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1983-84 MISCELLANEOUS TAX BILLS-VII: S. 120,
S. 1397, S. 1584, S. 1814, S. 1815, and S. 1826

MONDAY, SEPTEMBER 26, 1983

U.S. SENATE,
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT

OF THE COMMITTEE ON FINANCE,
Washington, D.C.

The subcommittee met, pursuant to notice, at 9:30 a.m., in room
SD-215, Dirksen Senate Office Building, Hon. Bob Packwood (chair-
man) presiding.

Present: Senators Packwood and Danforth.
[The press release announcing the hearing, a description of S.

120, S. 1397, S. 1584, S. 1814, S. 1815, and S. 1826 by the Joint Com-
mittee on Taxation and the text of these bills follow:]

FINANCE SUBCOMMrrrEE ON TAXATION AND DEBT MANAGEMENT SSr HEARING ON S.
120, S. 1397, S. 1584, S. 1814, S. 1815 AND S. 1826

Senator Bob Packwod, Chairman of the Subcommittee on Taxation and Debt Man-
agement, announced today that a hearing will be held on Monday, September 26,
1983, on six miscellaneous tax bills.

The hearing will begin at 9:30 a.m. in Room SD-215 of the Dirksen Senate Office
Building.

The following legislative proposals will be considered:
S. 120.-Introduced by Senator Dole with Senators Symms, Pryor, Grassley, and

others. The bill would restore for 2 years the deduction for expenses incurred in
eliminating architectural or transportation barriers to the handicapped.

S. 197.--Introduced by Senators Danforth and Eagleton. The bill would provide
an alternative test for qualifying for the credit for rehabilitation expenditures.

S. 158.-Introduced By Senator Danforth with Senators Bentsen and Huddleston.
The bill would provide for treating domestic losses in the manner foreign losses are
treated with respect to offsetting other income. The bill also would provide a 15-year
carryover period for unused foreign tax credits and allow foreign tax credits to be
used in the order earned.

S. 1814.--Introduced by Senator Packwood. The bill would allow an amortization
deduction for bus operating rights based on a 60-month amortization period.

S. 1815.--Introduced by Senator Packwood. The bill would exempt from taxation
corporations that acquire and manage real property for certain other tax-exempt or-
,anizations.
S. 1826.--Introduced by Senator Danforth. The bill would expand the special rule

for certain charitable contributions of inventory and other property to encourage
contributions of food and transportation services to organizations that provide food
to the needy.

(1)
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DESCRIPTION OF TAX BILLS
(S. 120, S. 1397, S. 1584, S. 1814, S. 1815, and

S. 1826)

SCHEDULED FOR A HEARING

BEFORE THE

SUBCOMMITTEE ON TAXATION AND
DEBT MANAGEMENT

Or Ti

COMMITTEE ON FINANCE

ON SEPTEMBER 26, 1983

PREPARED BY THE STAFF

OF THE

JOINT COMMITTEE ON TAXATION

INTRODUCTION

The bills described in this pamphlet have been scheduled for a
public hearing on September 26, 1983, before the Senate Finance
Subcommittee on Taxation and Debt Management.

The six bills scheduled for the hearing are: (1) S. 120 (relating to
extending the allowance of the special deduction for expenses for
removing barriers to the handicapped); (2) S. 1397 (relating to alter-
native test for qualification for the rehabilitation investment
credit); (3) S. 1584 (relating to amendments to the foreign tax
credit); (4) S. 1814 (relating to deduction for loss in value of bus op-
erating authorities); (5) S. 1815 (relating to income tax exemption
for certain title-holding corporations); and (6) S. 1826 ("Hunger
Relief Incentives Tax Act of 1983").

The first part of the pamphlet is a summary of the bills. This is
followed in the second part by a more detailed description of the
bills, including present law, explanation of provisions, and effective
dates.
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I. SUMMARY

1. S. 120-Senators Dole, Symms, Pryor, Grassley, and others

Extend Allowance of Special Deduction for Expenses of
Removing Barriers to the Handicapped

Under present law, the special deduction for qualified expendi-
tures (up to $25,000 per year) incurred for the purpose of making
facilities and certain vehicles accessible to, and usable by, handi-
capped and elderly individuals applies to expenses paid or incurred
in taxable years beginning before 1983 (Code sec. 190). The bill
would extend the existing deduction provision for two years, i.e., to
qualified expenditures paid or incurred in taxable years beginning
before 1985.

2. S. 1397-Senators Danforth and Eagleton

Alternative Test for Qualification for the Rehabilitation
Investment Credit

Present law provides a three-tier investment credit for expendi-
tures incurred in the rehabilitation of certain older buildings (Code
sec. 48). The credit is equal to 15 percent of qualified rehabilitation
expenditures in the case of buildings at least 30 years old; 20 per-
cent in the case of buildings at least 40 years old; and 25 percent in
the case of certified historic structures. Rehabilitations must satisfy
certain requirements to be eligible for the credit, including a re-
quirement that at least 75 percent of the external walls of the
building must be retained as such after the rehabilitation.

The bill-would provide an alternative to the 75-percent external-
wall test where at least 50 percent of the external walls of the
building are retained as such and certain other requirements are
met. The provisions of the bill would appl retroactively to reha-
bilitation expenditures incurred after May 16, 1983.

3. S. 1584-Senators Danforth, Bentsen, and Huddleston

Amendments to the Foreign Tax Credit
a. Domestic loss recapture rule

Under present law, foreign losses of a U.S. taxpayer are, in
effect, recaptured through the foreign tax credit limitation when
the taxpayer subsequently derives foreign income (Code sec. 904(0)).

The bfllwould establish a domestic loss recapture rule the oper-
ation of which would be similar to the operation of the present for-
eign loss recapture rule. The bill would treat as foreign income a
portion of domestic income derived after to a year in which a do-
mestic loss is incurred. The effect of this recharacterization would

(3)
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be to increase the foreign tax credit limitation and, thus, potential-
ly, the amount of utilizable foreign tax credits, in the later year or
years.

This provision of the bill would apply retroactively to taxable
years beginning after 1981.
b. Extended carryover for certain excess foreign tax credits

Under present law, excess foreign tax credits generally may be
carried back for two years and carried over for five years (sec.
904(c)).

The bill would extend the foreign tax credit carryover period to
15 years for excess foreign tax credits that arise in taxable years
beginning after 1978.
c. Ordering rule for foreign tax credits

Under present law, current foreign taxes are credited against
U.S. tax before foreign taxes carried from other years are credited
against U.S. tax (sec. 904(c)).

The bill would provide a new FIFO ordering rule for foreign tax
credits. Under this rule, foreign tax credits would generally be uti-
lized in the order in which they arose. Thus, in any taxable year,
foreign tax credit carryovers would be utilized first, followed by
credits for foreign taxes paid currently in the taxable year, then
credit carrybacks.

The bill would also clarify the present computational rules for
foreign tax credit carrybacks and carryovers.

The new ordering rule and related amendments would apply ret-
roactively to taxable years beginning after 1981.

4. S. 1814-Senator Packwood

Deduction for Loss in Value of Bus Operating Authorities

Under present law, courts have denied an ordinary loss deduc-
tion (Code sec. 165) where the value of an operating permit or li-
cense decreased as a result of legislation expanding the number of
issued licenses or permits. In 1981, as a result of tl4e deregulation
of the trucking industry, the Congress enacted a tax provision that
allows trucking companies an ordinary deduction ratably over five
years for loss in value of motor carrier operating authorities (sec.
266 of the Economic Recovery Tax Act of 1981). The value of bus
operating authorities has diminished significantly as a result of
Federal legislation that deregulated the intercity bus industry. The
bill would provide tax deductions for the owners of bus operating
authorities similar to that granted in 1981 with respect to motor
carrier authorities.

The provisions of the bill would apply retroactively to taxable
years ending after November 18, 1982.

5. S. 1815-Senator Packwood

Income Tax Exemption for Certain Title-Holding Corporations

Under present law, a corporation that is organized for the exclu-
sive purpose of holding title to property, collecting income on the
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property, and distributing the net income to a tax-exempt organiza.tion is itself exempt from Federal income tax (Code sec. 501(cX2)).The Internal Revenue Service interprets this provision to meanthat the title-holding corporation may distribute income only toone or more "related" tax-exempt organizations.
The bill would exempt from Federal income tax any corporationorganized exclusively to acquire, hold title to, and collect incomefrom property and turn over all income (less expenses) from theproperty to one or more qualifying organizations, whether or notrelated. For this purpose, qualifying organizations would be (1) aqualified pension, etc., plan; (2) a governmental plan (sec. 414(d));(3) the United States, any State or political subdivision, or anyagency or instrumentality of such a governmental unit; or (4) any

charitable organization (sec. 501(c3)).
The bill would be effective for taxable years beginning after 1983.

6. S. 1826-Senator Danforth
"Hunger Relief Incentives Tax Act of 1983"

Present law
Under present law, the amount of charitable deduction otherwiseallowed for donated property generally must be reduced by theamount of any ordinary gain which the taxpayer would have real-i had the property been sold at its fair market value on the dateof the donation (Code sec. 170(e)). For example, a retailer whichmakes a charitable contribution of its inventory generally may

deduct only its basis in the property.
However, under a special rule, corporations are allowed an aug-mented charitable deduction for qualified contributions to a publiccharity (other than a governmental unit) or a private operatingfoundation of certain types of ordinary income property donatedfor the care of the needy, the ill, or infants (sec. 170(eX3)). The aug-mented charitable deduction allowed under this rule is generallyfor the sum of (1) the corporation's basis in the donated propertyand (2) one-half of the unrealized appreciation. In no event may theamount of the deduction exceed twice the basis of the propertyUnder present law, no deduction is allowed for the value of serv-ices donated to a charitable organization. However, a taxpayer maydeduct unreimbursed out-of-pocket expenses (such as fuel costs) in-curred incident to the rendition of such services.

S. 1826
The bill would expand the section 170(e) augmented charitable

deduction in a number of respects-
(1) Eligible donem.-The category of eligible donees for the aug.mented charitable deduction would be expanded to include govern-

mental units.
(2) Eligible donors.-In the case of charitable contributions offood that otherwise qualify for the augmented charitable deduction,the bill would extend the category of eligible donors to include non-corporate taxpayers who are actively engaged in the trade or busi-ness of production or marketing of food.
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(3) Eligible contribution.-Certain charitable contributions of
transportation services for the movement of food would be treated
as qualified contributions under the bill. In addition, contributions
of food which a donee removes from the donor's fields ("gleaning")
would be treated as qualified contributions.

The bil would provide special rules for computing the amount of
the augmented charitable deduction for (1) qualified contributions
of transportation services for the movement of food and (2) quali-
fied contributions of food by a donor who is not required to and
does not use inventories (e.g., farmers on cash-basis accounting for
tax purposes).

The amendments made by the bill would be effective for quali-
fied contributions made after the date of enactment.
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II. DESCRIPTION OF THE BILLS
1. S. 120-Senators Dole, Symms, Pryor, Grassley, and others

Extend Allowance of Special Deduction for Expenses of
Removing Barriers to the Handicapped

Present Law
Under present law, a taxpayer may elect each year to treat as a

deductible expense up to $25,000 of expenditures incurred for pur-
poses of making facilities and certain vehicles accessible to, and
usable by, handicapped and elderly individuals (Code sec. 190). This
provision applies to expenditures made in taxable years beginning
before January 1, 1983.

The section 190 deduction was initially limited to taxable years
beginning before 1980 in order to permit the Congress to review
the cost effectiveness of the deduction. In 1979, the Congress made
the provision applicable to taxable years beginning prior to 1983
(P.L. 96-167).

Explanation of the Bill
The allowance of the section 190 deduction for expenses of re-

moving barriers to the handicapped and elderly (which applied for
taxable years beginning before 1983) would be extended for two
years, i.e., to such expenditures paid or incurred in taxable years
beginning before January 1, 1985.

Effective Date
The bill would be effective on enactment. The changes that

would be made by the bill would apply to taxable years beginning
after 1982 and before 1985.

(7)
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2. S. 1397-Senators Danforth and Eagleton

Alternative Test for Qualification for the Rehabilitation
Investment Credit

Present Law
Present law provides a three-tier investment credit for expendi-

tures incurred in the rehabilitation of certain older buildings (Code
secs. 48(aX)(1E) and 48(g)).

The rehabilitation credit is equal to 15 percent of qualified reha-
bilitation expenditures in the case of buildings at least 30 years old;
20 percent of such expenditures in the case of buildings at least 40
years old; and 25 percent of such expenditures in the case of certi-
fied historic structures. A certified historic structure is a building
of a character subject to depreciation which is either listed in the
National Register of Historic Places or located in an historic dis-
trict approved by, and certified as contributing to the character of
the district by, the Secretary of the Interior.

The 15- and 20-percent credits apply only to rehabilitations of
commercial and industrial buildings; the 25-percent credit also ap-
plies to rehabilitations of depreciable residential property. For pur-
poses of determining cost recovery deductions, the basis of a build-
ing with respect to which either the 15-percent credit or the 20-per-
cent credit is allowed is adjusted for the full amount of the credit.
The basis of a certified historic structure is adjusted by one-half of
the allowable 25-percent credit.

Several conditions must be satisfied before a rehabilitation in-
vestment credit is allowable. The rehabilitation expenditures must
exceed the greater of $5,000 or the adjusted basis of the building,
and the building must have been placed in service before the begin-
ning of rehabilitation. In addition, 75 percent or more of the exist-
ing external walls must remain in place as external walls after the
rehabilitation.

Explanation of the Bill

The bill would provide an alternative test to the requirement
that at least 75 percent of the external walls of a building must
remain as such after completion of a qualified rehabilitation.
Under the bill, the 75-percent requirement would be deemed to be.
satisfied if (1) 50 percent or more of the external walls are retained
as such after completion of the rehabilitation; (2) 75 percent or
more of the external walls are retained in place (even if not as ex-
ternal walls); and (3) 95 percent or more of the pre-rehabilitation
internal structural framework is retained in place.

(8)
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Effective Date
The provisions of the bill would apply retroactively to rehabilita-

tion expenditures incurred after May 26, 1983.
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3. S. 1584-Senators Danforth, Bentsen, and Huddleston

Amendments to the Foreign Tax Credit

Present Law

Foreign tax credit rules generally
The United States taxes the income of U.S. citizens, residents, or

corporations whether that income is from U.S. sources or from for.
eign sources. The foreign tax credit was first enacted in 1918 to
prevent U.S. taxpayers from being taxed twice on their foreign
income-once by the foreign country where the income is earned
and again by the United States. The foreign tax credit is intended
to allow U.S. taxpayers to offset the U.S. tax on their foreign
income by the income taxes paid to a foreign country. Foreign tax
credits may not be used to offset U.S. tax on domestic income. .

This foreign tax credit system embodies the principle that the
country in which a business activity is conducted (or in which
income is earned) has the first right to tax the income arising from
activities in that country, even though the activities are conducted
by, corporations or individuals resident in othei countries. Under
this principle, the home country of the individual or corporation
has a residual right to tax income arising from these activities, but
recognizes the obligation to insure that double taxation does not
result.

Some countries avoid double taxation by exempting foreign
source income from tax altogether. However, most court tries, in-
cluding the United States, avoid double taxation through a foreign
tax credit system, providing a dollar-for-dollar credit against home
country tax liability for income taxes paid to a foreign country.
General limitation

A fundamental premise of the foreign t x credit is that it should
not reduce the U.S. tax on U.S.-source income. Accordingly, the
Code contains a limitation to insure that the credit offsets only the
U.S. tax on the taxpayer's foreign income (Code sec. 904(a)). The
limitation operates by prorating the taxpayer's total U.S. tax liabil-
ity before tax credits ("pre-credit U.S. tax") between its U.S.- and
foreign-source taxable income.1 Therefore, the limitation is deter-
mined by using the ratio of foreign-source taxable income to total
taxable income. The resulting fraction is multiplied by the total
pre-credit U.S. tax to establish the amount of U.S. tax paid on the
foreign income and, thus, the upper limit on the foreign tax credit.

The following example illustrates the computation of the foreign
tax credit limitation. Assume that the U.S. taxpayer has foreign-

1 The pre-credit U.S. tax is the U.S. tax before all credits, that is, before the investment tax

credit and other credits as well as the foreign tax credit.
(10)
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source taxable income of $300 and U.S.-source taxable income of
$200, for total taxable income of $500. Assume further that the pre-
credit U.S. tax on the $500 is $230 (i.e., a 46-percent rate). Since 60
percent ($300/$500) of the taxpayer's tot-l worldwide taxable
income is from foreign sources, the foreign tax credit is limited to
$138, or 60 percent of the $230 pre-credit U.S. tax. Thus, a taxpayer
with foreign taxes, paid in excess of $138 will be allowed a foreign
tax credit of only $138 (the excess taxes paid ma be carried to
other years). If the taxpayer has paid less than .138 in foreign
taxes, the taxpayer will have a foreign tax credit equal to the
amount of the taxes paid.
Overall and per-country limitations

Historically, the foreign tax credit limitation has been deter-
mined based on either the taxpayer's total foreign income or the
taxpayer's foreign income from each separate country, or both.
These are known as the overall limitation and the per-country lim-
itation, respectively.

Under the overall method, the taxpayer combines the income
and losses from all foreign operations and allocates the pre-credit
U.S. tax based upon this amount. Therefore, if (as in the example
above) 60 percent of the taxpayer's taxable income is from all for-
eign sources combined, then the foreign tax credit is limited to 60
percent of the pre-credit U.S. tax.

Under the per-country method, the taxpayer determines the for-
eign tax credit on a country-by-country basis. Thus, the taxpayer is
allowed to take a foreign tax credit for taxes paid to any particular
foreign country only to the extent that the taxes paid to that coun-
try do not exceed the limitation separately determined for that
country. In other words, under the per-country limitation, taxes
paid to any foreign country can be used as credits only against the
portion of the total pre-credit U.S. tax which is allocable to income
from sources within that country.

In the Tax Reform Act of 1976, the Congress repealed the per-
country limitation, making the overall limitation mandatory for
most taxpayers.
Foreign 1088 recapture rule

Before the enactment of the Tax Reform Act of 1976, foreign
losses of U.S. taxpayers generally had the effect of reducing the
U.S. tax base.2 U.S.-source income that would otherwise have been
subject to U.S. tax went free of U.S. tax. In the case of a taxpayer
who had foreign losses in excess of foreign income in a given year,
the taxpayer could use the excess of the losses to reduce U.S. tax
on U.S.-source income. Such losses reduced U.S. tax -on U.S.-source
incorie by decreasing the worldwide taxable income on which the
U.S. tax was based.

Then, if the taxpayer later received income from abroad on
which the taxpa er paid foreign tax, a foreign tax credit was al-
lowed for the full amount of the foreign tax. Unless the taxpayer
had an effective foreign tax rate no higher than the U.S. rate, and

I The Tax Reduction Act of 1976 prevented reduction of the U.S. tax base by requiring recap-
ture of foreign oil.related lose .
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the foreign countries in which the losses originated had net operat-
ing loss carryover provisions (or some similar method of using prior
losses to reduce subsequent taxable income), the taxpayer received
an incidental U.S. tax benefit. This is because no U.S. tax was im-
posed on the subsequent year's income (to the extent of foreign
taxes paid on the income), even though the earlier losses had re-
duced U.S. tax liability on U.S.-source income.

Example A (below) illustrates in more detail the erosion of the
U.S. tax base and incidental benefit to the taxpayer that occurred
when a taxpayer had foreign losses in excess of foreign income, Ex-
ample A compares the U.S. tax computations for two taxpayers
with the same total taxable worldwide income over a two-year
period, one of whom has foreign losses in excess of foreign income
in one year and one of whom does not. Example A illustrates the
law prior to the enactment of the foreign loss recapture rule.

EXAMPLE A (PRE-1976 LAW)

Year 1 Year 2 2-year
total

Taxpayer 1(overall foreign loss):
Foreign-source income (loss) ................... ($100) $100 0
U.S.-source income o............. 100 100 $200

Worldwide taxable income ................ 0 200 200

Foreign tax (46 percent) ... ......... 0 46 46

Pre-credit U.S. tax (46 percent) .......... 0 92 92
Allowable foreign tax credit.....0 1 46 46

Net U.S. tax .................... 0 46 46

Excess foreign tax credit.... .. 0 0 0
Taxpayer 2 (no overall foreign loss):

Foreign-source income (loss) ............. 0 0 0
U.S.-source income ................................... 100 100 200

Worldwide taxable income. 100 100 200

Foreign tax (46 percent) ............... 0 0 0

Pre-credit U.S. tax (46 percent)...... 46 46 92
Allowable foreign tax credit.............. 0 0 0
Net U.S. tax ................ 46 46 92

Excess foreign tax credit............0 0 0

.Foreign tax credit limitation: Foreign source income ($100)/worldwide taxable
income ($200) multiplied by U.S. tax ($92) equals $46.

In Example A, each taxpayer has a total 2-year U.S.-source tax-
able income of $200. The taxpayer with an overall foreign loss
(Taxpayer 1) pays U.S. tax of $46 for the 2-year period (a 28-percent
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U.S. tax rate on U.S. income)-one-half of the amount paid by Tax-
payer 2, the taxpayer with no foreign loss, and one-half of the
amount normally due on $200 of U.S.-source taxable income, as-
suming a 46-percent average U.S. tax rate.

The Congress responded to the overall foreign loss issue by in-
cluding in the Tax Reform Act of 1976 a rule which requires that
losses from foreign operations and, thus, the tax benefit derived
from the deduction of these losses should be recaptured by the
United States when the taxpayer subsequently derives income from
abroad. 8

In general, the recapture is accomplished under Code section
904(f) by treating a portion of foreign income which is subsequently
derived as income from domestic sources. The portion of foreign
income treated as income from domestic sources represents the
overall foreign loss which in the previous taxable year may have
reduced U.S. tax on income from domestic sources. The effect of
the recharacterization is to reduce the foreign tax credit limitation
in one or more subsequent years and, therefore, the amount of U.S.
tax that can be offset by foreign tax credits in such subsequent
year or years.4

The amount of foreign income which is treated as income from
domestic sources in a subsequent year is limited to the lesser of the
amount of the overall loss (to the extent that the loss has not been
recaptured in prior taxable years) or 50 percent of the foreign tax-
able income for that year, or such larger percent as the taxpayer
may choose.

or the purposes of the foreign loss recapture rule, the term
overall foreign loss means the amount by which the taxpayer's (or
in the case of an affiliated group filing a consolidated return, the
group's) gross income from sources without the United States is ex-
ceeded by the sum of the expenses, losses, and other deductions
which could be allocated to foreign sources for purposes of comput-
ing the foreign tax credit limitation, and a ratable part of any ex-
penses, losses, or other deductions which cannot definitely be allo-
cated to some item or class of gross income (under Code sec. 862(b)).
In computing the amount of the foreign loss, the net operating loss
deduction (under sec. 172(a)) is not to be taken into account. In ad-
dition, foreign expropriation losses (as defined in sec. 172(kXl)) or
unreimbursed casualty or theft losses are not subject to the recap-
ture provision. A taxpayer is treated as sustaining a foreign loss
whether or not claiming a foreign tax credit for the year of the
loss.

Section 904(0 also contains a provision which provides for the re-
capture of loss when property which was used in a trade or busi-
ness, and which was used predominantly outside of the United
States, is disposed of prior to the time the loss has been fully recap-

$In 1969, the House of Representatives passed a foreign loss recapture provision that would
have applied to e electing the now.repeale percountr limitation (H.R. 13270, 91st
Cong fg Sees see HR Rep. No. 91-148, agreement between the House and the Senate did not
include that provision. In the Tax Reduction Act of 1975, the Congres enacted a foreign loss
recapture rule that applied only to foreign oil -related income (Public Law 94-12, sec. 601,
adding e see. 9 i gos.4Q i recharacterization is also referred to as re-eurcing or simply as recapture.

29-106 0-84---2
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tured. This provision applies regardless of whether gain would oth-
erwise be recognized.

Where gain would otherwise not be recognized, the taxpayer is
treated under this provision as having received gain which is recog-
nized in the year the taxpayer disposes of the property. (The gain
to be recognized is limited to the amount of the foreign losses not
yet recaptured.) In the case of a recapture resulting from the dispo-
sition of the property, 100 percent of the gain (to the extent of
losses not previously recaptured) is recaptured. In such a case the
50-percent of gain limit is not applied, and the amount (if any) to
be recaptured in future years is reduced by the full amount of the
gain.

The application of the foreign loss recapture rule of current law
is illustrated in Example B (below). The taxpayer in Example B is
Taxpayer 1 of Example A. For simplicity, Example B assumes that
Taxpayer Lchooses to have 100 percent of the foreign income re-
characterized as domestic income in the year in which recharacter-
ization takes place.

EXAMPLE B (PRESENT LAW)

Year I Year 2 2-year
total

Taxpayer 1:
Foreign-source income (loss) ........ ($100) $100 0
U.S.-source income ................ 1.................. 100 100 $200

Worldwide taxable income .................. 0 200

Foreign tax (46 percent) ........ .... 0 46 46

U.S. tax (46 percent) ....................... 0 92 92
Allowable foreign tax credit ......... 0 10 0
Net U.S. tax ......... ........... 0 92 92
Excess foreign tax credit ..................... 0 46 46

'Foreign tax credit limitation: Foreign source income (zero, since it has been
recharacterized as U.S. income)/worldwide taxable income ($200) multiplied by U.S.
tax ($92) equals 0.

Under the foreign loss recapture rule, Taxpayer 1 pays $92 of
U.S. tax on U.S.-source taxable income of $200 for the 2-year
period. A comparison of Examples A and B shows that this is the
same amount of U.S. tax paid by Taxpayer 2 in Example A, who
also had U.S.-source taxable income of $200 for the two-year period,
but no foreign losses.In addition, $92 of U.S. tax is the amount nor-
mally due on $200 of U.S.-source taxable income, assuming a 46-
percent average U.S. tax rate.
Foreign tax credit carryovers

Under present law, excess foreign tax credits (i.e., foreign taxes
which, because of the foreign tax credit limitation, cannot be cred-
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ited in the year paid or accrued) generally may be carried back for
2 years and carried forward for five years (sec. 904(c)).

The Congress enacted the foreign tax credit carryback and car-
ryover in 1958 to eliminate the double taxation which sometimes
resulted under prior law when a method of reporting income in a
foreign country differed from the method in the United States.
This may result in reporting the same income in one year in the
United States and in another year in the foreign country. When
this occurs, the foreign tax credit currently available under the for-
eign tax credit limitation tends to be less than the taxes paid or
accrued to the foreign country in theyear the income is reported
in that country but not in the United States. In another year when
this income is reported in the United States but not the foreign
country, the credit which will be available currently under the lim-
itation tends to exceed the foreign taxes paid or accrued.6

Section 904(c) permits foreign taxes which cannot be claimed cur-
rently as a tax credit to be carried back successively to the second
and first preceding taxable years and then forward to the first,
second, third, fourth, and fifth succeeding taxable years. The cred-
its so carried are deemed paid or accrued in the earlier or later
years and may be used in such years to the extent that creditable
foreign taxes actually paid or accrued for such years do not equal
or, exceed the applicable foreign tax credit limitation amounts.
Under this rule, current foreign taxes are credited against U.S. tax
before foreign taxes carried from other years are credited against
U.S. tax.

In contrast with foreign tax credits, investment tax credits gener-
ally may be carried forward for 8 years and carried over for 15
years (sec. 46(b)). In addition, investment tax credits are utilized in
accordance with a first-in first-out (FIFO) ordering rule. Under this
rule, investment credit carryovers are used before current invest-
ment credits (see. 46(a1)).

In any taxable year, foreign tax credits (including carrybacks
and carryovers) are used before all other types of income tax cred-
its, excluding the credit for the elderly. However, net operating loss
carrybacks and carryovers generally reduce income, and hence U.S.
tax, before foreign tax and other credits are used.

'The report of the House Committee on Ways and Means on the legislation creating the for-
eign tax credit carryback and carryover listed factors which may result in a difference in the
timing of reporting of income and allowance of deductions "(1) Reporting of taxable income
from sales on the installment basis in the United States without being permitted to report in a
similar manner in a foreign country (or possession of the United States)i (2) Differences under
the laws of the United States and those of the foreign country in the pricing of inventories (this

result in the reporting of income from the ultimate sale of such articles in a different year
inaihe United States than in the foreign country); (8) Differenes in reporting foreign exchange
profit or loss (such profit or loss may be reported on the accrual basis In the United States but
only on the cash basis in some foreign countries); (4) Differences in depreciation methods in the
United States and in the foreign country; (6) The requirement of some countries that income
taxes be determined only on a fiscal.year basis; and (6) The use of an averaging device in the
computation of taxable income in certain foreign countries covering more than one taxable year.
See H.R. Rep. No. 776, 85th Cong., 1st Sees. 27-28 (1957).
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Explanation of the Bill
a. Domestic loss recapture rule

In general
The bill would establish a domestic loss recapture rule the oper-

ation of which would be similar to the operation of the present for-
eign loss recapture rule (Code sec. 904(M).

The recapture of .imestic losses would be accomplished under
the bill by treating as income from foreign sources a portion of do-
mestic income which is derived after a year in which an overall do-
mestic loss is incurred. The portion of domestic income treated as
income from foreign sources would represent the overall domestic
loss which, in the previous year, had the effect of reducing pre-
credit U.S. tax and, consequently, the potentially utilizable amount
of foreign tax credits in that year. The effect of the recharacteriza.
tion would be to increase the foreign tax credit limitation and,
thus, potentially, the amount of utilizable foreign tax credits, in
the later year or years.

Amount subject to recapture
The amount of domestic income treated as foreisn-source income

in a subsequent year would be limited under the bill to the lesser
of the amount of the overall domestic loss (to the extent that the
loss has not been recaptured in prior taxable years) or 50 percent
of the domestic taxable income for that year, or such larger per-
centage as the taxpayer may choose. Thus, in any taxable year the
amount subject to recapture would not exceed 50 percent of the
taxpayer's domestic income (before recharacterization), unless the
taxpayer chose to have a greater percentage of domestic income so
recharacterized.

Definition of overall domestic loss
For purposes of the domestic loss recapture rule, the' bill would

define the term overall domestic loss to mean the amount by which
the taxpayer's gross income from sources within the United States
(including the amount, if any, that is treated as income from
sources within the United States under the foreign loss recapture
rule) is exceeded by the sum of the deductions properly apportioned
or allocated to domestic sources, to the extent such loss amount off-
sets income from foreign sources.

In computing the amount of the overall domestic loss, casualty or
theft losses would not be taken into account. The definition of over-
all domestic loss contained in the bill, unlike the present-law defi-
nition of overall foreign loss (Code sec. 904(0(2)), would not express-
ly provide that the net operating loss deduction (sec. 172(a)) is not
to be taken into account in computing the overall loss. Under the
bill, a taxpayer would be treated as sustaining a domestic loss
whether or not claiming a foreign tax credit for the year of the
loss.

Amendments to foreign loss recapture rule
The bill would amend the foreign loss recapture rule in a minor

respect. It would modify the definition of overall foreign loss for
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foreign loss recapture rule purposes so that domestic income re-
characterized as foreign income under the domestic loss recapture
rule would be counted in the computation of overall foreign loss.

Example
Example C (below) shows how, under present law, two taxpayers

with the same total taxable worldwide income and foreign taxes
over a two-year period, one of whom has domestic losses in one
year and one of whom does not, may pay different amounts of U.S.
tax and may use different amounts of foreign tax credits over the
two-year period.

EXAMPLE C (PREsENT LAw)

Year I Year 2 2-year
total

Taxpayer 3 (overall domestic loss):
Foreign-source income (loss) ......... $100 $100 $200
U.S.-source income ...... ......... (100) 100 0

Worldwide taxable income ........ 0 200 200

Foreign tax (46 percent) ...................... 46 46 92

Pre-credit U.S. tax (46 percent) ... 0 92 92
Allowable foreign tax credit ......... 0 1 46 46
Net U.S. tax ............ , .......... 0 46 46
Excess foreign tax credit ..................... 46 0 46

Taxpayer 4 (no overall domestic loss):
Foreign-source income (loss) .................. 100 100 200
U.S.-source income ................................... 0 0 0

Worldwide taxable income .................. 100 100 100

Foreign tax (46 percent) ....... 46 46 92

Pre-credit U.S. tax (46 percent) ........ 46 46 46
Allowable foreign tax credit ............. 46 246 92
Net U.S. tax ........ 0 0 0
Excess foreign tax credit ..................... 0 0 0

1 Foreign tax credit limitation: Foreign source income ($100)/worldwide taxable
income ($200) multiplied by U.S. tax ($92) equals $46.

SForeign tax credit limitation: Foreign source income ($100)/worldwide taxable
income ($100) multiplied by U.S. tax ($46) equals $46.

In Example C, each taxpayer has a total two-year worldwide tax-
able income of $200. Each has no U.S.-source taxable income for
the two-year period. The taxpayer with an overall domestic loss
(Taxpayer 8) pays $46 in U.S. tax and $92 in foreign tax for the
two-year period and accrues $46 of excess foreign tax credits. Tax-
payer 4, the taxpayer with no domestic loss, pays no U.S. tax and
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$92 in foreign tax for the two-year period and accrues no excess
foreign tax credits.

Enactment of the domestic loss recapture rule would have the
effect on Taxpayer 3 illustrated in Example D below. Example D
assumes that Taxpayer 3 chooses to have 100 percent of U.S.-source
income recharacterized as foreign income in Year 2.

ExAmPLE D (UNDER S. 1584)

Year I Year 2 2-year

Taxpayer 3:
Foreign-source income (loss) ......... $100 $100 $200
U.S.-source income ................................... (100) 100 0

Worldwide taxable income .................. 0 200 200

Foreign tax (46 percent) ..................... 46 46 92

U.S. tax (46 percent) ............... 0 92 92
Allowable foreign tax credit............. 0 1 92 92
Net U.S. tax ............................ 0 0 02

Excess foreign tax credit ........... 46 (46) 0

'Foreign tax credit limitation: Foreign source income ($200, since the domestic
income in Year 2 is recharacterized as foreign income)/worldwide taxable income
($200) multiplied by $92 equals $92.

Under the domestic loss recapture rule, Taxpayer 3 would pay no
U.S. tax and accrue no excess foreign tax credits for the two-year
period. A comparison of Examples C and D shows that this :a the
same U.S. tax and excess foreign tax credit position as that of a
taxpayer who does not have domestic losses (Taxpayer 4).

Effective date
The domestic loss recapture rule and related amendments would

apply to taxable years beginning after 1981.
b, Extended carryover period for certain excess foreign tax credits

The bill would increase the foreign tax credit carryover period
from five years to 15 years for excess foreign tax credits that arise.
in taxable years beginning after 1978.
. FIFO ordering rule for foreign tax credits

In general
The bill would provide a new first-in first-out (FIFO) ordering

rule for utilization of foreign tax credits. Under this rule, foreign
tax credits that arise currently in the taxable year would no longer
be the first foreign tax credits utilized in the taxable year; instead,
foreign tax credits would generally be utilized in the order in
which they arose. Thus, in any taxa le year, foreign tax credit car-
ryovers would be utilized first.
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If such carryovers did not equal or exceed the foreign tax credit
limitation for the year, then foreign tax credits arising currently
would be utilized. If the sum of the foreign tax credit carryovers
and current credits did not equal or exceed the foreign tax credit
limitation for the year, then foreign tax credit carrybacks would be
utilized.

The bill would also clarify the present computational rules for
foreign tax credit carrybacks and carryovers.

Effective date
The FIFO ordering rule and related amendments would be effec-

tive with respect to taxable years beginning after 1981.

ISSUES

Excess foreign tax credits
Excess foreign tax credits result when the amount of foreign

creditable income taxes paid or accrued in a given year exceeds the
taxpayer's foreign tax credit limitation. Excess credits are, there-
fore, the result of the limitation and can arise for a variety of rea-
sons, all of which involve the limitation. Timing differences in the
reporting of income and deductions under U.S. and foreign tax
laws may result in a taxpayer's being unable to utilize some for-
eign tax credits in a year in which income is reported in a foreign
country but not in the United States. Differences between the
sourcing rules or the deduction allocation rules of the United
States (whose rules are consistent with international norms gener-
ally recognized by developed countries) and those of other countries
may result in U.S. treatment of income taxed by another country
as domestic income for purposes of the foreign tax credit. 6 Also, ef-
fective corporate income tax rates in many countries are higher
-than U.S. income tax rates.

Today, a significant reason for excess credits of some companies
is domestic losses. Domestic losses may reduce worldwide taxable
income and pre-credit U.S. tax and, hence, the amount of foreign
tax credits that can be used currently.

Proponents of S. 1584 argue that excess credits represent an ad-
ditional cost of conducting business abroad that can place U.S. com-
panies at a competitive disadvantage vis a vis foreign companies.
The bill, they argue, by reducing excess credits, would prvent
double taxation, reduce this additional cost, and improve the com-
petitive position of U.S. companies.
Tax planning

The focus of international tax planning by U.S. taxpayers is the
maximization of foreign tax credit utilization. By increasing foreign
tax credit utilization, a taxpayer can reduce its worldwide tax
burden. Underpresent law, taxpayers have a number of planning
opportunities. For example, taxpayers can increase credit utiliza-

6 For example, many developing countries i os, withholding taxes on payments for
technical services that a U.S. taxpayer performs in the United States-or ure within their bor.
ders. The United States treats the payments as U.S. domestic source income for purposes of
computing the foreign tax credit limitation, with the result that the foreign taxes may not be
creditable in the year paid.
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tion through their control of the timing of dividend payments by
foreign subsidiaries and the timing of deemed distributions under
the controlled foreign corporation rules (Code secs. 951-64, often re-
ferred to as Subpart F).

Those favoring the bill argue that by reducing excess foreign tax
credits, the bill would reduce current planning pressures. Others
argue, however, that the bill might provide expanded planning op-
portunities that would allow some taxpayers to reduce U.S. tax in
unintended ways.
Annual accounting period

Some taxpayers with equal worldwide incomes and effective for-
eign tax rates over a period of years pay different total amounts of
U.S. tax because of differences in the distribution of income and
loss over the period. It is the required use of the annual accounting
period that causes these differences in income distribution over
time to produce differences in U.S. tax liabilities among similarly
situated taxpayers.

Proponents of the bill point out that the Code contains numerous
provisions to mitigate these differences in tax liabilities, such as
the foreign tax credit carryover and carryback. The use of the
annual accounting period, they note, is arbitrary; it is used primar-
ily for administrative convenience. They argue further that taxpay-
ers who are able to control the timing of income and loss can avofd
the harsh effects of the annual accounting period and, therefore,
such taxpayers enjoy an unfair advantage over taxpayers who are
unable to control the timing of income and loss.

Proponents. of S. 1584 argue that the bill would reduce differ-
ences (attributable to the use of the annual accounting period) in
the U.S. tax liabilities of taxpayers with the same worldwide in-
'comes and effective foreign tax rates over a period of years. For ex-
ample, as Exan",les C and D (above) indicate, the domestic loss re-
capture rule would equalize the U.S. tax burdens of two taxpayerswith equal worldwide incomes and foreign taxes over a two-year
period, one of whom has a domestic loss during the period, and one
of whom does not. Similarly, the extension of the carryover period
for foreign tax credits would prevent the expiration of foreign tax
credits and would, therefore, reduce U.S. tax differences between
taxpayers with the same total foreign taxes over a period of years,
some of whom can credit their foreign taxes currently, and some of
whom cannot.
Reduction of foreign income by domestic losses

As indicated above, under the present U.S. system of computing
worldwide taxable income, domestic losses initially offset same-year
foreign income. Only those losses in excess of same-year foreign
income may be carried back or forward. Because domestic losses
reduce worldwide income and hence pre-credit U.S. tax, the losses
may cause foreign tax credits (and other income tax credits) to
expire unused. Proponents of he legislation argue that the bill
would significantly ease the credit expiration problem.

In addition, those favoring the bill argue that taxpayers who
have domestic losses and pay foreign taxes in the same taxable
year may lose the full benefit of accelerated cost recovery system
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(ACRS) deductions and other investment incentives. ACRS deduc-
tions contribute to domestic tax losses, which offset same-year for-
eign income. A taxpayer with high-taxed foreign income pays no
U.S. tax on that income, because of the foreign tax credit. If this
taxpayer also has a U.S. tax loss including ACRS deductions, those
ACRS deductions do not reduce current U.S. tax, and they are not
available for carryover. Proponents of the bill argue that if ACRS
deductions are lost, taxpayers are not receiving the tax benefit that
Congress intended in enacting ACRS. Domestic loss recapture, they
argue, would in effect return the benefits of ACRS to the taxpayers
in later years.

Some have suggested that the real problem is that U.S. losses
offset foreign income, and foreign losses offset U.S. income. They
have suggested an alternative system for computing worldwide tax-
able income, sometimes called a "separate basket" system, be sub-
stituted for the present system. Under a separate basket system,
the aggregation of same-year domestic and foreign income (and
loss) would be eliminated, and domestic losses would be carried
back or forward in their entirety. Domestic losses in a taxable year
would no longer displace foreign tax credits that would otherwise
have been utilized in that year. The carryback and carryover of do-
mestic losses in their entirety would preserve ACRS deductions. A
separate basket system would eliminate the need for the foreign
loss recapture rule as well as the need for the domestic loss recap-
ture rule.
Domestic loss recapture rule

Consistency in tax treatment of foreign and domestic losses.-Pro-
ponents of the domestic loss recapture rule argue, on the other
hand, that the Congress overlooked the domestic loss issue when it
considered and enacted the foreign loss recapture rule in 1976. The
substantial domestic losses incurred by some companies in recent
years, proponents suggest, have pushed the issue into prominence
and increased the need for domestic loss recapture. The amend-
ments required to implement the domestic loss recapture rule, they
argue further, are technical rather than substantive in nature.7

In the view of proponents, consistency in the tax treatment of
foreign and domestic losses requires the adoption of the rule. They
argue that, just as the foreign loss recapture rule eliminated dis-
parities in the tax treatment of taxpayers who differed only in that
some had overall foreign losses over a period of years and some did
not, the domestic loss recapture rule would eliminate disparities in
the tax treatment of taxpayers who differ only in that some have
overall domestic losses over a period of years and some do not. In
their view, the domestic loss recapture rule is needed to establish
symmetry in the rules governing losses.

On the other hand, it can be argued that the foreign loss recap-
ture rule arose in response to certain specific problems in the oper-
ation of the foreign tax credit system with which domestic losses
are unconnected. The foreign loss recapture rule was enacted be-

? Proponents of the domestic loss recapture rule also assert that the failure to enact the rule
in 1976, when the Congrem enacted the foreign loss recapture rule, amounted to a partial repeal
of the foreign tax credit.
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cause overall foreign losses reduced U.S. tax while U.S. tax on for-
eign income in later years was reduced or eliminated by foreign
income taxes imposed on that income. Often, the losses were start-
up losses from new foreign investment by the U.S. taxpayer, and
the foreign income tax in the second year resulted because the for-
eign country did not allow a carryover of the prior years' losses.
The result was that the U.S. Treasury bore the cost of the foreign
investment while the foreign country got the tax on the income
from the investment. Thus, it could be argued that the foreign loss
recapture rule protects the revenue by preventing taxpayers from
gaining a double benefit at the expense of the Treasury.

In any event, it can be argued, the domestic loss recapture rule,
as presently drafted in S. 1584, would not establish consistency in
the tax treaty of foreign and domestic losses. Losses of foreign susi-
diaries are not recaptured under the foreign loss recapture rule;
only losses of foreign branches or losses on the sale of stock or
other assets are.6 Under S. 1584, by contrast, domestic losses are
recaptured to the extent they offset either foreign branch or for-
eign susidiary income. Also, as discussed in more detail below, S.
1584 does not have a provision like the foreign loss recapture rule
provision requiring recapture upon the disposition of certain prop-
erty.incentive to reduce foreign taxes.-Because the United States pro-

vides a foreign tax credit, incentives to reduce foreign taxes may
increase U.S. tax revenues. As noted previously, the overall limita-
tion prevents a taxpayer in any taxable year from crediting foreign
taxes in excess of total pre-credit U.S. tax on foreign-source income
for the taxable year. The overall limitation thus gives taxpayers an
incentive to keep their total foreign taxes at a level no higher than
their total pre-credit U.S. taxes on foreign income.9 The domestic
loss recapture rule might reduce this foreign tax reduction incen-
tive somewhat; the re-resourcing of certain domestic income as for-
eign income for purposes of the foreign tax credit limitation would
permit some taxpayers in some years to credit foreign taxes in
excess of pre-credit U.S. tax on foreign income.

However, as proponents of the bill have pointed out, use by the
United States of a foreign tax credit (rather than a foreign income
exemption) system already removes much of a taxpayer's incentive
to reduce foreign taxes and, consequently, the impact of the domes-
tic loss recapture rule on the incentive would be relatively slight.

Transfer of domestic loss recapture benefits.-The existence of re-
coverable losses of a company might be regarded as a financial
asset by would-be acquiring corporations. Various provisions of
present law restrict the transfer of other tax attributes, such as net
operating losses and excess foreign tax credits, between acquired
and acquiring corporations. The bill does not contain any restric-
tion on the use by an acquiring corporation of an acquired compa-
ny's domestic loss recapture benefits. Such a restriction may be
necessary to prevent trafficking in domestic loss recapture benefits.

s Losses of foreign subsidiaries are not recaptured because such losses are not Included in the
mutation of worldwide income for U.S. tax purposes.4 his Incentive operates over time rather than discretely in each year because of the foreign

tax credit carryover and carryback.
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Proponents of the bill argue that, while a company with a recap-
turable domestic loss might be more attractive to a would-be ac-
quiring corporation than a company with a domestic loss not sub-
ject to recapture, as between a company without losses and a com-
pany with a recapturable domestic loss, the comparative attraction
of the loss company would not be greatly enhanced by the domestic
loss recapture rule.

If a restriction on the use by an acquiring corporation of an ac-
quired company's domestic loss recapture benefits is deemed neces-
sary, some proponents suggest that it might be modelled after the
limitation on transfer of the consolidated foreign tax credit car-
ryover and carryback contained in the Treasury regulations gov-
erning consolidated returns (Treas. Reg. sec. 1.1502).

Recapture of loss upon disposition of property.-The foreign loss
recapture rule contains a provision that requires the recapture of
loss when property which was used in a trade or business, and
which was used predominantly outside the United States is dis-
posed of prior to the time a loss has been fully recaptured (Code
sec. 904(f)(3)). This provision applies regardless of whether gain on
the disposition of the property would otherwise be recognized. The
bill does not contain a parallel provision for domestic loss recap-
ture applicable to dispositions of property used predominantly
within the United States.

Proponents of the bill argue that such a parallel provision would
be inappropriate. Section 904(0(3) is necessary, in their view, to
prevent taxpayers from avoiding foreign loss recapture by avoiding
recognition of foreign gains. There is, on the other hand, they
argue, no apparent policy reason for requiring the recognition of
gain otherwise accorded nonrecognition treatment on the disposi-
tion of domestic-use property. Nor is there any apparent policy
reason, they suggest, for the creation of foreign-source income
which the taxpayer would not otherwise have upon the disposition
of domestic-use property.

Tax benefit rule.-There is no requirement in the bill that credit-
able foreign taxes be paid on foreign income offset by domestic
losses for recapture of such losses to occur. In the absence of such a
requirement, the domestic loss recapture rule may be inconsistent
with tax benefit principles. The reason is that, without such a re-
quirement, domestic loss recapture could (as previously noted) take
place with respect to domestic losses that do not generate excess
foreign tax credits. Since an important purpose of domestic loss re-
capture is to facilitate the use of excess credits resulting from do-
mestic losses, no recapture arguably should be allowed with respect
to losses that generate no excess credits.

Proponents of the bill argue that even if no creditable foreign
taxes are paid in a domestic loss year, the domestic loss normally
restricts foreign tax credit utilization since taxpayers often have
excess credits from other years that could be carried to the domes-
tic loss year, but for the domestic loss. Therefore, permitting recap-
ture of domestic losses even in years when no foreign tax credit
arises currently, they argue, does not conflict with tax benefit prin-
ciples.
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Extended carryover period for excess credits
Those who favor the extension of the foreign tax credit carryover

period from five to 15 years argue that the extension would con-
form the foreign tax credit carryover period with the current 15-
year carryover period for net operating losses and investment tax
credits (and the 15-year carryover period for the targeted jobs
credit, the alcohol fuels credit, and the research credit).

The proponents of the provision point out that the carryover and
carryback periods for net operating losses and investment tax cred-
its have been liberalized several times over the last few decades,
while the carryback and carryover periods for the foreign tax
credit have not been changed since the carryback and carryover
were first enacted in 1958. They note the recognition by the Con-
gress that net operating losses (by reducing pre-credit U.S. tax)
may cause both investment tax credits and foreign tax credits to
expire unused; they argue that the enactment of the accelerated
cost recovery system (ACRS) in 1981 potentially increased the mag-
nitude of the problem, since ACRS deductions may increase net op-
erating losses. The Congress, they argue, tried to forestall this un-
intended result of ACRS in the case of the investment tax credit,
by extending the investment tax credit carryover period to its
present 15 years at the time ACRS was enacted.

Proponents further argue that the appropriate length for any
carryover period (whether for net operating losses, investment tax
credits, or foreign tax credits) cannot be determined with absolute
precision. Therefore, in their view, a carryover period should be
sufficiently lengthy to minimize the likelihood that the purpose of
the tax attribute at issue (i.e., net operating losses, investment tax
credits, or foreign tax credits) will be frustrated by the expiration
of that tax attribute.

On the other hand, the present two-year carryback, five-year car-
ryover, it can be argued, preserves the "matching" rule inherent in
the foreign tax credit system: to prevent double taxation, a foreign
tax credit is allowed for foreign taxes paid on certain income in
order to offset pre-credit U.S. tax on that income. As discussed ear-
lier, the Congress enacted the foreign tax credit carryback and car-
ryover because differences in the rules for reporting income in the
United States and other countries sometimes resulted in reporting
the same income in one year in the United States and in another
ear n a foreign country. When income was reported in the United
tate in an earlier year than in a foreign country, the foreign

taxes paid or accrued in the earlier year, and therefore the applica-
ble foreign tax credit, tended to fall short of the foreign tax credit
limitation. Thus, the foreign taxes did not fully offset U.S. tax on
that income in the earlier year. Later, when the income was re-
ported in the foreign country, the foreign taxes paid or accrued in
the later year, and therefore the applicable foreign tax credit,
tended to exceed the foreign tax credit limitation. These foreign
taxes could not be used to offset the earlier-imposed U.S. tax on the
income.

The present two-year carryback and five-year carryover arguably
prevent the mismatching of income and credits and consequent
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double taxation that resulted from such timing differences in the
reporting of income under U.S. law and foreign law.

A longer carryover (or carryback), on the other hand, might
permit the foreign taxes paid on one year's income to offset pre-
credit U.S. tax on another year's income (after timing differences
in reporting income are accounted for), and thus contravert the
matching principle. If the length of the present carryover period al-
ready, on occasion, gives rise to such mismatching, then extending
the carryover period would, of course, enlarge the problem.

A longer carryover period may be appropriate for the investment
tax credit and not operating loss because the purposes of the car-
ryover for these tax attributes differ significantly from the purpose
of the carryover for the foreign tax credit. That is, the matching
principle just described has no apparent relevance to the invest-
ment tax credit or net operating loss.

The purpose of the investment tax credit carryover is to preserve
the investment incentive that the investment tax credit was en-
acted to provide. The net operating loss carryover functions as a
general averaging device to alleviate the harsh effects often result-
ing from the use of the one-year accounting period. The net operat-
ing loss carryover also shields businesses during difficult economic
times and reduces differences in the total tax liabilities, over a
multi-year period, of taxpayers with equal incomes over the period,
some of whom have net operating losses and some of whom do not
during the period.

FIFO ordering rule
Proponents of the adoption of a first-in first-out (FIFO) ordering

rule for utilization of foreign tax credits argue that the adoption of
a FIFO rule would conform the foreign tax credit ordering rules
with the investment tax credit ordering rules.

A FIFO rule for foreign tax credit utilization, however would be
inconsistent with the matching principle inherent in the foreign
tax credit system. Under a FIFO rule, foreign taxes paid in earlier
years would be credited against pre-credit U.S. tax on later-year
income before the foreign taxes actually paid on the later-year
income would be credited. Thus, the matching of current foreign
tax credits with the pre-credit U.S. tax on the current income that
gave rise to the credits would be eliminated to the extent that
credit carryovers equaled or exceeded the pre-credit U.S. tax.

As previously.noted, the matching principle has no apparent rel-
evance to the investment tax credit. In addition, the Congress
adopted a FIFO ordering rule for the investment tax credit because
it was concerned that the desire of tax payers to use credit car-
ryovers as quickly as possible could significantly dampen the stim-
ulative effect of the credit on new investments. Taxpayers, the Con-
gress concluded, might have made fewer new investments if re-
quired use of the credits for new investments before older car-
ryover credits caused the taxpayers to lose the carryover credits.

Proponents of the adoption of a FIFO ordering rule (and the ex-
tension of the carryover period) for foreign tax credits argue, on
the other hand, that the matching of current foreign tax credits for
foreign taxes paid on current income with the pre-credit U.S. tax
otherwise due on that income is already imprecise under present
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law because of the mandatory use of the overall limitation. Under
the overall limitation, foreign taxes paid in a particular foreign
country are not matched, for crediting purposes, with the pre-credit
U.S. tax due on the income earned in that foreign country, as they
would be under a per-country limitation.
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4. S. 1814-Senator Packwood

Deduction for Loss in Value of Bus Operating Authorities

Background
Prior to enactment of the Bus.Regulatory Reform Act of 1982, in-

tercity bus operators were required to obtain a bus operating au-
thority before providing service on a particular route. a mit-
ed number of bus-operating authorities were issued. Persons wish-
ing to enter a route often purchased an existing business that al-
ready owned an operating authority, and substantial amounts were
paid for these operating authorities. Thus, the value of bus operat-
ing rights constituted a substantial part of a bus operator's assets
and a source of loan collateral.

The 1982 statute, in deregulating intercity buses, allows intercity
bus operators to enter on, expand, drop, or change routes, free of
Federal barriers. As a result of the relative ease of entry into the
intercity bus business, the value of bus operating authorities has
diminished significantly.

The owners of bus operating authorities state that their situation
is similar to that faced by owners of motor carrier operation u-
thorities after enactment of the Motor Carrier Act of 1980. That
statute deregulated the trucking industry; as a result, motor carri-
er operating authorities lost significant value. In the Economic Re-
covery Tax Act of 1981, the Congress enacted a provision allowing
trucking companies an ordinary deduction ratably over five years
for loss in value of motor carrier operating authorities (sec. 266 of
the 1981 Act).

Present Law

A deduction is allowed for any loss incurred in a trade or busi-
ness during the taxable year, if the loss is not compensated for by
insurance or otherwise (Code sec. 165(a)). In general, the amount of
the deduction equals the adjusted basis of the property giving rise
to the loss (sec. 165(b)). Treasury regulations provide that, to be de-
ductible, a loss must be evidenced by a closed" and completed trans-
action (i.e., must be "realized"), and must be fixed by an identifl-.
able event (Treas. Reg. sec. 1.165-1(b)).

As a general rule, no deduction is allowed for a decline in value
of property absent a sale, abandonment, or other disposition. Thus,
for a loss to be allowed as a deduction, generally the business must
be discontinued or the property must-be abandoned (Treas. Reg.
bec. 1.165-2)). Further, if the property is a capital asset and is sold
or exchanged at a loss, the deduction of the resulting capital loss is
subject to limitations (secs. 1212, 1211, and 165(0)).

The courts have denied a loss deduction where the value of an
operating permit or license decreased as the result of legislation ex-

(27)



28

28

panding the number of licenses or permits that could be issued. In
the view of several courts,' the diminution in the value of a license
or permit does not constitute an event giving rise to a deductible
loss if the license or permit continues to have value as a right to
carry on a business.

Explanation of the Bill
The bill would allow an ordinary deduction ratably over a 60-

month period for taxpayers who held one or more bus operating
authorities on November 19, 1982 (the date of enactment of the Bus
Regulatory Reform Act of 1982). The amount of the deduction
would be the aggregate adjusted bases of all bus operating authori-
ties that were held by the taxpayer on November 19, 1982, or ac-
quired after that date under a contract that was binding on that
ate.
The 60-month period would begin with the later of November 1,

1982, or, at the taxpayer's election, the first month of the taxpay-
er's first taxable year beginning after that date. The bill would re-
uire that adjustments be made to the bases of authorities to re-

flect amounts allowable as deductions under the bill.
Under regulations to be prescribed by the Treasury, a taxpayer

(whether corporate or noncorporate) holding an eligible bus operat-
ing authority would be able to elect to allocate to the authority a
portion of the cost to the taxpayer of stock in an acquired corpora-
tion. The election would be available if the bus operating authority
was held (directly or indirectly) by the taxpayer at the time its
stock was acquired. In such a case, a portion of the stock basis
would be allocated to the authority only if the corporate or noncor-
porate taxpayer would have been able to make such an allocation
had the authority been distributed in a liquidation to which prior-
law section 384(bX2) applied. The election would be available only if
the stock was acquired on or before November 19, 1982 (or pursu-
ant to a binding contract in effect on such date).

Effective Date
The provision would be effective retroactively for taxable years

ending after November 18, 1982.

SSee e.g., Consolidated Pright Lines, Inc. v. Comm'r, 37 B.T.A. 576 (1938), aff'd, 101 F.2d 818
(9th Cir.), eart denied, 308 U.S. 662 (1939) (denial of low deduction attributable to lo of monop-
oly due to State deregulation of the intrastate motor carrier industry); Monroe W. Beatty, 46 T.C.
885 (1966) (no deduction allowed for diminution in value of liquor license resulting from change
in State law limiting grant of such licensee).
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5. 5. 1815-Senator Packwood
Exemption for Certain Title-Holding Corporations

Present Law
Under present law a corporation that is organized for the exclu-

sive purpose of holding title to property, collecting income there-
from, and distributing the income (less expenses) to a tax-exempt
organization is itself exempt from Federal income tax (Code sec.
501(c2)). The Internal Revenue Service has taken the position, in
General Counsel Memorandum, 1 that this provision means that
the title-holding corporation may distribute n ome only to one or
more related tax-exempt orgaiMzations.

Most organizations that are exempt from Federal income tax-
ation generally are subject to tax on any unrelated trade or busi-
ness taxable income (secs. 611-518). The term unrelated trade or
business generally means any trade or business the conduct of
which is not substantially related to the exercise or performance by
the tax-exempt organization of the activities for which the organi-
zation was granted tax exemption. In general, the rental of real
property by a tax-exempt organization does not give rise to unrelat-
ed business taxable income (sec. 512(bX8)).

Present law also provides that income of an exempt organization
from debt-financed property (unless the use of the property itself is
substantially related to the organization's exempt function) is sub-
ject to the unrelated business income tax in the proportion in
which the property is financed by the debt (sec. 514). Debt-financed
property means all pro rty (including rental real estate, tangible
personal property, and corporate stock) that is held to produce
income and with respect to which indebtedness was incurred to ac-
uire or improve the property or would not have been incurred but
or the acquisition or improvement of the property.

However a special rule applies under present law to real propr-ty acquired by a tax-exempt trust forming part of a tax-qualified
pension, profit-sharing or stock bonus plan (sec. 514(cX9)). Under
this rule, debt-financed real property acquired by the exempt trust
is not treated as debt-financed property unless one of five excep-
tions to the rule applies..

Explanation of the Bill
The bill would exempt from Federal income tax any corporation

organized exclusively to acquire hold title to, and collect income
from property and turn over all income (less expenses) from the
property to one or more qualifyin, organizations, whether or not
related. For this purpose, qualifying organizations would be defined

'LAg., G.C.M. 87861, December 20, 1977.
(29)

29-105 0-84-8
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as (1) a qualified pension, etc., plan (Code sec. 401(a)); (2) a govern-
mental plan (sec. 414(d)); (3) the United States, any State or politi-
cal subdivision, or any agency or instrumentality of such a govern
mental unit; or (4) a charitable organization (sec. 501(cX8)).

In addition, for purposes of the special rule under present law re-
lating to debt-financed property, the bill would treat the title-hold-
ing corporation the same as an exempt trust forming part of a
qualified pension, etc., plan.

Effective Date
The bill would be effective for taxable years beginning after De-

cember 31, 1983.
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6. S. 1826-Senator Danforth

"Hunger Relief Incentives Tax Act of 1983"

Present Law
General rule

In general, the amount of charitable deduction otherwise allow-
able for donated property must be reduced by the amount of any
ordinary gain which the taxpayer would have realized had the
property been sold for its fair market value on the date of the do-
nation (Code sec. 170(e)). Thus, a donor of inventory or other ordi-
nary-income property (property the sale of which would not give
rise to long-term capital gain) generally may deduct only the
donor's basis in the property, rather than its full fair market value.
In the case of property used in the taxpayer's trade or business, the
charitable deduction must be reduced by the amount of dep reci-
ation recapture which would be recognized on the sale of the donat.ed property...der present law, no deduction is allowed for the value of serv-

ices donated to a charitable organization. However, a taxpayer may
deduct unreimbursed out-of-pocket expenses (such as fuel costs) in-
curred incident to the rendition of such services (Treas. Reg. sec.
1.170A-1(g)).
Special contributions rule

Under a special rule enacted in 1976, corporations (other than
subchapter 8 corporations) are allowed an augmented charitable
deduction for contributions of certain types of ordinary income
property donated for the care of the needy, the ill, or infants (sec.170(e00). 1 -

To qualify for this augmented charitable deduction, a contribu-
tionof o r ary income property must satisfy the following re-
quirements:

(1) The donee must be a public charity (other than a governmen-
tal unit) or a private operating foundation;

(2) The donee must use the property in a use related to the
donee's tax-exempt purpose and solely for the care of the ill, the
needy, or infants;

(3) The property must be inventory property (within the meaning
of sec. 1221(1)) or property used in the donor's trade or business
(within the meaning of sec. 1221(2));

(4) The donee must not transfer the property in exchange for
money, other property, or services; however, Treasury regulations

Under a special rule enacted in 1981, an augmented charitable deduction also is allowed for
corporate contributions of newly manufactured scientific equipment or apparatus to a college or
university for research use in the physical or biological sciences (sec. 170(eX4)).

(81)
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permit the donee to charge a fee to another organization in connec-
tion with its transfer of the donated property, if the fee is small or
nominal in relation to the value of the transferred property, is not
determined by the value of the property, and is designed to reim-
burse the donee for its administrative, warehousing, or other simi-
lar costs;2

(5) The donor must receive a statement from the donee repre-
senting that the donee's use and dispoition of the property will
comply with requirements (2) and (4) ve; and

(6) The property must satisfy the relevant requirements of the
Federal Food, Drug, and Cosmetic Act in effect on the date of
transfer and for 180 days prior to such transfer.

If all these requirements are satisfied, the augmented charitable
deduction allowed for the contribution generally equals the sum of
(1) the donor's basis in the donated property and (2) one-half of the
unrealized appreciation. However, in no event is a deduction al-
lowed for an amount which exceeds twice the basis of the property.
Also, no deduction is allowed for any part of the unrealized appre-
ciation which would have been ordinary income (if the property
had been sold) because of the application of the recapture proi-
sions relating to depreciation, mining exploration expenditures
excess farm losses, soil and water conservation expenditures, and
land-clearing expenditures.

Explanation of the Bill
The bill would expand in several respects the special augmented

charitable deduction rule for property donated for the care of the
needy, the ill, or infants.
Eligible donees

The bill would expand the category of eligible donees to include
governmental units (as defined in Code sec. 170(cXl)).8 Generally,
the bill would not otherwise affect donee eligibility under present
law.4

Contributions of food
The bill would provide that, in the case of a charitable contribu-

tion of food that otherwise qualifies for the augmented charitable
deduction, the contribution will not be disqualified solely because
the donor is not a corporation, if the donor is actively engaged in
the trade or business of production or wholesale or retail market-
intof food."

n addition, the bill would provide that contributions of food
which a donee has removed from the donor's fields ("gleaning")
would be treated as qualified contributions. Under the bill, a con-
tribution of food could qualify for the augmented deduction in spite

Tress. Rsec. .l70A-4A(bX3Xii).
In accordance with this change, the use requirement for donated property would be amend.

ed to allow use related to the donee's governmental purpose or fAnction.
4 Under the bill, done eligibility other than in the case of governmental unite would be de.

fined by reference to Code seca. 1402(cX) and 601(a) rather than, as under present law, by refer-
once to Code sec. 601(0X8) and 501(a).

Food, for these puross, would be defined as any agricultural product which is intended for,
and at the date of contribution is suitable for, human consumption, and which is not subject to
the Federal excise taxes on alcohol or tobacco.
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of the donee's charging a fee to the ill or needy individuals or in-
fants who receive the property, if the fee is small or nominal in
relation to the value of the transferred property and is not deter-
mined by the property's value, and the fee is designed to reimburse
the donee for its administrative, warehousing, or similar costs.
Contributions of transportation services

The bill would expand the category of qualified contributions to
include certain charitable contributions by a taxpayer of transpor-
tation services for the movement of food. Such contributions would
qualify if the food itself is a qualified contribution, the taxpayer re-
ceives from the donee of the food a written statement representing
that the property being moved is a qualified contribution, and the
taxpayer is either actively engaged in the trade or business of pro-
viding transportation services or is the donor of the property.
Amount of deduction

In the case of a qualified contribution by a taxpayer of transpor-
tation services, the bill would provide that the amount of the de-
duction is the fair market value of services contributed, but not to
exceed the lesser of (1) twice the taxpayer's incremental direct
costs incurred in providing the services or (2) such direct costs plus
one-half of any gain the taxpayer would have realized if the serv-
ices had been provided by the taxpayer at their fair market value.

In the case of a qualified contribution of food by a donor which is
not required to and does not use inventories to compute taxable
income (e.g., farmers on the cash basis of accounting for tax pur-
poses), the bill would provide that the amount of the deduction is
50 percent of the gross receipts the donor would have realized if
the food had been sold in the ordinary course of the donor's busi-
ness.6 This rule would apply both to noncorporate donors of food
(to whom the bill extends eligibility for the augmented charitable
deduction) and corporate donors of food (who are eligible donees
under present law).

In the case of all other qualified contributions, the amount of the
augmented charitable deduction would be computed as under
present law.

