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A. RETIREMENT INCOME CREDIT

Present Law

Under present law, individuals who are 65 years of age or over may
receive & tax credit based on the first $1,524 of retirement income. The
credit is 15 percent of this retirement income. Each spouse who is 65
or over may compute his tax credit on up to $1,524 of his own retire-
ment income (whether they file separate or joint returns). Alterna-
tively, spouses 65 or over who file joint returns may compute their
credit on up to $2,286 of retirement income (one and one-half times
$1,524) even though one spouse received the entire amount of the re-
tirement income.

To be eligible for this credit, however, an individual must have re-
ceived more than $600 of earned income in each of 10 years prior to the
taxable year. (A widow or widower whose spouse had received such
earned income 1s considered to meet this earned income test).

Retirement income, for purposes of this credit, includes taxable
pensions and annuities, interest, rents, dividends, and interest on Gov-
ernment bonds issued especially for the self-employed setting aside
amounts under “H.R. 10” retirement type plans.

The maximum amount of this retirement income which an individual
may claim ($1,524, or $2,286 for certain married couples) must be
reduced: for two broad categories of receipts. First, it must be reduced
(on & dollar-for-dollar basis) by the amount of social security, railroad
retirement or other exempt pension income received by the taxpayer.
Second, the maximum amount of retirement income that can be eligi-
ble for the credit is further reduced by one-half of the annual amount
of earned income over $1,200 and under $1,700 and by the entire
amount of earned income in exess of $1,700. This reduction for earned
income does not agply‘,' however, in the case of individuals who have
reached the age of 72.

Those under 65 receiving pensions from public retirement systems.—
Under present law, individuals under the age of 65 also are eligible
for tax credits for retirement income but only with respect to pensions
received under a public retirement system. 6nly income from a pen-
sion, annuity, retirement, or similar?md or system established by the
United States, a State, or a local government, qualifies under this pro-
vision. This restriction of retirement income for purposes of the credit
to income from a public retirement system applies only until the in-
dividual reaches tge age of 65; thereafter he is entitled to take the
credit on the same basis as other individuals who have reached that
age. -

Problem

There is a need to redesign the present retirement income credit
for several basic reasons. One reason is that the credit needs up-
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dating. Most of the features of the present credit have not been.
revised since 1962 when the maximum level of income on which the
credit is computed was set and when the current earnings limits were
established.* Since then, there have been numerous revisions of the
social security law which substantially liberalized the social security
benefits. As a result, the present maximum amount of income eligible
for the credit is considerably below the average annual social security
primary benefit of $2,271 received by a retired worker and the average
social security primary and supplementary benefit of slightly over
$3,400 that could be received by a retired worker and his spouse (one
and a half times the primary benefit). . . .

In addition, the complexity of the present retirement income credit
prevents it from providing the full measure of relief it was intended
to grant to elderly people. This complexity stems from an attempt to
pattern the credit after the social security law. For example, to claim
the credit on his tax return, a taxpayer must show that he has met the
test of earning $600 a year for 10 years; he must also segregate his
retirement income from his other income; he must reduce the maxi-
mum amount of retirement income eligible for the credit by the
amount of his social security income and by specified portions of his
earned income under the work test ; a credit of one-half times the basic
credit is available for a man and wife; and a credit is available for
each spouse separately if each spouse independently meets the eli-
gibility tests.

The purpose of all of these provisions is to provide individuals who
receive little or no social security benefits the opportunity to receive
tax treatment roughly comparable to that accorded to those who get
tax-exempt social security benefits. However, the result has been to
impose severe compliance burdens on large numbers of elderly people,
many of whom are not skillful in filing tax returns. Such individuals
must now compute their retirement income credit on a separate sched-
ule, which occupies a full page in the tax return packet, with 19 sep-
arate items, some of which involve computations in three separate
columns (see the form shown below). It is these complexities which
undoubtedly account for the fact that some of the organizations repre-
senting retired people have estimated that as many as one-half of all
elderly individuals eligible to use the retirement income credit do not-
claim this credit on their tax returns. .

_The present retirement income credit discriminates between indi-
viduals with modest incomes depending on the source of their income.
As indicated above, the credit is available only to those with retire-
ment income—that is, some form of investment or pension income in
the taxable year. Elderly individuals who must support themselves
entirely by earning modest amounts of income and who have no in-
vestment or pension income are not eligible for any relief under the

resent credit. This has given rise to considerable criticism as to the
airness of the tax law; many elderly individuals who rely entirely on
modest amounts of earned income maintain that they should be allowed

1 One other feature of the credit was adopted in the 1964 Revenue Act. This provision
allowed spouses 65 and over who flle joint returns to claim a credit on up to $2,286 of
retirement income (one and one-half times the $1,524 maximum base for single people)-
even If one spouse receives the entire amount of the married couple's retirement income.
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the same retirement income credit as those who live on the investment
incomes. They point out that under the present credit elderly peogle
who rely entirely on earned income are required to pay substantially
higher taxes than individuals who are comparable in every.respect ex-
cept that they have significantly larger incomes which come from in--

vestments. Another criticism is that higher taxes on earnings than on
retirement income also serve as a disincentive to work.

