaxar!asonSSUbTh3nt^al incentive to 
from a combination of the absence of ’ Thls incentive arises 
retained earnings ocrdoin7nt tax °n th« 
presence of tax inducements in man5 ’ corporations, and the 
foreign inducements take Jhe form of Torr countries- These 
depreciation, tax holidays anH 1 taX rates» rapid 
available in the United States. special tax advantages not 

such JL'JS ?"I £°‘ holiday, f„t
foreign country, for ^Sp”’ ^bfuJes J Ststes' 
business to "Get in on the P bona^a!-6^^6 urgin9 American 
tax holidays, unlimited remittancTo? r.The bonanza includes 

capital, protection ^ins^ri^s ® rePatriation of
friendly government from application tohTbaSSiStanCe offered by 
Another recent advertisement in a k the start of production, 
banner headline: ’Excoioi f busmess publication has a
As the advertisement explains "exoor?" Ir7estment Continues ....- 
completely free of ta! P°so T i A ■
grows faster, and at less cost to tho n e’ S’ subsidlary .... 
the fact that profits can be frpO?he S- Parent- In spite of 
ploughed back 65 percent of them and itchedS* comPanies 
U. S. investment of 30 percent " with an UP an exPansi°n of 
tax and a deferral of U S tax it i exemption from foreign Profit margins in this 00^^^^^

generlT^T^^rThe^Un^t^d^S^eTto5^^ C°nfliCt with 

U. S. capital where it will be mosT n^T396 investment of 
United States or overseas The TTtn? ?“CtlVe' whether in the 
advance this policy! sinc^ it Zin1?1"^100 °f defcrral will 

investment will be motivated by genuine economic^actor

S Q
»

The termination of deferral u<n • .
U. S. rules relating to the taxation^f^"’1^the-simPlif ication of 
F> the rules relatina to for^t~atl0n of foreign income. Subpart 
rules governing the foreign tax^rZdit031 a01^"9 comPanies, the 
reorganizations of foreign corpo^U^ Cm^'b^f 

propel Xp?t'U The 
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purpose of that proposal, and of the provisions of subpart F, was 
to prevent U. S. businesses from exploiting the multiplicity of 
foreign tax systems and tax treaties so as to reduce or eliminate 
both U. S. and foreign tax liabilities.

Subpart F as drafted was not, however, structured to 
eliminate international tax avoidance by U. S. firms. It is 
focused exclusively upon a narrow class of so-called tax haven 
income. And its provisions are so complex that only a relative 
handful of persons are capable of understanding all of their 
implications. Although subpart F has doubtless discouraged many 

undertaking blatant tax J™ 
sophisticated means of circumventing both the
rules and their general objectives are available. Moreover, tne 
internal Revenue Service does not have the resources to mount an 
effective administrative effort to combat such schemes.

Terminating deferral for all controlled foreign corporations, 
as this proposal recommends, will permit the replacement of 
subpart F with a simpler, more comprehensible set of rules f° 
U S taxation of foreign income. Terminating deferral will also 
permit repeal of the Internal Revenue Code provisions relating to 
taxation of foreign personal holding companies — another series 
of provisions aimed at tax haven abuses.

Furthermore, terminating deferral will reduce the importance 
nf the complicated rules relating to both the deemed paid foreign S JS end multinational corporate reorganizations. 
The rules relating to the credit are not limited to controlled 
foreign corporations, and will have to remain in effect to cover 
foreign corporations owned in part, but not controlle , y . 
persons. They will not, however, generally be required with 
respect to controlled foreign corporations if deferral is 
terminated, because a foreign tax credit will be available without 
regard to the "deemed paid" credit. The rules 
reorganizations will become less important because the potential 
for tax avoidance on the transfer of assets abroad will be 
diminished.

Eliminating deferral will thus have the highly desirable 
effect of making the U. S. system of taxing foreign income more 
comprehensible. The present system, complex and internally 
inconsistent, understood in all its detail by only a very ew 
highly trained individuals, is simply not appropriate in the U. S. 
tax system The rationalization of U. S. rules in this area will 
permit the Administration and Congress to see more clearly where 
real problems exist and to structure appropriate solutions having 
no unintended and unforeseen consequences for either taxpayers or 
the government.

(4) Terminating Deferral Will Help Equity and Competition

The present system of U. S. taxation of foreign income, with 
deferral as its centerpiece, has produced increasingly
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TO."’- TO

from dividendsthis method foreign orJ a?Z ? eaS1"91y popular. Under 
parent companies in those ve r in ^Yidends to their U. S.
tax rate is high, rather r n whlch their effective foreign 
annual basis. B^Jse of EX?9 ?ma“er dividends on an 
for foreign taxes paid bv th! fn land the deemed Paid" credit 
are able through this method to miJimizeTT1?^ f* C°m?anies 
-tJ^to^^

:x:£-

”•s-

components, and finished goods to fhZL fU maChlnery' Parts, 
H- ot

centralized In t£?K|S s“t« 9 atfll‘““ «*

must assignPtran9ferrpr?cesntodsuchtlnterXalriV1tti.S' 3 company 
To determine whether the sccinn^ ► nter affiliate transactions, 
for tax purposes, t^e Enited Itates^n^^ P CuS are aPP™Priate 
an arm's-length standard -- i e * °ther countries apply
have been fixed in nnmr. —-* they reguire terms that would
buyer and seller. The arm' s^enath*^ iOaS ^etween an independent 
valuable tax measure buf iT}! ! standard is a necessary and 
multinational firms often invest abroach dlfflcult to administer:

V. s. takers
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Of course, .extensive h.g»l«i- setting ^s^'l?^"

the flexibility which companies have in setting

inter-affiliate prices.

Since the elimination of deferral will subject U. S. 
the income of controlled foreign 

if not eliminate theshareholders to current tax on 
corporations, it may be expected to reduce 
incentive to use techniques which serve to 
income to foreign corporations.

transfer excessive

General Explanation
over a three-yearThis proposal P^/^^eT/a controlled foreign 

period. Beginning in 1981 th had earned directly by

^““^br-h Wis 

ap^“?P ?ne-Ehi?S and two-thirds, respec­

tively. of the controlled foreign corporation s income.

The approach taken in this proposal will r.sjlM;

i controlled foreign corporation

the underlying income is actually repatriate .,

The proposal allows the Treasury to consider the negotiation

Lia /their controlled foreign corporations operating in a treaty 

country.
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Analysis of Impact 

d’ Effect on Investment

be affected by the termination”^"deferrZl1 msrkh1•f°rCeS will not
Si9"ifiCant - ah ^^“rseas

income taxes, withholding taxes on divide d^ tO corPorate 
royalties paid to u. S. investors du' xnterest, and
in such countries is comparable A1though the total tax burden 
United States, u. S. investment m than that in the
because their markets are larqe and arr>i?WS tO these countries 
high, the demand for U. S. products is c°nsumer incomes are
company can maintain its market substantial, and a U. S.
locally. Likewise, p^troTeum and n lO" °nly by ^vesting 
investments flow to countries with natural resource 
deposits despite substantial tax and othe^ natural resource 
governments in those countries Fi™??? Payments to the 
countries attract labor-intensive^?^17; many less-developed 
rather than tax incentive^ Th^^^ 10W wa^ rates
typical of U. S. investment abroad than tJ? are far more 
tax considerations, and they will™??? those motivated solely by 
benefits of deferral. Terminati™ d f 1Wlthout the added 
restrict only tax-induced investments.W111 th“S °Perate to

encouraging tax-iSduced^nvestmentg6 ^o 9®neral interest in 
tax incentives are not usually i^Xs^S9? Countries that offer 
investment that attracts export? ???fd only in the type of 
promotes domestic emplSymen? To th? th%United States and thus 
incentives are frequently ^ed at T T foreign tax 
promotes exports to the United State?\^P!h°f xnvestment that 
lobs. The United-States ha? ™ ? d thus dlsplaces U. S.
category of investments? reaS°n t0 favor th* latter

will ProvidSVmXSatrStiSLlu^t^ eliminating deferral 
employment. For some companies oSod™??1 U- S* lnvestment and 
a direct and viable alternative to p^dS " ln uhe United States is 
companies may have been induced by th? ™™?9 a?r°ad‘ s°me U. s. 
foreign tax incentives to stop exL???n? b?natl°n of deferral and 
overseas. Alternatively, som? atart Prod^ing
supplying the domestic U S ?,???? may have st°PPed

electing instead to'rely^n im™r??°fS madu -n the United 
affiliates. Moreover, even when $ from their own foreign
direct substitute for foreiqn ? investment is not a
hh1?1 benefit indirectly from the repeal 'nfTrtiC Production can 
that would have been used to fin?n« ? Ja? ? ?al' The caPital 
investment can be retained in th? ?! tax-induced foreign 
finance an unrelated, but iob nrnd n^ted States and used to 
gains may be substantial in sp^ifi^d d°mestic investment. The 
praetxcs have hastan.a the ^port *Sf tax
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(2) Competitiveness of U. S. Corporations Overseas

Some U. S. companies -intain tha^they^annot remain 

competitive in world marke s * alter the funds available

^L^'as »»

corporate7tax rate or the investment tax credit.

,ot

export back to the Unitea scat , rhoose to stay at home,competitiveness of U S. forced to go overseas not
Zenith Corporation, for example, Panasonic, etc.) but also
only by its.Japanesecompetito(Sy( went abroad to

deferral. Hone of these perverse “ te taK tate and expansion of 
measures which the Administration has 

proposed.

It should oe noted finally, that

offset to the benefits envisioned for companies in the 
Administration's tax package.

(3) Reactions of Foreign Governments

it is often argued that if the United States terminates 

taxes to foreign governments rather than the Unite a s>

withholding taxes.
Such developments are, however, unlikely in the case of 

developed countries. The tax 'Jtes^most^ ^ese

abrogation of their treaties with the United States.
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develop^c^n^e^S^^ ^th °nly a few les-

is lower than that in the United States °f -hese countries
there will be no reason for thZL • However' ™ "any cases
U. S. investment, because the terminat ion^f Setal.iat® against
produce higher U. S taypq fnr m r1OP of deferral will not 
operating within their borders a"7 ° the multinational companies

forei^^i^  ̂ eXCeSS °f
U. S. corporate tax rate is^ed^1^^ if the
Administration proposes. Under the "overall" \ ^he 
limitation — the onlv limitation erall foreign tax credit 
low and high tax countries are combined" ef^he” operations in 
with excess foreign tax credits the n \ I0othe case of taxpayers 
the elimination of deferral fm™« Un\ted States wil1 not' UP°" 
low-tax countries which a"y ?X °n Profits from
high-tax countries Shus ma™ n by eXCeSS «®dits from
foreign countries with a low rate'of’ta^wilJ63 °P®ratin^ in 
U. S. tax upon the elimination of deferral any more
foreign countries will not have an in rC?- a d therefore those 
retaliation to this proposal incentive to raise taxes in 

countryCbelieving JJa^the end"^^ ev*" a low-tax
investors to a higher u s t« I d!ferral will subject U. S.
In the first place,'it will be madeW111.cho°s® to retaliate, 
taxes aimed at "soaking uo" the diff eaF tbat discriminatory country. cate .X,"? o? tb“oj 
under U. S. law. Low-tax co„ntr?oe a Sb are not creditable 
investments may not wish to take aerf651^5 °f pron,oting «• S. 
effect of actually penalizing such investmen^s^^ore3 v k 
countries may wish to "validate" some of rhe” likely, such 
investor ^withi^t-heir‘b*3^ Visions uX^^sT68 

deferral. borders would continue to be entitled to

may wish to validate the tax 
offers to U. S. investors.
genuine economic

In some cases the United States 
incentives that a developing country 
For example, investments that promote

™ “• s- oc
national interest. But rather rh raw.m?terlais may serve the 
foreign investment of all types and in^?? 3 blanl^et incentive to 
States should focus the benefits d2f countries, the United 
treaty program. if deferral i«t2f def®”al through its tax 
by tax treaties, less-developed countries'3 oexcePti°ns 
to conclude treaties with the United Statc^h be £ar more ea9er 
the past and developed u i t \than.they have b®®n in 
United States or are engaged in tr-L a* treaties with the 
persuaded to offer favorable concession^SCUSS1°nS may be
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(4) Administrative Impact Upon Taxpayers

It is sometimes argued that terminating deferral will involve 
serious administrative problems '“'^VSutaih'or obtain 

justifies the retention of deferral.

The Administration is ...re that there may b.^, „ ...

n.v.

earnings of controlled foreign P controlled foreign 
accounting Pu^PO3es- ^reholderl have translated their books and 
corporations of U. S. 3^r®ho purposes of subpart F.
records into U. S. standards rot h paid« foceign tax

Finally, the provisions a 1918, require every U. S.
credit, which have been in since ’orporation (whether
corporation owning 10 percent ,?o Mroian books
or not controlled by U. S. —. 
and records into U. S. standards in 
the indirect foreign tax credit. A 
have been surmountable in these — 
able when deferral is terminated.

Effective Date

interests) to transl .te foreign books 
a order to obtain the benefit of 

lcmxu. Administrative problems that 
these cases will likewise be surmount-

The phase-out of deferral will apply to to

such taxable years of such foreign corporations en .
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Revenue Estimates

Change In Tax Liability 
(S millions) L

Calendar Years

1978 : 1979 : 1980 : 1981 : 1982 : 1983

° 88 280 768 830 897

proposed reduc^o^ theoffecr of
from ter.in.tln, deferr./dSpS”^ &

dScr:::"?: s:eo9s 'r ratr- .^45uXU reduce the

the 
gain 
U.S. 
small 

revenue

Behavioral adjustments could also affect these estimates

Other behavioral adjustments could, however, increase u q 
tax revenues beyond the above estimates. 0. s. inJXs mai 
invest more at home and less abroad than they would if deferral

Technical Explanation

Corporations InC1USi°n of Income Earned bY Controlled Foreign 

shareholdercu”*ntly include in the income of U. S.
-"d

as having^een^aJnerand^ncuSe^ JheT^shajehold 
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been carried out abroad directly rather than through a foreign 
KBSSWW* 

provisions of current law.

(2) Controlled Foreign Corporation

eor^X'M-^^

The 

holding company provisions.

(3) U. S. Shareholder

A U S. shareholder is a total
considered as owning, V clisses of stock entitled to vote of 
combined voting Pw®.ora.CSctor more in the value °f 
a foreign corporation; or (o) iu percent. u Prir nilrnoses of
the outstanding stock of a foreign corpora foreign corporation 
determining whether a company is a control ed foreig^ Pf 
and tether a person is a U S sharehold ^^.p rules wiU be 
substantially1 th^same « those now contained in subpart F.

(4) Percentage Inclusion
The amount of a controlled foreign corporation's gross income 

same'aFthat'set'for tFln’the cuFenFUulations under section 

1248.