Effective Date
The amendments made by the bill would be effective for quali-

fied contributions made after the date of enactment.

i Absent this rule, donors making qualified contributions of food who are not required to use
inventories to compute taxable income could be disadvantaged under the general deduction com-
putation rule of Code sec. 170(eX8), under which the amount of the deduction generally equals
the sum of (1) the donor's basis in the donated property and (2) one-half of the unrealized appre-
ciation, because such donors generally would have no basis in the contributed food.

0
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98TH CONGRESS S
18Tr SESSION S 9 2

To extend for two years the allowance of the deduction for eliminating
architectural and transportation barriers to the handicapped and elderly.

IN THE SENATE OF THE UNITED STATES

JANUARY 26 (legislative day, JANUARY 25), 1983

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

A BILL
To extend for two years the allowance of the deduction for

eliminating architectural and transportation barriers to the
handicapped and elderly.

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

2 ties of the United State8 of America in Congress assembled,

3 That subsection (c) of section 2122 of the Tax Reform Act of

4 1976 (relating to the effective date for allowance of the de-

5 duction barriers to the handicapped and elderly) is amended

6 by striking out "January 1, 1983" and inserting in lieu

7 thereof "January 1, 1985".

0
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98TH CONGRESS
1T SssIoN *

To amend the Internal Revenue Code of 1954 to provide an alternative test for
qualification for the credit for rehabilitated buildings.

IN THE SENATE OF THE UNITED STATES

MAY 26 (legislative day, MAY 25), 1983
Mr. DANFORTH (for himself and Mr. EAOLETON) introduced the following bill;

which was read twice and referred to the Committee on Finance

A BILL
To amend the Internal Revenue Code of 1954 to provide an

alternative test for qualification for the credit for rehabilitat-
ed buildings.

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

2 ties of the United States of America in Congress assembled,

3 SECTION 1. ALTERNATIVE TEST FOR DEFINITION OF

4 QUALIFIED REHABILITATED BUILDINo.-Subparagraph

5 (A) of section 48(g)(1) is amended by adding at the end there-

6 of the following new clause:

7 "(iv) the requirement in clause (ill) shall

8 be deemed to be satisfied if in the rehabiita-

9 tion process:
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1 (1) 50 percent or more of the exist-

2 ing external walls are retained in place

8 as external walls;

4 (11) 75 percent or more of the ex-

5 isting external walls are retained in

6 place (but not necessarily as external

7 walls); and

8 (I) 95 percent of the existing in-

9 ternal structural framework is retained

10 in place.

11 SEc. 2. EmoTvE DA.-The amendments made by

12 this section shall be effective for qualified rehabilitation ex-

18 penditures incurred after May 26, 1988.

0

a IM IS
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98TH CONGRESSlST SSSION S. 1584
To amend the Internal Revenue Code of 1954 to conform the treatment of overall

domestic losses with the treatment of overall foreign losses and to conform
the foreign tax credit carryover and ordering rules with similar investment
credit rules.

IN THE SENATE OF THE UNITED STATES

JuNB 29 (legislative day, JuNB 27), 1988
Mr. DANFORTH introduced the following bill; which was read twice and referred

to the Committee on Finance

A BILL
To amend the Internal Revenue Code of 1954 to conform the

treatment of overall domestic losses with the treatment of
overall foreign losses and to conform the foreign tax credit
carryover and ordering rules with similar investment credit
rules.

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

2 tives of the United States of America in Congress assembled,

3 SECTION 1. SHORT TITLE; ETC.

4 (a) SHORT TITLE.--This Act may be cited as the "For-

5 eign Tax Credit Conformity Act of 1988".

6 (b) AMENDMENT TO 1954 CoDE.-Whenever in this

7 Act an amendment is expressed in terms of an amendment to,
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1 or an insertion in, a section or other provision, the reference

2 shall be considered to be made to a section or other provision

3 of the Internal Revenue Code of 1954.

4 SEC. 2. RECAPTURE OF OVERALL DOMESTIC LOSS.

5 (a) IN GENERAL.--Subsection (f) of section 904 (relat-

6 ing to limitation ,on foreign tax credit) is amended by substi-

7 tuting in lieu of the title and paragraphs (1) and (2) thereof

8 the following new title and new paragraphs (1) and (2);

9 "(f) RECAPTURE OF OVERALL FOREIGN AND DOMES-

10 TIC LOSSES.-

11 "(1) OVERALL FOREIGN LOSS.-

12 "(A) IN GENRAL.-For purposes of this

13 subpart and section 936, in the case of any tax-

14 payer who sustains an overall foreign loss for any

15 taxable year, that portion of the taxpayer's tax-

16 able income from sources without the United

17 States for each succeeding taxable year which is

18 equal to the lesser of.-

19 "(i) the amount of such loss (to the

20 extent not used under this paragraph in prior

21 taxable years), or

22 "(ii) 50 percent (or such larger percent

23 as the taxpayer may choose) of the taxpay-

24 er's taxable income from sources without the

S 1584 is
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1 United States for such succeeding taxable

2 year,

3 shall be treated as income from sources within the

4 United States (and not as income from sources

5 without the United States).

6 "(1) OVERALL FOREIGN LOSS DEFINED.-

7 For purposes of this subsection, the term 'overall

8 foreign loss' means the amount by which the

9 gross income for the taxable year from sources

10 without the United States (whether or not the

11 taxpayer chooses the benefits of this subpart for

12 such taxable year) for such year, including the

13 amount, if any, that is treated as income from

14 sources without the United States for such tax-

15 able year under paragraph (2), is exceeded by the-

16 sum of the deductions properly apportioned or al-

17 located thereto, except that there shall not be

18 taken into account-

19 "(i) any net operating loss deduction al-

20 lowable for such year under section 172(a),

21 and

22 -"(ii) any-

23 "(1) foreign expropriation loss for

24 such year, as defined in section 172(h),

25 and

5 1584 18
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4

"() loss for such year which

arises from fire, storm, shipwreck, or

other casualty, or from theft,

to the extent such loss is not compensated

for by insurance or otherwise.

"(2) OVERALL DOMESTIC LOSS.-

"(A) IN oBmvaAL.-For purposes of this

subpart and section 936, in the case of any tax-

payer who sustains an overall domestic loss for

any taxable year, that portion of the taxpayer's

taxable income from sources within the United

States for each succeeding taxable year which is

equal to the lesser of-
"(i) the amount of such loss (to the

extent not used under this paragraph in prior

taxable years), or

"(ii) 50 percent (or such larger percent

as the taxpayer may choose) of the taxpay-

er's taxable income from sources within the

United States for such succeeding taxable

year,

shall be treated as income from sources without

the United States (and not as income from sources

within the United States).

8 1584 1
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1 "(B) OVERALL DOMESTIC LOSS DEFINED.-

2 For purposes of this subsection, the term 'overall

3 domestic loss' means the amount by which the

4 gross income for the taxable year from sources

5 within the United States for such year, including

6 the amount, if any, that is treated as income from

7 sources within the United States for such taxable

8 year under subparagraph (1), is exceeded by the

9 sum of the deductions properly apportioned or al-

10 located thereto, to the extent such loss offsets

11 income from sources without the United States for

12 the taxable year, except that there shall not be

13 taken into account any loss for such year which

14 arises from fire, storm, shipwreck, or other casu-

15 alty, or from theft, to the extent such loss is not

16 compensated for by insurance or otherwise.".

17 (b) EFFECTIVE DATE.-The amendments made by sub-

18 section (a) shall apply to taxable years beginning after De-

19 cember 31, 1981.

20 SEC. 3. EXTENDED CARRYOVER PERIOD FOR EXCESS FOR-

21 EIGN TAX CREDITS; ORDERING RULE FOR FOR-

22 EIGN TAX CREDIT.

23 (a) CARRYOVER PROVISION FOR EXCESS CREDITS

24 ARISING IN 1979 THRouGH 1981.--Subsection (c) of sec-

25 tion 904 is amended by inserting at the end thereof the fol-

5 1584 18
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1 lowing new sentence: "In the case of an amount deemed by

2 this subsection to be an excess tax paid with respect to a

3 taxable year beginning after December 31, 1978, and ending

4 before January 1, 1982, the first sentence of this subsection

5 shall be applied by substituting 'in each of the 15 succeeding

6 taxable years' for 'in the first, second, third, fourth or fifth

7 succeeding taxable years,' in the first sentence.".

8 (b) CARRYOVER AND ORDERING RULE PROVISIONS

9 FOR CREDITS ARISING AFTER 1981.--Subsection (a) of sec-

10 tion 904 is amended to read as follows:

11 "(a) GENERAL RULE.-

12 "(1) FIRST-IN-FIRST-OUT RULE.-The amount of

13 the credit allowed by section 901(a) shall be an amount

14 equal to the sum of-

15 "(A) the foreign tax credit carryovers carried

16 to such taxable year,

17 "(B) the amount of the credit determined

18 under section 901(a) for such taxable year, plus

19 "(0) the foreign tax credit carrybacks carried

20 to such taxable year,

21 and subject to the limitations imposed by paragraphs

22 (2), (3), (4) and (5). The credits allowable under sub-

23 paragraph (A) shall be used before the credits allow-

24 able under subparagraphs (B) and (0), and the credits

25 allowable under subparagraphs (A) and (B) shall be

8 1684 IS
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1 used before the credits allowable under subparagraph

2 (C).

3 "(2) LIMITATION IN TAXABLE YEAR.-The total

4 amount of credit taken under section 901(a) in para-

5 graph (1) shall not exceed the same proportion of the

6 tax against which such credit is taken which the tax-

7 payer's taxable income from sources without the

8 United States (but not' in excess of the taxpayer's

9 entire taxable income) bears to his entire taxable

10 income for the same taxable year. For purposes of the

11 preceding sentence, in the case of an individual, the

12 entire taxable income shall be reduced by an amount

13 equal to the zero bracket amount.

14 "(8) CARRYBACK AND CARRYOVER OF EXCESS

15 TAX PAID.--If the sum of the amount of the foreign

16 tax credit carryovers to the. taxable year under para-

17 graph (1)(A) plus the amount determined under para-

18 graph (1)(B) for the taxable year exceeds the amount of

19 the limitation imposed by paragraph (2) for such tax-

20 able year (hereinafter in this subsection referred to as

21 the 'unused credit year'), such excess attributable to

22 the amount determined under paragraph (1)(B) shall

23 be-

5 1684 1
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1 "(A) a foreign tax credit carryback to each of

2 the 2 taxable years preceding the unused credit

3 year, and

4 "(B) a foreign tax credit carryover to each of

5 the 15 taxable years following the unused credit

6 year and,

7 subject to the limitations imposed by paragraphs (4)

8 and (5), shall be taken into account under the provi-

9 sions of paragraph (1) in the manner provided in such

10 paragraph. The entire amount of the unused credit for

11 an unused credit year shall be carried to the earliest of

12 the 17 taxable years to which (by reason of subpara-

13 graphs (A) and (B)) such credit may be carried and

14 then to each of the other 16 taxable years to the

15 extent, because of the limitations imposed by para-

16 graphs (4) and (5), such unused credit may not be

17 taken into account under paragraph (1) for a prior tax-

18 able year to which such unused credit may be carried.

19 "(4) LIMITATION ON CARRYBACKS.-The amount

20 of the unused credit which may be taken into account

21 under paragraph (1)(C) for any preceding taxable year

22 shall not exceed the amount by which the limitation

23 imposed by paragraph (3) for such taxable year exceeds

24 the sum of-

8 1584 18



45

9

1 "(A) the amounts determined under para-

2 graphs (1)(A) and (1)(B) for such taxable year,

3 plus

4 "(B) the amounts which (by reason of this

5 subsection) are carried back to such taxable year

6 and are attributable to taxable years preceding

7 the unused credit year.

8 "(5) LIMITATION ON CARRYOVER.-The amount

9 of the unused credit which may be taken into account

10 under paragraph (1)(A) for-any succeeding taxable year

11 shall not exceed the amount by which the limitation

12 imposed by paragraph (3) for such taxable year exceeds

13 the sum of the amounts which, by reason of this sub-

14 section, are carried to such taxable year and are attrib-

15 utable to taxable years preceding the unused credit

16 year.".

17 (C) CONFORMING AMENDMENTS.-

18 (1) Subsection (c) of section 904 is repealed.

19 (2) Subsections (d), (e), and (f) of section 904 are

20 redesignated as subsections (c), (d), and (e) respec-

21 tively.

22 (d) EFFECTIVE DATES.-

23 (1) The amendment made by subsection (a) shall

24 be effective upon enactment.

S 1584 18
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1 (2) The amendments made by sections (b) and (c)

2 shall be effective with respect to taxable years begin-

3 ning after December 31, 1981.

0

8 1584 iS
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98TH CONGRESS
1 ST SESSION 3.1814

To amend the Internal Revenue Code of 1954 to allow an amortization deduction
for bus-operating rights based on a 60-month period.

IN THE SENATE OF THE UNITED STATES

AUGUST 4 (legislative day, AuGusT 1), 1983
Mr. PACKWOOD introduced the following bill; which was read twice and referred

to the Committee on Finance

A BILL
To amend the Internal Revenue Code of 1954 to allow an

amortization deduction for bus-operating rights based on a
60-month period.

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

2 ties of the United States of America in Congress assembled,

3 SECTION 1. DEDUCTION FOR BUS OPERATING AUTHORITY.

4 (a) GENERAL RULE.-For purposes of chapter 1 of the

5 Internal Revenue Code of 1954, in computing the taxable

6 income of a taxpayer who, on November 19, 1982, held one

7 or more bus-operating authorities, an amount equal to the

8 aggregate adjusted basis of all bus-operating authorities held

9 by the taxpayer on November 19, 1982, or acquired subse-

10 quent thereto pursuant to a binding contract in effect on No-
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1 vember 19, 1982, shall be allowed as a deduction ratably

2 over a period of 60 months. Such 60-month period shall

3 begin with the later of the month of November 1982 or the

4 month in which acquired, or, if later, at the election of the

5 taxpayer, the first month of the taxpayer's first taxable year

6 beginning after November 19, 1982.

7 (b) DEFINITION OF BUS-OPERATING AUTHORITY.-

8 For purposes of this section, the term "bus-operating authori-

9 ty" means-

10 (1) a certificate or permit held by a motor

11 common or contract carrier of passengers and issued

12 pursuant to subchapter II of chapter 109 of title 49 of

13 the United States Code, or

14 (2) a certificate or permit held by a motor carrier

15 authorizing the transportation of passengers over regu-

16 lar routes in intrastate commerce, and issued by the

17 appropriate State agency.

18 (c) SPECIAL RULES.-

19 (1) ADJUSTED BASIS.-For purposes of the Inter-

20 nal Revenue Code of 1954, proper adjustments shall be

21 made in the adjusted basis of any bus-operating author-

22 ity for the amounts allowable as a deduction under this

23 section.

24 (2) CERTAIN STOCK ACQUISITIONS.-

8 1814 18
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1 (A) IN GENERAL.-Under regulations pre-

2 scribed by the Secretary of the Treasury or his

3 delegate, and at the election of the holder of the

4 authority, in any case in which a corporation-

5 (i) on or before November 19, 1982 (or

6 after such date pursuant to a binding con-

7 tract in effect on such date), acquired stock

8 in a corporation which held, directly or indi-

9 rectly, any bus-operating authority at the

10 time of such acquisition, and

11 (ii) would have been able to allocate to

12 the basis of such authority that portion of the

13 acquiring corporation's cost basis in such

14 stock attributable to such authority if the ac-

15 quiring corporation had received such author-

16 ity in the liquidation of the acquired corpora-

17 tion immediately following such acquisition

18 and such allocation would have been proper

19 under section 334(b)(2) of such Code,

20 the holder of the authority may, for purposes of

21 this section, allocate a portion of the basis of the

22 acquiring corporation in the stock of the acquired

23 corporation to the basis of such authority in such

24 manner as the Secretary may prescribe in such

25 regulations. The preceding sentence shall not

9 1814 1
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1 apply if an election under section 338 of such

2 Code is in effect with respect to the corporation

3 described in clause (i).

4 (B) TREATMENT OF CERTAIN NONCORPOR-

5 ATE TAXPAYERS.-Under regulations prescribed

6 by the Secretary of the Trehsury or his delegate,

7 and at the election of the holder of the authority,

8 in any case in which-

9 (i) a noncorporate taxpayer or group of

10 noncorporate taxpayers on or before Novem-

11 ber 19, 1982, acquired in one purchase stock

12 in a corporation which held, directly or indi-

13 rectly, any bus-operating authority at the

14 time of such acquisition, and

15 (ii) the acquisition referred to in clause

16 (i) would have satisfied the requirements of

17 subparagraph (A) if the stock had been ac-

18 quired by a corporation,

19 then, for purposes of subparagraphs (A) and (C),

20 the noncorporate taxpayer or group of noncorpor-

21 ate taxpayers referred to in clause (i) shall be

22 treated as a corporation. The preceding sentence

23 shall apply only if such noncorporate taxpayer (or

24 group of noncorporate taxpayers) on November

25 19, 1982, held stock constituting control (within

8 1814 18
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1 the meaning of section 368(c) of the Internal

2 Revenue Code of 1954) of the corporation holding

3 (directly or indirectly) the bus-operating authority.

4 (C) ADJUSTMENT TO BAIS.-Under regula-

5 tions prescribed by the Secretary of the Treasury

6 or his delegate, proper adjustment shall be made

7 to the basis of the stock or other assets in the

8 manner provided by such regulations to take into

9 account any allocation under subparagraph (A).

10 (3) SECTION 381 OF THIE INTERNAL REVENUE

11 CODE OF 1954 TO APPLY.-For purposes of section

12 381 of the Internal Revenue Code of 1954, any item

13 described in this section shall be treated as an item de-

14 scribed in subsection (c) of such section 381.

15 (d) EFFECTIVE DATE.-The provisions of this section

16 shall apply to taxable years ending after November 18, 1982.

0

8 1814 IS
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98TH CONGRESST SESSION1815

To amend the Internal P.evenue Code of 1954 to exempt from taxation corpora-
tions which acquire and manage real property for certain other exempt
organizations, and for other purposes.

IN THE SENATE OF THE UNITED STATES

AUOUST 4 (legislative day, AUoUST 1), 1983

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

A BILL
To amend the Internal Revenue Code of 1954 to exempt from

taxation corporations which acquire and manage real prop-
erty for certain other exempt organizations, and for other
purposes.

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

2 ties of the United States of America in Congress assembled,

3 That (a) section 501 (c) of the Internal Revenue Code of 1954

4 (relating to the list of exempt organizations) is amended by

5 adding at the end thereof the following new paragraph:

6 "(24)(A) Any corporation organized for the exclu-

7 sive purposes of-
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1 "(i) acquiring property and holding title to,

2 and collecting income from, such property, and

3 "(ii) turning over the entire amount of

4 income from such property (less expenses) to one

5 or more organizations described in subparagraph

6 ().

7 "(B) A corporation shall be described in subpara-

8 graph (A) without regard to whether the corporation is

9 organized by one or more organizations described in

10 subparagraph (C).

11 "(C) An organization is described in this subpara-

12 graph if such organization is-

13 "() any qualified pension, profit sharing, or

14 stock bonus plan which meets the requirements of

15 section 401(a),

16 "(ii) a governmental plan (within the mean-

17 ing of section 414(d)),

18 "(iii) the United States, any State or political

19 subdivision thereof, or any agency or instrumen-

20 tality of any such governmental unit, or

21 "(iv) any organization described in paragraph

22 (3).".

23 (b) Subparagraph (A) of section 514(c)(9) of the Internal

24 Revenue Code of 1954 (relating to real property acquired by

8 1815 Is
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1 qualified trust) are amended by inserting "or an organization

2 described in section 501(c)(24)" after "qualified trust".

3 (c) The amendments made by this section shall apply to

4 taxable years beginning after December 31, 1983.

0

8 1815 is
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98TH CONGRESS .1826lST SEss3oN S * 8

Entitled the "Hunger Relief Incentives Tax Act of 1983".

IN THE SENATE OF THE UNITED STATES

AUGuST 4 (legislative day, AUGUST 1), 1983

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

.A BILL
Entitled the "Hunger Relief Incentives Tax Act of 1983".

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

2 ties of the United States of America in Congress assembled,

3 That (a) section 170(e)(3) of the Internal Revenue Code of

4 1954 is amended to read as follows:

5 "(3) SPECIAL RULE FOR CERTAIN CONTRIBU-

6 TIONS OF INVENTORY AND OTHER PROPERTY.-

7 "(A) QUALIFIED CONTRIBUTIONS, IN GEN-

8 ERAL.-For purposes of this paragraph, a quali-

9 fled contribution shall mean a charitable contribu-

10 tion of property described in paragraph (1) or (2)

11 of section 1221, by a corporation (other than a

12 corporation which is an electing small business
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1 corporation within the meaning of section 1371(b))

2 to an organization which is described in section

3 170(c)(1) or to an organization which is described

-4 in section 170(c)(2) and is exempt under section

5 501(a) (other than a private foundation, as defined

6 in section 509(a), which is not an operating foun-

7 dation, as defined in section 4942(j)(3)), but only

8 if-

9 "(i) the use of the property by the

10 donee is related to its governmental purpose

11 or function or to the purpose or function con-

12 stituting the basis for its exemption under

13 section 501 and the property is to be used by

14 the donee solely for the care of the ill, the

15 needy, or infants;

16 "(ii) the property is not transferred by

17 the donee in exchange for money, other

18 property, or services;

19 "(iii) the taxpayer receives from the

20 donee a written statement representing that

21 its use and disposition of the property will be

22 in accordance with the provisions of clauses

23 (i) and (ii); and

24 "(iv) in the case where the property is

25 subject to regulation under the Federal Food,

8 1826 18
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1 Drug, and Cosmetic Act, as amended, such

2 property must fully satisfy the applicable re-

3 quirements of such Act and regulations pro-

4 mulgated thereunder on the date of transfer

5 and for 180 days prior thereto.

6 "(B) SPECIAL RULE FOR CONTRIBUTIONS

7 OF FOOD.-

8 "(i) IN GENERAL.-In the case of a

9 charitable contribution of food, a contribution

10 which otherwise meets the definition of a

11 qualified contribution under subparagraph (A)

12 shall not be disqualified solely because the

13 taxpayer is not a corporation described in

14 subparagraph (A), if such taxpayer is actively

15 engaged in the trade or business of produc-

16 tion or wholesale or retail marketing of food.

17 "(ii) DEFINITION OF FOOD.-For pur-

18 poses of this subparagraph, the term 'food'

19 shall mean any agricultural product which is

20 intended for, and at the date of contribution

21 is suitable for, human consumption, and

22 which is not subject to the Federal excise

23 tax on alcohol and tobacco under chapters 51

24 and 52 of the Internal Revenue Code.

S 1826 IS
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1 "(iii) GLEANINGO-For purposes of this

2 subparagraph, a charitable contribution of

3 food shall include contributions of food which

4 a donee organization described in subpara-

5 graph (A) has removed from the taxpayer's

6 fields, if the contribution otherwise meets the

7 definition of a qualified contribution under

8 subparagraph (A).

9 "(iv) Notwithstanding any other provi-

10 sion, a contribution of food may qualify under

11 this paragraph in spite of the donee-organi-

12 zation charging a fee to the ill or needy indi-

13 viduals or infants who receive the property

14 from such organization, if the fee is small or

15 nominal in relation to the value of the trans-

16 ferred property and is not determined by its

17 value, and the fee is designed to reimburse

18 the donee-organization for its administrative,

19 warehousing, or similar costs.

20 "(0) SPECIAL RULE FOR CONTRIBUTIONS

21 OF CERTAIN TRANSPORTATION SERVICES.-For

22 purposes of this paragraph, a qualified contribu-

23 tion shall include the charitable contribution by a

24 taxpayer of transportation services for the move-

S 1826 18
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1 ment of food which is described in subparagraph

2 (A) or (B), but only if-

3 "(i) the taxpayer receives from the

4 donee a written statement representing that

5 the property being moved is a qualified con-

6 tribution, as defined in this paragraph, and

7 "(ii) the taxpayer is actively engaged in

8 the trade or business of providing such serv-

9 ices, or is the donor of such property.

10 "(D) AMOUNT OF DEDUCTION.-The deduc-

11 tion under subsection (a) for any qualified contri-

12 bution (as defined in this paragraph) shall be-

13 "(i) except as provided in clause (ii), in

14 the case of a qualified contribution described

15 in subparagraph (A) or (B), determined by

16 limiting the reduction under paragraph (1)(A)

17 to the sum of-

18 "(a) one-half of the amount com-

19 puted under paragraph (1)(A) (computed

20 without regard to this paragraph), and

21 "(b) the amount (if any) by which

22 the charitable contribution deduction

23 under this section for any qualified con-

24 tribution (computed by taking into ac-

25 count the amount determined in sub-

S 1826 IS
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1 clause (a), but without regard to this

2 subclause) exceeds twice the basis of

3 such property.

4 "(ii) in the case of a qualified contribu-

5 tion of food, by a taxpayer which is not re-

6 quired to and does not use inventories to

7 compute taxable income, 50 percent of the

8 gross receipts the taxpayer would have real-

9 ized if such food had been sold in the ordi-

10 nary course of the taxpayer's business.

11 "(iii) in the case of a qualified contribu-

12 tion described in subparagraph (C), the least

13 of-

14 "(a) the fair market value of the

15 services contributed,

16 "(b) twice the incremental direct

17 costs incurred by the taxpayer in pro-

18 viding the services, or

19 "(c) such direct costs, added to

20 one-half the amount of gain the taxpay-

21 er would have realized if the services

22 contributed had been provided by the

28 taxpayer at their fair market value.

24 "(E) This paragraph shall not apply to so

25 much of the gain described in paragraph (1)(A)

8 1826 18
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1 which would be long-term capital gain but for the

2 application of sections 617, 1245, 1250, 1251, or

3 1252."

4 (b) EFFECTIVE DATE.-The amendments made by this

5 legislation shall be effective for qualified contributions made

6 after the date of enactment.

0
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Senator PACKWOOD. The hearing will come to order.
Good morning. We will start off this morning with the Deputy

Assistant Secretary for Tax Policy,. Mr. Pearlman.
Mr. Pearlman, I've got your whole statement. You must com-

ment on all of the bills before us, but if you could abbreviate it, I
would appreciate it.

Mr. PEARLMAN. I will try to do that. I apologize if we have held
you up, Mr. Chairman. I am not going to read the statement, but I
would like to comment on each of the bills.

STATEMENT OF HON. RONALD A. PEARLMAN, DEPUTY ASSIST.
ANT SECRETARY FOR TAX POLICY, DEPARTMENT OF THE
TREASURY, WASHINGTON, D.C.
Mr. PEARLMAN. I am pleased to be here this morning to testify

on these six bills, to offer the Treasury Department's views. What I
would like to do is briefly go through each one and refer t;o my p:'e-
pared statement for the details.

The first bill, Senate bill 120, provides for a deduction for the
elimination of architectural and transportation barriers to the
handicapped and the elderly. This provision would reenact, if you
will, section 190 of the Internal Revenue Code that was originally
enacted in 1976 to provide an elective deduction of up to $25,000
per year for expenses that otherwise would be capitalized to
remove architectural and transportation barriers.

The section expired in December 1982, and Senate bill 120 would
reinstate section 190 for taxable years beginning before January 1,
1985.

The Treasury Department supports Senate bill 120. The adminis-
tration is strongly supportive of efforts to increase the opportuni-
ties for the handicapped and elderly persons. We think the exten-
sion provided in Senate bill 120 wi11 contribute to the increase of
these opportunities by continuing the incentive for owners of real
property and transportation equipment to remove these barriers.

Since the information on the extent to which section 190 was uti-
lized is inadequate, we do not know the effectiveness of section 190,
but hopefully the extension will give us some time to gather fur-
ther information and consider alternatives to encourage removal of
these barriers.

The second bill, Senate bill 1397, modifies the current income tax
credit for qualified rehabilitation expenditures.

Under current law, a tax credit is available for certain expendi-
tures incurred in the rehabilitation of historic structures. In order
to qualify for the credit, expenditures must be incurred in connec-
tion with a qualified rehabilitated building. Among the conditions
that must be met to qualify as a qualified rehabilitated building is
that at least 75 percent of the existing external walls must be re-
tained in place as external walls.

In some cases, although the external walls are retained in place,
because of the addition of new construction one or more of these
walls may become interior walls and the building will not meet the
75-percent test. And yet, in spite of these variations, in many of
these cases the objective of the statute is being met.
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Senate bill 1397 expands the current definition of a qualified re-
habilitated building to provide an alternative test to the present 75
percent test. The alternative test would be satisfied if at least 50
percent of the existing external walls are retained in place as ex-
ternal walls, 75 percent of the external walls are retained in place
even though they may not all be external walls, and 95 percent of
the existing internal framework is retained in place.

We think that this alternative test is consistent with and a fur-
therance of the original congressional objective to assure substan-
tial retention and rehabilitation of existing buildings while facili-
tating the rehabilitation process, and, therefore, we support S.
1397.

Senate bill 1584 is entitled the "Foreign Tax Credit Conformity
Act of 1983." It would make three basic changes in the rules appli-
cable to the foreign tax credit, all related to the carryover of
unused credits.

Under current law, U.S. taxpayers are allowed a credit against
U.S. tax for certain taxes paid to a foreign jurisdiction on the tax-
payer's foreign source income. The credit assures that the taxpayer
does not suffer a double tax on the income earned in a foreign
country by reason of that country's tax on the income and the U.S.
tax on the taxpayer's worldwide income.

In general, the credit is available only to the extent the taxpayer
includes foreign source income in income in a taxable year. To the
extent the credit cannot be utilized in a particular year, for exam-
ple, because the taxpayer's overall taxable income does not produce
a tax sufficient to fully absorb the credit, it will then under current
law carryback 2 years and forward 5 years.

Senate bill 1584 is designed to deal with a situation in which a
taxpayer earns foreign source income and pays a foreign tax, there-
by qualifying the taxpayer for the foreign tax credit; but because of
domestic losses which offset all or a part of the foreign source
income, the foreign tax credit is not fully utilized.

This situation inevitably will occur on occasion, but apparently
has occurred more frequently during the past several years as var-
ious segments of U.S. industry have incurred domestic losses while
earning income abroad.

To understand the operation of Senate bill 1584, a simple exam-
ple might be helpful. The example is contained, Mr. Chairman, in
our written statement,

Assume in year 1 the taxpayer incurs a domestic loss of $100, a
foreign profit of $100, and pays a foreign tax at a 46-percent rate
on that foreign profit. In year 2, the taxpayer has both a $100 do-
mestic profit and foreign profit and pays another $46 of foreign tax.
In year 1 the domestic loss of $100 offsets the foreign income in de-
termining the taxpayer's worldwide income, providing zero overall
taxable income, zero U.S. tax, and the unused foreign tax credit
carries over. In year 2, although the taxpayer has $200 of taxable
income and $92 of U.S. tax-assuming a 46-percent rate-only the
year 2 foreign tax credit is available to reduce the tax. The foreign
tax credit carryover is not available because of the application of
the foreign tax credit limitation; that is, the foreign tax credit is
available in a particular year only to the extent of the foreign
source taxable income of that year.
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This example illustrates the operation of two principles of U.S.
tax law as applicable to the foreign area: First, that worldwide
income is combined in determining taxable income, so that even
though the taxpayer in year 1 incurs foreign source income and
pays a foreign tax, the domestic loss offsets the foreign source
income and thereby renders the foreign tax credit unavailable.

The second principle is that we apply the foreign tax credit limi-
tation on a year-by-year or annual accounting basis.

Senate bill 1584 seeks to cure this apparent inequity in current
law by a so-called domestic loss recapture. Under the example, the
bill would permit the recharacterization of the year-2 domestic
income as foreihn source income, to the extent the year-1 domestic
loss offsets foreign source income.

By this recharacterization, the bill creates, if you will, sufficient
foreign source income in year 2 to permit a full absorption of the
foreign tax credit carry forward.

The bill's effective date is taxable years beginning after Decem-
ber 31, 1981.

The method utilized to correct this perceived problem is anala-
gous to the so-called foreign loss recapture provision added to the
code in 1976 as section 904(f). It is-d signed to preclude a perceived
double tax benefit when a foreign loss in one year offsets domestic
income in another year in a situation where, in the second year
there is foreign income, yet the foreign income is not offset by the
foreign loss because under the foreign tax system in question a net
operating loss carryforward is not available.

In reviewing this aspt of Senate bill 1584, we think it is impor-
tant to consider the following:

First, whether the facts described in the example that I noted
and that is contained in our statement, do in fact create a legiti-
mate problem justifying a cure. We are inclined to answer this
question in the affirmative but have some concern that a literal
and perhaps proper reading of the foreign tax credit rules would
answer this question in the negative. The purpose of the foreign
tax credit is to avoid a double tax on the foreign-source income,
and in the example there is clearly no double tax on the foreign-
source income in year 1 even though the foreign tax credit in year
1 is not utilized.

The second question is whether the existence of section 904(f),
which operates to prevent a perceived double tax benefit in the for-
eign loss situation, by its enactment argues for a legislative solu-
tion to the domestic loss situation. Again, we are inclined to
answer this question yes; although we are concerned about the un-
intended effects of the rule, several of which are discussed in our
written statement.

In spite of our sympathy for the purpose and the structure of the
domestic loss recapture rule, we are unable to support the proposal
for two reasons:

First, I do not want to be accused of breaching the Treasury De-
partment's tradition of not supporting three bills in a row; and
second, and more seriously, our preliminary revenue estimates in-
dicate that a large volume of losses and excess credits, which the
proposal will make available for utilization, will produce a substan-
tial revenue cost over the period 1984 through 1988. At a time of
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fiscal restraint and taking into consideration the current problem
with budget deficits, we simply cannot support a proposal with a
potentially substantial revenue loss.

I should note that we also object to a 1982 effective date, because
we believe retroactive legislation as a matter of tax policy is un-
sound.

I would like to comment just very briefly on the other two as-
pects of Senate bill 1584.

The first would extend the foreign tax credit carryforward period
from 5 to 15 years. For the reasons that I have set out more fully
in my statement, we are not convinced that an extension of the
carry-forward period is consistent with the congressional intent in
establishing the carryover of the foreign tax credit in 1958.

Should the subcommittee determine that an extension of the
carry-forward period is consistent with its original purpose, we
would be pleased to work with the subcommittee in trying to deter..
mine an appropriate period consistent with this objective.

As with the recapture rule, however, we do not believe retroac-
tive effective dates, in this case beginning after December 31, 1981,
with respect to foreign tax credits arising in taxable years begin-
ning after 1978, are desirable.

Finally, the bill would revise the present foreign tax credit order-
ing rule from a LIFO to a FIFO rule. We think this change is in-
consistent with the general objective of matching as nearly as pos-
sible the foreign tax credit to the foreign source income which gen-
erated the credit, and for this reason we oppose that change.

Next I would like to comment on Senate bill 1814, which pro-
poses to permit the amortization of losses arising form the easing
of the regulation of inner-city bus rights. The bill would permit a
60-month amortization of the decline in value of bus operating au-
thorities held on November 19, 1982, the date on which the Bus
Regulatory Reform Act of 1982 was enacted.

We are opposed to Senate bill 1814 for the following reasons:
First, we do not believe the Bus Regulatory Reform Act elimi-

nates the value of bus operating rights in their entirety, and we
believe that, consistent with the general principles of tax law, that
a mere decline in value is not an appropriate loss-deduction-amorti-
zation event.

Further, we do not support relief on a specific industry basis,
when declines in value may well occur in other regulated indus-
tries. We acknowledge that Congress provided an amortization de-
duction for motor carrier operating authorities in the Economic Re-
covery Tax Act of 1981. We opposed that provision then, and we do
not think it is sound tax policy to extend it now.

The fifth bill on which I would like to comment is Senate bill
1815, which would provide an exemption from tax for certain real
estate investment corporations.

Current law provides tax exemption for so-called title holding
companies, which are or anized by a single tax-exempt organiza-
tion to hold property for the benefit of certain tax-exempt organiza-
tions. Current law provides an exemption also in section 501(f) of
the code for collective investment activities of exempt educational
organizations.
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Sente bill 1815 would exempt from tax a corporation organized
as a collective real estate investment organization for the benefit of
one or more exempt organizations.

We oppose Senate bill 1815 as drafted, but we support the gener
al objective of authorizing a tax exempt vehicle which could serve
to hold investments on a collective basis for more than one exempt
organization. If the subcommittee chooses to proceed with this
aspect of the bill we would be happy to work with you in develop-
ing a bill which we think more adequately meets the objectives.

Our principal objection to the bill as drafted is the provision that
a for-profit organization could, through board membership, exercise
effective control over investment decisions relating to the organiza-
tion. We think it is desirable to assure that both ownership and
control rests with the exempt organization beneficiary owners. And
consistent with the legislative history of section 501(f), we urge that
appropriate limits be imposed on the role of for-profit organiza-
tions.

We do not mean to suggest that investment advisers cannot play
a proper role in an advisory capacity in the formation and in the
operation of collective organizations, but we think their function
should be appropriately limited to assure that they are in fact advi-
8°% think it would be advisable to consider whether there are

Policy reasons for continuing in the statute the present section
501(, which is limited to collective security investment funds for
educational organizations, and Senate bill 1815, which is limited to
real estate investments for a broader but nevertheless a limited
group of exempt organizations. We think a better approach would
probably be to articulate a single set of rules, pursuant to which
exempt organizations can invest collectively on a uniform basis.

Senate bill 1815 would also exempt collective real estate invest-
ment corporations from the debt-financed property rules in the
same way that debt-financed real estate investments of qualified
pension trusts are presently exempted. We oppose this aspect of
1815. We believe there are sound policy reasons for the debt-fi-
nanced property rules. They serve to assure that taxable sellers of

property to the exempt fund are not indirectly receiving the bene-
fit of the purchaser's tax-exempt status.

At the time the pension trust exemption was enacted, Congress
made it clear that it thought pension trusts were different than
other exempt organizations, and we are opposed to an extension of
this exception which will only serve to weaken the force of the
debt-financed property rules.

Finally, Mr. Chairman, I would like to comment on Senate bill
1826, the Hunger Relief Incentives Act of 1983.

Senate bill 1826 would change current law in several respects.
Under current law, the Internal Revenue Code allows a deduction
for certain gifts to exempt organizations of ordinary income proper-
ty by corporations in an amount equal to the donor's basis in the
property plus one-half of its value over basis, but not greater than
two times its basis.

Senate bill 1826 would expand the deduction for certain ordinary
income property by including Federal, State, and local govern-
ments as permissible donees, by permitting certain donors of food
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other than corporations to qualify for the increased deduction, by
permitting the deduction for cash-basis taxpayers to be calculated
on the basis of gross receipts rather than costs, and by permitting
the donee organization to charge a nominal fee to the ultimate food
recipient.

Senate bill 1826 would also permit an increased deduction for the
transportation costs of donated food.

We oppose both aspects of Senate bill 1826. We cannot, of course,
quarrel with the social desirability of providing food to needy per-
sons or infants, but we do not think the tax laws are the way to do
it. This increased deduction would constitute a Government ex-
penditure, without any determination that this form of public as-
sistance is preferable to other programs that suffer or die because
of lack of funding.

We think the best determination of how to make Government
funds available to provide food for the needy or for infants is
through the direct appropriations process, where members of Con-
gress and members of the administration responsible for public as-
sistance programs, not members of the Department of Treasury or
of the tax-writing committees, could make the determination as to
the most efficient way to spend available funds for food.

We also oppose the proposal to increase the charitable contribu-
tion deduction for certain transportation costs. Currently, donors
are eligible to deduct out-of-pocket costs for the contribution of
services. There is no present exception to that rule. We think it
would be inadvisable to create an exception which will only serve,
in our opinion, to threaten the erosion of this long-established re-
striction.

For these reasons, Mr. Chairman, we oppose Senate bill 1826.
This concludes my remarks. I will be happy to attempt to answer

your questions.
Thank you.
[The prepared statement of Mr. Pearlman follows:]
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Mr. Chairman and Members of the Subcommittee:

I am pleased to have the opportunity to present the views of
the Treasury Department on the following bills: S. 120 (relating
to the allowance of a deduction for eliminating architectural and
transportation barriers to the handicapped and the elderly), S.
1397 (relating to qualification for the tax credit of rehabili-
tation expenditures): S. 1584 (relating to the tax treatment of
foreign losses and credit carryovers), S. 1814 (relating to
amortization of certain bus-operating rights)l S. 1815 (relating
to the tax exemption of certain collective real property invest-
ment corporations); and S. 1826 (relating to the allowance of a
deduction for charitable contributions of certain food and
transportation).

The Treasury Department supports S. 120 and S. 1397, and
opposes S. 1584, S. 1814, S. 1815, and S. 1826.
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5. 120

Allowance of the Deduction for
Eliminating Xrohitectural and Transportation Barriers

to the Handicapped and the Eiderly

Background

Section 190 of the Internal Revenue Code, which expired on
December 31, 1982, provided a tax incentive for the removal of
architectural and transportation barriers to the handicapped and
the elderly. Under section 190, a taxpayer could elect to
deduct, rather than capitalize, up to $25,000 per year of
expenses incurred to remove architectural and transportation
barriers to the handicapped and the elderly. An expense is
incurred to remove an architectural or transportation barrier to
the handicapped and the elderly if it is incurred for the purpose
of making any facility or public transportation vehicle owned or
leased by the taxpayer for use in connection with his trade or
business more accessible to, and usable by, handicapped or
elderly individuals.

Section 190, as originally enacted as part of the Tax Reform
Act of 1976, was effective for taxable years beginning after
December 31, 1976 and before January 1, 1980. In 1979, the
effective period for section 190 was extended by P.L. 96-167 to
include taxable years beginning before January 1, 1983.

Description of S. 120

S. 120 would reinstate section 190 and extend the effective
period to include taxable years beginning before January 1, 1985.

Discussion

Section 190 was enacted to encourage removal of architectural
and transportation barriers to the handicapped and the elderly.
The Senate Finance Committee Report on the Tax Reform Act of 1976
states that in spite of previous Federal legislation, such bar-
riers remained widespread in business and industry. The tax
incentive was created for a limited period of time to promote
more rapid modification of business facilities and vehicles. It
was expected that removal of architectural and transportation
barriers would increase the involvement of the handicapped and
the elderly in economic, social, and cultural activities.

The deduction allowed by section 190 does not appear as a
separate line item on tax returns. For this reason, the Treasury
Department does not have any information on the extent to which
this provision has been utilized in the past. Information
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provided by groups interested in this provision indicates that
many taxpayers were not aware of the incentive provided by
section 190 and therefore did not take advantage of it. In view
of the limited information available, it is difficult to deter-
mine the effectiveness and efficiency of section 190 in promoting
removal of barriers to the handicapped and the elderly. We
believe that more information is necessary to properly evaluate
the effect of section 190 and that further consideration should
be given to the most appropriate means for encouraging removal of
barriers to the handicapped and the elderly.

This Administration, however# believes it is highly desirable
to increase the opportunities for handicapped and elderly persons
to participate in our society. Removal of architectural and
transportation barriers to the handicapped and the elderly would
greatly facilitate such participation and we support the two year
extension of section 190 proposed in S. 120. During this time we
hope to gain additional information on the effectiveness of
section 190 and give further consideration to alternative methods
for encouraging the removal of these barriers.

8. 1397

qualification for the Tax Credit
for Rehabilitation Expenditures

Background

The Internal Revenue Code provides an investment tax credit
equal to 15, 20 or 25 percent of that portion of the basis of a
building that is attributable to qualified rehabilitation
expenditures. The purpose of the investment tax credit for
rehabilitation expenditures is to encourage preservation and
rehabilitation of historic buildings, to revitalize the economic
prospects of older locations, and to prevent the decay and
deterioration characteristic of economically-distressed areas.

The conditions that must be met in order to qualify for the
investment tax credit for rehabilitation expenditures are set
forth in section 48(g) of the Code. In general, qualified
rehabilitation expenditures are capital expenditures incurred in
connection with the rehabilitation of a qualified rehabilitated
building for property having a 15-year recovery period. In order
to be a qualified rehabilitated building, a building must satisfy
a number of criteria. In particular, a building must be substan-
tially rehabilitated and 75 percent or more of the existing
external walls of the building must be retained in place as
external walls in the rehabilitation process. For purposes of
the tax credit, rehabilitation includes reconstruction. However,
new construction does not qualify as rehabilitation.
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Description of S. 1397

S. 1397 would amend the definition of qualified rehabilitated
building in section 48(g) to provide an alternative to the
requirement that 75 percent or more of the existing external
walls of a building be retained in place as external walls in the
rehabilitation process. The alternative test would be satisfied
if, in the rehabilitation process, 50 percent or more of the
existing external walls are retained in place as external walls,
75 percent or more of the exisiting external walls are retained
in place (but not necessarily as external walls), and 95 percent
of the existing internal, structural framework is retained in
place.

Discussion

We support S. 1397 because we believe it helps to carry out
the intent of the Congress to provide credits for rehabilitation.
For purposes of the investment tax credit for rehabilitation
expenditures, new construction does not qualify as rehabili-
tation. The requirement under present law that 75 percent of the
external walls of a building be retained as external walls during
the rehabilitation process reflects the Congressional determina-
.tion that construction costs should be treated as being for new
construction rather than rehabilitation if mbre than 25 percent
of the existing external walls of the building are replaced.

This 75 percent test appears in some cases to be overly
restrictive. A building may fail to satisfy the 75 percent test
where all external walls of a building are retained in place, but
one or two external walls become interior walls because of addi-
tions made to the building. The construction relating to the
addition to the building is clearly new construction, expendi-
tures for which are not eligible for the tax credit. However, in
many cases, expenditures related to the existing building would
appear to be for rehabilitation rather than new construction.

We support the statutory scheme which provides an objective
test for identifying certain projects that involve new con-
struction rather than rehabilitation. We recognize that an
objective standard results in arbitrary distinctions, and believe
that the certainty provided by an objective rule justifies a
certain degree of arbitrariness. it is appropriate, however, to
reevaluate the impact of an objective test based on experience
under the rule.

Some cases have arisen in which application of the 75 percent
test to construction projects which include additions to build-
ings would prevent expenditures for rehabilitation of the
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original buildings from qualifying for the tax credit. We
believe that the standards established by S. 1397 would permit
true rehabilitation expenditures to qualify for the tax credit,
and would continue to ensure that no credit would be allowed for
projects where only an insignificant portion of an original
building is retained in connection with new construction. Based
on our view that the bill would result in better implementation
of the Congressional purpose to allow credits for rehabilitations
but not for new construction, we support S. 1397.

S. 1584

Foreign Tax Credit
Conformity Act of 83

Background

Foreign Tax Credit

Domestic corporations, U.S. citizens, and aliens resident in
the United States are subject to tax on their worldwide income.
When income is derived from sources outside the United States, it
also may be subject to tax in the country in which it originates.
Absent some relief, such income could be subject to taxation by
both the country in which it originates and the United States,
thereby resulting in double taxation of the same income. To
avoid this result, the United States permits its taxpayers to
elect to credit against their U.S. income tax foreign income
taxes (or taxes in lieu thereof) paid to a foreign government.

The principle of the credit is that the country in which
income originates has the primary right of taxation. If that
income is derived by a resident of another country, the residence
country also may tax such income. However, the residence country
has the responsibility to avoid double taxation of that income by
either exempting such income from taxation in the country of
residence or, if it taxes income from both domestic and foreign
sources, allowing a credit for the foreign income tax paid at
source (the credit method).

Foreign Tax Credit Limitation

Absent a limitation, the credit method would not preclude
foreign income taxes from offsetting U.S. tax on U.S. source
income, as determined under U.S. principles. Since the United
States has the primary right of taxation with respect to income
derived from U.S. sources, U.S. law permits foreign income taxes
to offset U.S. tax on foreign source income but not on U.S.
source income. This restriction is called the foreign tax credit
limitation.
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During various periods of our history, the United States has
required taxpayers to calculate their foreign tax credit limi-
tation on a per country* basis or on an "overall basis'.
Sometimes we have required taxpayers to use the lower of the two
limitations and sometimes we have allowed them to elect either
the per country or the overall limitation. Since 1976, the
overall limitation has been utilized.

The overall limitation is computed by multiplying the U.S.
tax (before all credits) by a fraction, the numerator of which is
foreign source taxable income and the denominator of which is
taxable income from all sources. The amount of credit which may
be taken in a particular year is the lesser of the (i) aggregate
amount of income taxes paid or accrued to all foreign countries
or (ii) the amount computed under the overall limitation. (For
purposes of this computation, there are several categories of
income with respect to which a separate foreign tax credit
limitation calculation must be made. For example, the overall
limitation must be computed separately for certain dividends from
a DISC and certain investment interest income. Congress provided
for the first separate limitation because it did not want
taxpayers to use excess foreign tax credits on other foreign
source income to offset U.S. income tax on DISC dividends because
the taxpayer is already deferring a portion of the DISC's income.
The investment interest income separate limitation was enacted to
prevent taxpayers from depositing funds in foreign banks# thereby
increasing their low tax foreign source income to make use of
excess foreign tax credits.)

Carrybacks and Carryovers Ordering

Excess foreign tax credits arising as a result of the appli-
cation of the foreign tax credit limitation fraction generally
may be carried back for two years and carried forward for five
years and used as a credit to the extent there is an excess
limitation in any of those years. However, carryovers are
applied only after credits for foreign income taxes with respect
to the current year have been utilized. The excess tax is
applied first against any excess limitation of the second
preceding year, then against any excess limitation of the first
preceding year and is then carried forward to the first, second,
and succeeding carryover years until fully credited or the
expiration of the five year period.

Congress enacted the carryback and carryover of foreign tax
credits to present double taxation which could occur "where the
methods of reporting income are different in the United States
and the foreign country." See H.R. Rep. No. 775, 85th Cong.t 1st
Sess. 27-28 (1957). Congress was specifically concerned with the
differences resulting from the same income being reported in one
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year in the United States and in another year in the foreign
country. Illustrations of potential timing differences given in
the Ways and Means Committee keport accompanying the legislation
include (i) the use of installment method reporting in the U.S.
without a similar provision in the foreign country; (ii) differ-
ences in the pricing of inventories, thereby resulting in the
reporting of income from the ultimate sale in different years;
(iii) differences in depreciation methods; and (iv) the use of
averaging devices in computing taxable income in certain foreign
countries.

Losses and the Foreign Tax Credit

Inherent in the computation of any foreign tax credit limi-
tation is the allocation and apportionment of deductions and
losses. Deductions and losses are critical to the determination
of worldwide taxable income and in the determination of the
numerator and denominator of the foreign tax credit limitation
fraction.

Assume that in 1983 a U.S. company generates a loss allocable
to a foreign operation as a result of startup activities in a
foreign country. The loss will reduce that corporation's
worldwide income. Moreover, if such loss is in excess of foreign
source income, it will reduce U.S. source income. If, in 1984,
the foreign operation becomes profitable, the U.S. company can
claim a credit for foreign income taxes imposed on such income in
computing its U.S. tax liability. Prior to 1976, an anomalous
result occurred in the case where, for example, the foreign
country in which the loss was incurred had a tax rate equal to or
less than the U.S. rate and did not have in its law a net
operating loss carryover type provisions in such case, the U.S.
taxpayer could receive a double tax benefit--the foreign loss
would reduce its U.S. tax liability in the loss year and a
foreign tax credit would be available in the profitable year.

The following illustrates the potential double tax benefit to
taxpayers with foreign losses in excess of foreign income.
Suppose that a foreign branch lost $100 in year 1, and then
earned $100 in year 2. The first year loss was deductible
against U.S. source income and thus reduced the amount of U.S.
tax payable. Assuming a 46 percent tax rate, the net benefit
flowing from the loss was $46. If, in year 2, the foreign branch
paid an income tax to a foreign country of $46, that tax was
ully creditable; the $100 profit in the second year would

produce no net revenue to the United States because the credit
for foreign taxes offset entirely the otherwise payable U.S. tax.
in other words, when income was derived from that foreign
country, the taxpayer would receive a credit for any income taxes
paid on that income without any adjustment for the fact that the
prior losses from that country previously had reduced its U.S.
tax liability.
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in response to this potential double tax benefit, Congress,
in 1976, added section 904(f) to the Code. Under this provision
a taxpayer who sustains losses allocable to foreign source income
which are in excess of such income and thereby deductible against
U.S. source income, in effect, may be required to reduce its
foreign tax credits in later years when the taxpayer derives
income from its foreign operations.

More specifically, recapture is accomplished by recharac-
terizing a portion of the taxpayer's foreign source taxable
income as U.S. source income for purposes of the overall foreign
tax credit limitation. The effect of this recharacterization is
a possible reduction in the taxpayer's foreign tax credit
limitation. Thus, in my previous example, the taxpayer suffered
on overall foreign loss of 100 in year 1. This foreign loss
creates a notional overall foreign loss (OFL) account. In year
2, when the taxpayer generated 100 of foreign source taxable
income, to the extent of its overall foreign loss it must
recharacterize a portion of that income as U.S. source income,
thereby reducing the numerator of the foreign tax credit
limitation fraction and the amount of allowable credit in that
.particular year.

The portion of foreign- source income subject to recharacter-
ization under section 904(f) is the lesser of the amount in the
OFL account (to the extent the loss has not been recaptured in
prior taxable years) or 50 percent of the foreign taxable income
for that years or some larger percent at the taxpayer's election.
Thus, in our example at least $50 of the $100 of foreign income
earned by the taxpayer in year 2 would be recharacterized as U.S.
source income. Assuming that the taxpayer chooses to have 100
percent of his foreign income recharacterized as U.S. source
income, none of the $46 of income tax paid by the foreign branch
in year 2 would be creditable (and the taxpayer's OFL account
would be reduced from $100 to 0). The net revenue effect to the
United States therefore would be the same as it would have been
if the foreign country had a provision in its law similar to that
of the U.S. net operating loss carryover.

The intent of section 904(f) is to preclude a double tax
benefit. However, the method adopted to achieve this objective
is a departure from a fundamental principle in the foreign tax
credit area--that of matching the foreign tax credit with the U.
S. tax on the foreign source income which generated such foreign
tax credit.

Explanation of S.1584

Domestic Loss Recapture Rule - Explanation and Objective

Utilizing an approach similar to that of section 904(f), the
bill seeks to remedy a situation that affects U.S. companies with
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domestic losses, foreign income, and a foreign income tax rate
close to or above the U.. rate. In any given year there will be
a number of companies facing that combination of circumstances,
but the situation is especially pronounced during a domestic
recession.

In the calculation ota taxpayer's worldwide income, a
domestic loss serves to reduce foreign source taxable income
thereby reducing or eliminating U.S. tax. In the situation where
the foreign income tax rate is above the U.S. rate, foreign tax
paid with respect to foreign source income will go unused, in
whole or in part, depending on the extent to which the domestic
loss offsets the foreign source income. When the domestic loss
operation turns profitable in a subsequent year, the domestic
income cannot be offset by the prior year's domestic loss because
it was previously utilized in computing worldwide income. The
net effect of this set of facts is that (i) the subsequent year's
U.S. income will be subject to tax and (it) the prior year's
unused foreign tax credit will not be available to offset that
tax because the foreign tax credit in the subsequent year will be
limited to the U.S. tax on foreign source income arising in that
year. For example, if over a two year period, a U.S. company
incurs a domestic loss of $100 in year 1 and a domestic profit of
$100 in year.2, and $100 of foreign profit and $46 of foreign
income tax in each of the two years, it will pay more tax over
the 2 year period than if it had no domestic income in either
year Ji.e., than if the domestic loss in year 1 had been
available to offset the domestic profit of year 2 rather than the
foreign profit of year 1.) 1/

1/ Present Law Proposal

Year 1 Year 2 Year 1 Year 2

Foreign source taxable income 100 100 100 100
Foreign tax paid 46 46 46 46
U.S. source taxable income -100 100 -100 100
Worldwide taxable income 0 200 0 200
U.S. tax 0 92 0 92
Foreign tax credit 0 46 0 92
Excess foreign tax credit 46 0 46 0
Total U.S. tax paid 0 46 0 0
Foreign tax credit carryover 46 46 46 0

The problem described above arises because under U.S. law,
the domestic loss and foreign source income in a single year are
offset in calculating worldwide income and the calculation, under
our annual accounting concept is made on a year-by-year basis.
U.S. law currently has no mechanism for looking at two years
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together* The same type of problem was the subject of the
enactment of section 904(f), that is, the double tax benefit
afforded a taxpayer over a two-year period resulted from the
absence from U.S. law of a mechanism for modifying the annual
accounting concept. Mechanically, section 904(f) operates by
disregarding a strict annual accounting concept and, instead,
requiring foreign losses of one year to be carried over to offset
foreign profits of a subsequent year. The bill would introduce
such a symmetrical rule by providing'for a domestic loss
recapture.

Under the proposal, overall domestic losses would be
reclassified as foreign source income in subsequent years when
the taxpayer has domestic source income. "Overall domestic loss"
is defined as the excess of the deductions apportioned or
allocated to domestic income (including the section 172(a) net
operating loss deduction) over domestic gross incomes but only to
the extent that foreign source income is offset by an overall
domestic loss.

The bill requires the taxpayer to reclassify as foreign
source income the lesser of the amount of the overall domestic
loss (reduced by recapture of overall domestic losses in prior
years) or 50 percent (or more, at the taxpayer's election) of the
domestic income in such year. The effect of this provision would
be to increase the foreign tax credit limitation, thus potential-
ly increasing the amount of available foreign tax credit.

The effective date for this provision is taxable years
beginning after December 31, 1981.

Extended Carryover Period for Excess Foreign Tax Credits

The bill would increase the foreign tax credit carryover
period from five years to 15 years for taxable years beginning
after December 31, 1981 with respect to excess foreign tax
credits that arose in taxable years beginning after 1978.

First-In-First-Out Rule

The bill would change the ordering rules for utilization of
foreign tax credits. It would provide a new rule under which
foreign tax credits that arise currently would no longer be the
first foreign tax credits used instead, under a FIFO (first-in-
first-out) rule, foreign tax credits generally would be utilized
in the order in which they arose.

The FIFO ordering rule would be effective for taxable years
beginning after 1981.

29-105 0-84--6
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Por the reasons I will describe# we are unable to support the
bill although we think the domestic loss recapture rule has
conceptual merit,

Discussion

DoMestic loss recapture rule

It can be argued in support of the domestic loss recapture
rule that symmetry of tax treatment between fore'Ign and domestic
losses mandates a domestic loss recapture rule s. milar to the
section 904(f) foreign loss recapture rule. Perhaps when
Congress was addressing the potential abuse relating to double
benefits with respect to foreign losses, it also should have
considered the possibility that the reverse situation might arise
and require attention. Accordingly, the enactment of the
domestic lose recapture rule may be regarded as merely remedying
a deficiency in the statute, thereby eliminating potential
differences in tax treatment between taxpayers with the same
total income over a period of time where one has an overall
domestic loss and the other does not.

Another argument in support of a domestic loss recapture rule
is that the present system penalizes companies operating in high
tax foreign countries compared to those operating in low tax
jurisdictions. In the latter situation, the taxpayer is more
likely to be able to utilize its excess taxes in a carryback or
carryover year. Although we are sympathetic with these arguments
and agree that, at least mechanically* the proposed domestic loss
recapture provision is symmetrical with a foreign loss recapture
provision contained in section 904(f)# there are contrary
arguments and we are concerned that implementation of the
proposed rule would have a number of unintended effects.

Congress enacted the foreign loss recapture rule of section
904(f) because of the potential for # ,_duble tax benefit
occurring when an overall foreign loss reduced U.S. tax but
corresponding amounts of foreign income in later years were not
subject to U.S. tax because of the utilization of the foreign tax
credit. This discrepancy occurred principally when business
activities were conducted in foreign countries that did not
provide for loss carryovers. These countries imposed tax on the
full amount of annual income without reduction for prior year
losses. Absent a foreign law net operating loss carryover
provision and the U.S. foreign loss recapture rule of section
904(f), the United States allowed a foreign tax credit for these
taxes based on the full amount of foreign source income derived
in the later year. The foreign loss recapture rule was intended
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inconsistent with U.S. tax principles. Without such a provision,
the U.S. Government, in effect, was subsidizing the foreign
government's failure to provide a net operating loss carryover.

It can be argued that the foreign tax credit was enacted only
to prevent the double taxation of foreign source income, and that
a domestic loss recapture rule should not be enacted because the
present rules do not lead to the double taxation of foreign
source income realized in a particular year. We recognize that a
possible consequence of a domestic loss is a smaller foreign tax
credit limitation (and a concomitant increase in foreign tax
credit carryovers) for a taxpayer operating in a foreign country
with tax rates equal to or in excess of U.S. tax rates. The
excess credits arise in domestic loss years because the loss
reduces worldwide taxable income before the credit computation.
In fact, however, the loss may totally eliminate all U.S. tax on
foreign source income. In such a case, there will be no double
tax on the foreign source income. It is certainly arguable that
the operation of the present statuary scheme is not inequitable
because the credit's only function is to preclude a double tax on
foreign source income.

One can further argue that the problem is not a foreign tax
credit problem at all but, rather, results from our concept of
taxing worldwide income. If, instead of combining domestic and
foreign source income in arriving at worldwide income, the U.S.
system recognized two categories of income, namely, foreign
source income against which credit could be claimed up to an
amount equivalent to the U.S. tax imposed on that income (without
reference to U.S. losses allocated thereto), and domestic source
income on which U.S. tax would be imposed without regard to
foreign source income (or losses allocated thereto), this problem
would disappear. However, that *solution* would be very
unpopular with taxpayers having low taxed foreign source income.
Moreover, a two track system would represent a major departure
from our present tax system and we do not urge it as a solution
to the present problem.

In addition, we have identified several circumstances in
which the proposal would have unintended, adverse effects. For
example, assume in year 1 that a U.S. company incurred a $100
U.S. loss and received $200 in the form of a dividend from its
DISC, which dividend is foreign source income under section
861(a)(2)(D) and which carries with it a foreign tax credit of
$20, subject to the DISC separate foreign tax credit limitation
of section 904(d). The taxpayer's pre-credit U.S. tax is $46.
This is reduced by a $20 foreign tax credit with the result that
the taxpayer pays $26 in U.S. tax. In year 2 assume the taxpayer
earns $150 of U.S. income and $200 of foreign source income, not
subject to a separate limitation, with respect to which it paid
$140 of foreign tax. its pre-credit U.S. tax is $161. This tax
is reduced by a $92 foreign tax credit, with the result that the
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taxpayer pays $69 in U.S. tax and has a $48 foreign tax credit
carryover. (This excess tax can not be carried back to year 1
because the excess limitation in year 1 is in a separate
limitation basket.) for the two years, the taxpayer pays a U.S.
tax of $95 and has a $48 foreign tax credit carryover.

Assuming the same acts, under the proposal the taxpayer pays
the same U.S. tax in yo1r 1 ($26). However, in year 2, in
computing the taxpayer's foreign tax credit, because of the
recharacterization of $100 of U.S. source income as foreign
source income, the taxpayer would receive a $138 foreign tax
credit--so the taxpayer would pay $23 of U.S. tax with a $2
carryover--with the consequence that for the two years the
taxpayer would pay only $49 of U.S. tax with a $2 foreign tax
credit carryover. The foregoing result should be contrasted with
the situation where years 1 and 2 are collapsed so that the
domestic loss offsets only domestic source income, the presumed
intention of the proposal. In that situation the taxpayer has
$50 of U.S. incomo, $200 of foreign source DISC dividend income,
and $200 of other foreign source income. Its U.S. pre-credit tax
is $207 which is reduced by a $112 foreign tax credit--so the
taxpayer pays $95 of U.S tax and has a $48 foreign tax credit
carryover. Thus, under either current law or by a collapse of
the two years, the taxpayer in this situation is not affected by
the domestic loss--in either case it pays $95 of U.S. tax.
However, under the bill as drafted this taxpayer would pay only
$49 of U.S. tax.

We also are concerned that the proposal may increase pressure
on the pricing and allocation rules. Overallocating expenses or
underallocating income to domestic source income might be
beneficial even if the allocation produces a domestic loss.
Under present law there is an incentive to maximize the foreign
tax credit limitation by allocating expenses to domestic rather
than foreign source income thereby increasing the percentage of
worldwide income allocable to foreign sources. However, a
taxpayer would resist such an allocation if, as a result, it
created a domestic loss since the loss would then begin to offset
foreign source income, thereby potentially reducing the foreign
tax credit limitation. Under the proposal, since a domestic loss
would be subject to recapture in future years# the incentive to
overallocate expenses to domestic sourse income would be even
greater since any loss created by the overallocation would not
result in a loss of any foreign tax credits.

In addition, the bill does not contain any restriction on the
use by an acquiring company of an acquired company's domestic
loss recapture benefits. Such benefits clearly would be parallel
to net operating losses and excess foreign tax credits and other
tax attributes of acquired companies the transfer of which are
restricted by the Code and regulations, Similar provisions
should apply to domestic lose recapture benefits.
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We also object to the proposal's retroactive effective date.
By being effective for taxable years beginning after 1981 the
proposal may be retroactive in two respects. First, it permits
overall foreign losses incurred in tax years beginning after
December 31, 1981 to be recharacterized. in addition, it may
allow for the reopening of returns for taxable years beginning
after December 31, 1981 in order to recharacterize domestic
income in that year because of pre-1982 overall domestic losses.
We are opposed to both forms of retroactivity. Absent
extraordinary circumstances warranting such treatment, the
Treasury Department opposes retroactive legislation.

Finally# and most importantly, we oppose the provision
because our preliminary analysis indicates that a large volume of
losses and excess credits may be utilized as a result of the
proposed legislation. As a consequence, the potential revenue
cost may be very substantial. The revenue cost occurs as a
taxpayer's domestic loss operations become profitable and,
therefore, it would be spread over several years. As a result of
the strength of the current economic recovery, a substantial
revenue drain is likely to occur in fiscal year 1984, although
the most significant revenue cost would be for fiscal years
1986-88. In the current budgetary situation we simply cannot
support a proposal with a potentially substantial revenue loss.

In summary, although we are not unsympathetic to the economic
consequences resulting from the absence of a domestic loss
recapture provision, we cannot support this proposal. Although
we recognize that the foreign loss recapture rule applies on a
transactional basis, and that absent a domestic loss recapture
rule, there is a lack of symmetry with respect to domestic
losses, many of the problems associated with the absence of a
domestic loss recapture provision result from the methodology
applied in computing and applying our foreign tax credit
limitation and perhaps is better dealt with in connection with a
comprehensive review of the foreign tax credit provisions. In
addition, introduction of a domestic loss recapture provision may
lead to unintended consequences and certainly would produce a
substantial revenue loss.