Schedules EAR (Form 1040 1974 Schedule R—Retirement Income Credit Computation ‘e 2
* Nama(s) as shown on Form 1040 (Do not anter name and saciat sacurity number if shown on other sids) 'ﬂrwlpluﬂzwnﬂ-
: L

If you ived earned i in of $600 in each of any 10 calendar years before 1974,

you may be entitled to a retirement income credit. If you elect to have the Service compute your

tax (see Form 1040.instructions, page 4), the question for col A and B below and fill

in lines 2 and 5. The Service will figure your retirement income credit and allow it in computing

your tax. Be sure to attach Schedule R and write “RIC" on Form 1040, line 17. If you compute

your own tax, fill out all applicable lines of this schedule,

Married residents of Community Property States see Schedule R instructions.

Joint return filers use column A for wife and column B for All other A ] [
filers use column B only.

Did receive earned Incoma in excess of $600 in each of any 10 calendar Alternative
years 19747 or see R instructiansy If | O Yes C1 No [ T Yes O Mo
“"Yes" in either column, furnish all information below In that column. Also um‘
ned information called

m l?gt?n:m B oo o oty oo amewerad -Yea" 7//////// % y// '"&"é"-?"t-"f?

1 of reti income. for cradit comp .. .|.81.524 00| $1,524: 00 $2,285] 00

3
2’ Deduct: .
(0] d as or under the Socia) Security
Act, the Rallroad Retirement Acts (but not supplemental annuities),
and certain other exclusions from grossincome . . . . . . . P
(b) Earned income received (does not apply to persons 72 or over): %
(1) If you are under 62, enter the amount in excess of $900 . . . |............ieeees [ o, Z
@hn au are 62 or over but under 72, enter amount determined as

i181,2000rless, enterzero . . . . . . . s . .
1f over $1,200 but not over $1,700, enter 14 of over ] .
$1,200; or if over $1,700, enter excess over $1,450 . .

3 Total of lines 2(a) and 2(d) . . .

4 Balance (subtractline3fromiinel) . . . . . . . . . ...
If column A, B, or C is more than zero, complete this schedule. If all of
these columns are zero or less, do not file this schedute.

8 Retirement income:
(a) M you sre under 65:
Enter only income received from pensions and annuities under public
retirsment (e.g. Fed., State Govts., etc.) inciuded on Form
1040, lne 15 . . . . . . e e e e e e e e e e
() i you are 68 or oider:
Enter tota) of pensions and annuities, interest and dividends included
on Form 1040, line 15, and gross rents from Schedule E, Part {l, col-
umn (b). Also includs your share of groes rents from partnerships and
your proportionate ghare of taxable rents from estates and trusts .
8 LUnodorline5 whicheverissmaller. . . . . . . . . . . .
7 (o) Totat (add amountsonline6,columnsAandB). . . . . . . . . o o 0 0 e s m e e
(b) Amount from line 6, cokmn C, Happlicable . . . . . . . . . « « . « « e e
8 Tentative credit. Enter 1596 of lins 7(a) or 15% of line 7(b), whichever isgreater . .. . . . . . .
9 Amount of tax shown on Form 1040, line 16 . . . . . . . . . ¢« ¢ e e s e 0w e .
10 Rstirement income credit. Enter here and on Form 1040, line 49, the amount on line 8 or line 9, whichever
is smaller. Note: If claim credit for foreign taxes or tax free covenant bonds, skip line 10 and comptete
lines 11,32, 0nd 13, DelowW . . . . . . . . 4 e e 4 4 s = e 0 e e e e s e e ws
31 Credit for foreign taxes or tax free covenantbonds . . . . . . . . . . . . . . . . .
12 Subtract fine 11 from line 9 (if less than zero, enter 2610} . . . . . .-+ - o . . . o+ s o .
13 :ﬂlunll':u income credit. Enter here and on Form 1040, line 49, the amount on line 8 or line 12 whichever
smaller . . . . . . S PSP

% 1.8, GOVERNMENT PRINTING OFFICE: 1974—0 -548-370 DIMIITI0



4

Alternative Approaches

197} committee bill

Last year the committee increased the size of the retirement income
credit and also restructured it to remove many complications in the
existing provision. It was made a tax credit available to all tax-
payers age 65 or over regardless of whether they have retirement in-
come or earned income.

The maximum amount on which the credit is computed would be
increased to $2,500 for single persons age 65 or over and to $3,750 for
married couples filing joint returns where both are 65 or over. ( Under
gresent law, the maximum amount on which a credit is computed is

1,524 for a single person, $2,286 for a married couple where only one
has retirement income and $3,048 where both have retirement income.)