(5) Treatment of Noncorporate Shareholders

. „ reauired to include income and
- - “ir

have been developed under subpart F, will 
treatment between noncorporate and corporate

initially received 
mechanics of which 
ensure equality of 
shareholders.

(6) Losses

The excess of 
controlled foreign 
directly by a U. S

deductions over the gross income of a 
corporation will be treated as if realized 

. shareholder, regardless of whether a corporate 
shareholder meets the stock ownership requirements for filing 
consolidated return domestically.
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subject to the recapture rules currently ’in section 904.
(7) U. S. Branch Rule

Gross income, deductions, and U. S. 
of a controlled foreign corporation will 
u. S. shareholders of that corporation, 
accordingly, be twice subjected to U. S.

taxes of a U. S. branch 
be attributed to the 
This income will not, 
tax.

(8) Blocked Income

kF°r fc^e purP°se of exchange control, certain foreian

havrbeen°"blocked"Sbvhere distributions to 0. S. shareholders 
foreign country. Y currency or other restrictions imposed by a

respec^t^hf^t^3110" rec°9nizes that the current rules with 
terminated. it Is ant icipated^atV^IT iate When deferral is 
aated tn f ? fc d that Regulations will be promul-
thZt to describe those situations that prevailed prior to 1978 
current aS creati"9 blocked income However any
currency or other restrictions that are imposed solely against 
shareholder k imposed solely on a shareholder-by-

areholder basis will not be recognized as blocking income.

(9) Repatriation of Previously Taxed Income

a U F^harZhold^V"00"*./111 be excluded from gross income of 
Sha^ld^T^^ u^S tO the •

corporation^areh°lder 'S intereSt in the controlled foreign^0" °f

(10) Basis Adjustments

(11) Foreign Tax Credit

directiy^y^T s^holder^fWiU be treated aS if realized 
y y u. b. shareholders, foreign taxes paid by controlled 
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foreign corporations, regardless of tier, will be tr®?*®‘Lasif 
oaid directly by U. S. shareholders. This rule simplifies the 
foreign tax credit by making unnecessary the "deemed paid foreign 
tax credit calculation in the case of U. S. shareholders of 
controlled foreign corporations. Further, the rule removes a 
inequity in current law, under which a foreign tax credit is 
denied for any year in which a foreign corporation has a deficit 
calculated under U. S. principles, even though taxes were pai 
a foreign country.

Eliminating deferral reduces both a corporation's ability to 
control the effective rate of foreign tax by controlling the 
source and rate of dividend distributions and the corporation s 
ability to minimize timing differences in deductions between the 
united States and foreign countries. To allow for such timing 
differences, it is proposed that the foreign tax credit carry ac 
ditrerences, ic £ 3 years and that the foreign tax credit

7 years. It will be madebe lengthened from 
carryforward be lengthened from 5 to 
clear that a foreign tax credit will
withholding taxes applied only to U. 
shareholder-by-shareholder basis, or

not be allowed for 
S. investors, or on a 
to deemed distributions.

(12) Exchange Gains and Losses

The proposal provides that unrealized exchange gains and 
losses will be taken into account by a U. S. a
the rule for financial accounting purposes and it is similar to a 
tax rule available to U. S. branches overseas and to the rule used 
Jo determine earnings and profits under subpart F. The proposal 
provides, however, that a U. S. shareholder may elect, with 
respect to all of its foreign operations, not to take into account 
unrealized exchange gains and losses. This election is revoca 
on a prospective basis, ten years after it has been made.

(13) Accounting, Record Keeping, and Reporting Requirements

Rules will be provided for making elections with respect to 
controlled foreign corporations, translating amounts from foreign 
currency, the computation of taxable income and earnings and 
profits, the keeping of records and accounts, and the reporting 
requirements of U. S. shareholders.

In general, taxable income and earnings and profits will be 
computed under U. S. standards. The Administration recognizes, 
however, that there are differences between U. S. and foreign 
standards, and will prescribe Regulations describing the extent to 
which deviations from U. S. standards will be allowed.

(14) Tax Treaties
The proposal allows the Treasury to consider the negotiation 

of income tax treaties allowing deferral to continue, in appro­
priate situations, in treaty countries.
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(15’ Corporations Organized in Puerto Rico and U. S. Possessions

* f?rrent Pr?vision of subpart F allows a controlled foreian 
b Hrs?

iF^ertFRlco^nFth^po^^H^ business

Puerto Rico and the possessions (except the Virgin Islands).

with allows u- s- Shareholders to continue deferral
thFcFF ln”me of corporations organized under the laws of
bbG Commonwealth of Puerto Rico or a possession of the United 
Sn the Vir9in Islands). Income that would have
thrT h1916 6/01 the Possessions tax credit currently provided bv 
the Internal Revenue Code if the controlled foreign corpo^ion 
had been a domestic corporation will not be taxed C°rpOratlon

. S. shareholders. Instead, such income will 
manner as "blocked income."same be

currently to 
treated in the

(16) Transition Provisions

In 1979 and 1980, U. S. shareholders will 
income 1/3 and 2/3, respectively be required to take

deductionFo/contron^ ^sp?ctively' the gross income and 
«„hnL\ 2 of controlled foreign corporations. The provisions of 
suboart p will u1S° appF during these two years, although most of 

part F will be repealed for years after 1980 The 1/3 and 7/i 
1”°,in appiy 10

P^ ™°"S- T\“?- if ln 1979 » “• *• shareholder’s 
lorFan ^"poratlon has 5150 of taxable income of which $30 is 
foreign base company income under subpart F, the inclusion nndar 
- “• S- Sh“*holder S*! f"”
am i : K? ’ and the U- S- shareholder’s total taxable income 
attributable to the controlled foreign corporation will be $70.

th» Jhe rU1F °f subpart F “Hl apply for purposes of calculatina 
subparFF^Fth^F attributable to income included under 
suopart F, and the rules under this proposal will aoolv for 
additional calculatin9 the foreign tax credit attributable to the 
S^hTp^aL1" ln the shareholder's incomF 

(17) Other Provisions

or re^ealeFunFFthTF °f the,Intetnal Revenue Code are modified 
P under this proposal. The foreign personal holdinq

company provisions are repealed after 1980. Subpart F is repealed 
for future operations, although it will be necessarv to maintain

aspects- F°r — ' "
taxation of investments m U. S. property will continue to apply 
to previously accumulated earnings. Also, it will be necessarj to 
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determine whether actual distributions had been previously taxed 
under subpart F, and to determine the tax on certain amounts 
nrpviouslv excluded from a U. S. shareholder's gross income under 

? because they were reinvested in qualified shipping 
assets or in less-developed countries; any amounts thus excluded 
will be taxable when they are withdrawn from such investment. 
Section 1248 is also kept in force to handle accumulated earning .
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IV D-3

FINANCIAL INSTITUTIONS

Present Law

manner comparable to other corporate tax^ nOt taXed in a 
i Hons are completely exeLt taxpayers. Credit
savings and loan associations mutnAl’c00™6"^31 banks, 
cooperative banks are allnw2d\ savlngs banks and
deductions for addition^ k artificially large
taxable income. These deduction?6 reserves in computing statutory formulas 3h!ch X^onlvSV^ liberh 
while other taxpayers °n^ tO these institutions,
on the basis of experience.9 nerally comPute these deductions

Commercial hante
bad debt reserves equal 1988 t0 Cumulate
outstanding eligible loan? specified portion of their 
experience? T^e preset re9ard tO actual loss
banks is a phase^ut^a?^ ^n^T1310" f°r co"“»ercial 
of even more generous treatmonf !?e TaX Reform Act of 1969, 
practice. Until 198^. • Jnd!f. prior administrative
build up their reserves for t^x1^ bankS are Permitted to 
eligible loans (in general Io n? U"P?Ses t0 K2 Percent of 
normal customer loan activities? made.m the course of 
before 1988, the build-on ?'■ Beginning in 1982 and eligible lo^ns. See the x^?11^-tO “'6 Percent °f 
maximum levels, or the hiah^r i ?Ve 16 built up to these 
a bank can in Effect coJtiSue permitted Prior to 1969,
than charge losses against Rs ?±?UCt aCtUal losses rather' 
no decrease in outstanding elioibler?n' S° long as there is 
rule hasPermitted banks^.h!^^ To date, this
billion of income. Beginning in 1988 ho proximately $4 
banks will have to ba?» ^88' however, commercial
on actual loss experXe ' addltions to their reserves

and

banks, the preferential treatm6 treatment of commercial 
institutions will™- treatment accorded thrift 
addition is, however beino yt the all°wable
net income (allowed prior toPfhSe^ d°Wn fr°m 60 percent 
permanent level of 40 percent in 1979of 1969) special percentage method deLn^ ' Eligibility for 
comprehensive set of invO?f»P\d °n comPllance with a
Congress to !imlt Xse ?ax ad°Pted by

primarily in home mortgage financing. ° lnstitutions engaged

of

of 
to a

this
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The full percentage deduction is allowed only if a 
specified portion (82% for savings and loan associations and 
72% for mutual savings banks) of an institution's investments 
consist of qualifying assets, primarily home mortgages. The 
deduction is reduced if the institution has a smaller portion 
of qualifying assets. The basic standards, however, are 
easily met by most savings and loan associations because of 
other regulatory requirements.

Thrift institutions are allowed only half of the 
investment tax credit available to other taxpayers. The 
dividends-received deduction otherwise allowable to a thrift 
institution is also reduced by a percentage equal to the 
percentage of net income exempted from tax by virtue of the 
special bad debt deduction.

In addition, in the case of both commercial banks and 
thrift institutions, the excess of the bad debt reserve 
deduction, computed under the statutory percentage method, 
over the deduction which would have been allowed based on 
experience is an item of tax preference, subject to the 
minimum tax.

Reasons for Change

Commercial Banks. The allowable bad debt deduction for 
commercial banks greatly exceeds actual losses. In the 
period 1955-66, commercial bank bad debt deductions of $5.7 
billion exceeded actual losses of $2.1 billion by more than 
167 percent. From 1969 through 1975, under the present 
statutory provisions, deductions exceeded losses by over $400 
million. (See Tables IVD-1 & IVD-2). If not corrected the 
revenue loss from excessive bad debt deductions by commercial 
banks for the period 1979 through 1982 is expected to exceed 
$710 million.

The preferential bad debt treatment for commercial banks 
was developed by administrative action. In 1947, the 
Treasury Department permitted a bank to accumulate a reserve 
to reflect a loss rate not exceeding three times its average 
losses during the previous 20 years; in 1955, banks were 
permitted to select as a base period any 20 consecutive years 
after 1927, thus permitting inclusion of the depression 
years. In 1965, in order to eliminate the disparity in 
allowable deductions among individual competing banks, the 
Treasury Department broadened the availability of this 
special tax treatment to all commercial banks by permitting 
bad debt reserves equal to 2.4 percent of outstanding loans 
not insured by the Federal government. This figure is 
roughly three times the average annual bad debt loss of 
commercial banks during the period 1928-47.
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This very generous treatment was ,
losses^eCitCwasearguedbthkt fr°m possible catastrophic638^6 
allowed to allocatea c°™ercial bank should be 
to protect its solvpnrva^e'P°rtlOn Of its income to reserves 

eaeral Reserve system, which is authorized bv law t-n 
iake" purchases of^ov86^'^ theif business loans and to 

f government bonds in the open market 
deposit1Tnc;SeCUrity f°r depositors is provided through” 

SW^ssr gencies, protect the banking system and its depositors.

contlnuation’of “I”'"5 that

an<s

required parity between them^nri^h6- °f thrl?fc institutions 
i/ tiuy uerween tnem and their competitors.

Nevertheless, the movement from tax-exempt to taxable

302



347

status has proceeded slowly. Notwithstanding the 1951 
legislation, thrift institutions were virtually tax exempt 
until 1962 because of their special deduction for bad debt 
reserves. Even after a revision of the bad debt reserve 
deduction in 1962, and until the Tax Reform ^t of 1969, 
mutual savings banks were able to avoid substantially a 
Federal income taxes, and savings and loan associations wer 
subject to effective tax rates of approximately 15 to is 
percent, only 30 to 35 percent of the then prevailing 
corporate rate. The 1969 Act increased the effective tax 
rate for thrift institutions to approximately 50 to 6U 
percent of the regular corporate rate.

The preferred tax treatment accorded thrift 
is frequently justified because of the role played by these 
institutions in the home mortgage market. The tnriit 
institution statutory bad debt deduction, h0*e7e^^L 
insignificant factor in encouraging the supply of home 
mortgages. The ability of thrift institutions to hold 
mortgages depends critically on the willingness of depositors 
to hold savings accounts in those institutions; this 
willingness to hold deposits depends on the pass book 
interest rates which the thrift institutions can pay. In 
turn, the interest rate thrift institutions can pay their 
depositors depends primarily on mortgage interest yields and 
the deposit interest rate ceilings imposed by Federal 
authorities. Finally, mortgage interest yields are governed 
by the activity of such federally sponsored ^ti tut ions as 
the Government National Mortgage Association (GNMA), Federal 
National Mortgage Association (FNMA), and along list or 
public and private mortgage insurance agencies.

Allowance of the artificially high statutory bad debt 
deduction for thrift institutions undermines the basic policy 
decision that these entities should be taxable. The bad deb 
deductions of thrift institutions are typically three to six 
times their actual losses. (See Tables IVD 3 through IV >• 
Allowance of these deductions at the present statutory levels 
will result in a revenue loss of $4 billion over the six-year 
period 1977-1982. Artificial bad debt deductions do 
afford thrift institutions protection from insolvency; as in 
the case of commercial banks, there is no requirement that 
the institution's untaxed income be set aside to provide for 
losses. Federal and state regulation and examination, along 
with the maintenance of secondary mortgage markets by 
federally sponsored agencies, protect the solvency of thrift 
institutions The special provision allowing ten year 
carryback and five year carryforward of net °P«ating 1°^ 
adequately protects thrift institutions from the tax effects 
of extraordinary, unprecedented losses.
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Credit Unions. Credit unions were excluded from the

« piltj 31th thrift institutions, their competitors.

instiS^ilh"?^^-^^
membership. The legal incept of common bond h.s been^^

.1 even tb so persons

“b h £ - hie"de facto" common bond. T.a Caisse Popula re_Ste^_Marie_v^ 
United States, 563 F.2d 505 (1st Cir. 1977).

Many credit unions also are expanding bey°^^they7

increase and the increase in the median £
indicate that credit unions are aPPoal^9 to other han 
low-income workers who have been excluded from access 
banking services elsewhere.