Extended Carryover Period for Certain Excess Foreign Tax
Credits

Proponents of the extension of the foreign tax credit
carryover period from five years to 15 years argue that the
carryover period should conform to the investment tax credit
carryover period. (The same argument is made with respect to the
proposed FIFO ordering rule.) Under this argument, it is pointed
out that the investment tax credit and the foreign tax credit
both originally had five year carryovers, but whereas the
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investment tax credit has been "modernized', the foreign tax
credit has not. Proponents note that the present l5-year
carryover period for the investment tax credit (and the FIFO
ordering rule) are the result of a series of amendments,
primarily in 1976 and 1981, which reflect the growing recognition
by Congress that net operating losses may cause investment tax
credits and foreign tax credits to expire unused. We do not
agree with this analysis.

Congress enacted the foreign tax credit carryback and
carryover provision for a specific purpose, namely, to prevent
double taxation caused by different methods of reporting income
in the United States and other countries. As discussed earlier,
the Ways & Means Committee was concerned that distortions could
result from income being reported in different years in the
United States and a foreign country. In fact, the Senate Finance
Committee, while recognizing that "there is the problem of the
difference in the time of reporting income", nonetheless omitted
the carryback and carryover provision from its draft of the
Technical Amendment Act of 1958 because of the Committee's
concern that "the effect of the foreign tax credit carryover of
the House bill is not limited to cases where there is a
difference in the time of reporting income.. . See S. Rep.
No. 1983, 85th Cong., 2d Ses. 117-18 (1955). interestingly, the
Senate Report specifically expressed concern that the carryover
would be available where the taxpayer has U.S. losses even though
there are no variations in the time of reporting income.

The purposes for the carryover and carryback of investment
tax credits and the net operating losses are very different. The
net operating loss carryover and carryback periods are intended
to allow taxpayers to average income and loss over a number of
years. The investment tax credit carryover functions to preserve
the domestic investment incentive that the investment tax credit
was enacted to provide.

The limited foreign tax credit carryover and carryback can be
viewed as necessary to preserve the matching concept which is the
basis of our foreign tax credit system. Under the principles of
"matching", a foreign tax credit is allowed for foreign income
taxes paid on certain income In order to avoid double taxation.
By extending the carryover, it is arguable that we would no
longer be adjusting for mere timing or base computation
differences resulting from differing foreign tax treatment, but
instead would be permitting the foreign tax paid on one year's
income to offset U.S. tax on another year's foreign source
income.

Even accepting the original purpose for the foreign tax
credit carryover, there is no necessary magic to the five year
period, and we are not unreceptive to the idea of extending the
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carryover period. However our data do not permit determining
how long a period is needed to achieve the purpose of the
carryover in reconciling differences between tax systems in
reporting income and deductiot.s. There appears to be no reason
to conform the carryover period with that of the investment tax
credit and net operating loss given the completely different
function of the foreign tax credit carryover. However, if the
Subcommittee concludes that, based on the principles underlying
the carryover, a five year period no longer operates to
adjust adequately for differences in foreign tax treatment, we
would be pleased to work with you in seeking to identify an
appropriate carryover period.

First-In-First-Out Ordering Rule

The primary argument for adopting the FIFO ordering rule for
the utilization of foreign tax credits is to conform such foreign
tax credit ordering rules with the investment tax credit ordering
rules. As with the investment tax credit carryover provision,
the FIFO ordering rule was adopted in the investment tax credit
area for a specific purpose which does not apply in the case of
the foreign tax credit. Enactment of a FIFO investment tax
credit ordering rule reflected Congressional concern that
taxpayers with large investment credit carryovers would not be
able to use these credits because of low levels of taxable
Income, net operating losses, or future credits. Moreover,
Congress feared that *the desire of taxpayers to use investment
credit carryovers as quickly as possible could significantly
dampen the stimulative effect of the investment credit on new
investments. . . a General Explanation of the Tax Reform Act of
1976, 94th Cong., 1st Sees. 165 (1976). As a result, the
ordering rule was changed to better facilitate the use of
carryover credits.

The use of a FIFO rule in connection with the foreign tax
credit is inconsistent with the matching principle. As stated
previously, the OmatChingO principle provides that a foreign tax
credit should be allowed for foreign income taxes paid on certain
income. Under a FIFO rules foreign taxes paid in a previous year
would be credited against U.S. tax on later-year income before
the foreign taxes actually paid on the later-year income is
credited. This approach would not be consistent with the premise
of matching foreign tax credits to income subject to income
taxation. Accordingly, we oppose the adoption of this provision.
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8. 1814

Amortization of Bus-Operating Rights

Background

On November 19, 1982, the Bus Regulatory Reform Act of 1982
was signed into law to reduce regulation of the intercity bus
industry. The Bus Act makes it easier for intercity bus
operators to obtain route operating authorities from the
Interstate Commerce Commission, although entry restrictions still
remain. These restrictions continue to protect existing
businesses from competition. As a result of this easing of
regulation, however, the value of previously granted bus-
operating authorities has declined.

Under section 165(a) of the Code, a deduction is allowed for
any loss incurred in a trade or business which is evidenced
during the taxable year by a closed and completed transaction and
fixed by an identifiable event. The amount of any deduction
allowed may not exceed the-adjusted basis of the property
involved. No deduction is allowed, however, for a mere decline
in value of property. These rules have been applied by the
courts to deny deductions for the diminution in value of an
operating permit or license in circumstances closely comparable
to those presented by the reduced regulation of the intercity bus
industry.

When the interstate motor carrier industry was deregulated,
Congress enacted a special relief provision to allow taxpayers
who at that time held motor carrier operating rights to deduct
the adjusted basis of these rights ratably over a period of 60
months. Congress concluded that the unique circumstances of the
deregulation of the trucking industry made necessary some form of
relief that was not available under existing law.

Description of S. 1814

Under S. 1814, a deduction would be allowed ratably over a
60-month period for taxpayers who held one or more bus-operating
authorities on November 19, 1982. The amount of the deduction
would be the aggregate adjusted basis of all bus-operating
authorities that were held by the taxpayer on that date or
acquired thereafter under a contract that was binding on that
date. The bill also provides authority for the Treasury
Department to prescribe regulations under which, for purposes of
this amortization deduction, a taxpayer who owns stock in a
corporation holding eligible bus-operating authorities would be
able to elect to allocate to the authorities an allocable portion
of the taxpayer's basis in the corporation's stock in certain
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situations where a controlling stock interest in the corporation
was purchased within a 12-month period. This election woulO be
available only if the stock was acquired on or before November
19, 1982, or pursuant to a binding contract in effect on such
date. The bill also would allow unused bus-operating authority
amortization deductions to carryover to successor corporations in
certain transactions.

8. 1614 would be effective for taxable years ending after
November 18, 1982.

Discussion

S. 1814 is patterned after section 266 of the Economic
Recovery Tax Act of 1981, which allowed taxpayers who held
operating authorities as motor carriers of property to amortize
the adjusted basis of these operating authorities over a 60-month
period. We opposed the enactment of section 266 on the basis
that even though the deregulation of the trucking industry caused
a decline in the value of the operating rights, those rights
continued to have value since the ICC continued to require a
taxpayer to secure such rights in order to conduct a trucking
business. We also pointed out that if it was decided to give
special tax relief to affected motor carrier operators, the
proper amount of the loss deduction should be the taxpayer's
basis in the operating rights reduced by the post-deregulation
value of these rights, not the full amount of the taxpayer's
basis in the operating rights.

I would like to emphasize that the deregulation of motor
carriers is no different from any other deregulation that causes
a diminution in value of a license or operating right. Other
industries, most notably the airline industry, have been
deregulated without the grant of any special tax relief for this
reduction in value.

Moreover, our tax system taxes gains and permits a deduction
for losses only when those gains or losses are recognized by an
identifiable events in the case of gains or losses attributable
to property, this typically occurs upon the sale or exchange of
the property. Permitting a current deduction for a decline in
the value of assets prior to disposition while not taxing
unrealized gains is contrary to our present system of taxation
and sets an unfortunate precedent. While we acknowledge that no
distinction can be made between the deregulation of motor carrier
operators and intercity bus operators, if S. 1814 is enacted the
door will be open for all other deregulated industries to seek
similar relief. Therefore, we must oppose S. 1814 on the same
basis that we opposed section 266 of the Economic Recovery Tax
Act of 1981.
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S. 1815

- Exemption from Tax for Certain
Collective Real Estate investment Corporations

Background

The internal Revenue Code provides an exemption from income
tax for a variety of nonprofit entities ("exempt organizations').
Section 501(c)(2) of the Code exempts from tax so-called
'title-holding companies'. A title-holding company is a
corporation organized for the exclusive purpose of holding title
to property# collecting the income therefrom, and turning over
the entire income (less expenses) to another exempt organization.
The literal language of section 501(c)(2) requires that an exempt
title-holding company turn over the income collected to "an
organization'. The question has arisen whether the statute
permits an exempt title-holding company to have more than one
parent. Another unresolved issue is whether a title-holding
company which turns over all of its income to one or more exempt
organizations may be exempt under section 501(c)(2) when it is
organized by a for-profit company, such as an investment adviser
or brokerage company.

Another provision of the Code, section 501(f), specifically
exempts from tax certain collective investment activities
undertaken by exempt educational organizations. Section 501(f)
provides that an organization which is organized and operated
solely to hold, commingle and invest in stocks and securities
(including engaging and supervising independent contractors to
provide investment services) is considered to be organized for a
tax-exempt charitable purpose. Section 501(f) further requires
that the organization's members consist exclusively of exempt
educational organizations (or related publicly supported
investment funds of State universities), and that the
organization be organized and controlled by one or more of its
members.

Although exempt organizations generally are exempt from tax,
section 511 of the Code imposes a tax on income earned by an
exempt organization from the conduct of an unrelated trade or
business. Unrelated business income generally is taxed at
corporate rates (or, in the case of a charitable trust# at
individual rates) in a manner comparable to the taxation of
commercial businesses. Rents from real property (and other types
of passive income) generally are excluded from the unrelated
business income tax unless the acquisition of the property
producing the income is debt-financed.
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In general, the rules relating to debt-financed property
provide that a share of any income from debt-financed property,
proportional to the ratio of debt on the property to the adjusted
basis of the property, is treated as income from an unrelated
trade or business. An exception to the debt-financed property
rules provides that income from debt-financed real estate
investments of qualified pension trusts are not subject to tax,
provided certain conditions are satisfied.

The debt-financed property rules are intended to prevent the
use of an exempt organization's tax exemption for the benefit of
taxable persons. The original rules relating to debt-financed
property were enacted in 1950 in response to abusive
sale-leaseback transactions between tax-exempt organizations and
taxable owners of active businesses. These transactions
typically involved a tax-exempt organization's purchase of an
active business, financed primarily by a contingent, nonrecourse
note, followed by a lease of the assets of the business to the
seller. The effect of these transactions was to convert the
ordinary income of the business into capital gains for the seller
while allowing the tax-exempt organization eventually to acquire
property with little or no investment of its own funds. The
primary objection to sale-leaseback arrangements involving
borrowed funds was that they permitted an organization's tax
exemption to benefit the taxable seller, either by conversion of
ordinary income into capital gain income or by payment of a
higher price for the property than a taxable purchaser would pay.

Description of S. 1815

S. 1815 would add to the Code a new section 501(c)(24), which
would exempt from tax a corporation organized exclusively for the
purpose of acquiring and holding title to property, collecting
income from the property, and paying the income (less expenses)
to one or more qualifying exempt organizations. Qualifying
organizations would be: (1) qualified pension, profit sharing,
or stock bonus plans which meet the requirements of section
401(a); (2) governmental plans as defined in section 414(d); (3)
the United States, any State or locality, or any Federal, State
or local agency; and (4) organizations described in section
501(c)(3). Under the bill, a corporation could be exempt from
tax even if it was organized and controlled by profit-making
entities.

The bill also would extend to organizations exempt under
section 501(c)(24) the exception to the debt-financed property
rules which currently applies to certain real estate investments
made by qualified pension trusts. The bill would be effective
for taxable years beginning after December 31, 1983.
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For convenience, I will refer to organizations which would be
exempt from tax under the bill as collective real estate
investment corporations.

Discussion

The Treasury Department opposes S. 1815 as drafted. We
believe that exempt status for collective investments by exempt
organizations should be limited to entities that are organized
and controlled by exempt organizations. in addition, we oppose
expansion of the existing exception to the debt-financed property
rules which is currently applicable only to qualified pension
trusts.

Collective Investments

Treasury has no objection to permitting 'tax-exempt
organizations to make collective investments through the use of a
corporation. It would be very undesirable, however, if the use
of the corporate collective investment vehicle resulted in a
transfer of control over basic investment decisions from the
tax-exempt investors to for-profit entities. For example, we are
concerned that if a for-profit investment adviser organized a
collective investment corporation and the investment adviser had
significant representation on the board of directors of the
investment corporation, the investment adviser effectively would
control the investment decisions of the tax-exempt organizations
which invest in the corporation. Exempt organizations would have
little recourse if they became dissatisfied with the operation of
an investment corporation that is controlled by private
interests.

Limiting tax-exempt status for collective real estate
investment corporations to organizations which are organized and
controlled by exempt organizations should ensure that such
corporations are operated in a manner that is consistent with the
investment objectives of the investing exempt organizations. The
investing exempt organizations would be free to retain the
investment adviser of their choice and to replace unsatisfactory
advisers.

Section 501(f), the closest analogue to proposed section
501(c)(24), provides that tax-exempt cooperative investment funds
of educational organizations must be organized and controlled by
one or more investing exempt organizations. The legislative
history of that section expressly provides that, if a private
brokerage company or investment adviser initiated the formation
of a cooperative investment organization in order to obtain
customers for its business, such an organization would not be
exempt under section 501(f). We believe that similar limitations
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should be placed on collective real estate investment corpora-
tions. This should not preclude investment advisers from being
instrumental, in an advisory capacity, in the formation of
collective real estate investment funds for exempt organizations.

Further, we think that the question of tax-exempt status for
collective investment funds of exempt organizations deserves a
more comprehensive review. Tax exemption under section 501(f) is
limited to collective securities investment funds that are orga-
nixed and controlled by educational organizations. S. 1815 would
limit tax-exempt status to collective real estate investments for
a different, but also limited, group of exempt organizations. We
see no policy reason for granting tax exemption to collective
investments in such a piecemeal fashion. If collective invest-
ment funds for exempt organizations are to be accorded tax-exempt
status, we believe that this objective should be accomplished
through one comprehensive provision.

Debt-financed Property Rules

S. 1815 would extend to collective real estate investment
corporations the provision that generally exempts certain real
estate investments of qualified trusts from the debt-financed
property rules. Treasury believes that the debt-financed
property rules are sound and should not be narrowed. We do not
think that the exception for qualified pension trusts is a
desirable provision, and we generally oppose expansion of that
exception.

By extending the exception to tax-exempt collective real
estate investment corporations, the bill indirectly would extend
the exception to all organizations eligible to receive payments
from such corporations. On August 3# 1983, we testified before
this Subcommittee in opposition to S. 1183, a bill which would
extend to educational institutions the exception from the
debt-financed property rules which now applies only to qualified
pension trusts. We continue to oppose expansion of this
provision.

As we stated in our prior testimony, we believe that the
exception to the debt-financed rules permits the conversion of
ordinary income to capital gain income in the hands of the
eller, or the payment of an inflated price for the property
based on the exempt organization's ability to receive rental
income from the property tax-free. For example# nonrecourse
financing by a seller of property to a collective real estate
investment corporation would be permitted in many cases. In
addition, an exception from the debt-financed property rules for
collective real estate investment corporations would create
incentives for the development of methods for transferring to
taxable persons the substantial tax benefits arising from
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leveraged real estate investments by tax-exempt organizations. A
collective real estate investment corporation might be able to
enter into partnership agreements with taxable entities, which
would allocate tax benefits to the taxable partners.

We are opposed to further exceptions to the debt-financed
property rules. In enacting the special exception for pension
trusts, Congress indicated that pension trusts were
distinguishable from other tax-exempt organizations because the
purpose of the exemption for pension trusts was to permit the
accumulation of investment income and because the assets of
pension trusts are ultimately paid to taxable individuals. In
view of these distinguishing characteristics, Congress considered
it appropriate to provide a special rule for pension trusts
alone. While the distinctions drawn between pension trusts and
other tax-exempt organizations may be tenuous, we do not believe
that the existence of a special exception for pension trusts
justifies further erosion of the debt-financed property rules.

For these reasons, we generally oppose an exception to the
debt-financed rules for collective real estate investment
corporations. Nevertheless, where a qualified trust would be
exempt from the debt-financed rules if it made an investment
directly, we see no policy reason for reaching a different- result
where the investment is made by a collective real estate
investment corporation and all income is paid to ooe or more
qualified trusts. Accordingly, we would not oppose expanding the
exception to collective real estate investment corporations which
make payments only to one or more qualified pension trusts.

In summary, we'cannot support S. 1815 because it lacks
limitations which we consider essential and because we believe
expansion of the exception to the debt-financed property rules
beyond qualified pension trusts is undesirable. We would be
happy to work with the members of the Subcommittee to develop a
comprehensive legislative solution to questions regarding the tax
treatment of collective investments by exempt organization. We
also will continue to work with the IRS at the administrative
level to resolve issues concerning the scope of section
501(c)(2).

S. 1826

Hunger Relief Incentives Act of 1983

Background

Under current law a corporation generally can deduct the
amount of cash and the fair market value of other property
contributed to qualified charitable organizations. Limitations
are imposed, however, with respect to contributions of property
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which, if sold, would yield ordinary income instead of capital
ian. In the case of contributions of ordinary income property,
nventory for example, the deduction is limited to the taxpayer's

adjusted basis in the property which is usually the amount it
cost the taxpayer to manufacture or acquire the property in
question. Similarly, the deduction for services contributed to
charity is limited to the donor's out-of-pocket cost of
performing the services.

There are two exceptions to the general rule applicable to
gifts of ordinary income property. The first exception involves
corporate gifts of scientific equipment and apparatus to colleges
and universities for research and research training it is not
considered further in this testimony. The second exception,
which this bill would expand, applies to gifts by corporations
(other than 8 corporations) of inventory, depreciable personal
property and business real property to be used for the core of
the ill, the needy or infants.

When the second eception applies, the allowable deduction is
equal to the donor's basis in the property plus one-half of the
excess of the value of the property over its basis (the
unrealized appreciation), not to exceed twice the taxpayer's
basis in the property contributed. However, even where this
exception applies, if the donated property is property which has
been the subject of depreciation or depletion allowances, no
deduction is allowed for any amount which would be recaptured as
ordinary income if the property were sold.

To qualify for this second exception under current law, the
donee must be a public charity which is exempt from tax under
501(c)(3) other than a private foundation which is not an
operating foundation; the use of the property must be related to
the purpose or function constituting the basis for the donee's
exemption under section 501 and the use of the property must be
solely for the care of the ill, the needy or infants. In
addition, the donee is prohibited from transferring the property
in exchange for money, other property, or services. The
regulations interpret this last requirement somewhat liberally
and permit a donee organization to charge a fee to another
organization in connection with its transfer of the donated
property, if the fee (i) is small or nominal in relation to the
value of the transferred property, (ii) is not determined by this
value and (iii) is designed to reimburse the donee-organization
for its administrative, warehousing or other similar costs.
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Description of 8. 1626

S. 1826 would expand the current exceptions to the ordinary
income property rule in a number of ways:

(1) The bill would include the Federal government and state
and local governments as qualified donees.

(2) In the case of contributions of food, donors other than
corporations would qualify for the increased deduction, provided
such taxpayers are actively engaged in the trade or business of
the production or the wholesale or retail marketing of food.
Where such taxpayers are not required to and do not use
inventories to compute taxable income (as would be the case with
most noncorporate farmers) the amount of the deduction would be
equal to 50 percent of the gross receipts the taxpayer would have
realized if the food had been sold in the ordinary course of the
taxpayer's business. Moreover, the term "charitable
contributions of food* would be defined to include individual
contributions of food which the donee removes from the grower's
fields, provided the gift would otherwise qualify for the
increased deduction.

(3) The bill would permit the donee to charge a fee to the
Ill or needy individuals or infants who receive the property, if
the fee is small or nominal in relation to the value of the
transferred property and is not determined by its value, and the
fee is designed to reimburse the donee for its administrative,
warehousing, or similar costs.

(4) S. 1826 would provide an increased deduction for the cost
of transporting the donated food to the donee organization. The
increased deduction would be available either to the donor or to
another taxpayer who transports the food, providing the other
taxpayer is actively engaged in the business of providing such
transportation services. The deduction for such services would
be equal to the least of (1) the fair market value of the
services contributed, (2) twice the incremental direct costs
incurred by the taxpayer in providing the services, or (3) such
direct costs added to one-half the amount of gain the taxpayer
would have realized if the services contributed had been provided
by the taxpayer at their fair market value.

Discussion

The Treasury Department opposes B. 1826. The bill would
allocate additional resources to a particular form of public
assistance at a time of general fiscal restraint, without a
formal determination of whether this form of public assistance is
preferable to other worthy programs that cannot be funded.
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Making food and medical supplies available to the needy obviously
is desirable. We believe, however, that the relative
desirability and effectiveness of the proposal should be judged
in the same manner as a direct appropriation for such a program.
Thus, we respectfully submit that those members of Congress and
the administration who are responsible for overseeing the entire
public assistance area, not Treasury officials and the members of
the tax writing committees, are the most competent persons to
decide whether this proposal is the most efficient way to expand
existing programs for the distribution of food and medical
supplies to the needy.

Moreover, we believe there are sound tax policy reasons
underlying the general rule that the deduction for gifts of
ordinary income property and services should be limited to the
donor's basis in the property or the cost of performing the
service. This general rule produces the same tax benefit to the
donor as if he sold the property or performed the service for
full value and contributed the proceeds to charity. It ensures
that the gift derives from charitable impulses because the
taxpayer will bear a significant portion of the cost of making
the gift. Absent this rule, most or all of the cost of making a
gift would be borne directly by the Federal government and
indirectly by other taxpayers.

In this regard, we would note two troublesome aspects to the
special provision contained in S. 1826 relating to the deduction
that would be permitted to cash basis donors who are not required
to maintain inventories. Pirst, permitting these taxpayers to
deduct 50 percent of the gross receipts that would have been
realized from the sale of contributed property affords them a
more generous deduction than taxpayers who are required to
maintain inventories. The latter are permitted to deduct their
cost of producing contributed property, plus one-half of their
unrealized appreciation in the property subject to the two times
basis limitation. By contrast, cash basis taxpayers will have
already deducted their costs of producing any contributed
property as such costs are incurred. To permit them to deduct
one-half of the gross receipts from a hypothetical sale of the
property permits a deduction unrelated to the unrealized
appreciation in the property. For example, assume that it costs
Jones $1#200 to produce a particular food product which he can
sell for $2,000. Hechooses to contribute the product to a
qualified charity. If Jones were an accrual method taxpayer who
is required to maintain inventories, he would be permitted to
deduct $1,600, his production costs of $1,200 plus one-half of
his unrealized profit or $400. If Jones were a cash method
taxpayer who is not required to maintain inventories, his
production and donation of the food would permit him a total
deduction of $2#200; that is# he would be permitted under the

29-105 0-84-7
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cash method of accounting to deduct his production colts of
$1,200, and he would be allowed a charitable contribution
deduction of one-half of his potential gross receipts, or $1,000.

In addition* we foresee serious difficulties in administering
a deduction measured by gross receipts realized from a
hypothetical sale of food products. This measurement problem
exists to a limited extent today, but it would be magnified
significantly under S. 1826.

Finally# we have particular problems with that aspect of S.
1826 which would permit an increased deduction for contributions
of transportation services in connection with contributions of
food. At present, there Is no exception to the general rule that
the deduction for gifts of services io limited to the direct cost
of performing the services. A Gallop Survey conducted in 1980
reported that individuals contribute about 8.4 billion hours of
volunteer services to charity annually. To fashion a special
rule for transportation services will undoubtedly open the door
for similar treatment with respect to the donation of other
services.

For these reasons, we oppose S. 1826.

This concludes my prepared remarks. I would be happy to
answer your questions.
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Senator PACKWOOD. I have questions, Mr. Secretary, on only two
bills.

On S. 1814, you oppose the bill even though it is almost identical
in form to the rights we extended to the truckers when we deregu-
lated. You say one of the reasons that you were opposed to even
that bill was because the operating rights continued to have value
since the ICC continued to require a taxpayer to secure such rights
in order to conduct a trucking business. That is true in theory.
Entry has become so easy, however, the rights are almost de mii-
mus in terms of value.

Mr. PEARLMAN. Yes. I think our problem, Mr. Chairman, is that
we think those rights nevertheless have value.

Senator PACKWOOD. Well, let me ask you this:
If you think they have value, then you apparently indicate in the

next sentence that you have no objection to the bill if the depreci-
ation would be the basis less whatever value there is?

Mr. PEARLMAN. No, I think our objection is broader than that. I
think we have a broad-based concern with diminution in value
being a deduction triggering event. The losses in question should
not be deductible any more than the reduction in the value of a
piece of real estate or the reduction in value of a share of stock. We
think the valuation problems that will inevitably arise are such
that it's better policy to establish that the time at which a taxpay-
er recognizes either income or loss is when the taxpayer disposes of
property. And we think the rule should be no different in the case
of a right which by reason of deregulation has diminished in value,
even if it has diminished substantially in value.

Senator PACKWOOD. So you say that rather than depreciating it
you are going to take whatever loss there is at the time of disposal.
If it has no value at all, do you take the full loss at that time,
then?

Mr. PEARLMAN. That is correct.
Senator PACKWOOD. So you can just give it away tomorrow, be-

cause you can't sell it to anybody, and take the full loss?
Mr. PEARLMAN. Well, in the event the taxpayer is able to deter-

mine that the---
Senator PACKWOOD. That's better than amortizing it, would be

my guess, from the standpoint of the company. If it has no value
and they can give it away and take the full deduction, my hunch
is-they are going to testify a little later-my hunch is they would
prefer that.

Mr. PEARLMAN. Well I think under current law if a taxpayer
owned an operating right and disposed of it by a sale for a dollar,
that would be an appropriate recognition event. I don't think any
change in the law is needed for that purpose.

But I think we want to get away from the idea of getting into
fights with taxpayers about whether in fact value has gone down
prior to the time the asset has been disposed of.

Senator PACKWOOD. Yes. I can assure you that in trucking the
operating rights have almost no value, and we effectively took care
of that when we made almost unlimited entry into the trucking
business.

But I just wanted to make sure I understand your position. If
that is true, assuming an operating right that once had $100,000
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value now has a $1,000 value, you are saying that the $99,000 loss
could be taken in the tax year that you received the $1,000 for the
sale of the operating rights?

Mr. PERLMAN. I think that is correct, under current law. Right.
Senator PACKWOOD. Now let me ask you a question on S. 1815.

You make this statement:
We are concerned that If a for-profit investment advisor organized a collective in.

vestment corporation, and the investment advisor had significant representation on
the board of directors of the investment corporation, the investment advisor effec-
tively would control the investment decisions of the tax-exempt organization which
invest in the corporation.

So what?
Mr. PEARLMAN. Well, we don't think that for-profit organizations

which could have motives that are not purely altruistic should be
put in a position of controlling actually or effectively the exempt
organizations. For example, we don't think a real estate broker
who could well have effective control of a collective investment or-
ganization should be in a position to assure his ability to gain the
benefit of any real estate commissions on purchases or sales of
property from that organization.

Senator PACKWOOD. What you are saying is, they might manipu-
late the tax-exempt corporation for a secondary or tertiary benefit?

Mr. PEARLMAN. That's correct. Well, at least we are concerned
about that. Obviously we can't say that that is going to happen in
every case, because it will not; but that is what we are concerned
about. I think that is what Congress was concerned about in its
prior legislative activity in this area, and we think prudence would
suggest that if control of the organization is left with the extempt
organization, the likelihood -of that happening is very much dimin-
ished.

Senator PACKWOOD. Senator Danforth.
Sehd DA?-FORTH. Let me ask you first about S. 1584. It's my

understanding that under the present law the carryforward feature
of unused--foreign tax credits is very seldom available. Is that cor-
rect?

Mr. PEARLMAN. Well, I guess I would answer you this way, Sena-
tor: There are companies with substantial excess foreign- tax credits
which will undoubtedly expire. I am simply not in a position to say
that they are very frequently not utilized, but obviously there are
companies with large excess foreign tax credits that will not be
able to be used during a 5-year period.

Senator DANFORTH. Could you explain why they couldn't use it,
even though there is a carryforward?

Mr. PEARLMAN. Well, it could be, for one of a couple of reasons.
Obviously, to the extent that those businesses might suffer domes-
tic losses on a long-term basis, then those domestic losses would
continue to offset foreign income and thereby cut down the world-
wide taxable income calculation.

But the other reason, even if there is domestic income, is that to
the extent a business operates abroad in a country which taxes at
an effective rate at or near our rate, 46 percent or thereabout, then
it simply will not generate sufficient foreign source income in any
particular year that exceeds the foreign tax credit that is generat-
ed in that particular year.
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So again, if I can just go back to my example, in year two I posit-
ed a situation where we had $200 of income-$100 that was foreign
source, $100 that was domestic-and there was plenty of foreign
tax credit to offset the entire tax liability. Because the statute op-
erates to limit the foreign tax credit to the foreign source taxable
income, or to be more precise, to that portion that the foreign
source taxable income bears to the total taxable income of the tax-
payer, it effectively forces you, if your foreign effective tax rate is
equal to or near the U.S. tax rate, to using only the foreign tax
credit generated in the year that foreign taxable income is generat-
ed.

Now, if it's a company that is in a low foreign tax rate jurisdic-
tion, so that it might generate foreign source income at a low for-
eign effective tax rate, then that income would be available to
offset prior years' credits. I think that's two basic reasons.

Senator DANFORTH. It is common-isn't it?--that a company
which does have foreign income and foreign taxes, and that cannot
utilize the foreign tax credit in the year in which the taxes are in-
curred, as a practical matter isn't able to use the carry forward?

Mr. PEARLMAN. I think it is certainly common. Yes, I would say
that's common, particularly for companies operating in the more
industrialized countries where the rates are either equal to or
higher than the U.S. rates. I think that's an accurate statement.

Senator DANFORTH. And, further, that the purpose of Congress in
having the carrorward is thwarted-isntit?--by not having
available a carrytorward which is operable?

Mr. PEARLMAN. Well, I'm not going to say that's wrong, but
that's where I think it is necessary to consider what was the origi-
nal purpose of the credit and the carryforward.

Look back to the legislative history. Congress said the credit was
designed to preclude a double tax on foreign source income. And at
least in the domestic loss situation, where you have a domestic loss
that eats substantially into the foreign income or totally offsets the
foreign income, certainly one cannot argue that that foreign
income has been subjected to a double tax; it was taxed abroad, but
it certainly was not taxed in the United States.

But the other legislative history question has to do with the
whole purpose of why there is a foreign tax carryover at all and it
was not, as we best understand it from the legislative history, to
assure that foreign tax credits ultimately will be utilized, but
rather was enacted in recognition of the fact that because of differ-
ences in foreign laws and domestic laws, an item of income or de.
duction might be taxable in the United States at a different time
than it is taxable or deductible in a foreign country. An example is
an item of income that might, in the United States, be eligible for
deferral under the installment sale method, but might be currently
taxable in a foreign jurisdiction. So, Congress provided a foreign
tax credit carryforward in- order to make sure that when that
income ends up being taxable in the United States in a subsequent
year, the foreign tax credit is available.

But, Senator, I think it is rather clear that the carryover provi-
sion was not designed simply to make sure that ultimately foreign
tax credits were available for use.
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This is not to mean, however, as I indicated or tried to indicate
in my comments, that there is any particular magic to a 5-year
period. It may well be that you can look to the original objective of
the carryforward provisions and conclude that 5 years is not long
enough. And if the subcommittee determines that that is the case,
that to pick up the timing differences that occur between U.S. laws
and foreign laws that 5 years is not long enough, under those cir-
cumstances we do not think an extension of the carryforward
would be inappropriate. Although we don't think there is any auto-
matic reason to say 15 years is the right period of time, we are not
so wise as to suggest some other period as being a better period.

Senator DANFORTH. You might have other examples, but to my
knowledge the industry that would be most affected by S. 1584 is
the steel industry.

Mr. PzARLMAN. Well, I really can't say yes to that. But as best
we can tell, it is the capital-intensive heavy industries of the
United States, which certainly includes the steel industry, which
have suffered rather substantial domestic losses over the past sev-
eral years. I think that's correct, yes.

Senator DANFORTH. Major industries in increasingly difficult
competitive positions with respect to international trade have very
difficult times here at home, but they have been able to make some
sales abroad.

Mr. PEARLMAN. Yes, I think that's an accurate statement.
Senator DANFORTH. Wouldn't that be something that we should

encourage?
Mr. PFARLMAN. Well, if it weren't for the revenue impact that

we are very much concerned with, I think we probably would be
sitting here saying,"Yes, we think it is something that should be
encouraged." But our best judgment suggests that the revenue
impact is very substantial, and that obviously is of great concern to
US.

Senator DANFORTH. Well, that is something obviously that the
administration and the Congress would have to weigh: What is the
revenue impact? But I think it is important to recognize that what
we are dealing with here is the steel industry and perhaps other
heavy industries that are having very difficult times here at home,
that are making profits perhaps in other countries. And the ques-
tion is: Do we want them to be able to utilize the foreign tax credit,
which because of their domestic losses are not usable?

If we had a profitable industry here at home, which was equally
profitable in Europe, that industry would be able to utilize the for-
eign tax credits.

Mr. PwuLAN. Yes, that's right.
Senator DANFORTH. But if it is a company that is making money

in, say, Europe, and losing a lot of money here at home, and losing
money year after year here at home, we would say, "Well, the for-
eign tax credit that the profitable company could utilize cannot be
utilized by the losers."

Mr. PFARLMAN. I think that's a correct statement, Senator.
Let me point out that the bill only becomes operational, if you

will, in a particular company's cycle once it starts becoming profit-
able in the United States. So I would suggest to you that if it's
looked atas an incentive or a benefit for companies that are in
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long-term loss positions and a way to get some benefit to those
companies, I would simply note to you that it will not operate at
that point. The benefit only comes when that company turns
around its domestic operations and does begin earning income in
the United States.

Senator DANFORTH. OK.
Mr. PEARLMAN. But I think we are sympathetic, certainly, to the

concern that the bill is trying to address, and we tried to indicate
that in our statement.

Senator DANFORTH. On the question of S. 1826, has the position
which you have stated on behalf of the Treasury Department been
reviewed by the administration as a whole? Or is this simply the
Treasury's position?

Mr. PEARLMAN. Well, our testimony has been reviewed through
our normal review processes by the Office of Management and
Budget, which is the vehicle that is used in the administration for
reviewing testimony. So this stands as the administration's posi-
tion.

The extent to which Health and Human Services, for example,
was involved in that review, I simply cannot tell you.

Senator DANFORTH. And the White House, other than OMB?
Mr. PEARLMAN. Well, to the extent there was coordination be-

tween OMB and the White House, I am simply not privy to that. I
just don't know.

Senator DANFORTH. The reason I asked that is that I have the
distinct impression, based upon discussions with people in the
White House, that the problem of hunger is something that is on
their minds, and that the idea is to try to relieve hunger both here
and abroad, and to to so in a way which does not necessarily make
the Federal Government the administrator of all hunger-relief pro-
grams; that is to say, my impression has been that the idea of the
administration has been to encourage the private sector to play the
leading role in hunger relief, and the idea of a second harvest oper-
ation or getting farmers to contribute food for the purpose of feed-
ing people has been something that the administration has taken
an interest in.

With respect to the transportation portion of the bill, when I
made a tour of food providers in my State earlier this year, almost
every one of them told me that one of the problems is transporta-
tion. They can have food available, but transporting it is quite a
different matter-even the Government commodities giveaway pro-
grams, the cheese distribution and so on, they are saying, "Well, to
have the food available is one thing, but how do we get it from
point A to point B."

So the purpose of this bill is to both encourage producers of food
to give their food away, and to encourage providers of transporta-
tion to do that.

I suppose that the Government could get into the business of ev-
erything. I mean, it could by direct grant buy foods. Lord knows, it
buys a lot of food as it is. And then it could buy trucks and it could
hire Government employees, and have the Government employees
drive trucks from one place to another and deliver food. But that
was not .my impression as to the way in which the administration
was moving.
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My hope would be that perhaps someone-I don't know, the Do-
mestic Counsel's office, or somewhere in the White House-might
be able to take a look at S. 1826 with a view toward whether it
serves greater the objective of the administration than something
that maybe OMB would propose.

Mr. PEARLMAN. Well, first, we will certainly make sure that hap-
pens. Clearly, the administration's position is as you described t.

I would just add, not really in disagreement with your comments,
that I think it is dangerous to think that simply because an incen-
tive was given through the tax laws that the Government is not in
the business. Revenue agents will examine taxpayers and will chal-
lenge whether the transportation costs are proper, and they will
challenge the value of the food that is given. So we don't keep the
Government out of the process simply because a benefit in given
through the tax system.

I would suggest that if a grant approach is considered desirable,
that is, not having the Government buy trucks and actually doing
the transporting of the food, that it would be quite possible to
create a checkwriting direct expenditure program whereby trans-
porters could get reimbursed for documented transportation costs,
just as in effect they will be reimbursed subject to the tax audit
process.

I would just suggest that the tax system is not so clearly an ab-
sence of governmental intervention, or that indeed revenue agents
are the people to make these kinds of judgments as to value and
appropriateness of a particular service.

We will, though, make sure that White House input is gained on
this bill.

Senator DANFORTH. I would appreciate that.
On the question of the enhanced deduction for contributions of

food, there is now an enhanced deduction for certain taxpayers.
Mr. PEARLMAN. Right.
Senator DANFORTH. But those certain taxpayers do not include

taxpayers who are on a cash basis.
Mr. PEARLMAN. Correct.
Senator DANFORTH. That is, a corporate taxpayer not on the cash

basis could utilize an enhanced deduction.
Mr. PFARLMAN. That is correct.
Senator DANFORTH. But a noncorporate taxpayer who is on the

cash basis could not utilize the enhanced deduction.
Mr. PFARLMAN. Right.
Senator DANFORTH. And farmers who are in the business of pro-

ducing food are typically not corporate farmers, and they are typi-
cally on a cash basis; isn't that right?

Mr. PEARLMAN. Yes.
The cash basis creates a real problem, and I don't know why the

provision was limited to corporations previously. But we are con-
cerned about how to deal with the cash-basis taxpayer. Obviously
you have reflected that concern in your bill by recognizing that it
is very difficult to measure costs, and you have looked at gross re-
ceipts. But we think it may well be that by using the gross receipts
test you put a potential abuse in the statute which might permit
people to profit from this kind of program. We are concerned about
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that, and we have tried to describe our concerns in our written
statement.

Senator DANFORTH. My hope would be that with respect to both
1584 and 1826 we could view your testimony as being certainly well
prepared and well articulated but not necessarily the final position
of the administration, and that if there is a policy served by the
foreign tax credit carryforward, that that should be available to a
major and very weak industry such as steel, that we might consid-
er ways of accomplishing the objective. Maybe it would be a little
bit different from 1584, but that we could be open to working on
that.

With respect to 1826, my hope would be that perhaps the posi-
tion which you have stated so clearly and so effectively might be
reviewed by the White House, to see if this position in this bill does
not do a pretty good job of carrying out what I think is the objec-
tive of the administration.

Mr. PEARLMAN. We will be happy both to work with you and to
make sure that the White House has full input into both bills.

Senator PACKWOOD. Thank you, Mr. Secretary. I have no more
questions.

Mr. PFARLMAN. Thank you, Mr. Chairman.
Senator PACKWOOD. Now, let's move on to S. 1814. We have a

panel of Mr. William McCracken, accompanied by William Hal-
inan; Steve Murphy and Robert Frulla; and Norm Sherlock.

Gentlemen, while we let the Treasury Secretary go on at some
length because he had to comment on all of the bills, I would ap-
preciate it if you would limit yourselves to the allotted 5 minutes,
and if you can within that time address yourselves to the sugges-
tion of the Secretary of just expensing these rights if they have lost
any value, rather than amortizing them.

Mr. McCracken, go ahead.

STATEMENT OF WILLIAM L. McCRACKEN, SENIOR EXECUTIVE
VICE PRESIDENT, ACCOMPANIED BY WILLIAM J. HALLINAN,
DIRECTOR OF TAXATION, GREYHOUND LINES, INC., PHOENIX,
ARIZ.
Mr. McCRocKmN. Thank you, Mr. Chairman, Senator Danforth.
I am accompanied today, as you noted, by Mr. Hallinan, our ex-

ecutive director of taxes.
We support the bill, Senate bill 1814. We believe It provides a

fair and equitable tax treatment to the several thousand bus com-
panies whose operating rights were rendered virtually worthless by
the Bus Regulatry Reform Act of 1982.

S. 1814 would allow carriers so affected to deduct the value of
those worthless operating authorities over a 60-month period.

It is important at the outset to emphasize that this would not be
and we are not asking for, a change in tax policy. The Senate bill
merely insures that taxpayers possessing operating rights which
suddenly became worthless can obtain a deduction without lengthy
and costly litiation.

The bill is identical, as you noted, Mr. Chairman, to the treat-
ment afforded the truckers after deregulation in 1980. And in that
regard I think it is worth noting that the Senate report specifically
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said, on the bus bill, that entry was to be even easier than that ac-
corded the trucks in 1980. AndI would submit that if entry is fee
for truckers, then it's even more than free for bus companies.

Senator PACCWOOD. In essence are your operating rights, or the
old operating rights, now worthless?

Mr. MCCRAmKBN. That's our opinion. Yes, sir. I don't think
anyone in their right mind would purchase an operating certificate
today as the did in the past. As recently as 5 ears ago we joined
with a small' New England carrier, Bonanza Bus Lines, and pur-
chased a certificate for $350,000 that covered 61 miles in length.
Today it would be our opinion that that certificate is probably
worth the scrap value of a piece of paper.

We are of the opinion-our lawyers are of the opinion-that we
are entitled today, under the tax law, to a deduction. But we also
believe that that would result in lengthy, possibly 10 years of liti-
gation with the Internal Revenue Service, at great cost to both us
and the Government.

Senator PACKWOOD. The Treasury Assistant Secretary seems to
think you are entitled to it, also. I take it he isn't speaking for the
IRS today, however.

Mr. McCPucKz. I would assume he wasn't. And I would assume
also that if we were to take it under his theory, we would be faced
with endless litigation.

S. 1814 would eliminate all of this uncertainty. It would elimi-
nate the cost of a dispute, a lengthy one. And I think it's fair to say
that if a lengthy costly dispute is involved, very few taxpayers are
.going to go down that road. Most of the smaller companies in the
industry presumably would not undertake that lengthy effort with
IRS; thus, they would be deprived of a deduction which I think
they are entitled to. Thus, all taxpayers under Senate bill 1814
would be treated in a similar manner.

It also, we think, is a fair compromise. On the one hand, the car-
riers give up the right to take the deduction on their 1982 return,
and instead spread it out over 5 years. On the other hand, the Gov-
ernment is not faced with a significant decline in revenue in 1
year, but it is spread out over 5 years.

Last, S. 1814 recognizes that bus regulatory reform has rendered
worthless bus operating certificates. As I mentioned earlier, only a
few years ago certificates were being sold for substantial sums of
money. And they were very useful. They had one useful feature,
and I think one only, and that was it conferred either an exclusive
or a limited right to operate over a specific route, with competition
being limited. That does not exist anymore, and the only useful fea-
ture of the certificate is now gone.

Thank you, Mr. Chairman.
Senator PACKWOOD. Thank you.
[The prepared statement of William L. McCracken follows:]
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Mr. Chairman and members of the Committee:

I am William L. McCracken, Senior Vice President of Greyhound

Lines, Inc.

Greyhound supports S.1814. The tatx laws need to be amended to

insure that the tax treatment of operating rights rendered value-

less by the Bus Regulatory Reform Act- of 1982 is fair and

equitable and consistent with that adopted with respect to the

operating rights of truckers in the Economic Recovery Tax Act of

1981.

HISTORICAL DEVELOPMENTS HAVE RENDERED HERETOFORE VALUABLE

OPERATING RIGHTS WORTHLESS

The Motor Carrier Act of 1935 initiated federal regulation of the

motor carrier industry, including buses. Regulation by most

states predated that Act, and all others followed. Regulation of

buses continued virtually unchanged until November 19, 1982, when

the Bus Regulatory Reform Act of 1982 (Bus Act) became effective.

The Bus Act effectively eliminated restrictions on entry, thus

rendering valueless operating right certificates previously,

acquired by motor carriers such as Greyhound.
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The cornerstone of regulation from 1935 until 1982 was a system

of operating rights certification. A carrier was required to

have a certificate of Public Convenience and Necessity for each

route operated. Obtaining certificates was not an easy task.

The statutory burden precedent to issuance of a certificate

required that an applicant establish that its proposal was

required by the public convenience and necessity. In applying

this criteria the Interstate Commerce Commission (ICC) was

required to consider:

"whether the new operation or service will serve a use-

ful public purpose, responsive to a public demand or

need; whether this purpose can and will be served as

well by existing lines or carriers; and whether it can

be served by the applicant ... without endangering or

impairing the operations of existing carriers contrary

to the public interest." Pan-American Bus Lines

Operation, I MCC 190 (1936).

This was an exceedingly difficult burden to meet in the face of

opposition by an existing operator. As a result, certificates

were generally acquired through purchase after application to and

a finding by the ICC that the acquisition was in the public,

interest.

- 2 -
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Greyhound acquired its- operating certificates generally as a

result of acquisitions of other bus companies.

In 1980 Congress commenced deregulation of the motor carrier

industry by virtually eliminating regulation of entry into the

trucking industry through passage of the Motor Carrier Act of

1980.

On November 19, 1982, as a result of the Bus Regulatory Reform

Act of 1982 (Bus Act), entry requirements into the intercity bus

industry interstate and intrastate likewise were virtually elimi-

nated thus immediately rendering previously acquired certificates

worthless. Between 1980 and 1983 the states of Florida, Arizona,

Wisconsin, Michigan, Indiana, and Maine enacted legislation

deregulating the bus industry. In each case, the effect was to

extinguish the value of the operating certificates owned by the

affected carriers.

Congress clearly intended to dramatically reduce barriers to

entry. In fact the barriers are lower than for trucks where

entry has become virtually automatic.

"... under this bill, entry will be easier than it is

for motor carriers of property under the Motor Carrier

Act of 1980." Senate Report 97-411, May 20, 1982, Com-

mittee on Commerce Science and Transportation.

- 3 -
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In the five years preceding the Bus Act, applications for new

regular-route operating certificates averaged 60 annually. In

the first 10 months under the Bus Act they are being filed at an

annual rate of 250 applications, an increase of 316%.

The numbers alone do not tell the whole story. The applications

filed under the Bus Act are dramatically greater in scope and

geographical coverage than those filed pre-Bus Act.

Prior to the Bus Act regular-route applications were few in

number; involved small route segments recognizing highway

developments; and were often over routes served by no other

carrier. The few significant applications resulted in weeks if

not months of hearings and court appeals, and, if eventually

granted, it was two, three, even four years after the initial

application.

The Bus Act has changed this to make certification virtually

automatic. The result has been a dramatic increase in major

route extensions by established carriers and significant new

route systems by newcomers to the industry.

The following are some examples of significant route applications,

under the Bus Act where the time between filing and initial

operation approximated 90 days. These same applications under

- 4 -
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the previous regulatory scheme would have in all probability been

protested by incumbent carriers, and the regulatory process would

have consumed two to five years. And even then the probability

of denial of the application was substantial.

Examles of Major Routes Where Authority Has Been

Sought& Obtained and Operations Commenced Under Bus

Regulatory Reform Act of 1982

Cleveland - Columbus - Cincinnati
Toledo - Cincinnati
Chicago - Cairo
St. Louis - Kansas City
San Francisco.- Sacramento
Houston - Baton Rouge
Norfolk - Richmond
Cincinnati - Louisville
Detroit - Flint
San Diego - Los Angeles - San Francisco
Peoria - Davenport

A major growth area in the bus business is the charter and spe-

cial operations area. This is service for preformed groups or

service that is destination oriented. In the first ten months

under the Bus Act 1,626 applications were filed for charter and

special operations authority, almost all nationwide in scope.

Annualized, this is a 599% increase over the average number of

applications filed annually in the prior five years.

Under the prior law the public convenience and necessity entry

test applied. Litigation was frequent and authority issued was

fragmentary in scope. Carriers generally could originate

- 5 -
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charters and special operations only in specified areas, i.e. a

county or city.

Under the Dus Act, an applicant merely assures the Commission

that it has insurance and will operate safely. An established

carrier has no other grounds for protest. Also, authority

granted under the Bus Act is almost always nationwide in scope,

allowing a carrier to originate a movement at any point in the

U.S. destined to any other U.S. locality.

It is inconceivable that a person today would purchase a motor

carrier operating certificate. The elimination of substantive

regulatory entry barriers means a person can obtain a certificate

from the ICC in less time than it would take to obtain authority

from the ICC to purchase a certificate and with less paperwork

because the ministerial requirements for a new certificate are

far less than those to purchase a certificate. In view of the

ease with which a certificate can be obtained there is no

economic or business reason to purchase a certificate. A cer-

tificate is valueless, it amounts to not much more than a

business license which one obtains for the asking.

It is clear that a certificate, once an exclusive, valuable and,

marketable right to do business is now nothing more than the

equivalent of a certificate of good standing.

- 6-
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Equitable Tax Policy Requires a Tax Deduction For Operating

Rights Rendered Valueless by the Bus Act

A basic and long standing principle of income tax law requires

that a business taxpayer be permitted to exclude its reasonable

business expenses, including the cost of an asset, in determining

income. If an asset is sold, taxable gain or loss is c6mputed by

subtracting its cost from the sale proceeds. If, prior to sale,

the asset is determined to have a limited useful life it is

depreciable or amortizable, its cost being recoverable through

deductions from income over a specified period of time. If an

asset, which is neither sold nor depreciated or amortized,

becomes worthless, the taxpayer is entitled to recover the

asset's cost through a tax deduction for the loss.

Greyhound, like numerous other motor carriers, acquired by pur-

chase over a period of years the rights to operate buses over

numerous routes regulated by the ICC and the comparable regulato-

ry agencies of each of the states. Under the income tax law, the

substantial costs incurred in acquiring such operating rights

were treated as being neither depreciable nor amortizable.

Accordingly, except for occasional sales of minor rights,

Greyhound obtained no tax benefit through recovery of the cost of,

such purchased operating rights such as the depreciation or amor-

tization deductions allowed with respect to other business

- 7 -
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assets. As a consequence of deregulation of the interstate bus

industry through enactment of the Bus Act, operating rights

became worthless. Carriers thereupon became entitled to claim an

income tax deduction for their loss in the full amount of the

capitalized tax cost of their operating rights.

Although Greyhound's tax counsel is firmly of the opinion that

deregulation of the bus industry destroyed the value of the

operating rights, and that the resulting loss is fully de-

ductible, Greyhound recognizes that questions arose following

deregulation of the trucking industry and that a lengthy and

costly dispute with the Internal Revenue Service might ensue in

connection with deregulation of the bus industry. Therefore, in

order to put all such questions to rest and to fairly protect the

interest of Greyhound and similarly situated bus companies, as

well as to protect the proper interests of the Government with

respect to consistent and sound tax administration, Congress

should provide an appropriate legislative solution to the

problem.

In connection with the adoption of the Motor Carrier Act of 1980,

the Financial Accounting Standards Board determined that inter-

state motor carrier operating rights had become worthless and,

should be immediately charged to income (FASB-44). Notwithstand-

ing, the Internal Revenue Service raised questions about the tax

treatment with respect to such rights.

- 8 -



112

Congress foresaw the asset loss and in its report with respect to

the Motor Carrier Act of 1980 recommended:

... appropriate (legislative) relief for such result

should be considered as early as possible. Preferably

by the Committee on Ways and Means." (House Report No.

96-1069, June 3, 1980.)

As a result, Congress adopted a provision in the Economic

Recovery Tax Act of 1981 that allows the trucking industry an

ordinary, 60-month tax deduction for the lost value of motor

carrier operating rights.

Bus carriers, such as Greyhound, having paid substantial amounts

to obtain operating rights in connection with their businesses,

now find themselves holding rights without market value. While

the Internal Revenue Code and Regulations recognize the long-

standing tax policy of allowing a business a current deduction

for a loss sustained and not compensated for by insurance or

otherwise, it could be argued that a deductible loss has not

occurred. Therefore, bus carriers are faced with the prospect of

possible prolonged litigation and uncertainty of result from any

attempt to deduct the cost of such rights for tax purposes.,

Without a legislative mandate -- which fairness and equity dic-

tates -- such prospect and uncertainty will adversely affect the

- 9
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industry and unnecessarily create administrative problems for the

IRS. We therefore support S.1814.

Equality of treatment for all affected taxpayers is

necessity to sound economic and tax administration.

deduction of operating rights should be automatic.

result in equal treatment for taxpayers large

Deductibility will not result just for those willing

a lengthy controversy with the tax collector.

accomplish that result.

an absolute

First, a tax

This will

and small.

to invest in

S.1814 would

Second, all operating rights have been deprived of value and thus

their total value should be deductible. There should be no arbi-

trary minimum threshold of value before deductibility occurs nor

an arbitrary maximum deductible amount. To impose either a mini-

mum or maximum would be unjustly discriminatory, would further no

discernible public policy, and would override long-standing

national tax policy. The degree to which taxpayers invested in

operating authority is irrelevant. What is relevant is that the

rights have lost all value and the business taxpayers are

entitled to a full deduction of their investment.

In conclusion, Greyhound supports enactment of S.1814 as an equi-,

table and fair answer to the tax treatment of operating rights

rendered valueless by the Bus Act.

- 10 -
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Senator PACKWOOD. Mr. Murphy.
I might welcome Mr. Murphy here, who I've had long dealings

with as a member of the Motor Carrier Ratemaking Study Commis-
sion, and he is one of our most articulate members.

Steve.

STATEMENT OF STEPHEN P. MURPHY, SENIOR VICE PRESIDENT
AND SECRETARY, YELLOW FREIGHT SYSTEM, INC., OVERLAND,
KANS., AND ROBERT J. FRULLA, PRESIDENT, FREIGHT FOR.
WARDERS INSTITUTE, WASHINGTON, D.C.
Mr. MURPHY. I appreciate your kind comment, and I appreciate

the chance to testify.
Mr. Frulla, on my left, is the president of the Freight Forwarders

Institute, which is the national group of domestic freight forwarder
common carriers.

Basically what we are asking for is the same inclusion that the
truck operators got under the 1981 act. Now, the question someone
asked me this morning was, "Well, why didn't you get it in 1981?"
Well, the big reason that we'really didn't is that it was the Motor
Carrier Act that was involved, an everybody felt that if we asked
about freight forwarders at that time, not being sure that that the
write-off would ever be approved, that we might foul up the situa-
tion. So we never bothered to ask at that time. And as a result,
really beginning in about 1978-79, for example, Yellow Freight
System, the parent of our own freight forwarder-and I am speak-
ing for other freight forwarders now-we never protested any cases
for operating rights after 1978 at the Interstate Commerce Commis-
sion because we saw deregulation coming. And basically we-
yellow-were the largest, as perhaps you may be aware, of any of
the carriers in the write-off of operating authority. Ours, on the
truck line, was $84.5 million-it was the largest of any motor carri-
er, because we had been engaged in this business of acquiring oper-
ating authority on a very extensive program over many years.

And in 1980, when the deregulation came along and open entry
into the truck lines came along, the Commission, really by fiat or
de facto, did the same thing. And if you look at my statement, in
the back, you can see how many applications are granted.

I would for a moment, if I could, just deal with what the spokes-
man for the Treasury said. He said they, you know, are working
out some values on these authorities or something. But he also said
that maybe this should be done all at once. We would be happier to
do it that way than over 60 months.

The effect,. incidentally, tax-wise for our program is $3 million.
But what I would like to say is this: When deregulation first got
started, to give you an example, the Treasury man said that these
authorities still had value. On behalf of Yellow Freight System, I
applied for nationwide authority under various programs, trying to
put together irregular route and regular route, and I was chal-
lenged twice m the Fifth Circuit Court of Appeals. So that when
the dust finally settled, Yellow Freight System, the truck line
today, for example, holds orating authority to all points in the
United States under four different certificates. Now, as to whether
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those certificates have any value, they cost $350 apiece to get, I'd
offer them 90 percent of anything over $350 for them. [Laughter.]

Mr. MuRPHY. It's just not fair. They've been deregulated. And I
think that is really the thrust of what is involved in this case. I
don't want to belabor the point, but I would be happy to answer
any questions you might have.

Senator PACKWOOD. We'll let Mr. Sherlock go first, and then I do
have some questions.

[The prepared statement of Stephen P. Murphy follows:]
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STATEMENT OF STEPHEN P. MURPHY
YELLOW FREIGHT SYSTEM, INC.

ON BEHALF OF THE
FREIGHT FORWARDERS INSTITUTE

SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
COMMITTEE ON FINANCE
UNITED STATES SENATE

SEPTEMBER 26, 1983

SUMMARY

The once-valuable ICC permits of freight forwarders, like

those of motor carriers and buses, have been rendered worthless

by deregulation. The Economic Recovery Tax Act of 1981 clarified

existing law by providing a deduction for the devalued operating

rights of motor carriers. S. 1814, introduced by Chairman Packwood,

would provide a comparable deduction for bus operating rights. The

Freight Forwarders Institute requests the Committee's support for

legislation to provide a similar deduction for freight forwarder

operating rights. The legislation is supported by principles of

fairness and equity -- and by the same sound tax policies underly-

ing the motor carrier and bus legislation.

In some important respects, indeed, the case is more compell-

ing for freight forwarders than it is for trucks or buses. In

every respect, it is at least as compelling as the case for these

other two transportation modes.

1. Meaningful ICC entry restriction of freight forwarders

has ended. The grant rate has been effectively 100 percent for

several years. e facto, administrative deregulation began

earlier and ran deeper for freight forwarders than it did for

motor carriers.

2. The statutory entry provisions for freight forwarders

and buses are virtually identical -- and both are significantly

less restrictive, more pro-cQmpetitive, than the governing motor

carrier statute.

3. The Motor Carrier Act of 1980, as interpreted and applied

by the Interstate Commerce Commission, has had a profound effect
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on the regulation of freight forwarders. Like much of the motor

carrier industry and the American Trucking Associations, many for-

warders and the Institute do not agree with the full extent of the

Commission's interpretation of the statute, but it is nonetheless

a fact of our economic and regulatory life.

From the point of view of tax policy, the critical point is

that motor carriers, passenger carriers and freight forwarders,

whatever the differences of their regulatory situations, all have

had their certificates rendered worthless by a fundamental change

in governmental entry policy. They should all be afforded the

same tax treatment. The revenue impact of a tax deduction for

freight forwarders is approximately 3 million dollars -- small in

comparison to the impact of the motor carrier and bus provisions.

The Freight Forwarders Institute requests the Committee's support

for legislation to give forwarders the same ordinary deduction

for their permits as that provided for the certificates of motor

carriers and proposed for the certificates of passenger carriers.

-ii-
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STATEMENT OF STEPHEN P. MURPHY

ON BEHALF OF THE

FREIGHT FORWARDERS INSTITUTE

Thank you Mr. Chairman and members of the Subcommittee for

the opportunity to appear before you concerning S. 1814. I appear

to request on behalf of the Freight Forwarders Institute that the

sound principles underlying S. 1814 also be applied to freight

forwarders.

My name is Stephen P. Murphy. I am Senior Vice President

and General Counsel of Yellow Freight System, Inc., headquartered

in Overland Park, Kansas. With me is Mr. Robert J. Frulla,

President of the Freight Forwarders Institute, a national associa-

tion of the regulated, domestic, common-carrier freight forwarding

industry.

Though perhaps less well recognized than other common carriers,

freight forwarders are an integral part of our surface freight

transportation system. A forwarder takes freight from shippers,

usually in small shipments, combines it with freight of other

shippers, and sends it on its way via some other carrier, usually

a motor common or contract carrier. Forwarders are, on the one

hand, closely integrated with motor carrier operations, and, on

the other hand, meet motor carriers in head to head competition.

Mr. Chairman, we appear before you today to request equit-

able tax treatment for freight forwarders. Like motor carriers

and buses, freight forwarders have had their once-valuable ICC

permits rendered worthless by deregulation. The Economic Recovery
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Tax Act of 1981 correctly and justifiably clarified existing law

to permit motor carriers a deduction for their worthless certifi-

cates. S. 1814 correctly and justifiably provides bus companies

with a deduction for their worthless certificates. The Freight

Forwarders Institute seeks your support, Mr. Chairman, and that

of the Committee on Finance, for legislation which would provide

the same tax treatment for freight forwarders' permits. The

legislation we propose has been introduced on the House side by

Rep. Kennelly as H.R. 3528. It is supported by the same sound

tax policy which underlies the motor carrier and bus provisions.

Indeed, Mr. Chairman, in many significant respects, the case

for such a provision for freight forwarders is even sronger than

the case for the other two types of carriers. In eve signifi-

cant respect, it is at least as strong. Let me put the point

slightly differently: Wbile there are differences in the regula-

tory status of freight forwarders, motor carriers and buses,

there exists no difference which justifies, from the point of

view of sound tax policy, differing tax treatment of their worth-

less certificates.

I wish to make three basic points with respect to the deregu-

lation of freight forwarders: (1) meaningful entry restriction

no longer exists; (2) the existing statutory entry standards

applicable to buses and freight forwarders are virtually identi-

cal, and both are even less restrictive than the motor carrier

criteria, and (3) the Motor Carrier Act of 1980, as interpreted

by the Interstate Commerce Commission, has had a profound impact

on the regulation of freight forwarders.
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1. Meaningful entry restriction no longer exists for freight

forwarders. For an ICC license to have significant value, it

must represent a "scarce" commodity and it must create some bene-

fit in terms of exclusion of competition. The ICC entry policy

relating to it must meaningfully limit the number of competitors

who can be licensed and thus meaningfully limit the competition

the licensee faces. Just as it has for motor carriers and for

buses, entry policy administered by the Commission has ceased

serving that function.

I know of no knowledgeable person who contests the proposi-

tion. Indeed, it is even more clearly the case for freight

forwarders than for motor carriers.

The numbers are the best evidence. Attached to this testi-

mony as-"Exhibit A" is a chart setting out in detail the freight

forwarder grant rate for the years 1958 through 1967, and for the

years 1977 to the present. (The Commission stopped keeping these

statistics in 1967 and did not begin again until they computerized

in 1977.) What these numbers show is a grant rate of effectively

100 percent at least since 1977. And, they further show, as the

word spread in the transportation industry, a steadily growing

number of applications. Since passage of the Motor Carrier Act in

1980, out of a total of 296 applications, only 9 have been denied

"on the merits." We have examined those nine cases listed in Com-

mission statistics as denials. Two of them were actually grants,

with the grant coming on appeal of the initial negative decision. _

om Imperial Carriers, Inc. Extension - Nationwide General

ommodlties,"No. FF-416 (Sub-No. 3)(served Apr. 28, 1982)(granted

Footnote continued on pg. 4
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Three were denied because the applicant already held authority as

a common carrier, contract carrier or licensed broker. V The other

four denials, all by employee review boards, were based upon the

applicant's failure to make a sufficient showing of proposed opera-

tions or shipper support to make even a prima facie showing of

public need. 2/ There exists no significant restriction of freight

forwarder entry.

"Exhibit B" to my testimony sets out the motor carrier grant

rate since 1976. An examination of that chart reveals that the

motor carrier grant rate on the merits did not become effectively

100 percent until 1979 or 1980 -- at least several years after

the doors were thrown wide open to forwarder applicants.

The open entry policy regarding forwarder permits of the

last six years contrasts with the severely restrictive policy

exercised during the 1958 to 1967 period, as shown in the chart.

During that period, the grant rate on the merits averaged about

1/ Footnote continued from pg. 3

in decision served July 29, 1982); U.S. Express, Inc., Freight
Forwarder Application, No. FF-578 (served Mar. 8, 1 982)(granted in
decision served May 17, 1982).

o Slay Transportation Co., Inc., Freight Forwarder Application,
r. FF-625 (served Mar. 14, 1983); APX International, Inc., Freight
Forwarder Apglication, No. FF-580 (Sub-No. I)(serVed Aug. 3, 1982);
and Cosmopolitan Forwarders, Ltd., Freight Forwarder Application,
No. FF-551 (served Aug. 18, 1981).

I/ Airborne Forwarding Corporation Extension - United States, No.
FF-392 (Sub-No. 4)(served May 26, 1982); Atlas consolidated Container
Inc., Freight Forwarder Application, No. FF-573 (served Feb. 26, 198:2);
CTC Forwarding Company, Inc., Freight Forwarder Application, No.
FF-555 (served Nov. 17, 1981); and Bonney Forwarding, Inc., Freight
Forwarder Application, No. FF-549 (served Aug. 19, 1981).
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60 percent, and the average number of applications per year was

only 15, compared to an average of 60 applications for the years

since 1977. The low grant rate and low number of applications from

1958 to 1967 reflect the importance placed by the Commission dur-

ing the period upon the factor of "adequacy of existing service,"

i.e., protection of existing competitors, in deciding on forwarder

applicatics. A clear statement of this philosophy is contained

in Frank P. Dow Co., Inc., Extension - Lonqview, No. FF-173 (Sub

No. 1), 16 CCH FEDERAL CAAIRIER CASES 1 35,711 (January 13, 1964).

See also D.C. Andrews & Co. of Illinois, Inc. Extension - Balti-

more Maryland, No. FF-36 (Sub No. 3), 1966-67 CCH FEDERAL CARRIER

CASES 36,032 (July 21, 1966); H.E. Sutton Freight Forwarder AD-

plicatiQg, No. FF-323, 1966-67 CCH FEDERAL CARRIER CASES 1 36,139

(September 18, 1967); New England Forwarding Co. Extension, Import

Export, No. FF-96 (Sub No. 2), 1968-1970 CCH FEDERAL CARRIER

CASES 1 36,317 (Nay 17, 1968); Acme Fast Freight, Inc. v. United

States, 1968-1970 CCH FEDERAL CARRIER CASES 1 81,973 (December 10,

1967).