The maximum amounts for computing the credit would be reduced,
as under present law, by social security benefits and other exempt pen-
sion income. Also, the amount on which the credit is based would be
ghased out above income levels of $7,500 for single persons and above

10,000 of income for married couples in order to limit the benefits of
the credit to low and middle income elderly taxpayers. Above these
income levels, the amount on which the credit is computed would be
fedliced by $1 for each $2 of adjusted gross income above the indicated
evels,

An example of the type of simplified tax credit form for taxg:. ers
age 65 and over which these changes make possible is shown below.
This form is less than one-third as long as the present form and in-
volves only one column instead of three. It requires the taxpayer to
select the appropriate amount on which to compute the credit and to
deduct from this social security or certain other tax-exempt income. It
also requires the taxpayer to deduct adjusted gross income above speci-
fied levels. On the balance, the credit is computed at a 15 percent rate,

k]

and this is then entered on the basic form 1040 as a tax credit.

ScHEDULE R.—Credit for taxpayers age 65 and over

MAXIMUM AMOUNTS FOR CREDIT COMPUTATION

Then your mazimum
amount for credit

If you are: (check one box) computation is—
{0 Single ——— $2, 500
[0 Married filing jointly and only one spouse is 65 or over________._ 2, 500
0 Married filing jointly, both age 65 or over X . 8,750
] Married filing a separate return and age 65 or over—_._________ 1, 875

1. Enter (from above) your maximum amount for credit computation__ ______
2. Amounts received as pensions or annuities under the Social Security

Act, the Ralilroad Retirement Acts (but not supplemental annuities)

and certain other exclusions from gross income : g
3. Adjusted gross income reduction. Enter one-half of adjusted gross in-

come (line 15 form 1040) in excess of $7,500 if single ; $10,000 if mar-

ried flling jointly ; or $5,000 married filing separately______________ ______ :
4. Total of lines 2 and 3.__________ — — -
5. Balance (subtract line 4 from line 1) ; if more than zero complete this

form ; if zero or less, do not file this form._____ ——iem —————
6. Amount of credit: enter (here and on form 1040, line 49) 15 percent

of line § but not more than the total income tax on form 1040, line

1 — - -

Mr. Ullman
His proposal is the same as that in the 1974 committee bill.




" B. CHILD CARE DEDUCTION
) Present Law

Under present law, taxpayers are permitted an itemized deduction
for expenses for the care of a dependent child or incapacitated depend-
ent or spouse or for household services when the taxpayer maintains
a household for one of these qualifying individuals. An eligible -de-
pendent child must be under age 15 and the taxpayer must be able to
claim a personal exemption for him. These expenses must be related to
employment ; that is, they must be incurred to enable the taxpayer to
be %ai,nfully-employed. _ : : o

Eligible expenditures are limited to a maximum of $400 a month.

- Child care services -provided outside the taxpayer’s home.are further
‘limited to-$200 a month for.one dependent, $30 for two, and $400 for

. . three.or more.. The amount. of the:eligible expenses which may be

- .deducted is also reduced by one-half of adjusted gross income in excess
of $35,000 a year for 1976 and thereafter .($18,000 prior to 1976).!

“To_claim .this deduction, a-husband and wife must generally file a
joint return. However, a spouse who has been deserted for an entire
year may be able to file as a single person. Both must be employed sub-
stantiglly full time, that is, three-quarters or more of the normal or
customary workweek or the equivalent on the average.

In the case of a disabled dependent, the deductible expenses are
reduced by the dependents’ adjusted gross income plus disability in-
come in excess of $750. ; : . : .

. ' .. Problem

Experience with the child and dependent care deduction, which was
significantly restructured in 1971, has indicated that changes to sim-
plify and to make the deduction more generally applicable are appro-
priate. For example, the limitation of the deduction to $400 a month

* made a special child care deduction tax form necessary. Additional

_.gomplications result from the distinction between expenses incurred
inside and outside the home. Reducing the allowable deduction by

. disability income may create more complexity than any improvement
in equity warrants.- ... - Ce e

The limitations on' the availability of the provision have aroused
criticism. Allowing the deduction in the case of joint returns only
where both spouses are employed substantially fu]jl .time appears un-
duly restrictive. The purpose of the full-time earnings test was to pre-
vent one spouse from ‘working part, time, perhaps in a nominal capac-
ity, in order to obtain the benefits of a deduction which could amount
to $4,800 a year. An alternative rule limiting the deduction to the earn-
ings of the spouse with the smaller earnings would probably prevent

1 This change was made in the Tax Reduction Act of 1975.
(B
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this type of abuse. At the same time, the latter rule would make the
deduction available when one spouse works part time and the child care
expense is appropriately deductible as a cost of earning income. This
rule also appears appropriate for allowing single persons to take the
deduction, while preventing its abuse.

In addition, it appears undesirable not to allow the deduction when
one spouse works and the other is a full-time student. The spouse at-
tending school cannot reasonably be expected to provide child care to
enable the other spouse to work, In these circumstances, the expenses
Incurred to pay for child care are, in fact, necessary for the taxpayer
to be gainfully employed. :

Alternative Approaches

1974 committee bill

Last year the committee revised the child care deduction to broaden
the overall application of the provision and to simplify it. The deduc-
tion for child (or disabled ependent) care expenses would be ex-
tended to married couples where the husband or wife, or both, work

art-time. (Presently Eoth spouses are required to work full time.)

he deduction would be limited to the amount of earnings of the
Spouse earning the smaller amount, or in the case of a single person,
to his or her earnings. The deduction would also be made available in
the case of married couples where one is a full-time student and the
other spouse works, ( Tl‘n)e committee’s bill last year also would have
raised the income level at which the deduction starts to phase out from
$18,000 to $30,000, but in the Tax Reduction Act of 1975, this level was
raised to $35,000.?