The powers and services of credit unions have a^° EO 
nhrFfha“n’n'ial 

credit unions and about half of the savings in state credit 
unions. in the Depository Institutions Amendments Act^of^ 
1977, Federal credit unions were granted th P limits
credit cards, to loan funds without specific dollar limits 
for up to 12 years, and to make real estate loans forup to 
30 years. Many state-regulated <-------- -
powers, including the authority to offer 
checking accounts. There is no ccrrc-?4" 
individual's credit union loans and deposits 
become members with a 55 share may borrow up^^th^ 
institutions lending limit. me stave y *
populaire Ste. Marie (St. Mary's Bank), a credit union, 
invested more than 80 percent of its loan fund 
estate and had substantial demand deposits.

credit unions have similar 
interest-bearing

correlation between an 
; persons who

The sheer growth of these financial in
the decades since 1951 demonstrates that they should be 
treated equally with their competitors. In consumer
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market and havedbeenCthe1lara1°?Sfh01d 17 percent of the 
installment credit in the pastSfefaCt°r in the increase in 
of the largest credit union* fe* yoars. The assets of some 
and loan associations In X °r r?al larqe savings 
groups have even purchased blnks 3 feW credit union
total assets of Fedela! ^11 • Sln5e the end of the
those of state credit InioSS ha!21OnS nearly tripled and 
total of $45.1 billion fn? 7kh3 ->'?Ore than doubled to a 
Tables IVD-6 and ivd-7 f Th^nilmh3'6 million members. (See 
when compared to the 1951 fiquISS when^h ^n.more striking 
were made taxable. At that h! thrift institutions
in assets and 5.2 million membe!s!r6dlt Unions had $1 billion

and other thrift9institution*inCti°n between credit unions 
treatment for thes2 entlt) arques for the same tax 
treatment the tax svstnm 1fS’ In the absence of such 
encouraging banks and oth^hlll/l^tiri •Substance by 
organized in the form of credit ^io^ "8 t0 be

General Explanation

bjjks to use onlyrthe°expeHenceamethod 5equire commercial 
additions to their bad nCe method for computing
allowed to deduct additions to’lo^8* They Wil1 thus be 
larger of their average loan reserves based on the
and five preceding years or actual6lf!*lenC%7Ver the current 
transition rules/which unliHm a?Tn ' Jhe present 
reserves to a percentage of a31ow,a build-up in
repealed. P taqe Of outstanding loans, will be

bad debt deductions for thrift instit °f determining
down from its current D^IltT1^0*18 wil1 be Phased 
Credit unions will £ made 3° PeCCent by 1983.
as thrift institutions, and will L aX °n the same basis 
thrift institution bad debt deduct ion^n!tted • 7? claim the 
however, be subject to ; d ; they W1H not, 
apply to thrift^nstitutions^Th^hVa3^10’^0'15 which 
available to credit uninno bad debt deduction
in effect, 100 percent of net^n^ Phased down ratably from, 
percent over a period of five years! Present law to 30 

available to thrift institutions**(and6 ^^stment tax credit 
increased to 70 percent of th2 credlt unions) will be
taxpayers. in addition availabl* to other
unions will be made eliaihil lnstltutions and credit 
percent) dividends-received dedurf^ ful1. (?eneraHy, 85 
will be excluded, however fro u?tlon- Dividends received 
determining the maximum b^d debt"deduction.PUrp°Ses of
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Analysis of Impact

Depository institutions may be organized as stock 
corporations (generally, commercial banks and some savings 
and loan associations) or as mutual associations (generally, 
mutual savings banks, credit unions, and non-stock savings
and loan associations). Institutions organized as stock
corporations derive most of the funds used to acquire income 
producing assets from depositors and a relatively small 
portion from equity investors. A correspondingly large 
portion of the stock institution’s income must be allocated 
to the cost of deposits and a relatively minor portion to

Since the interest cost of deposits and capital debt 
the burden ofequity.

is deductible in computing taxable income, 
federal income tax falls initially on that portion of the 
institution’s income attributable to equity.

Stock financial institutions adjust to changes in the 
rate of tax on income attributable to corporate equity in the 
same manner as other corporations. Possible responses by 
stock institutions to the increased tax burden resulting from 
these proposals include one or both of the following:

(a) Adjustment of portfolios to increase gross income 
sufficiently to cover the higher corporate income tax. This 
could be accomplished by increasing lending rates to 
customers or switching investment to higher yielding assets.

(b) Reduction of either the nominal interest paid 
depositors or the battery of "free" services provided them.

Since the gross income and interest expense of these 
institutions is quite large in comparison to the increase in 
tax resulting from these proposals, it is anticipated that 
the proposals ultimately will result in approximately a .03 
to .04 percent increase in lending rates by all affected 
institutions, or in a .02 to .04 percent reduction in rates 
paid depositors. However, in the case of credit unions, if 
the full adjustment were borne by shareholders, the reduction 
would be slightly more than one-half of one percent.

The equity interest in mutual institutions is held, in 
effect, by depositors. Since "share dividends" (i.e-r 
interest on deposits) are deductible by the institution, the 
burden of the Federal income tax falls solely on the income 
of the corporation which is not paid to depositors. A mutual 
institution will respond to the proposed changes in a manner 
substantially the same as a stock institution if it desires 
to maintain the same level of retained earnings as under 
present law, i.e., it will seek to increase the spread 
between gross income and its cost of funds to compensate for 
the additional Federal tax. A mutual institution may, on the 
other hand, avoid the imposition of additional tax by 
decreasing that spread. It may reduce its lending rates or,

311



356

more probably, 

Effective Date

increase its "dividend" to depositors.

fcX&ws xx Qj^^^^n°^°rO^Et^ftpercenta^e

allowed the increased investment tax crZd> Unl°nu wil1 be 
divrdends-received deduction fCr tlxahl! the ful1 
after 1978. taxable years beginning

Revenue Estimate

Change In Tax Liabi1ity 
($ millions) L

Calendar Years
---------- ------------

--------- -

1978 1979 : 1980 : 1981 1982 1983

•• 286 367 460 367 487

Technical Explanation 

^ductiN^d"^^^^^^ meth°d °f comP^ing 

banks under present law will be repealed56™65 fOr cominercial 

Perce^ag^rnet^n^e^ Change in the

percent in 1983) will be made nrln T/1 percent in 1978 to 30 
similar to that in curren? laS ’“y' rfth a ph^* down 
will be introduced gradually bC ariL* °f credit unions
debts phased down ratably from7 iJ1^"9/ ?*duction for bad 
income for 1978 to 30 percent in 198^ ™ -?° percent of net 
credit unions will be permitted Thrif* institutions and
beginning in 1983 P ed a 30 percent bad debt deduction

Percentage of Income Method
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For a taxable year The applicable
beginning in — percentage will be

1979 38%

1980 36%

1981 34%

1982 32%

1983 or thereafter 30%

Bad Debt Deduction for Credit Unions Under the 
Percentage of Taxable Income Method

For a taxable year 
beginning in —

The applicable 
percentage will be -

1979 86%

1980 72%

1981 58%

1982 44%

1983 or thereafter 30%

Under present law the bad debt deduction for thrift 
institutions is computed as a percentage of taxable income, 
with certain modifications. Since the dividends-received 
deduction is reduced for thrift institutions using the 
percentage bad debt deduction, these institutions are 
permitted to include the taxable portion of their dividends 
received in taxable income for purposes of computing their 
bad debt deduction. Since thrift institutions and credit 
unions will be allowed a full dividends-received deduction 
under the proposal, dividends received will be excluded from 
taxable income for purposes of computing the bad debt 
deduction.
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IVD - 4

accrual accounting for agricultural Corporations

Present Law

method used in°preparinq ^taxo^911 • reS that the accounting 
income." This ie^Icts r . "clearly reflect
choosing among th^casJ “Ability in
the accrual method and other £ermissibiSbUCSementS method' 
in computing taxable income Pl/ Ma«J accounting methods 
the business of sellina nmiirTe M°St taxpayers who are in 
accrual method of account™ . areure9u^ed to use the
product must be accumulated9!^^1 whlch the cost of the 
sales receipts. Expenses are th^n^^ ?nd offset a9ai"st 
income they produceP and taxshu Properly matched with the 
reflected- within the mean^of

50 years ago^however ^farmer s .issued more than
from the accrual account inn ?ve generaHy been exempted 
exemption was ^mpr^^^ reaSOn fo< thi*
resources and the exoerti^ « at farmers lack the financial 
expenditures with the particular*^™/0 matCh farmin9 
result, the simnlor tlcular farming income. As a 
was permitted, even thought 1tendeddtdiSbUrSementS method 
taxable income. 9 it tended to misstate farmers'

f arming^per at ion^were ntrod^ P^-lege for
1976. That Act established by fhe TaX ^form^Act of

corporations wi^T1 rUle that
engaged in farming must use the /r corporete Partner) 
and capitalize preproductive ot^1 method of accounting 
exemptions were provided for in °d exP?nses- However, 
in raising or harvesting of trees (otherfa• '"S en9a9ed 
trees); (2) corporations with ZnnJ? h than frult and nut 
million or less- ni cuKa/a annual gross receipts of $1 
corporations where 50 perceZ/mo?//10"8'' and (4) 
percent or more of al/cla^ses of ^a / VOtlng stock and 50 
of the same family. 2/ stock are owned by members

th« t™ „atcb the 
to those expenditures? ror"eiamle ”‘th lnc°,e related 
deduct currently the
rather, the feed cost is reflexed in JhZ •cattle'' 
inventory values of the cattle Aim?! f opening and closing 
accrual basis cannot deduct thZ aa ? ly' a farmer on the 
and fertilizer unUi the^es^ino SUCh items as seed 

cne resulting crops are sold. in the 
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be capitalized and deducted afterJKE Inclusion 
depreciation or, in the case exception is provided from

-Merest and any 
expenses incurred on account of casualties.

in addition to the accounting requirements for corporate 

ted

capitalized and deducted ratably over the Iw^ , 
:u?:«e“£uie^:^%:° :aue£s^

as "limited entrepreneurs").
Accordingly, the accounting rules for farm corporations

and syndicates are ^ir^tocapitalizethe^ meat. Both 
^^ire^^tH^ of

groves, orchards or vineyards, even though * e over

crops and cattle. As 10"9 current deduction is
p“”lSt“t?l Wrpo atloSs, on the other hand, are subject to 

ieauieement that all the
"^H’ac^S »«Sod and the capitalization of expenses 

incurred before the realization of income.
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Reasons for Change

e'?a?tin9 th® Tax Reform Act of 1976, Congress 
recognized instances where the rationale r 9 ।accounting privilege i/" "
corporations cannot fairly claim that thZ„ i .Large farming 
sophisticated accounting Jnd'Xr'dkeep^ ^.d""’

of f^a^t:^^”^"^

ta““‘ income^f ^0^' ”

presented with claims that the "one-family coroorZtTnn- 
exceptiQn to the accrual accounting requirement arbitrarilv 
granted a substantial competitive advantage to several ? 
multimillion dollar farming operations a^the expose of 
dofTnJar9e 5arm corP°rations that failed to fall within the 
Congress°ln°the ‘J The .pproaci "EeJ by
congress in the 1977 Act was to extend for one year the 
family corporation exemption to cover at least two additional

The

rationaie^f0'^^^^ rs^^latioSship 

methods for 
procedures i-^ed^ ^e:::-a^^-fand 

”$una^o?b:,:^ion;the, 
the accrual method requirement to all large farming3 103 ° 
corporations (aside from subchapter S cornnrst- i nne$ u •

corporate farms that may lack access to 
recordkeeping expertise.

accounting for those

Moreover,
accounting and

proposal will extend the accrual 
all farming syndicates, rc^ 
instances where interests i„ 
to be registered with Federal

the Administration's
accounting requirement to 

regardless of size. In those 
in farming operations are required 

or where a substantial'pomon^f^h^enterprisri^o^

316



361

passive investors, the rationale for cash accounting is also 
inapplicable. Persons who are involved in farming as outside 
investors, whether for tax shelter opportunities or for 
positive economic return, should not share in a casn 
accounting privilege designed for farmers unaccustomed to 
sophisticated financial transactions.

One additional change is desirable in order to remove an 
exception to the accrual accounting requirements that no 
longer seems warranted. The Administration has proposed that 
state and local taxes, aside from income taxes and real 
property taxes, not be deductible as taxes. Sales taxeS' 
personal property taxes and other miscellaneous taxes wil 
instead be expensed or capitalized by a taxpayer in 
accordance with the rules relating to other business 
expenditures. Following this general treatment °^tate and 
local taxes, the taxes of a farmer (aside from income taxes 

— ■ treated like any otherand real property taxes) will be 
expenditures incurred in raising

General Explanation

The Administration proposal

farm products.

will delete the exception
for family corporations from the requirement that 
corporations engaged in farming compute taxable income on an 
accrual method of accounting and with the capitalization of 
preproductive period expenses. The proposal will also extend 
those accounting requirements to "farming syndicates a 
defined in the Tax Reform Act of 1976.

Therefore, under the Administration's proposal, the 
following farming operations will be required to use an 
accrual method of accounting and to capitalize preproductive
period expenses:

(1) All farming syndicates (as defined under current 
law) ;

(2) with a corporate 
the exception of

All corporations (and partnerships 
partner) engaged in farming, with r_4_e
(a) nurseries or other farming operations that raise 
or harvest trees (other than fruit and nut trees), 
(b) subchapter S corporations, and (c) corporations 
which do not have annual gross receipts exceeding 5

As
million.3/

under present law, the "preproductive period
" required to be capitalized will not include

1 on account of casualties.expenses i_^, 
interest or expenditures incurred
However, taxes, aside 
taxes, will no longer 
"preproductive period

from income 
be excluded 
expenses."

taxes and real property 
from the definition of
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Analysis of Impact

method of accounting^ uTmost**’^t****8 and disbursements 

laJgeCrfameiany substantial recJJdke^pJngSp“blemsPJor°?he

b.sedsi;HiyVsp™»::Joj,°!:di”“y be

comparably situated taxpayers ’ll!“be"",eaied?"'S’.'”"’ 
disadi!Jta5eOincu?redabyWliJqe1f"inate the comPetitive 
accrual method, ,hlch mist compe^^r*’^^

itlAd cash method because fche
definition of "family

corporations entitled to use 
latter happen to fall within 
corporation."

the
the

Effective Date

The proposed change will 
beginning after December 31, 

Revenue Estimate

be,a_oeffect*ve for taxable years 
19 7 8 •

Change In Tax Liability 

($ millions)

40

1 9711—
Calendar Years “ “ ——- ----------

: B82 “7------m3

25 10 5 7

Technical Explanation

S" - Act of

Of interests in th? business of farming if any offering 
with any federal or statePsecuriti^r31*1^ t0 be re9istered 
t°aderorbbusinessofbfarming SfcorP-a^-^ 

losses aurin, any period ifio’:^" ^.H^r^e^'o, 
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other limited entrepreneurs not actively participating in 
the management of the enterprise. The statutory definition 
of "farming syndicate" will also preserve the provisions that 
treat interests meeting the following requirements as 
interests not held by a limited partner or limited 
entrepreneur: (a) where an individual has an interest 
attributable to his active participation in the management of 
any trade or business of farming for a period of not less 
than 5 years; (b) where an interest is held in an enterprise 
engaged in operating a farm which serves as the principal 
residence of the individual who owns that interest; (c) where 
an individual has a participating interest in the further 
processing of livestock raised in a farming operation covered 
by the above provisions or in whose management that 
individual actively participates; (d) where the interest is 
owned by an individual whose principal business activity 
involves active participation in the management of a trade or 
business of farming; and (e) where an individual is a member 
of the family of a grandparent of an individual who would be 
excepted under any of the four situations listed above, and 
his interest is attributable to the active participation of 
such individual.