In the 1970's, the ICC began slowly and steadily deregulat-

ing. Deregulation of forwarders moved at a faster pace than that

of motor carriers. The main reason for this was that the forwarder

entry criteria were inherently less restrictive than the motor

carrier entry criteria. The ICC had recognized as early as 1966

that the "public interest" test applicable to freight forwarders

was more liberal than the "'public convenience and necessity" test

applicable to motor carriers. D.C. Andrews & Company of Illinois,

Inc., Extension - Baltimore Md., supra. Beginning in approximate-

ly 1973, the Commission increasingly began to emphasize this point
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and correspondingly, began to downplay the importance of protect-

ing existing competitors. The Commission's approach, and its un-

derlying interpretation of the statute, were confirmed by the

courts. Se, e.g., Yellow Forwarding Co. v. United States,

1973-76 CCH FEDERAL CARRIER CASES 1 82,464 (D. Kan. 1973); Aloha

Consolidators International' v. United States, 1973-76 CCH FEDERAL

CARRIER CASES 1 82,583 (D. Col. 1975). The explicit relaxation

of entry standards was steady and progressive. As will be discus-

sed at a later point in my testimony, the year 1980, with the

passage of the pro-competitive Motor Carrier Act, marked its

culmination.

Freight forwarder permits are worthless for the same reason

motor carrier and bus certificates are: The Commission no longer

meaningfully restricts entry. Moreover, with respect to freight

forwarders that fact is clearer, and longer-established, than it

is with respect to trucks and buses -- and even for trucks and

buses it is very clear and very well established.

2. The statutory entry criteria applicable to freight

forwarders are virtually identical to the newly-enacted bus cri-

teria, and both the forwarder and bus criteria are more liberal

than the motor carrier criteria. The Commission's open-entry

policy for freight forwarders is, as indicated in the foregoing

portion of my testimony, solidly tied to the relevant statutory

criteria. It has been endorsed by the courts. It has been

sealed and solidified by the pro-competitive Motor Carrier Act of

1980. It has produced a flood of new competitors for freight

forwarders. There can be no turning back. We may not like that,

but we are resigned to It. It is a fact of our economic and



124

business life. Deregulation of motor carriers or freight forward-

ers, so as to restore value to their certificates, is not a realis-

tic possibility. Anyone who would argue to the contrary could

not, in any event, argue with this proposition: Based on the

relevant statutory provisions, if reregulation is possible, it is

"more possible" for motor carriers than for freight forwarders.

Freight forwarder entry is governed by a "consistent with

the public interest" standard. 49 U.S.C.A. I 10923(a)(2) (West

Supp. 1983). As related above, this standard has been definitive-

ly interpreted by the Commission and the courts to place much less

importance on considerations of protecting existing competitors

than the traditional "public convenience and necessity" test appli-

cable to motor carrier licensing. Indeed, in enacting the pro-compe-

titive Bus Regulatory Reform Act of 1982, Congress adopted the "con-

sistent with the public interest" standard. 49 U.S.C.A. 5 10922

(c)(1)(A) (West Supp. 1983). Because of a slight difference in

the wording of the two provisions, however, the bus provision re-

flects a clearer placement of the burden upon protesting carriers

seeking protection from competition. Nonetheless, as the Senate

Commerce Committee report states, this placement of the burden is

of subordinate importance: "It should be clearly understood, how-

ever, that the burden placed upon protestants is not insurmount-

able and that the entry test should not be treated by the ICC as

a regulatory charade." S. Rep. No. 411, 97th Cong., 2d Sess. 16,

reprinted in 1982 U.S. Code Cong. & Ad. News 2308, 2323.

The consistent with the public interest standard applicable

to buses and forwarders is less restrictive than the criteria

applicable to motor carriers under the Motor Carrier Act of 1980.
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The Senate Commerce Committee report on the bus bill states as

follows:

The new public interest requirement will
also make it easier for applicants to obtain
operating certificates. The Committee intends
that this test be interpreted as a substantial-
ly lesser entry standard test than the tradi-
tional public convenience and necessity
standard. In fact, under this bill, entry
will be easier than it is for motor carriers
of property under the Motor Carrier Act of
1980.

S. Rep. No. 411, su2ra, 15, reprinted in 1982 U.S. Code Cong. &

Ad. News 2308, 2322.

The fact of the matter is that the entry policy which has

rendered truck and bus certificates worthless is dependent, to

some critical extent, on the Commission's application and inter-

pretation of the relevant statutes, informed by the general

pro-competitive national transportation policy declared by Congress.

Standing alone, the statutory provisions do not mandate the full

extent of the open-entry policy. The certificates are, nonethe-

less, worthless.

The same is true of freight forwarders. Commission interpre-

tation and application, confirmed by the courts, necessarily

plays a role. The statute does not end the matter. Forwarders,

like motor carriers and buses, have had their permits rendered

worthless by the ICC, a creature of Congress acting pursuant to a

Congressional delegation of authority. The process will not be

reversed. However, if one were to argue that it could be revers-

ed, even theoretically, one would also have to admit that, on the

basis of the relevant statutory provisions, it could be reversed

about as easily for buses and even more easily for trucks.

29-105 0-84-9
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3. The Motor Carrier Act of 1980, as interpreted by the

Interstate Commerce Commission, has had a profound effect upon

freight forwarder regulation. The Act did not amend the entry

criteria applicable to freight forwarders. It did not have to.

The existing criteria, as discussed in the previous portion of my

testimony, were already more liberal than the criteria which the

Motor Carrier Act put in place for motor carriers of property.

The most basic way in which the Act furthered freight forward-

er deregulation was by establishing the fundamental pro-competi-

tive national transportation policy by which the remaining regula-

tion of the motor carrier industry, and the integrally related

freight forwarder industry, was to be conducted.

Indeed, in the Freight Forwarders Institute's view, the

Commission has gone to unreasonable lengths in taking specific

provisions of the Act which, by their terms, apply only to motor

carriers and applying them wholesale to forwarders. The clearest

case in point concerns the restriction removal provisions of the

Act. Even though the special procedures and relaxed standards

for restriction removal of the Act apply only to motor carriers,

the Commission, in Ex Parte No. 142 (Sub No. 2) decided to make

them applicable to freight forwarders as well. In the course of

its decision the Commission cited its traditional "policy of

parity in treatment of these two types of regulated entities,"

"the close operational relationship between motor carriers and

freight forwarders," the Act's pro-competitive changes in the

National Transportation Policy, its intent to encourage intermoda-

lism, and its setting of the deregulatory "tone" for the regula-

tory structure. The U.S. Court of Appeals for the Fifth Circuit
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held just last week that the Commission cannot take so specific a

section of the statute and apply it wholesale to forwarders

without Congressional authorization. Global Van Lines, Inc. v.

MC, No. 82-4284 (5th Cir. Sept. 19, 1983). But that is not the

point. whether or not the Commission can go this far in a specific

area, Ex Parte No. MC-142 (Sub No. 2) and the reasoning on which

it is based are vivid examples of the pervasive effect of the

Motor Carrier Act of 1980 on forwarder regulation. Whether or not

the Commission can adopt the Act's specific restriction removal

rules for direct application to freight forwarders, it can and

has applied the Act's deregulatory thrust to its freight forwarder

entry decisions in particular and to its regulation of forwarders

in general.

Another important, fundamental, point needs to be made

concerning the impact of the Act on freight forwarders. while

freight forwarders cooperate closely with motor carriers in

providing service, we are also directly in competition with motor

carriers. We offer the same service to shippers, particularly

with respect to small shipments, as the L-T-L carriers of general

commodities do. The mere fact of motor carrier entry liberaliza-

tion, apart from freight forwarder entry, dramatically reduced

the worth of our permits. Liberal motor carrier entry itself has

confronted us with more, and bigger, competitors.

The Motor Carrier Act of 1980, as interpreted by the Inter-

state Commerce Commission, to repeat my basic and important point,

has had a profound and pervasive effect on freight forwarders.
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Mr. Chairman, before closing, let me briefly address some of

the more narrow "tax" aspects of our proposed legislation. We

break no new ground here. Our legislation is identical in all

important respects with the already enacted motor carrier provi-

sion and your proposed bus legislation. Like those statutes, our

proposal provides for a 60-month amortization period for the de-

duction. I should note that our proposal, like the motor carrier

provision, begins the authorization period after July, 1980, the

date of passage of the Motor Carrier Act. As explained above, it

was on this date that the worthlessness of freight forwarder permits

was definitively established.

We estimate the revenue impact involved in our proposal at

a maximum of $3 million. This is certainly small in comparison

even to the modest impact of the bus and motor carrier provisions.

Indeed, as was the situation with motor carriers, and as is the

situation with buses, it is arguable that existing law, apart

from the statutory provisions, allows a deduction for the worth-

less rights. The proposed legislation would clarify the law and

avoid costly and wasteful litigation. Under this view, there would

be no negative revenue impact.

Mr. Chairman, I urgently request your support and the support

of the Finance Committee for our proposed legislation. The legis-

lation is supported by sound tax policy. Moreover, to fail to af-

ford freight forwarders the same treatment: as motor carriers and

passenger carriers, would be, in our sincerely-held view, inequit-

able and unfair.
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Grant Rate on Freight Forwarder Applications

Dismissed,
Withdrawn,

Total Granted Denied Not Decided

.4

2

39

is
14

8

14

14

17

21

2

4
7

S

3

*8

4

7

6

4

10

0

1

2

1

3

3

2

4

7

9

2

0

32

11

3

1

5

4

6

2

Total Grant Rate
'Grant Rate On Merits

50 100t

50% 50%

131 711

201 75%

57% 731

50% 57%

so% 78%

43% 601

24% 36%

48% 531

Weighted Average * 61t

(The ICC discontinued reporting freight forwarder grant rate statistics in 1967.
The information is not again available until 1977, when the ICC began to keep
its statistics on computer.)

Calendar
Year

Dismissed,
Withdrawn,

Total Granted Denied Not Decided

1977 54

1978 25

1979 16

1980 34

1981 71

1982 99

1983 92
(to 8/31/83)

52

20

12

31

58

79

82

1

2

2

3

s

1

1

3

2

3

10.

15

9

Total Grant Rate
Grant Rate On Merits

96%

80%

75%

91%

82%

981

91%

86%

100%

95%

80 94%

89% 99%

Weighted Average a 96%

Exhibit A

Fiscal
Year

1958

1959

1960

1961

1962

1963

1964

1965

1966

1967
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Exhibit B

Grant Rate on Motor Carrier Applications

Fiscal
Year Total Granted

1977 7,048

1978 9,767

1979 12,944

1980 22,735

1981 28,414

1982 15,553

1983 6,646
(to 4/1/83)

6,038

8,684

12,233

22,125

27,475

14,706

6,323

Denied

984

384

200

97

231

147

24

Dismissed,
Withdrawn,
Not Decided

826

699

511

513

708

620

299

Total Grant Rate
Grant Rate On Merits

77.0'

88.9%

94.5'

97.4'

96.7%

9S.1%

95.1%

Weighted Average

86.0%

95.8%

98.4%

99.6%

99.21

99.0%

99.64

- 97.9%
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Senator PACKWOOD. Mr. Sherlock, president of the American Bus
Association.

STATEMENT OF NORMAN R. SHERLOCK, PRESIDENT AND CHIEF
EXECUTIVE OFFICER, AMERICAN BUS ASSOCIATION, WASHING.
TON, D.C.
Mr. SiwmocK. Thank you, Mr. Chairman, Senator Danforth.
For the record, my name is Norman Sherlock, president and

chief executive officer of the American Bus Association, a national
organization which represents the private inner-city bus industry.
With a fleet of about 21,000 buses, last year we transported some
370 million passengers.

The association has a membership of about 8,000, consisting of
bus operators in all forms of service as well as many businesses
which are engaged in travel and tourism in just about every State
in the Union.

Individual bus companies have become a vital component and in
many cases the lifeline of the travel and tourism industry, for an
industry which contributes about $140 billion a year to the nation-
al economy.

I am here today to express support for S. 1814. The operating
rights in question in this hearing are worthless, in our estimation,
because of deregulation. And a modification needs to be made to
the Internal Revenue Code to permit their amortization, as has al-
ready been done with the trucking industry.

The sudden loss in value of these operating rights has had a very
negative effect on the financial position of many bus companies,
and it is for this reason that we testify in support of the legislation.
A significant reduction in net worth to the holders of these operat-
ing authorities has made it difficult to raise capital at a tine when
the industry is attempting to upgrade its fleet with more fuel effi-
cient, economical buses. With the average bus costing $145,000 to
$160,000 today, the ability to borrow capital is very crucial to our
continued wellbeing.

The passage of this bill would clarify the present confusion which
exists regarding the tax treatment of the worthless operating
rights. The Economic Recovery Tax Act of 1981, while perhaps of-
fering general guidance to bus companies, is specifically limited to
carriers of property who held such operating rights on July 1, 1980.
The legislative clarification as to how this worthless asset should
be treated for tax purposes would eliminate the need for costly
legal and tax-accounting assistance.

This legislation in our view is also warranted in terms of sound
tax administration. This is the first full taxable year following bus
deregulation. If the legislation were to pass in 1984 or even 1985, it
would result in the filing of thousands of amended returns with the
Internal Revenue Service, an agency which is already severely
overburdened, and it would also add inconvenience and expense to
our membership.

Let me briefly comment on the statement presented by the
spokesman for Treasury.

First of all, Treasury appears to be concerned about a precedent
being established. If you look at page 6 of our testimony, you will
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note that there is ample precedent already in the form of bank
holding company rules, people who have been treated with the SEC
and the FCC, coupled with the fact that it is already in place for
the truckers. So the question of precedent really is not a good one
at this point.

Second, they have said that these rights continue to have values
in the trucking industry because the ICC required the taxpayer to
secure the rights in order to go into the business. As you have al-
ready noted, Mr. Chairman, that really means nothing. And the
same is true of the bus industry today. You can get an authority to
operate virtually by return mail. It is simply a piece of paper, and
that's all it's worth.

Third, they say that they think losses should be recognized on
the basis of an identifiable event. I think certainly deregulation in
this legislative form that occurred last year and went into effect in
November is an identifiable event.

Fourth, the spokesman seemed to be leaning in the direction of
treating our operating rights as a business related loss, which
would in effect result in a 1-year write-off. That would be all right
with us, if we could be absolutely certain that that would be the
policy that would be followed. If in fact Treasury were to submit a
better and amend its regulations to make it clear that that is the

policy. Nonetheless, Mr. Chairman, we do prefer a clear legislative
solution.

Thank you very much.
Senator PACKWOOD. But as between the two, you would prefer a

legislative solution that says write them off in one year, rather
than amortization.

Mr. SHZRLOCK. Absolutely.
[Mr. Sherlock's prepared statement follows:]
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Mr. Chairman and members of the Subcommittee, I appreciate this

opportunity to testify on behalf of the ABA in favor the S.1814. My name is

Norman Sherlock. I am President and Chief Executive Officer of the American

Bus Association.

The American Bus Association is the national trade association for the

Inter-city bus industry. With a fleet of some 21,000 buses, the industry

transported 370 million passengers in 1982. The Association has a membership

of nearly 3,000, including bus owners and operators and others engaged in travel

and tourism. Individual bus companies have become a vital element and, in some

cases, the lifeline for travel and tourism which contributes $140 billion annually

to the Nation's economy.

We are here today to express our support for S.1814, which would provide

for the amortization of bus operating rights. It is the position of the Association

that because these operating rights are now worthless because of deregulation,

a modification should be made to the Internal Revenue Code to permit their

amortization, as has already been done with the trucking industry.

In 1935, Congress amended the Interstate Commerce Act by passing the

Motor Carrier Act. The purpose of the legislation was to provide a regulatory

framework for motor carriers of both freight and passengers. The primary

regulatory feature of the Act was the establishment of a system of operating

authorities or "rights" by which a motor carrier gained an exclusive concession

to operate along a certain route.

-1-
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During the period 1935 to 1980, the Interstate Commerce Commission (ICC)

granted a limited number of permits and certificates of operating authority to

motor carriers and freight forwarders. In order to secure a certificate of

operating authority, the applicant was required to prove that:

1. The applicant was fit, willing and able to provide the transportation

and comply with the ICC regulations, and;

2. That the transportation to be provided was or would be required

by the present or future public convenience and necessity.

Holders of existing operating rights were empowered to intervene in a

proceeding for a request of operating authority to show that the proposed

service was not required by the public convenience and necessity.

The right of existing operators to intervene and the applicant's burden of

showing that the proposed service was required by the public convenience and

necessity gave existing operators some protection against unwarranted competi-

tion. Persons wishing either to enter the motor carrier business or expand

an existing business, often would purchase an existing business with its operating

authority.

-2-
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Substantial amounts were paid for these operating authorities. The value

of the operating authorities provided owners with an asset that constituted a

substantial part of a carrier's asset structure and a valuable source of loan

collateral.

In 1979 and 1980, Congress undertook a study of motor carrier regulation

and eventually approved the Motor Carrier Act of 1980 (PL 96-266), deregulating

the trucking industry. Until the passage of the 1980 Act, both passenger and

freight motor carriers were under the regulatory sanctions of the 1935 Act.

Since the 1980 Act dealt only with motor carriers of property, the bus industry

continued to be regulated under the 1935 legislation.

In its report on the 1980 Act, the House Public Works and Transportation

Committee addressed the issue of operating rights by ,noting that if it should

"become apparent that the effect of this legislation has been to substantially

erode the value of operating rights, then appropriate relief for such results

should be considered, as early as possible." 1

The Congress did apparently find that the value of these rights was eroded

since it granted tax relief in the same year that it passed the legislation to

deregulate the industry. Such relief was included as part of 0,e Economic

Recovery Tax Act of 1981 (ERTA)(PL 97-34). Specifically, § 266 of ERTA states

that, for taxpayers who, on July 1, 1980, held one or more motor carrier

operating authorities, "an amount equal to the aggregate adjusted basis of all

1/ H.R. Rep. No. 1069, 96th Cong., 2nd Sess. 4, reprinted in 1980
U. S. Code Cong. & Ad. News 2286

-3-
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motor carrier operating authorities held by the taxpayer on July 1, 1980, or

acquired subsequent thereto pursuant to a binding contract in effect on

July 1, 1980, shall be allowed as a deduction ratably over a period of 60 months." 2

On November 19, 1982, the Bus Regulatory Reform Act of 1982 (PL 97-261)

became law. This legislation, which deregulated the inter-city bus industry,

removed almost all barriers to entry into existing markets, established new

guidelines for the bus Industry's rate bureau, limited anti-trust immunity, and

amended the minimum levels of financial responsibility required of bus

operators. One of the most far reaching aspects of the legislation was the

increased competition encouraged as a result of removing barriers to existing

markets. For this reason, operating authorities issued by the ICC, which existing

bus operators had acquired over the last 50 years, have been rendered valueless.

For many bus companies, the operating authorities they held were the major

assets on their balance sheets. The inherent value of such operating rights was

recognized in October, 1979 by the ICC's Office of Policy and Analysis. In a

study entitled, "The Value of Motor Carrier Operating Rights", the ICC clearly

recognized an active market-place for operating rights which existed under ICC

supervision and with its consent. While prices varied according to specific rights

bought and sold, the study indicated that operating rights were a very real asset

to a carrier, functioning much as tangible assets do to other industries. That

is, operating rights were included in the value of an enterprise and were a source

of collateral for borrowing.

2/ Economic Recovery Tax Act of 1981, Pub. L. No. 97-34 § 266,
95 Stat 265-266 (1981)

-4-
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Relying on the rules In existence prior to the 1982 Act, companies made

substantial capital investment in such operating rights generally through

purchase from other owners. These operating rights were listed as intangible

assets on the balance sheet of the operator.

The sudden diminution in value of these operating authorities brought about

by the 1982 legislation has had a negative impact on the balance sheet of the

holders. The reduction in the overall net worth of all companies holding

operating authorities has come at a particularly bad time since the industry is

attempting to upgrade its fleet through the acquisition of more fuel efficient

buses. With the average operator owning between four and six buses and each

bus costing approximately $145,000 it can easily be seen that the ability to

borrow is essential to the well-being of individual operators. The severe

reduction in net worth resulting from the reduction in value of operating

authorities is therefore a major problem for our industry.

In addition, with the reduction in book value brought about the the 1982

legislation, some operators may be the target of acquisition attempts by other

carriers or other industries seeking to acquiure a transportation subsidiary. Mr.

Chairman, I hope you would agree that it is important to correct the

unanticipated results of bus deregulation and to ensure the continued viability

and independence of the small entrepreneur.

Having suffered a severe loss in the value of operating rights, the members

of the American Bus Association are unanimous in their support for the relief

-5-
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granted in S.1814. In addition, I should mention that a similar bill, H.R.3284 has

been introduced by Congressman Ed Jenkins, a member of the House Ways and

Means Committee. The situation of the inter-city bus industry following the

enactment of the 1982 Bus Deregulation Act is similar to that of a business loss.

Operators currently are in possession of an asset which is worthless, which has

no market value and which grants them rights that are no longer enforceable.

The Internal Revenue Code at * 165 and other sections, takes cognizance of the

fact that tax relief should be granted in the case of expropriation, casualty, acts

of God, and business related losses. In fact, the Congress has recognized several

situations in the past where tax relief was deemed appropriate as a result of the

consequences of federal legislation. For example, § 1071 of the Internal Revenue

Code provides a special non-recognition provision concerning the sale or

exchange of property pursuant to a change of policy or a new policy of the

Federal Communications Commission. Similarly, § 1081 of the Internal Revenue

Code provides for non-recongition of gain in an exchange or distribution in

obedience to orders of the Securities and Exchange Commission. In addition, §

1101 - 1103 of the Internal Revenue Code grant specific relief to persons impacted

by the bank holding company legislation which was enacted in 1956, 1966 and

1970. We feel therefore that amortization over 60 months of the adjusted book

value of operating rights is in keeping with the spirit and policy of the tax law.

Moreover, passage of this legislation would extend to the bus industry to same

treatment afforded the trucking industry in 1981 following its earlier deregulation.

With regard to the legislative history of the Bus Regulatory Reform Act

of 1982, it is significant to note that § 20 of the Act provides for relief

-6-
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from tax discrimination as between the bus and trucking industry. The

conference report on the Act (Rept. No. 97-780) at page 55, states that, "This

provision makes current law which prohibits the assessment, levying or collecting

of taxes on motor carrier property in a manner different from that of other

commercial and industrial property applicable to motor carriers of passengers.

The provision thus makes the law uniform for motor carriers of passengers and

motor carriers of property. The prohibition applies to taxes on real or personal

property, general sales taxes or other levies that are part ,of the general tax

structure applicable to commercial activity. It does not apply to highway-user

taxes." 3 This language clearly indicates that the intent of the legislation was to

treat carriers of passengers in the same manner as carriers of property for tax

purposes. It is the position of the American Bus Association that this language

specifically identifies the need for the legislation introduced by the Subcommittee

Chairman and in favor of which we are testifying here today.

Passage of this legislation would also clarify the confusion which exists

in the eyes of bus owners and operators with regard to the treatment of

such operating rights for tax purposes. Under generally accepted principles

of accounting in effect prior to the enactment of the truck deregulation bill

of 1980, operating rights acquired after 1970 had been amortized generally

over a period not to exceed 40 years. The ICC did not permit amortization

or disposition of carrying costs or operating rights unless there had been

impairment or diminution of value. However, with the passage of the Motor

Carrier Act of 1980, the ICC Bureau of Accounts approved the issuance of

Accounting Series Circular No. 188, Accounting for Intangible Assets. The

3/ H.R. Rep. No. 780, 97th Cong., 2nd Sess. 55 (1982)
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ICC changed its accounting to conform its practices with the new generally

accepted principles of accounting which require an immediate, one-time

deduction for book purposes, because such legislative actions and recent

Commission decisions impaired or diminished the market value of carrier

operating rights.

Conversely, the relief granted to the trucking industry in the ERTA of 1981,

while offering general guidance to bus operators, is specifically limited to motor

common or contract carriers of property who held such operating authorities on

July 1, 1980. Clearly, motor common or contract carriers of passengers who held

operating authorities on November 19, 1982 (the date of enactment of the Bus

Regulation of 1982) do not fall within these legislative parameters. As a result

there is clear confusion within our industry as to how these operating authorities

which are now worthless should be treated for tax and accounting purposes. A

legislative clarification by the Congress would bring certainty to our industry

and eliminate the need for significant expenditures for legal and accounting

assistance.

0

Mr. Chairman, in addition to the uncertainty concerning the proper tax

treatment of operating rights following the 1982 legislation, there is another

pressing reason why this legislation should be enacted this year. In addition to

the need for a legislative solution as a matter of fairness and equity, the

interests of sound tax administration require the prompt enactment of this

legislation. As indicated, the Bus Deregulation Act was passed in 1982, this is

the first full taxable year in which the issue of how these operating rights should

be treated for tax purposes will be addressed by the thousands of bus owners and

-8-
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operators across the United States. If this legislation were postponed until 1984

or even 1985, it could result in the filing of thousands of amended returns with

the Internal Revenue Service. Being mindful of the burdens under which that

agency currently functions, it would be unfortunate to bring about an additional

burden in the form of amended returns from bus owners and operators. From

the perspective of the membership of the ABA, it is also an inconvenience and

expense which we would hope to be spared if possible. In addition, if there is

a significant time gap between the actual reduction in value of operating

authorities and the granting of tax relief, the negative impact on the financial

position of individual companies will be exacerbated. It is for this reason, that

we view the passage of S.1814 as a natural and local concomitant to the 1982 Bus

Regulatory Reform Act.

The comparative ease with which operating authorities can be secured

from the ICC In the wake of deregulation is having a significant competitive

impact on some of our smaller established carriers which I would like to share

with the Committee. (In fact, the ICC reports that as of last Wednesday,

September 20, it had processed 1,436 applications for operating authorities since

the effective date of deregulation). The typical situation concerns a small

carrier which has borrowed heavily in order to purhease operating authorities

prior to 1982. Following deregulation, such a company's net worth dropped

precipitously, with the drop in value of the operating rights. Potential

competitors to the established operator, who have secured their operating

authorities at no cost from the ICC, and which have little or no debt, are in a

much stronger borrowing posture than the established operator. The new

competitor because of a greater ability to borrow and because of little or no

debt service obligation, can competitively drive out of business the older more

-9-
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established operator. We are seeing this phenomenon fairly frequently. Its

cause is the rapid devaluation of operating rights brought about by the 1982

legislation. Enactment of prompt tax relief, while not making the established

operators completely whole, would be a major step toward stabilizing the

financial posture of these carriers.

On behalf of the members of the American Bus Association, I wish to thank

the Chairman for the position he has taken with regard to this issue, and I will

attempt to respond to any questions which the Subcommittee members may wish

to pose.

-10-
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Senator PACKWOOD. Mr. Murphy, let me ask you this, or perhaps
I should address it to Mr. Frulla:

Truck dereg and bus dereg are statutory. The freight forwarders
dereg, as I recall, was more an administrative action of the ICC in
the mid-1970's, was it not?

Mr. FRuLLA. That is true, sir.
Senator PACKWOOD. Now, I know of no one in the bus industry

that wants to go back to regulation. The trucking industry is prob-
ably split; but I find that many of those who were once opposed are
coming around and accepting it. Are the freight forwarders fully
behind deregulation, and would they be willing to have it made
statutory and have no desire to go back to it?

Mr. FiuLLA. I believe so. Speaking for myself, Senator, yes, we
are. But I would have to poll our industry first and ask them and
get their opinions. But yes, I think if the deregulation comes to all
modes we would support it completely. But we would not want to
be one of the first ones out in dereg, completely deregulated.

Senator PACKWOOD. Well, when did the ICC start deregulating
you?

Mr. FRuLLA. Well, they started back in 1979, I believe.
Mr. MURPHY. I think it's really 1978, Senator.
Mr. FRULLA. Seventy-seven or seventy-eight, Senator.
Senator PACKWOOD. What I want to make sure of is that you are

included in writing off your certificates, because you are only de-
regulated administratively. I don't want the ICC coming back 8 or
4 years hence and regulating you and making whatever certificates
you have written off valuable again, and having to try to undo the
action that we have granted from a tax standpoint.

And it would also be unfair if we allowed you to write them off
and then you went back to the ICC and pleaded for reregulation.

Mr. FRuLLA. Oh, no. We would not do that.
Mr. SHERLOCK. Senator, we do not want to change the rules.
Mr. FRuLLA. No, we would not do that, sir.
Senator PACKWOOD. All right; that's what I wanted to make sure

of.
Senator Danforth.
Senator DANFORTH. No questions.
Senator PACKWOOD. If there are no other questions, gentlemen,

thank you very, very much for coming.
Mr. FRuuA. Thank you.
Mr. MURPHY. Thank you, sir.
Senator PACKWOOD. Now let's move on to S. 1815, and we have

Mr. Philip Iglehart. I will also place in the record, after Mr. Igle-
hart's testimony, a letter from the National Association of Inde-
pendent Colleges and Universities supporting S. 1815. Go right
ahead, sir.

(The letter follows:]
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National Association S S s-t. Avcnu N W

of independent F--Wu, a| wash,,i,,, )C 2W036
Colleges and Universities [JI ll' 4 J 23:m/ /623

September 23, 1983

Senator Robert Packwood
SR-173 Senate Russell Office Building
United States Senate
Washington, D.C. 20510

Dear Senator Packwood:

On behalf of the National Association of Independent Colleges and
Universities and the American Council on Education, which together
represent over 2000 public and independent colleges and universities
across the country, I would like to express our support for S. 1815. As
we understand the legislation, colleges and universities would, under
your bill, be afforded the opportunity to pool investments with pension
plans and other 501(c)(3) organizations. In addition, the bill would
allow colleges the opportunity to Invest in debt-financed real property
without incurring unrelated business income tax. The higher education
community is appreciative of your continued leadership role in supporting
colleges and universities. This bill is a further indication of that
support.

The provisions of the bill are very favorable toward college and
university investments. As educational institutions are being forced to
rely increasingly on their own resources, debt-f danced real estate
investments are becoming even more important as a source of greater
investment yield. As you say in your floor introduction of the
legislation, "diversification is made easier if several charities and
pension funds are permitted to share in the ownership of a corporation...
diversification allows a sounder investment mix.' Such diversification
of investments between and among tax-exempts could prove to be extremely
helpful to colleges and universities. In addition to allowing joint
ventures among tax-exempt entities, we suggest an extension of the
provision which would allow joint ventures between taxable and tax-
exempt organizations. This extension would allow for even further
diversification of investments.

S. 1815 would also exempt from taxation any income received from
debt-financed real estate, if the entity involved is a 501(c)(24)
organization. Colleges and universities would, therefore, be given the
same investment opportunities as are currently afforded pension trusts.
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[ry<m
Senator Robert Packwood 2 - September 23, 1983

In addition, we urge that you consider including in subparagraph (C)
of proposed Section 501(c)(24) as item (v), "any organization described
in paragraph (4) or (6), which is organized and operated for the benefit
of or to perform the functions of or to carry out the purposes of one or
more operating educational institutions described in IRC Section 170(b)
(1)(A)(ii) which is controlled by such operating educational institu-
tions." This will make it possible for a cooperative service
organization of operating educational institutions, such as the Common
Fund, which is exempt from Federal taxation under IRC Section 501(f), to
provide investment services not only to operating educational institu.
tions but also associations of operating educational institutions which
are exempt from income tax under IRC Section 501(a).

The Common Fund has made it possible for colleges and universities,
particularly those with small endowments, to have as a means of investing
through an exempt organization which is tailored to their needs. There
seems no reason why tax-exempt associations of colleges and universities
should not be allowed to Invest through an entity like the Common Fund,
which services its member colleges, universities, and schools. We would
note that the number of such entities with funds to so invest is limited
and the amounts to be invested small. There is, of course, no effect on
the revenue effect because the income is not taxable in any event. (See
attached statement with respect to the Common Fund.)

The bill is generally a good one, of which we are very supportive.
We ask that this letter be made a part of the record of the September 26
hearing before the Subcommittee on Taxation and Debt Management. We also
ask that we be allowed to submit a statement at a later date, after we
have had the opportunity to evaluate the impact of the legislation on
higher education institutions. We thank you once again for introducing
this legislation and we would be happy to assist you in enactment of this
important legislation.

Sincerely,

Christine Topping Milliken don Elliot Steinbach
Vice President and General General Counsel, ACE

Counsel, NAICU

Attachment



147

The Commnon Fund

last Post PAW O
PO. DoB 040
FudwId. Coanscsld 06430

(I2 34 )1211

August 3, 1983

STATIKJ IN SUPPORr OF PROPOSED LEGISLATION

The Coomon PFnd was established July 1, 1972 as a non-profit member-
uration, Its purpose is to pool endowet and other funds of its

atioal Institution and arrange for professional investment
ina-emnt. (See beckground smary attached.) By combining the mailer

funds of many institutions into large f/nds it can attract the best pro-
fessional investment firms and achieve economies of scale,

Over the past twelve years The Common Ri"d has established four
investment pools; for common stocks, bonds, money market securities and
international investments. The attached chart shows the organization and
management structure of these four investment programs. Also attached is
a list of the more than 400 colleges, universities and independent schools
that have become members of The Cowaon Pund over the past twelve years.
Investment results have been excellent, as shown in the chart and table
attached.

Section S01(f) was added to the Internal Revenue Code in June 1974
to provide a basis for the permanent tax-exmpt status of The Cammon Rind.
Prior to that time The Common Fund had limited exemption based on the fact
that the Ford Foundation had paid the start-up costs involved. The 1974
code provision limited membership to certain educational institutions de-
scribed in Section 170 of the Code. The purpose of the proposed amendment
is to extend eligibility to a variety of non-profit educational associations
that were created and are controlled by collegs, universities and indepen-
dent schools and operated exclusively for their benefit or to carry out their
A tIons. Ther are organizations such as th' American Council oan Ecation,
the Association of Governing Beards of Colleges and Uiiversities, and the
National Association of lidepennt Colleges and Universities. There are
probably no more than 100 such organizations, and all deal with very limited
amounts of money. Many could benefit from the pooling of their investments
in The Comn Rnd, and thus, more effectively purchase investment mnagement
services provided by taxable suppliers. There is no tax revenue implication
to the proposed legislation because all these organizations are already exempt
and pay no taxes on investment income.

InvomwaI Manapmmpt For Educeliomal inwitutons
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STATEMENT OF PHILIP IGLEHART, PRINCIPAL, RREEF FUNDS,
SAN FRANCISCO, CALIF.

Mr. INGLEHART. Thank you.
Mr. Chairman and Senator Danforth: I am pleased to have this

opportunity to present the views of the RREEF Funds in full sup.
port of S. 1815, which would exempt from taxations corporations
that acquire and manage real property for certain other tax-
exempt organizations and would provide for these corporations the
same exemption from the tax on unrelated business income derived
from debt financed property as now enjoyed by certain other
exempt organizations.

The RREEF Funds are the largest group of closed-end tax-
exempt real estate investment funds in the United States. Since
1975 the RREEF Funds have provided an opportunity for exempt
organizations, principally pension funds and government plans, to
invest in a series of professionally managed, comingled, closed-end
real estate investment funds.

At this time the RREEF Funds have over $1.5 billion under man-
agement for exempt organizations, earning a return on investment
which enables these organizations to carry out their exempt pur-
poses.

Although admittedly this bill is in our interests as sponsors and
managers of tax-exempt funds, we recognize that our interests and
the interests of those similar to ourselves is not of dominant public
policy concern.

Senator PACKWOOD. Let me interrupt you just a moment, Mr. Ig-
lehart, because if you read this entire statement it is going to take
you longer than your allotted time.

Mr. IGLEHART. OK.
Senator PACKWOOD. If you could abbreviate it, we would appreci-

ate it.
Mr. IGLEHART. All right.
Senator PACKWOOD. All of the statements are in the record in

their entirety.
Mr. IGLEHART. Yes. Thank you.
The best way to express what we are about here is that we would

like to eliminate many of the inconsistencies that exist between
various entities in which tax-exempt organizations can invest in
real estate. We would like to unify under one roof, so to speak, the
many freedoms which we have been able to secure in these differ-
ent entities, which have been granted under various circumstances
and at various times in the past.

Thank you.
[The prepared statement of Philip C. Iglehart follows:]
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STATEMENT OF

PHILIP C. IGLEHART

PRINCIPAL, RREEF FUNDS

BEFORE THE

SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT

OF THE SENATE COMMITTEE ON FINANCE

Mr, Chairman and Members of the Subcommittee:

I am pleased to have this opportunity to present

the views of the RREEF Funds in full support of S.1815,

which would exempt from taxation corporations that acquire

and manage real property for certain other tax-exempt

organizations and would provide for these corporations the

same exemption from the tax on unrelated business income

derived from debt financed property as now enjoyed by

certain other exempt organizations.

The RREEF Funds are the largest group of

closed-end, tax-exempt real estate investment funds in the

/ United States. Since 1975, the RREEF Funds have provided an

opportunity for exempt organizations, principally pension

funds and government plans, to invest in a series of

professionally managed, commingled, closed-end real estate

investment funds. At this time, the RREEF Funds have over

$1.5 billion under management for exempt organizations,

earning a return on investment which enables these

organizations to carry out their exempt purposes.
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Although admittedly this bill is in our own

interest as sponsors and managers of tax-exempt funds, we

recognize that our interest -- and the interest of those

similar to ourselves -- is not of dominant public policy

concern. What is, however, of such concern is that

tax-exempt institutions with equally worthy missions be

treated fairly, in a nondiscriminatory fashion, and that

those institutions be permitted easily to diversify their

investments so that they can minimize the risk of asset

shrinkage which so plagued these institutions in the 70's.

Present law not only treats tax-exempt

institutions, with equally compelling claims for government

policy approval, discriminatorily, but also it does so in an

arbitrary and capricious fashion amounting to a crazy quilt

pattern of regulation that extends the old adage -- the life

of the law is experience rather than logic -- to new

indefensible ground.

Mr. Chairman, we come before your committee to

plead for this bill, S.1815, because it would neatly correct

present inequities. Should it pass, we believe there would

be no revenue loss to the Treasury; indeed efforts we have

seen to conjur up a revenue loss seem more metaphysical than

economic.

Briefly, as we understand the bill, it would add a

new section, 501(c)(24), to the Internal Revenue Code that
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would provide exemption from taxation for a corporation that

has as shareholders only other tax-exempt organizations of

the type that generally invest in real property and that

limits its (the corporation's) activities to the acquisition

and management of real property. Different kinds of exempt

organizations, for example a pension trust, a public charity

and a university, could be shareholders in the same

501(c) (24) corporation, thereby enabling those organizations

to diversify their real estate investments in a common

vehicle. Secondly, the bill would extend to these

501(c) (24) corporations the exemption from the unrelated

business income tax on debt financed property currently

extended to pension trusts and government plans, thereby

correcting the unfair, treatment of investments by other

exempt organizations, particularly educational institutions

and foundations.

Background

Before 1977, Section 501(c)(2) corporations were

useful vehicles for a group of tax-exempt organizations to

invest in real property. Section 501(c) (2) exempts:

Corporations organized for the exclusive purpose
of holding title to property, collecting income
therefrom, and turning over the entire amount
thereof, less expenses, to an organization which
itself is exempt under this section.

Both tax-exempt entities such as organizations

described in Sections 501(c) and 501(d) and pension plans

described in Section 401(a) were at that time eligible to

invest in 501(c)(2) corporations. Tax-exempt entities could

-3-
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invest in such a corporation simply by purchasing its

shares of stock, an obviously convenient and comfortable

mode of investment for tax-exempt institutions. Since

multiple tax-exempt entities of different types (e.g.,

pension plans and charitable foundations) could purchase

shares in the same corporation, this device afforded

tax-exempt entities an opportunity to diversify their

investment portfolios by investing in real property.

Utilization of a Section 501(c) (2) corporation was approved

in at least two instances by the National Office of the

Internal Revenue Service,

In 1977, however, the IRS reversed its earlier

position and concluded that a Section 501(c) (2) corporation

could not be owned by "unrelated" tax-exempt entities.

Moreover, the IRS stated that a Section 501(c)(2)

corporation could not be sponsored by investment advisers,

(too "commercial") but rather had to be established by a

tax-exempt entity itself.

Another vehicle through which tax-exempt

organizations have invested in real property is the group

trust -- an entity described nowhere in the Internal Revenue

Code, but "created" in Internal Revenue Code Ruling 56-267,

which sets forth the requirement for the group trust. In

effect, a group trust is a pension trust described in

Section 401(a) which can have as beneficiaries only other

pension trusts. Group trusts are exempt from federal income,

taxation pursuant to the provisions of Revenue Ruling

81-100. The IRS did not and does not express any concern

- 4 -
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that the group trust, as opposed to a 501(c)(2) corporation,

would have multiple beneficiaries, or that investment in it

would be commercially solicited. Indeed, the National

Office also issued a ruling extending tax-exempt status to a

Section 501(c)(2) corporation wholly-owned by a group trust,

on the grounds that ownership of the corporation by the

group trust avoided the IRS's two stated

concerns, i.e. the corporation would not have multiple

parents and shares in the corporation would not be marketed.

Unfortunately, there are two primary shortcomings

to the group trust as an investment vehicle for tax-exempt

entities. The first is the limitation on eligible investors

in the group trust. Tax-exempt foundations, endowments, and

similar exempt organizations cannot currently invest in

group trusts. Secondly, under the laws of many states the

owners of the trust may be personally liable for the

obligations of the trust and limited liability is of

particular importance to the typical tax-exempt

institutions.

Another inconsistency concerning these investment

vehicles centers on transactions involving debt-financed

property. In 1980, Congress added Section 514(c)(9) to the

Code, permitting a "qualified trust," which is any trust

described in Section 401(a) (i.e., pension funds including

group trusts, to acquire real estate subject to leverage

without owing any unrelated business income tax.

Previously, a portion of the income generated by leveraged

-5-
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property had been taxable. This section solved the problem

faced by group trusts when they acquired property subject to

existing debt at favorable rates or debt which could not be

paid off without significant prepayment penalty. The

benefits of Section 514(c) (9), however, apply to group

trusts but not to a Section 501(c)(2) subsidiary. Thus, it

is presently impossible to achieve simultaneously the

protection of limited liability and the treatment granted by

Section 514(c)(9).

Enactment of S.1815 is necessary to resolve these

inconsistencies in present law and to provide an opportunity

for other exempt organizations, predominantly smaller than

pension funds, to make prudent real estate investments.

Only through enactment of S.1815 can this purpose be

achieved. Amounts which a smaller organization can afford

to invest would not enable it to make a prudent real estate

investment unless its funds are combined with those of other

organizations. Thus, unless these organizations can combine

their investment with those of exempt organizations with

larger amounts to invest, such as pension trusts, any real

estate investment by these smaller organizations is

difficult, and prudent diversification of that investment is

impossible.

To facilitate these investments by smaller exempt

organizations it is necessary not only to create a Section

501(c)(24) corporation, but also to extend to that

corporation the exemption from the tax on unrelated business

income from debt financed property.

"6--
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It is simply unfair to discriminate against

organizations such as public charities and educational

institutions by denying them the tax treatment currently

extended to other organizations such as pension trusts.

Such discrimination seems particularly

inexplicable at a time when budget pressures force Federal

and state governments and the American people to depend even

more on these institutions. As the Chairman is aware, this

committee has had hearings on other bills that address

"unrelated business tax" discrimination questions. Since

the Treasury opposed the 1980 legislation providing relief

to pension plans they apparently continue to oppose

extending the same relief to educational institutions and

foundations. But the Congress is not going to repeal the

1980 law -- nor should it. It is time, therefore, for the

government, as a whole, to cure the unjustified

discrimination it has caused.

Moreover, if these smaller organizations are to be

able to invest in real estate jointly with pension trusts

and government plans, they must be treated equally for

unrelated business income tax purposes in order to avoid a

conflict of interest within a 501(c)(24) corporation. In

other words if a "pass through" of tax treatment of income

were to occur, so that some shareholders in the corporation

(the pension trusts and government plpns) were exempt from

the unrelated business income tax, and the other

shareholders were not exempt, then the shareholders would
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have conflicting interests whenever an opportunity arose to

acquire a property with a pre-existing mortgage at a

favorable rate.

This problem of conflicting interests would not be

solved by creating separate funds for the shareholders not

exempt from unrelated business income tax. Smaller exempt

organizations, even if their investments were combined,

would not generally be able to invest a large enough amount

to achieve the necessary diversification. For example, the

RREEF West Funds, investing in property in the western

United States, generally invest a total of $75-80 million,'

all in projects which each have a price of $15 million or

less. To achieve this kind of investment, it is necessary

to combine investments of smaller exempt organizations with

those of pension trusts and government plans. Furthermore,

since the leading investment advisers, including RREEF,

organize funds for pension trusts and government plans

throughout the United States, these advisers could not

assist a separate fund comprised of different kinds of

exempt organizations because of the conflict of interest

necessarily arising when the adviser had to decide whether

to acquire a-particular property for the fund of the pension

trust and governmental plans, or the fund composed of other

exempt organizations.

No currently existing investment vehicle satisfies

the need which would be filled by S.1815. For example, the

-8-
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investment needs of exempt organizations cannot be satisfied

by use of a limited partnership. In order to have a valid

limited partnership, at least one investor would be forced

to act as the general partner, subject to

complete liability for partnership obligations which could

not be limited to its investment in the partnership.

Furthermore, if a corporation or investment adviser was to

act as general partner, the standards set by the Internal

Revenue Service for issuing a ruling as to the partnership's

validity would require maintenance of a net worth and

investment in the partnership of a size which is generally

beyond the capabilities of any single investment adviser or

exempt organization.

In recent years, the lack of any acceptable

investment vehicle has forced RREEF to advise numerous

organizations that RREEF could not assist them in making

prudent real estate investments. These organizations

include the Ford Foundation, the Rockerfeller Foundation,

the Mellon Foundation, the J. Paul Getty Foundation, the

Murdock Foundation of Oregon, and the Kamehameha Schools of

Hawaii. We understand the need for this legislation has

prompted support for S.1815 from the Association of Private

Colleges and Universities and the Council on Foundations.

Because S.1815 corrects unfair treatment of

smaller exempt organizations with regard to investments in

real property, and because it corrects inconsistencies in

the law which affect all exempt organizations, we join the

Association of Private Colleges and Universities, and the

Council on Foundations, in supporting S.1815.

This concludes my prepared remarks. I would be

happy to answer your questions.

29-105 0-84-11
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Mr. SILBERMAN. Mr. Chairman, may I also introduce myself?
Senator PACKWOOD. Yes, sir.
Mr. SILBERMAN. I am Lawrence Silberman, of the law firm of

Morrison & Forster, representing RREEF.
It might be useful, since you have our testimony, if we might

briefly refer to Treasury's points, Mr. Chairman. I don't know if
that would be helpful, or not.

Senator PACKWOOD. I might introduce Mr. Silberman more fully.
He hardly needs to introduce himself to this committee or this Con-
gress. He is a former Ambassador to Yugoslavia, Deputy Attorney
General, Under Secretary of Labor, and miscellaneous other pro.
sitions in past administrations. I'm glad to have you with us.

Mr. SILBERMAN. There are a couple of points I would make with
respect to the Treasury's testimony.

AsI understood, the Treasury testimony basically made two
points:

First, with respect to the unrelated income tax point, they say
that they never liked it in the first place, Congress should never
have extended the pensions, and since they didn't like it in the
first place it shouldn't go any further; although they admit in their
testimony that the distinction between pensions and other tax-
exempt institutions, 501(cX3), educational institutions and founda-
tions, is as they say "tenuous."

Senator PACKWOOD. Yes. They would be happy if we repealed the
pension exemption.

Mr. Snt LMAN. My view as a matter of public policy and my cli-
ent's view as a matter of public policy, as the institution which op-
erates and provides an investment vehicle for these institutions, is
that there is no distinction between the two-the 501(c)3's on the
one hand and the pensions on the other, and I think Treasury rec-
ognizes it.

So the Congrss really has two choices: One, do you repeal the
provision for the pensions, which Congress is never going to do? Or,
two, do you rationalize it by givig the same benefits to the educa-
tional institutions and foundations?

And in a time of budget-cutting on the part of the Government,
it seems almost absurd to suggest that the Government does not
have an interest in increasing the corpus or allowing them to in-
crease the corpus of educational institutions and foudations which
perform much of the work that the Government otherwise would
do if it had more funds. So that's No 1 with respect to the Trea-
sury's objection to extending the unrelated business income tax
beyond pensions to educational institutions and foundations and
the corporations which 1815 would set up to do that.

The second point they made, or really the first one, is that-and
I'll be very quick, Mr. Chairman-they don't like this corporation
because they claim that the tax-exempt institutions ought to main-
tain control. And they use the 501(f) analogy.

What they don't pay attention to, if I may say so, respectfully, is
that there is a big difference between real estate investment and
investment in stock and bonds; that when a tax-exempt institution
wants to go into real estate investment on a diversified basis, the
only way they can do it is with a professional operation, because
they have two choices: either to go and buy the real estate them-
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selves, or if they go on a diversified basis they have to go with
somebody like RREEF who knows how to do that. And UREEF
originally did it for such educational institutions as Harvard, Dart-
mouth-I must say, Mr. Danforth, they did not have Yale; but they
would have if the IRS hadn't changed their position. But in any
event, the fact of the matter is, the only way a tax-exempt institu-
tion can invest in real estate is with an organization like this.

And the Treasury doesn't object to the group trust, which is the
present institution, and which is done by RREEF. And of course
RREEF runs that. And indeed the tax-exempt institutions wouldn't
invest with them if they didn't trust them, or anybody.

I think there is sort of a paternalistic notion about what tax-
exempt institutions are on the part of the Treasury.

Senator PACKWOOD. I was intrigued that they don't object to the
trust. And it would seem to me, if their fear is a for-profit advisory
group, somehow unduly enriching themselves, it can be done as
well with a trust as with a corporation.

Mr. SILBERMAN. You are precisely correct, Mr. Chairman. There
is no distinction at all.

Senator PACKWOOD. Though I fail to grasp that point. I under-
stand how anybody, I suppose, can somehow control an organiza-
tion in an attempt to manipulate it to its immoral or illicit benefit.
But my hunch would be that the not-for-profit organization itself
might have officers that could try to do that, if that were there in-
tention. And it would clearly be illegal, but that doesn't always
stop everybody. But I don't understand the difference between the
for-profit and the not-for-profit advisors, in essence.

Mr. SILBERMAN. Neither do I.
Senator PACKWOOD. Senator Danforth.
Senator DANFORT. No questions.
Senator PACKWOOD. I think your point is well taken, and, Mr. Sil-

berman, you are right, we are not going to repeal the exemption
for pensions. You can picture the yell that would go up if we start
down that road. So we promise with premise-A-that is not going
to change.

Clearly, I think it is unfair competition, one. Two, the purposes
that this bill is directed to are clearly in the public interest; Treas-
ury doesn't even argue that in terms of who we are trying to bene-
fit. And I will see what we can do to get it through.

Mr. SILBERMAN. Finally, just the one last point, there is no tax
revenue loss.

Senator PACKWOOD. Thank you.
Gentleman, Mr. Iglehart, thank you for coming.
Mr. IGLEHART. Thank you, Senator.
Senator PACKWOOD. Now we will move on to S. 120, and we have

a panel of Mr. Paul Cheremeta and James Gashel.

STATEMENT OF PAUL CHEREMETA, NATIONAL PRESIDENT,
PARALYZED VETERANS OF AMERICA, WASHINGTON, D.C.

Mr. CHEmzETA. Thank you, Mr. Chairman.
My name is Paul Cheremeta. I am the national president of the

Paralyzed Veterans of America. I would like to thank you for pro-
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viding us with this opportunity to summarize our written state.
ment.

At this point I would like to submit, with your permission, forthe record a letter which lists the organizations who join PVA insupporting legislation to'improve accessibility for the elderly andhandicapped to privately owned places of commerce, recreation,
housing, and employment.

Senator PACKWOOD. It will be in the record, together with your
statement in full.

Mr. CHiREMETA. Thank you.
[The prepared statement of Paul Cheremeta and letters follow:]
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PARALYZED
VETERANSOF

AMERICA

STATEMENT OF PAUL CHEREMETA, NATIONAL PRESIDENT

PARALYZED VETERANS OF AMERICA

BEFORE THE

SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT

OF THE

SENATE COMMITTEE ON FINANCE

CONCERNING

S. 120, REINSTATEMENT OF SECTION 190 OF THE INTERNAL REVENUE CODE

SEPTEMBER 26, 1983

Mr. Chairman and Members of the Subcommittee, on behalf of the members of

Paralyzed Veterans of America and all handicapped, disabled, and elderly

Americans, I would like to thank you for conducting this examination of

S. 120 and ways to improve accessibility for the handicapped in privately-

owned, publicly-used places of commerce. I am Paul Cheremeta, National

President of PVA.

Accessibility for the handicapped in privately-owned' places of commerce,

recreation, housing, and employment has long been one of PVA's highest pri-

orities. Consequently, we have dedicated considerable effort to examining

801 Eighteenth St.. N.W.. Washington. D.C. 20006 (202) USA-1300
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ways to improve for the handicapped this basic right of ingress and egress in

public places.

It is for this reason that PVA has endorsed the incentives created by Section

190 of the Internal Revenue Code to open publicly used places to the

handicapped. This Section has consumed considerable efforts on the part of

PVA in two ways: first, we have worked to make this now-expired section of

the Code known to business persons. Second, we have dedicated great effort

to maintaining its Congressional authorization as part of the Tax Code.

PVA and a wide variety of other disability rights organizations, therefore,

greatly appreciate today's hearing by this Subcommittee aimed in part at

examining accessibility for the handicapped and elderly. We are very pleased

to comment on S. 120, a legislative proposal which would reinstate the provi-

sions of Section 190 for two years.

PVA supports the beneficial intent behind S. 120; however, as will be dis-

cussed later, we would prefer a legislative proposal which addresses the dual

problems that have become apparent as we have worked for accessibility. That

is, one problem has been the size of the maximum allowable deduction. The

other, and larger problem, has been the inability by groups such as ours to

adequately publicize the existence of the deduction to members of the

business community, due to the short-term authorizations of Section 190.

There has not been adequate time for making known such a deduction and for

encouraging the millions of businesses to make use of it. This hurdle has

been compounded by the short-term authorizations of Section 190 which have

2
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not provided businesses adequate lead time to respond, upon learning of the

existence of the tax deduction.

Relationship Between Income Tax Deduction and Improved Accessibility

Quite briefly, Section 190, which was created in 1976, allowed businesses to

make their facilities accessibile and to elect to deduct accessibility-

related costs from taxable income. It was anticipated, therefore, that

whenever publicly-used facilities were routinely renovated, those having the

work done would make the changes necessary to accommodate the handicapped.

Tax laws combine with other social forces to affect the handicapped, and this

fact is revealed quite clearly in housing. Consider an apartment complex

where the owners desire to renovate it. The owners of that expensive venture

reflect on alternatives as ways of making their apartments more attractive to

the general population. Their goal is to make their apartments appealing to

more potential tenants, or to those capable of paying higher rents.

To the able-bodied renter, garbage disposals, balconies, and improved land-

scaping are more likely to come to mind as being desirable than are ramps,

bathroom grab bars, and widened doorways. It is easy to see, then, what the

apartment building owners will do to upgrade their facility and to thereby

appeal to the greatest number of people. It is also easy to see which group

must search longer to find suitable housing.

3



. 164

Employment of the handicapped, like accessible housing, is an area of utmost

concern to PVA. Perhaps the relationship between an income tax deduction

such as that existed under Section 190 and employment of the handicapped can

be illustrated by developments in the electronics industry.

PVA is conducting a survey on the use of Section 190, the cost of accessi-

bility modifications, and employment of the handicapped. Preliminary

findings from this endeavor will be discussed more in depth later. However,

it is worth stating at this point that electronics manufacturers have made

considerable strides in hiring the handicapped, and the industry should be

acknowledged for its accomplishments.

In the case of an electronics manufacturer who desires to hire handicapped

workers, the income tax deduction can have special value. For example, the

potential employer first must make his facility accessible for ingress and

egress; therefore, he would add close-in parking areas and ramps and would

make rest rooms accessible. Then, he would make the work site accessible,

which would include modifying workbenches or obtaining special drafting

tables.

Items used in these industries are quite expensive, and the specialized ones

required by some handicapped employees are even more costly. However, once

these basic alterations are made and the items are purchased, the qualified

handicapped person is ready to become a skilled employee.

An industrial rehabilitation counseling service from Forest Park, Illinois,

which specializes in promoting the employment of industrially-injured

4
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individuals, recently wtote to PVA, stating that the income tax deduction has

helped open many employment opportunities for its clients that otherwise

would not have been available.

Places of recreation and commerce also have been opened to the handicapped

and elderly through the existence of the income tax deduction that was

available under Section 190. For example, in Boca Raton, Florida, a town of

60,000 people, the Mayor's Committee for Disabled Persons, in mid-1982,

undertook making stores accessible to handicapped persons. Even though state

law requires that any public building constructed after October 1975, is to

be accessible, there of course remain many facilities that are exempt. This

situation typifies that found in most communities throughout the country.

The Boca Raton Mayor's Committee and the local Chamber of Commerce publicized

the tax deduction available under Section 190. Then, they and local

merchants worked together harmoniously to make two shopping centers

accessible to the handicapped.

A member of the Mayor's Committee informed PVA that Section 190 was instru-

mental in this effort in two ways. First, businesses utilized the income tax

(deduction. Second, it was effective in a hidden way: the income tax

deduction was an effective inducement which led many of these businesses to

make their facilities accessible. Later, upon completion of the projects,

business persons learned that modifications had entailed far less expense

than was anticipated.

5
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In Suffolk County, New York, a similar project (aimed specifically at adding

handicapped parking, needed ramps, and curb cuts) was successfully undertaken

in late 1982 by the County Office of Handicapped Services, a group of

disabled veterans, and local merchants. The result was that over 200

handicapped parking spaces were installed, along with appropriate curb cuts

and/or ramps.

The approach used in Suffolk County was that the County Office of Handicapped

Services first informed merchants of existing state law, effective January 1,

1982, that required accessible parking. Then the Office specified to

merchants that it would prefer voluntary compliance with this law, rather

than having to take undesirable actions for enforcement. Furthermore, in

reinforcing its position, the Office cited similar county ordinances.

Finally, in its information packet that was sent to merchants, there was an

explanation of the income tax deduction available under Section 190.

In 1982, the Suffolk County Office of the Handicapped received a Community

Program Award from the National Organization on Disability for its accom-

plishments, and in 1983 it received a small grant with which it is to

continue publicizing the need for accessibility and creative ways it can be

achieved.

The Director of this County Office wrote to PVA, stating that the available

income tax deduction helped them exceed the accessibility standards set by

local law: "Many owners of shopping facilities took advantage of this

federal tax incentive to add ramps and curb cuts at their shopping facilities

which were not required by law... Business persons were willing to cooperate

6
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in this project because part of the cost would be offset by the federal tax

deduction."

Nassau County, New York, has likewise reported projects aimed at improving

accessibility in places of commerce, and the Office of the County Executive

reports a beneficial working relationship that arose between local government

agencies, local business persons, and various groups (such as Kiwanis Clubs,

Rotary Clubs, and Lions Clubs), as they have used the income tax deduction

for removing architectural barriers.

The Nassau County project was very similar to that already reported from

Suffolk County. The Nassau County Director of Services for the Physically

Handicapped laments in one letter the expiration of Section 190 because, in

its absence, there is "little or no 'business' leverage for local government

offices like ours to create partnerships with the private sector in reducing

these architectural and other barriers."

Congressional Actions Creating §190 and Efforts to Maintain It

At this time I would like to outline very briefly the history of Section 190

and to note the repeated efforts at preventing its expiration during the past

several years. Understanding these events will help explain some of the

recommendations PVA will make later in this testimony. More importantly,

past events help illustrate, to a large degree, why Section 190 has not been

as effective in the removal of architectural barriers as was intended.

7
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The provisions of Section 190 were created only relatively recently, when

they first appeared as Section 2122 of the Tax Reform Act of 1976. Except

for a few provisions addressing the needs of the blind, Section 190 was the

only statement in the Tax Code which directly benefitted the handicapped.

Senator Robert Dole, sponsor of Section 2122, recognized that the government

must provide an incentive, such as an income tax deduction or credit, to

induce business operators to bear a portion of accessibility-related costs.

Over the past seven years, disability rights organizations such as PVA have

dedicated considerable effort to preserving and improving the provisions of

the now-expired Section 190. As a result of this expressed concern, Senator

Robert Dole introduced a bill in the 96th Congress (S. 1694) to increase the

maximum allowable deduction from $25,000 to $50,000 and, very importantly, to

make it a permanent part of the Code.

The reason for the proposed increase in the maximum allowable deduction was

that many businesses had expressed an interest in using the tax deduction for

the removal of architectural barriers, but had found that the existing deduc-

tion was insignificant compared to the expenditures they would have to incur

in making large or multiple facilities accessible to the handicapped.

Furthermore, making Section 190 a permanent part of the Revenue Code was an

effort to give groups such as PVA time in which to make the existence of

Section 190 known to a larger portion of the business community and to

convince businessmen that the deduction would be available when the

renovations were completed. It was being discovered that most businesses had

8
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never heard of Section 190 and of the deduction available for the removal of

architectural barriers and that the two-year limitation made use of the

deduction sporadic at best.

Unfortunately, the Senate Committee on Finance, to which Senator Dole's bill

was referred, failed to give this bill (S. 1694) significant attention.

Senator Dole's actions in mid-1979 were urgently needed, because the provi-

sions of Section 190 were to have expired December 31, 1979. PVA, therefore,

sought the support of the House Committee on Ways and Means. The Honorable

Al Ullman, then Chairman of Ways and Means during the 96th Congress, did not

agree to have the Committee conduct hearings to investigate the feasibility

of expanding the provisions of Section 190 of the Tax Code. However, he

rescued Section 190 from dying and secured a three-year extension of its

provisions. This action was taken when an amendment was offered to a larger

tax bill.

On January 5, 1981, the first day of the 97th Congress, Senator Dole, now

Chairman of the Finance Committee, introduced a new bill which would have

amended the Tax Code in the same manner as his earlier legislative proposal.

Time was quickly running out again, because the provisions of Section 190

were scheduled to expire on December 31, 1982, and two years is not much time

in which to work for implementation of legislative issues that occupy

relatively small positions, such as Section 190 does in the Revenue Code.

Despite the efforts of PVA and other disability rights groups, the Senate

9
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Committee on Finance was not able to conduct hearings on Section 190 during

the 97th Congress.

Former Representative Don Bailey, a Member of the House Committee on Ways and

Means, was very responsive to PVA's desire to see Section 190 made an

effective tool for the removal of architectural barriers. Therefore, as time

was becoming crucial, he introduced a bill (H.R. 6460) in 1982, one that

would have made Section 190 a permanent part of the Tax Code and which would

have increased the maximum allowable deduction to $100,000. This proposal,

which was identical to that by Senator Dole in the Senate, attracted 36

qo-sponsors, but the Ways and Heans Committee, involved with larger revenue

issues during difficult economic times, failed to conduct hearings.

Late in the 97th Congress, when it became apparent that Section 190 was about

to expire, the Honorable Fortney H. Stark, Chairman of the Subcommittee on

Select Revenue Measures of the House Committee on Ways and Means, introduced

H.R. 7157, a bill that would have extended the authorization of Section 190

for two additional years. However, during the lame duck session of Congress

last year there was no suitable opportunity for consideration of a variety of

smaller provisions of the Tax Code, including Section 190.

During the closing days of the 97th Congress, the Honorable Howell Heflin

introduced on the floor of the Senate an amendment to the Surface Transpor-

tation Act of 1982. This amendment increased the allowable deduction avail-

able under Section 190 to $100,000 and made Section 190 a permanent part of

the Code. However, House Conferees did not accept this amendment because, it

10
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is reported, there had not been hearings to examine the provisions of this

proposal.

Despite these efforts by a variety of disability rights organizations and a

sizable number of distinguished Hembers of the Senate and House, Section 190

expired on December 31, 1982.

Current Legislative Efforts to Reinstate Section 190

Reinstatement and/or expansion of the provisions of Section 190 have received

considerable Congressional attention in the 98th Congress. In the Senate,

for example, S. I11 by Senator Orrin Hatch would increase the maximum

allowable deduction to $50,000, and would make the provisions of Section 190

permanent. Furthermore, S. 120 by Senator Robert Dole would extend the

original maximum $25,000 deduction for two years.

Actions in the House are likely to be of concern to this Subcommittee because

of the variety of bills introduced in the House that would reinstate Section

190 of the Code. Chronologically, there is H.R. 267 by the Honorable James

H. Quillen. This bill would increase the maximum allowable deduction to

$100,000 and would make Section 190 permanent.

The Honorable Edward R. Roybal has introduced H.R. 669, which would make

permanent the provision of the $25,000 deduction.

Representative Fortney Stark has introduced H.R. 901, which he discusses in

the June 30, 1983, Congressional Record. In this statement he actively seeks

11
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Congressional support for reauthorization of Section 190. Regrettably,

however, his bill vould extend for only two years the availability of the

$25,000 deduction.

Representatives Norman F. Lent and Raymond J. McGrath have introduced l.R.

988, which would increase the maximum allowable deduction to $100,000 and

would make Section 190 permanent.

Finally, Representatives William Hill Boner, Harold Ford, and Robert Matsui

have introduced H.R. 1016. This bill, which PVA and over a dozen other

disability rights organizations strongly support, would increase the maximum

allowable deduction to $100,000 and would make Section 190 a permanent

provision of the Revenue Code. H.R. 1016 has approximately 100 co-sponsors.

Basically, then, there are three maximum allowable deductions under

Congressional consideration at this time ($25,000; $50,000; and $100,000).

Furthermore, all the relevant legislative proposals would either make Section

190 a permanent part of the Code or would reauthorize it for two years.

The Joint Committee on Taxation estimates that for the maximum allowable

deduction to have the same impact today as it did in 1976, it would need to

be increased to $48,000. Furthermore, the Joint Committee, in early .1983,

made the following revenue cost estimates for the three maximum allowable

deductions under consideration:
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Joint Comittee on Taxation Revenue Cost Estimates

Estimated Revenue Losses*

Option Under Consideration Fiscal Years--Millions of Dollars
1983 1984 1985 1986 1987

1. Make permanent Section 190 and
maintain limit at $25,000 -7 -13 -13 -12 -11

2. Make permanent Section 190 and
increase limit to $50,000 -13 -25 -23 -22 -22

3. Make permanent Section 190 and
increase limit to $100,000 -40 -39 -38 -37 -37

*In 1976, it was predicted that revenue losses for the $25,000 deduction
would be $10 million annually. Considering the effects of inflation and
the only slightly larger estimates made in early 1983, it appears that
the provisions of Section 190 may not have been utilized quite as widely
as was anticipated, since the 1983 projections are only slightly greater
than the ones made in 1976.