Additional child care changes would include eliminating the dis-
tinction between care in the home and care outside the home, making
the deduction available to a divorced or separated parent who has
custody of a child even though not entitled to a dependency exemption
for the child, and making a deserted spouse eligible for the deduction
where the deserting spouse is absent for more than 6 months rather
than an entire year. o .

Several changes would also be included in the proposal to simplify
the tax return form by eliminating the need for a separate child care
schedule. One such change would replace the present monthly maxi-
mum deduction ($200 for one dependent, $300 for two d((alpenglents,
and $400 for three dependents) with a maximum annual deduction of
$2,400 for one dependent and $4,800 for two or more dependents.
Finally, the requirement that the deduction for the taxpayer be reduced
by disability income received by his dependent would be eliminated.

Mr. Ullman
His proposal is the same as that in the 1974 committee bill.

Messrs. Stark and Steiger and Mrs. K eys

Their proposal would move the deduction for child care expenses
from an 1temized deduction to a deduction from gross income in arriv-
ing at adjusted gross income. :
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Mr. Jones

The Eroposal would allowl deductions for payments to family rela-
tives who provide day care for a child.

Mr. Frenzel
He wants the committee to consider movingl the child care deduction
from the itemized deduction category to a deduction from gross in-

come. He also would like to see a change in the income cap over which
no deductions would be allowed.



C. QUALIFIED STOCK OPTIONS -

General

An employee stock option is a right, which is limited in time, granted
by a corporate employer to one or more emplcyees to purchase a stated
amount of stock in the corporation at a stated price. An option is &
relatively low risk means of acquiring an equity interest in a corpora-
tion, since the option need not be exercised unless the value of the stock
increases during the option period. If the value of the stock drops
below the price at which the stock may be purchased (i.e., below the
ogtion price), the employee can allow the option to lapse with no
adverse tax consequences (although ordinarily the employee would
lose the amount which he may have originally paid for the option, if
any).
nder present law, employee stock options fall broadly into two
categories: “qualified” and nonqualified options. The former cateiorz
is governed by specific statutory rules which set forth conditions whic
the option must meet in order to receive the favorable tax treatment
accorded “qualified” stock options under present law. Employee
options which do not satisfy these requirements (often called “non-
qualified” or “nonstatutory” options) are govered by rules set forth in
the income tax regulations and by certain statutory rules which applg
generally to property transferred to employees in connection wit
their performance of services. :

Qualified stock options are generally granted by corporations (and
most typically by publicly held companies) to their top-level execu-
tives and key personnel as a reward for services performed, and as an
incentive for continued future services to the company, The theory is
that if the executive has a “stake” in the business, he will work hard
to make the corporation successful, thus enhancing its profits and the
valve of its stock.

On the other hand, it may be argued that stock options are simply
another form of compensation, and that much of the value of the
option as an incentive device lies less in the fact that the employee is
acquiring a stake in the business than in the opportunity for the cor-
poration to compensate its key personnel with income which is subject
to an eventual tax at capital gain rates (see discussion below).

Present Law

Under present law, no income is recognized on the grant to a corpo-
rate employee, or on his exercise of, a “qualified” option to receive stock
in the employer corporation (sec. 421 of the Code). The stock acquired
by the exercise of the option is a capital asset in the hands of the em-
ployee and the income realized from the eventual sale of the stock is
generally treated as long term capital gain or less.!

i Generally similar tax treatment is also available in the case of “restricted” stock
options, but restricted stock options are no longer belng granted, and most restricted options
which were granted in the past have now been exercised or have lapsed.

8
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No deduction is available to the employer under section 162 with re-
spect to either the Franting of a qualified stock option or the transfer
of stock to the employee when he exercises a qualified option.

As a result of this treatment, qualified options have the advantage
that an executive is not required to pay any regular income tax on the
value of the option as such when the company grants it to him, or on
any “bargain element” which may exist if and when he decides to exer-
cise the option and purchase stock in the company. (The bargain ele-
ment is the amount by which the fair market value of a share of stock
exceeds the purchase price paid for it by the employee.) The employee
18 only required to pay tax when he sells the shares purchased under
the option. Further, if he holds the shares for at least 3 years, he is
entitled to pay tax at capital gain rates on the full amount of his gain
(if any) over the price which he originally paid to buy the shares.

Although an employee does not have to ﬁmy tax under the qualified -
stock option rules at the time he exercises the option and receives stock
worth more than he paid for it, the bargain element is treated as an
item of tax preference under present law. This means that the excess of
the fair market value of the share at the time of exercise over the pur-
chase price paid by the employee is subject to the 10-percent minimum
tax under present law (sec. 57(a) (8)).