With respect to both farming corporations and 
syndicates, "preproductive period expenses" will refer to 
expenditures attributable to crops, animals or other property 
having a crop or yield during the period of time (a) prior to 
the disposition of the first marketable crop or yield of 
property having a useful life of more than one year, or (b) 
before disposition of any property having a useful life of 
one year or less. 4/ Exceptions from the definition will be 
retained for interest and expenses incurred on account of 
casualties, disease or drought; but taxes, aside from income 
taxes and real property taxes, will not be excepted. Also, 
in applying the definition, the use of self-produced supplies 
of the farm will be considered a disposition of those 
supplies.

Finally, any taxpayer required by this provision to 
change its method of accounting will treat such a change as 
having been made with the consent of the Secretary of the 
Treasury, will consider the change as not having been 
initiated by the taxpayer, and will generally be given a ten 
year period to take into account the net amount of 
adjustments required in the computation of taxable income. 
The Secretary will prescribe regulations indicating those 
situations in which less than a ten year period is 
appropriate (e.g. , the taxpayer was in existence for less 
than ten years).
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Footnotes

Tn™ he cash 5eceiPts and disbursements method, gross 
a™!, temS are tO be deluded for the taxable year in which 

instructively received; and expenses are to be 
deducted for the taxable year in which actually paid. Under 
the accrual method, income is to be included for the taxable 

the events have occurred which fix the 
right to receive such income and the amount thereof can be 
d* reaSOnable accuracy; deductions are permitted
wbL^Lt yuarrln whlch all the events have occurred
can L i^/act of liability and the amount thereof
can be determined with reasonable accuracy.

anntho,^er the Tax Reduction and Simplification Act of 1977 
December 3TmP^?7 Unt11 taxable years beginning after 
December 31, 1977 was granted wh ?re two families own at least 
L ^re^t ° ?be stock or where thtee families own at leas?

percent of the stock and substantially all of the St°Ck iS Owned by corporate employees, £heir

tCUStS established for the Denent or the employees.

lynd™a?e.-XCePtlOnS Wi“ nOt apply if the entity « a "^rm

Under Pyesent law, a farming syndicate must capitalize 
vineyard^prio?“t^t^fd^YeloPing a grove, orchard or 
nrrh^d P * flrst taxable year in which the grove 
quantities^ V^eyard bea” a crop °r yield in commercial 
fa™?™ a- h sPeclal rule will be eliminated, and 
thl^9 sy"dlcates raising fruit or nuts will be subject to 
the general provision described above. However, all 
taxpayers will continue to be covered by a special Code 
p vision for citrus and almond groves (section 278) That

2e— 
ciKs'cr^l.^1”9 the f“St f°Ut YeatS after Pl«"tlng a 
fi?st marked? 9C°Ve 6Ven th°Ugh the dispostion of the 
rirst marketable crop or yield might have occurred prior to 
the expiration of that four-year period.

320



365

IVE

SIMPLIFICATION OF ADR DEPRECIATION

Present Law

Under present law, a taxpayer generally may claim 
depreciation either on the basis of the particular "facts and 
circumstances" bearing on his anticipated use of the property 
or under the asset depreciation range and class life system 
("ADR").

A taxpayer claiming depreciation on the basis of facts 
and circumstances must estimate the useful life and salvage 
value for each item of depreciable property used in his trade 
or business. This can be a cumbersome and inexact process 
for the taxpayer. Moreover, the taxpayer's estimates are 
frequently reexamined by auditing agents of the Internal 
Revenue Service, and any discrepancies between their 
estimates and the taxpayer's will result in further time and 
attention being devoted to these factual matters.

In 1971 Congress authorized the Secretary of the 
Treasury to promulgate regulations establishing the ADR 
system. Under the ADR system, the Treasury Department 
establishes useful lives for classes of assets based upon the 
activity in which the assets are used (e.g., mining or 
agriculture) or the type of asset (e.g., automobiles or 
office furniture). A taxpayer is permitted to compute 
depreciation on the basis of these lives without any showing 
of facts and circumstances.

Since the class lives are set so that 70 percent of all 
assets in a class have actual useful lives which are as long 
or longer than the prescribed class life, the use of class 
lives in itself is a benefit to the average taxpayer. 
Moreover, taxpayers are permitted to set useful lives within 
a range extending from 20 percent below to 20 percent above 
the established class lives.

Taxpayers who adopt the ADR system obtain other 
advantages in the treatment of salvage value and retirements 
of assets. On the other hand, the regulations require 
taxpayers who adopt the ADR system to comply with a number of 
formal accounting and reporting requirements.

Reasons for Change

The presence of many attractive features in the ADR 
system has led to its adoption by taxpayers holding more than 
half of all corporate assets. In 1974, 64 percent of all 
depreciable corporate assets were held by taxpayers who
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corporate taxpayers with more than $100™!!! i^i J*1 f °f th® 
depreciable assets elected ADR; only 0.36 percenof

-J- in depreciable
have not been sharing in the be^efTJs of ADR to'th^10"5

that the mechanics of asset classification a„d aPPeaC

studying ways to 
is expected that a simplified 
use of ADR by additional 
the Congress enacted the

The Treasury Department has been 
Simplify the ADR system. it 
ADR system would lead to the 
taxpayers. However, because tne 

'“v1"5 =y=t™'«ith . 
present lew would authorize the SeXa™ if ?h' J1'" that 
promulgate regulations substantial!v hTff f Treasury to 
contemplated ^hen the st^r^^acted th°Se 

percent of unadjusted basis.
property 

more consistent with the goals of ADR. erminatlon would be

of twohconventionSrtoUdetermineethetdatePfyerS Ch°°Se °ne
begin claiming depreciation for pJop^rfv placed in Can 
during the year (section 1.167(a)-llM(2) Id service 
half-year convention, all assets Blared •’ Under the 
year are deemed to have been dWpH service during the

day o£ the year
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those placed in service in the second half of the year are 
deemed placed in service on the first day of the succeeding 
year (January 1 of the next year for calendar year 
taxpayers). These alternative conventions add complexity to 
both the operation of the ADR system and its description in 
the regulations. Moreover, one of the conventions the 
half-year convention—offers a number of practical and 
theoretical advantages in the operation of the ADR system. 
The half-year convention does not require a taxpayer to 
determine exactly when the second half of his taxable year 
begins, a task which may not be simple if the taxpayer s 
taxable year has fewer than twelve months or if the taxpayer 
is on a 52-53 week year. The half-year convention also 
requires the taxpayer to create only one set of vintage 
accounts each year, rather than the two sets required under 
the modified half-year convention.

The ADR system simplifies depreciation by establishing a 
limited number of rules which, on the average, provide a 
reasonably accurate measurement of income, and which can be 
readily applied both by the taxpayer and by the Internal 
Revenue Service. It is inconsistent with that goal to allow 
complicated options and variations, such as the use of the 
double declining balance method followed by the sum of the 
years-digits method for the same asset. Moreover, with the 
sanction of Congress, the ADR system provides a favorable 
pattern of tax depreciation for the average taxpayer by 
setting the useful lives of assets below average lives and 
then permitting these lives to be reduced by up to 20 
percent. Thus, it is unnecessary to allow taxpayers to 
overlay this guideline system with optional combinations ot 
depreciation methods that further accelerate depreciation 
deductions.

At present, taxpayers electing ADR are subject to 
detailed reporting requirements (section 1•167(a)-11(f) of 
the regulations). The purpose of these reporting 
requirements is to enable the Treasury Department to 
determine and refine appropriate lives for different classes 
of assets. In practice, the reporting requirements are both 
ineffective and costly to taxpayers and the government. 
Their purpose can be more efficiently accomplished through 
survey techniques involving controlled sampling procedures. 

General Explanation

Under the proposal, the Secretary of the Treasury will 
be authorized to issue new regulations governing the ADR 
system. It is intended that the new regulations will be 
shorter and simpler than the present regulations. These 
regulations—which should encourage more taxpayers to adopt
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the ADR system--will differ 
several respects, including

1. Salvage value will 
computing depreciation.

the"^??^®86"* 'emulations in 
tne rollowing:

be disregarded for purposes of

2. All assets will be 
convention," >service in the^iJau'S Jk"ed in

•nd

„ . , ------- It is
subject to the survey

yearS' and thus will rarely be required to

eliminated^*6 T^aierTwm^ re<luirements will be 
requests to be used in calLlatinqUADRdst° t0 survey
expected that no industry win be standards. - • 
procedures more often than be 
most taxpayers electing ADR 
respond to such surveys.

taxpayers who^lect^dep^eciate "assets 3 !impler system for 

^eciate assets under ADR.
Effective Date

be applicablTwit^r Aspect ^©“proper t^ ^.Proposal will

the taxpayer in taxable years Placed in service by
1978. it is expected thlt reaul^?^”9 ^er December 31, 
under this section before Marchi mo*^1 Promulgated 
filing returns for taxable veare ' J- so that taxpayers 31, 1979 will have su”KTent Um!n?nn2 ?" °f after Member 
elect the new simplified ADR system. determine whether to

Revenue Estimate

liabi^31 *iU have a negligible effect on tax

Footnote

cannot be depreciated^nder ^DR^onlv January 1» 1971
assets of these corporations h Y 25.Percent of the 
system. This percentage1shouldrincrease^over fS" ADR
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Excise Taxes
VA

COMMUNICATIONS TAX REPEAL

Present Law

Amounts paid for certain communication services are 

subject to a communications excise tax. The rate of this tax 

for 1978 is 4 percent. The tax is being phased out by 

reducing the rate by one percentage point a year. As of 

January 1, 1982 the tax will be repealed.

Services subject to tax are local telephone service, 

long distance toll telephone service including WATS, and 

teletypewriter exchange service. Private communication 

services which are charged for separately are exempted from 

the tax.

Reasons for Change

In the Excise Tax Reduction Act of 1965, Congress 

instituted a comprehensive overhaul of the excise tax system. 

The only uncompleted step in this overhaul is repeal of the 

communications tax.

In addition to completing the overhaul of the excise 

tax system planned in 1965, repeal of the communications tax 

will help to reduce inflation. Repeal of the tax will reduce 

the cost of living both directly and by lowering business 

costs. As the resulting reductions in business costs are 

passed through in the form of price cuts, they will reduce 

inflation through lower consumer prices and through the 

effect of these lower prices on cost-of-living adjustments in 

wages. Repeal of the communications tax will be particularly 

beneficial to lower and middle income persons, who bear a 

disproportionately heavy share of the tax.

Between 40 and 50 percent of this tax reduction will be 

reflected in lower prices of communications services paid by 

business firms. The rest will be reflected in lower prices 

paid by individual telephone users.

General Explanation

The Administration proposes to repeal the communications 

tax as of October 1, 1978. Repeal will be effective for 

service for which bills are first rendered on or after such 

date, except that the tax will continue to apply to services 

supplied before August 1, 1978 even though a bill is first 

rendered on or after October 1.
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Revenue Estimate

Change In Tax Liability

($ millions)

Calendar Years

1978 : 1979 : 1980 : 1981 1982 • 1983

-355 -1,200 -900 -500 — —
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VB

UNEMPLOYMENT TAX RATE REDUCTION

Present Law
The unemployment compensation program is financed by a

Of ^/^rif'?™ - "Fa
byof 2.1 percon? for State une.ploy.ent tax 

payments.
Unemployment benefits can be provided for up to 65 

. first 26 weeks is referred to as "regularweeks. The fl weeks is referred to as "extended
coverage, the next 13 weeks is re referred to as
benefit coverage, and the final zo wee linemolovment taxes 
"suoplemental benefit coverage." State

t;z111

»ay Porto, 

from the FUIF.
Federal unemployment taxes are f^^^^"^th^extent 

^noral revenues are loaned to the FUIF to tne extent ?« XX h«ve sufficient funds to meet its

obligations.

Reasons for Change
The 1974-1975 recession had a severe impact on the

Ute
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Table VB-1

------ —__________ Federa 
Extended
Benefits

nil Costs
: Federal
:Supplemental :Total

Cost

Payroll

S Hit By 
:Loans from 
:General

: Benefits 
($ millions)

Tax :Revenue

Prior to CY 1975 661 661 661
CY 1975 1,306 2,271 3,577 130 3,447
CY 1976 1,237 2,946 4,183 160 4,023
CY 1977 Estimate 946 620 1,566 750 816

4,150 5,837 9,987 1,040 8,947
urxiue ot the Secretary of 

Office of Tax Analysis
the Treasury January L8, 1978

Moreover, about half the States have exhausted their

a"' ?e”eral revenues. Furjhe”
expect1:’’,:?? "Further,

are

ordinary9!^8 haS taken tw0 steps in response to this extra- 

sas;
in effect u ’thl put Scheduled to remain

Ja?uary 1977 increase in the rate of Federal 
increasinqninflAthaS raised business costs, thereby 
committed tn HnarY Pressures- The Administration is 
employer Davron3?”"9 no™al unemployment benefits out of 
It i^Inapprop^a^; ^°WeVer' the Administration believes 
from the severe 1974 1^7^ eXtr?ordinarY expenses resulting
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General Explanation

The Administration proposes to restore the Federal < 
unemployment payroll tax to its normal effective rate of 0.5 
percent, a reduction of 0.2 percentage points.

In addition, the Administration plans to consider 
whether further use of general revenues is necessary to 
strengthen the present financial position of the FUIF, or to 
ensure the financial strength of the FUIF for the future.

Analysis of Impact

The reduction in the effective rate of Federal unemploy­
ment tax will assist in reducing inflation. As the resulting 
reductions in employer wage costs are passed through in the 
form of price cuts, they will reduce inflation directly 
through lower consumer prices and, indirectly, as the lower 
prices result in lower cost-of-living wage adjustments. 
(As the employer cost reductions are passed through in the 
form of price cuts, the reduction in wage costs will 
eventually translate into a reduction in the GNP deflator of 
approximately 0.1 percent.)

The impact of the rate reduction, in terms of percentage 
of wages, will be greatest for costs associated with the 
employment of low-wage workers. Thus, the reduction will 
partially offset the increased employer costs associated with 
recent minimum wage legislation and will increase the demand 
for low-skilled labor.

Effective Date

The reduction in the rate of Federal unemployment tax 
will be effective as of January 1, 1979.