Four Studies on Section 190, Accessibility Costs,

and Employment of the Handicapped

A. PVA Study

PVA is currently conducting a study of accessibility costs and the use by

businesses of the tax deduction allowed under Section 190. This information

is being sought from approximately 2,800 randomly selected businesses.

Responses to questionnaires are beginning to arrive, but the response has

been slow and of mixed value, in that many questionnaires are being returned

incomplete. It appears, therefore, that follow-up questionnaires to respon-

dents will be required in order to ascertain specific accessibility costs.

13

29-105 0-84-12



174

Some preliminary observations, based on responses by businesses, can be

summarized, however, from the limited responses available. First, the vast

majority of businesses did not know of the existence of the income tax

deduction available under Section 190 of the Revenue Code.

Second, smaller businesses that are concerned enough to modify existing

facilities in order to make them accessible to the handicapped are also the

ones most likely to employ the handicapped and disabled.

Third, most businesses that have made expenditures expressly to enhance

accessibility for the handicapped and elderly have incurred expenses of less

than $30,000.

Fourth, most smaller businesses-that have inaccessible facilities and which

do not intend to make them accessible cited expense as the reason for their

inaction. Generally, these estimated costs exceeded $40,000.

Fifth, most larger businesses that have inaccessible facilities and which do

not intend to make them accessible cited the large number of facilities as

the reason for their inaction.

Sixth, both larger businesses and smaller ones that have more modern

facilities do not require the deduction because their facilities are built to

be accessible when constructed.

Based on these six observations, it is apparent that smaller businesses would

be the primary users of any available income tax deduction aimed at removing
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architectural barriers, given the probable size of the deduction.

Furthermore, it is evident that those businesses which have used or will

utilize the deduction for the removal of architectural barriers are the ones

that will most likely hire handicapped workers. This factor indicates that

the income tax deduction can thereby increase the number of employers of the

handicapped and can diversify the types of employment available to the

handicapped.

Following are fourteen examples of responses to PVA's survey, which should

help explain the costs of accessibility and the nature of modifications that

are needed, in addition to indicating that accessibility results, quite

often, in the employment of the handicapped. Please note: these responses

were more detailed than were most, which indicates an added awareness of '.he

needs of the handicapped by these employers. These employers were atypical

in their awareness of the deduction available under Section 190 of the

evenue Code.

1. Electronics manufacturer in New Jersey
Spent $23,000 making facility accessible
Labor force of 1,600 employees, 25 of whom are handicapped
Used IRC 190 deduction

2. Electronics manufacturer in Ft. Lauderdale, Florida
Spent $44,600 making facility accessible
Employs unspecified number of handicapped
Did not know of IRC 190

3. Insurance company in Illinois
Spent $20,000 making facility accessible (Modifications

included restroom alteration, grading and ramping parking
lot, and lowering water fountains)

Employs 6 handicapped persons
Used IRC 190 deduction

4. Publisher in California
Spent $5,500 to make restroom modifications and to add a ramp

15
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Employs "several" 'handicapped persons out of labor force of
600 employees

Did not know of IRC 190

5. Health products manufacturer in New York
Spent $10,000 in two facilities
Did not know of IREC 190

6. Manufacturer of automatic-opening doors in North Carolina
Spent $5,000 for accessibility
Did not know of IRC 190

7. Bank in Texas
Made most of its 61 branches accessible
Used IRC 190 to its maximum limit

8. Medical supply company in Maryland
Spent $1,000 to make restroom accessible
Employs 1 handicapped person out of labor force of 23 employees
Did not know of IRC 190

9. Electric equipment manufacturer in New Jersey
Spent $35,000 to make two facilities accessible (elevator in

one, ramp in other)
Employs 2 handicapped in labor force of 80 employees
Did not know of IRC 190

10. Camera manufacturer in Massachusetts
Spent between $5,000 and $20,000 per each of 5 facilities
Employs 100 handicapped persons in labor force of 10,000
employees

Did not use IRC 190

11. Electronic equipment manufacturer in Massachusetts
Spent approximately $65,000 making one facility accessible
Employs 340 handicapped persons in labor force of 6,800

employees
Used the deduction available under IRC 190

12. Health-care equipment manufacturer in Illinois
Spent $5,000 making facility accessible
Employs 2 handicapped persons in labor force of 5 employees
Did not know of IRC 190

13. Health-care equipment manufacturer in New Jersey
Spent $3,000 making facility accessible
Employs 4 handicapped persons in labor force of 45 employees
Used the deduction available under IRC 190

14. Medical equipment sales company in Maryland
Spent $4,500 making facility accessible
Employs 7 handicapped persons in labor force of 19 employees
Did not know of IRC 190 deduction--plans to file amended return
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Nearly all of the respondents who informed PVA that they have not made their

facilities accessible, and that they do not employ the handicapped, indicated

that they had never heard of the income tax deduction available under Section

190.

B. Department of Labor's Study of Government Contractors

In June 1982, the Department of Labor presented a two-volume study entitled

"A Study of Accommodations Provided to Handicapped Employees by Federal

Contractors." Volume I contains study findings, and Volume II contains ten

case studies. This study was prepared by surveying 2,000 federal contrac-

tors.

Few reliable studies exist that examine the cost of accessibility in the

numerous places PVA aims for Section 190 to be effective, the diverse places

of commerce, recreation, housing, and employment that are found in all cities

and towns throughout the nation. Therefore, this study of government

contractors is, perhaps, the most reliable information that is available.

One discrepancy between the DOL study and PVA's must be stressed: that is,

this study of government contractors deals, quite naturally, with larger

employers and does not examine what is required in making the smaller facil-

ities operated by sole proprietors and partnerships accessible. Furthermore,

the employers studied in this examination have had considerable economic

encouragement to make their facilities accessible to the handicapped, since
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hiring the handicapped is, in many cases, a prerequisite for receiving

government contracts.

Section 503 of the Rehabilitation Act of 1073 requires that, for any contract

in excess of $2,500, the party contracting with the United States shall not

discriminate against the handicapped, and for those contractors with

contracts in excess of $50,000 (or where there are 500 or more employees)

there is to be a written affirmative action plan.

Without comenting on the effectiveness of Section 503 and its enforcement,

PVA maintains that there has been some encouragement to those businesses

examined in this DOL study to make their facilities accessible. On the other

hand, the small business that does only very limited (or no) business with

the federal government has virtually no incentive or requirement to make its

places of operation accessible to the handicapped.

The value of this 1982 report by the Department of Labor in examining Section

190 is by analogy. Nonetheless, it is helpful.

On page 27 of Volume I appears Table 6, showing the most commonly needed

accessibility features and employers' provision of those accommodations.

These are generally the type of modifications needed by handicapped persons

for ingress and egress to most places of business:
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Accessibility Modifications

Already Existed Not Needed,
or Installed by Infeasible, or
g ny INo Rbsvonse

!a*e of Modificatiog ume Percent Number- Percent

SpeciaL parking. curb cuts 263 71.7% 104 28.3%
Ramped exterior entruce 233 63.5 134 36.5
VWide, easily opened doorways 246 67.0 121 33.0

l7va3or L78 48.3 189 $1.3
Audible/visible ala=s 148 40.3 219 $9.7
Braille or raised markings 48 13.1 319 86.9
Lowered public telephones 108 29.4 239 70.6
Lowered drinking fountains 112 30.3 255 69.5

Access to bathrooms 229 62.4 138 37.6
Access to personnel, other offices 245 66.3 122 33.Z
Access to Senera. use areas 226 61.6 141, 38.4

Other modifications 32 t. 7 333 91.3

The Department of Labor Study does not provide a per-item breakdown of the

costs for making each of the accommodations noted above. However, Table 7,

taken from page 30 of the study, gives some indication of these actual costs,

just as it indicates, not surprisingly, that employers are less likely to

make the more costly modifications.
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C. Small Business Administration Study

The Small Business Administration and Wright State University, in 1982,

studied the effects of regulations on small business and federal contractors'

compliance with Section 303 of the Rehabilitation Act. This study, "Regula-

tion and Small Busineas Participation in the Federal Contract Markets The

Effect of Section 503," is a detailed, 209-pas report that yes released in

June 1982. Information for the report was gathered from questionnaires sent

to 2,916 small business federal contractors, of which there were 726 usable

responses. (page 4) Like the DOL study, it addresses a wide variety of

issues of concern to those who deal in the specialized field of government

contracts.

For our purposes, the study (page 116, Table 5-2) examines the types of

handicaps found within the current work forces

flandicape Found Within Current Work Force

Imaredr hearing;

Heart or circtlasory problems

Impaired mobility

mpsired vision

Psychologioa/learning ipairment

Loss of limb(s)

Other

Zimpaird respiration

Nervous system Impairment

More than one handiaap

Perentnte ot frma

39.8%

31.6%

28.S%

26.0%

19.0%
14.6%

12.8%

11.1%

10.0%
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It should be emphasized that the most common type of disability found in the

work force is impaired hearing (40.4%), with impaired mobility (31.6%)

following closely behind in representation.

One employer of the handicapped responded to PVA's questionnaire (in the PVA

study noted above) and reported having spent $20,000 making his facility

accessible to the mobility impaired. This respondent was aware of Section

190 and had used the income tax deduction. In his correspondence,, the

employer addressed the special needs of the deaf:

We employ 6 deaf persons and the law does not provide the allowance
for telephone comunication devices for the deaf [TDD'sJ. With the
use of these TDD's our employees function totally on their own. By
providing employment we have removed at least three from drawing
Social Security Disability .... Laws requiring TDD's drastically need
to be incorporated, as the "deaf" population is ignored in
legislation.

One of these six employees is the company's comptroller, who "communicates

with the bank by use of TDD, making investments, etc." "Another in

functions effectively in accounting, also. Other persons operate word

processing, typing, filing, and various office practices."

In short, this employer hires the handicapped in positions where there can be

advancement for the individual employee, and he has used Section 190

effectively. This employer has, also, identified necessary changes that

should be made in the regulations that accompany Section 190 of the Revenue

Code.

The $BA study not only identifies the types of handicaps found in the work

force, but it also attempts to ascertain the cost of accessibility among

smaller contractors. This is a very difficult task, since only a small
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percentage have come within the requirements of Section 503. However, where

there has been modification of facilities to make them accessible to the

handicapped, "the mean cost per contractor is slightly more than $8000."

(page 97) The following table, found at page 98 of the SBA study,

illustrates more precisely the range of accessibility costs:

Cost of Changes to Physical Facility
to Comply with Federal Reuirements

Aoproxiumto Cost

$100 or less

3101 to $500

$501 to $1000

$1001 to $2500

32501 to $5000

More than $5000

total S

Base n

1.6%
6,5%

7.8%
6.4%

70.11

58

D. Scientific American Report

The June\ 1983, Scientific American contains a detailed study entitled

"Physical disability and Publicd Policy." This fact-filled article contains

numerous statistics dealing with the incidence of disability, local govern-

mental units' responses to the requirements placed upon them, and a

discussion of the demands placed on our national systems of health- and human

services. It also contains suggested future actions our society and

government must take, if they are to address the needs of the disabled.
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The article concludes with a discussion of architectural barriers and the

limitations they place on handicapped and disabled persons who seek to enter

the work force. The article, at page 49, states:

One of the most powerful tools of policy implementation is the
variety of economic incentives that government offers through the
tax system and through government expenditures. The economic-
incentives approach to policy implementation has not been widely
tried with respect to architectural barriers, Some states have
introduced modest tax deductions for the removal of such barriers.
Until recently the Federal income-tax code allowed businesses a
modest tax deduction of $25,000 in any given year. The statutory
authority for the Federal tax deduction, however, expired last
year. Although the size of the Federal tax write-off was far too
small to be noticed by most large businesses, such cost-sharing
schemes can help to foster compliance with governmentally sponsored
accessibility standards.

This study maintains that for many potential employers of the handicapped the

cost of accessibility is prohibitively great.

Recommendations and Conclusion

Mr. Chairman and Members of the Subcommittee, PVA appreciates the attention

that each of you has given to amending the Revenue Code to provide

inducements to businesses to remove architectural barriers that impede access

of the handicapped and elderly to places of commerce, recreation, housing,

and employment. The provisions of Section 190, which expired December 31,

1982, constituted the only measure in the Revenue Code that provided this

much-needed incentive.
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It appears from PVA's experience that the income tax deduction has been more

attractive to smaller businesses than to larger ones, which is predictable,

considering the limited nature of an income tax deduction and the size of the

maximum allowable deduction that was available.

As has been pointed out, the income tax deduction for accessibility-related

expenses provided a useful tool for making publicly-used places accessible in

cases where businesses operated out of facilities that were not originally

built to be accessible. This deduction has been helpful in that it provided

business persons an alternative to adding accessibility costs to the base

value of their facilities and then depreciating those costs over a number of

years.

We regret that we have been unable to provide this Subcommittee with precise

statistics on the usage of Section 190 in the removal of architectural bar-

riers. In the past, when PVA has asked Congress to consider amending Section

190, we have met with a request that we provide concrete statistics showing

the effectiveness of Section 190. There is a dearth of statistical

information on Section 190 because the Internal Revenue Service cannot

compile such data from tax records without an inordinate expenditure of

man-hours and computer time.

Congress may, as part of reinstatement of Section 190, want to authorize the

gathering of statistics on the relationship of the income tax deduction to

the removal of architectural barriers. On May 6, 1983, the Honorable William

Hill Boner, a strong advocate of reinstatement and expansion of the

provisions of Section 190, requested a General Accounting Office study on the
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use and effectiveness of that Section. It was. learned that use of Section

190, like many other provisions of the Revenue Code, is very difficult to

document. GAO responded to Representative Boner:

We are not readily able to address your request because the
necessary data are not available. We were informed by several
Federal and private sector officials that comprehensive historical
data on the extent of the architectural and transportation barrier
problem is unavailable for either the pre or post-tax expenditure
enactment time frame.

If the necessary data were available, an effective evaluation of
section 190, as well as other tax expenditures provisions in
general, would involve several steps.

--First, to the extent feasible, data on the pre-tax expenditure
extent of the problem should be collected and analyzed.

-- Second, trend data should be developed on the extent of the
problem after the tax expenditure provision has been in effect. By
comparing this data with the data collected under the first step,
insights could be obtained as to whether the Code provision is
achieving its intended effect.

--Third, information should be developed on the characteristics of
the users of the tax expenditures provision. Such data would show
whether the Code provision is being used by the anticipated target
population of taxpayers.

-- Fourth, through analysis of tax returns and related data, infor-
mation should be developed on the nature and extent of administra-
tive difficulties associated with the expenditures provision. This
would involve both taxpayers and the affected governmental
agencies, particularly the Internal Revenue Service.

-- Fifth, to the extent feasible, data should be developed on the
issue of whether a tax expenditure is the most effective means to
achieve the intent of Congress. For example, if one were to find
that a particular tax expenditure provision was subject to
extensive abuse by taxpayers, then an alternative direct grant
program might prove less costly to the Federal Government than the
tax expenditure approach.

As was shown earlier, the most that is projected in revenue losses

surrounding reinstatement of Section 190 is $40 million annually. This

projection, you will recall, was based on increasing the maximum allowable
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deduction from $25,000 to $100,000. Reinstatement of the previously-existins

maximum allowable deduction of $25,000 would cost only between $7 and $13

million annually in revenue losses.

It is not clear whether these estimates include factoring in the amount of

revenues that would be generated by expanded employment of the handicapped.

Furthermore, it is not clear that this projection considered the savings that

would result to the government when handicapped persons found employment and

were no longer beneficiaries of federal programs.

Based upon the small revenue losses discussed above, and considering the

important role Section 190 has played in improving accessibility for the

handicapped and elderly in a number of communites, PVA feels very strongly

that Section 190 should be reinstated in the Revenue Code.

Furthermore, we recognize, quite logically, that the larger the tax

deduction, the more businesses to which it will appeal. This is true because

those with multiple sites, large sites, or buildings that are difficult to

modify, would have a greater inducement to remove architectural barriers.

PVA supports increasing the maximum allowable deduction to $100,000, a

measure contained in a number of House bills.

We feel that increasing the maximum allowable deduction to $100,000 is quite

reasonable, since to qualify for the income tax deduction businesses must

take considerable action (they must make their facilities accessible in

compliance with Internal Revenue Service ReSulations). This requirement, we
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feel, has been a safeguard that has prevented abuses and which has ensured

that the deduction was utilized only where some tangible good was achieved

unlike those for which little or no overt action is necessary in order to

qualify.

Secondly, and most importantly, PVA recognizes that if Section 190 is rein-

stated in the Revenue Code, its provisions should be authorized permanently

or, at least, for a significant period of time such as ten years.

We have very good reason for asking that Section 190 be authorized

permanently or for a significant length of time: all last year Congress was

too busy addressing larger issues to give such consideration to maintaining

the provisions of Section 190. Very obviously, the handicapped do not

benefit when this, the 9 provision of the Tax Code aimed at removing

architectural barriers, is allowed to expire.

Smaller businesses (the very ones most likely to utilize the deduction under

Section 190) generally use the calendar year for their accounting purposes.

Therefore, nearly all of 1983 has seen no incentive to them for removing

barriers that impede millions of Americans.

Furthermore, disability rights organizations such as PVA are primarily the

groups that will publicize the incentive to members of the business

comunity. We have found individual business persons to be receptive to the

removal of barriers, with financial incentives, but we have also discoverd

that the existence of this deduction has not been widely publicized by the
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various business and commerical organizations, because it ia such a minor

provision of the Code and because it addresses a very specialized concern.

A clear example of the problem that has existed has been revealed to PVA by

disability advocates- who have worked in their local communities with

individual business persons for the removal of barriers. At times they have

had to seek the advice of Internal Revenue Service personnel in the field, as

to the precise requirements for utilizing the deduction available under

Section 190. IRS personnel generally had not familiarized themselves with

the regulations that accompanied Section 190 of the Revenue Code because they

saw it as both a small and a temporary provision.

Perhaps one of the most illustrative points concerning publicizing the

provisions of Section 190 comes from the IRS itself. In 1982, the IRS

provided handicapped taxpayers a pamphlet, "Tax Information for Handicapped

and Disabled Individuals." This 32-page booklet (Number 907) contains an

explanation of the deduction then-available under Section 190.

At the same time, there was another publication, "Tax Guide for Small

Business" (Number 334), which is a 168-page guide. Even though small

businesses make up the group most in need of educating on the tax deduction,

this publication does not contain a discussion of the deduction for removal

of architectural barriers. In short, the IRS was addressing the wrong

audience, and it will take considerable time and effort by groups such as

ours to have the business community made aware of the needs of the

handicapped and to inform them that tax assistance is available.
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PVA, in addressing the need for making Section 190 a permanent or long-term

part of the Revenue Code, has met with some arguments from the staffs of the

revenue committees against our position. One argument has been that periodic

Congressional review helps publicize the tax deduction. This, it appears, is

not accurate, since small businesses do not follow Congressional actions very

directly.

Secondly, it has been argued that short-term authorizations provide an

incentive for a surge of effort, in this case the removal of architectural

barriers. This, we regret to say, has not been the case. Rather, Congress

has very effectively addressed larger issues through the Tax Code and has had

a decided effect on conditions when there have been crises. However, the

existence of architectural barriers has been endemic, not epidemic. There-

fore, there is not likely to be a sudden flood of attention to the problem

among the citizenry.

When Congress has provided inducements for the sudden resolution of problems,

there have generally been sizable economic incentives. There is little doubt

that the removal of architectural barriers could be treated similarly, should

Congress suddenly create an income tax credit for the full amounts expended

in the removal of architectural barriers. Even though PVA would be pleased

to see Congress provide such a moving incentive, it does not appear to be

economically feasible or likely to happen.

In short, making the provisions of Section 190 temporary has not been an

impetus to businesses to utilize the deduction, because the deduction is

little-known, it is small, it requires considerable action before one
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qualifies, and it addresses an endemic problem that has received little

public attention.

Mr. Chairman and Members of the Subcommittee, PVA is very grateful for this

hearing, during which there has been an examination of the usefulness of

Section 190 and the impact it has had in the removal of architectural

barriers. As stated earlier, PVA supports the intent of Senator Dole's bill,

S. 120, which would reinstate for two years the $25,000 maximum allowable

deduction. However, we feel that the most plausible of all the proposals we

have studied would be to increase the maximum allowable deduction to $100,000

and to make the provisions of Section 190 permanent. An identical proposal,

currently in the House, has attracted over 100 co-sponsors.

Mr. Chairman and Members of the Subcommittee, PVA appreciates the efforts

made by each of you to improve the well-being of handicapped persons. We are

especially grateful that the Subcommitte has taken time to examine an issue

that is of great importance to handicapped, disabled, and elderly persons. I

feel confident that we share the same goals, to open society so that these

persons can be active, productive citizens.

As shown earlier, under the discussion of types of disabilities found in the

work force, Section 190 and its corresponding IRS regulations have addressed

many of the needs of the mobility impaired, but have not addressed the needs

of many other handicapped persons who are potential employees. For this

reason, we ask that consideration also be given to expanding SeLtion 190's

provisions to permit a tax deduction for expenses incurred in making

publicly-used, privately-owned facilities truly accessible to handicapped
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persons who have disabilities which have not been addressed in IRS

regulations.

PVA has stated its full support for reinstatement of Section 190, and we have

offered suggested amendments that would make that Section truly effective.

PVA trusts that the Subcommittee understands that we would be supportive of

other reasonable measures aimed at the removal of architectural barriers, if

this Subcommittee concludes that it cannot endorse the suggested changes PVA

has proposed.

Mr. Chairman, I appreciate the consideration extended to me by the Subcommit-

tee and its staff. This concludes my statement, and I will be glad to answer

any questions that I can.
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October 18o 1983

Honorable Bob Packwood, Chairman
Subcommittee on Taxation and Debt Management
Senate Committee on Finance
SD-219 Dirksen Senate Office Building
Washington, D.C. 20510

Dear Senator Packwood:

Enclosed please find a letter from Mr. Arthur Altman of the Internal Revenue
Service, in which he points out an error in PVA's testimony of September 26,
1983, before the Subcommittee on Taxation and Debt Management. As the
enclosed correspondence and reply show, PVA mistakenly stated that the
Internal Revenue Service had failed to include an analysis of Section 190 of
the Revenue Code in Publication 334, Tax Guide for Small Business: it has
been brought to our attention that that publication does contain a short
analysis of the income tax deduction once available under that section.

Please understand that our statement was never meant in any way to mislead
your Subcommittee. Despite our error, our point remains factually correct,
that the deduction for removal of architectural barriers has not been
publicized adequately to members of the business community or to IRS field
personnel. Again, please accept my apologies for the error in PVA's
testimony, which comes as some embarrassment to me because our organization
prides itself in always providing Congress with factual, useful information
aimed at improving the well-being of the Nation's veterans and handicapped
citizens.

rFgely yours,

oulZ K Vmer
National Legislative Director

Enclosures 4

801 Eighteenth St., N.W., Washington, D.C. 20006 (202) USA-1300
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Intomnal Revenue Service Department of the Treasury

Mr. Paul Cheremeta
Paralyzed Veterans of America
801 Eighteenth Street, N.W.
Washington, DC 20006

Washington. DC 20224

Person to Contact.
Arthur Altman
Telephone lumber:
(202) 566-4960
Refer Reply to:
PM:S:FP:P
Date:$EP 27 1983

SEr M $ O AMI33
rAIAYZ.J tD W f~'AI1S OF AM RICA

Dear Mr. Cheremeta:

On page 29 of the trano-cript of your September 26, 1983 statement
before the Subcommittee on Taxation and Debt Management of the Senate
Connittee on Finance, you commented that Publication 334, Tax Guide for
SmallBJuAis~it, was silent concerning the deduction available before 1983
under Section 190 of the Internal Revenue Code (dealing with improving
access for handicapped and elderly people).

We have reviewed the text of the publication and have found that the
subject is explained on page I6 (please see enclosed copy). Similar text
is also carried on page 20 of Publication 535, Business Expenses, a copy
of which is also enclosed.

We share your concern that appropriate information on items of
significant interest be made available to the public. It is for this
reason that we want to call your attention to our coverage of the subject.

Thank you.

Sincerely yours,

Arthur Altman
Assistant Chief,
Technical Publications Branch

Enclosures

cc: Mr. John Liberty C:L
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September 19, 1983

Honorable Dan Rostenkowski, Chairman
House Committee on Ways and Means
1102 Longworth House Office Building
Washington, D.C. 20515

Dear Representative Rostenkowski:

The undersigned organizations, as representatives of handicapped, elderly, or
disabled persons, request that the Committee on Ways and Means give its
attention to the need for improved accessibility in publicly used, privately
owned places of commerce, recreation, housing, and employment. There
existed, until December 31, 1982, a tax incentive for the removal of
architectural barriers. However, this provision of the Revenue Code (Section
190) has now expired and it has been three-quarters of a year since there was
any incentive provided to businesses for the removal of architectural
barriers.

Section 190 provided an option whereby business persons could deduct from
taxable income those expenditures made for accessibility, instead of depreci-
ating the capital improvements over a number of years. The maximum allowable
income tax deduction was $25,000 for expenditures made to promote accessi-
bility: this was the only provision in the Revenue Code aimed at removing
barriers that impede the movement of handicapped, disabled, and elderly
persons.

Many members of the U.S. House of Representatives have shown a desire for
reinstatement and/or expansion of the provisions of Section 190, as illus-
trated by the five bills (H.R. 267, 669, 901, 988, and 1016) introduced in
the House during the 98th Congress and by the total number of co-sponsors
(150) who have endorsed these proposals.

We feel that H.R. 1016, which would make Section 190 a permanent provision of
the Revenue Code and which would increase the maximum allowable deduction to
$100,000, typifies the most realistic and satisfactory proposal aimed at
addressing the removal of barriers: H.R. 1016 has 93 co-sponsors at this
time.

Some of these bills have the support of prominent members of the Committee on
Ways and Means, the Committee on Small Business, the Select Committee on
Aging, and the Committee on the Budget.-

The arnual revenue costs of any one of these legislative proposals is slight:
the Joint Committee on Taxation has estimated that costs would vary from $7
million to $40 million, depending upon the maximum allowable deduction that
Congress should authorize.

Income tax incentives constitute the most effective way for business and the
federal government to work together for the voluntary removal of architec-
tural barriers that prevent the handicapped, elderly, and disabled from
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Honorable Dan Rostenkoveki
September 19, 1983
Page Two

gaining access to places of commerce, housing, recreation, and employment.

Because of the urgent' need for a tax incentive for the removal of these
barriers, we request that the Committee-on Ways and Means, upon Congress'
return from the summer recess, set as one. of its highest priorities the
reporting to the House floor a bill to contain a permanent or long-term
reinstatement of the provisions of Section 190 of the Revenue Code. We
understand the many demands made upon your time, and we truly appreciate your
cooperation and consideration.

Sincerely yours,

max J. tve ounsel
National Association for the Uifornmd Services
5535 mpstead Way
Springfield, Virginia 22151

Brice G. Bor, President
Association of Local Gioveimntal Agencies for the Disabled
c/o Suffolk County Office of Handicapped Services
65 Jetson Lane
Qntal Islup, Now York 11722

Poberta Van Seek, Assistant Director of Govenmental Affairs
National Easter Seal Society
1435 G Street, N.W.
Washington, D.C. 20005

Marvin 0. Spears, Pre dnt
National Ie'bl station Association
738 _2 Street, S.E.

D.C. 20003

Dougl' VolnUmr, National Legislati-,-e Director
Paraled Veterans of America
801 18th Street, N.W.
7th Floor
Washington, D.C. 20006
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Honorable Dan Rostenkowski
September 19. 1983

Can Ve of World tar UI, Korea, and Vietnm (XVWS)
4647 Forbes Bolevard
ranhan, Maryland 20801

Susan J. Scott, OTR

Director# Government & Legal Affairs Division
The American Occupational Therapy Association, Inc.
1383 Piccard Drive
Rockville. Maryland 20850

Donald L. Harlow, Executive Director
Air Form Sergeants ssocito
P.O. Box 31050
TWxle Hills, Maryland 29748

79heArthr±tst
1120 20th Street, N.W.
Washing , D.C. 20036

Peter W. Hughes,, LegislatAmrican Association of
1909 K Street, N.W.
Waahngtb , D.C. 20049

Phylls Rtenfeld, /dW.
President, American Coalition of Citizens with Disabilities
1200 15th Street, N.W.
Suite 201



198

Mr. CHEREMETA. S. 120 would specifically reinstate for 2 years
the provisions of section 190 of the IRS Code which expired Decem-
ber 81, 1982. Under section 190, business could deduct the cost of
renovations for improved accessibility to their facilities, such as
ramps, curb cuts, signage, accessible bathrooms, and elevators.
Without section 190, the business person must treat such renova-
tions as any other long-term improvement which must be capital-
ized and depreciated over a number of years.

Improvements carried out under section 190 enable the handi-
capped to do many things: They allow us to shop, dine, play, work,
and to live, with dignity and with the same freedom of movement
as any other citizen enjoys.

Our written statement contains many examples of the kinds of
improvements which have come about because of the deductions
available under section 190. We have been told by members of our
PVA chapters across the country and by other disabled individuals
and groups that the availability of a Federal income tax deduction
was one of the most powerful incentives to encourage business
people to begin thinking about accessibility.

You must realize that accessibility improvements compete with
other capital improvements which a business may be considering.
For example, suppose an owner of an apartment complex is consid-
ering using available cash to upgrade the facility. Suppose further
that the choice is between improved landscaping or the installation
of ramps for wheelchair users. In the absence of special tax treat-
ments for accessibility, the choice will be most likely for landscap-
ing. The owner cannot be blamed for wanting to maximize the
return on investment. After all, more present and potential ten-
ants are likely to notice the landscaping than functional ramps.

The case for a national interest in returning disabled people to
the mainstream of American life has been made and reaffirmed
many times. We are pleased to have the administration's support
on this issue. We realize that business cannot be ordered to provide
accessibility and bear all the resulting costs, but we believe that
Government to serve the national interest should provide incen-
tives for improved accessibility.

To that end, Senator Robert Dole has introduced S. 120. We ap-
plaud the leadership Chairman Dole has demonstrated on this
issue since 1976, and ask that consideration now be given to
making deductions for accessibility permanent or at least extended
significantly beyond a 2-year period.

Additional time is needed to allow disability rights organizations
such as PVA to properly publicize this provision of the Tax Code.
Short-term authorization of section 190 does not make news in
small business circles, nor at the IRS, for that matter. Many field
personnel never familiarize themselves with section 190, because
they believe it to be too small and only a temporary measure. Even
the IRS home office publication entitled "Tax Guide for Small
Business" failed to include a reference to section 190 in the 168-
page guidebook. Business must be made aware of these provisions
and must also have the time to properly plan expenditures and
renovations to include accessibility improvements.

Our written statement includes a summary of legislation intro-
duced to this Congress and estimated revenue costs or them as de-
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termined by the Joint Committee on Taxation. We believe the costs
are reasonable and will be somewhat offset by the disabled people
returning to work and productivity.

While we believe that small business will be the chief beneficiary
of this legislation, we believe that serious consideration should be
given to raising the limits of the deduction so that businesses with
multiple locations may also benefit. We note that it would take
$48,000 to provide the same benefits as the $25,000 contained in the
original provision in 1976.

In conclusion, PVA, the National Easter Seal Society, the Ameri-
can Association of Retired Persons, and many others, feel strongly
that section 190 should be reinstated and improved. It is the only
IRC provisions designed to help the handicapped, and it plays a
crucial role in our effort to help disabled citizens remain active and
productive.

This concludes my statement, and I will be happy to answer any
questions I can.

Senator PACKWOOD. Thank you very much. I think we'll hear
from Mr. Gashel first.

STATEMENT OF JAMES GASHEL, DIRECTOR OF GOVERNMENTAL
AFFAIRS, NATIONAL FEDERATION OF THE BLIND, BALTIMORE,
MD.
Mr. GASHEL. Thank you, Mr. Chairman.
My name is James Gashel. I am director of governmental affairs

for the National Federation of the Blind, and as you have suggest-
ed with the other witnesses, I have submitted a written statement,
so I will just try to summarize two or three points of it, if I could,
and ask that it appear in full in the record.

Mr. Chairman, I guess that you would characterize the bottom
line of our position on S. 120 as certainly a qualified endorsement.
We believe that it is an essential provision and should be reenact-
ed-that is, section 190 of the Internal Revenue Code was a valua-
ble provision. It certainly backed the civil rights initiatives made in
the Rehabilitation Act, and removal of the barriers to full accessi-
bility is an important national objective; therefore, we support its
reenactment.

We do recommend two basic changes in the provision, however,
and I will concentrate on those.

The first recommendation we have relates to the addition of an-
other type of barrier removal objective to the former statute. This
refers to the problem that we have as blind people with certain
types of barriers to communications.

Now, when we talk about communications barriers, what we are
really describing is the type of barrier which affords blind persons
and other persons with communicative kinds of disorders less
access to information than other people might have. The obvious
barrier to certain types of communication for us is that a lot of in-
formation is provided in ink print rather than in braille or some
voice or recorded form. This is a barrier.

We would offer a definition of "communications barriers" which
should appear in the statute, and we would propose this along with
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the architectural and the transportation barriers which were for-
merly enacted. This definition would read something like this:

That a communication barrier would be any form, media, or format of informa-
tion or recordkeeping, or any equipment used In receiving, transmitting, or process
ing such information and records which substantially limits access or comprehen-
sion by persons with impaired vision, hearing, or speaking skills.

We feel that with the addition of that particular objective and
that particular definition, that corporations could do a much better
job of removing certain types of barriers. And the practical possibil-
ity really exists. Today there are fantastic computerized reading
machines which translate the printed page into full-word speech;
there are talking computer terminals; there are braille devices that
produce braille electronically as computer terminals; there are
talking clocks-I've got one right here-which illustrate the possi-
bilities that exist here. This happens to be a very low-cost item, but
some of these items are far too expensive for an individual to pro-
vide for himself, and most corporations ordinarily don't provide
them for employees. A tax incentive is therefore needed to over-
come this particular problem.

Our second objective relates to a problem that we have as blind
people with the type of expense that is not a one-time expense-
purchasing a device such as I've illustrated can be done on a one-
time basis, and while it may be a significant expense to begin with,
it will go away or it will be amortized away.

However, there is an expense which we as blind people have in
hiring continued sighted assistance. Like it or not, there is a fact
that we as blind people will need readers and drivers in certain
types of occupations-law, teaching, professional occupations, even
entry-level jobs in social service occupations require a good deal of
reading and translating of information from interviews onto the
printed page.

We therefore propose a limited tax credit for employers who hire
employees to provide essential sighted assistance to blind persons.
And this tax credit would be limited only to those circumstances
where it is necessary to have a sighted assistant to perform the es-
sential functions of a job. And under those circumstances, then, we
would propose a tax credit rather than simply an itemized deduc-
tion in the circumstances where a sighted assistant is essential.

Thank you very much.
[The prepared statement of James Gashel follows:]
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National Federation of the Blind Testimony

Before the Subcommittee on Taxation and Debt Management

Committee on Finance, United States Senate

September 26, 1983

Mr. Chairman, my name is James Gashel. I am Director of

Governmental Affairs for the National Federation of the Blind.

My address is 1800 Johnson Street, Baltimore, Maryland 21230. I

appreciate your kind invitation to appear before the Subcommittee

today on issues related to S. 120.

Mr. Chairman, I appear before you today on behalf of the

National Federation of the Blind, a nationwide membership

organization of blind people representing the blind throughout

the United States. We have a state affiliate in each state and

local chapters in most sizable population areas. Our Federation

is a vehicle for self-expression by the blind, themselves. In

short, we are the blind speaking on our own behalf.

Statement of Support for Extengion

The issue which brings us here today is the proposal to

re-enact and extend the deduction found in Section 190 of the

Internal Revenue Code covering expenditures made for removing

architectural and transportation barriers. The deduction for

removing barriers to the handicapped and elderly was originally

enacted in 1976 and allowed to expire on December 31, 1982. The

purpose of the deduction was to help increase employment

opportunities for certain handicapped individuals who might be

limited by architectural barriers or inaccessible transportation.

The Nation 1 Federation of the Blind supports extension of the

1
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barriers removal deduction as proposed in S. 120, with the

addition of certain provisions, which I will be discussing.

In 1973, Congress took the first steps toward expanding

private sector employment opportunities for the blind and

disabled by requiring most federal contractors and subcontractors

to take affirmative action in the employment and advancement of

qualified handicapped individuals. Although not expressed in the

statute (Section 503 of the Rehabilitation Act of 1973, as

amended), an integral part of the affirmative action mandate has

been the requirement by regulation that federal contractors make

their facilities accessible to and usable by qualified

handicapped individuals. Requirements such as this have

stimulated much talk about physical accessibility and some change

in the work sites of federal contractors and subcontractors. The

question of cost of accessibility--who pays for it--however,

continues to be a matter of considerable discussion and to some

extent controversy.

The issue of the cost of physical accessibility is

particularly acute in the private sector as opposed to the

government or other public agencies. Expenditures for

initiatives, such as physical accessibility, of public programs

can be met by means of direct federal or state appropriations.

But other than using the tax mechanism, Congress has no method on

a broad scale to assist in the financing of barriers removal in

the private sector. In 1976, Congress took the first steps

toward participating in meeting the costs of physical

accessibility in the private sector by enacting the tax deduction

2
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provision which S. 120 now seeks to extend beyond

December 31, 1982.

So the rationale for the tax incentive approach is something

in the nature of the the carrot and the stick. Congress has

combined the civil rights provisions of the Rehabilitation Act of

1973, as amende with a tax incentive to help in meeting any

increased costs which might result. We view the tax incentive

approach as an effective inducement to encourage voluntary

compliance with an important civil rights law. As such, the

deduction has continuing value in the vigorous implementation of

civil rights policy affecting blind and disabled individuals.

Recommendations

Mr. Chairman, while we support extending the tax deduction

for the removal of architectural and transportation barriers for

the handicapped and elderly, we have come to offer certain

proposals for modifying the provision in ways which relate to the

needs of our particular constituency--the blind. These proposals

are listed and described below as follows:

(1) Amendment to Permit Deducting the Cost of Equipment and

Media for the Removal of Communications Barriers: In offering

this proposal, we suggest that language be added to Section 190

of the Internal Revenue Code permitting the removal of certain

barriers to communication not otherwise considered to be

qualified architectural or transportation barriers under the

provision which was formerly enacted by focusing almost

exclusively on the built environment. The former law failed in

our judgment to stimulate the removal of barriers to

communication which are not caused specifically by the physical

3
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features of buildings or facilities. Actually, Mr. Chairman,

there are really no architectural or transportation barriers that

prevent access to buildings and facilities by people who are

blind. This is not to ignore the inconveniences which may be

caused by certain structural features. But the key word is

"prevent." In the sense of being "prevented" from using

buildings or facilities by virtue of our blindness, we do not

face barriers of the type which confront people who cannot

physically obtain access. The problems of the blind are

different in type as well as magnitude.

For this reason, and because of the language of the former

statute, the income tax deduction for removal of barriers has not

brought beneficial changes to improve opportunities for blind

people. This is why we are suggesting that, in re-enacting the

tax deduction for barriers removal, Congress should add the

phrase "communications barriers" to appear in the statute along

with architectural and transportation barriers. In addition, a

definition of "communications barriers" should be incorporated to

specify that such barriers include *any form, media, or format of

information or record keeping (or any equipment used in

receiving, processing, and transmitting such information and

records) which substantially limits access or comprehension by

persons with impaired vision, hearing, or speaking skills.' Mr.

Chairman, the need for and practical value of such an amendment

is highlighted by the fact that advancing technology has provided

new equipment and methods for communicating in ways other than

the standard print media. I refer, for example, to devices which

4
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are now becoming available to enable blind people to read a

printed page. One of these units is a small computer and camera

assembly which scans the print characters and translates the

visual images into full word recognizable speech. The device,

known as the Kurzweil Reading Machine, can now be purchased for

something like $25,000, with annual maintenance contract to keep

the hardware functioning and the software up to date. Another

device, about as large as an average sized cassette tape

recorder, produces Braille symbols electronically and allows the

user to record and retreive information stored on a standard tape

cassette. This unit (known as the VersaBraille) can function as

a self-contained information storage and retrieval system or it

will operate as a computer terminal or word processor. Current

price is approximately $6,500. One company (IBM) makes a talking

typewriter which has a memory and will speak the words typed on

the printed page and into its small computer. Other devices

include talking computer terminals, high-speed computer drt.ven

Braille printers (costing about $16,000 apiece) and a new

electronic Braille printer which will work in conjunction with a

portable or personal computer.

The point I a n making is that the apparatus is now available

to provide blind people vastly increased access to information.

The barrier of not having information (or-not having access to

it directly, if it existed only in the form of ink print) has

been the most formidable physical obstacle facing the blind. To

obtain access to information which we need for education,

employment, and recreation blind people have developed and used

alternative techniques to gather the knowledge we would acquire

5
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by reading print if we had normal vision. Now the electronic and
computer age places us in the forefront of a communications
revolution which can prove extremely advantageous to blind people
if (and it is a big proviso) we can acquire the financing to take
advantage of the new technology. This is where a tax incentive
for the removal of communications, as well as architectural and

transportation barriers becomes important.

(2) Sighted Assistance Tax Credit: Our second proposal for
re-enacting the barriers removal tax incentive provision in a
modified form is a tax credit to help in meeting the costs of
obtaining essential and regular sighted assistance to enable a
person who is blind to engage in a trade or business. It is
recognized that employers who hire readers for blind employees

may, under current law, deduct the wages of such readers as a
business expense in the same manner as the wages of other
employees are deducted. Also, blind individuals who employ
readers may deduct the wages paid as a business expense allowed
under Section 162 of the Internal Revenue Code.

These are the current tax provisions directly related to the
costs of obtaining sighted assistance. But, they are relatively
insignificant. For example, there is no additional tax advantage
to a corporation for hiring a person who has a full or part-time
assignment of providing reading or other sighted assistance to a
blind employee. In the case of a blind individual who hires a
reader or driver, there may be some reduction of the person's tax
liability, but the benefit is minor compared to th-e-cost and the
fact that employing a reader or other assistant is necessary for

6
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the blind person to engage in the trade or business.

Any blind person who competes for employment, especially in

business and industry (where the profit margin is the bottom

line) can tell you that the most common concern of a prospective

employer is the issue -f continuing costs for employment of

essential sighted assistance, such as readers and drivers. One-

time nonrecurring expenditures (provided they are low enough) are

usually not a critical impediment and can be eased somewhat by

the tax deduction formerly allowed under Section 190 of the

Internal Revenue Code. However, the greatest disincentive which

employers have when considering blind job applicants is the

possibility that there will be additional continuing costs for

assisting blind employees in the routine functions of their Jobs.

This fear of additional cost for the employment of blind

persons may often be unfounded. However, it exists nonetheless.

Many blind people are willing at personal expense to employ their

own readers or drivers, if necessary. But, this is often a great

financial burden despite the business deduction which can

currently be taken under Section 162 of the Internal Revenue

Code. By contrast, the use of a tax credit could stimulate

greater employment opportunities for the blind throughout the

private sector by rewarding employers who fulfill the needs of

blind employees for essential readers, drivers, or other

necessary continuing assistance. Of course, most jobs require no

assistance whatsoever, so the tax credit should be fairly

limited, we propose extending it only in those circumstances

where the assistance is reasonably necessary to performing the

essential functions of a job. A common example would be where a

7
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blind person engages in a trade or profession which relies

heavily upon reading and research in print media and the

processing of extensive written correspondence. Another case in

point is the fact that blind people are virtually barred from

entering sales occupations such as insurance, real estate, and

similar trades which require extensive traveling to call upon

clients and prospects. The costs of such travel under current

circumstances, absent a tax credit, are prohibitive.

Summary and Conclusion

Mr. Chairman, to conclude and summarize this statement, I

will indicate again that the National Federation of the Blind

strongly favors re-enactment of Section 190 of the Internal

Revenue Code which formerly allowed a deduction for the costs of

removing architectural and transportation barriers for the

handicapped and elderly. In addition, we have proposed that the

statute be re-enacted in a modified form, calling first for the

addition of "communications barriers," to appear in the statute

along with the former provisions. We have suggested a specific

definition for that section. Secondly and finally, we have

proposed enactment of a tax credit to cover the expenses of

employing necessary sighted assistance to aid blind persons in

performing essential functions (such as reading and driving)

required to enage in a trade or business.

Both of our proposals, Mr. Chairman, are based on our desire

to expand opportunities for blind persons to engage in the

private sector workforce of our nation. We think this can best

be done by means of incentives to dccompany the limited mandates

8
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for nondiscrimination which have already been directed by

Congress, The tax incentive is an accepted and popular approach,

as well as the best way that Congress has to encourage corporate

America to expand employment opportunities for the blind and

disabled. Seventy percent of the employable blind population is

either unemployed or underemployed. This is a tragic statistic

but a fact, nonetheless. Congress, the blind, and the business

and industrial machinery of our nation must work together to

implement an agenda of opportunities. Re-enacting Section 190 of

the Internal Revenue Code in a modified form as we have proposed

is a good place to continue this effort and we urge your careful

consideration of the approach we are proposing.

Mr. Chairman, thank you for the invitation to testify before

the Subcommittee today on this important issue concerning

employment and advancement for the blind and disabled. I assure

you, we in the National Federation of the Blind will be helpful

in any way we can as you proceed to mark up and report specific

legislation.

9
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Senator PACKWOOD. Let me ask you this, Mr. Gashel.
It is unusual to have the Treasury Department support any of

these bills here before us, and they support two of them today, in-
cluding this one. Have you talked with them about your amend-
ments?

Mr. GASHEL. No; we have not.
Senator PACKWOOD. I have no idea what their view will be, and

we often pass many of these bills over Treasury's objection; but it
clearly helps to have their support. So I will check your amend-
ment with them and see what their position is.

Senator DANFORTH. We will do that.
Senator PACKWOOD. Thank you.
Senator Danforth.
Senator DANFORT. No questions.
Senator PACKWOOD. Gentlemen, no questions. We appreciate it.
Mr. GASHEL. Thank you.
Senator PACKWOOD. Now let's go on to S. 1397. We have a panel

consisting of Mr. William Dikis, Mr. Frank Hamsher, and Mr. Mi-
chael Ainslie.

Senator DANFORTH. Mr. Dikis.

STATEMENT OF WILLIAM M. DIKIS, PARTNER, BUSSARD/DIKIS
ASSOCIATES, LTD., DES MOINES, IOWA, PAST CHAIRMAN, COM-
MITTEE ON HISTORIC RESOURCES, THE AMERICAN INSTITUTE
OF ARCHITECTS, WASHINGTON, D.C.
Mr. DIus. Mr. Chairman.
My name is Bill Dikis. I am a practicing architect in Des Moines,

Iowa, and past chairman of the American Institute of Architects
Committee on Historic Resources. I am appearing today on behalf
of AIA to urge congressional support for S. 1397, and also I would
like to comment briefly on S. 120.

With me this morning is Stanley Colby, AIA director of govern-
ment affairs, behind me.

With regard to S. 120, we would like to express the institute's
full and enthusiastic support for S. 120 as introduced by Senator
Dole. By extending the $25,000 business tax deduction, or even per-
haps, as mentioned in the January 26 Congressional Record, possi-
bly taking it to $100,000, the legislation would serve greatly to
expand the architectural access for our Nation's handicapped citi-
zens.

Most buildings have a lifespan of over 40 years. Eighty percent of
the buildings that will exist in the year 2000 are already in place.
Much of the building stock was constructed when handicapped ac-
cessibility was not a priority, and thus we have still quite a job
ahead of us. This legislation provides a valuable incentive to expe-
dite the necessary improvements in handicapped accessibility
across the Nation.

On the subject of S. 1397, the AIA finds the m 'ority of the provi-
sions contained in that bill necessary to correct te often unworka-
ble Treasury interpretation of the 1978 to 1981 tax laws concerning
rehabilitation tax credits. As stated by you, Senator Danforth, in
the May 26 Congressional Record, Congress did not foresee at the
time of the law's enactment that requiring 75 percent retention of
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the buildings' existing walls would deny tax incentives to many
valuable and legitimate rehabilitation projects. You also noted that
a severe barrier to rehab project developers arises every time the
shape of the building is of a unique character and design. We are
here to -confirm that observation and underline that. A building
that was rectangular in shape would fail the 75 percent of wall test
if it were not square. If it were rectangular and you were simply to
expand as a substantial portion of that project for economic rea-
sons to the rear of that building, you would immediately fail the
75-percent test.

There are many other buildings that are E-shaped, U-shaped,
and all kinds of other shapes that do not fall well into that provi-
sions.

The American Institute of Architects recognized from the first
enactment of these rehab credits that the 75-percent wall test as
too restrictive and unworkable, and have worked since then to at-
tempt to modify that, particularly because of this unique and un-
standardized character of our historic and older structures.

Many significant structures of national and regional architectur-
al significance have been casualties of this interpretation, and I
think some of the other testimony this morning will mention spe-
cific examples of those.

As an architect involved every day with the preservation and re-
habilitation incentives, I can address their value and their limita-
tions. In my home city of Des Moines, Iowa, the credits have done a
lot to change the economic and cultural health of our center city. I
am personally involved with several projects myself that use these
tax incentives, and they have done a great deal to work for the bet-
terment of our downtown area.

The number of jobs and the tax revenue, created downtown by
the numerous projects have helped the construction industry in
Des Moines survive through the recent recession. Of course any-
thing that works in the favor of preservation tends to be labor-in-
tensive and tends to be energy-conserving.

Historic preservation and rehabilitation has also played a signifi-
cant role in the revitalization of our urban centers and central
business districts.

Before concluding my remarks, I want to express the AIA's con-
cern that section 1, p art 3, of S. 1397 is substantially counterpro-
ductive to meeting the general goals of the legislation. The provi-
sion requiring the retention, in place, of 95 percent of the existing
internal structural framework cannot be met in a large number of
older structures existing for 40 years or more. These are often
structurally unsound. It is often very difficult to meet the neces-
sary increased weights and stresses of today's heavy office equip-
ment-many of the older buildings have wooden floors and it
makes it very difficult to deal with meeting that loading.

In summary, we want to completely support S.' 1897, with the 95-
percent exclusion.

[The prepared statement of William M. Dikis follows:]
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Mr. chairman, my name is William M. Dikis, AIA. I am a practicing

architect in Des Moines, Iowa and past Chairman of The American

Institute of Architects' Committee on Historic Resources. I am

appearing today on behalf of the AIA to urge Congressional support

for S. 1397 and the essential role that federal tax incentives

have played in the preservation of our national heritage. Howev-

er, I would first like to comment briefly on S. 120 which extends

business tax deductions for improvements in handicapped access.

Accompanying me this morning is Stanley Kolbe, AIA Director of

Government Affairs.

S. 120

On behalf of The American Institute of Architects, the profession-

al association representing this nation's architects, I want to

express the Institute's full and enthusiastic support for S. 120,

which has been introduced by Senator Dole. The AIA is also work-

ing to secure passage of the House version of S. 120, H.R. 901.

By extending the $25,000 business tax deduction for the costs in-

curred in renovating facilities two more years beyond the December

31, 1983 expiration date, the legislation will greatly serve to

expand architectural access for our nation's. handicapped. The AIA

believes that through the removal of certain architectural and

transportation barriers that limit accessibility by disabled per-

sons, S. 120 will serve to fulfill the rights and productive po-

tential of all of our citizens: At this point; I would like to
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make a few observations about this nation's building stock. Most

buildings have a life span of over 40 years. Furthermore, 80 per-

cent of the buildings that will exist in the year 2000 already ar

in place. Much of this building stock was constructed when handi-

capped accessibility was not a priority. However, the AIA believe

that, just as buildings are upgraded for energy efficiency, they

will also be upgraded or replaced with features that increase leve

of accessibility. This legislation can provide a valuable incenti

to expedite the necessary improvements in handicapped accessibilit

across the country. For this reason, the Institute pledges to wor

with Congress to insure passage of this legislation during this

session of the 98th Congress.

Over the past several years, both the public and private sectors,

including the architectural profession, have made noteworthy ad-

vances in reducing impediments to full participation by disabled

persons in the normal activities of society. I am proud that the

AIA has had some share in these advances and been able to educate

both architects and the public to enhance opportunities for the

disabled. Evidence of the architectural profession's commitment

is provided through our strong emphasis on barrier free design and

by our participation in the development of revised accessibility

standards with the American National Standards Institute (ANSI).

The AIA believes that partnership between the public and private

sectors, as well as between able-bodied and disabled persons is

essential for progress toward a more barrier free environment.



215

Without doubt, additional progress is needed in this area. S. 120

represents an incentive mechanism to meet our nation's commitment

to the handicapped.

The problem of creating an accessible environment is exacerbated

in existing structures because these buildings were built before

barrier free design was part of architecture curriculum. Install-

ing elevators and other accessibility features obviously becomes

an expensive proposition in existing buildings. To deal with this

issue, a number of states and a few cities have tough legal re-

quirements for existing buildings in their building codes. These

provisions require buildings under these states and cities' juris-

diction to be made barrier free when they are remodeled. For ex-

ample, both the state of Massachusetts and the city of Chicago

have effective enforcement programs for new and existing construc-

tion, as well as inspector training programs on barrier free de-
sign. These programs are designed to overcome inertia,

insensitivity and inflexibility, which can be caused by unfamil-

iarity with barrier free requirements. The federal tax incen-

tives, which would be extended two years under S. 120, have played

a significant role in encouraging businesses to remove the handi-

capped access barriers.

To conclude my remarks on S. 120, I want to offer you the support

of the architectural profession and the resources of the AIA in

your efforts to pass this important tax legislation and improve
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handicapped access in the built environment as soon as possible.

It is a goal we have long sought.

S. 1397

Mr. Chairman, the AIA finds the majority of the provisions con-

tained in S. 1397 necessary to correct the often unworkable Trea-

sury interpretation of the 1978 and 1981 tax laws concerning

rehabilitation tax credits. As stated by Senator Danforth in the

May 26 Congressional Record, Congress did not foresee at the time

of the law's enactment that requiring 75 percent retention of the

building's existing walls would deny tax incentives to many valu-

able and legitimate rehabilitation projects. As also noted by

Senator Danforth, a severe barrier to rehab project developers

arises everytime the shape of the building is of a unique charac-

ter and design. Senator Danforth mentioned a non-qualifying St.

Louis structure where the proposed rehabilitation would preserve

three of the four existing walls; this is the type of ineligible

project an architect often confronts. A building that was rectan-

gular in shape would also fail the 75 percent of walls test if

rehab expansion to the rear of the project retained three of four

walls but replaced the backwall and enlarged the building. Numer-

ous examples of the unworkable nature of the 75 percent text exist

in every state in the nation no matter how diligently architects

may attempt to meet the rehab objectives the Congress stated when

passing rehabilitation incentives only a short time ago. While

the AIA membership worked long and hard to pass these original
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incentives, we were unsuccessful in our attempts to modify the

walls test. We hope these necessary changes can occur in this

year's tax bill.

The American Institute of Architects, as a matter of policy, has

recognized, since first enactment of the rehab credits, that the

75 percent of the walls test was too restrictive and unworkable.

We have communicated to Congress and the Executive Branch on many

occasions the need to modify the rehab test to reflect the unique

and unstandardized character of our historic and older structures.

When the Internal Revenue Service issued its interpretation of the

rehabilitation qualification test October 28, 1980, the AIA imme-

diately responded to IRS and the Congress with serious objection

to the regulations. Approximately three years ago the A44c--stated

in its response to the regulations:

...we have serious reservations about 1.48-11 paragraph

5, 'Retention of 75 percent of external walls.' By not-

ing that a common wall is not an external wall, we feel

that the proposed regulations severely restrict from

qualification that class building type most eligible for

adaptive use and rehabilitation -- row-type commercial

and r. dential structures typical of the urban north-

east. As it stands, the language would serve to stifle

many appropriate and creative architectural solutions to

the problem of re-use of older buildings, which we be-

lieve to be the intent of the regulations. In view of
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these reservations about the regulations as proposed, we

urge that public hearings be held."

While the rehab credits Congress passed in 1978 and 1981 have had

a positive and profound impact on the urban design of our nations

cities, many exceptional structures of national and regional ar-

chitectural significance have been casualties of the IRS/Treasury

interpretation of the rehabilitation incentives. S. 1397, by mod

ifying the rehab test, encourages rehabilitation of these unique

architectural and design treasures, recognizing them as valuable

economic assets.

As an architect involved every day with the preservation and reha-

bilitation incentives, I can address their value and their limita-

tions. In Des Moines, Iowa for instance, the credits have

radically changed the economic and cultural health of our center

city. The number of jobs and the tax revenue created downtown by

the numerous rehabilitation projects have helped the construction

industry in Des Moines survive through the recent recession. New

construction, on the other hand was economically infeasible. Had

S. 1397 passed two years ago, I can assure you more could have

been done to rehabilitate our cities than was possible under the

current rehab restrictions.

It is important to note that historic preservation, adaptive use

and retrofit activities also afford the nation a clear opportunity

to conserve our increasingly expensive energy resources. As I
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mentioned earlier, eighty percent of all buildings that will exist

in the year 2000 are in place today and represent an energy in-

vestment which few uderstand. Studies by the President's Adviso-

ry Council on Historic Preservation have demonstrated that

rehabilitation of existing buildings requires far less initial

energy than the demolition, construction and operating needs of

-omparable replacement buildings. In addition, rehabilitation-

related construction activity makes good economic sense. Rehab

projects create jobs, provide job-training and enhance the skills

3f those involved. Furthermore, once employed, workers on preser-

ation projects are not subject to the normal seasonal fluctua-

:ions of the construction industry as most of the renovation is

-ompleted in an enclosed area. I would also call to the Commit-

:ee's attention reports by the Advisory Council on Historic Pres-

.rvation which found that the cost of restoration per square foot

#as from one-fourth to one-third cheaper than that of new con-

,truction. It has been estimated that renovation may cost from

$15 to $40 per square foot, depending on the utilization of previ-

3us space and materials, as compared to $80 per square foot for

iew construction.

historic preservation/rehabilitation has also played a significant

role in the revitalization of our urban centers and central busi-

ness districts. Many rehabilitation projects have been located in

our ini, r cities, preserving the architectural, historic and cul-

tural heritage of the area, while at the same time stimulating

real estate values and general economic growth.

BEST AVAILABLE COPY
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Before concluding my remarks, I want to express the AIA's concern

that Section 1 Part III of S. 1397 is substantially counterpro-

ductive to meet the general goals of the legislation. The bill's

provision requiring the retention in place of 95 percent of the

existing internal structural framework cannot be met in a large

number-of older structures existing for 40 years or more. These

buildings are often structurally unsound and in need of vast in-

ternal structural improvement if they are to be useable as commer-

cial office or retail space. The weakened internal structure of

our older buildings often cannot handle the increased weights and

stresses of today's heavy office equipment without structural mod-

ification. Of equal importance is the fact that many of the older

buildings have wooden floors and structural elements that will not

meet fire safety and building code requirements in many areas of

our country. Utilizing 95 percent of a faulty, aged internal

structure as a qualification for rehab credits only worsens the

current situation. We suggest that Section 1, Part III be dropped

from the bill to better effect the goals Senators Danforth and

Eagleton envisioned when they introduced S. 1397. Beyond this-

objection, the Institute finds the legislation long overdue and

urgently needed to better preserve the urban fabric of our cities.

I appreciate the opportunity to testify before you today on a sub-

ject of high priority to the nation's architects, developers and

preservation-minded citizens. It is important to remember that

older structures, especially architectural treasures, are part of

our nation's past and its cultural heritage. In addition, these

structures represent underutilized economic potential for our cit-

ies. We urge the adoption of S. 1397 with the modification to

Part III as expressed above.

Thank you for this opportunity to appear before you.

T580C
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STATEMENT OF FRANK HAMSHER, COUNSEL FOR DEVELOPMENT
ON BEHALF OF THE CITY OF ST. LOUIS, MO.

Mr. HAMSHER. Thank you, Senator Danforth.
I am pleased to be here to present testimony on behalf of the city'

of St. Louis and Mayor Schoemehl in support of Senate bill 1397.
The investment tax credit for rehab of older and historic build-

ings has proved to be a highly effective means of accomplishing its
stated purpose, which was to encourage the rehabilitation of histor-
ic structures and older structures and to preserve and encourage
the reinvestment in the fabric of our downtowns and the fabric of
our neighborhoods, particularly in our older central cities. It has
been a very great assist to older cities like St. Louis which have a
vast supply of fine older buildings which have been too long ne-
glected by the investment and user communities. In fact the in-
vestm t tax-cre-dit has had a great effect over the last 2 years in
encouraging, stimulating, and moving along the rehab of our down-
town area, our neighborhoods, and many of those fire older build-
ings.

A vast amount remains to be done, however. In St. Louis, for ex-
ample, some 5 million square feet of underutilized or vacant space
exists on two main traffic arteries in the downtown area. Thou-
sands of buildings in the neighborhoods remain to be rehabilitated
and brought back into productive use.

The ITC, which has been so helpful in stimulating activity along
those lines, however, cannot accomplish its purpose fully due to
some technical arbitrary restrictions which were included within
the current language of the statute.

Senate bill 1397 would correct one such technical problem, which
relates to the requirement that 75 percent of the existing external
walls of an older or historic building remain in place as external
laws. That requirement has proved to be one which has ruled out
or made more difficult the rehab of a great number of buildings
which in fact the ITC provisions were not intended to rule out or
make more difficult.

It has been unduly restrictive particularly for odd-shaped build-
ings: E-shaped buildings, U-shaped buildings, L-shaped buildings.
St. Louis has a wealth of all of those kinds, both in downtown and
in the neighborhoods. It also can adversely affect some rectangular
buildings. It has made very difficult, or in some cases impossible,
additions to and connections of several adjacent older or historic
buildings which need to be connected in order to make an economi-
cally viable project. And it can virtually eliminate any kind of an
addition to any kind of a row structure, whether it be a residential
or a commercial row structure.

In many cases, additions to such structures are vitally necessary
to meet modern needs-modern needs in terms of heating, air con-
ditioning, ventilating, and so on; in terms of elevator use, in terms
of interior use of buildings.

Modifications are frequently necessary which will in no way
harm the existing fabric of the area in which the building is locat-
ed, will in no way harm the building itself, or will in no way harm
its esthetic appeal or its appeal at the street level. And in fact the

29-106 0-84-16
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additions to such buildings can help retain those buildings as a
part of the vital fabric of a downtown or neighborhood area.

Senate bill 1397 would ease those restrictions, and would m fact
serve the original purpose that the Investment Tax Credit had,
which was to encourage and stimulate the rehabilitation of older
historic buildings, to modify investment decisions, to redirect in-
vestment in the direction of rehab of our older buildings and the
fabric of our core cities such as St. Louis.

This provision would make that investment tax credit effective
for odd-shaped buildings, for buildings which are not square, for
buildings needing modern facilities, for buildings needing to be
joined. it assures, through standards contained in the bill, that the
rehabilitation will in fact still be genuine rehabilitation and will
not in fact be new construction.

As a representative of one of our fine older cities with a wealth
of fine older buildings to be rehabilitated still, I urge this Senate to
pass the Senate bill 1397 to make that tax credit effective in all
situations.

Thank you very much.
[The prepared statement of Frank Hamsher follows:]
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STATEMENT OF FRANK EAMSHER

Office of the Mayor: Counsel for Development
City of St. Louis. Missouri

Mr. Chairman, I am Frank Hamsher, Counsel for Development for

the City of St. Louis. and I am pleased to be here to testify on

behalf of Mayor Vincent C. Schoemehl, Jr. and the City in favor of

Senate Bill 1397.

Senate Bill 1397 would amend Section 48 (g) of the Internal

Revenue Code which provides an investment tax credit for rehabili-

tation expenditures for qualified rehabilitated buildings.

Congress passed the investment tax credit for rehabilitation ex-

penditures in recognition of the enormous capital investment that

this country has in older buildings. It was recognized that many

of these buildings, primarily in central cities and older neigh-

borhoods were declining. Older cities like St. Louis were exper-

iencing very significant disinvestment in and abandonment of older

buildings. This resulted not only from basic demographic and eco-

nomic trends, but also from changing architectural and engineering

designs affecting the exteriors of the builidings, the internal

placement and flow of activities. and mechanical systems.

Congress properly recognized that the buildings were not obsolete

and ought not to be destroyed, that the fabric of downtowns and

older neighborhoods depends upon re-use of existing structures.

The investment tax credit has been an effective method of changing

investment patterns in favor of rehab.
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In St. Louis. the rehab ITC has begun to transform both down-

town and neighborhoods. Good buildings which had long been

neglected have been given ne life. For cities like St. Louis.

whose fine old'building stock is one of its major assets, the

rehab ITC has been a major benefit. But to make the rehab ITC

work as Congress intended, some technical changes are needed to

fulfill the intent of Congress and eliminate some inflexibility in

the interpretation of the rehab credit.

To be a "qualified rehabilitated building" a building and its

structural components must meet the tests of Section 48 (g) of

Internal Revenue Code. The test requires that the building be

"rehabilitated" as defined in the regulations, that it be placed

in service before the beginning of rehabilitation, that twenty

years have elapsed since the prior rehabilitation or construction.

and, the subject of the present bill, that "seventy-five percent

or more of the existing external walls (be) retained in place as

external walls in the rehabilitation process."

The seventy-five percent retention requirement for external

walls has created problems in the rehabilitation of buildings

which are not square. In order to be used efficiently in modern

circumstances, many older buildings require some external modifi-

cations - commonly on the back or a side which was never intended

to be viewed from the street and which is frequently undistin-

guished architecturally. If a building is rectangular, the only

- 2 -
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side upon which new construction May be added and mot the 75%

requirement is one of the shorter ends of the rectangle.

In addition, many older buildings were constructed in the

shape of an "LO. a "U". an 0E3 or other multi-winged shape which

may affect efficient utilization of the building. Often, the

shape of the older building was chosen to facilitate ventilation

in the era predating air conditioning. The opening is often on

the side to which additions may be constructed. Unfortunately, if

a rehabilitation project involves the enlargement by construction

in the Ninside" spaces of the original-building, such as by

filling in the opening of a NUN shaped building, the rehabilitated

building may fail to meet the 75% requirement for external walls.