E’wa/m]p - To illustrate the qualified stock option rules, suppose that
a publicly held company grants to one of its vice presidents (pursuant
to a qualified stock option plan approved by the board of directors and
by the shareholders of the company% an option to buy 100 shares in the
company at $10 per share. The employee might thereafter exercise the
option at a time when outstanding shares of the stock are selling for
$15 per share. Assuming that all of the requirements applying to quali-
fied stock options are otherwise satisfied, the employee would not have
to pay any tax when he exercises the option on the $5 bargain element—
that 1s, on the excess of the fair market value of the shares at that time
($15) over the purchase price ($10). .

" If the employee thereafter reétains the shares for at least 8 years,
and if (for example) he then sells them at a price of $21 per share,
he may treat his entire $11 gain ($21 sale proceeds less $10 cost basis)
as capital gain. No portion of his gain need be treated as ordinary
compensation income.

If the employee sells the shares before holding them for at least 3
years, part of his gain will be ordinary income, i.e., the amount equal
to the bargain element when he exercised the option. Only the balance
of his gain will be capital gain. :

Specific requirements ??rngualiﬁed stock options.—An employee
stock option 1s “qualified” if it meets certain requirements set forth
under section 422 of the Internal Revenue Code. In genersl, & qualified
option must be granted pursuant to a plan approved by the sharehold-
ers of the corporation. The option must, by its terms, be exercised
within 5 years from the date it is granted and the purchase price of the
shares (option price) may not be less than the fair market value of the
company’s stock on the date when the option is granted to the em-

ployee.
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In addition, any stock acquired under an option may not be dis-
posed of within 3 years after it is transferred to the employee. The
ogtion must also be exercised while the option holder is an employee
of the corporation, or within three months after the termination of
his employment.

A qualified stock option may not be granted to any employee who
owns more than 5 percent of the company’s stock. (This ceiling is
raised to 10 percent on a graduated scale for relatively small cor-
porations whose equity capital is between $1 million and $2 million.)

Another important requirement applying to a qualified stock option
is that the employer cannot, in effect, “reset” the option price when
the market price of the company’s stock drops. In such situations,
the employer might be expected to want to grant new options to
management personnel permitting them to buy stock at the current
depressed price, and also permitting them to exercise the new options
before they exercise existing options which the executives may hold
to buy the shares at a higher purchase grice. The law prevents such a
resetting, in effect, of the option price by preventing any new option
from being exercised until reviously-granted options to buy stock
at a higher price have been gully exercised (or have expired without
having been exercised).

E'mployer stock purchase plans.—As a practical matter, qualified
stock o%tions are granted to top-level management executives (al-
though by law they need not be so limited). Present law does permit -
similar benefits to be granted to rank-and-file employees of a corpora-
tion under a “employee stock purchase plan.” Under this provision
(sec. 423), the employer may not discriminate among those employees
to whom he grants options (as he can do with a “qualified” option).
The employer must generally grant employee stock purchase options to
all of his employees. Employees who receive stock under the plan are
not taxable when they buy the shares but become taxable only when
they sell the shares. An employee, however, must hold the shares for at
least two years after the option was granted to him and for at least six
months after he exercised the option.

Problem

The principal reason for the present tax treatment of qualified stock
options is said to be that such treatment allows corporate employers to
provide “incentives” to key employees by enabling these employees to
obtain an equity interest in the corporation. However, it seems doubt-
ful whether a qualified stock option gives key employees more incen-
tives than do any other form of compensation, especially since the
value of compensation in the form of a qualified option is subject to the
uncertainties of the stock market. The market price of a company’s
stock is subject to many variables and the connection between an em-
ployee’s own efforts and the value of the stock is, at best, speculative,
particularly in the case of a large publicly traded corporation with
many employees. Moreover, to the extent there is an incentive effect
resulting from stock options, it could be argued that present law
discriminates in favor of corporations (which are the only kind of
cmployers who can grant qualified options) as opposed to all other
forms of business organization.
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. Qualified stock options have become less attractive as a compensa-
tion technique in recent years because of the generally declining stock
market of recent years. The market price of stocks of many publicly
held companies has dropped substantially in the recent recession. As a
result, many qualified stock options granted in previous years at pur-
chase prices which seemed attractive on an assumption that the price
of the company’s stock would rise became unattractive as the price of
the outstanding stock fell. Many executives thus had no incentive to
exercise their options which were “under water,” i.e. options whose ex-
ercise price was higher than the current level of the company’s stock
in the open market. Because of this loss-of-incentive feature (and the
prohibition against “resetting” the option price downward, as ex-
plained earlier), many companies have tumeg to other techniques and
plans as a way to compensate their executives. :

Many companies, however, have gone ahead and granted new quali-
fied options to their executives at the currently depressed market
prices of their stock. The rationale has been that the executives may
still be able to benefit by the new options if the price of the stock does
increase. in the years ahead and if the executives do not have to wait
too long to exercise the new options (under the anti-pricé resetting
rule). In some cases, such new grants of qualified stock options to
executives in the recession has produced increasing criticism from the
shareholders of the companies. Some such shareholders have argued
that the grant of new qualified options enables the companies’ execu-
tives to avoid taking the same business risks that the shareholders gen-
erally are taking with regard to the company’s fortunes.