Revenue Estimate

Change in Tax Liability 
  ($ millions)__________ ________________ ___ 
—____________________ Calendar Years

1978 : 19 79 1980 ; 1981 ; 198 2 : 1983

-850 -900 -950 -1,000 -1,050
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COUNCIL OF ECONOMIC ADVISERS 

before the

house committee on ways and means

Tuesday, January 31, 1978

I am pleased at this opportunity to discuss with the 

members of the House Ways and Means Committee today the 

President's economic program for 1978 and 1979. That program 

is designed to maintain a strong economy over the next two 

years and to build the foundation for continued progress over 

the longer term.

Secretary Blumenthal has discussed with you the overall 

shape and specific components of the President's proposals 

for tax reduction and reform. I would like to concentrate 

upon those elements of the economic picture which require 

a tax program of the size and structure recommended by the 

President and how the tax proposals relate to other 

elements of the Administration's economic program.

(375)
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The Ma-jor Tasks of Economic Policy —-------- ---------------
The American economy today is basically healthy. We 

are making good progress in recovering from the trauma of 

earlier years, when the nation was hit, in quick succession, 

by double-digit inflation and severe recession. Last year, 

our economy created a record number of new jobs and reduced 

the ranks of the unemployed by over one million people.

The pace of activity, moreover, is moving well as we enter 

1978.

Because the inflation was so great and the recession 

so deep, the progress we have made still leaves us short 

Of full recovery. Substantial further progress is needed, 

and steps must be taken now if „e expect to achieve our 

long-range economic goals.

° Economic growth will slow in late 1978 and 

in 1979 unless we act to relieve the growing 

tax burden on consumers. Payroll taxes are 

rising sharply, and inflation is pushing individuals 
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into higher tax brackets. Other sectors of the 

economy are not growing sufficiently to counterbalance 

this depressing effect on consumer spending. Tax 

reductions for individuals are therefore needed to 

maintain growth of consumer purchasing power and 

spending.

Business investment is not rising fast enough. 

More investment will create additional jobs for 

a growing labor force and increase our industrial 

capacity for the future. Business tax reductions 

are needed to provide the incentives for a faster 

expansion of investment and the capital stock. 

The Federal tax system is too complex and in many 

respects unfair. Reform of our tax laws is needed 

and should be combined with tax reduction this 

year.

Structural unemployment remains a major unsolved 

problem. Overall economic progress will help reduce 

the very high unemployment rates among youth and 

minorities. But these and other groups will not 

enjoy their fair share of the fruits of economic 

expansion unless their job opportunities are 

increased substantially. In addition to overall 

economic measures, we need to improve and expand
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our employment and training programs to address 

their specific employment problems.
o Inflation is too high. We must take steps 

to prevent a worsening of inflationary pressures

as the economy moves to higher levels of employment 

and production. And we must bend our efforts now 

toward reducing the present inflation.

These problems cannot be dealt with in a piecemeal 

fashion. Only with a coordinated effort to deal with all 

of them will „e realize the potential that our national

resources and the energy of the American people make possible.

The Economic Setting

Let me set the stage for an explanation of the President's 

proposals by reviewing briefly the major economic developments 

of the past year and the situation of the economy as we 

enter 1978.

The economy grew strongly last year. In the fourth

quarter of 1977, the nation's real Gross National Product

stood 5-3/4 percent above its year-earlier 

4 million jobs were created in 1977 — the 

increase of any single year. By December, 

level. More than 

largest employment 

the rate of
unemployment had fallen to 6.4 percent, 1.4 percentage 

below its level 12 months earlier.

The benefits of growth were impressive. On a per capita
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basis the real after-tax income of Americans rose almost 5 

percent over the four quarters of 1977. The rate of capacity 

utilization in manufacturing increased, and corporate profits 

rose by 9-1/2 percent for the year.

The course of the expansion during 1977 was uneven. 

Output rose strongly early in the year, as businesses sought 

to rebuild depleted inventories, and unemployment declined 

sharply. When consumer spending slowed in the spring and 

summer months, retailers reduced their orders and manufacturers 

cut back on the rate of production and also their hiring.

By year end, however, the pace of activity had begun to pick 

up again, led by a vigorous rise in consumer spending, and 

the economic stimulus program proposed by the President and 

enacted by the Congress earlier in the year.

We are entering 1978 with good prospects for continued 

strong expansion for the near term. Growth will be spurred 

for a time by increased inventory investment, as businesses 

catch up with the unanticipated surge in consumer spending 

late last year. Moreover, the 1977 stimulus programs 

are still gathering strength and will encourage recovery 

through the first half of 1978.

As we look further ahead, however, it is clear that 

unless steps are taken now to maintain economic growth, 

expansion will slow to an unacceptable pace and our efforts
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to reduce unemployment will be frustrated.

The most important development threatening sustained 

recovery is the increasing burden of taxes borne by the 

average taxpayer. Under present law, large increases in 

payroll taxes are coming into effect to finance the social 

security programs. Some of these added taxes were scheduled 

by law in the 1973 social security amendments. Additional 

increases were enacted last year and are essential to the 

continued health of the social security system, since without 

them the trust funds would soon be depleted. But the economic 

impact of these higher taxes cannot be ignored. Payroll 

taxes will rise by $7 to $7-1/2 billion in 1978 and again in 1979 

An adcitional drag on consumer purchasing power will occur 

because inflation and real economic growth push taxpayers 

into higher brackets. Unless steps are taken to lower individual 

income taxes, Federal revenues over the next two years will 

be absorbing a significantly rising share of personal income.

There are times, of course, when increased effective 

tax rates are needed to restrain an overheated economy. But 

that is not the case at present. On the contrary, growth 

in the private sector is not likely to be strong enough to 

overcome a substantial increase in the degree of fiscal 

restraint that would be emanating from the Federal budget.

For example, consumer spending will probably rise in 

1978 and 1979 by somewhat less than the increase in after-tax
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incomes. Americans are now saving about 5-3/4 percent of 

their income after taxes - a lower rate than has prevailed 

for most of the past decade. The saving rate could easily 

increase somewhat in the near future. Consumer purchases 

cannot be expected to serve as the driving force for economic 

expansion, as they did early in the recovery.

Similarly, housing construction, which has risen very 

strongly since early 1975, will not continue to provide a 

major source of thrust to economic expansion. Backlogs of 

demand have been reduced, and financial markets have 

tightened somewhat. We do not expect housing construction 

to decline significantly over the next two years, but it 

is unlikely to show a substantial increase.

The foreign sector has been a major dampening factor 

on growth in our economy over the past two years. Last 

year, the U.S. current account deficit increased dramatically — 

to about $18 billion - due largely to a surge in oil imports. 

Other imports also rose strongly, but our exports showed 

little growth. Economic expansion abroad is likely to 

improve somewhat in 1978. increasing the demand for U.S. 

exports, and the dollar volume of our oil imports will 

probably remain about unchanged this year. Our overall 

current account deficit, therefore, should not increase 

significantly further. But we cannot, unfortunately, expect 

it to diminish materially either.

22-302 0 - 78 - 25
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The source of growth that would be most welcome in 1978 

and 19 79 would be a strong rise‘of business fixed investment. 

Over the past several years, the labor force in our country 

has grown very rapidly. Growth of the capital stock has 

not kept up. Productivity is therefore increasing very 

slowly. And although there is, at present, substantial idle 

capacity in our plants and factories, a faster growth of 

capacity will be needed to avoid inflationary bottlenecks in 

later years as we approach a high employment economy. 1/

Average Annual Growth in the Stock of Business 

Fixed Capital and the Private Labor Force 

(percent per year)

Business capital stock 
Labor Force

1965-73

4.4
1.9

1973-76

1.9
2.3

1/ Appendix 1 briefly discusses the problem of capacity 

utilization as the economy approaches high employment.
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During the course of an economic recovery, business plans 

for investment spending typically strengthen - as capacity 

utilization increases, profits improve, and the outlook for 

the long-term future brightens. There has been a significant 

improvement in the rate of investment over the past two years, 

but it is not sufficient. In real terms, business fixed 

investment in the final quarter of 1977 was still 3 percent 

below its peak in 1974. Moreover, surveys of business 

plans for investment in new plant and equipment in 1978 

suggest a rise this year that may fall somewhat short of last year 

performance. This is simply not good enough.

Given the absence of growing strength in these 

major sectors of the private economy, it would clearly be 

unwise to impose a major increase in the tax burden on 

the economy — but that is what would happen without the 

President's tax program. As a consequence, economic growth 

would slow. We estimate that if the President's tax 

program were not enacted, growth in 1979 would be in a range 

of about 3-1/4 to 3-3/4 percent. The rate of unemployment 

would therefore stop declining, and it might begin rising 

again. We are still too far from full recovery to accept 

such a result, and the President's fiscal program for 1979 

is designed to assure that it does not happen.

The Administration's Fiscal Program

The centerpiece of the Administration's economic program 

for fiscal 1979 is the proposal for substantial tax reductions,
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integrated with recommendations for meaningful reform of the 

tax system. The elements of the program include:

1. Tax reductions of $24 billion for individuals combined 

with revenue-raising reforms of $7 billion. Tax reduction 

is achieved by substituting a $240 per capita credit for the 

existing $750 personal exemption and the general tax credit, 

and by reducing personal tax rates. The reduction in tax 

burden is greatest for low and middle-income taxpayers.

2. Business taxes are reduced by $8 billion. Tax 

reforms affecting businesses will raise $2 billion in revenue, 

for a net business tax cut of about $6 billion. Tax cuts 

are provided through a substantial reduction in the corporate 

tax rate - the first since 1964 - and through liberalization 

of the investment tax credit (ITC). The ITC is made permanent 

at 10 percent, and for the first time is extended to include 

industrial and utility structures, as well as equipment. 

Furthermore, businesses will be permitted to use the ITC to 

offset up to 90 percent of their tax liability, compared 

with the current 50 percent limit.

3. The Federal telephone excise tax, which under 

current law is now being gradually phased out, will be 

eliminated this year and the Federal unemployment insurance 

tax rate will be reduced to its pre-1977 level. The net tax 

reduction from these two provisions is $2 billion, which 

will be realized by consumers principally through lower 

prices.
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These proposals do not include any provision relating 

to the energy legislation now pending before the Congress. 

If, when finally enacted, the energy program does not include 

a full rebate to consumers of the net proceeds of the wellhead 

tax on oil, the President has indicated that he will seek 

additional personal tax reductions to return those funds to 

consumers.
In total the President's program calls for tax reduction 

of $34 billion, partially offset by $9 billion in revenue-raising 

reforms. The two elements of reduction and reform go together. 

Without the tax reforms, the size of the tax reduction 

components of the program should be scaled back.

The reforms included in this package are achievable and 

desirable. They will make our tax system much more equitable 

by eliminating a variety of business deductions that have 

been greatly abused, by sharply curtailing tax shelters, and 

by strengthening the minimum tax. They also eliminate tax 

subsidies in the area of international business transactions 

whose public benefits do not justify the costs. And they 

will make the tax system simpler and easier to understand.

The amount of net tax reduction called for in the 

President's program has been scaled to the needs of our 

current economy, and designed to promote a sustainable 

economic growth rate of 4-1/2 to 5 percent in 1978 and 1979. 

It will amount to 1.1 percent of the 1979 GNP. This is
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about half the size of the 1964-65 tax cut, but 60 percent 

larger than the tax cuts which went into effect in 1970 

and 1972.

In the absence of the tax cuts, the share of personal 

income absorbed by Federal personal income taxes and the 

contribution of employees and the self-employed to social 

security would rise from 14.3 percent in 1977 to about 15.1 

percent in 1979. Under the President's proposals, however, 

the share of personal income absorbed by these taxes will 

not increase between 1977 and 1979. Looked at from a different 

perspective, the President's tax proposal will mean that 

total Federal tax revenues as a share of GNP will rise only 

slightly between 1977 and 1979. Thus, by reducing taxes, we 

will conterbalance the prospective drag on the economy from 

the rising tax burdens which would otherwise occur.
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Ratio of Taxes to Personal Income and GNP 

Calendar Years 1977-1979 

(percent)

1977 1978 1979

Ratio of personal taxes plus 
employee and self-employed 
social security taxes to 
personal income:

With tax cut 
Without tax cut

14.3
14.3

14.3
14.5

14.1
15.1

Ratio of total Federal 
revenus to GNP:

With tax cut 
Without tax cut

19.8
19.8

20.1
20.4

20.0
21.2

The size of the tax proposal was not designed to achieve 

any particular ratio of tax revenues to income, however. 

Rather, it was formulated in concert with the President's 

expenditure recommendations, to keep the economy on a path 

of growth that will ensure significant further progress in 

reducing unemployment during 1978 and 1979.
A full appraisal of the contribution of the Administration’ 

proposals to the performance of the economy must take into 

account both the expenditure and revenue sides of the budget. 

One simple, but useful, measure of the overall degree of
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fiscal impact is the deficit in the high-employment budget. 

In this budget, the estimates of spending and 

revenues are those that would occur if the economy were at 

high employment. This budget thus abstracts from the increased 

spending and reduced tax revenues that result automatically 

when the economy is not at high employment. As a result, 

the discretionary elements in the budget stand out clearly. 

The movements in the high-employment budget, as measured in 

the national income and product accounts are shown below for 

calendar years 1977 through 1979.

(billions of dollars)
1977 1978 1979

High employment deficit -18 -27 -23

With the President's program, the high employment

budget deficit would increase significantly in 1978. In 

1979, it would decline somewhat, but remain $5 billion higher 

than in 1978. Thus, the Administration's overall budgetary 

program adds modestly to the degree of fiscal stimulus 

between 1977 and 1979.

If the President's program is enacted, we expect both 

1978 and 1979 to be years of good economic growth. The 

nation's real output should increase each year by 4-1/2 to 

5 percent — a rate that would make it possible to reduce the
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unemployment rate from 6.6 percent in the final quarter of 

1977 to a range of 6 to 6-1/4 percent by the end of 1978, 

and to somewhere in the 5-1/2 to 6 percent range by the 

fourth quarter of 1979. We estimate that the tax package 

will create nearly one million additional jobs by the end 

of 1979.
The economic effects of this tax proposal, if enacted, 

will begin to show up in the latter part of 1978. Some 

additional stimulus to consumption should occur promptly 

in the last quarter of the year, as tax reductions are 

reflected in take-home pay. From the final quarter of 1978 

to the same period in 1979, real personal consumption 

expenditures should rise at close to a 5 percent annual 

rate.
This strong and sustained growth in consumer markets 

should encourage businesses to augment investment plans in 

1978 and 1979. The tax incentives proposed by the President 

should also encourage a step up of investment plans. The 

extension of the ITC to investmnet in structures will be 

made retroactive to January 1, 1978, and some effects may 

begin to be felt before final enactment of the tax proposals. 

Prospective reductions in the corporate tax rate, meanwhile, 

will increase the expected returns on investment and, once 

enacted, help to finance needed investments through greater
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cash flow. We expect business investment in real terms to 

strengthen during the course of 1978 and to rise by about 

8 to 9 percent in 1979 if this program is put in place.