Many fine old buildings in downtown St. Louis are of this nature

and the 75% requirement as it currently stands could be an impedi-

ment to attracting rehab of such buildings.

The requirement also limits the ability to re-use buildings

by joining several older buildings with new construction. This

can particularly be a problem in the rehab of small older multi-

family residential buildings.

To the extent that the building's "non-square" shape or the

need to make appropriate additions or connections prevents re-

habilitation expenditures from qualifying for the investment tax

credit, the function of the investment tax credit to encourage the

- 3 -
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rehabilitation of the building has failed. The 75% requirement is

an artificial - essentially arbitrary - constraint. It causes the

viability of the rehabilitation project to depend entirely on the

shape and configuration selected for a building decades ago. It

is, of course, possible to rehabilitate a building in an architec-

turally pleasing and useful manner a4d yet close in the "open

space" or construct an addition off the long side of a rectangular

building.

The requirement for retention of the existing internal frame-

work is similar to that currently found in Regulation Sec. 1.191-2

(e) (5) which excludes new construction from the rehabilitation

investment tax credit. The present regulation provides that if

the internal structural framework of the building is replaced, the

work will be considered new construction and not rehabilitation.

The amendment insures that the basic structural framework is

retained but allows the minor changes often required by new con-

struction to be made.

Under the amendment, half of the present external walls must

be retained as external walls and seventy-five percent of the

walls must be retained in place. These provisions guarantee that

the older building will be retained and used. The purpose of

investment tax credit will be retained. The country will be using

its existing capital investment. Older cities with abundant

resources of older buildings will be better able to attract users

and investors to their existing buildings. Additions can be added

that do not compromise the architectural beauty of the past.

Investment can be encouraged where it is needed most. in the down-

towns and in those places where decline and abandonment have oc-

curred in past due to changing designs and activities. Investment

in the older cities and communities of this country will be en-

couraged through the marketplace without the artificial constraint

imposed by the architectural form selected many years ago.
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STATEMENT OF MICHAEL L. AINSLIE, PRESIDENT, NATIONAL
TRUST FOR HISTORIC PRESERVATION, WASHINGTON, D.C.

Mr. AiNsue. Senator Danforth, first let me commend you on in-
troducing this important piece of legislation. The National Trust is
delighted to have participated in 1981 in the support of rehabilita-
tion investment credit provisions and has seen the enormous suc-
cess throughout the country of those provisions. As you know, some
$4 billion of investment has occurred. resulting from the invest-
ment credit and other historic preservation incentives in place
since 1976.

Clearly, the 75 percent of external walls test has been one of the
major problems with the existing legislation, and we are in support
of changes to that test. We do, however, have two additional con-
cerns that are not addressed in this legilation which I would like
to mention today, and one significant problem with the legislation.

The National Trust recently retained the firm of Peter D. Hart
Research Associates to conduct a major national survey of people
who have used and those who have not used the investment incen-
tives, to learn more about these problems. We were interested to
learn that one of every two projects that have been undertaken
under the investment credit provisions would not have been under-
taken without the incentives.

We also learned that 45 percent of those developers not using the
incentives mentioned the problem of the 75 percent of walls test as
a major reason for their not using the tax credit

The first of the two provisions which we are specifically con-
cerned about that are not addressed in this bill is the present re-
quirement that 75 percent of external walls be retained in place.
The words "be retained in place" are our concern, and they contin- -
ue on in the proposed legislation. This precludes major reconstruc-
tion of walls, which is frequently needed and in our opinion is good
preservation technique fully consistent with the Secretary of the
Interior's guidelines. We urge that some language allowing for re-
construction where materials are reused be allowed, and that the
test "be retained in place" be enlarged to include that kind of re-
construction.

A second problem which is not addressed is that of distinguishing
between existing external walls and original external walls. Fre-
quently there have been accretions, additions to buildings, and in
fact the current test frequently, we find, leads to the removal and
the demolition of the original fabric of the building and the reten-
tion of the more insignificant additions that have been added over
the years. This is not as big a problem with historic rehabilitations,
where the State historic preservation officer must certify that the
rehabilitation is historic but it is a major problem with the 15 and
20 percent tax credits for one rehabilitation of 80- and 40-year-old
buildings where there is no review and certification process.

My colleague from the AIA has spoken about the significant
problems, and we see them as absolutely major problems that
would result from the addition of a new test that 95 percent of the
existing internal structural framework be retained inplace. This is
a very inflexible provision; and while we certainly endorse the ide
of retaining internal structure where possible, we see many of the
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problems and even more than AIA has mentioned. There are cer-
tainly building code problems, seismic code problems, and other
problems resulting from difficulty of measurement.

Finally, if I could mention one other provision which is not ad-
dressed and which we feel is a major problem: That has to do with
the provision that requires a substantial rehabilitation, called the"substantial rehab test." On which we have testified previously..
We hope that your committee will in the future review the provi-
sion requiring that the rehabilitation exceed the adjusted basis in
the building. We think there are alternatives to that, and we think
the language used in the accelerated cost recovery test under sec-
tion 168(f(1XC) would be an improved test, rather than the existing
substantial rehab test.

In closing, let me just mention that on the 1st of January in 1984
a provision of the 1976 act lapses. This is the provision which pro-
vides a capitalization of demolition expenses of a National Register
building. While this is a provision that we think has had effective
use around the country, we would like to remind your committee
that we do not believe that tax benefits, that is, from the expensing
of the residual basis and the cost of demolition, should be conferred
on individuals or corporations who are demolishing historic build-
ings.

I must say that 3 years ago we testified with Mayor Conway of
St. Louis to repeal the other demolition provision, which denied ac-
celerated depreciation at that time, and we supported that change.
It was eliminated then from the code. One provision was left, how-
ever, that being the denial of the ability to write off the remaining
basis of a building and the expenses related. This expires on the 1st
of January 1984, and we would like to urge that it be extended at
that time.

Thank you, sir.
[The prepared statement of Michael S. Ainslie follows:]
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STATEMENT OF MICHAEL L. AINSLIE
PRESIDENT OF THE NATONAL TRIJST FOR HISTORIC PRESERVATION

BEFORE THE SENATE FINANCE COMMITTEE
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT

CONCERNING AN ALTERNATE PERCENTAGE OF WALLS TEST, S. 1397

September 26, 1983

Mr. Chairman and Members of the Subcommittee, the National Trust for Historic
Preservation is pleased to have this opportunity to present its views on
S. 1397, a bill to amend the Internal Revenue Code to provide an alternative
test for qualification for the rehabilitation tax credit.

The investment tax credit is the single most important factor cited by
developers in deciding whether to initiate the rehabilitation of an historic
building. Our research confirms Department of the Interior statistics that
one of every two certified rehabilitation projects would not have been
undertaken were it not for the existence of the targeted historic preservation
tax incentives. Actual and planned investment in historic rehabilitation
projects certified for the tax incentives has totaled $3.95 billion in tne six
years since the creation of preservation tax incentives. Approximately
one-third of that investment was certified in 1982 indicating, in part, a
growing interest by new investors in the restoration of our nation's building
stock. This is one of the few tax incentives I am aware of that has worked
exactly as Congress has intended it to work. However, refinements are
needed. While we do not support the bill before the Subcomittee, it does
address one of the difficulties some tax projects have had with the bill's
eligibility requirements.

We believe the existing 75% of walls test should be revised, but not as
proposed in the pending bill. In addition, we want to alert you and the
Committee staff to two additional issues in the historic preservation tax
incentives -- the substantial rehabilitation minimum expenditure test and the
expiring demolition provisions.

The 75% of Walls Requirement

The basic purpose of the 75% of external walls retention requirement is to
assure that only rehabilitation and not new construction is encouraged through
the investment tax credits. At the same time, Congress sought to provide an
objective and self-administering test. Clearly a distinction must be made
between new construction and rehabilitation. Experience with the requirement
has demonstrated, however, that a variety of conditions arise in which the
test has hamstrung important rehabilitation projects. The Ferry Building in
San Francisco; the Willard Hotel, the Evening Star and the Apex buildings on
Pennsylvania Avenue in Washington, D.C.; and the National Historic Landmark
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Union Station in St. Louis are well-known examples of projects which have had
difficulty meting or cannot meet this test.

Further evidence of the national scope of this problem is contained in a study
by Peter D. Hart Associates, Inc., a nationally-known market research
organization. To gather information for the Congressionally mandated tax
study conducted by the National Trust for the Advisory Council on Historic
Preservation, Federal Taxation and the Preservation of America's Heritaae
(April 1983), the Hart firm surveyed by telephone a population or persons who
had used the tax incentives and a control population of real estate
developers, syndicators and counselors who had not taken advantage of the
preservation tax incentives. Forty-five percent of those surveyed identified
the 75% of walls requirement as a problem.

The principal difficulty with the 75X of walls requirement comes with the
imposition of what appears to be a clear and objective standard that, in
actual application to a diversity of older building types, is arbitrary and
inequitable. An example of this problem can be seen in the building with an
irregular plan, such as the E-shaped building which prompted S. 1397 or the
Apex Building on Pennsylvania Avenue. For this and other reasons detailed
below, the Advisory Council on Historic Preservation during its August meeting
recommended developing more flexible tests to qua lify for the rehabilitation
tax credit for certified historic structures. The Advisory Council includes
representatives from the Departments of Treasury and Interior.

S. 1397 proposes an alternative three-part test whereby (1) "5O of the
external walls must be retained as external walls"; (2) "75X or more of the
existing external walls are retained in place (but not necessarily be retained
as external walls)"; and (3) "95X of the existing internal structural
framework is retained in place" after the rehabilitation process. We agree
that a change in the 75% of walls requirement is warranted and necessary,
however, the formula proposed in S. 1397 will provide a standard that is too
restrictive to be useful on a national scale. The 95% rule, if intended to
provide more flexibility, would actually be counterproductive and more
inflexible than the present requirement. From the point of view of an
architect or developer, this standard would be overly stringent and could lead
to the situation where the existing structural framework had to be reinforced
in order to be retained, adding to the rehabilitation costs.

Neither the existing test nor the alternative test meet the major problems
with the existing 75% of walls test that are being encountered and which have
prompted the National Trust to develop its own recommendations on this issue.
Let me briefly summarize them for you.

1) The requirement that external walls be "retained in place" in the
rehabilitation process creates a potential problem for those historic
buildings needinr some wall reconstruction. The statutory requirement that
external walls be "retained in place...tn the rehabilitation process" may
preclude dissassembly and reconstruction as permitted under the facts and
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circumstances test in the regulations under Treasury regulations interpreting
Code Section 191. Similarly, the proposed regulations under the repealed 1IO
investment tax credit for 20-year old commercial buildings allowed replacement
of non-structural curtain walls provided the "structural framework" of the
wall was retained in place.

Reconstruction is a legitimate preservation technique and fully consistent
with the Secretary of Interior's Standards for Rehabilitation. The ability to
dissssemble, reinforce, and reassemble particular walls may be essential for
the preservaton of substantially deteriorated historic buildings. It is also
necessary when fitting a building with structural steel beams in the
rehabilitation of historic buildings in cities like San Francisco where such
buildings often do not meet current seismic code requirements.

2) The requirement that external walls be retained in place as "external
walls" in the rehabilitation process may be interpreted (as the Treasury
Department did in its proposed r-egulations under the I0 tax credit) to
require that external walls have one face exposed to the weather or the
earth. Such interpretation would make it difficult to enclose external walls
with covered arcades, as was proposed for Denver's Tivoli Brewery, Milwaukee's
Grand Concourse, and other commercial projects which seek to integrate several
separate buildings into an urban shopping environment. The first two elements
of the bill would address this problem.

3) The test fails to distinguish between existing external walls and original
external walls. This may have the unintended result or allowing demolition of
an historic building's original building fabric. This could occur when the
historic building had been expanded with a nonsignificant addition. Because
the 75% of walls test is confined to "existing external walls" as opposed to
original building fabric, it is conceivable that a disproportionate amount of
original wall could be removed while satisfying the 75X test. This may be a
problem for National Register eligible buildings rehabilitated under the 15 or
20% tax credits. It should not be a problem for certified rehabilitations
because of the safeguards provided by the Secretary of the Interior's review
and certification process.

4) The test fails to distinguish between significant and nonsignificant wall
surfaces. This may hamper theefort to rehabilitate the building in sympathy
with the Secretary of the Interior's Standards which provide for
rehabilitating historic buildings to meet contemporary market requirements.

Because historic buildings are often thought to be too small for contemporary
office and commercial use, the ability to blend new construction with the
existing building fabric may be essential to allow these properties to be made
economically viab13 in the commercial market. There are many cases, however,
when the Department of Interior, through its review and certification process
will not allow any walls to be removed in order to fully protect the historic
significance of the building.
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5) The reQuirement Dresents Dractical problems for taxoavers and the Internal
Revenue service in determinina the measureetof IMe Oxternal walls of
historic buildings to meet the test. Unlike the buildings constructed in more
recent decades with very simple vertical planes, many historic buildings have
complex external wall configurations. These can include parapets, towers,
arcades and courtyards. The difficulty of measurement of these wall surfaces
has confounded many projects under this standard. These difficulties are
demonstrated in a recent private letter ruling for the Willard Hotel in which
the Internal Revenue Service was forced to go to great lengths to distinguish
between the "essentially horizontal" and the "essentially vertical" elements
of the mansard roof with its mansard-like curved penthouses.

The National Trust's tax study has identified two alternatives to remedy the
problems posed by the 75% of walls test. One deals with certified historic
rehabilitations by exempting certified historic rehabilitation from the 75%
test, relying on the Department of Interior certification process to determine
the appropriateness of the rehabilitation plans, while the other makes
applicable to all rehabilitations statutory clarifications to eliminate some
of the difficulties created by the current standard.

The Secretary of Interior's review and certification process assures that no
historically significant walls are covered up or destroyed in a certified
rehabilitation. Exempting certified historic rehabilitations from the
statutory 75X of walls test would assure that all historic projects currently
screened out by the 75% of walls test could be done.

If the Subcommittee wishes to consider a change in the wall's requirement for
projects using the 15% or 20% tax credits, we would suggest as a model the
standard contained in the Department of Treasury regulation 1.191-2(e)(5).
That regulation defined new construction as the replacement of the internal
structural framework of a building and one or more outer walls. The
structural framework and outer walls are not considered to have been replaced,
however, if they are disassembled and reassembled during rehabilitation and
the reassembled portion uses at least 75% of materials original to the
structure.

The Substantial Rehabilitation Test

We believe it is appropriate to consider the 75% of walls requirement together
with the other major objective test for qualification: that the taxpayer must
incur rehabilitation expenditures that exceed the g of $5 000 or 10(X of
the adjusted basis in the building. Like the 75% ofiiI.Is requirement, the
purpose of the test is to assure that only properties that are rehabilitated
in fact will qualify for the credit. The expenditure level in relation to
basis is a useful objective standard to circumscribe the class of projects
potentially eligible for the credit.

However, in application, the test frequently creates arbitrary and unintended
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results. For example, the test discriminates where a building has recently
changed hands or is in a high value area. The test has other disadvantages as
well. The need for rehabilitation costs to exceed adjusted basis may
encourage over-improvement of the building in a way that is wasteful and
inconsistent with sound preservation technology. The test may also serve to
eliminate the incentive for small-scale rehabilitation projects.

This 100% of basis test as now formulated favors current owners who have
depreciated their buildings over a long period of time. Most renovations
occur when a building changes ownership; thus the test may actually thwart the
overall purpose of encouraging renovation. This could occur where the cost of
acquisition far exceeds the amount of rehabilitation needed to put the
building in service for contemporary use.

Entering into partnership or joint venture agreements with the current
low-basis property owners is a sophisticated way to avoid the test. But it
increases the transactional costs of the tax credits and is unnecessarily
wasteful. This is inequitable to the owner or developer of an historic
property whose incentive decreases as transactional costs increase. Finally,
because the minimum expenditure threshold is a cliff test; the taxpayer may
not know if the test has been met until the rehabilitation work is completed
and all costs are incurred.

The National Trust has identified four legislative recommendations which might
be applied to remedy these problems: (1) the exemption of certified historic
rehabilitations from the test; (2) the adoption of a "facts and circumstances"
test to be applied on a case-by-case basis; (3) the reduction of the threshold
of expenditures necessary below 100C of the building's pre-rehabilitation
adjusted basis; or, (4)the reduction to the lesser of the adjusted basis or a
minimum expenditure level of $100,000.

The National Trust recommends that the Congress exempt certified
rehabilitations from the substantial rehabilitation test. If as an
alteri-tIve the Congress wants to retain an obective test, then we urae the
consideration of the substantial iirovement test used to qualify for
accelerated cost recovery u r Section c(8)(ITC€ -- an expenditure
threshold of 25X of adjusted basis.

The Demolition Disincentive

Code Section 28, enacted in the Tax Reform Act of 1976, denies current
deductions for losses and expenses incurred in the demolition of an historic
property. Instead, the taxpayer must charge the expense and loss to the
capital account of the land on which the demolished structure was located. In
effect, demolition must be added to the cost of acquiring the land -- a cost
which cannot be depreciated and which can only be recovered upon sale of the
property. This section will expire on January 1, 1984, absent action. While
there has been some uncertainty about ti errectivness of the disincentive.
based mainly on a lack of public awarenessof its existence, the National
Trust believes that the Internal Revenue Code should not confer tax benefits
on taxpayers who willfully demolish historic buildings that are included in
the National Register of Historic Places.

The demolition disincentive remains an important element of the public policy
framework for the protection of historic buildings. Its removal would render
the Internal Revenue Code internally inconsistent by subsidizing the
destruction of historic properties while, at the same time, encouraging their
preservation through the rehabilitation tax credit. In economically marginal
cases the absence of the demolition provision could end in the destruction of
buildings. More generally, its removal will send a very negative,
pro-demolition signal from the Congress.
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Senator DANFORTH. Gentlemen, thank you very much. This is ex-
actly why hearings are so important. We are given the opportunity
to hear from people who have much more expertise than any of us
have on the practical effects of legislation.

The suggestion that Mr. Dikis made was also one of the several
suggestions that Mr. Ainslie made. Let me ask Mr. Hamsher and
Mr. Dikis if Mr. Ainslie's points are also the points that you would
make. Do you agree with the suggestions and modifications that he
has put to us?

Mr. HAMSmm. Let me say, on behalf of the city, that our position
is that anything that can effectively continue to stimulate the re-
use and rehabilitation of older or historic buildings is a very good
thing for a city such as ours, and that there shouldn't be any kind
of artificial barriers that I don't think were intended in the origi-
nal ITC legislation, that would prohibit certain kinds of buildings
from qualifying.

With respect to the requirement about 95 percent, from our per-
spective some lessening of that requirement would make very good
sense, and perhaps it even could be considered for elimination.

With respect to the point made by the trust regarding the addi-
tion of portions of the external walls that have been added on to
buildings over the years, which in fact is precisely the reason
Union Station has some difficulties with the ITC, that the points
the trust makes that are also well taken.

With respect to the additional items that the president of the
trust addresses but which aren't addressed in your bill, Senator,
frankly I am not an expert, and I am not here to testify about
those issues.

Senator DANFORTH. Mr. Dikis.
Mr. DIKIS. Senator, thank you.
We, the American Instiute of Architects, are very much in

agreement with virtually all of Mr. Ainslie's comments, with one
possible exception, and that would be the suggestion of the model
for the test for the wall requirements being the Treasury regula-
tion 1.191-2(eX5), defining new construction for the replacement of
the internal structural framework of a building, continuing our
concern for that 95-percent rule.

We had firsthand experience within the past couple of weeks
with an ongoing tax rehabilitation job in Des Moines where the
structure was uncovered, and then we found that the wood joists
were rotted beyond original anticipation and requiring replace-
ment.

Senator DANFORTH. Well, gentlemen, thank you. We will take
your advice under careful consideration. Of course, we have to try
to keep Treasury on board as we are working with this bill, and
their concern and our concern is that rehabilitation be rehabilita-
tion, not knocking a building down and putting up a new building
in the same place.

We will be working with you and appreciate your testimony.
Mr. DIKms. Thank you, Senator.
Mr. HAMsmm. Thank you.
Mr. AINSLIE. Thank you.
Senator DANFORTH. The next bill is S. 1584: Mr. Lambrix, Mr.

Carter, Mr. Barrese, Mr. Palmer, and Mr. Persky.
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Mr. Lambrix.

STATEMENT OF ROBERT J. LAMBRIX, CORPORATE VICE PRESI-
DENT AND TREASURER, ARMCO, INC., MIDDLETOWN, OHIO, AC.
COMPANIED BY ERNEST CHRISTIAN, JiL, PATTON, BOGGS &
BLOW, WASHINGTON, D.C.
Mr. LAMBRIX. Thank you, Mr. Chairman.
My name is Robert J. Lambrix. I am corporate vice president

and treasurer for Armco, Inc. Accompanying me today is Mr.
Ernest S. Christian, Jr., of the law firm of Patton, Boggs, & Blow.

I appreciate this opportunity to appear before this subcommittee
to express Armco's strong support for S. 1684, the "Foreign Tax
Credit Conformity Act of 1983." Each of the three amendments
proposed in S. 1584 to the foreign tax credit rules-namely, cre-
ation of a domestic loss recapture rule, extension of the credit car-
ryover to 15 years, and rearrangement of the ordering rules to a
first-in-first-out basis-is both necessary and conceptually correct.
We urge prompt enactment of S. 1584 this year.

Speaking first to the foreign tax credit limitation, I would like to
review briefly with you the fundamental tax calculation which is
relevant to the bill; namely, the annual foreign tax credit limita-
tion.

This limitation basically is a simple ratio that calculates the
maximum foreign tax credit for the year as an amount equal to the
proportion of total U.S. tax liability. It is determined by- the ratio
of foreign source income to total worldwide income. This amount if
further limited in that the maximum credit cannot exceed the
amount of foreign taxes actually paid for the year.

The really important variable in the limitation is the numerator
of the fraction, which is foreign source income. As that numerator
rises and falls relative to worldwide income, the maximum foreign
taxcredit for the year also rises and falls.

ow, as for the first amendment, the proposed domestic loss re-
capture rule in S. 1584, which is also called the section 904(f)
amendment, will correct a technical problem that arises under cur-
rent limitation rules. It is a desirable policy change. Indeed, it is a
necessary element of a foreign tax credit framework that considers
a multiyear period rather than single years.

The artificial annual tax accounting period that the Internal
Revenue Code imposes may be an administrative convenience, but
it is not a realistic measuring stick of the income of ongoing busi-
nesses. Tax law has recognized the need to apply multiyear operat-
ing loss carryovers, investment credit carryovers, and foreign tax
carryovers.

Of particular relevance to consideration of S. 1584 is the recogni-
tion of the multiyear principle that implicitly underlies the exist-
ing foreign loss recapture rule in section 904() as enacted in 1976.

The company that uses foreign losses to offset otherwise taxable
U.S. income in one year, while claiming a foreign tax credit with
respect to foreign income in the second year, should not, and in
fact cannot, use the single year view of tax accounting to reduce
U.S. taxes while maximzing the numerator of the credit limitation
in the subsequent year. Congress and the Treasury recognize the
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need to measure foreign losses over a period of time in order to
produce the correct cumulative result in the numerator of the limi-
tation.

So the existing foreign loss recapture rule recharacterizes foreign
income as domestic income for purposes of recapturing earlier for-
eign losses in the numerator.

Domestic losses produce the reverse or mirror-image effect. A
company that in 1 year incurs domestic losses could offset foreign
income, thereby creating carryover foreign tax credits, should not
be subject to the single-year perspective of tax accounting in the
second year.

The current approach increases U.S. tax while incorrectly mini-
mizing the numerator of the credit limitation over time. The cor-
rect cumulative result over a multiyear period as proposed in S.
1584 is to recharacterized an amount of subsequent domestic
income as foreign-source income for purposes of the numerator.

This domestic loss recapture rule contained in S. 1584 has been
correct as a technical and conceptual matter for many years; but
the severity of the domestic losses incurred during the recession
now make it a financial imperative. The 1982 domestic losses for
Armco and other companies offset foreign income which we contin-
Ue to rely on as an important source of capital for domestic invest-
ments. If the technical problems with the cumulative numerator of
the limitation are not corrected, there almost certainly will be an
element of double taxation of foreign income.

Please understand that in supporting S. 1584 we are not coming
before this subcommittee asking for some type of tax benefit or tax
incentive; simply, we are asking not to be double taxed, a result
which I believe everyone acknowledges will incur unless the techni-
cal amendment to recapture domestic losses is enacted.

I see that I have run over my time. I think the carryover period
and ordering rule are adjustments that are perhaps better under-
stood, and I will simply close by asking: Why not also enact the
FIFO rule and the 15-year carryforward?

Both Mr. Christian and I would be pleased to answer your ques-
tions on the FIFO rule, the carryforward, and the domestic loss re-
capture rule. Thank you.

[The prepared statement of Robert J. Lambrix follows:]
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STATEMENT OF

ROBERT J. LAMBRIX
CORPORATE VICE PRESIDENT AND TREASURER

ARMCO INC.

BEFORE

THE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
COMMITTEE ON FINANCE
UNITED STATES SENATE

September 26, 1983

"S. 1584--The Foreign.Tax Credit Conformity Act of 19830

Mr. Chairman, my name is Robert J. Lambrix. I am Corporate

Vice President and Treasurer for Armco" Inc. I am accompanied by

Ernest S. Christian, Jr., of the law firm of Patton, Boggs &

Blow.

I appreciate this opportunity to appear before this Subcom-

mittee to express Armco's strong support for S. 1584, "The

Foreign Tax Credit Conformity Act of 1983," introduced by Senator

Danforth, Senator Bentsen and Senator Huddleston. Each of the

three amendments proposed in S. 1584 to the foreign tax credit

rules -- namely, creation of a domestic loss recapture rule,

extension of the credit carryover period to 15 years, and

rearrangement of the ordering rule to first-in-first-out (FIFO)

-- is both conceptually correct and economically necessary. We

urge the enactment of S. 1584 this year.

29-i10s 0.7--.16
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The Impact of the Recession on Armco

Armco often is identified as a steel company, and we are a

major domestic producer of carbon steel. However, Armco also has

five other business lines, For example, Armco engages in the

manufacture and marketing *,f oilfield, exploration and production

equipment. A growing line of business for our company is the

manufacture of aerospace and strategic materials. We also offer

a broad range of financial and insurance services to industrial,

commercial and personal markets in the U.S. and around the

world. Specialty steels continue as one of our six business

lines. Fabricated products and services are manufactured and

provided for major capital pro acts and industrial services

around the world.

Although we are a diversified company, Armco's strong ties

to basic industries such as steel manufacturing and petroleum

exploration led to very significant losses in our domestic

operations in 1982. The continuing effects of recession are

likely to produce another overall domestic loss for 1983,

although we are anticipating a return to domestic profitability

next year.

As a company with worldwide operations and income, the flow

of funds back into the U.S. from our foreign subsidiaries has

been, and will continue to be, an important source of capital for

domestic investments to modernize our industrial plant and equip-

ment. In lean domestic years, our overseas investments have

generated income that was put to good use in the U.S. Even in
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1982, with massive domestic losses, Armco was able to draw

foreign-generated profits back into the U.S. to provide capital

for our modernization program in steel and other sectors.

Foreign Tax Credit Issues Raised

by Current Circumstances

However# the severity of the domestic losses in 1982 posed

significant financial dilemma for companies such as Armco that

continue to bring home earnings on overseas investments The

foreign tax credit (FTC), which is intended to prevent double

taxation of the same foreign income by both the U.S. and the

foreign host country, does not currently take into account the

effect of domestic losses that offset foreign source income in a

given year. Furthermore, the FTC rules do not allow sufficient

time or flexibility for a company to utilize credits which have

been carried over as excess credits (i.e., that are unusable in

the current year) due to domestic losses that offset foreign

source income in an earlier year.

We continue to be forced to choose between (1) suspending

the repatriation of foreign earnings in domestic loss years, or

(2) accepting the ultimate loss of certain foreign tax credits,

which would thereby impose a double tax penalty on foreign

earnings over a period of years.

Until recently, the statutory provisions (and omissions)

which have created the dilemma were of only very minor interest

because they had a limited impact on taxpayers. The revisions

proposed in S. 1584, which will correct the technical problems,
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were conceptually correct at the same time that related

amendments to the FTC rules, the investment tax credit (ITC)

rules, and the net operating loss (NOL) rules were adopted in

prior years. However, the potential circumstances which gave

rise to their current need were not considered at those times.

The conceptual justification continues, and the recession

has brought about circumstances that create a substantial, urgent

economic need for the revisions.

A Domestic Loss Recapture Rule

Many companies faced the combination of circumstances that

Armco confronted in 1982 -- a substantial domestic loss that

offset foreign source income in that year. If the domestic loss

offset all such foreign income, then it prevented the company

from utilizing any of the foreign tax credit associated with the

taxes paid to foreign governments with respect to that foreign

source income. These credits then become an 'excess foreign tax

credit carryover" that can be carried back 2 years or forward 5

years. Such carryover credits might be usable in such years if

the company has sufficient "FTC limitation' in a carryover year

to accommodate both that current year's FTC and the carryover

credit.

Foreign Tax Credit Limitation

The FTC limitation is designed to allow foreign taxes paid

on foreign source income to offset, i.e. to be a credit against,

the U.S. tax liability on such income, while preventing foreign
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taxes from reducing U.S. taxes on U.S. income. The limitation

achieves this result through a simple formula that uses a ratio

of foreign source income over worldwide income to determine the

proportionate amount of the U.S. tax liability that is

attributable to the foreign source income. The result is the

maximum amount of U.S. tax for that year that can be offset by

foreign taxes. This amount is further limited to the actual

amount of FTC available tQ the company in that year. Thus, if

the formula allows $46 of U.S. tax to be offset this year but the

company has only $40 of foreign tax credits (both current and

carryover) available for the year, then the additional $6 must be

paid as U.S. tax on foreign source income.

Algebraically, the FTC limitation formula is expressed as

follows:

foreign source income U.S. tax on
FTC limitation - worldwide income x worldwide income

Domestic Loss Companies

When companies with carryover credits due to domestic

losses are paying foreign taxes at rates equal to the U.S. rate,

the FTC limitation in carryover years will not allow the use of

carryover credits because each later year's current FTC (which

must be used first) will consume the full limitation. Consider

the following situation.
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EXAMPLE 1

Year I Year 2 Year 3 Total

Domestic income. ($100) $ 0 $ 100 $ 0

Foreign source income 100 100 100 300

Worldwide income 0 100 200 300

46% U.S. tax (before FTC) 0 46 92

46% foreign tax paid 46 46 46 138

FTC utilized 0 46 46 92

FTC carryover to (46] (461 (461
succeeding year

Net U.S. tax paid 0 0 46 46

Total tax paid $ 46 $ 46 $ 92 $ 184

Over the 3-year period, the company has earned net world-

wide income of $300. All of that income is attributable to

foreign source income net domestic source income is $0. Yet,

the company pays net U.S. tax of $46 in addition to foreign taxes

of $138. This occurs because the domestic loss in year 1 offsets

$100 of foreign source income, and the 46 percent foreign rate

prevents the FTC limitation from absorbing the carryover credit

in a later year. The technical source of this problem is that

the limitation, as currently structured, is unable to take into

account in the ratio's numerator the $100 of foreign income that

was offset in year 1.

The problem is made readily visible by computing the FTC

limitations, based on the facts in EXAMPLE 1, both annually (as

required by the Code) and cumulatively (which is not allowed).
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Ratio U.S. Tax FTC Limitation

Year 1 100 x 0 a 0-U-

Year 2 100 x 46 M 46

Year 3 100 x 92 a 46

Actual 3-Year 200 x 138 a 92
Cumulative

Correct 3-Year 300 x ' 138 = 138
Cumulative T"

The domestic loss in year 1 has permanently offset the

foreign source income in the numerator of the limitation. The

cumulative computations illustrate the problem. The "Actual*

computation drops $100 from the numerator the *Correct"

computation would take into account all $300 of foreign source

income. The result over three years is that the lost $100 is

taxed twice -- once in the foreign country and again in the U.S.

The problems with this result are obvious. First, it is

contrary to the intended purpose of the FTC, which is to prevent

double taxation. Second, it raises the need for company finan-

cial planners to consider suspending the repatriation of foreign

earnings during domestic loss years, in order to avoid an unde-

sirable tax penalty.

Proposed Solution

Domestic losses that offset foreign source income in the

current year should be "recaptured" in later years. This means

that an amount of future domestic income equal to the amount of
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the earlier domestic loss that offset foreign income would be

recharacterized as foreign source income for purposes of the FTC

limitation numerator. This would increase the numerator in a

future year or years and allow carryover credits attributable to

the earlier domestic loss to be utilized. Under such a rule, the

circumstances in EXAMPLE 1 above would be restated to show the

following:

EXAMPLE 2

(EXAMPLE 1

Domestic income

Foreign source income

Worldwide income

460 U.S. tax (before PTC)

46% foreign tax paid

FTC utilized

FTC carryover to
succeeding year

Net U.S. tax paid

Total tax paid

as restated under S.

Year 1 Year 2

($100) $ 0

100 100

0 100

0 46

46 46

0 46

[461

0

$ 46

[461

0

$ 46

After enactment of the domestic loss recapture rule, in

year 3, the $100 of domestic income is treated as an additional

$100 of foreign income. Thus, the company is able to make full

use of its FTC carryover, when-it returns to domestic

profitability. Over the 3-year time period, the $300 of
j

1584)

Year 3

$0

200

200

92

46

92

[o]

"0

$ 46

Total

($100)

400

300

138

138

0

$ 138
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worldwide income is fully taxed at 46 percent. During the same

period, the $0 net domestic income in EXAMPLE 1 does not generate

the $46 U.S. tax that is added to the $138 foreign tax under

EXAMPLE 1 because the foreign source income numerator in the

ratio has taken into account in year 3 the $100 of foreign source

income that was offset by the domestic loss in year 1.

Furthermore, for many affected taxpayers, enactment of the

rule will relieve their need to undertake significant alterations

in the timing of domestic income recognition and deductions (in

order to avoid or minimize a domestic loss in advance) or other

significant tax planning (to utilize carryover credits after the

loss year).

"Mirror Image" of Existing Law

In addition to producing the appropriate financial result,

the domestic loss recapture rule also will provide treatment for

domestic losses in a manner parallel to, and consistent with, the

current treatment of foreign losses in the PTC limitation calcu-

lation.

The 1976 Tax Reform Act added section 904(f) to the Code to

recapture a prior-year foreign source loss against later-year

foreign source income, by recharacterizing the latter as domestic

source income solely for purposes of the FTC limitation calcula-

tion. This section 904(f) foreign loss recapture rule was

enacted to prevent a taxpayer from deriving a double tax benefit

from a foreign source loss. Prior to the 1976 Act, a foreign

loss could offset domestic source income, thereby reducing U.S.
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taxable income and U.S. tax liability. In subsequent years,

profitable foreign operations would generate foreign source

income that was accompanied by a foreign tax credit. Thus, the

absence of the foreign loss recapture rule allowed a double tax

benefit -- reduced U.S. taxes due to the foreign loss and a

credit against U.S. taxes on subsequent foreign income.

In 1976, the double benefit was apparent, and taxpayers

were receiving those benefits. But the mirror image, i.e.,

domestic losses that produce a potential double tax payment that

benefits the federal government, was not considered at that

time. Therefore, the parallel and consistent domestic loss

recapture rule was not enacted.

By early this year, the domestic loss problem had become

quite real. Many U.S. companies had incurred substantial losses

while still returning their foreign earnings to the U.S. For

this reason, the absence of the domestic loss recapture rule has

passed from academic interest into a matter of significant finan-

cial concern. The domestic losses from the recession are seri-

ously threatening to diminish the effectiveness of the FTC.

Therefore, for both economic and conceptual reasons, the

domestic loss recapture rule in S. 1584 should be enacted

promptly and made effective for domestic losses arising in 1962

and thereafter.



247

- 11 -

15-Year Carryover Period

and FIFO Ordering Rule

The provisions of S. 1584 amend both the FTC carryover

period rules and the FTC ordering rules. Although separate

features of the law, the carryover and ordering rules are closely

interrelated. The two are discussed together here.

Carryover Period

Companies incurring domestic losses under current law (and

under the proposed domestic loss recapture rule) can carryback

the resulting excess FTC to the 2 preceding years and then carry

forward remaining amounts to the 5 succeeding years. This is a

very short carryforward period in comparison to the 15 years

allowed for both the ITC and NOLs. and it creates a serious

potential for ultimately losing the carryover credits.

Ordering Rule

When the FTC is utilized in a given year, current law

requires that the current year's credit be used first, followed

by carryforwards from the preceeding 5 years, and then by carry-

backs from the succeeding 2 years. This rule, in contrast to the

FIFO rule applied to ITCs, diminishes rather than enhances the

efficiency of the FTC as a mechanism to prevent double taxation.

Interactions Among FTC Rules

and Other Tax Provisions

The foreign tax credit is intended to recognize the prior

right of source countries to tax income earned therein, and it is

structured to reduce or to offset U.S. tax liability on that
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income by the amount of such foreign tax. A taxpayer may have

foreign source income and pay foreign taxes in a year when it has

insufficient U.S. tax liability to absorb the credit for foreign

taxes paid. When a later year produces U.S. taxable income from

foreign sources, the earlier year's unused credit should -- and

perhaps can -- be taken into account as a carryover credit to

such year. But by placing such carryovers behind credits arising

in the current year and by allowing only a 5-year carryover

period, present law creates the risk that such credits will be

lost. The risk is most acute for the taxpayer who sustains a

very substantial NOL from domestic sources and-who pays high

foreign tax rates.

NOLs. To illustrate this interaction, consider the

taxpayer who incurs very large NOLs in both 1982 and 1983 while

realizing foreign source income that is accompanied by foreign

tax credits. Under present law, the NOL can be carried back 3

years and then carried forward up to 15 years, or at the

taxpayer's election, can be only carried forward up to 15

years. Thus, the taxpayer's NOL from 1982 could be carried back

to 1979, 1980 and 1981, and the 1983 NOL could be carried back to

1980 and 1981. (1982 is already a loss year.) But the very

substantial 1982 NOL creates a new problem by completely

eliminating taxable income in both 1979 and 1980, thereby freeing

up additional FTCs to be carried back for 2 years and then

forward for 5 years.
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For example, $10,000 of freed credits from 1979 due to the

1982 NOL carryback would become FTC carrybacks to 1977 and 1978

for possible use. But the ordering rule requires that credits

arising in the current taxable year must be used prior to

carryforwards from earlier years and to carrybacks from later

years. Therefore, unless the taxpayer has a sizable unused FTC

limitation in 1977 and 1978, the credit carryback from 1979 is

not likely to be of much value. As a carryforward, the freed

credits from 1979 begin the 5-year carryover period already in

serious jeopardy of being lost. The NOL carrybacks which freed

the 1979 credits have also eliminated taxable income in 1980 and

severely curtailed or eliminated taxable income in 1981. This

frees more credits from those years, and there is no unused

limitation capability to absorb the carryover from 1979. Since

1982 and 1983 are already useless as FTC carryover years by

virtue of the losses generated in such years, the 1979 credit

carryover must go into 1984 with only that single year remaining

in the 5-year carryover period. Again, presuming that taxable

income exists in 1984, the taxpayer must have an amount of unused

FTC limitation after using its 1984 credits in order to absorb

the carryover from 1979.

This taxpayer could elect to relinquish the 3-year NOL

carryback in order to preserve the prior use of the 1979, 1980

and 1981 credits that have already been used. But the result of

this election probably will merely be to delay the loss of some
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credits. The sizable NOL carryforward from 1982 and 1983 prob-

ably will eliminate tax liability in 1984, 1985 and possibly

beyond, depending upon the unknown level of taxable income in

those years in comparison to the NOL carryforward. Thus, a

carryover credit resulting from the 1982 loss (assuming little or

no benefit from the 2-year carryback period) is in its fourth

year in 1986 and still must wait behind the credit arising in

1986. Thus, the foregone NOL carryback would be of questionable

value.

High Foreign Rates. This NOL situation is worsened further

for taxpayers whose foreign tax rates are comparable to the 46

percent U.S. corporate rate. In such cases, the taxpayer

perennially pushes against the limitation leaving little, if any,

room for the use of carrybacks or carryovers. In the

illustration above, a taxpayer who has substantial NOLs, an

accompanying large carryover credit, and foreign tax rates of 46

percent or higher cannot generate sufficient U.S. tax liability

and credit limitation within the 5-year carryover period to

absorb the unused credit.

This illustrates the conflict between the intended benefits

of the election to take only the extended NOL carryforward period

and the foreign tax credit rules. When the NOL election was

enacted in the Tax Reform Act of 1976, it was noted that a reason

for allowing the election to forego the 3-year NOL carryback was

to reduce the potential for losing foreign tax credits.

Because of the interaction of the net oper-
ating loss rules and other provisions of the
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Code, a net operating loss carryback can in
some cases actually increase a taxpayer's
aggregate tax liability over the nine-year
carryback and carryover period. For exam-
ple, if a taxpayer has a loss to be carried
back and if in the carryback year the tax-
payer had foreign source income which
resulted in no U.S. tax liability because of
foreign tax credits, the net operating loss
carrybacks would merely displace the foreign
source income and accompanying foreign tax
credits without providing tax benefit.

General Exp nation of the Tax Reform Act of
1W76,.R. 7 1662, 94th Cong. P.L. 94-455; p.
189.

The current ordering rule and short carryover period,

applied in conjunction with SOLsp continue to present the problem

discussed in 1976. Thus, the ordering rule and 5-year carryover

restrict the optimum utilization of the FTC by taxpayers who

experience significant losses, particularly if they pay high

foreign tax rates.

It has been suggested by some that the 15-year carryover

period for the ITC is justified because the ITC is an wincen-

tive," whereas the FTC is intended to avoid double taxation.

Whether correct or not, that distinction is not pertinent to

whether both the ITC and FTC should have 15-year carryover peri-

ods. Instead, the fundamental point is the interaction between

NOLs (as made more significant by the enactment of ACRS) and the

credits.

The carryover period for the ITC was, in 1981, extended to

15 years in order to assure that the value of ACRS not be

diminished by the concomitant loss of ITCs that otherwise would

be pushed out beyond the ITC carryover period. The same is true
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with respect to the FTC. To the extent that short-carryover FTCs

are lost due to ACRS, the value of ACRS is diminished by that

amount. It is inconsistent to have enacted ACRS and to have

extended the NOL and ITC carryover periods for the stated.

purpose, while at the same time leaving the FTC carryover at 5

years. So long as that is the case, taxpayers are inappropri-

ately put to the choice of full utilization of ACRS or loss of

foreign tax credits, a dilemma which was not intended to arise.

Consistency with ITC and NOL Rules

Harmonizing various technical features of the Code is a

simplification objective that is desirable to seek whenever

possible. The proposed FIFO ordering rule and 15-year carryover

period for the foreign tax credit in S. 1584 would achieve such

harmony with similar rules for the ITC. This would remove a

complicating disparity from the Code and contribute, however

minimally, to simplification of the tax law.

Furthermore, the amendments would equalize the foreign tax

credit and NOL carryover rules, providing further simplification

and a better interaction between NOLs and FTC carryovers.

There is no reason why the foreign tax credit should be

omitted and left to remain under the 1958-vintage 5-year carry-

over subject to a rule requiring the current year's credits to be

used before credits carried over from a prior taxable year.

Originally, both the investment tax credit and the foreign

tax credit had a 5-year carryover and the archaic LIFO-type

ordering rule. The ITC has been modernized and so should the
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foreign tax credit. The present 15-year carryover period for the

ITC and the FIFO ordering rule are the result of a series of

amendments, primarily in 1976 and 1981, which reflected the

growing recognition by this Committee and various tax policy

analysts that the older, unduly restrictive carryover and

ordering rules produced random and arbitrary distortions for

taxpayers that are justified by policy.

The provisions of S. 1584 are amendments that are"

consistent with the policy purpose of the foreign tax credit and

are in conformity with similar provisions of existing law. They

have become economically important as well as conceptually

correct. We know of no reason why they should not be adopted.

Therefore, we urge prompt approval of S. 1584.

29-105 0-84---r17
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STATEMENT OF BILLY CARTER, VICE PRESIDENT OF FINANCE,
NELLO L. TEER CO., CHAIRMAN, TAX AND FISCAL AFFAIRS
COMMITTEE, ASSOCIATED GENERAL CONTRACTORS OF AMER-
ICA, WASHINGTON, D.C.
Mr. CARTzR. Good mornin. My name is Billy R. Carter, vice

president of finance of Nello L. Teer Co., an international construc-
tion company based in Durham, N.C.

I am pleased to testify today as chairman of the Tax and Fiscal
Affairs Committee of the Associated General Contractors of Amer-
ica.

AGC members perform more than 50 percent of the foreign con-
struction performed by American firms and over 80 percent of con-
struction performed in the United States.

I am pleased to be able to testify in support of the Foreign Tax
Credit Conformity Act of 1983, Senate 1584. We believe each of the
provisions of S. 1584-a domestic loss recapture rule, extending
carryover and carryback periods, and changing the ordering use of
credits-are necessary to provide a solution to the double taxation
problem concerning the U.S. international construction industry.

The domestic loss recapture rule in S. 1584 would allow domestic
losses which offset foreign source income to be recaptured in later
years when there are domestic gains.

Present law requires that foreign losses be recaptured to offset
foreign gains, to prevent a possible double benefit of a foreign loss
in 1 year and a credit in another year. However, there is no corre-
sponding rule to recapture a domestic loss which has negated for-
eign income in a previous year. Without a corresponding domestic
loss recapture rule to mirror the foreign loss recapture rule, tax-
payers are consistently disadvantaged. They are required to pay
taxes on their foreign source income without having a credit recog-
nized for the amount of tax paid to other countries on that income.

The volume of construction in the United States has dropped
dramatically in 1981 and 1982 after a period of steady decline start-
ing in 1973. In order to offset the decrease in domestic projects over
the last decade, many firms in the industry have turned to interna-
tional markets. The top 400 firms in the industry have secured 30
percent of their work from oversea projects in recent years as the
result of these trends. Many smaller firms are also looking to inter-
national markets for a source of volume and profits. Many of these
firms will be faced with the double taxation on their foreign
income if a domestic loss recapture rule is not added to the code.

AGC also supports the provisions of S. 1584 which would extend
the citrryover period for foreign tax credits to 15 years and change
the use order to allow the oldest credit to be used first. We also
suggest that the carryback provisions for the foreign tax credits be
extended to 3 years from the proposed 2 years, to match the provi-
sions of the Internal Revenue code applicable to the net operating
loss and investment tax credit.

In present law, the combination of the limitation of the foreign
tax credit carryback and carryover periods and the order of the use
of credits often causes foreign tax credits to expire before they can
be used. If a taxpayer has a significant domestic net operating loss,
it can be carried back for 3 years and effectively eliminates the car-
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ryback of the unused foreign tax credit. The extended loss car-
ryover period of 15 years can also result in an accumulation of
unused credits in future years.

Present law requiring current year credits to be used first causes
credits to expire before being used, and should be changed to con-
form to similar Code provisions by allowing the older credits to be
used first.

Enactment of S. 1584, modified to allow a 3-year carryback, is a
most necessary step for the American international construction
industry. The Conformity Act will provide the needed equity in our
tax system to avoid the double taxation of foreign earnings faced
by the industry.

Thank you for this opportunity to testify.
[The prepared statement of Billy R. Carter follows:]
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AGC is:

* More than 32,000 firms including 8,500 of America's leading
general contracting firms responsible for the employment of
3,400,000-plus employees;

* 112 chapters nationwide;

* More than 80% of America's contract construction of commercial
buildings, highway, industrial and municipal-utilities
facilities;

* Over $100 billion of construction annually.
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Good morning, my name is Billy R. Carter, I am the Vice

President of Finance of Nello L. Teer Company, a national and

international construction company based in Durham, North Carolina.

I am testifying today for the Associated General Contractors of

America as Chairman of the Association's Tax and Fiscal Affairs

Committee. AGC members perform more than 50 percent of the contract

construction by American firms abroad and 80 percent of the contract

construction in the United States. AGC members are responsible for

the employment of 3,400,000 individuals as a result of these

construction activities.

I am pleased to be able to testify today in support of the

Foreign Tax Credit Conformity Act of 1983 (S. 1584). AGC believes

that the provisions of S. 1584 are needed to avoid the international

double taxation problem faced by many U.S. construction contractors

resulting from the expiration of foreign tax credits corresponding

to taxes paid but made unusable by overly restrictive foreign tax

credit limitation rules. We believe each of the provisions of

S. 1584 - a domestic loss recapture rule, extending carrying periods,

and changing the ordering use of credits - are necessary to providing

a solution to the international double taxation problem confronting

the U.S. international construction industry.

The domestic loss recapture rule in S. 1584 would allow

domestic losses which offset foreign source income to be recaptured

in later years when there are domestic gains. Foreign source

income in any year which is not offset by foreign tax credits
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cannot be carried back or forward although the credits themselves

are eligible for a 2 year carryback and 5 year carry forward under

present law# The practical effect of this restriction is to cause

the credits to expire before they can be used because the amount of

the foreign tax credit cannot exceed what the U.S. tax would be on

the foreign source income. Present law requires that foreign losses

be recaptured to offset foreign gains to prevent a possible double

benefit of a foreign loss in one year and a credit in another year.

However, there is no corresponding rule to recapture a domestic

loss which has negated foreign income in a previous year. Without

a corresponding domestic loss recapture rule to"mirror" the foreign loss

recapture rule taxpayers are consistently disadvantaged. They are

required to pay taxes on their foreign source income without having

a credit recognized for the amount of tax paid on that income to

other countries.

Recent trends in construction illustrate the need for this

rule. Construction in the U.S. has dropped dramatically in 1981

and 1982 after a period of steady decline starting in 1973. In order

to offset the decrease in domestic project awards over the last

decade many firms in the industry have turned to

international markets. The top 400 firms in the industry have

secured 30 percent of their work from overseas projects in recent

years as a result of these trends. Many of these firms will be

faced with the double taxation of their foreign income if a domestic

loss recapture rule is not added to the code. These firms will

have paid foreign taxes on their international construction income
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but not be allowed to recognize a credit because domestic losses

offset their foreign source income. When these firms have future

domestic income the credit limitation rules will prevent them

claiming credits for the taxes already paid since it is unlikely

they will have sufficient excess foreign source income to absorb

current credits and prior year credits.

AGC also supports the provisions of S. 1584 which would

extend the carryover period for foreign tax credits to 15 years

and change the use order of credits to allow the oldest credit to

be used first. We also suggest that the carryback provisions for

foreign tax credits be extended to three years back to match

similar provisions of the Internal Revenue Code such as the net

operating loss and investment tax credit provisions for carrybacks.

The combination of the foreign tax credit carryover periods

and the credits' order of use often causes foreign tax credits to

expire before they can be used, If a taxpayer has a significant

net operating loss it can be carried back for three years and

effectively eliminates the carryback of the unused foreign tax

credit. If the taxpayer elects not to carryback the operating

loss credits can be used, provided the other foreign tax credit

limitation rules allow the use of the credit. However, electing

not to carryback the operating loss further delays the availability

of the foreign tax credits in the future. The extended operating

loss carryover period of 15 years can also result in more unused credits

in future years. Present law requiring current year credits to be

used first also causes credits to expire before being useable and

should be changed to conform to similar Code provisions by allowing

the older credits to be used first.

Enactment of S. 1584 into law is a most necessary step for

the American international construction industry. The Conformity

Act will provide the needed equity in our international tax system

to avoid the international double taxation faced by the industry.
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STATEMENT OF PAUL A. BARRESE, DIRECTOR OF TAXES OF
ASARCO INC., NEW YORK, N.Y., ON BEHALF OF TAX EXECU-
TIVES INSTITUTE, INC., ARLINGTON, VA., ACCOMPANIED BY
THOMAS M. NEE, ASSISTANT TREASURER AND DIRECTOR OF
TAXES, SCM CORP., NEW YORK, N.Y.
Mr. BARRESE. Senator Danforth, I am director of taxes of

ASARCO, Inc. in New York, and president of Tax Executives Insti-
tute, Inc. I appear today on behalf of TEI, a professional association
of corporate and other business executives who are responsible for
the tax affairs of their employers.

I am accompanied by Thomas M. Nee, assistant treasurer and di-
rector of taxes of SCM Corp., who is currently chairman of TEI's
International Tax Committee.

'Tax Executives Institute is the principal association of corporate
tax executives in North America. Our 3,800 individual members
work for more than 1,100 of the leading corporations of the United
States and Canada. We appreciate the opportunity to appear before
the subcommittee today and wish to express our unqualified sup-
port for S. 1584, which would effect significant and much needed
reforms in the foreign tax credit area.

The principal purpose of the foreign tax credit provisions of the
Internal Revenue Code is the avoidance of double taxation on
income earned by U.S. persons. The current rules, however, pro-
duce some significant inequities and frequently fail to accomplish
their intended results. For instance, under section 904(c) of the
code, any credit not used against U.S. tax in the current year may
be carried back only 2 years and forward only 5. If not utilized
during these periods, the credit is lost.

In our view, the carryback/carryforward rules are unreasonably
restrictive and result in double taxation. Indeed, the rules are out
of step with the code's carryback and carryforward provisions relat-
ing to investment tax credits, targeted jobs credits, and research
tax credits, as well as with the rules governing net operating loss
carrybacks and carryforwards.

TEI also believes that the current rules relating to the foreign
tax limitations, specifically section 904(f) of the code, should be re-
pealed or, at a minimum, significantly revised. The limitation is a
mechanism that essentially limits the foreign tax credit to an
amount not exceeding what the U.S. tax would be on the taxpay-
er's foreign source income. Because of the inconsistent treatment of
foreign source losses and domestic losses, however, the limitation
frequently operates to defeat the very purpose of the foreign tax
credit, the avoidance of double taxation.

Finally, we believe the ordering rules for the use of foreign tax
credits should be modified to conform with those relating to net op-
erating losses and other tax credits.

The foreign tax credit rules have a debilitating effect on busi-
ness. In many cases, repatriation of millions of U.S. dollars is post-
poned because of foreign tax credit restraints. Moreover, companies
with excess foreign tax credits, or with overall foreign or domestic
losses, cannot, because of the provisions of section 904(f), economi-
cally expand their overseas sales. These companies are faced with
prospective combined United States and foreign effective tax rates
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approaching and often exceeding 100 percent and are thereby pre-
cluded ftoom doing business in foreign markets. Foreign-controlled
companies clearly have a competitive advantage.

The inequities and harsh effects of current law could be amelio-
rated by promptly enacting S. 1584, the Foreign Tax Credit Con-
formity Act of 1983. The bill would establish a domestic source re-
capture rule under which domestic losses would be treated in the
same manner foreign losses are now treated, with respect to offset-
ting other income.

In addition, the bill would lengthen the foreign tax credit car-
ryover period to 15 years, thereby conforming the foreign tax credit
provisions to those relating to net operating losses and other tax
credits.

Finally, the bill would modify the current ordering rules relating
to foreign tax credits, providing that the credits are to be used in
the order earned-that is, on a FIFO basis.

Tax Executives Institute wholeheartedly supports S. 1584 and
urges the subcommittee to act favorably on the bill.

We are submitting as part of our presentation appendix A, a de-
tailed analysis of the need for conformity and symmetry in the for-
eign tax credit area. We respectfully request that the analysis
which was submitted to the staff of the Joint Committee on Tax-
ation and to the Treasury Department in January of this year be
associated with this statement and included in the record of the
subcommittee's hearing.

Although S. 1584 does not address all of the issues and problems
discussed in appendix A, the bill would significantly ameliorate the
harsh effects of current law. Consequently, Tax Executives Insti-
tute fully supports passage of S. 1584.

Mr. Nee and I would be pleased to answer any questions you
may now have with a response, or any subcommittee requests for
additional information.

Thank, you, Senator.
[The prepared statement of Paul A. Barrese follows:]
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Mr. Chairman and Members of the Subcommittee: I am

Director of Taxes of ASARCO Incoporated in New York and President

of Tax Executives Institute, Inc. I appear today on behalf of

TEI, a professional association of corporate and other business

executives who are responsible for the tax affairs of their

employers. I am accompanied by Thomas M. Nee, Assistant

Treasurer and Director-Taxes of SCM Corporation, who is currently

chairman of TEI's International Tax Committee. We shall confine

our comments to S. 1584, the Foreign Tax Credit Conformity Act of

1983, which was introduced by Senators Danforth, Bentsen, and

Huddleston.
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Statement of Paul A. Barrese
Tax Executives Institute, Inc.
September 26, 1983
Page 2

Background

Tax Executives Institute is the principal association of

corporate tax executives in North America. Our 3800 individual

members work for more than 1100 of the leading corporations in

the United States and Canada. No single industry dominates TEI.

We truly represent a cross-section of the business community and

believe our diversity and dedication to the tax function qualify

us to address issues concerning the administration of the tax

laws and the effective implementation of tax policy. TEI is

dedicated to promoting the uniform and equitable enforcement of

the tax laws throughout the nation and to reducing the costs and

burdens of administration and compliance to the benefit of

government and taxpayers alike. We appreciate the opportunity to

appear before the Subcommittee today and wish to express our

unqualified support for S. 1584, which would effect significant

and much needed reforms in the foreign tax credit area.

The Need for Foreign Tax Credit Conformity

The principal purpose of the foreign tax credit provisions

of the Internal Revenue Code is the avoidance of double taxation

on income earned by U.S. persons. The current rules, however,

produce some significant inequities and frequently fail to

accomplish their intended result. For instance, under section

904(c) of the Code, any credit not used against U.S. tax in the

current year may be carried back only two years and forward only
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September 26, 1983
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five. If not utilized during these periods, the credit is lost.

In our view, the carryback/carryforward rules are

unreasonably restrictive and result in double taxation. Indeed,

the rules are out of step with the Code's carryback and

carryforward provisions relating to investment tax credits,

targeted jobs-credits, and research tax credits, as well as with

the rules governing net operating loss carrybacks and

carryforwards.

TEl also believes that the current rules relating to the

foreign tax credit "limitation" -- specifically, section 904(f)

of the Code -- should be repealed or, at a minimum, significantly

revised. The limitation is a mechanism that essentially limits

the foreign tax credit to an amount not exceeding what the U.S.

tax would be on the taxpayer's foreign-source income. Because of

the inconsistent treatment -of foreign-source losses and domestic

losses, however, the limitation frequently operates to defeat the

very purpose of the foreign tax credit -- the avoidance of double

taxation.

Finally, we believe the ordering rules for the use of

foreign tax credits should be modified to conform with those

relating to net operating losses and other tax credits.

The Harsh Effects of Current Law

The current foreign tax credit rules have a debilitating

effect on business. In many cases, repatriation of millions of
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U.S. dollars is postponed because of foreign tax credit

restraints. Moreover, companies with excess foreign tax credits

or with overall foreign or domestic losses cannot, because of the

provisions of section 904(f), economically expand their overseas

sales. These companies are faced with prospective combined U.S.

and foreign effective tax rates approaching and often exceeding

100 percent and are thereby precluded from doing business in

foreign markets. Foreign-controlled companies clearly have a

competitive advantage.

Proposed Solution: Prompt Enactment of S. 1584

The inequities and harsh effects of current law could be

ameliorated by promptly enacting S. 1584, the Foreign Tax Credit

Conformity Act of 1983. The bill would establish a domestic

source "recapture" rule under which domestic losses would be

treated in the same manner foreign losses are now treated with

respect to offsetting other income. In addition, the bill would

lengthen the foreign tax credit carryover period to 15 years,-

thereby conforming the foreign tax credit provisions to those

relating to net operating losses and other tax credits. Finally,

the bill would modify the current ordering rules relating to

foreign tax credit, providing that the credits are to be used in

the order earned (i.e., on a FIFO basis).

Tax Executives Institute wholeheartedly supports S. 1584

and urges the Subcommittee to act favorably on the bill.
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Detailed Analysis

We are submitting as part of our presentation Appendix A,

a detailed analysis of the need for conformity and symmetry in

the foreign tax credit area. We respectfully ask that the

analysis, which was submitted to the staff of the Joint Committee

on Taxation and the Treasury Department in January of this year,

be associated with this statement and included in the record of

the Subcommittee's hearing. Although S. 1584 does not address

all the issues and problems discussed in Appendix A, the bill

would significantly ameliorate the harsh effects of current law.

Consequently, Tax Executives Institute fully supports passage of

S. 1584. Mr. Nee and I would be pleased to answer any questions

you may now have or to respond to any Subcommittee requests for

additional information.

I
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APPENDIX A

THE NEED FOR FOREIGN TAX CREDIT CONFORMITY

Background

The United States was the first country to provide a credit

on a worldwide basis against the federal income tax for the

amount of income taxes paid foreign countries or U.S.

possessions.l The purpose of the credit is simple: to prevent

the double taxation of income earned by U.S. persons. U.S.

persons are subject to federal income tax on their worldwide

income whether it is earned in the U.S. or elsewhere. 2  In

addition, practically all foreign countries also tax all income

that is in some way effectively connected with their

jurisdiction. Consequently, in the case of a U.S. person doing

business overseas directly or through a foreign subsidiary, the

resulting income will almost always be taxed twice. The foreign

tax credit is designed to prevent this inequity.

The existing foreign tax credit rules, however, carry with

them some rather significant inequities. For instance, under

section 904(c), any credits not used against U.S. tax in the

1. See generally E. Owens, The Foreign Tax Credit: A Study of
the Credit for Foreign Taxes under United States Income Tax Law
(1960). The foreign tax credit was originally enacted as part of
the Revenue Act of 1918; the current provisions (I.R.C. SS 901-
08) were in large part contained in the Internal Revenue Code of
1954 as originally enacted.

2. I.R.C. S 61(a).
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current year may be carried back only two years and forward only

five. These rules are unreasonably restrictive and out-of-step

with other provisions in the Internal Revenue Code. Moreover,

through the vehicle of the foreign tax credit "limitation," the

amount of the foreign tax credit cannot exceed what the U.S. tax

would be on the taxpayer's foreign source income. 3  The existing

rules for determining the amount of the "limitation" frequently

result in double taxation -- thus defeating the very purpose of

the foreign tax credit -- and should either be repealed outright

or substantially modified. The following briefly reviews these

issues and suggests appropriate remedial legislation.

Foreign Tax Credit Carryback/Carryover Rules

The foreign tax credit carryback/carryover provisions (twc

years back and five years forward) pale in comparison to the

analogous rules in respect of the investment tax credit (section

46(b)) and net operating losses (section 172(b)); those rules

provide for a three-year carryback and a fifteen-year

carryforward. There is no readily explainable reason for the

harsher rules in the foreign tax credit area. In fact, when each

was originally enacted as part of the 1954 Code, the

carryforward/carryback provisions in respect of net operating

losses and the foreign tax credit were identical -- two years

back and five 'years forward. 4  Although the rules have been

liberalized several times for net operating losses (and

3. I.R.C. S 904(a).

4. I.R.C. SS 172(b)(1) and 904(c), as originally enacted.

2
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investment tax credits) since 1954, the foreign tax credit

provisions have, for no apparent reason, been substantially

ignored.
5

In addition, the ordering rules. for foreign tax credits

require that the current year's credits be utilized before any

carryovers. 6  By contrast, in respect of the investment tax

credit, a carryover is to be used first, before the current

year's credits, to afford the taxpayer the maximum opportunity of

using the credit. 7

This lack of consistency and equity in the Code penalizes

taxpayers who experience operating losses such that the

government often reaps a windfall at the expense of distressed

taxpayers. Consider, for example, a situation where a company is

projecting net operating losses for both 1982 and 1983. These

losses will be carried back to 1979 and 1980, respectively,

possibly reducing taxable income in each of those years to zero.

Because of the loss carrybacks to 1979 and 1980, the foreign tax

credit attributable to ta):es paid in those two years may be

5. The Small Business Tax Revision Act of 1958 (Pub. L. No. 85-
866) lengthened the NOL carryback period to three years and the
NOL carryforward period to five years. The Tax Reform Act of
1976 extended the carryforward period to seven years. The
Economic Recovery Act of 1981 increased the length of the NOL
carryforward period to 15 years.

As originally enacted as part of the Revenue Act of 1982,
investment credits could be carried back three years and carried
forward five years. Pub.. L. No. 89-800 (Nov. 6, 1966) extended
the investment credit carryforward period to seven years. ERTA
lengthened the carryforward period to 15 years.

6. I.R.C. S 904(c).

7. I.R.C. S 46(a)(1).

3

29-105 0-84-18
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carried back two years and forward five. If there is no foreign

tax credit limitation available in years prior to 1979, the only

alternative is to carry the credits forward to 1984. This means

that 1984 will be the only year available to absorb the 1979

credits and then only if there is still some part of the

limitation available after absorbing any 1984 credits. Thus, in

this example the 1979 credit carryover, triggered by a 1982 loss,

must be absorbed in 1984 or double taxation of the 1979 foreign

income will result.

What often occurs under current rules, then, is that the

government collects a substantial portion (if not all) of foreign

tax credits previously earned and claimed because of the short

carryback/carryforward period. Indeed, the lack of consistency

in the foreign tax credit area effectively undermines the intent

behind both the foreign tax credit and the NOL

carryback/carryforward rules, for the net operating loss relief

is reduced by the previously allowed foreign tax credits. The

current foreign tax credit rules, therefore, place an even larger

burden on a distressed company trying to recover from a loss

position.

The present carryback/carryover rules can also adversely

affect the cash flow from foreign subsidiaries. Specifically, a

company's inability to utilize the foreign tax credits associated

with dividends that would otherwise have been repatriated from

foreign subsidiaries, in combination with the doubtful outlook

for ultimate realization of the credits within the

carryback/carryover period, might well lead the company to cancel

dividends planned from these companies; it simply could not risk

4
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having the carryover period expire before the credit could be

utilized. Such a result is especially troublesome where the

company has short-term borrowings outstanding against which the

cash dividends could be applied. In such a case, the cash

generated by foreign subsidiaries would remain in foreign bank

accounts to the benefit of the credit markets outside of the

United States while the company was compelled to borrow

additional funds in this country.

In addition, the failure to repatriate earnings from foreign

subsidiaries impairs our country's balance of payments and

encourages expansion overseas rather than in the United States.