Proposals
197} Committee bill

The committee tentatively agreed to repeal the present tax treat-
ment of qualified stock options so that in the future, all employee stock
options except employer stock purchase plans granted under sec. 423
would be subject to the rules of section 83 of the Internal Revenue
Code (which af;;plies today in the case of most nonqualified stock op-
tions granted after June 1969).

Generally, under section 83 the value of the option itself would con-
stitute ordinary income to the employee if it had a readily ascertain-
able fair market value at the time it was granted (and was not non-
transferable and subject to a substantial risk of forfeiture). If the op-
tion did not have a readily ascertainable value, it would not constitute
ordinary income at the time it was granted ; when the option is exer-
cised, however, the spread between the option price and the value of
the stock would constitute ordinary income to the employee.

By contrast, the qualified stock option rules would not impose a tax
until a later date when the employee eventually disposes of the shares
and, even then, if he satisfies the 3-year holding period his entire gain
is capital gain. '

To illustrate these rules, consider the earlier example of a qualified
option granted to a corporate vice president to buy 100 shares at $100
per share. The employee exercises the option in full when the shares
are setlling at $15 per share in the open market. Under the committee’s
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1974 bill, this transaction would be treated as follows under section 83
of present law: . o

a). At the time that the company grants the option to the execu-
tive, if the option-as such has a readily ascertainable fair market
value, the executive is taxable as ordinary compensation income on
value of the option (less any amount which. he may have paid for it).

(b) If the option itself does not have an ascertainable markqt value,
the executive will become taxable when he exercises the option and
acquires the shares under option to him. In this example, the emgloyee
will be taxable on the $5 bargain element per share at the time he ex-
ercises his option. This income will be treated as compensation taxable
at ordinary income rates. -

The above rule in (b) applies if the executive receives the shares
free of a “substantial risk of forfeiture” and if the shares are transfer-
able by the employee. If the shares are burdened by a transfer or for-
feiture restriction, the employee is not taxable when he buys _the
shares.' Instead, he becomes taxable when he satisfies the restrictions
which the emgloyer has imposed on his rights to the shares.? When the
tax is imposed, however, it 1s still at ordinary income rates and is meas-
ured by the excess of the fair market value of the shares at the time
that the restrictions are satisfied and the amount which the employee
originally paid for the shares.

(c) After the executive pays tax at ordinary income rates on the
compensation portion of the transaction, he is entitled to add the
amount of ordinary income to his basis in the shares and to report any
further gain (when he sells the shares) as a capital gain, provided
that he holds the shares for more than 6 months after the date on
which he realized the compensation income. .

(d) The employer corporation is entitled to a deduction in an
amount equal to the ordinary income realized by an employee under
the above rules. The employer’s deduction accrues at the time that the
em’Floyee is considered to have realized compensation income.® .

he above rules of section 83 of present law make clear that a prin-
cipal effect of repealing the qualified stock option provisions is that ex-
ecutives will generally become taxable when they exercise options and
receive stock in their employer. Employers would still be able, however
(as they can presently So with “nonqualified” options), to discrimi-
nate among employees to whom they grant options. There would be no
restrictions on the term of the option, the option price, the exercise of
later granted options before earlier granted options, or the holding
period of shares purchased under options. :

10ne example of a restriction imposing a substantial risk of forfelture is a condition
that the employee must resell the shares to the employer at his original cost if he leaves
the company for azg reason during a 10-year period after he exercises the option and ac-
quired the shares. (Proposed Regs. § 1.83-3(¢) (2), example 1.)

? Under section 83, an employee who receives stock (or other property) in his employer
corporation burdened by restrictions which would free him from paying a tax at that time
may, nevertheless, elect to pay tax on the bargain element existing at that time. If the
employee makes this election and pays tax when he exercises the option, any later increase
In value of the shares will be taxable to him as capital gain (rather than compensation
income) when he disposes of the shares. .

3 As indicated earlier, this deduction permitted to an employer contrasts with the rule
applying to qualified stock options. An employer who grants a qualified option is not en-
titled to a deduction at any time for the bargain element in the stock purchase which he
has made available to the employee.
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In general, the riew rules in the committee’s 1974 bill would have
a{‘phed to options granted after May 8, 1974, but would not have ap-
plied to options granted on or -before that date. In addition, the com-
mittee agreed to include transition rules for options granted after
May 8, 1974, pursuant to a written plan adopted and approved before
May 9, 1974; for options granted after May 8, 1974, under a qualified
‘plan adopted by a board of directors before May 9, 1974, even if the
plan was approved by the shareholders after that cia,te; and for sub-
stitute options granted after May 8, 1974, as a result of a corporate re-
organization or similar transaction provided that no modification of
the former option occurs. The transition rules would have covered
these options so long as they are exercised before May 9, 1979 (no
matter when the option was granted in accordance with the plan).