Effects on the Deficit

Achieving these results through tax reduction means, of 

course, that the 1979 Federal deficit will be larger than it 

otherwise could have been. The President's fiscal 1979 

budget carries a deficit of $61 billion in that fiscal 

year, only slightly below that in 1978. Had the proposed 

tax reductions been foregone, however, the deficit would have 

been $15 to $20 billion less. But the price would have been 

a weaker economy, almost a million fewer jobs, a substantially 

higher unemployment rate, and less growth of investment and 

industrial capacity. That is far too high a price to pay.

The 1979 budget deficit is large, but it is not 

inflationary. We recognize fully that deficits in the 

Federal budget do cause inflation if they create excess 

demand. We see no danger of that during the next two years, 

since unemployment is still high and there is ample slack 

capacity in the manufacturing sector to permit further 

increases in real output without encountering bottlenecks.

We know, however, that the Federal budget must be 

brought into balance as rapidly as the developing strength 

of the economy permits. That is an essential principle of 

the President's long-range budgetary strategy, and our 

recommendations for fiscal 1979 are entirely consistent with
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Long-Range Budget Strategy
The President has stated on numerous occasions his 

intention to keep a tight rein on the growth of total 

Federal expenditures. The Administration's 1979 budget 

reflects this commitment — Federal expenditures increase 

in real terms by less than 2 percent. Similar restraint 

will be shown in succeeding budgets. We intend to reduce 

gradually the share of the Nation's output devoted to 

Federal expenditures.
Budgetary restraint does not mean neglect of important 

social problems. The Federal Government should, and under 

this Administration will, continue to meet the pressing 

needs of the Nation. Through careful budgetary management — 

using zero-based budgeting and multi-year planning — we 

can improve efficiency and select priorities more carefully, 

thereby channeling budgetary resources to meet important 

social and other national needs. In the years ahead, 

sustainable economic growth can be promoted by such an 

expenditure policy, coupled - when and as the need arises - 

with tax reductions.
At each step along the way, the benefits of tax 

reduction will have to be weighed against the costs of a 

larger deficit. We intend to move toward a balanced Federal
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budget. In a high employment economy, with strong growth 

in private demand, deficits must be avoided, since under 

those conditions they would create excess demand and 

generate inflationary pressures.

If the private economy grows very strongly between 

now and 1981, we can and will balance the budget by then. 

No decisions have been made in the 1979 budget that foreclose 

this possibility. If private economic growth appears to be 

insufficient in the future to achieve high employment, 

however, we are prepared to undertake additional fiscal 

measures to ensure that our economic objectives are realized. 

In that event, the date for achieving a balanced budget would 

have to be deferred.

One obvious question comes immediately to mind in 

relating these budgetary principles to the 1979 budget. 

Why is it necessary so far into economic recovery to have 

a budget deficit of $61 billion? Under the economic 

conditions which prevailed in the 1960s or the early 1970s 

this would not have;been the case. But there are several 

characteristics of our present economy which make it very 

difficult to balance the Federal budget without sharply 

slowing economic growth. The difficulty stems, in the 

main, from developments affecting the budgets of State and 

local governments and from the drain of income associated 

with our foreign trade in goods and services.
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In the past, State and local governments In the 

aggregate typically ran small budgetary deficits. More 

recently, however, the aggregate budgets of State and 

local governments have been in siteable surplus. Last 

year, that surplus was nearly S30 billion, up from SIS 

billion in 1976 and S3 billion in 1970. Part of this 

growing surplus stems from the accumulation of monies 

in pension funds for the 13 million employees of State and 

local governments; another part stems from efforts by some 

of these governmental units to put their financial houses 

in better order after the recession of 1974-75. Within 

the aggregate, of course, there are some governments whose 

fiscal positions are quite difficult.
However pleasant the overall surplus may be from the 

standpoint of many State and municipal governments, 

they tend to restrain economic activity - because they 

draw more out of the income stream in tax revenues than

are put back by way of expenditures.
The current account deficit in our international

transactions - nearly 918 billion in 1977 - poses a

similar problem. It also represents a drain on the 

stream of national income; it means that we are sending 

more dollars abroad through purchases of goods and services

than are
returning to our country to buy goods and services

here.
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The table below shows the current size of these drains 

on income, and how large they are compared with earlier 

years of high employment: A/

1955-
1956

1965-
1966

1972-
1973 1977

(billions of dollars)
State and local surplus
Foreign sector

Total
-1.1
-0.7
-1.8

0.2
-2.9 
^278

13.4
5.2

1875

29.2
19.1
48.3

Federal surplus or 
deficit (-) 5.2 -0.6 -12.0 -49.6

1/ Data are from the Department of Commerce national 
income accounts. national

The aggregate surplus of State and local governments 

is likely to diminish somewhat in the next few years but 

it will probably remain large for many years to come. 

Adjustment of our trade deficit will also take time. That 

deficit can be traced to two major factors: we are importing 

large amounts of oil at high prices, and our exports have 

been depressed by slow rates of economic growth abroad. 

Enactment of an effective energy program, and improvement 

in the economic growth rates of other nations, will contribute 

to a gradual reduction in our foreign deficit; it can only 

occur gradually.
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The State and local foreign sectors are, of course 

not the only economic forces which determine the appropriate 

fiscal stance for the Federal Government. But the size and 

recent growth of the income drain from these two areas are 

large and they must be taken into account in the formulation 

of Federal fiscal policy.
We cannot realistically expect that the unprecedented 

size of the income drain in the State and local and foreign 

sectors will automatically be counterbalanced by extremely 

strong spending propensities on the part of American businesses 

or consumers. Therefore, the Federal budget must stand ready 

to provide a counterbalance, in order to maintain a healthy 

economy.

Structural Unemployment
Fiscal and monetary policies are the basic tools at 

our command for promoting healthy growth in the overall 

economy and reductions in unemployment. But even in periods 

of relative prosperity some groups of American workers 

continue to suffer high unemployment rates. The current 

recovery has bypassed some Americans. Blacks and members 

of other minority groups particularly face disproportionately 

high rates of unemployment; the 40 percent rate of unemployment 

among black youth is simply not tolerable. Unless the 

government takes steps to bring all groups of citizens into 

the economic mainstream, we will be frustrated in our efforts
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to achieve tolerable levels of unemployment.

A nation that prides itself on human rights cannot 

ignore a structural unemployment problem of the magnitude 

we face in the United States. The human and social costs 

are much too large. The economic costs are also substantial. 

If we can give those individuals who otherwise would be 

unemployed the training and experience they need to become 

productive workers, and open up job opportunities for them, 

the nation's potential to produce would be greatly enhanced. 

Millions of Americans out of work amount to an enormous 

waste of valuable resources.

In th’e longer run, dealing with structural unemployment 

successfully also has important implications for controlling 

inflation. Typically, as our economy approaches high levels 

of employment, some labor markets tighten up much more than 

others. Unemployment rates for experienced adult workers 

drop to very low levels, while large unemployment still 

exists for other groups. Employers, however, still tend 

to expand their work force by trying to fill vacancies with 

workers from the groups with low unemployment, rather than 

turning to those with higher unemployment rates. As a 

consequence, inflationary pressures on wages and prices 

ensue, even though unemploymnet among some segments of the 

labor force is still very high. Employment and training 

programs that provide skills and open up job opportunities
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for disadvantaged groups of workers
tend to reduce these

inflationary pressures, and are

achieve both our objective 

of high employment.

The task we face is a 

taken some important first

essential if we are to 

rice stability and our goal

difficult one.

steps, but much

We have

remains

already

to be

done.
In the 1977-78 stimulus package, the level of jobs

under the Public Service 

from 310,000 to 725,000.

Employment program was increased

since last spring, and now

PSE employment has grown substantially 

, totals about 600,000. The remaining

increase to 725,000 will occur
over the next few months. The

program was 

longer-term

also modified to target it more carefully 

and low-income unemployed. The President

on the

is

proposing to continue this program 

in 1979.
The current public service jo

at the 725,000 job level

.. . in nature, and will be stepped down gradually
countercyclical in nature,
after 1979 as the overall unemployment rate declines. A

more permanent program, designed to provide work for 1.2 to 

1.4 million persons, is part of the President's preposed

This programoverhaul of the nation's tangled welfare system.
is' aimed at offering work, rather than cash welfare, to those

of the nation's poor who are able to work. The 1979 budget

includes a request for a
50,000-job program to demonstrate

„ natter Jobs and Incomes the feasibility of the Program for Better Job
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proposals.

Special programs for young people were authorized under 

the Youth Employment and Demonstration Projects Act enacted 

by the Congress in 1977. These projects are aimed at testing 

a number of alternative approaches to combine work experience 

and training for young people. In the 1979 budget, we are 

requesting funding for 166,000 slots in the YEDPA programs, 

and to increase the Job Corps.

For most workers, the long-term answer to job opportunities 

must be in the private sector. Five out six new jobs will 

come from that sector. It is in the private sector that the 

greatest opportunities exist for job training, for 

advancement, and for meaningful life-time careers. It is 

important, therefore, that we find effective ways to channel 

those who ordinarily would go jobless into private sector 

employment. Later this year, the Administration will send 

to the Congress proposals to encourage the creation in the 

private sector of jobs for the structurally unemployed, and 

particularly for the young. Details of this program are 

under active development at the present time and will be 

sent to the Congress shortly. The 1979 budget includes 

$400 million for this new initiative.

Reducing the Rate of Inflation

Another critical problem with which we must deal more 

effectively is inflation. During the period immediately
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ahead, there will still be some slack in the economy, and 

the likelihood of an increase in the rate of inflation is 

low. As the economy approaches higher levels of employment 

in 1980 and 1981, however, the risks increase that the rate 

of inflation will begin to move up. A significant worsening 

of inflation would undermine the confidence of consumers and 

businesses, causing them to cut back on purchases and 

investments. Moreover, we would be inhibited from taking 

the fiscal and monetary steps necessary to reduce the rate 

of unemployment. Progress against inflation is thus 

absolutely essential to reducing unemployment.

The inflation problem that we face today has two 

distinct aspects. We need, on the one hand, to pursue 

policies that will avoid a worsening of inflation as we 

regain high employment. And we must take steps now to 

begin unwinding from the high rate of inflation that we 

have inherited from the past.
The government can, by following prudent fiscal and 

monetary policies, ensure that inflationary pressures are 

not increased due to excess aggregate demand when the 

economy returns to high employment. During the period from 

1965 to 1969, inflationary pressures were intensified by 

continuation of deficit spending in a high-employment 

economy. Overly expansive monetary and fiscal policies also
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contributed to inflation during 1972, when a worldwide boom 

developed that put serious pressures on the basic resources 

of industrialized economies. With sound management of the 

budget and the economy, we can avoid such excesses in the 

future.

A second important step is to ensure that industrial 

capacity expands rapidly enough to prevent shortages and 

bottlenecks in individual industries as overall demand 

reaches higher levels. The President's economic program 

for 1979 recognizes this fact. It will encourage investment 

by promoting continued expansion of markets for the output 

of new plant and equipment, and by offering specific incentives 

to increased investment.

Third, a successful attack on the structural sources of 

unemployment also is essential to reduce the chances of 

higher inflation rates in the future. That fact, too, is 

recognized in the Administration's budget proposals for 

fiscal 1979.

Efforts to reduce the current inflation rate will 

encounter difficult problems. There is much that government 

can do to contribute to lower inflation. A modest step — 

the proposed reduction in excise and unemployment insurance 

taxes that will contribute directly to lower prices and costs - 

is incorporated in the President's tax program.
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The government also can bring into line its own actions

that raise costs and prices. A top priority of this

Administration is to
reduce the adverse impact on costs and

prices of government regulatory actions. We have moved

already to cut back significantly the sheer number of 

regulations, and to pare the paperwork burden imposed by 

regulatory agencies. He are establishing new procedures 

that will encourage regulatory agencies to seek out and 

apply the most cost-effective approach to accomplishing

our regulatory objectives. The President has established

under my chairmanship an interagency committee to review 

the adequacy of economic analysis of major regulations. 

Government can in this way make a direct contribution to 

reducing the cost-rising effects of its own actions.

However, such actions alone will not be sufficient 

to make dramatic progress against inflation. For the past 

three years, the rate of inflation has persisted in the 

general range of 6 to 6-1/2 percent. There have been 

temporary fluctuations in the inflation rate, due to movements 

in food prices and fuel prices, but the underlying rate of 

price increase has neither accelerated nor slowed throughout 

the recovery. Recent experience suggests that the rate of 

inflation is increasingly unresponsive to widespread unemployment

and idle capacity.
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The inflation we have inherited from the past is built-in 

to the process of setting wages and prices. Businesses 

raise prices to compensate for past and expected wage increases 

because they expect consumers to pay the higher prices they 

charge. Workers, seeing prices rising and expecting more 

inflation in the future, push for higher wage settlements. 

This process cannot be brought to a halt by government 

decree, nor can it be eliminated through the action of any 

one group of workers or businesses. If the rate of inflation 

is to be brought down from its current plateau, we must all 

work at the job together.

Over the past several months, the Administration has 

examined closely a wide array of alternatives for dealing 

with the inflation problem.

Several approaches were rejected virtually from the 

outset. We cannot, for example, sit back and do nothing. 

Inaction could mean the eventual reemergence of bottlenecks 

and wage pressures that could lead to a worsening of inflation. 

Mandatory wage and price controls are not the answer. They 

do not effectively stop inflation, and the severe distortions, 

inefficiencies and inequities they cause are unacceptable.

We also have rejected policies of slow growth. We 

cannot wring the inflation out of the economy through high 

unemployment and economic slack. Such policies have only a 

limited impact on the kind of inflation we face, and then 

only at unacceptably high cost in human suffering and lost
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output. Moreover, by discouraging businesses from commitments 

to increase capacity, slow rates of growth may lead to 

inflationary problems later on, when high employment finally 

is approached.
A number of innovative ideas to reduce inflation through 

the tax system were given serious consideration. Some of 

these proposals would give tax reductions to workers in 

return for restraint in annual wage increases. Others would 

tax wage increases above a specified level, or use general 

revenue sharing as a means of encouraging State and local

governments to reduce sales taxes.
All of these plans, however, are subject to major 

questions with regard to administrative feasibility, economic 

impact and political acceptability, it would therefore be 

highly imprudent to propose introducing any of them before 

subjecting them to a much wider discussion and a more complete 

evaluation with respect to their economic effectiveness, 

administrative feasibility, and social equity. On the other 

hand, the momentum of inflation is so great and the consequences 

of either allowing it to continue or trying to wring it out 

with excessively slow growth are so large that they should 

not be dismissed out of hand. Further economic evaluation 

and a much broader public debate would be very healthy, 

whatever its outcome.
After reviewing a long list of policy options, the 

President has concluded that the most appropriate step
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we can take at this time is to embark on a program of 

voluntary restraint in the setting of wages and prices. He 

has set forth a reasonable standard of behavior for gradually 

reducing inflation. Over the next year, labor and management 

in each industry have been asked to reduce rates of increase 

in wages and prices to below what they were on average in the 

prior two years.