Thus, the present rules seem ill advised not only as a matter of

tax planning but also from an economic policy standpoint.

Tax Executives Institute recommends that corrective action

be taken to end these inconsistent and inequitable results.

Specifically, section 904 of the Internal Revenue Code should be

amended to provide a foreign tax credit carryback/carryover

period that is identical with that allowed for net operating

losses and investment tax credits (i.e., three years back and

fifteen years forward). Second, the ordering rules for foreign

tax credit purposes should parallel those for the investment

credit: any carryover credit should be taken into account before

the current year's credit. Finally, section 6411 should be

amended to permit taxpayers to file an application for a

tentative carryback adjustment in respect of a foreign tax credit

carryback; there is absolutely no reason the "quickie" refund

rules of the Code (which, of course, already apply in respect of

investment credit and loss carrybacks) should not apply in

5
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respect of foreign tax credits.

Foreign Loss Recapture Rules -- Section 904(f)

The recapture rules of section 904(f) are deficient in

several respects. Perhaps most significant, they lack symmetry

in situations where foreign source income is offset by a domestic

source loss. This could result in an unintended permanent loss

of foreign tax credits with respect to the foreign taxes paid on

the foreign source income, unless in subsequent years an equal

amount of domestic source income is reclassified as foreign

source income. The unfairness and illogic of such a result is

best illustrated by the examples attached as Schedules A (and

elaborated on in Schedule B). Example 1 in Schedule A

illustrates the effect of section 904(f) in requiring the

recharacterization of foreign income as domestic income to the

extent of the prior overall foreign loss. Section 904(f), of

course, provides for recapture of overall foreign losses and does

not provide for similar recapture treatment when there is an

overall domestic loss which is offset against foreign income in

year one and in a subsequent year or years there is sufficient

domestic income to otherwise absorb such overall domestic loss.

Consequently, the credit can be lost where a taxpayer has an

overall domestic loss and positive foreign income.

This unjustified result is illustrated by Example II in

Schedule A. In year one the domestic loss offsets the foreign

income and there is no net U.S. income tax liability. The excess

foreign tax credit of $46,000 in year one is available as a

carryback or carryforward under section 904(c). In year two

6
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foreign income is at the same level as in year one ($100,000) and

foreign tax paid or accrued totals $46,000. Domestic income is

$100,000 and the total U.S. taxable Income equals $200,000. This

results in a U.S. Income tax liability of $92,000. With no

recapture provisions for the prior year's overall domestic loss

the section 904 limitation is equal to the ratio of foreign

source income ($100,000) to total U.S. taxable income in year two

($200,000) multiplied by U.S. income tax before credit ($92,000),

or $46,000. As a result, the taxpayer's net U.S. income tax

liability in year two is $46,000. Since there is no net domestic

income for the two-year period (therefore, no net U.S. tax should

have been Incurred) , the pre-credit U.S. income tax ($92,000) for

the two-year total foreign income ($200,000) should have been

totally offset by $92,000 of foreign tax credit.

Thus, section 904(f) often operates to cause the very thing

the foreign tax credit was intended to prevent -- double

taxation. This, in turn, discourages companies from making

investments that could benefit the U.S. economy as a whole. Tax

Executives Institute believes that the inequities caused by the

foreign tax credit limitation can best be eliminated by repealing

section 904(f) outright. At a minimum, however, the harsh

effects of the provision should be ameliorated by making several

modifications in section 904(f). First, the overall loss

provisions should be extended to apply equally to domestic loss

situations to the extent the overall domestic loss offsets

foreign source income in any year. In other words, the domestic

loss recapture rule should become the mirror image of the foreign

loss recapture rule. The effect of such a change is illustrated

7
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by Example III in Schedule A. In year two to the extent that the

overall domestic loss from year one would otherwise have been

absorbed against domestic income, such recapture of domestic loss

should be reclassified as foreign source income consistent with

the similar treatment afforded the recapture of foreign losses

under section 904(f).

There is, moreover, a conflict between section 904(f) and

section 1.861-8(e)(8) of the regulations that will lead to a

double loss of foreign tax credits in situations where a taxpayer

has a foreign source loss and an overall net operating loss. In

such a case, when the net operating loss is carried back, the

foreign portion of that loss will offset the foreign source

income in the carryback year resulting in loss of tax credits in

the carryback year. At the same time, section 904(f) requires

that the overall foreign loss that was carried back under section

1.861-8 be recaptured against future foreign source income, again

resulting in losses of foreign tax credits. This is hardly

consistent with the policy of the foreign tax credit to avoid

double taxation. To effectuate the purposes underlying the

foreign tax credit provisions of the Code, section 904(f) should

be modified so that the amount to be recaptured is reduced by the

amount offset against foreign source income in the carryback

year.

Under section 904(f)(1), the amount of overall foreign

losses must be recaptured by reclassifying subsequent years'

foreign source income as domestic source income. This

reclassification effectively denies taxpayers the intended

benefit of foreign tax credits. Under current law, the amount of

8
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income subject to reclassification in any one year is limited to

50 percent of the foreign source income for that year before

reclassification. 8 This rule makes it extraordinarily difficult

for a taxpayer in an overall foreign source loss position to use

its foreign tax credits since current year's foreign source

income is always first recaptured under section 904(f) thereby

reducing the amount of limitation available for current years.

If the overall foreign loss subject to recapture is sufficiently

large becausee, for example, of a foreign worthless stock or bad

debt deduction), the taxpayer might be unable to utilize foreign

tax credit for a number of future years.

Tax Executives Institute believes the time frame for

recapturing overall foreign losses is over restrictive. We

accordingly propose that overall foreign losses be treated in the

same manner as domestic net operating losses, that is, over a

fifteen-year period. In addition, to eliminate the harsh effects

on the ability to absorb foreign tax credits in the year

immediately subsequent to the overall loss year, we propose that

the amount of foreign source income to be recaptured in any one

year be changed from the present 50 percent of foreign source

income before reclassification to 6-2/3 percent. The latter

percentage corresponds to a pro rata recapture over the fifteen-

year period. As in the current law, the taxpayer should also

have a choice of recapturing more than the required amount in any

given year.

9

8. I.R.C. S 904(f)(1) (B).
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SCHEDULE A
FOREIGN TAX CREDIT LIMITATION

YEAR I
Foreign Source Income
Domestic Source Income

US. Taxable Income

US., Income Tax

Allowable Foreign Tax
Credit iSchedule ID

Excess Foreign Tax
Credit Year I o

YEAR 2
Foreign Source Income

Domestic Source Income
U.S. Taxable Income

U S Income Tax

Allowable Foreign Tax
Credit 'Schedule B,

Excess Foreign Tax
Credit ' Limitation'

,Year 21

SUMMARY
Foreign Source Income

Year 1
Year 2

US Income Tax
Foreign Tax Credit

Net U S. Income
Tax

Excess Creditable Foreign
Tax

Sxample!I
*90# )-Forefgn Loss

Recapture
Foreign Tax

Si 100,0001
100.000

$ -O8 -0--

_ -0-

Example II
Present Low.-Domestic

Loss
Foreign Tax

Example Ill
Proposal-Domrstic Loss

Recaptlre
Foreign Tax

$ -0- $100,000 $46.000 $ 100.000
lO0,OOOi ' 1 0.000

$ -0- S -0-

S-- 0-0-

S46.000

$ -0-. 8--. $-0- $ --0-- -0-- S -i--

$ -.0- $46.000 $46.000

$ 100.000 $46,000 $ 100,000 $46.000 $ 100.000 $ 46.000

100.000 100,000 100.000
$200.000 $200.000 $ 200.000

8 92,000 S 92,000 8 92.000

$ -0- $ -0-- $ 46.000 8 46.000 S 92.000 S 92.000

S 46.000

$' 100.000
100000

$ -0-
S 92.000

-4-

$ 92.000

$ -0-

$ -0.--

5100.000
100.000

$200,000

S 92.000
46.000

$ 46.000

S 46.000

SCHEDULE B
FOREIGN TAX CREDIT LIMITATION

YEAR I -0-- e -0- -- 0--

YEAR 2 100,000 - 100.000 x 92,000 -

200.000
--0-

S46,0W)'

S 100.000
100.000

$ 200.000

$ 92.000
$ 92.000

$ -0-

$ --0-

II Ill

100,000 x -0-- - -0-- 100,000 , -0- - -0--
--0.- -0--

100.000 x 92,000 - 46.000 100.000 - 100,000 92.000

200,000 200.000
92,000

10
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Mr. PALMER. Thank you, Senator Danforth.
My name is John Palmer. I am vice president and tax counsel of

IC Industries, Inc., of Chicago.
IC appreciates the opportunity to testify in strong support of the

Foreign Tax Credit Conformity Act of 1983, S. 1584. We urge the
committee and the Senate to adopt this legislation this year.

The bill proposes three amendments to the foreign tax credit
rules: a domestic loss recapture rule, a first-in, first-out [FIFO] or-
dering rule, and a 15-year carryover period. We support each of
those three amendments. Each is correct and appropriate tax
policy and should be adopted for both financial reasons and concep-
tual considerations.

The domestic loss recapture rule offers basic fairness in the for-
eign tax credit limitation over a period of years. What is proposed
is a technical amendment to provide a treatment for domestic
losses as a corrollary to the existing section 904(f) recapture for for-
eign losses. Other witnesses have discussed the nature of the prob-
lem in this area; let me just add a strong endorsement to what
they have said.

A domestic loss recapture rule is necessary as a matter of policy
to achieve the correct multiyear numerator in the foreign tax
credit limitation, and it is necessary as a financial matter to com-
panies that have incurred significant domestic losses during, the re-
cession while still bringing to the U.S. taxed foreign source income.

S. 1584 would also conform the treatment of unused foreign tax
credit to the treatment of unused investment tax credits, other
credits, and net operating losses. As indicated, unused foreign tax
credits may under current law be carried back 2 years and forward
5; on the other hand, the investment tax credit, the targeted jobs
credit, the alcohol fuel credit, the research activities credit, and net
operating losses may be carried forward 15 years.

Congress in 1971 first recognized the merits of allowing an ex-
tended period for the carryover of the investment tax credit, which
was finally made 15 years by the Economic Recovery Tax Act of
1981.

The recognition of an extended carryover period for tax credits,
particularly the investment tax credit, has been consistent with the
desired, equitable treatment for both marginal and substantial tax-
payers encouraged by the tax laws to make new capital invest-
ment. Also, this recognition is consistent with the number of
changes in the tax laws over the years affecting the benefit to the
national economy from full enjoyment of the credit incentives.

The same can be stated for the now permitted election to carry
net operating losses forward only, and thus forgo the carryback of
such losses. This was permitted by the Congress so as not to impose
a loss in the value of previously claimed foreign tax credits that
are in a carryover status due to any carryback of operating losses.
At the same time, it is unfortunate that the carryover period for
the foreign tax credits was not extended as was the period for other
credits. The recognition of the impact on investment credit usage
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by operating losses should dictate a similar concern for the rela.
tionship between operating losses and foreign tax credits.

There is no question that the limited 5-year carryover period,
along with the rule requiring the usage of the current.year's for-
eign tax credits before carryover credits, places taxpayers who are
now experiencing domestic losses at considerable risk that their
carryover credits will never be usable.

As to the ordering rule, finally, S. 1584 would conform the order.
ing rules for the foreign tax credit and other tax credits so that for-
eign tax credits will be used in the order earned.

Congress in a limited manner first modified the ordering rules
for investment tax credits in 1971, and then changed to almost a
pure FIFO rule in 1976. It was brought to the attention of Congress
in 1976 that investment credit carryovers could not be used be-
cause of low levels of taxable income or net operating losses being
incurred. Congress was concerned about the stimulative effect of
the investment credit on new investments. As a result, the 1976 tax
act changed the ordering scheme for using the investment tax
credit to facilitate the use of carryover credits.

While the foreign tax credit is designed to offset U.S. tax liability
on foreign source income so as to prevent excessive taxation, this
objective is proving difficult to achieve with the limited carryover
period of 5 years and the prevailing order of use rule.

The proposed changes will provide a desirable standardization for
all tax credit usage rules, and, mere importantly, some likelihood
will be given that there will be proper usage of these credits, which
is what we believe has always been intended.

Thank you, Mr. Chairman.
(The prepared statement of John F. Palmer follows:]
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SEPTEMBER 26, 1983

Mr. Chairman, my name is John F. Palmer. I am Vice

President-Tax Counsel of IC Industries, Inc. It is a

pleasure for me to appear before this Subcommittee.

AMENDMENT TO SECTION 904(f)

I appear today in support of the enactment of S.1584,

the Federal Tax Credit Conformity Act of 1983, which would

correct the inequity and inconsistency in the Code contained

in Section 904(f). This inequity results from the failure

to recognize in Section 904(f) the need for a reciprocal

provision requiring the recapture of domestic losses

previously used against foreign source income in determining

the foreign tax credit allowance such as Section 904(f)

currently requires in the recapture of foreign losses which

have offset U.S. source income.
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Section 904(f) was added to the Code by the Tax Reform

Act of 1976. H.R. 10612, 94th Cong., P.L. 94-455. As

indicated, this section provides for the "recapture" of

foreign losses. This means that to the extent that an

overall foreign loss reduces the taxpayer's taxable income

in a particular year, a portion of the foreign source income

of the taxpayer in each succeeding taxable year is treated

as income from within the United States for purposes of the

foreign tax credit limitation formula. Section 904(f)

attempts to make certain that in determining the Section 904

fraction for foreign tax limitation purposes the taxpayer

has not been allowed over a period of time recognition of a

foreign source income numerator in the fraction greater

than his cumulative foreign source taxable income over the

same period.

S.1584 would cover the reverse situation by requiring

that domestic losses which previously had offset foreign

source income be recharacterized (when in a subsequent

taxable year domestic income is produced) as foreign source

income for the foreign tax credit limitation to the extent

the domestic losses earlier reduced the foreign tax credit

available to the taxpayer.

There is basic fairness in the concept proposed by

S.1584. This treatment was not adopted when Section 904(f)

was enacted as part of the Tax Reform Act of 1976 apparently

because of the inadvertent failure to anticipate the
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excessive tax burden on foreign source income which could

result such as is being experienced by taxpayers in these

times from marginal domestic taxable income or operating

losses. What is proposed is a technical amendment to

provide a corollary treatment for domestic losses as is done

for foreign losses. Over a period of time, this amendment

to Section 904(f) will assist in assuring that, for foreign

tax credit limitation purposes, there will be proper

recognition of taxpayers' foreign source taxable income.

The problem has been focused upon by those taxpayers

which in the past few years have foreign source income on

which foreign taxes have been paid but which income has been

offset by domestic losses producing over a period of years a

substantially higher, total effective tax rate solely

because of the inability to use available foreign tax

credits.!/ Excess foreign tax credits may be carried back

two years and forward five. Moreover, current year foreign

tax credits must be used before carried over credits. These

limited rules serve to reduce the likelihood that excess

foreign tax credit carryovers will be used by taxpayers now

experiencing domestic tax losses.

In its efforts to improve productivity and promote the

basic reindustrialization of the U.S. economy, Congress

*/Senator Danforth in his introduction of S.1584 illustrated
this problem in his example showing a taxpayer's overall
effective tax rate of 69 percent over a two-year period
because of domestic losses offsetting foreign source
income on which foreign taxes had been paid.
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recently adopted in the Economic Recovery Tax Act of 1981 a

new method for accelerating recovery of the costs of capital

expenditures. In doing so, Congress was also concerned that

the benefits of existing measures such as the investment tax

credit to enhance national productivity and competitiveness

not be diminished. This would occur if the investment tax

credit were made unavailable for usage because of prior

usage of the new cost recovery method. For this reason,

Congress extended the period for usage of carried-over

investment tax credits from seven to fifteen years to ensure

the eventual usage of such credits as a continuing national

policy to encourage capital investment and increased

productivity.

The lack of a mirror-image provision in Section 904(f)

for the treatment of domestic losses produces the same

deleterious consequences in the resulting diminished value

of a U.S. taxpayer's foreign tax credits. We believe it

certain that it was not intended to put taxpayers to a

decision on whether to make capital investments subject to

accelerated capital recovery or on the other hand to use

Available domestic or foreign tax credits. This unfortunate

situation can be eliminated by the proposed amendment to

Section 904(f) and the adoption of the important and

necessary changes proposed by S.1584 in the ordering rules

and the carryover period for the foreign tax credit.

The passage of S.1584 would in our opinion eliminate

efforts of taxpayers facing potential loss of their foreign



283

-5-

tax credits to produce low-tax foreign source income solely

to attempt, but by no means, to ensure usage of their excess

foreign tax credits. There would also be less exercise of

the discretion available to taxpayers to adopt a slower

dividend repatriation program to maximize foreign tax credit

usage. Such a program might only serve to impact unfavor-

ably the U.S. balance of payments and cause more domestic

borrowing affecting U.S. interest rates.

As complex as the tax laws often seem, there is

generally a symmetry present in most Code sections which is

lacking in Section 904(f) and which S.1584 would with

considerable justification cure.

CARRYOVER PERIOD AND ORDERING RULES AMENDMENTS

S.1584 would also conform the treatment of unused

foreign tax credits to the treatment of unused investment

tax credits, other credits, and net operating losses.

Unused foreign tax credits may under current law be carried

back two years and forward five. On the other hand, the

investment tax credit, the targeted jobs credit, the alcohol

fuel credit, the research activities credit, and net

operating losses may be carried forward fifteen years. This

extended carryover period of fifteen years -is designed to

assure usage of the specific credits. Congress in 1971

first recognized the merits of allowing an extended period

for carryover of the investment tax credit which was finally
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made fifteen years by the Economic Recovery Tax Act of 1981.

The extended carryover period for investment tax credits

allows maximum use of the investment credit.

The recognition of an extended carryover period for tax

credits, and particularly the investment tax credit, has

been consistent with desired, equitable treatment for both

marginal and substantial taxpayers encouraged by the tax

laws to make new capital investment. Also, this recognition

is consistent with the number of changes in the tax laws

over years affecting the benefit to the national economy

from full enjoyment of the credit incentives. The same can

be stated for the now permitted election to carry net

operating losses forward only and thus forego the carryback

of such losses. This was permitted so as not to cause loss

to the value of previously claimed foreign tax credits to be

placed in a carryover status by any carryback of operating

losses. At the same time, it is unfortunate that the

carryover period for the foreign tax credits was not

extended as was the period for other credits. The

recognition of the impact on investment credit usage by

operating losses should dictate a similar concern for the

relationship between operating losses and foreign tax

credits.

There is no question that the limited 5-year carryover

period, along with the rule requiring the usage of current

foreign tax credits before carryover credits, places
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taxpayers who are now experiencing domestic tax losses at

considerable risk that their carryover credits will be made

unavailable for usage.

8.1584 would also conform the "ordering" rules for the

foreign tax credit to those for net operating losses and

other tax credits so that foreign tax credits will be used

in the order earned, i.e., on a first-in/first-out basis,

rather than requiring the current year's credit be used

before any carryover of credits.

Congress in a limited manner first modified the

ordering rules for investment tax credits in 1971 but in

1976 changed to almost a pure FIFO system which is now in

existence. In 1976, it was brought to the attention of

Congress that substantial amounts of investment credit

carryovers would not be used because of low levels of

taxable income or net operating losses incurred. Congress

was concerned that the desire of taxpayers to use existing

tax credits as soon as possible would significantly dampen

the stimulative effect of the investment credit on new

investments. As a result, the 1976 tax act changed the

ordering scheme for using investment tax credits to

facilitate the use of carryover credits. General

Explanation of the Tax Reform Act of 1976 - H.R.10612, 94th

Cong., P.L.94-455, p.166.

While the foreign tax credit is designed to offset U.S.

tax liability on foreign source income so as to prevent

29-106 0-84-19
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double taxation, this objective is proving difficult to

achieve with the limited carryover period of five years for

the foreign tax credit and the latter's prevailing order of

use rule.

With little unfavorable impact on the revenues, the

proposed changes in the carryover period and order of use

rules for the foreign tax credit can be achieved producing a

desirable standardization for all tax credit usage rules

and, more importantly, some likelihood of the proper usage

of these credits which is no more than what always has been

intended. The effort to assure eventual use of investment

credits as an incentive to an improved national economy, and

also the elimination, as proposed by S.1584, of excessive

taxation are equally important national objectives.

I thank the Subcommittee for its attention and request

that our written statement be included in the record.
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STATEMENT OF TOM E. PERSKY, DIRECTOR OF TAX POLICY,
NATIONAL FOREIGN TRADE COUNCIL, WASHINGTON, D.C.

Mr. PwKY. Thank you, Mr. Chairman.
I am Tom Persky. I am the director of tax policy with the Na-

tional Foreign Trade Council. The Council represents more than
600 firms engaged in international commerce.

As you know, the U.S. taxes the worldwide income of its citizens
and corporations, and it has adop ted the foreign tax credit mecha-
nism as a method to reduce or eliminate international double tax.
ation.

When the foreign tax credit works correctly, U.S. taxpayers will
pay the higher of the U.S. tax or the foreign tax on their foreign
source income. Other countries have adopted other methods of
dealing with international double taxation. In particular, some
countries generally do not tax foreign source income of their citi-
zens at all, which is known as the territorial system.

The foreign tax credit is not now operating correctly. Instead of
paying the higher of the two taxes, the United States or the foreign
tax, many taxpayers are now finding themselves paying both the
United States and the foreign tax. This result flows from the for-
eign tax credit limitation that the other speakers have talked
about, and in particular from the interaction of the foreign tax
credit limitation and domestic losses.

The purpose of the foreign tax credit limitation is to make sure
that the foreign tax credit is available only to offset U.S. tax on
foreign source income. This limitation has been calculated a
number of ways over the years, and the way it is calculated now is
in our written statement and also in Treasury's statement.

Rather than get into the technicalities I would like to talk about
what happens under current law.

The most important result that we see is that U.S. companies op-
erating abroad are now taxed at higher rates than their foreign
competitors. In our written statement, we show the example of a
U.S. company's tax rate going from what should be a 46-percent
rate to a 69-percent rate. We don't think that U.S. companies can
compete at the international level when they are paying tax rates
much, much higher than their competitors. We think that that has
tremendous trade effects, and in our present trade situation we
should be watching out for all of the trade effects we can see.

The second result that we see here is that this technical deficien-
cy affects only companies with domestic losses. In fact it affects
to companies who are least able to deal with the problem.

One company that is profitable in the United States and overseas
will find that it will not pay an international double tax; whereas,
a company that is operating in the United States experiencing a
loss in 1 year because of the recession or something else, finds that
it is going to ie faced with international double taxation.

With regard to the carryback and carryforward provisions in the
bill, we think that the existing provisions in the law are simply too
short. Many companies find that they are unable to use foreign tax
credits in the time period allowed.

Finally, I would like to comment on Treasury's position. I was
here when Treasury testified on S. 1584, and it is my understand-
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ing that they are inclined to support this legislation but for reve-
nue implications that they mentioned. While I think that the reve-
nue implications are important-we should all be concerned with
the deficit and Treasury revenues-, in this instance, if the reve-
nue loss is large, that large revenue loss is the measure of the cur-
rent double tax penalty that companies are paying. It's the meas-
ure of the competitive disadvantage that U.S. companies that have
experienced losses have with their U.S. competitors; it's the meas-
ure of the competitive disadvantage that U.S. companies have with
their foreign competitors.

I don't mean to be facetious about this, but this is almost as if
ou are refusing to give disaster relief because the disaster is large.
t is our feeling that the Congress should address this problem at

the earliest opportunity.
Thank you, Senator.
[The prepared statement of Tom E. Persky follows:]
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The National Foreign Trade Council appreciates the opportunity to pre-

sent its views on S. 1504, "The Foreign Tax Credit Conformity Act of

1983." The Council is comprised of more than 600 member companies

engaged in international commerce, and the mechanics of the foreign

tax credit are of crucial significance for the international and

export operations of these firms. The Council supports S. 1584 which

would correct a technical deficiency of the existing foreign tax cre-

dit'provisions, and would make the foreign tax credit's very restric-

tive carryback, carryforward and "stacking" provisions uniform with

the more liberal investment tax credit and net operating loss rules.

The Foreign-Tax Credit

The foreign tax credit provisions of the Internal Revenue Code are

designed to reduce international double taxation. Absent such a

mechanism, the overlapping tax jurisdictions of nations would impose

an unacceptable burden on international commerce.

The United States allows a dollar-for-dollar credit for foreign income

taxes paid on income earned abroad. The use of the credit system

assures that a U.S. person will pay the higher of the U.S.-or foreign

tax on income from abroad. Many countries, including Canada, Germany,

Japan and the U.K., use a credit system to minimize double taxation.

Other countries, including France, the Netherlands and Belgium, avoid

double taxation by generally exempting foreign source income from tax.

Since the foreign tax credit is intended to reduce double taxation of

income earned abroad, the system is designed to offset only taxes

imposed with respect to foreign source income. The foreign tax credit

cannot be used to reduce tax on U.S. source income.
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The Overall Limitation

In order to prevent foreign tax credits from offsetting U.S. taxes on

U.S. source income, a limitation--known as the "overall" limitation--

is applied.1 Under the provisions of sec. 904 of the Internal Aevenue

Code, the total amount of foreign tax credit that may be claimed can-

not exceed a taxpayer's U.S. tax liability on its aggregate foreign

source taxable income.

Foreign tax credits in excess of the limitation cannot be used to off-

set U.S. tax liability. However, these "excess credits" may be

carried back two years or forward five years. In other words, if the

use of the credit in one of these earlier or later years does not

exceed the limitation calculated for those years, then the credits may

be used to reduce the U.S. tax liability on the foreign source income

of those years. Credits that are carried back or forward can be used

only after currently earned foreign tax credits are used.

Section 904(f)

In the Tax Reform Act of 1976 the Congress amended the foreign tax

credit limitation to deal with certain aspects of foreign losses.

Prior to the change, a loss on foreign operations could act to reduce

U.S. tax liability in one year and the foreign tax credit provisions

could shield from tax the income generated in succeeding years. The

solution of sec. 904(f) is to change the character of the income of

those future years from foreign source to U.S. source. Because the
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foreign tax credit does not affect the tax on U.S. source income, the

foreign tax credit cannot offset the tax on the newly recharacterized

U.S. source income. By recharacterizing an amount of income equal to

the original foreign loss, the tax reduction that flowed from the loss

is "paid back."

Unfortunately, the Congress failed to deal with the the other side of

the coin, i.e., the effects of domestic losses on the foreign tax cre-

dit limitation. Much like a foreign loss, a domestic loss can distort

the proper operation of the credit.

The example provided in Senator Danforth's June 24 Congressional

Record floor statement provides an excellent illustration of the

effects of a domestic loss on a taxpayer's foreign tax credit posi-

tion. In that example a company had $100 of foreign source income and

a $100 domestic loss in the first year. The company had $100 of

foreign income and $100 of domestic income in the second year. The

foreign tax rate is assumed to be 46 percent. The company's total

U.S. income for year one is zero ($100 income minus $100 loss). A $46

tax is paid in the foreign country and the $46 foreign tax credit is

carried forward because there is no U.S. tax liability against which

it can be applied. In year two the income is $200. The pre-foreign

tax credit U.S. tax liability is $92 under present law. The foreign

tax credit limitation for year two is $46.2

The net result of these transactions is the payment of $138 of tax on

$200 of income. The effective rate of tax on this company's income is

not 46 percent, but 69 percent.
3
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This result is devastating to international firms that compete witha

local enterprises. If the same operating results were achieved by

separate local companies, the following tax results would occur.

U.S. Company in U.S. Foreign Company Overseas

Yeak 1 Income

Tax

Year 2 Income

Tax

Total Tax

($100)

-0-

100

-0-

$100
46

100

46

92-0-

As you can see, the total tax paid by both companies is $92 instead of

the $138 paid by the U.S. based multinational.

Further, this additional tax burden can result from minor timing dif-

ferences. Consider, for example, the result if all the transactions

in Senator Danforth's example took place in one year instead of two

years.

U.S. Source Income -0-

Foreign Source Income $200

Pre-Credit U.S. Tax 92

Allowable Foreign Tax Creoit 92

U.S. Tax -0-

Total Tax 96

($100 gain minus $100 loss)

($100 gain plus $100 gain)

(see footnote 4)

While carryback/carryforward periods are intended to resolve this kind

of timing problem, the current structure of sec. 904(f) does not allow

that result.
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The solution to this problem is presented in 8. 1584. The bill would

"mirror" the foreign loss provisions of sec. 904(f) by recharac-

terizing an appropriate amount of domestic income as foreign source

income. In the above example the $100 domestic income in year two

could be recharacterized as foreign source income. That recharac-

terization would change the calculation of the foreign tax credit

limitation so as to allow $92 of foreign tax credit to be applied to

the $92 tax liability.

If current treatment of domestic losses is allowed to persist# the tax

law will have the perverse effect of penalizing those companies least

able to suffer the penalty. Present law treatment of domestic losses

imposes a double penalty only on those companies that suffer a

domestic loss. In other words, profitable U.S. companies get full

protection from international double taxation, but companies that have

lost money in the recent recession do not get the same protection.

This anomalous result should be corrected.

It is important to note that after the recharacterization of the

amount of the prior domestic loss, the total tax paid by the U.S.

based multinational would be equal to the total tax paid by the two

separate companies with the same operating results. The same amount

of tax would be paid to the same tax authority, and the competitive

balance would be restored.
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The NFTC considers 5. 1584's suggested changes to the foreign tax cre-

dit rules as essentially a technical correction. While it is true

that some revenue loss will be associated with this change, that reve-

nue loss is only the measure of the current technical deficiency.

Carrvybak/Carryforward and Stacking

The existing foreign tax credit carryback/carryforward and stacking

rules are unnecessarily restrictive. A far more acceptable period for

the use of these tax attributes is found in the investment credit and

net operating loss rules. Those rules provide a 3-year carryback and

15-year carryforward. In addition, under these provisions, the older

expiring benefits are used first, thereby extending the life of the

tax benefits.

For a variety of reasons, including the domestic losses that resulted

from the recent recession, a large number of companies are facing the

expiration of "excess" credits. An extension of the carryback/carry-

forward periods and the reform of the stacking rules could prevent the

immediate loss of these tax benefits. Without significant changes,

taxpayers may be motivated to make inefficient tax dominated invest-

ment decisions. These efforts would be designed to use up these

foreign tax credits before they expire. The result might be premature

or delayed dividend payments, untimely acquisition or disposition of

assets, or other transactions. An extension of the carryback/carry-

forward provisions would lessen the pressure for these actions.
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Conclusion

The existing treatment of domestic losses in the calculation of the

foreign tax credit limitation fails to fulfill the credit's purpose in

eliminating international double taxation. The result is to place

U.S. based companies with domestic losses at an additional competitive

disadvantage. Further, the very short carryback/carryforward periods

for "excess" credits tend to undermine the usefulness of the credit

and may distort taxpayers' investment decisions. S. 1584 addresses

both these problems and should receive the support of the Finance

Committee and the Congress.

Notes:

1) At various times in its history the foreign tax credit limitation
has over the years been calculated under the "overall" or
"per-country" methods. The "overall" limitation is computed by
multiplying pre-credit U.S. tax liability by a fraction, the numerator
of which is total foreign income and the denominator of which is
worldwide income. The effect is to allow pooling of foreign taxes and
foreign income. Under the per-country method, a similar calculation
is made on a country-by-country basis. For certain types of income,
pricipally related to petroleum activities, these credits are further
restricted. Such further limitation is not relevant to S. 1584.
2) Forjn Inom!eWorldwide Income x Pre-Credit Tax

$100$100 x $92 = $46

3) Under these facts the taxpayer does earn a $46 "excess credit."
The 69 percent effective rate may be reduced to the extent that
such credits are ultimately used.

4.) $ x $92- $92
$200
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Senator DANowm. Thank you very much.
Let me Just ask one question. I don't necessarily want everybody

to answerbut, if you could, just give some examples.
What industry ithe United States would be most helped if S. 1584

were to become law? And why?
Mr. BARRESS. The capital-intensive industries certainly, Senator.

You mentioned U.S. Steel before. I'm with ASARCO Inc. We're a
mining company. We have operations abroad on which we are
paying effective taxes of as high as 68 percent-in Peru, for exam-

. Because of section 904(f), however, we have been unable to uti-
the credit for these taxes. Our foreign tax credit is expiring.

Mr. CARTER. I would certainly say that the construction industry
would be hurt to the extent that any size company is working in
the foreign markets, because frequently the foreign tax provisions
or the tax codes are not set up to provide for tax accounting for
construction; they are st up on an accrual accounting or cash-basis
accounting. And a contractor may be paying foreign taxes on a
project that would last 4 or 5 years-8 to 5 years-and he would
not have foreign source income to be reported for U.S. tax purposes
until he completes the project. And on that kind of a basis, his for-
eign tax credit would expire before he ever finished the project and
reported that project for domestic purposes.

Mr. PALMER. fSenator, may I just add to that?
Senator DANFORTH. Yes.
Mr. PALZIER. One of our major companies is Abex Corp. We are

highly diversified, but just to tick off a few things that we do: We
,Are involved in friction braking materials and other accessory ma-
terial for automotive and off-the-road equipment applications, spe-
cialty castings for the steel, nuclear power, food processing, con-
truction, mining, petrochemical and defense industries; we manu-
facture aerospace and robotics components. That shows how we
might be affected by the present law which affects the capital-in-
tensive industries.

Mr. LAMBRIX. Mr. Chairman, may I add to your question, an
answer to your question? I would summarize it, based on my expe-
rience, that it's the basic capital-intensive U.S. industries. Al-
though I represent basically a steel company, I think it could be
expanded to that general category of our basic capital-intensive,
traditionally-and I emphasize traditionally--very strongly com-
petitive industries on a worldwide basis, which have lost in recent
years some of their competitiveness.

Senator DANFORTH. Gentlemen, thank you very much.
Let me tell you what I think you could do that would help us

very much. I think if you could furnish the committee with some
examples of how the present situation is a disadvantage to specific
industries. This is a highly technical area. But really I think the
question that we and the Congress have is, Who is being hurt now?
How is he being hurt? Why? And how would this help?

If you could give us some examples from your experience, and if
you could particularly address yourself to something that I thought
was fascinating, and that was that, while Treasury testified that
the present law does not place a double tax on industry, you say
that that's not correct. You have examples, I take it, of double tax-
ation.
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I think It would be very helpful if you could provide for the
record some of those examples. In other words, if it is true that this
bill would help some major industries which are having trouble in
the United States and which are being successful abroad or have
the potential of success abroad, I think that that kind of flushing
out, making real what the situation is would be of enormous help
to this committee. And especially if you could provide examples to
go right to Treasury's point, namely "this is a question of averting
double taxation," that would be of enormous .help to us. So if you
could just supply that for the record, that would be very helpful.

Mr. CATER. Senator, could I just comment very briefly about
Mr. Pearlman's example this morning?

Senator DANFroT. Yes.
Mr. Czam. He contended that because the tax in the second

year was $92 on a $200 profit, and they gave credit for the foreign
tax credit in that year, so the taxpayer only paid U.S. taxes of $46,
there was no double taxation. But when you take the 2 years and
you look at his example closely, the taxpayer actually paid $188
tax on $200 profit over a 2-year period--that's 69-percent tax-and
there's a double tax in there somewhere.

Senator DANFORTH. All right. I think what we are going to have
to do is to really spell that out. This is a bill which has strenuous
opposition from the administration, because they view it as a reve-
nue loser.

We have a $200 billion deficit, as you know, and some of us feel
that we are not doing nearly enough to close that deficit. So if we
have a revenue loser, we really have a fight on our hands.

I think that the way to make the point, and the only way to
make the argument, is to say:

All right, here are the specifics, how we are being hurt. Here are some examples
of industries that are hurt. Here are some examples of industries that are being
taxed twice, contrary to what the law intended.

And I think that it is possible to prevail on the Congress, but we
are really going to have to get beyond technical arguments to the
real-life situation if we are going to have a chance of prevailing.
And you could very much help us to provide those examples.

[The following was submitted by AGO on October 14, 1988:]
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ILLUSTRATION OF IMPACT OF

DOMESTIC LOSSES ON

FOREIGN TAX CREDIT LIMITATION

($000)

ABC Company (ABC) is a heavy construction firm that
typically earns approximately one-third of its income
from foreign projects. ABC normally has $30,000
of foreign and $60,000 of domestic source taxable
income; however, in 1983, ABC incurs a $5,000 domestic
loss. For the years 1983-1988, ABC has the following
tax position:

($000)

1984-1988
1983 (per annum)

Taxable Income

Domestic Source $(5,000) $60,000

Foreign Source 30,000 30,000

Total U.S. Taxable
'Income $_250_ - $90000

U.S. Tax
(before credits) (46%) $11,500 $41,400

Foreign Tax (46%) $13,800 $13,800

It is assumed that:

(a) The current foreign tax credit (FTC) carryover
periods apply (a two year carryback and a five
year carryforward).

(b) No excess foreign tax credit limitation (Section
904 limitation) amounts are available to ABC
in the two year carryback period.

Exhibit 1 illustrates the impact of the domestic
loss on ABC's FTC position under current law (with-
out a domestic loss recapture provision). As a
result of the domestic loss in 1983, ABC is unable
to utilize $2,300 of FTC. Therefore, in 1983 ABC
pays combined U.S. and foreign taxes of $13,800
on U.S. taxable income of $25,000 (an effective



800

rate of 55.2%). Thus, under the existing rules,
ABC will never be able to reverse this inequity
unless it can generate excess FTC limitation amounts
during the carryover period. It is not unreasonable
to assume that ABC will not be able to generate
excess limitation amounts, since it is very difficult
to do so. The reason for this is that the nominal
corporate tax rate in many foreign countries is
greater than 46%. The effective foreign tax rate
is typically higher than the nominal rate because
of U.S. expenses disallowed by the foreign jurisdic-
tion's tax rules and the allocation of overhead
expenses required by Treasury Regulation Section
1.861-8. Excess limitation amounts can be created
in a carryover year only if the effective foreign
tax rate is less than 46%.

Exhibit 2 shows how a domestic loss recapture provi-
sion would permit ABC to utilize in 1984 the excess
FTC generated because of the domestic loss in 1983.
This relief provision permits ABC no preferential
benefit or advantage. The result is simply that
ABC is permitted to pay combined U.S. and foreign
taxes at an effective rate of 46% on its 1983 taxable
income (when the FTC carryover to 1984 is considered).
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ABC

FOREIGN TAX CREDIT UTILIZATION

WITHOUT DOMESTIC LOSS RECAPTURE

$(o00)

1983

(a) Section 904 limitation
Foreign Source Income

Total U.S. Taxable
Income

$30,000

r 25,000

100%

U.S. Tax Liability

.Limitation

(b) U.S. Tax Liability
(before FTC)

(c) Foreign Taxes
Current Year
Carryforward

Total

(d) Foreign tax credit
(lesser of (a), (c))

(e) Net U.S. tax liability
((b) less (d))

(f) Unused foreign tax
Credits ((c) less (d))

x 11,500

$11,500

$11,5=00

13,800

$11, 500

$2,300

1984-1988
(per annum)

$30,000-.

.0 90,000

33-1/3%

x* 41,400

$13,800

$4r4 400

13,800
2,300

$16,10.0

$13,800

$27,600

$2,300

EXHIBIT 1

29-105 0-84-20
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ABC
FOREIGN TAX CREDIT UTILIZATION

WITH DOMESTIC LOSS RECAPTURE
$(000)

1983 1984 1985-1988
(per annum)

(a) Section 904 Limitation
Foreign Source Income $30,000
Total U.S. Taxable

Income

$35,000 (a)

25,000 ; 90,000

1001

U.S. Tax Liability

Limitation

(b) U.S. Tax Liability
(before FTC)

(c) Foreign Taxes
Current Year
Carryforwaro

Total

(d) Foreign Tax Credit
(lesser of (a), (c))

(e) Net U.S. Tax Liability
((b) less (d))

(f) Unused Foreign Tax
Credit Amount
((b) less (d))

38.9%

x 11,,5o0 x 41,400
11,500

11,5o

16,100

411400

13,800 - 13,800
,, -0-, 2,300

-13,800

11,500

-0-

.L2.300

Notes: (a). Foreign Source Income (1984)
Domestic Loss Recapture (from

1983)

Total For. Source Income

16,100

16,t100

25,300

$ -0-

$30,000

5,000

$35,000.

$30,000

, 90,000

33.31

x 41,400
13,800

41,400

13,800
-0-

13,800

13,800

27,600

$ -0-
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Thank you very much.
The next bill is S. 1826, Mr. Ewing and Ms. Allen.
Mr. Ewing.

STATEMENT OF WILLIAM EWING, NATIONAL DIRECTOR OF
MARKETING, SECOND HARVEST, PHOENIX, ARIZ.

Mr. EwING. Thank you, Mr. Chairman.
My name is Bill Ewing, and in my capacity as director of Mar-

keting I represent Second Harvest the National Foodbank Net-
work, comprising 62 major foodbank distribution centers through-
out the United States. Our major mission is soliciting donations of
edible but surplus food from the Nation's food industry for distribu-
tion to local charities that serve the poor. In 1988 the Second Har-
vest Network expects to redistribute 100 million pounds of food do.
nated by the private sector. Therefore, we have immense interest
in the propose legislation.

We enthusiastically endorse the committee's efforts to broaden
both the eligibility of all retailers, wholesalers, and growers, and
the tax deduction benefit available to those potential donors. This
benefit is now limited only to non-subchapter S corporations. We
believe eliminating this inequity will significantly enhance our ef-
forts to expand the participation of certain segments of the food in-
dustry and increase the volume of their donations. Currently, only
a small percentage of farmers donate to foodbanks. A tax incentive
will greatly increase the amount of nutritious produce available for
distribution to the needy.

As we deal with the large volume of donated food that we now
locate throughout the country each day, the cost of transportation
becomes an issue of increasing importance. We are most apprecia-
tive of the transportation services that certain rail and trucking
companies have donated to us. We believe the opportunities pro-
vided by this bill will greatly improve our abilities to broaden our
working relationship with all members of the transportation indus-
try. Since transportation costs generally represent 15 percent of a
foodbank's operating budget, the donation of these services will
allow the foodbanks to allocate resources into other pressing areas,
such as improved warehouse facilities and equipment.

Foodbanks are membership organizations made up of private
nonprofit feeding programs. We have long been concerned with leg-
islation that bars certain governmental organizations from mem-
bership. Generally, these would be units that provide services to
those in crisis situations or rehabilitative care to the needy. We are
troubled with that portion of this bill that will permit larger pro-
grams such as schools, hospitals, et cetera, with existing food bfidg-
ets to receive donated food. We recommend that further study be
given to the types of Government programs that would be allowed
to receive this food so that:

One, resources are not drained away from private programs;
Two, this legislation will not allow donated food to replace food

provided as a principal function by such governmental agencies as
prisons and schools;

Three, current funding for social welfare programs not be jeop-
ardized; and
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Four, certain specific governmental programs be allowed to en-
hance and improve their care of the needy, especially mi emergency
situations.

Referring to page 4, section 4, we recommend the substitution of
the appropriate section of the current law, with one modification,
as follows:

Notwithstanding any other provision, a contribution will not qualify under this
section if the donee organization or any transferee of the donee organization re-
quires or requests any money, property, or services for the transfer or use of the
property contributed under section i70(eX3).

We are strongly opposed to the concept of passing even minimal
costs along to the ultimate receiver of this food. Our experience
shows that some recipients wish to voluntarily contribute for do-
nated food. The language we are proposing would not preclude this,
but it would prohibit any organization from requesting or requiring
a donation from a recipient.

We sincerely applaud the goals of this bill, which will increase
the amount of donated food available for nonprofit feeding organi-
zations, reduce certain foodbank costs, and promote a strengthen-
ing of the relationship between the private sector and the charita-
ble community.

On behalf of Second Harvest food banks throughout the United
States, we thank you for your efforts and for this opportunity to
make this presentation.

[The prepared statement of William Ewing follows:]
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September 22, 1983

TESTIMONY BEFORE THE SENATE FINANCE COMMITTEE

REGARDING S. 1846 (SENATOR DANFORTH'S BILL)

I represent Second Harvest, the National Foodbank Network, comprising

major foodbank distribution centers throughout the United States. Our

major mission is soliciting donations of edible but surplus food from the

nation's food industry for distribution to local charities that serve the poor.

In 1983 the Second Harvest Network expects to redistribute 100 million pounds of

food donated by the private sector. Therefore, we have immense interest in the

proposed legislation.

We enthusiastically endorse the Committee's efforts to broaden the eligi-

bility of all retailers, wholesalers and growers and the tax deduction benefit

available to these potential donors. This benefit is now limited only to non-

Subchapter S corporations. We believe eliminating this Inequity will signi-

ficantly enhance our efforts to expand the participation of certain segments

of the food industry and Increase the volume of their donations. Currently, only

a small percentage oft farmers donate to foodbanks. A tax incentive will greatly

increase the amount of nutritious produce available for distribution to the needy.

As we deal with the large volume of donated food that we now locate through-

out the country each day, the cost of transportation becomes an issue of increasing

importance. We are most appreciative of the transportation services that the

larger rail and trucking companies have donated to us. We believe the opportunities

provided by this bill will greatly improve our abilities to broaden our working re-
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lationship with all members of the transportation industry. Since transportation
costs generally represent 15% of a foodbank's operating budget. th6,doAatt1h,.
of these services will allow the foodbanks to allocate resources..nto other
pressing areas, such as improved warehouse facilities.

Foodbanks are mendership organizations made up of private nonprofit feeding
programs. We have long been concerned with the legislation that bars certain
governmntal organizations from menbership. Generally, these would be units that
provide services to those in crisis situations or rehabilitative care to the
needy. For this reason, we are concerned with that portion of this bill that
will permit large programs such as schools, hospitals, etc. with existing food
budgets to receive donated food. We recomnd that further study be given to
the types of government programs that will be allowed to receive donated food so
that:

1. resources are not drained away from private programs.
2. this legislation will not allow donated food to replace foodprovided as a principal function by such governmental agenciesas prisons and schools.

3. current funding for social welfare program not be jeopardized.
4. certain specific governmental program be allowed to enhance and

improve their care of the needy, especially in emergency situations.

Referring to page four, section four, we recommend the substitution of the
appropriate section of the current law, with one modification, as follows:

"notwithstanding any other provision a contribution will not qualify under
this section if the donee organization or any transferee of the donee organization
requires or requests any money, property or services for the transfer or use of
property contributed under Section 170(e)(3)."
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We are strongly opposed to the concept of passing even minimal costs along

to the ultimate receiver of this food. Our experience shows that some recipients

wish to voluntarily contribute for donated food. This language we are proposing

would not preclude this, but it would prohibit any organization from requesting

or requiring a donation from a recipient.

We sincerely applaud the goals of this bill, which will increase the amount

of donated food available for nonprofit feeding organizations, reduce certain

foodbank costs and promote a strengthening of the relationship between the private

sector and the charitable community. On behalf of Second Harvest food throughout

the United States, I thank you for your efforts and for this opportunity to make

this presentation.
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STATEMENT OF ANN ALLEN, MEMBER, BOARD OF DIRECTORS,
NATIONAL CITIZENS COMMITTEE ON FOOD AND SHELTER,
WASHINGTON, D.C.
Ms. ALLEN. Good morning.
I am Ann Allen, director of communications for the American

Logistics Association. It is a pleasure to be here this morning on
behalf of the National Citizens Committee for Food and Shelter
and to speak in support of S. 1826.

Before I begin I would just like to say that the last time the
American Logistics Association worked with you, Senator, was the
time of the prompt-pay legislation, and your foresight and leader.
ship on that has brought about positive results. I think the Govern-
ment is paying their bills a little more quickly, and I think that
brings about a more productive relationship for an agreement. Our
thanks to you on that.

I would like to describe briefly why there is a National Citizens
Committee for Food and Shelter, what its mission is, and why your
tax incentive legislation is an important link in providing food for
the hungry people of our country.

The committee has representatives from both the public and the
private sectors and was formed in the belief that public and private
teamwork can help efficiently and economically to meet this coun-
try's basic food and shelter needs.

You know and I know that the problems of the hungry and the
homeless slice through almost every segment of our population, in
cities, towns, and in rural areas. And we know that to fInd success-
ful solutions is critical.

This need is only accentuated by acknowledging the complicated
and persistent nature of the problem. So the purpose of the com-
mittee is to forge a link between the power and the ingenuity of
the Federal Government and the business community. This link we
believe can provide forceful support for local programs which are
meeting local needs.

The mission is to open doors, to encourage local programs, and to
remove obstacles to getting the job done. The job to be done is to
make food and shelter resources available to the hungry and the
homeless wherever they are. Perhaps the best description is an ex-
ample of the committee's work. I would like to outline how the
committee worked with two of the largest government agencies to
provide food. I am referring to the"Department of Defense and the
Department of Health and Human Services.

One of the key employee benefits provided for our military men
and women are commissaries; the branches of service operate and
manage these stores worldwide. Here in the United States there
are 261 commissaries. The size of the stores vary, however man of
them have a much higher volume per store than their ci vilan
counterparts.

Whether civilian or not, every grocery store has a percentage of
food and grocery items that cannot be sold. Sometimes packaging is
damaged, or an item is mismarked, or an expiration date is passed.
The food is still edible and nutritious, but it is called unmarketa-
ble. That food is a resource with the potential of feeding large num-
bers of people.
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The Department of Health and Human Services realized that po.
tential. The importance was due as much to the variety that it pro-
vides as to the quantity. It can provide an important nutritional
supplement to the basic staple package most often distributed in
feeding programs.

The National Citizens Committee formed a link of cooperation
between the Department of Defense and HHS, and then worked
jointly with the private suppliers to free up the food. The results
are impressive. The American Logistics Association board of direc.
tors committed the association to help out and donate these non-
marketable foods to foodbanks. With this commitment, the Secre-
taries of Defense and HHS signed a memo of understanding, agree-
ing to support food banks.

Today there are 150 food banks certified and matched with com-
missaries around the country. Having put this system of voluntary
local endeavor into motion, the committee is now available to assist
if there are breakdowns in communication. If the program runs
into snags, we can perhaps open up communication again.

Your legislation also is openmg up many doors to getting availa-
ble food to those who are hungry. It will also remove obstacles to
the distribution of food. And we know that food distribution, not
food production, is the great difficulty.

A combination of the tax deduction for incremental costs of
transportation, the expansion of tax deduction to noncorporate
donors, and the tax deduction given for gleaning provided a major
incentive for farmers, processors, distributors, and retailers to coop-
erate and participate.

We believe the problems are very difficult, but we believe the
benefits outweigh them.,

I appreciate the opportunity of being here on behalf of the com-
-mittee and offer any assistance that we can lend you in your effort.

Thank you.
[The prepared statement of Ann Lowell Allen follows:]
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THE NATIONAL CITIZENS COMMITTEE FOR FOOD AND SHELTER, INC.

A Public-Private Partnership

The National Citizens Comittee for Food and Shelter, Inc. is a non-
partisan, public-private partnership formed to be a resource support and
information clearinghouse for existing agencies and services working N
improve the condition of the hungry and of the homeless.

The goal of the Committee is to develop linkages between govenment and
the private sector which coordinate programs that improve the provisions of
food and shelter for the needy.

Incorporated in June, 1983, the Committee was formed in the belief that
a public-private partnership can facilitate new structures and approaches to
efficiently and economically meet this country's basic food and shelter needs.
The Comittee was initially organized by interested people in cooperation with
the White House Office of Private Sector Initiatives. The Comtittee has
expanded to include membership representing all sectors. At present the
substantive work of the Committee is accomplished by two working task forces
on hunger and shelter.

The Food Task Force in concert with the Congressional Omnibus Budget
Reconciliation Act of 1982 seeks to encourage federal departments and private
agencies to distribute to hungry people surplus food or food which would
otherwise be discarded. The immediate focus of the Food Task Force is to
distribute surplus food through the Department of Defense Commissaries and
the foodbanking network. The Task Force is actively working to make
government equipment and surplus warehousing available for foodbanks.

The Shelter Task Froce is the initiator and ongoing coordinator of program
utilizing existing federal buildings as shelter for the homeless. The immediate
focus of the Sheltr Task Force is to work with the Department of Defense and
the Department of Housing and Urban Development to make available military
facilities and foreclosed homes as potential temporary shelters for the
homeless. The Task Force is also working with the National Park Service to
develop a working shelter program in a national park.

The National Citizens Committee for Food and Shelter is actively developing
a cooperative relationship with the National Governors' Association, the United
States Conference of Mayors and various federal departments. The Committee
will endeavor to build support of volunteer efforts utilizing existing agencies
and service organizations for the purpose of coordination at the local level.
The Committee will provide Information on successful models of food and shelter
program for dissemination to the public and private sectors.

The National Citizens Committee for Food and Shelter acts as an educational
resource on legislation pertinent to the issues of food and shelter, but does
not endorse, advocate nor lobby for a specific public or private policy position.

The National Cititens Committee for Food and Shelter will not be involved
in funding nor fundraising efforts other than to secure organizational
operating expenses from private sources.

The National Citizens Committee for Food and Shelter welcomes the
participation of all interested citizens to Join with us to meet the critical
needs of the country's hungry and homeless.
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The "Hunger Relief Incentives Tax Act of 1983" makes a

very important contribution to the issue of providing food for

needy Americans.

Section 170(e) (3) of the Internal Revenue Code provides

a special exception to the general rule that the deduction for

charitable contributions of inventory-type property is limited to

the donor's original cost. Thie exception applies solely to

contributions of property to be used for the care of the ill,

needy or infants. The amount of the deduction is the fair market

value of the contributed property less one-half of the gain which

would not have been long-term capital gain if the property had

been sold.

This provision has been an important source of

contributions for foodbanks. Foodbanks operate in communities

throughout the country. In general, a foodbank receives surplus

food from donors in the food industry who claim the deduction

made available under Section 170(e)(3). The foodbank usually

maintains a warehouse with freezer and cooler space for storage

and provides for distribution to local organizations directly

engaged in feeding the ill, the needy and infants. In order to

distribute contributions to foodbanks in the most efficient

manner, it has become necessary to establish a method to solicit,

receive and distribute nutritious food from contributors to

foodbanks throughout the country.

As the capacity of foodbanks and the volume of

potential contributions has increased, obstacles have arisen
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which block the delivery of food to the needy. Perhaps the most

serious obstacle is the physical transportation of donated food.

Contributions frequently arise in substantial

quantities; i.e., a railroad carload of mislabeled juice or

three-quarter filled cereal boxes. Since no single foodbank can

assimilate such an enormous volume, it is. necessary to locate a

series of foodbanks which, in the aggregate, can receive and

distribute the contribution. Unfortunately, the individual

foodbanks cannot afford the transportation fees associated with

the shipment of the contributed property. In addition, neither

the donors nor the shipper can claim a deduction for shipment

costs. As a result, these costs are becoming an increasingly

large obstacle to the distribution of donated food.

S. 1826 suggests a way around that obstacle that we

think deserves serious consideration. In general, the bill

provides a deduction for transporting food. The National

Citizens Committee is not prepared to say that the method of

calculating the deduction contained in S. 1826 is the only--or

even the best--system. We do feel, however, that removing the

impediment of transportation costs has the potential to

significantly increase the food available for needy Americans.

S. 1826 also addresses several other impediments to the

delivery of food. First it allows donors to deduct the value of

food contributed to governmental units. Second, it allows

farmers and other noncorporate taxpayers to deduct the value of

donated food. Each of these changes should expand the universe

of donors as well as improve the actual delivery of food.

The "Hunger Relief Incentives Tax Act of 19830 focuses

upon three crucial areas in the feeding of needy Americans--

encouraging more contributions, better delivery and a wider

network of service providers. We commend Senator Danforth for

bringing these issues to the attention of the Congress and wish

to offer our assistance in exploring any and all options to

assist those Americans who suffer from hunger.
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Senator DANoRTH. Thank you very much.
Mr. Ewing, thank you for your suggestions. We will wrk with

you on that and see if we can update it or work something out.
On the more general question of the bill and the direction the

bill is moving in how significant is this bill? :
Mr. EwING. For us it is very significant. Transportation is an

area that we do need help in. There is food that is offered that we
cannot get transportation support on. Although I don't think that
we have ever let anything go, we have had to struggle. I think that
some tax incintive for transportation companies would be very
helpful to us.

Farmers don't get any tax advantages, and they've got food that
we want as much as any food there Is. It is nutritious, it i availa-
ble in some quantity, and we would like to see any encouragement
for farmers to participate in a donation program. Some do right
now, but it's on a relatively small level.

The government agencies? There are department of social service
agencies that have emergency feeding programs that finance their
operations virtually out of the pockets of the social workers in the
office. We would like to see ways in which we can work with these
organizations, with the government soup kitchens-some of the
State government soup kitchens or city government soup kitchens.
We would like to help these people very much.

We see this bill as being extremely important, primarily in these
three areas.

Senator DANFORTH. Ms. Allen.
Ms. ALLm. Yes. I just want to support this, on distribution. The

matter of food distribution is often very much a matter of a local
nature. Food distribution companies tend to be local in nature and
not national. If we could give them an encouragement so that they
are not having to pay out money to assist in moving food from one
area to another area, to make some of the excess food available,
then I believe it would not only be an economic incentive to them
but would give them a clear signal of the kind of support that is
being put behind these program s.

Senator DANFORTH. As I said to Mr. Pearlman, what struck me
when I visited a whole variety of providers in my State was the
number of times that they mentioned the problem of transporta-
tion-unsolicited by me, but just all kinds of providers mentioning
the difficulty of transportation. They could get the food, it would be
available, but to move it was a different matter. They needed
funds. They wanted some funds to do that. Well, the purpose of
this is to not make grants but to encourage the availability of pri.
vate transportation.

Ms. ALUN. If we could tap in to that expertise of local wholesale
groceries and distribution people, if we could actually get into
that-take again the expanding, for instance, some of the distribu-
tors who bring food to Fort Leonard Wood, for example, and get
them out beyond and thinking of other ways, I think that that kind
of expertise would really go E long way to getting the job done.

Senator DAMOAT. Right.
Mr. EwNG. May I say one thing on the transportation issue? We

often get food donated to us in extremely large quantities on the
spur of the moment, and we have to move it right away. It may
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very well be perishable. This costs us a lot of money, because we
have to go out and take the first available transportation. If a
system was in place, some ability to move that donated food, work-
ing with the transportation industry, we would be in much better
shape to accept this good food quickly.

Senator DANORTH. With respect to the tax incentives for the
contribution of food, particularly by farmers, it would appear to me
to be a very peculiar governmental policy if we are paying farmers
for food which is stored, but not encouraging them to provide food
which will be eaten. It would seem to me that we are then weigh-
ing in in favor of the storage of food. We are storing immense
quantities.

Missouri has become the center of cheese storage in the country,
and this simply says, "Look, we are going to treat noncorporate
farmers the same as corporate farmers. Why do you have to be a
big corporate farmer in order to avail yourself of this? We are
going to encourage that food which is out there to be eaten."

So I think that It makes sense as far as logic is concerned; as far
as feeding people who are hungry it makes a lot of sense.

Thank you both very much for being here.
Mr. EwmG. Thank you, sir.
Ms. Auzmm. Thank you.
Senator D mRT . That concludes the hearing.
Ry ereupon, at 11:59 a.m., the hearing was concluded.]

y direction of the chairman the following communications were
made a part of the hearing record:]
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ALUMINUM COMPANY OF AMERICA

ALCOA BUILI)ING" PITfr;BURGII. PENNSYIVANIA 15219

A. L. ,,.MAIN. ,,X 0,,,1 ALCOA
1983 September 23

The Honorable Robert Packwood
Chairman
Subcommittee on Taxation and Debt Management
219 Dirksen Senate Office Building
Washington, D.C. 20510

Dear Senator Packwood:

We appreciate the opportunity to comment on S. 1584 which will
eliminate certain unintended inequities in the Internal Revenue
Code by providing for an overall domestic loss recapture rule
under 5904(f) and by conforming the foreign tax credit carryover
and ordering rules with the investment tax credit and net
operating loss rules.

The Tax Reform Act of 1976 added $904(f) to recapture a
prior year's foreign source loss against latter year's foreign
source income by recharacterizing the latter into domestic
source income, solely for purposes of the foreign tax credit
limitation calculation. Section 904(f) was enacted to prevent a
taxpayer from deriving a double tax benefit from a foreign
source loss, i.e., double counting. The 1976 Act was
incomplete, however, in that it did not provide a parallel rule
for the recapture of domestic losses in order to prevent a
double tax burden.

Where a company, such as Alcoa, would suffer an overall domestic
loss, that domestic loss would partially or completely offset
foreign source income which would reduce or eliminate the
foreign tax credit in that year. In such a case, a company is
unable ever to include that foreign source income in its
determination of the foreign tax credit limitation. Since the
foreign income tax rates paid by many companies equal or exceed
the U.S. rate, it is unlikely that the excess foreign tax credit
generated, in such situations, will ever be utilized within the
carryover period.

It is therefore necessary, in such cases, to recharacterize a
domestic source loss in order to eliminate an unintended and
inequitable double tax burden. This double burden occurs when
foreign income is offset by a domestic loss which prevents
creditability of foreign taxes actually paid on such foreign

BEST AVAILABLE COPY
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The Honorable Robert Packwood
1983 September 23
Page Two

income. Failure to recapture domestic source losses produces a
significant degree of double taxation of foreign source income
which occurs solely as a result of the lack of uniformity in the
treatment of overall foreign losses and overall domestic losses
under S904.

We have attached an example which illustrates the operation of
the domestic loss recapture rule under S. 1584 and demonstrates
the double tax results without such recapture.

In addition, S. 1584 will conform the foreign tax credit
carryover and ordering rules with the investment tax credit and
net operating loss rules. The carryover period will be 15 years
and a FIFO rule will be applied so that the oldest credits are
used first. We know of no reason why the foreign tax credit
rules should be singled out to remain under the 1958-vintage
5-year carryover subject to a rule requiring the current year's
credits to be used before credits carried over from a prior
taxable year.

Originally, both the investment tax credit and the foreign tax
credit had a 5-year carryover and the archaic LIFO-type ordering
rule. The investment tax credit has been modernized and so
should the foreign tax credit. The present 15-year carryover
period for the investment tax credit and the FIFO ordering rule
are the result of a series of amendments, primarily in 1976 and
1981, which reflected the growing recognition that the older,
unduly restrictive carryover and ordering rules produced random
and arbitrary distortions for taxpayers that are not Justified
by tax policy. Therefore, a 15-year carryover and a FIFO
ordering rule for the foreign tax credit would be appropriate
and consistent.

Again, we thank the Subcommittee for this opportunity to comment
and urge the passage of this legislation. We respectfully
request that this letter be made part of the record of this
hearing.

Albert E. Germain

Vice President - Taxes

RNK/dad

Attachment

29-105 0-84-21
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WRITTEN STATEMENT OF H. STEWART DUNN, JR.,
OF VINS, PHILLIPS & BARKER

ON BEHALF OF

AMF INCORPORATED BLUE BELLe INC., EATON CORPORATION
AND THE ROCHESTER TAX COUNCIL

FOR INCLUSION IN THE RECORD OF A HEARING
BEFORE THE SUBCOMMITTEE ON TAXATION

AND DEBT RMAAEMNT COMMITTEE ON FINANCEe

REGARDING S. 158R4 -TIE FOREIGN TAX CREDIT
CONFORMITY ACT OF 1983

AMF Incorporated, Blue Bell, Inc., Eaton Corporation, and

the Rochester Tax Council strongly support the enactment of

S.1584 "The Foreign Tax Credit Conformity Act of 1983," intro-

duced by Senators Danforth, Bentsen and Huddleston.

AMP Incorporated is a diversified multi-national corpora-

tion headquartered in White Plains, New York. In 1982 the com-

pany earned $1,054 million in revenues. AMP operates in five

major areas: (1) petroleum exploration, drilling and trans-

portation services, (2) the manufacture and sale of sporting

and recreational equipment, (3) the manufacture and sale of

electrical and electronic controls, (4) the manufacture and

sale of purification filters for consumers and industry, (5)

the manufacture and sale of automation equipment from tobacco

processing machinery to fast-food equipment. AMP employed ap-

proximately 17,300 persons at the end of 1987, down from 20,200

a year earlier. In 1982 AMP earned foreign gross revenues of
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approximately $350 million. Its foreign operations generally

have been profitable (in 1982 its foreign net income was over

$17 million) and have borne an average foreign income tax rate

in the neighborhood of 40%. Domestically, however, at least

during the recent recession, AMP has fared less well. It re-

ported a tax loss of approximately $26 million for 1982 due, in

part, to recession-associated operating difficulties. AMP has

been forced to forego approximately $10 million in potential

domestic tax benefits, in 1982 and will forego approximately

$17 million in 1983, benefits chiefly intended to encourage

increased and continued capital improvements and research and

development. To some extent, foreign profits have been used to

sustain domestic operations. AM? faces competition from

foreign manufacturers in many of its product lines both in its

U.S. and in its foreign markets. At the end of 1983, AM? will

have approximately $17.4 million in excess foreign tax credits

that it will be unable to use, despite the fact that its

foreign source income bears an average foreign tax rate less

than the U.S. rate. Under present law, in ordei-to utilize

these foreign tax credits, AMP would have to realize $24

million of foreign source income (that was completely untaxed

by the foreign country, including withholding taxes) by the end

of 1987 and an additional $13 million of such untaxed foreign

source income by the end of 1988, or $183 million of foreign

-2-
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source income taxed at its average foreign rate of 40% by 1987

and $100 million of such income by 1988. Due entirely to the

generation of additional, unusable foreign tax credits, AMP

will not repatriate foreign subsidiary dividends at the same

rate it would if those dividends gen- erated usable foreign tax

credits. In 1)81 and 1982, for example, AMF repatriated $8.1

million and $8.2 million, respectively, in foreign source

dividends from controlled foreign corporations (not including

deemed dividends under Subpart F). in 1983 that number will

fall to $850,000 despite an increased need for capital in its

U.S. operations this year. Much of the 1982 dividend and

virtually all of 1983's were preciptated by foreign currency

devaluations.