The committee did not revise the rules with respect to employee
stock purchase plans (sec. 423) which provide that stock under the
plan must be made avaliable to all the employees on a nondiscrimina-
tory basis. : ,

Mr. Ullman :
Mr. Ullman’s proposal is the same as the 1974 committee bill.



D. SICK PAY EXCLUSION
Present Law

Under present law, gross income does not include amounts received
under wage continuation plans when an employee is “absent from
work” on account of personal injuries or sickness. The payments that
are received when an employee is absent from work are generally
referred to as “sick pay” (under sec. 105(d) ). . )

The proportion of salary covered by the wage continuation pay-
ments and any hospitalization of the taxpayer determines whether or
not there is a waiting period before the exclusion applies. If the sick
pay is more than 75 percent of the regular weekly rate, the waiting pe-
riod before the exclusion is available is 30 days whether or not the tax-
payer is hospitalized during the period. If the rate of sick pay is 75
percent or less of the regular weekly rate and the taxpayer is not hos-
pitalized during the period, the waiting period is 7 days. If the sick
pay is 75 percent or less of the regular weekly rate and the taxpayer
- was hospitalized for at least 1 day during the period, there is no wait-
ing period and the sick pay exclusion applies immediately. In no case
may the amount of “sick pay” exceed $75 a week for the first 30 days
and $100 a week after the first 30 days.

- Present law also excludes from gross income amounts received as

a pension, annuity, or similar allowance for personal injuries or sick-
ness resulting from active service in the Armed Forces (sec. 104(a)
(4)).® In addition, payments of benefits under any law administered
by the Veterans’ Administration are excludable from gross income
(section 3101(a) of Title 38 of the United States Code). Thus, dis-
ability benefits administered by the Veterans’ Administration are
exempt from tax under present law.

Problems

The “sick pay” exclusion provision is extremely complex. The ex-
cludable amount of sick pay varies depending on whether it is greater
or less than 75 percent of the taxpayer’s regular weekly rate and
whether or not it exceeds $75 or $100 a week %uring various periods
in which the sick pay is received. In addition, waiting periods before
the exclusion becomes effective vary depending on whether or not the
taxpayer is hospitalized.

The complexity of this provision necessitates a separate tax form
of 28 lines which taxpayers find difficult to complete. Apparently

® Under present regulations (Reg. sec. 1.105-4(a) (3) (i) (A)), the portion of a disability
pension recelved by a retired member of the armed forces which is In excess of the amount
excludable under section 104(a) (4) is excluded as sick pay under a_wage continuation
plan subject to the limits of section 105(d) if such pay 18 received before the member
reaches retirement age.

(14)
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many taxpayers who are entitled to a sick pay exclusion must obtain
paid assistance in order to fill out their tax return, especially for the

sick pay forms.

~ 2440

Department of tha Tressary
intornal Ravenme Service

Sick-Pay -Excluslolt

» Attach to Form 1040.

1974

Name of taxpayer

Socla) Security Number

Perlod of absence from work (see instruction 8)

Were ycu hospitalized (bed patient) at

From 19..un, to 19, loast_one day during this period? . . . D Yes D No -
Regular weekly rate of wages (see in- | Number of workdeys in your normal | Nature of iliness or Injury
struction F) » § workweek -

Name of employer

Payer of. sick pay, if other than empioyer .

General (Disability Retirees See Part IV and Instruction J)

1 Total workdays for which, you were pald during this period of absencs (ue instruc-
tion C) .o

2 Number of workdays In tna f rst 30 calendar days lor whlch you were pald s

3 Number of workdays after the first 30 calendar days for which you were paid (if any)

4 Total amount recelved as *'sick pay” . - . .

B Daily rate of “sick pay” (line 4 divided by hna l) (see lnstmclmn E) .

Use this Part if Your Weeldy Sick Pay Rate for the First 30 Catend
of Your Regular Weekly Wage Rate

Days ot Absence is 75% or Less

6 Number of workdays from line 2 . .
7 Limitation: If you were not hospitalized, enter the number of workdays 1or whlch you
were paid in me f:m 7 days of it you

ized, enter 2 ..

8 Balance (line 6 less line 7) .

9 $75 divided by the number of workdays in a normal workweek (maxlmum dmly ute)
10 Enter the amount on line 5, or line 9, whichever is smaller . PN .
11 Multiply the amount on line 10 by the number of daysonline8 .

Noto: Omit tines 12, 13, 14, and 15, it your period of absence was 30 ulmdar dnys or l.ss
12 $100 divided by the number of workdays in a normal workweek (maximum daily rate after the first 30

calendar days) . . .
13 Enter the amount on line 5, or Ime 12 whlchevcr is smaller . ) C e e e .
14 Enter the number of workdays from line 3 . . . . |—_.._
15 Multiply the amount on fine 13 by the number of dayl on llna 14 e e e e

16 Enter the amount shown on kina I .
17 Totai (line 15 plus line 16) .

18 "Sick pay" * for that period of absence hsted in Parl l racelvad In anolher tanblo year (ue Instructlon D)
19 Total “'sick pay’ exclusion (line 17 less line 18). Enter here and on Form.1040, line 39 .