This is a flexible and fair proposal. it recognizes that 

there will be some cases in which the profit margins have 

been badly lagging, and that there are some groups whose wages 

have not risen as rapidly as others. In those cases, 

deceleration may be more difficult to achieve, and in some 

circumstances, may not be possible at all. By the same token, 

those businesses and groups of workers that have done better 

than average recently should contribute more to the overall 

deceleration of inflation.

To implement this program, the Administration will 

initiate discussions with officials and representatives of 

firms and unions well in advance of decisions on price 

increases or the opening of wage negotiations. This is not 

a program that requires prenotification of wage or price 

decisions, now will the government attempt to interfere 

with the normal process of collective bargaining. But we 

will seek, through discussions that focus on conditions in 

each industry, to impress upon both workers and businesses 

the public s interest in wage and price restraint.
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We fully recognize that this program will meet some 

skepticism. Given the nature of the current inflation, it 

is clear that no individual business or group of workers can 

afford to take steps to solve the inflation problem 

unless he is convinced that others will go along. Inflation 

poses a problem in which the interests of individuals coincide 

in the long run with the public interest. If the program 

succeeds in accomplishing a gradual reduction in inflation, 

we will all be better off. Money wages will grow less 

rapidly — but real wages will continue to expand because 

prices will also rise more slowly. Profits will continue 

to rise and to provide adequate incentives. Our chances 

of sustaining economic growth will be improved, and the 

risk of new inflation reduced.

The International Economy

The problems which the American economy faces, and 

toward which the resolution of which the President's economic 

program is addressed, are not unique to our nation.

Throughout the world, in both industrial and developing 

countries, governments are struggling with the existence 

of inflation side-by-side with widespread unemployment.

Outside the United States economic recovery faltered 

in 1977. Unemployment is high and rising in most industrial 

countries abroad. The quadrupling of world oil prices in 

1973-74, that contributed so much to the world-wide acceleration

22-302 0 - 78 - 26
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of inflation and the global recession, is still troubling 

the world economy through its effect on the balance of 

payments of oil-importing countries. And because they were 

so severe, the economic disruptions of several years ago 

still cast a shadow over current economic events, as their 

memory affects the attitudes of businessmen and consumers.

Continued economic recovery is critical to the health 

of the world economy. Growth in the U.S. economy - the 

largest and strongest in the world - is essential to that 

recovery. it is also important that other strong nations 

join with us to promote growth in their own economies. 

World recovery cannot proceed if nations rely upon exports 

as the principal source of economic expansion.

The problem of imbalances in international payments 

will also require concerted action. Because of the surpluses 

of oil-exporting countries, many nations have sizeable 

deficits. Some industrial countries are also running large 

and persistent surpluses, thus increasing the pressures on 

countries in deficit.

Reduction of these imbalances will demand several 

parallel steps. To begin with each individual country must 

ensure that its own policies help relieve the strains. The 

United States must do its part. In 1977 we had a current 

account deficit of $18 billion. The large rise in oil 

imports was a major factor in producing this result. We can
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take a most constructive step toward correcting this deficit 

by moving quickly to put a National Energy Plan in place.

Our 1977 trade deficit also stemmed from our better 

economic performance. Slow growth abroad held down our 

exports while expansion at home raised the demand for imports. 

The appropriate response to these developments is not a halt 

in U.S. recovery — that would seriously worsen the economic 

problems of the world. It is important, however, that in 

our recovery we encourage a faster growth in business investment, 

to improve productivity growth, provide adequate industrial 

capacity, and combat inflation, thereby enhancing our competitive 

position in world trade.
Countries in surplus should also do their part. Balance 

of payments surpluses in some countries have contributed to 

the economic stagnation among their trading partners. Where 

their own economies have slack, it is appropriate for nations 

in surplus to stimulate the growth of domestic demand — 

thereby increasing their imports and improving the prospects 

for growth in deficit countries. In some countries, lifting 

restraint on imports from abroad and reducing excessive 

government efforts to promote exports would be useful. 

After consultations with the United States, the Japanese 

have indicated they will take a series of steps toward 

reducing their large surplus.

During 1977 the U.S. dollar fell in value against
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several key currencies. The decline in the dollar's value 

has occurred primarily against the currencies of those 

nations that have large trade and payments surpluses, and 

was not surprising in view of our large payments deficit and 

their surpluses. Late in 1977, however, movements in our 

exchange rate became both disorderly and excessively rapid. 

The United States reaffirmed its intention to step in when 

conditions in exchange markets become disorderly and to 

work in close cooperation with our friends abroad in this 

effort.

Under the flexible exchange rate system basic economic 

forces must continue to be the fundamental determinant of 

the value of currencies. However, we will not permit speculative 

activities in currency markets to disrupt our economy or 

those of our trading partners. We recognize fully our 

obligation in this regard, and we have taken steps to fulfill 

it.

Although substantial progress can be made toward a 

balanced world economy, some imbalances will persist for a 

substantial period of time. Financing requirements will 

remain large while adjustments occur. The private markets 

can and will continue to channel the bulk of the financing 

from surplus to deficit countries. But it is essential that 

adequate official financing also be available, in case of 

need, to encourage countries with severe payments problems to
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adopt orderly and responsible corrective measures. To meet 

this critical need the United States has strongly supported 

a proposal to strengthen the International Monetary Fund by 

the establishment of a new Supplementary Financing Facility.

Along with -ither nations, we are dealing with some 

stubborn problems. They will not be solved overnight. But 

ours is a remarkably resilient economy. It will respond to 

carefully designed economic policies that address both 

short-run and long-run needs. The President's economic 

program meets that criterion. I.believe it is essential 

to the continued healthy growth of the American economy, 

and I urge your favorable consideration and prompt action 

upon the President's proposals.
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Capacity Utilization through 1981

To reach an unemployment rate of approximately 5 percent 

by the end of 1981, GNP would have to grow by about 4.8 percent 

a year. A rough indication of the rise in manufacturing 

capacity utilization that may accompany the projected real 

GNP growth of 4.8 percent per year between 1977 and 1981 

can be obtained by observing the capacity utilization growth 

experienced in 1962-68, when real output grew steadily at 

above trend rates, and real investment grew more rapidly

real output. if the relation between real GNP growth 

and capacity utilization in 1962-68 is matched in 1977-81, 

an annual 4.8 percent growth in real GNP would raise the 

manufacturing capacity utilization rate by 1.5 percentage 

points a year, By 1981 the utilization rate would reach 

89 percent, slightly above 1973 but less than the 1966 level.

In view of the current capacity utilization differences
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among industries and particularly the current large unused 

capacity in materials industries, such an outcome should be 

consistent with the avoidance of inflation stemming from 

capacity shortages. If, on the other hand, investment and 

capacity growth proceed at a significantly lower rate, 

capacity utilization would rise to levels previously

associated with inflation.
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Mr. Chairman and members of this distinguished committee: 

It is appropriate that my first appearance before the 

Committee is in support of the President’s tax proposals, 

since they are critical to his budget strategy for the 

years immediately ahead. Secretary Blumenthal has discussed 

the specifics of the President's tax reduction and reform 

proposals and Chairman Schultze has set them in the context 

of the economic outlook for the next few years. I will focus 

primarily on the relationship of these proposals to the budget 

and on a description of the outlay setting within which the 

President's tax proposals are being made.

The President's budget embodies a fiscal policy that will 

strengthen the economic recovery. It proposes a progressive 

tax reduction of $25 billion to help assure continued economic 

recovery and reduction in unemployment. An integral part of 

this tax reduction proposal is a set of recommendations for 

tax reform, which the Secretary has discussed, that will make 

the tax system simpler and more equitable. Without the 

reduction, the President would have been able to announce a

(413)



414

2
decline in the deficit of $15 to $20 billion between 1978 

and 1979. with the reduction, the budget deficit will 

Still decline slightly becaus^of careful restraints on 

expenditures. But the President judged that the most 

important priority this year is to reduce the burdens on

taxpayers.

a declining 

investment,

Only in this way can we ensure a vigorous economy 

unemployment rate, a strong expansion of private 

and a stable budget balance in future years.

In total the 1979 budget proposes outlays of $500 billion 

and receipts of almost $440 billion. This estimates of 

receipts assumes enactment of the President’s proposals in 

time to reduce withholding rates and corporate tax rates on 

October 1, 1978.

The extension of the investment tax credit to industrial and 

utility structures is proposed to be retroactive to January 1 

1978. The proposed reforms would generally go into effect 

on January 1, 1979. These include reforms which would;

sharply certail tax shelters

eliminate the deductions claimed by businesses for 

theater and sporting event tickets, club dues, 

yachts, and first-class airfare

limit the deduction for business meals to

50 percent
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- provide a taxable bond option for local Governments 

and modify the tax treatment of industrial development

bonds

- eliminate deductions for sales, gasoline and mis­

cellaneous taxes

- include unemployment compensation in the taxable income 

of upper income taxpayers

- eliminate the special bad debt deduction for commercial 

banks
- reduce the bad debt deduction available to savings 

and loan associations and mutual savings banks 

remove tax exemption for credit unions

- phase out tax subsidies for Domestic International 

Sales Corporations (DISC)

- phase out the deferral of tax on foreign profits.

While the expenditures recommended in this budget are re­

trained, they are, nevertheless, directed toward overcoming 

our Nation's crucial problems. The Administration looked 

carefully at existing approaches to these problems and 

improved those approaches where possible. The spending 

priorities of the past are now being shifted toward long- 

neglected areas. I will summarize a few of these new 

priorities:

An effective national energy plan is essentia^ to reduce

our increasingly critical dependence upon diminishing
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pplies of oil and gas, to encourage conservation of scarce

energy 

fuels,

resources, to 

and to reduce
stimulate conversion to more abundant 

our large trade deficit.

The essential human needs of OUr citizens must be given 

high priority. In the spring of 1977, the President 

proposed a long-overdue reform of the Nation’s welfare 

system that included a combination of employment opportunitie 

and incentives for those who should work, and a basic income 

for those who cannot. The 1979 budget reiterates the 

President’s proposed program for better jobs and income, 

and begins the process of careful planning for the implements- 

tion of an efficient and equitable system.

The budget also recognizes that ensuring the opportunity 

to compete and excel remains very important ot our people. 

Toward this end it proposes:

• major expansion ot medical care and nutritional 

supplements for low-income expectant mothers and 

infants to give all children the healthiest 

possible start in life;

• major increases in educational assistance at all 

levels;

• continuation of public employment programs at high 

levels for another year to help reduce the current 

rate of unemployment, particularly among minorities-
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major increases in programs stressing employment 

for unemployed youth; and

a new effort to place more disadvantaged persons 

in private sector jobs by increasing the involve­

ment of the business community in local employment 

and training programs.
Because a workable urban strategy is an important link in 

a well-articulated domestic program and is essential to 

the continuing recovery of the national economy, the budget 

includes increases for many programs benefiting urban areas 

and supports several efforts to improve these programs. The 

President anticipates sending to the Congress early in the 

spring a set of further proposals dealing with the Nation's 

urban problems.

The Nation's armed forces must always stand sufficiently 

strong to deter aggression and to assure our security.. The 

1979 budget provides for the steady modernization of our 

strategic forces, and for substantial improvements in the 

combat readiness of our tactical forces. To parallel commit­

ments made by our European allies, it proposes significant 

increases in our overall defense effort, with special emphasis 

on those forces and capabilities most directly related to our 

NATO commitments at the same time defense expenditures 

being restrained by introducing important efficiencies and by
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Placing careful priorities upon our defense needs. The 

1979 defense budget is prudent and tight.

The Federal Government has an obligation to nurture and 

protect our environment—the common resource, birth­

right and sustenance of the American people. Accordingly, 

this budget provides for substantially Increased emphasis 

on protection of all our environmental resources, for new 

attention to our common heritage, and for substantial 

additions to our system of public lands.

The Federal Government must lead the way in investing in the 

Nation's technological future. Shortly after taking office, 

the President determined that investment in basic research 

on the part of the Federal Government had fallen far too low 

over the past decade, and he directed that a careful review 

be undertaken of appropriate basic research opportunities. 

AS a result of that review, this budget proposes a total 

of $3.6 billion in obligations-a real rate of growth of 

almost 5%—for basic research in 1979. This emphasis is 

important to the continued vitality of our economy.

The Federal Government must change its program priorities as 

the needs of the Nation change. This adjustment is reflected 

in the 1979 budget in the programs noted above and in the 

following programs, too:
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For asriculture, fiscal year 1978 outlays for farm 

price supports and related programs are estimated to 

be $7.3 billion. This is a record high and is 92 

percent above the $3.8 billion paid out in 1977. For 

1979, the budget assumes a return to more normal 

weather. As a result, outlays for farm price supports 

are estimated to decline to $4.3 billion, still a very 

high level by historical standards.

For transportation, the Administration is proposing a 

major”new^highway and transit bill that will provide 

more than $45 billion in the next four years. The most 

important feature of this legislation is the increased 

flexibility it would provide State and local governments 

in planning the use of highway and transit funding.

For subsidized housing programs, outlays: 

- will increase more than 17 percent; and 

— Will provide rental and home-ownership 

assistance to an additional 450,000 lower- 

income families, about 10 percent more than 

the 1978 level.

to summarize, President Carter's 1979 budget is realistic, 

responsible, and responsive to the Nation's most critical 

needs. Spending has been held to an overall increase of 

eight percent, the smallest increase since 1973. True, 

the deficit for 1979 is only one billion less than the
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deficit in 1973. Had no tax cut been proposed, we could 

have shown a decrease of $15 to $20 billion. As all three 

of us have emphasized, however, it is more important now 

that we have a tax cut to help the economy continue to grow 

and to encourage the increased capital investment that will 

improve productivity. The President's proposed reductions 

also mean that Federal taxes will represent a smaller share 

of our gross national product. This, in turn, will provide 

an additional incentive tor both the Congress and the 

President to restrain the growth in spending and hasten 

the day when a balanced budget will be both desirable and 

appropriate economic policy.

Mr. Chairman, this concludes my formal statement. I would 

be pleased to answer the Committee's questions.



STATEMENT OF PETER HENLE 
DEPUTY UNDER SECRETARY FOR ECONOMIC POLICY REVIEW 

U.S. DEPARTMENT OF LABOR 

BEFORE THE

HOUSE WAYS AND MEANS COMMITTEE 

February 1, 1978

Mr. Chairman and Members of the Committee:

I am pleased to have this opportunity to appear before 

you today to discuss the Federal unemployment tax component 

of the Administration's Tax Reduction and Reform Act of 

1978. With me is Lawrence E. Weatherford, Director of the 

Unemployment Insurance Service.