S

0

‘A’——‘“‘—

$

is More Than

Use this Part if Your Weekly Sick Pay Rate for the First 30 Cal

Days ol Ab
75% of your Regutar Weekly Wage Rate

20 Daily rate of “‘sick pay” from line 5 . -
- 21 $100 divided by the number of workdays in a nonnal workwuk (maxlmum danly rata)
22 Enter the amount on line 20 or 21, whichever is smaller , PR T

23 Number of workdays from line 3 . « . .
24 Muitiply the amount on line 22 by the number ol days on Ime 23 .
25 “‘Sick pay* for that period of absence listed in Part [ received in another uxable year (seq lnstruction D)

L ]

S

26 Total “'sick pay"” exclusion (line 24 less line 25). Enter here and on Form 1040, line 39 .

Disability Retirees

You need to complete only line 27 or-fine 28 below to claim ‘your ‘‘sick pay"* exclusion if nond -of these four conditions

apply: (1),
able year.
than $100 a week, while other psyments were made at a rate of 5100 or more a week; (3) gour di
paid to you for Iess than the entire taxable year; or (4) your “sick pay” exclusion exceeds §!

apply, you must complete Parts | and 11 or 11}, whichever is applicable, to claim any "'sick pay“ exclusion,

27 ) total disability payments received this taxable year were less than $5,200, enter the (olal received

ou were retired within the last month of the preceding taxable year and the “‘waiting period” extended into this tax-
(YZ) there was a change in the rate of your annuity during the year whereby some payments were mude at a rate less
sability pension or annuity was
1f -any of these four conditions

here-and on Form 1040, line 39 . . 1.s
28 1f total gisability payments received this tnxable year were s5 200 or more, enter 85.200 hem md on
Form 1040, line 39 . $
form 2440 asre

The rationale for excluding sick pay
of wages) when an employee is absent

b

ayments (which are in liew
rom work, while taxin

the

same payments if made as wages while he is at work is questionable. A
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working employee generally incurs some costs of earning income not
incurred by a sick employee who stays at home. The latter may incur
additional medical expenses on account of his sickness. But if his ex- -
penses exceed the percentage of income limitations, the excess ex-
penses would be deductible as medical expenses.

Because of the progressivity of tax rates, lower income taxpayers
receive, on a percentage basis, smaller benefits from the sick pay ex-
clusion than do taxpayers who are in higher marginal tax brackets.
As a result, more than 60 percent of the benefits from this provision
inures to taxpayers with aci)justed gross incomes (including sick pay)
over $15,000.

In the case of the exclusion from income for armed forces disability
pensions, criticism has focused on a number of cases where the ex-
clusion has been abused. In many cases, armed forces personnel have
been classified as disabled shortly before they would have become eli-
gible for retirement principally to obtain the benefits of the special
tax exclusion on the disability portion of their retirement pay. In
most of these cases the individuals, having retired from the military,
earn income from other employment while receiving tax-free “dis-
ability” payments from the military. Questions have been raised as to
whether retired military personnel should be allowed to exclude the
payments which they receive as tax exempt disability income when
the}i{ are able to earn substantial amounts of income from civilian
work,

The repeal of the special exclusion for a pension, annuity, or simi-
lar allowance for personal injuries or sickness as a result of active serv-
ice in the Armed Forces would treat military personnel in the same
manner as all other individuals with respect to any payments on ac-
count of sickness or disability.

No change is contemplated in the present exclusion for those mem-
bers of the military who are receiving disability or any other benefits
administered by the Veterans’ Administration. ’{‘hese payments would
continue to be fully exempt from tax as under present law.

If the exclusion for individuals who are permanently and totally
disabled is to be a low- and middle-income relief provision, a phaseout
of the exclusion to the extent an individual has outside income in ex-
cess of some amount (such as $15,000) could be provided.

Alternative Approaches

1974 committee bill

Last Year the committee repealed the sick pay exclusion. However,
the exclusion for disability income would continue to be available
to taxpayers under age 65 who are permanently and totally dis-
abled. (After that age they would be eligible for the revised e derly
credit.) The maximum amount of income that may be excluded as dis-
ability income in this case, as under the present law sick pay exclusion,
would be limited to $100 a week ($5,200 a year). The maximum
amount excludable would be reduced on a dollar-for-dollar basis by
the tax%ayer’s income (including the disability income) in excess of
$5,200. For this purpose, permanently and totally disabled means un-
eble to engage in any substantial gainful activity by reason of any
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medically determinable physical or mental impairment which can be
expected to result in death or which has lasted or can be expected to
last for a continuous period of not less than 12 months, These limi-
tations would be applicable to both military and civilian retirement
disability payments Eut not to payments by the Veterans’ Administra-
tion.
Mr. Ullman

His proposal is the same as that in the 1974 committee bill except
that he would reduce the maximum exclusion of $5,200 only when the
individual’s income exceeds $15,000 (instead of $5,200) and would not
apply the limitations to individuals receiving military disability pay-
ments which are directly related to combat injuries (in addition to the
exclusion for payments by the Veterans’ Administration).

O