The Tax Reduction and Reform Act proposes to reduce 

the net Federal unemployment tax from 0.7 percent to 0.5 

percent of the first $6,000 of an employee's earnings effec­

tive January 1, 1979. The increase in the tax from 0.5 

percent to 0.7 percent had taken place on January 1, 1977 

in order to obtain revenue to repay advances made to the 

Federal extended unemployment compensation account for pay­

ments of extended benefits and Federal supplemental benefits 

during the severe recession of the past few years. I would 

first like to outline the rationale for this proposal and 

then discuss the accompanying financing issues for the 

unemployment insurance system.

(421)
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Rationale

The President's proposal to reduce the Federal unemploy­

ment tax reflects a concern about both Inflation and unemploy 

ment. Our present economic recovery is well underway, with 

the economy growing by nearly five percent in 1977; however, 

this growth was accompanied by a rise in retail prices of 

nearly seven percent and a level of unemployment well above 

six percent. The proposed reduction in the unemployment 

tax is expected to have a favorable effect on both prices 

and unemployment.

One of the Administration's major concerns during the 

past year has been the increasing burden of employer pay­

roll taxes, including both the Federal unemployment tax 

and the social security payroll tax. These increased pay­

roll taxes tend to lead to both higher prices and higher 

unemployment. Payroll taxes of course add to employer labor 

costs. To the extent that such costs are passed through 

to consumers by higher prices, the higher payroll tax will 

lead to increased inflation. At the same time, the increased 

labor costs could also tilt the balance between the costs 

for labor and the costs for capital equipment. The employer 

will be given an added incentive to substitute capital for 

labor. As a result, unemployment will tend to be higher 

than otherwise would be the case.
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The President's concerns about the dual effects of 

payroll taxes, leading not only to inflation but also unem­

ployment, were reflected in the Administration's earlier 

proposal to introduce general revenues for partial funding 

of the social security system. Under the enacted law, the 

combined social security tax for both employers and employees 

is now scheduled to rise above 15 percent by 1990. Although 

the 1977 amendments to the Social Security Act put the 

social security program on a sound financial basis both 

for the immediate future and well into the next century, 

the Administration continues to be concerned about the 

potential effects of these scheduled payroll tax increases 

on inflation and unemployment.

While we realize, of course, that the magnitude of 

the present unemployment insurance tax proposal is small 

relative to scheduled increases in the social security tax, 

the proposal will result in a tax reduction of $800 million 

in 1979 and about $900 million to $1.1 billion in succeeding 

years.

The proposed reduction in the unemployment tax is a 

positive step in the battle to lower inflation and unemploy­

ment. There is no one policy that solves this twin problem. 

We must instead develop a number of incremental strategies 

that attack specific problems in our economy. Lowering 

the Federal unemployment tax is one such strategy.
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UI Financing

We are not unmindful of the reasons why Congress raised 

the Federal unemployment tax to 0.7 percent as of January 

1977. There is admittedly a large repayable debt in the 

Federal extended unemployment compensation account as a 

result of extended and Federal supplemental benefits paid 

in recent years.

The Administration, in making its proposal, recognizes 

that the 0.7 percent rate will have been effective for only 

two years, and in that time will not have generated sufficient 

revenues to repay the advances. The revenues generated 

by a 0.5 percent tax rate, however, will be nearly sufficient 

to cover current and future benefit payments under EB. In 

1979, there will not be a deficit in the Federal account 

because of the positive balance that is expected to be carried 

over from 1978. The Federal account will need an advance 

from general revenues of $300 million in 1980, but, given 

current economic projections, no such advances will be needed 

in the following three years.

in the Unemployment Compensation Amendments of 1976,

a National Commission on Unemployment Compensation was 

established to deal with the financing of, and other issues 

affecting, the unemployment compensation system. Indeed, 

the establishing legislation directs the Commission to consider

and aJtecnatives concerning the relati — 

with speciZlPatt^nb- co™pensation to the economy, 
witn special attention to long-range fundina 
financing?"3 deSiraWe fp?og^

lon-
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We remain committed to sound financing of unemployment 

compensation. The National Commission will soon be appointed 

and begin its work. In the meantime, we believe the pro­

posed reduction in the tax will help alleviate the burden 

of payroll taxes, thereby helping tight inflation and unem- 

ployment.

We would be happy to answer any questions you may have.
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Mr. Chairman and Members of this distinguished Committee.

I am honored to appear before the full Ways and Means 

Committee, and wish to thank Mr. Gibbons for making these 

arrangements.
With me today is To. Steed fro. Oklahoma who served with 

re on the commission on Federal paperwork. Also, warren 

Buhler, who served as Director of the Commission, has joined

me.
The Commission, Mr. Chairman, terminated yesterday on

schedule and with $1,250,000 reverting to the Treasury in

unspent funds. It made some 

60% of these have been acted

810 recommendations, and already 

upon by Congress and the agencies.

one recommendation which this Committee accepted and enacted

in the Social Security bill was a change from quarterly to 

annual eligibility. This small change results in savings

excess of $500 million a year to the private sector. Our 

commission found the paperwork burden imposed on the American 

public exceeds $100 billion, and that much of it is unnecessary 

wasteful, and actually crippling some very worthy programs. 

Copies of our Final Summary Report and Report on Taxation

have been put before you.

(427)
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This Committee has responsibility for some very major 

tax issues: how big should the tax cut be, what should be done 

about the foreign tax credit, etc. Today, I would like to call 

your attention to another aspect of our tax system - one which 

the press doesn't dwell on but which means much more to most 

people. That issue is, how easy is it to fill out your tax 

return?

Consider these facts. In 1975, some 80 million people 

filled out individual income tax returns. The 1040 and 1040A 

are filled out by more people than any other piece of Federal 

paperwork. And because of its importance, an individual's 

view of the sensibility of his government will be greatly 

shaped by what he has to go through in meeting his tax obligations 

Let's look at what the Commission found when we started.

The 1040A instructions, our simplest tax return, in 1975 

required a college level reading ability to understand.

More than 17 million people filed the more complicated 

1040 when they could have used the 1040A in 1974.

Eight million people had to go to the trouble of filing 

a return to get back withholdings becaus they owed no tax.

A major tax relief provision for the elderly was not 

being used, Why? Because it was too complicated to understand.

In the past we have too often felt nothing could be done 

about these problems. Taxes are complicated, and besides, 

there are important issues like loopholes and deducations.



429

- 3 -

Loopholes and deducations are important issues, but not to 

53 million Americans, 66 percent of all taxpayers, who do not 

take deducations. And not to the average American who feels 

insult is added to financial injury when he faces a tax 

system that seems put together with very little attention to 

the problem it causes him or her.

Mr. Chairman and Members of the Committee, I suggest we 

passed a watershed last year when more than 50 percent of 

American taxpayers felt it necessary to have someone else fill 

out their tax return. As the President said in his State of 

the Union address, we have reached the point when individuals 

feel they need emissaries to deal with their own government. 

As one man said at one of our hearings, "I don't know whose 

government this is, it certainly isn’t working for me."

The Commission came to understand, and I hope this 

Committee will understand, that peoples' complaints are not 

just about taxes, but in too many cases about the silly ways 

government goes about collecting taxes, and the way we run our other 

programs for that matter. The American people understand they 

have to pay taxes, and while they don't like it, they will do 

so. But they have every right to object if they can't under­

stand the instructions, the forms are complicated, there is 

a lot of unnecessary paperwork, unnecessary filings, a lack 

of coordination among Federal, State and local tax systems, 

and the like. They pay enough for this government, and they 

expect a little more attention to their problems.
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The Commission on Federal Paperwork focused on the problems

faced by the great majority of taxpayers:

and small businessman.
the income tax payer

had

We found that many of their problems

the

and

solutions, and I am pleased to say that’IRS, first under 

leadership of Don Alexander who was a member of our Commission 

now under the able leadership of Commissioner Kurtz, has

Implemented most of our recommendations. For example.

° IRS greatly simplified the instructions to the

10<0A, lowering the readability level by four grades 

An Interesting note is that IRS contracted with an

outside firm which was unable to make any real 

improvements, so IRS did the work itself. And I 

think you and all our constituents will find the 

actual forms much simplified this year, so we will 

be spending less time and aggravation on this 

unpleasant task.

IRS has an active program underway to get those

17 million people who can but do not use the 1040A

to do so. This will save individuals and the government 

money since it is more costly to fill out and process 

the 1040.

o IRS made a single change combining the W-4 withholding 

form with the W-4E exemption from withholding form so 

that the opportunity to avoid withholding is always 

available, which if r„lly effective would save several 

million dollars in wasted time and paperwork.
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o Congress last year changed the retirement income 

credit provisions to make them understandable and 

workable.

In just two areas the Commission recommendations have not 

been adopted. Income tax returns for farmers are more complicated 

than those of other small businessmen. We recommended, on 

pages 26 and 27, that they be simplified. IRS had taken steps 

to implement this recommendation, but progress was halted when 

the compliance section complained. We hope more work will be 

done in this area.

The:second area, and potentially the most important of 

any of our recommendations, has to do with coordinating Federal, 

State, and local tax systems. Of the 80 million citizens who 

filed Federal returns in 1974, 72 million had to file State 

or local returns as well. Piggybacking State and local returns 

on the Federal return is one way to accomplish this coordination. 

The Commission's several recommendations on piggybacking have 

now been implemented through the Tax Reform Act of 1976 and 

action by the Treasury Department on implementing regulations. 

But piggybacking is not the answer for most States.

Recognizing the varying situations of the States, the 

Commission felt the difficult task of coordinating Federal, 

State and local tax systems requires continuous attention and 

staff resources to do the work. Therefore, as you will note 

on pages 37 and 38, the Commission recommended there be 

established a permanent, bipartisan commission to:
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o bring together representatives of Federal, State, 

and local governments for consideration of common 

tax problems;

o provide a forum for discussing the administration, 

coordination, and simplification of tax laws and 

administrative procedures;

O make available technical assistance to executive and 

legislative branches of Federal, State, and local 

governments in the review of proposed legislation;

o encourage discussion and study at an early stage of 

emerging intergovernmental tax problems;

o recommend and advocate methods of coordinating and 

simplifying tax laws and administrative practices to 

achieve a more orderly and less complicated fiscal 

relationship between the levels of government and to 

reduce the burden of compliance for taxpayers; and

o promote the continued development of model State tax 

laws by working with the States to identify those parts 

of the Federal tax code which the States would be most 

likely to adopt.

Subsequent discussions with ACIR and several people in 

the tax field have indicated an interest in beefing up ACIR's 

resources and responsibilities to do the job, rather than 

creating a separate commission. We would like to see the job 

done; we believe it will take legislative direction and resources
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not now available, and I urge this Committee to include 

appropriate language in this year's tax bill.

What should this Committee do? We estimated that in 

1975, some 2 billion tax forms were completed, and that does 

not include supporting documentation. We found that our tax 

code was so complicated people were not obtaining intended 

benefits and there was a great waste of money and energy, 

in the last chapter, we discuss some of the issues involved in 

tax legislation. The discussion of equity considerations always 

overwhelming attempts at simplification is important because 

we have gotten to the point in some instances where provisions 

to achieve equity have become so complicated they have become 

themselves inequitable. Our findings are summarized on pages

60 and 61. They are:
o Avoid complex provisions of the tax law that are 

designed to promote equity but which, in fact, are 

so difficult to understand that the intended beneficiaries 

are unable to take advantage of them;

o Carefully determine whether tax law provisions aimed 

at non-revenue producing objectives really represent 

the most efficient way for the Federal Government to 

achieve these goals;
„ Improve the language of the Code to increase readability

and comprehension;
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O Provide sufficient lead time between enactment and 

effective rate of tax legislation to help ease the 

administrative and, thus, the reporting burden 

associated with tax law compliance;

o Avoid making retroactive tax laws;

o Wherever possible, write tax regulations clearly 

enough so that further explanatory materials are not 

needed; and

o Make the regulations on Federal income tax more 

readily available to taxpayers.

The Commission tried to summarize its findings steming 

from 36 studies of Federal programs, including taxation. We 

concluded that what amounts to a new philosophy of how we run 

our government is needed; a set of principles and techniques 

we called Service Management. I would like to illustrate our 

suggestion using the issues you face as an example.

The key to the Service Management philosophy is having 

those of us in government accept responsibility for the 

problems and burdens we cause others outside government, such 

as with paperwork and red tape. This responsibility would be 

in addition to the traditional ones of responsibility for tax 

dollars and efficient management of government programs.

We must recognize that the principal burden of administering 

our tax system rests not with the government, but with the 

individual taxpayers, and businesses and employers, who must 

generate, report and retain information. This burden cannot 

be eliminated, but it can be made sensible, efficient, and 

the whole system more effective.
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The first step is to use full-cost accounting. Just as 

we control Federal expenditures we must begin to identify and 

control expenditures forced on others by Federal programs. We 

must begin to identify where the costs or other problems of our 

tax system are the greatest so we can make changes to bring 

these costs within reasonable limits. What you might try is 

an accounting for the tax administration costs of tax provisions. 

I am pleased to note that the Joint Committee on Internal 

Revenue Taxation recently reported it would try to do more 

full-cost accounting in analyzing tax proposals.

The second step is alternatives analysis. The very 

complexity of our government and society presents alternative 

ways of achieving governmental objectives. What objectives 

should we be trying to achieve through our tax system, and 

which ones properly belong in other types of Federal programs? 

Our committee structure here in Congress militates against this 

type of analysis: every committee tries to attack national 

problems from its own focus. We are not against attacking 

national problems on multiple fronts; but we are against programs 

that are not cost-effective. We must spend more time considering 

alternatives.
Finally, a partnership of effort is required in designing 

and evaluating programs among all the parties who must

i 4-v. nmnram succeed. We must involve taxpayers 
contribute to make the program succeea.

more in designing and evaluating our tax system. We must learn
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fro. them when it is unnecessarily complex and too costly.

Ours is (or will be „e saying a system of voluntary

compliance. We have not been listening and paying attention 

sufficiently to the problems taxpayers are having. This 

Committee should monitor and support the IRS effort to simplify 

the tax system. This Committee should consider itself checking 

out what the problems are, monitoring costs, and possibly even 

setting reasonable limits on readability, average time to 

complete, and other aspects of the costs and burdens our 

citizens bear in figuring and paying their taxes.

Hr. Chairman, a citizens Committee of distinguished leaders 

from all sectors of our society is being established to push 

for implementation of the Commission on Federal Paperwork's 

recommendations. I am sure they would bo happy to work with 

the committee in analyzing this year's tax legislation.

AS the Commission stated in its Final summary Report, our 

work is both epilogue and prologue. An epilogue to the work 

Of th. Commission, its tenure expired and its mandate fulfilled, 

and a prologue for the work yet to be done. The record of the 

Commission and the principles for significant and successful 

reform hopefully „iU help yo„ grapple

you face in developing both an equitable and a sensible and 

understandable tax system for the American people.

O
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