Blue Bell Inc., headquartered in Greensboro, North

Carolina, is one of the world's largest apparel manufacturers

with facilities in twenty-three states, Puerto Rico, and four-

teen foreign countries. Blue Bell has approximately 29,000

employees. Among its products are Wrangler jeans and Jantzen

sportswear. Blue Bell faces significant competition from

foreign apparel manufacturers in both its U.S. and foreign

markets. Domestically, in 1982, on sales of $1 billion, Blue

Bell earned $113 million in operating profit before corporate

and interest expenses and income taxes. From international

operations, the company had sales of nearly $300 million in

-3-
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1982 on which it suffered a net reported tax loss of $53

million. Blue Bell anticipates that it will report another

sizeable tax loss for 1983. While Blue Bell has only $3 to 4

million of excess foreign tax credits, because of its recent

foreign losses and the operation of the foreign loss "re-

capture" rule, the company must repatriate approximately $50

million of untaxed foreign source income to absorb those

credits. Because Blue Bell's foreign operations bear an

average foreign tax rate of nearly 46% and because the $50

million repatriation would bear substantial U.S. taxes, it will

be substantially impossible to prevent the expiration of these

credits.

Eaton Corporation, headquartered in Cleveland, Ohio, is a

manufacturer of advanced technology products for industry. The

company employs approximately 40,000 at 170 facilities on six

continents. Eaton's principal products include electronic and

electrical automation systems and'equipment, aerospace and de-

fense systems, capital goods components used for industrial

process and power control, consumer goods components including

circuit breakers and components for appliances and power tools,

valves and other engine components for passenger cars and

trucks, transmissions, axles and brakes for medium and heavy

duty trucks, and mechanical and hydrostatic transmissions and

hydraulic motors for off-highway vehicles. Eaton has been par-

ticularly severely affected by the recession and the impact of

-4-
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foreign competition on the North American automobile market.

In September 1982 few of the company's divisions were operating

at more then 50% of capacity and some were closer to 25%. For

1982, Eaton posted a loss from continuing operations (after

provision for plant closings and income taxes) of $71 million

and a total net loss (including loss from discontinued opera-

tions) of $189 million, Eaton's first yearly loss since the

depths of the Great Depression. Despite significant efforts to

cut costs in 1982, however, Eaton's did not neglect product

developments it increased spending from $90 million in 1981 to

$100 million in 1982. In 1982 Eaton reported a U.S tax loss of

approximately $63 million. Eaton's foreign operations helped

to keep that figure from growing even larger, earning approxi-

mately $29 million of foreign source income in that year.

Chiefly because of the domestic tax loss (Eaton's average

foreign tax rate is only 40%), Eaton has over $12 million of

excess foreign tax credits that may never be utilized. The

company would need to repatriate about $30 million of entirely

untaxed foreign source income to utilize these credits, an im-

possibility given Eaton's average foreign tax rate of 40t. In

large part because of its excess foreign tax credit situation,

Eaton has been reluctant to bring home foreign subsidiary divi-

dends that would generate more usable foreign tax credits. In

1983 Eaton has cut its foreign subsidiary dividends to the

bone, bringing home only $1.7 million from controlled foreign

-5-
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corporations (other than Subpart F income) as compared to $8.4

million in 1982. As a result at the very time Eaton's do-

mestic operations are most in need of an infusion of capital

from the company's more profitable foreign operations, the U.S.

tax law has discouraged that remedy.

The Rochester Tax Council is an organization of major com-

panies in the Rochester, New York area. Its members include

Bausch and Lomb, Champion Products, Gannett, Garlock, Gleason

Works, Eastman Kodak, R.T. French, Schlegel, Security Trust,

Sybron, and Xerox. The members have varied product lines from

consumer photographic equipment to a variety of business

machines to precision optical equipment. Several of its mem-

bers have significant excess foreign tax credits that are

likely to expire unutilized due to foreign or domestic losses,

despite foreign tax rates of less than 464.

Each of these taxpayers will have substantial excess

foreign tax credits which probably will expire, unused, in the

next few years. Unfortunately, the next few years are the very

times when such taxpayers will urgently need these earned but

unused tax benefits to assist in the restoration of their do-

mestic operations from the ill effects of the 1981-1982 reces-

sion. Almost without exception, these excess credits do not

arise because these taxpayers are operating in countries whose

-6-
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income tax rates exceed the U.S. 46% corporate rate. Instead,

they reflect the impact of substantial recession-induced

domestic and foreign source losses on the foreign tax credit

carryover computations. The present foreign source loss

recapture rules, coupled with the relatively short five-year

carryforward period for unused foreign tax credits, expose

these taxpayers to harsh double taxation (measured on a multi-

year basis) of a very serious magnitude, which unfortunately

will come to pass in the near future in the absence of cor-

rective legislation. The enactment of S.1584 would help to

address each of these problems -for the taxpayers described

above by (1) providing a domestic loss recapture rule and (2)

conforming the foreign tax credit carryforward/carryback and

ordering rules to those used for other tax credits and net

operating loss deductions.

Double Taxation

We readily admit that the mere existence of expiring excess

foreign tax credits does not necessarily indicate the existence

of double taxation. Excess foreign tax credits arise because

of the application of the foreign tax credit limitation of

section 904. The foreign tax credit limitation works to ac-

complish two goals. First, it attempts to assure that a

foreign tax credit is available only on foreign source income,

-7-
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not on domestic income. Second, it attempts to insure that

foreign taxes on foreign source income are creditable only to

the extent they do not exceed U.S. tax rates (generally 46% for

corporations). Where this second rationale operates alone and

excess foreign tax credit are generated by consistently higher

foreign tax rates on foreign source income, we admit that the

specter of expiring foreign tax credits does not present a tax

policy problem.

Excess foreign tax credits can be generated by the opera-

tion of the first rationale, however, and in such cases does

present a tax policy problem. Timing differences in reporting

of income and deductions between U.S. and foreign tax laws, for

instance, may result in excess foreign tax credits. Similarly,

differences between the rules for sourcing income and for al-

locating deductions can result in permanently growing excess

foreign tax credits, Finally, and perhaps most important after

the recent recession, substantial excess foreign tax credits

can be created by domestic tax losses. Domestic tax losses, of

course, can be generated not only by operating losses, but can

also be generated, in part, at least, by significant capital

expenditure programs resulting in large ACRS and RMD deductions.

Were taxable income computed and analyzed on an annual

basis only, but for differences between foreign and domestic

-8-
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sourcing of income rules or deduction allocation rules, the

foreign tax credit limitation would generally work to assure

that double taxation was eliminated. Taxable income under our

system, however, is not always viewed only on an annual basis.

A variety of provisions including income averaging, net opera-

ting loss carryforwards, and the investment credit carry-

forward, recognize that, on occasions, it is appropriate to

look beyond a single annual accounting period in order to ac-

curately compute taxable income and tax. Even the foreign tax

credit has such a provision# 5 904(f), to assure that annual

variances in taxable income, namely temporary foreign losses,

do not work to the government's detriment. But for the short

carryback (two years) and modest carryforward (five years),

however, the foreign tax credit has no such rule moderating the

harshness of using the annual accounting period when the com-

putation of taxable income, tax and tax credits on a strictly

year by year basis works to the taxpayer's detriment.

In enacting S 904(f)'S foreign loss recapture rule and the

foreign tax credit carryback and carryforward, Congress and the

Treasury have clearly indicated that relief from double taxa-

tion cannot be measured simply on an annual basis. Only if one

looks beyond the annual accounting method does the perceived

abuse at which the existing foreign loss recapture rule of sec-

tion 904(f) is aimed become apparent. On a strictly annual

-9-
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basis, double taxation is eliminated and no double benefit is

granted, even without the foreign loss recapture rule. An

example will help illustrate this

Year I Year 2 2-Year Total

Foreign source income (loss)

U.S. source income

U.S. taxable income

Foreign tax (46 percent)

U.S. tax before credit
(46 percent)

Allowable foreign tax
credit

Net U.S. tax

Excess foreign tax credit

($100)

100..

n

$100

100

200
A A

0

1200

46

0 92 92

0 46* 46

0
46

0

06

0.

Foreign tax credit limitations Foreign source income

($100)/total taxable income ($200) X proe-credit U.S. tax

($92) n $46.

In Year I, the taxpayer has no U.S. taxable income and pays

no U.S. tax. This is the correct result for that year viewed

alone. In Year 2, the taxpayer has $200 of U.S. taxable income

on which he has paid $46 of foreign tax. Giving proper al-

lowance for the foreign tax credit, he pays an additional $46

-10-
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of U.S. tax for a net U.S. tax of $46 but a total U.S. and

foreign tax of $92. Taking Year 2 alone, this, too, is the

correct result. When the two years are added together, how-

ever, it is apparent that $200 total U.S. source income has

borne only $46 total U.S. tax, one-half the amount that one

would expect. Only by looking beyond the annual accounting

period can any "problem" be perceived. This problem is re-

solved, under S 904(f), by treating the foreign source income

in Year 2 as domestic source, thus eliminating the foreign tax

credit available in Year 2 and making the total two year tax

bill $92. This "creates" double taxation in Year 2 when viewed

in isolation, but eliminates the double tax benefit when one

looks at the two years at once. In essence, S 904(f) mandates

a net operating loss carryforward for the foreign source income

whether or not the foreign tax laws so permit. When the

government may suffer from the strict application of the annual

period computation, therefore, Congress and the Treasury have

no qualms in abandoning the annual accounting period as an in-

correct computational period.

When this same phenomenon works in reverse, however, when

the taxpayer suffers from the strict application of the annual

accounting period (i.e., where he suffers a U.S.-source loss)

the present law permits no relief and ignores the multi-year

impact. Again, an example will help illustrate the problem:

-11-
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Year 1 Year 2 2-Year Total

Foreign source income

U.S. source income (loss)

U.S. taxable income

Foreign tax (46 percent)

U.S. tax before credit
(46 percent)

Allowable foreign tax
credit

Net U.S. tax

Excess foreign tax credit

$100

100)

46

$100

100

46

200

0

200
92

0 92 92

0 46* 46

A

46

A

0

46

46

Foreign tax credit limitations Foreign source income

($100)/total taxable income ($200) X U.S. tax ($92) a $46.

Thus, over two years, the taxpayer has paid a total of $138 in

taxes - $46 U.S. and $92 foreign - on net income of $200 (con-

sisting solely of foreign source income) - a rate of 69%. Un-

less the taxpayer has substantial future foreign source income

bearing little or no foreign tax, the excess foreign tax -credit

is likely to expire unused in five years. Admittedly, a year

by year analysis will reveal no double taxation. Looking at

the two year picture, however, (as present law under § 904(f)

insists whenever it is to the government's benefit) there is

significant double taxation.

-12-
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Two obvious methods recommend themselves to eliminate this

unfair and inconsistent treatment. The present law foreign

loss recapture rule under I 904(f) could be repealed. This

would preserve the sanctity of the annual accounting method in

applying the foreign tax credit limitation. Alternatively, as

8.1584 proposes, it could be recognized that the perils of

double taxation (and double tax benefits) cannot be dealt with

on a strictly annual basis, but must be addressed on a multi-

year basis. Therefore, 8.1584 proposes a domestic loss re-

capture rule that mirrors the present foreign loss recapture

rule. The bill also proposes an extended foreign tax credit

carryforward. This logical and entirely consistent approach

would do such to alleviate the double tax suffered by AMF, Blue

Bell. Eaton, and the members of the Rochester Tax Council when

their incomes are viewed on a multi-year basis. Certainly if

Treasury is to continue to argue that the multi-year picture of

foreign tax credit benefits required by the foreign loss re-

capture rule is to be retained, they cannot be heard to argue

in all seriousness (see statement of Ronald As Pearlman, Deputy

Assistant Secretary (Tax Policy) before the Subcommittee on

Taxation of Debt Management# September 26, 1983, at page 12),

that domestic losses can create no double tax burden since

double taxation is appropriately viewed on a single year by

single year basis.

-13-



831

Impediments to Repatriation of Foreign Source Income

When domestic operations are in need of cash for capital

improvements, operational subsidies, or other reasons, a

multi-national corporation may %sh to repatriate dividends

from its foreign subsidiaries. Tax and other regulatory rules

that prevent the business-motivated redeployment of capital,

particularly the use of dividends from a company's own foreign

subsidiaries to be used to bolster its faltering domestic

operations, can only increase economic inefficiencies, con-

tribute greater instability to domestic operations and force

more domestic borrowing which will, in turn, put increasing

pressures on U.S. credit markets already burdened by the enor-

mous federal deficit. The present lack of a domestic loss re-

capture rule and the short foreign tax credit carryback/

carryforward rule are just such impediments.

If the domestic parent is unable to utilize the foreign tax

credits associated with dividends that might be repatriated

from its foreign subsidiaries, either because of domestic

losses or because of the doubtful outlook for ultimate utiliza-

tion of the credits within the carryforward period, the real

after-tax value of those dividends will be reduced substan-

tially. This might well lead the domestic parent to refuse to

-14-
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repatriate earnings from its foreign subsidiaries and reinvest

those earnings in foreign operations or place them in foreign

bank accounts for the benefit of foreign credit markets. This

could force the cancellation of domestic investment (or even

the closing of domestic plants that can survive only on

cheaper, internally generated funds). Even if the domestic

investment goes forward or the plant remains open, the failure

to use foreign earnings for these purposes may increase the

company's short term domestic borrowing in an expensive do-

mestic credit market already overburdened by the specter of

enormous federal borrowing to fund enormous federal deficits.

The retention of foreign earnings abroad in such a situation

will only continue to keep foreign interest rates relatively

low, keep U.S. interest rates abnormally high, and, therefore,

exacerbate the present abnormal strength of the dollar to the

detriment of our export and balance of payments problems. By

discouraging repatriation, the foreign tax credit rules en-

courage expansion overseas rather than in the United States.

Competitive Disadvantage

The generation of usable foreign tax credits reduces the

real after-tax (on a world wide basis) cost of doing business

abroad for U.S. taxpayers. Whenever, therefore, foreign opera-

tions produce foreign tax credits that cannot be utilized,

-15-



those operations will bear a higher cost of doing business

abroad than their U.S. competitors who are not in an excess

foreign tax credit situation and often higher than their

foreign competition as well. While this will be true whenever

excess foreign tax credits are generated and not utilized, it

is particularly harmful where, as discussed above, those excess

unused foreign tax credits represent the exposure of American

foreign operations to double taxation. Because domestic losses

will exacerbate the problem of excess unused foreign tax

credits, those companies most in need of insuring that their

foreign operations remain as profitable as possible will be

affected the most.

Reduced Domestic Investment Incentives

Taxpayers who have domestic losses while they are paying

foreign tax on foreign income in the same taxable year may

loose the full benefit of the accelerated cost recovery system

deductions and other domestic investment incentives. Domestic

tax losses, including ACRS deductions, will initially offset

same-year foreign income before being eligible to be carried

back or carried forward. Computationally, this occurs before

any application for foreign tax credit. A taxpayer with rela-

tively high-taxed foreign income, however, would pay no U.S.

29-105 0-84- 22
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tax on that income because of the foreign tax credit, regard-

less of the impact of his domestic ACR8 and other deductions.

Because the ACRS and other deductions must first be applied

against foreign income (which would not be taxed in any event

because of the later application of the foreign tax credit),

however, the carryback and carryforward of the ACRS deductions

and other investment incentives will be reduced. The high-

taxed foreign income has, in effect, consumed two tax bene-

fits. The elimination of a portion of the carryforward for

ACRS and other investment deductions will, of course, reduce

tho incentive intended to be provided by such provisions. The

domestic lose recapture prbposed in S.1584 and a foreign tax

credit carryforward equal in length to the net operating loss

carryforward period would, in effect, return the benefits of

ACRS to the taxpayers in later years and preserve the intended

incentive.

Parallel Net operating Loss Carryforward

The net operating loss carryforward functions as a general

averaging device to alleviate the harsh effects often resulting

from the use of the one-year accounting period required gen-

erally for computing taxable income. The net operating loss

carryover also shields businesses during difficult economic

times and reduces differences in the total tax liabilities,

-17-
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over a multi-year period, of taxpayers with equal income over

the period, some of whom have net operating losses and some of

whom do not during the period. Since the enactment of the

Economic Recovery Tax Act of 1981, net operating losses may be

carried forward for fifteen years.

The foreign tax credit carryforward performs very much the

same function, alleviating the harsh effects often resulting

from the use of the one-year accounting period. Excess credits

generated by timing differences, by differences between

sourcing rules or deduction allocation rules and by temporary.

domestic losses may be utilized in carryforward years. This is

intended to shield businesses during difficult economic times

and reduce the differences in the total tax liabilities

(measured over a multi-year period) of taxpayers with equal

foreign incomes over the period, some of whom are affected by

domestic losses or timing differences and some of whom are

not. Since the foreign tax credit carryforward plays a very

similar role to the net operating loss carryforward it seems

entirely logical to provide a fifteen year foreign tax credit

carryforward, as 8.1584 proposes.

The enactment of S.1584 would significantly ameliorate,

though not in all cases eliminate, the expiration of excess

foreign tax credits generated by infirmities caused by com-

puting domestic-and foreign taxable income on a strictly annual

basis. For the reasons stated above, AM Incorporated, Blue

Bell, Inc., Eaton Corporation and the Rochester Tax Council

wholeheartedly support the enactment of 8.1584.
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BUCKNELL
Office of the President Bucknell University

Lewisburg. Pennsylvania 17837
Phone (717) 524.1511

October 4, 1983

The Honorable Bob Packwood
Senator of the United States
Russell Senate Office Building
Room SR-259
Washington, D.C. 20510

Attentions Mr. John Colvin, Legislative Director

Dear Senator Packwoods

It is my understanding that hearings are under way in the
Subcommittee on Taxation and Debt Management with regard to
Senate Bill S-1815 to amend the Internal Revenue Code of 1954
to exempt from taxation corporations which acquire and manage real
property for certain other exempt organizations.

On behalf of Bucknell University, I should like to go on
record endorsing the proposed Senate Bill S-1815. Institutions
like Bucknell need to have greater options in managing their
endowment accounts. Passage of this legislation would provide
additional opportunities for professional management of appropri-
ate endowment investments.

It is my understanding that the proposed Bill S-1815 would
permit institutions like Bucknell to indirectly become equity
owners of leveraged real estate without incurring the unrelated
business income tax. Moreover, the proposed legislation would
permit educational institutions to streamline the administration
of real estate investments. Many 501(c)(3) institutions have
endowments which are too small to permit prudent, diversified
real estate investments under present law. The proposed legis-
lation would remedy this problem.

We will deeply appreciate your interest and support for this
legislation.

Yours sincerely,

Dennis O'Brien
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September 23, 1983

The Honorable Bob Packwood Re: Support of S. 1815
SR-257 Russell Senate Office Building
Washington, D.C. 20510

Dear Senator Packwood:

Over the past few weeks, several major foundations who are
members of the Council on Foundations have expressed serious
interest in your bill, S. 1815, introduced on August 4, 1983.
I am writing to let you know that the Council wishes to go
on record in support of this bill.

As you know, all 22,000 private grantmaking foundations are
tax exempt under Section 501(c)(3) and hold combined assets
exceeding $51 billion. While many foundations do not pres-
ently own land or real estate as part of their assets, sev-
eral have expressed strong interest in exploring better ways
to diversify their holdings. Your bill would greatly facil-
itate the opportunity for the formation of organizations to
acquire and manage real estate for certain exempt organiza-
tions, including private foundations. Initial feedback from
our members indicates that the successful passage of your
bill would be very favorably received.

We greatly appreciate your interest and leadership o this
issue, and we look forward to working with you very soon
on other foundation-related leqislation (especially S.1857)
as it moves ahead.

Sincerely,

James A. Joseph
President

JAJ: ab
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Mr. Chairman and members of the Committee, the Grocery Manufacturers

of America is the trade association representing the leading

manufacturers of products sold in grocery stores throughout the

United States. Our members employ 2.5 million people and have sales

of more than $200 billion annually.

6

Q4A is pleased to have this opportunity to express support for a tax

incentive for the transportation of product donated to charitable

organizations.

Our members support food banks at both the national and local level

by donating the products they manufacture. Through the efforts of

Second Harvest, the national food bank network, more than 70 million

pounds of food were channeled to the needy last year, and the figure

is expected to double in 1983.

Our members, creators of the safest, most efficient grocery

distribution system in the world, understand that movement of the

large quantities of product flowing through the food bank network

requires the operation of an efficient distribution system to ensure

the safety of fresh and perishable food and to keep costs low.

While food banks have been doing an admirable Job of meeting these

demands with limited resources to date, pressures on the system are

mounting as food banks attempt to accommodate the increasing size

and frequency of shipments.
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Expenses for transportation services currently average about 15

percent of a food bank's budget. In some western states where

distances between food banks and donors are greater, it represents

20-25 percent and is increasing, even though donors and common

carriers provide transportation services at no cost from time to

time. A tax incentive may serve to encourage regular and routine

participation, reducing food bank expenses and increasing the

efficiency of the system.

Without donated transportation, a food bank, using Its own

equipment, must often arrange for piecemeal pickup of a large

donation over a period of several days or weeks. Not only does this

delay distribution of the product to the needy, but It also reduces

the efficiency of the donor's warehouse operation and may result in

additional storage costs if the shipment Is located In a commercial

warehouse.

It is also extremely costly for food banks to move a surplus of

- fresh produce gleaned from western agricultural areas to eastern

cities. A transportation tax Incentive may facilitate distribution

over a wider geographic area, providing each food bank with a more

varied inventory and expediting consumption of perishable products,

while reducing waste.

By encouraging the donation of transportation services by both

common carriers and product donors a tax incentive will serve to

ease food bank budgets, promote the efficiency of the system and

expedite distribution to the ultimate beneficiaries: the ill, the

needy and infants.

Thank you for this opportunity to express our views.

I
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.I..ON.Y* October 7, 1983

The Honorable Bob Packwood
Chairman
Subcommittee on Taxation

and Debt Management
Committee on Finance
United States Senate
Washington, D.C. 20510

Re: September 26, 1983
Hearing on Six Miscellaneous
Tax Bills -- Statement in
SuPport of S. 1815

Dear Mr. Chairman:

This statement is respectfully submitted, on behalf of
Goldman, Sachs & Company ("Goldman Sachs"), for considera-
tion by the Subcommittee on Taxation and Debt Management in
connection with the September 29, 1983 hearing, and for
inclusion in the printed record of that hearing. Goldman
Sachs is a New York limited partnership that is one of the
largest international banking and brokerage firms in the
United States. This statement relates solely to S. 1815, a
bill to exempt from taxation corporations which acquire and
manage real property for certain other exempt organizations.
We strongly support 8 1815, and urge that the bill be ex-
panded to allow collective investments through group trusts
as well as corporations.

Problems with Present Law

The current tax laws unnecessarily restrict the manner
in which the funds of private foundations, university endow-
ments, state and local governments, and other tax-exempt
organizations may be invested. These organizations are not
able to pool their assets in a corporation or group trust
managed by a professional asset manager, such as Goldman
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Sachs, without jeopardizing the exemption of those assets
from tax under section 501(a) of the Code. Because asset
managers must protect the tax exemption of the group trust
or corporation, the effect of this exclusion of tax-exempt
organizations is not to increase tax revenues. Instead, the
effect is to preclude professional asset managers from offering
collective investment vehicles that private foundations,
university endowments, state and local governments, etc.,
may participate in, and to force such tax-exempt organizations
that wish to enjoy the benefits of pooled funds to seek
alternative forms of investment.. We believe these effects
are contrary to sound tax policy and good Investment strategy.

At present, tax-exempt organizations may, of course,
retain professional assistance in managing their funds.
Under current law, however, unless a limited partnership is
entered into with the attendant costs and complications,
banks are the only asset managers who are able to invest the
pooled funds of private foundations, university endowments,
state and local governments, etc., on a tax-exempt basis.
This disparity in tax treatment places other professional
asset managers such as Goldman Sachs at a competitive dis-
advantage, and restricts the investment choices available to
these organizations, for no apparent purpose.

Advantages of Collective Investments

S. 1815 would provide equitable treatment for non-bank
professional asset managers, by allowing them to invest the
funds of a broader class of tax-exempt organizations on a
collective basis. -This would result in expanded competition
for the investment funds of tax-exempt organizations, to the
advantage of those organizations.

Collective investment vehicles managed by professional
asset managers have the capacity to provide a variety of
benefits for tax-exempt institutions such as private founda-
tions, university endowments, and state and local govern-
ments. The most obvious benefit is to provide sophisticated
asset management at a reasonable cost. An exempt organiza-
tion placing funds with an investment manager may obtain
greater diversification of investment, the advantages of
independent, professional management, and economies of scale.
In addition, by combining funds with other tax-exempt entities,
these organizations would be able to participate in investments
that may not otherwise be available to the individual organization.
As a result, higher yields may be realized, and greater
diversification of risk obtained, than if the investments
were undertaken directly.
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An additional advantage of collective investments is
that they are ideally suited to investment in real estate.
The high cost of real estate, particularly if the investment
is to be diversified, places it beyond the means of all but
the largest tax-exempt organizations if ownership is held by.
a single organization. Tax-exempt organizations commonly
seek stable, long-term sources of revenue; pooled real estate
investment is therefore frequently desired.

S. 1815 Should Be Expanded to Include Group Trusts

We recommend that S. 1815 be expanded to allow col-
lective investments through group trusts as well as corpora-
tions. (This could easily be done by replacing the word
"corporation" in proposed section 501(o)(24) with the phrase
"corporation or trust.")

The advantages of group trusts managed by non-bank
rofessional asset managers have been repeatedly recognized
n other areas of the tax laws. For example, pension plans

have a particularly visible need for the sophistication,
security, and economies of scale available in group trusts.
The tax exemption afforded to pension funds under section
501(a) is *passed through" in this situation; preservation
of the underlying tax-exempt status of the funds allows
plans to more fully use the services of professional asset
managers without unnecessary restrictions. See Rev. Rul.
81-100, 1981-1 C.B. 326. As recently as theI182 tax act,
Congress reaffirmed the benefits of group trusts managed by
non-bank professionals by providing that governmental pen-
sion plans may participate without threatening the trust's
tax-exempt status, even if the governmental plan has not
been determined to be tax-qualified. I.R.C. S 401(a)(24).

Because group trusts are already in existence for the
benefit of pension plans, it would be relatively simple for
many trusts to allow other tax-exempt organizations to par-
ticipate, instead of incurring the legal and administrative
costs associated with the establishment of a collective
investment corporation. Another reason to expand S. 1815 to
include group trusts is that the powers and authorities of
the trustees of group trusts are generally well established
under federal laws, such as the Employee Rctirement Income
Security Act of 1974 (3ERISA"), and state trust laws. Finally,
state laws also provide varying degrees of limited liability
for organizations that invest in group trusts as well as for
shareholders of collective investment corporations.
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We also note that group trusts are currently regulated
with extensive safeguards for the protection of investors.
This regulation is pursuant to ERISA, various provisions of
the Federal securities laws, and state laws.

Conclusion

In summary, for all of the above reasons, we strongly
support S. 1815 and urge that it be expanded to allow col-
lective investments through group trusts as well as corpora-
tions. We would emphasize that this would not result in a
loss of tax revenues. We would also emphasize that such a
provision is necessary to allow non-bank professional asset
managers to fairly compete for the funds of private founda-
tions, university endowments, state and local governments,
and other tax-exempt organizations, and to provide these
organizations with the broadest possible range of investment
choices and improved opportunities to invest in real estate
on a diversified basis.

We appreciate this opportunity to comment. If you
would like further information, or if we can be of assis-
tance in any way, please do not hesitate to contact us.

Respectfully submitted,

Robert B. Harding

Louis T. Mazawey
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MACHINERY and ALLIED PRODUCTS INSTITUTE
1200 EIGHTEENTH STREET, N.W. WASHINGTON, D.C. 20036 202-331-8430

October 6, 1983

The Honorable Bob Packwood
Chairman
Subcommittee on Taxation and

Debt Management
Committee on Finance
United States Senate
SD-221 Dirksen Senate Office Building
Washington, D.C. 20510

Dear Mr. Chairman and Members
of the Subcommittee:

S. 1584: The Proposed "Foreign Tax
Credit Conformity Act of 1983"

The Machinery and Allied Products Institute (MAPI)
is pleased to have this opportunity to present to the Senate
Finance Subcommittee on Taxation and Debt Management the
Institute's views concerning S. 1584, the proposed "Foreign
Tax Credit Confo-mity Act of 1983," as introduced by Senator
Danforth on June 29, 1983. We r-equest that our views be
entered in full text into the public record of hearings held
on S. 1584.

As the Subcommittee may know, MAPI is the national
organization of manufacturers of capital goods and allied
products. The Institute's member companies conduct business
worldwide and, therefore, are directly affected by the for-
eign tax credit provisions of the U.S. federal income tax
law. Inasmuch as the United States taxes the income of U.S.
citizens, residents, or corporations wherever earned and
utilizes the foreign tax credit mechanism as an offset in-
tended to preclude double taxation, MAPI considers it es-
sential that the credit in fact achieve its purpose and
operate to facilitate rather than impede international trade.
We also favor initiatives to simplify this area of the In-
ternal Revenue Code consistent with the purposes of elimi-
nating double taxation of foreign-source income and pre-
serving taxpayer equity.

In brief, we support enactment of S. 1584 to eli.-
inate the "double tax detriment" inadvertently introduced
into the tax law at the time that Code Section 904(f) was
enacted as part of the Tax Reform Act of 1976 for the pur-
pose of eliminating a "double tax benefit." In addition
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to approving the domestic loss recapture item as a mirror-image sup-
plement to Section 904(f), we urge enactment of the carryover and
ordering rule changes to conform the foreign tax credit provisions to
those of other credits and to facilitate the use of such credits while
advancing the causes of uniformity and simplification. More specif-
ically, we recommend approval of S. 1584 to accomplish the following:

1. Recapture domestic losses of a taxpayer in subsequent
years in which the taxpayer has domestic income by
recharacterizing the subsequent domestic income as
foreign-source income, to the extent that domestic
losses have served to reduce the foreign tax credit
available to the taxpayer.

2. Extend foreign tax credit carryover from the current
five years to 15 years, as in the case of unused in-
vestment tax credits, other credits, and net operating
losses (NOLs), to allow more time for utilization.

3. Revise the foreign tax credit ordering rules from a
last-in/first-out (LIFO) basis to a first-in/first-out
(FIFO) basis, as in the case of other credits and NOLs,
again to facilitate credit utilization.

Background

Foreign Tax Credit

The United States taxes the income of U.S. citizens, resi-
dents, or corporations wherever earned. The foreign tax credit was
enacted in 1918 to prevent U.S. taxpayers from being taxed twice on
their foreign-source income, once by the source country and again by the
United States. The foreign tax credit is intended to allow U.S. tax-
payers to offset the U.S. tax on their foreign income by the income
taxes paid to a foreign country, but such credits may not be used to
offset U.S. tax on domestic income.

Credit Limitation

In order that the foreign tax credit not reduce the U.S. tax
on U.S.-source income, a limitation is used to prorate the taxpayer's
total U.S. tax liability before tax credits between its U.S.- and for-
eign-source taxable income. More specifically, the ratio of foreign-
source taxable income to total taxable income is multiplied by the total
pre-credit U.S. tax to establish the amount of U.S. tax paid on the
foreign income and, thus, the upper limit of the foreign tax credit.
Although different approaches to such a limitation have been used over
the years, Congress made the "overall" limitation mandatory for most
taxpayers as part of the Tax Reform Act of 1976.
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Foreign Loss Recapture

A foreign loss recapture rule also was established by the Tax
Reform Act of 1976. Before enactment, foreign losses of U.S. taxpayers
generally had the effect of reducing the U.S. tax base by decreasing the
worldwide taxable income on which the U.S. tax is imposed. If the tax-
payer later received income from abroad on which foreign tax was paid, a
foreign tax credit was allowed for the full amount of the foreign tax.
In some instances, this created an incidental benefit because no U.S.
tax was imposed on the subsequent year's income to the extent of foreign
taxes paid on the income, even though the earlier losses had reduced
U.S. tax liability on U.S.-source income.

Congress responded to the overall foreign loss issue by re-
quiring that losses from foreign operations and, thus, the tax benefit
derived from the deduction of such losses should be recaptured by the
United States when the taxpayer subsequently derived income from abroad.
This is accomplished under Code Section 904(f) by treating a portion of
foreign income as income from domestic sources. The effect of the
recharacterization is to reduce the foreign tax credit limitation in one
or more subsequent years and, therefore, the amount of U.S. tax that can
be offset by foreign tax credits in such subsequent years. At the time
of the enactment, no attention was given to the double tax burden that
may be experienced by a U.S. taxpayer in some circumstances where there
is foreign source income but an overall domestic loss--an omission that
persists to date but would be cured by S. 1584.

Carryovers and Ordering

Under existing law, foreign taxes which cannot be claimed
currently as a tax credit may be carried back successively to the second
and first preceding taxable years and then forward to the first, second,
third, fourth, and fifth succeeding taxable years. Pursuant to the
ordering rule, current foreign taxes are credited against U.S. tax
before foreign taxes carried from other years are credited against U.S.
tax.

The Proposal, S. 1584

S. 1584 would establish a domestic loss recapture rule the
operation of which would be similar to the operation of the present
foreign loss recapture rule with the exception that subsequent domestic
income would be recharacterized as foreign-source income to increase the
foreign tax credit limitation and, potentially, the amount of utilizable
foreign tax credits, effective for taxable years beginning after 1981.
The bill also would increase the foreign tax credit carryover period
from five years to 15 years for excess foreign tax credits that arise in
taxable years beginning after 1978. Finally, S. 1584 would provide a
new FIFO ordering rule for utilization of foreign tax credits under
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which credits would generally be utilized in the order in which they
arise, effective with respect to taxable years beginning after 1981.

Comments on S. 1584

Domestic Loss Recapture

Perhaps the single, most important feature of S. 1584 is
Section 2 which would amend Code Section 904(f) to provide for the re-
capture of overall domestic losses as well as overall foreign ones.
When Congress enacted Section 904(f) in 1976, it was addressing a situ-
ation wherein U.S. taxpayers with foreign-source income were occasion-
ally enjoying double benefits. This occurred when a taxpayer had over-
all foreign losses in one year--thereby reducing the taxpayer's world-
wide income on which the U.S. income tax is based--followed by pro-
fitable foreign operations generating foreign tax credits that once
again would reduce U.S. taxes. In dealing with this, Congress over-
looked the need for a similar provision for the recapture of overall
domestic losses to avoid double taxation.

Double-tax consequences.--This omission has gained increasing
attenticn since enactment, but the implications have become particularly
ominous during the prolonged economic slowdown of recent years. As
indicated in the extension of remarks by Senator Danforth accompanying
introduction of S. 1584, it can be demonstrated that the absence of the
mirror-image provision proposed in the bill subjects certain taxpayers
to taxation at extremely high rates (e.g., 69 percent in Senator Dan-
forth's example, see below). Taxpayers that experience this phenomenon
typically have sizable domestic losses coupled with profitable foreign
operations in relatively high tax rate jurisdictions, followed in a
subsequent period by income from both sources. A number of the "basic"
industries in this country recently have encountered this form of double
taxation, but the inequity can be experienced by any taxpayer with the
proper-albeit unfortunate--set of circumstances.

Further as to double taxation, consider in the following
simplified examples how a taxpayer with foreign source income and an

.overall domestic loss would be treated, first, under current law and,
second, under S. 1584:
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Example 1 (Current Law)

Year 1 Year 2 2-Year Total

Foreign-Source Income (Loss) $100 $100 $200
U.S.-Source Income (Loss) (10) 100 _

U.S. Taxable Income 0 200 200
Foreign Tax Paid (46 Percent) "7
Pre-Credit U.S. Tax (46 Percent) 7'V
Foreign Tax Credit Utilized 0 46 / 46
Net U.S. Tax Paid 0 -- 446
Excess Foreign Tax Credit "" "" -

Example 2 (S. 1584)

Year 1 Year 2 2-Year Total

Foreign-Source Income (Loss) $100 $100 $200
U.S.-Source Income (Loss) (100) 100 0

U.S. Taxable Income 0 200 200
Foreign Tax Paid (46 Percent) 210=
Pre-Credit U.S. Tax (46 Percent) 40""
Foreign Tax Credit Utilized 0 92 /2 92
Net U.S. Tax Paid 0 0 0
Excess Foreign Tax Credit "U I5

In Example 1 (Current Law), the taxpayer has no US.-source taxable
income for the two-year period, but pays $46 in U.S. tax and $92 in
foreign tax while accruing $46 of excess foreign tax credits--an ef-
fective tax rate of 69 percent ($138 of tax payments divided by $200 of
taxable income) for the two-year period. In Example 2 (S. 1584), the
taxpayer pays no U.S. tax and accrues no excess foreign tax credits for
the two-year period because the domestic loss has been recharacterized
as foreign-source loss for foreign tax credit limitation purposes. This
is the same result as would obtain in Example 1 if the taxpayer had $100
of foreign-source taxable income in each year but no U.S.-source taxable
income at all, in other words, equivalent circumstances for the two-year
period.

1/ Foreign tax credit limitation: Foreign source income ($100)/
total taxable income ($200) multiplied by pre-credit U.S. tax
($92) equals $46.

2/ Foreign tax credit limitation: Foreign source income ($200, be-
cause the domestic income in Year 2 is recharacterized as foreign-
source income/total taxable income ($200) multiplied by pre-credit
U.S. tax ($92) equals $92.

29-105 0-84- 28
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Smymetr. prevention of inequity. etc--In our judgment, the
domestic loss proposal calling for recharacterization of subsequent
domestic income for foreign tax credit limitation purposes is needed
to establish symetry in the rules governing losses under Code Section
904(f) in order to prevent inequity. Whether the proposal is viewed as
technical or substantive in nature is less important to Congress' dis-
position of the matter than a simple recognition that (1) there has been
an omission adversely and unfairly affecting some taxpayers, and (2)
something must be done about the omission to avert serious inequity.
Although there would be some revenue cost associated with the proposed
"repair" of Section 904(f), the amount certainly is not intolerable and
coot should not be an impediment to correcting tax policy error and
inequity.

"Conceptual merit"; the annual accounting period.--In that
regard, we note with interest that the Department of the Treasury, while
"unable to support" S. 1584, noted that the domestic loss recapture rule
has "conceptual merit." Also, in the words of Treasury Deputy Assistant
Secretary Ronald A. Pearlman--

* . . Perhaps when Congress was addressing the
potential abuse relating to double benefits with
respect to foreign losses, it also should have
considered the possibility that the reverse
situation might arise and require attention.

However, Treasury went on to argue that the foreign tax credit orig-
inally was enacted only to prevent the double taxation of foreign-source
income realized in a particular year. This disregards the fact that
Congress saw fit to dismiss the annual accounting period in enacting
Code Section 904(f) itself. Moreover, it should be apparent that a
taxpayer now carrying an effective tax rate of 69 percent on income
taxed by two countries with equal rates of 46 percent is indeed burdened
by double taxation.

Capital flow.--Treasury has supported--and we suspect Con-
gress ultimately will enact--another bill, S. 1557, to repeal the 30
percent withholding tax on certain interest payments to nonresident
aliens and foreign corporations. Part of the reason for this support is
to improve the access of U.S. businesses to capital markets abroad, or,
put another way, to facilitate the flow of capital into this country
from abroad. We suspect that S. 1584 would have the samp effect for
companies that have had profitable foreign operations while experiencing
overall domestic losses because the price to them of repatriating income
often has been double taxation, which S. 1584 is intended to correct.
We also see merit in the contention that the domestic loss recapture of
S. 1584 would help taxpayers so situated to recover indirectly in sub-
sequent profitable years some of the benefits of Accelerated Cost Re-
covery System deductions that have been unavailable in years in which
they simply contributed to overall domestic losses.
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ggrryovers and Ordering

In addition to domestic loss recapture for foreign tax credit
limitation purposes, Section 3 of S. 1584 would amend the credit carry-
over period to allow a 15-year carryover and would change the ordering
rule from a LIFO basis to a FIFO basis* Although the three provisions
possibly could be dealt with separately, they complement one another and
should be treated as a unit to address the existing inequities and to
conform the credit to other tax law that already has been updated.

Carryover displacement effect; lengthening: conformity.--As
to the carryover, it stands to reason that the existing five-year carry-
over for the foreign tax credit is less conducive to credit utilization
then the 15-year period that has been proposed. This is particularly so
because net operating loss (NOL) carrybacks and carryforwards /I displace
taxable income of the years to which they are carried, setting credits
free to be added to the excess credit position already established and,
thereby, increasing the likelihood that the short credit carryover
period will cause some amounts to expire unused. This "displacement"
factor was the reason for adding the "forward only" election to the NOL
carryover, but the election is of little use where the taxpayer already
has little or no "cushion" in his foreign tax credit limitation due to -
operations in relatively high-tax countries. Other tax credits are
accorded a 15-year carryover and Congress should end the anachronistic
arrangement now applicable to the foreign tax credit.

In that connection, we note that the Investment tax credit
(ITC) carryover was extended to 15 years mainly to prevent a loss in the
value of ACRS to taxpayers attributable to ITCs expiring unused. How,
one wonders, is anyone to distinguish foreign tax credits from ITCs for
this purpose? ACRS benefits are as surely eroded by expiring foreign
tax credits as by any other dollar-for-dollar offsets to the income tax
that are going unused.

Ordering conformity: matching.--The ordering issue seems
fairly straightforward to us in that the LIFO approach now in effect is
more likely to cause credits to expire unused than is the FIFO basis.
Also, FIFO is now used for the ITC, and the uniformity implicit in S.
1584 would simplify matters, however modestly. As to inconsistency of
FIFO with the "matching" principle inherent in the foreign tax credit
system, we acknowledge that under FIFO ordering foreign tax credits of
particular years might not be matched with the pre-credit U.S. tax on
the current income that gave rise to the credits to the extent that

/ NOLs can be carried back three years and then forward up to 15
years, or, at the election of the taxpayer, can only be carried
forward up to 15 years.
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credit carryovers equaled or exceeded the pre-credit U.S. tax. However,
we do not see that anything is sacrificed by this lack of tidiness in
matching, whereas FIFO would improve credit utilization. In fact,
matching already is relegated to a secondary role under Code Section
904(f). Also, matching already is disregarded for foreign tax credit
purposes to the extent that the overall limitation is mandatory for most
taxpayers.

Concluding Comment

Unlike most tax legislation under discussion at this time, S.
1584 does not purport either to raise revenues; lower them; overhaul the
Code; advance social causes; "incentivize" certain forms of behavior;
penalize other activities; or achieve lofty new goals of other sorts
through manipulation of the tax law. Instead, S. 1584 has been intro-
duced to correct a known inequity principally affecting taxpayers that
have been faced with domestic business adversity while simultaneously
experiencing profits on foreign income in jurisdictions imposing income
taxes at relatively high rates. This combination of circumstances has
cast light on both the incompletely considered "reforms" that exist in
current Code Section 904(f) and the out-of-date carryover and ordering
rules otherwise subjecting such taxpayers to double taxation. The
remedy, S. 1584, is before the Subcommittee, and we trust that due
attention will be given to it with a view to enactment in the current
Congress.

Respectfully,

President

k.
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The Honorable Robert Packcwood
Chairman
Subcommittee oft Taxation and Debt Management
259 Senate Rssll Office Building
Washington, D.C. 20510

Dear Mr. Chairmant

The purpose of this lntter is to express the support of the National
Association of Manufacturers for 6.1584, The Foreign Tax Credit Conformity Aot
of 1983, which was the subject of hearings before The Finance Subcommittee on
Taxation and Debt Management on September 26, 1983. Accordingly# it is
requested that this letter be included in the hearing record for that occasion.

Under current law taxpayers with an overall foreign source loss are
required to "recapture" that loss in future years for purposes of the foreign
tax credit limitation. However, a taxpayer with an overall domestic lose and
foreign source income has a permanent impairment of the foreign tax credit
limitation by being limited to the lower of the U,.S tax on foreign source
income or the total tax before credits.

The net effect, under current economic conditions, is that capital
intensive companies in a domestic loss situation are penalized by bringing
home foreign profits which would be available for investment in new productive
capacity. B.1584 addresses this problem by permitting taxpayers to use
foreign tax credits lost as a result of domestic losses, if the domestic
losses are earned out in future years. Passage of this legislation would
provide more equal treatment of U.S. and foreign income/loss, thereby reducing
the incidence of double taxation.

other sections provide for an increase of the foreign tax credit carryover
period from five to fifteen years for excess foreign tax credits that arise in
taxable years beginning after 19781 and a first in-first out rule for foreign
tax credit carryovers.

The HAN believes that the treatment of foreign tax credits should be
updated to promote the repatriation of foreign profits to finance new and more

'productive capital purchases.

We urge your support of this bill.

Sincerely,

" obertt . Pagland
Director of Taxation

PAX/ba

1776FSIMN.NW.
w It, DC. 20008

(202)6-3700
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The Nature Conservancy
1800 North Kent Street, Arlington, Virginia 22209

(703) 841-5300
September 30, 1983

The Honorable Bob Packwood
United States Senate
Russell Senate Office Building
Room SR-259
Washingtoi, D.C. 20510

Att4antion: Mr. John Colvin, Legislative Director

Dear Senator Packvood$

The Mature Conservancy has recently learned of your introduction of
Senate Bill S-1815 to amend the Internal Revenue Code to provide tax
exemption for a real estate holding corporation which is formed to acquire
and manage property for wore than one 501(c)(3) charitable organization .

We commend your introduction of this legislation and wish to urge its
passage by the Congress.

The Conservancy, like many small and medium sized charitable
organizations, wishes to diversify its financial investments and endowment
funds to include income-producing real estate. However, we are not large
enough, nor do we have the investment expertise, to assemble diversified
real estate holdings, which would include income-producing industrial,
commercial and residential properties. In our search for appropriate real
estate investment vehicles, we have found very few appropriate vehicles for
an organization of our size. On the other hand, the large pension funds
appear to have such opportunities that are not available to other
charities. The enactment of your bill would redress this inequity and
afford the opportunity to many charities across the United States to
improve their performance towards the public welfare by means of a more
balanced long-term investment portfolio.

We also strongly concur with the provision in S-1815 which would allow
for the real estate investments to be made through the traditional vehicle
of debt financing without triggering taxation on unrelated business
income. &gain, this provision would simply put public charities on equal
footing with the pension plans.

Thank you for your efforts to improve opportunities for non-profLt,
charitable organization to invest in a balanced, diversified portfolio of
real estate.

Sincerely,

L. Gregory Low
Executive Vice President

LGL:bs

100 gcrded Paper
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RICHARD KING MELLON FOUNDATION
585 WILLIAM PENN PLACE

PITTSOURON, PENNSYLVANIA 1519

September 22, 1983

The Honorable Bob Packwood
Senator of the United States
Russell Senate Office Building
Room SR-259
Washington, DC 20510

Attention: Mr. John Colvin, Legislative Director

Dear Senator Packwood:

it has come to our attention that on Monday, September 26,
1983s hearings will begin in the Subcommittee on Taxation and Debt
Management with regard to Senate Bill S-1815 to amend the Internal
Revenue Code of 1954 to exempt from taxation corporations which
acquire and manage real property for certain other exempt organizations.

It is the purpose of this letter to go on record for these
hearings to endorse the proposed Senate Bill S-1815. Income-producing
real estate investments provide a prudent method of investment
portfolio diversification. The Richard King Mellon Foundation made
a thorough search and examination of the available investment managers
and vehicles. During our search, we found very few investment -
opportunities available to us because the majority of real estate
managers offer pooled real estate funds for pension clients and,
unfortunately most of these pools are not permitted to commingle
pension and charitable assets. For this reason, real estate com-
mitments to date by the Richard King Mellon Foundation are not as
significant as we intend them to be. Passage of your legislation
would pave the way for numerous real estate managers to form new
vehicles and thus provide charities with a wide selection of real
estate managers.

In addition to providing public charities with the proper
medium for real estate investments, there are also, in our opinion,
other favorable aspects of the proposed legislation. The proposed
Bill s-1815 would permit foundations to indirectly become equity owners
of leveraged real estate without incurring the unrelated business
income tax. As you are aware, the Internal Revenue Service has already
accorded pension funds this status. We view this as a very significant
factor from an investment standpoint because the use of debt (partic-
cularly in today's climate of high real interest rates when an
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investor can assume existing debt at lower rates) can enhanceinvestment returns. We strongly recommend that this portion of the
legislation not be deleted during the hearings.

Also consider the economies and efficiencies to be realizedby a university, for example, who may have the real estate investmentso.! its pension plan with a selected manager who does not have theproper vehicle to accept real estate investments from the institution's
endowment. The university must then consider different managers forits two pools of investment capital. Your legislation, however,would correct this inconsistency and permit institutions to streamline
the administration of their real estate investments.

we extend to you our sincere appreciation for your effortsin introducing this legislation. Its passage would be advantageous
to universities, colleges, symphonies, hospitals, foundations, andother charitable organizations with endowments too small to permit aprudent, diversified real estate portfolio.

Sincerely yours,

Robert B. Burr, Jr.
Secretary



357

ROBERT A. LADIG
Ste Vic Pfwsde

Tex

September 15, 1983

The Honorable Bob Packwood, Chairman
Subcommittee on Taxation and Debt Management
259 Senate Russell Office Building
Washington, DC 20510

Re: S. 1584
Hearing Date: September 26, 1983

Dear Senator Packwood:

I am writing to let you know of Scott's interest in S. 1584,
the "Foreign Tax Credit Conformity Act of 1983," which your
subcommittee will soon be addressing.

This bill conforms the treatment of overall domestic losses
with the treatment of overall foreign losses and conforms the
foreign tax credit carryover and ordering rules with similar
investment credit and net operating loss rules. Apparently
it was an oversight not to conform the foreign tax credit carryback
rules with the 3-year investment credit and net operating loss
carryback rules. -

Carryback/Carryover Summary
Foreign Tax Investment Net Operating

Credit Tax Credit Loss
j_("FTC'") ("ITC") ("NOL")

Present Law:
Carryback 2 years 3 years 3 years
Carryover 5 years 15 years 15 years

After ;. 1§81;
Carryback 2 years 3 years 3 years
Carryover 15 years 15 years 15 years

soT PA CoMY * SCOTT PAM PHILADUPIA. P00SYVANIA 1t10 (215) Wl2.
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The Honorable Bob Packwood
September 15, 1983
Page two.

As you know, the carryback/carryover provisions have a
significant practical effect: they are countercyclical in
impact. Without such a mechanism, tax liabilities would bedetermined solely on the basis of results in isolated taxable
years without regard to the longer term effects of business
cycles and recessionary periods such as the one we experienced
the last two years. This would discriminate against taxpayers
whose incomes vary widely versus those who are less affected
by business cycles and general economic conditions.

Sugson: In the interest of obtaining the broadest
possi or for the Bill by presenting a complete technical
conforming amendment, it is desirable to make the FTC carryback
3 years.

Solution: This can be accomplished quite simply by modifying
section 3(b) of the Bill as indicated on Appendix A. This
modification provides that-amended Section 904(a)(3)(A) of
the Code permits a 3-year FTC carryback instead of a 2-year
carryback.

I hope you find this helpful. We would be delighted toanswer any questions or provide additional information to you
or your staff concerning this change which I think is consistent
with the intent of the Bill.

Sincerely yours,

RAL/njm

cc: Roderick A. DeArment, Chief Counsel
Committee on Finance
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Appendix A

5
1 "(B) OVERALL DOMEF1STJC LOSS DEFINED.-

2 For purposes of this subsection, the term 'overall

3 domestic loss' means the amount by which the
4 gross income for the taxable year from sources
5 within the United States for such year, including
6 the amount, if any, that is treated as income from
7 sources within the United Siates for such taxable
8 year under subparagraph (1), is exceeded by the
9 sum of the deductions properly apportioned or al-

10 located thereto, to the extent such loss offsets
11 income from sources without the United States for
12 (he taxable year, except that there shall not be
13 taken into account any loss for such year which
14 arises from fire, storm, shipwreck, or other casu-
15 alty, or from theft, to the extent such loss is not
16 coinpcnsated for by insurance or otherwise.".
17 (b) EFFECTIvE DATE.-The amendments made by sub-
18 section (a) shall apply to taxable years beginning after De-

19 cember 31, 1981.

20 SEC. 3. EXTENDED CARRYOVER PERIOD FOR EXCESS FOR.

21 EIGN TAX CREDITS; ORDERING RULE FOR FOR-

22 EIGN TAX CREDIT.

23 (a) CARRYOVER PROVISION FOR EXCESS CREDITS

24 ARISING IN1 1979 THROUGH 1981.-Subsection W of sec-

25 tion 904 is amended by inserting at the end thereof the fol-

S 15IsS IS
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1 lowing new sentence: "In the case of an amount deemed by

2 this subsection to be an 'xcess tax paid with respect to a

3 taxable year beginning after December 31, 1978, and ending

4 before January 1, 1982, the first sentence of this subsection

5 shall be applied by substituting 'in each of the 15 succeeding

6 taxable years' for 'in the first, second, third, fourth or fifth

7 succeeding taxable years,' in the first sentence.".

8 (b) CARRYOVER AND ORDERING RULE PROVISIONS

9 FOR CREDITS ARISINo ArrER 1981.-Subsection (a) of sec-

10 tion 904 is amended to read as follows:

11 "(a) GENERAL RULE.-

12 "(1) FIRST-IN-FIRST-OUT RULE.-The amount of

13 the credit allowed by section 901(a) shall be an amount

14 equal to the sum of-

15 "(A) the foreign tax credit carryovers carried

16 to such taxable year,

17 "(B) the amount of the credit determined

18 under section 901(a) for such taxable year, plus

19 "(C) the foreign tax credit carrybacks carried

20 to such taxable year,

21 and subject to the limitations imposed by paragraphs

22 (2), (3), (4) and (5). The credits allowable under sub-

23 paragraph (A) shall be used before the credits allow-

24 able under subparagraphs (B) and (C), and the credits

25 allowable under subparagraphs (A) and (B) shall be

s 15SI IS
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7

used before the credits allowable under subparagraph

2 (0).

3 "(2) LIMITATION IN TAXABLE VEAR.-The total

4 amount of credit taken under section 901(a) in para-

5 graph (1) shall not exceed the same proportion of the

6 tax against which such credit is taken which the tax-

7 payer's taxable income from sources without the

8 United States (but not in excess of the taxpayer's

9 entire taxable income) bears to his entire taxable

10 income for the same taxable year. For purposes of the

11 preceding sentence, in the case of an individual, the

12 entire taxable income shall be reduced by an amount

13 equal to the zero bracket amount.

14 "(3) CARRYBACK AND CARRYOVER OF EXCESS

15 TAX PAID.-If the sum of the amount of the foreign

16 tax credit carryovers to the taxable year uner para-

17 graph (1)(A) plus the amount determined under para-

18 graph (1)(B) for the taxable year exceeds the amount of

19 the limitation imposed by paragraph (2) for such tax-

20 able year (hereinafter in this subsection referred to as

21 the 'unused credit year'), such excess attributable to

22 the amount determined under paragraph (1)(B) shall

8' be-

S 159 IS
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8

1 "(A) a foreign tax credit carryback to each of
the 2 taxable years ljreceding the ummstd credit

3 year, and

4 "(B) a foreign tax credit carryover to each of

5 the 15 taxable years following the unused credit

6 year and,

7 subject to the limitations imposed by paragraphs (4)

8 and (5), shall be taken into account under the provi-

9 sions of paragraph (1) in the manner provided in such

10 paragraph. The entire amount of the unused credit for

11 an unused credit year shall be carried to the earliest of

12 the Y1 taxable years to which (by reason of subpara-

13 graphs (A) and (B)) such credit may be carried and

14 then to each of the other taxable years to the

15 extent, because of. the limitations imposed by para-

16 graphs (4) and (5), such unused credit nay not be

17 taken into account under paragraph (1) for a prior tax-

18 able year to which such unused credit may be carried.

19 "(4) LIMITATION ON CARRYBACKS.-The amount

20 of the unused credit which may be taken into account

21 under paragraph" (1)(C) for any preceding taxable year

22 shall not exceed the amount by which the limitation

23 imposed by paragraph (3) for such taxable year exceeds

24 the sum of-

S 1s9 IS
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STATEMENT OF

ARCHIBALD B. MACKAY

SENIOR VICE PRESIDENT AND

CHIEF FINANCIAL OFFICER

THE SINGER COMPANY

FOR THE

SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT

COMMITTEE ON FINANCE

UNITED STATES SENATE

September 26, 1983

"S. 1584--The Foreign Tax Credit Conformity Act of 1983"

As Senior Vice President and Chief Financial Officer of The

Singer Company, I appreciate this opportunity to explain to you

why S. 1584, The Foreign Tax Credit Conformity Act, will promote

investments and jobs in the United States and will create equity

in the Internal Revenue Code. In this regard, I strongly

suggest the enactment of S. 1584 in its present form.

The Singer Company produces electronic systems for the

aerospace industry and manufactureres and sells consumer

durables. It presently has annual sales of over $2.5 billion

and employs over 57,000 people. The Company has substantial

operations overseas and has historically repatriated funds from



overseas locations for investment in the United States. As a

result of the recent recession, Singer and certain other basic

industry companies incurred significant domestic losses in 1982

but generated profits overseas.

Because of these circumstances, Singer and other companies

have become the unfortunate victims of a foreign tax credit

provision in the Internal Revenue Code which we believe is

inequitable in its present form.

The Foreign Tax Credit

The United States is one of the countries that imposes tax

on a United States company's worldwide income rather than

limiting the tax to income generated within the borders of its

own country. Therefore, when a United States corporation makes

a profit outside its borders, it more than likely will be taxed

both by the United States and the foreign country within which

it is doing business.

As a basic principle, Congress and the Administration have

always attempted to provide a sense of fairness with regard to a

corporation's tax burden, regardless of whether theincome is

generated offshore or in the United States. The cornerstone for

implementing this sense of equity is the foreign tax credit,

which allows a domestic company to take a credit against the
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U.S. tax for foreign taxes paid on overseas earnings. In

essence, the foreign tax credit prevents "double taxation" of a

company's earnings.

However, corporations are subject to restrictions on how

much foreign tax they can take as a credit in any one year. A

major limitation is that a company can only use foreign tax

credits to offset U.S. taxes imposed on foreign source income.

Moreover, the foreign tax credit allowed in any one year cannot

exceed the amount of U.S. tax on the taxpayer's overall

(domestic and foreign) income. These two limitations are

represented by the following ratio:

Foreign Tax = Foreign Source Income X U.S. Tax
Credit Allowed Worldwide Income Liability

In a situation where a domestic company incurs losses in

the United States but makes a profit overseas and pays foreign

taxes on those overseas profits, the company will likely incur

"excess" foreign tax credits. To illustrate, suppose a United

States corporation loses $100 domestically, but makes $200

overseas, on which it pays a foreign tax at a 46% rate, or $92.

The worldwide taxable income of the Company is $100 ($200 -

$100). The U.S. tax before credits is $46 (46% X $100). The

Company can only use $46 of the $92 in foreign tax credits to

offset the U.S. tax. The remaining $46 are treated as excess

foreign tax credits.

29-105, 0-84-24
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Present law allows the $46 in excess foreign tax credits

that cannot be used currently to be carried back two years and

carried forward five years to offset U.S. tax in those

particular years. However, the carryovers and carrybacks can

only be used after foreign taxes generated in the carryforward

or carryover years are first used to offset the U.S. tax.

Moreover, as previously explained, foreign taxes can only

be used to offset U.S. taxes imposed on foreign source taxable

income. The combination of these tax credit rules often make it

quite difficult for a company to use excess credits before they

expire. As a result, a company can be effectively subjected to

double taxation when it:

1. initially incurs losses domestically but makes profits

overseas (as in the above illustration),

2. subsequently returns to profitability in the United

States; and

3. cannot use excess foreign tax credits before they

expire because of continuing high foreign taxes.

The double tax occurs because the foreign source income

(after deducting U.S. losses) in the initial year is taxed both

in the United States and by the foreign country, and these
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foreign taxes not utilized to reduce U.S, tax on the foreign

source income are never recouped as credits against U.S.

income. See the attached Exhibit for an illustration and

further details.

The Singer Company is one of the domestic corporations with

conditions similar to that in the Exhibit. As previously

mentioned, Singer incurred domestic losses while generating

profits overseas and, consequently, has significant excess

foreign tax credits. The company is returning to domestic

profitability but it is highly unlikely that it will be able to

use its excess foreign tax credits before they expire. Thus, on

a cumulative basis, Singer would be subject to the "double

taxation" not intended by Congress.

The tax credit rules, as they exist today, may force United

States corporations with excess tax credits to favor overseas

investment in low tax countries in order to generate foreign,

source income and absorb the excess credits. This incentive

toward investing overseas J.s certainly inconsistent with public

policy, which is to encourage investment domestically to

generate jobs for United States citizens and modernize our

productive capacity. Clearly, a revision in tax policy which

changed this situation would be in the best interests of the

country since it would enhance our worldwide competitive

position and encourage domestic job formation.
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Proposed Bill

S. 1584, The Foreign Tax Credit Conformity Act of 1983,

will at least partially alleviate the problem explained above,

by allowing foreign tax credits to be carried forward 15 years

instead of only five years. This provision simply places the

foreign tax credit carryforward on a parity with the investment

tax credit and net operating loss carryforwards. It does not

represent a serious divergence from current tax law, but rather

conforms the foreign tax credit provisions with the other tax

credit rules.

Also, under present law, the current foreign tax credit

must be used first, followed by carryforwards, and then by

carrybacks. S. 1584 will change the ordering rules so that the

earliest foreign tax credits will be used first; this more

equitable system will further reduce the potential for a

corporation losing the ability to utilize credits. This "FIFO"

ordering concept is not new; similar ordering rules were

recently enacted for investment tax credits.

Finally, S. 1584 will allow companies to recharacterize

domestic income in future years as foreign source income in an

amount equal to its domestic losses that offset foreign income

in 1982 and in subsequent years. Thus in the example previously
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given, where a company had $100 of domestic losses, it will be

able to treat $100 of domestic income in a subsequent year as

foreign source income, for which it can utilize the foreign tax

credit carryovers.

This "recharacterization" concept is not unique; it, in

fact, develops symmetry with Section 904(f) of the Internal

Revenue Code, which was added by the 1976 Tax Reform Act.

Section 904(f) was enacted to prevent a double tax benefit

from foreign losses. This "double tax benefit" occurred when,

in year one, a company incurred a foreign loss which offset

domestic income and reduced the U.S. tax liability. For year

two, the company might have foreign income that attracted

foreign tax credits. Accordingly, the company enjoyed a reduced

U.S. tax in the first year and a foreign tax credit against U.S.

taxes in the following year.

Section 904(f) treats subsequent foreign source income up

to the amount of the prior foreign source loss as domestic

income. Inasmuch as the foreign tax credits can only be used

against foreign source income, the tax credits in year two can

no longer be used to offset U.S. income.

Proposal S. 1584 is the corollary of Section 904(f); its

purpose is to prevent double taxation from domestic losses

rather than to prevent double tax benefits from foreign losses.
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Conclusion

It is evident that the proposed bill S. 1584 does not give

birth to any unique concepts; it simply engenders a further

sense of fairness and develops conformity within the Code. Even

more important, it will put companies with excess credits in an

improved position to invest in the United States and, thereby,

promote domestic job formation. For these reasons, I strongly

urge that the bill be passed in its present form.

I



EXHIBIT I

Ilustration of company that (1) has domestic losses and foreign

profits in inital year, (2) returns to domestic profitability in

a subsequent year, and (3) cannot use the excess foreign tax

credits geneiTI in the first year. (See footnote on following

page.)

Year 1 Year 2 Cumulative

Domestic Income (100) 100 0

Foreign Source Income 200 200 400

Worldwide Income 100 300 400

U.S. Tax before

foreign tax credits (461 rate) 46 138 184

Foreign tax paid (46% rate) 92 92 184

Foreign tax credit

used to offset U.S. tax 46A 92B 138

Net U.S. tax paid 0 46 46

Total Tax Paid 92 138 230

Unused Excess Foreign Tax Credit 46 -- 46

A.B. See calculations on following page.
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A Foreign Source Income X U.S. Tax

Worldwide Income

$200 X $46 (limited by U.S. tax) a $46

$200 - $100

B Foreign Source Income X US. Tax

Worldwide Income

$200 X $138 . $92

$200 X $100

Over the two year period, the company has cumulatively

earned worldwide income of $400, all of which is foreign

sourced. However, the company has paid net U.S. tax of $46, in

addition to foreign taxes of $184, for a total of $230. The

total paid should be 46% of $400, or $184. The difference

between the $230 and the $184 (or $46) represents the "double

tax".

Footnote

For purposes of simplicity, the schedule includes only one

carryover year after the year the excess credits are generated.

However, the net effect will be exactly the same if we assume

the numbers in the two carryback and remaining four carryover

years are substantially similar to year 2.. Under this

assumption, the $46 of unused foreign tax credit will expire,

and the company will have effectively paid a double tax.
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STATEMENT OF LARRY AKEY
PRESIDENT, THE SYNANON CHURCH

BEFORE THE
TAXATION AND DEBT MANAGEMENT SUBCOMMITTEE

OF THE
SENATE COMMITTEE ON FINANCE

Mr. Chairman:
I appreciate the opportunity to submit this statement in

support of S.1826 - "Hunger Relief Incentives Tax Act of 1983."
In addition to my position as the President of The Synanon
Church, I am a member of the Board of Directors of The Synanon
Distribution Network, and it is on behalf of the Network that I
am submitting this statement.

The Synanon Distribution Network wholeheartedly endorses
and suppcrts Senator Danforth's legislation entitled the "Hunger
Relief incentives Tax Act of 1983" and encourages you to
recommend its passage to the full Senate. We believe this
legislation, when enacted into law, will significantly increase
the flow of donated food products to people in need. Given the
opportunity, we would recommend expansion of the incentives in
the legislation to include non-food product (and the
transportation of non-food product), certain processing of food
product, and allowance for deducting either: (a) the fair market
value of the product, or (b) twice the donor's cost basis of the
product, whichever is the lesser amount.

The Synanon Distribution Network
Since 1977, representatives of The Synanon Distribution

Network have made many thousands of calls requesting product from
businesses and have channeled over $69 million (estimated retail
value) of goods to qualified charitable groups. We believe we
have more direct experience in soliciting product contributions
and in placing product donations with charitable groups than any
other organization in the country. The Network has distributed
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millions of pounds of food, including meat, fish, cheese and

other dairy products, fresh, frozen and canned fruit and
vegetables, bakery products, juices, drinks, processed foods such

as frozen pizza, sauces, condiments, cereals, ice cream and other
desserts. Other product distributed in massive quantities
includes: tons and tons of clothing, shoes, building materials,
medical supplies, office equipment, food service equipment,
furniture and toys.

All these items have been distributed to nonprofit tax-

exempt organizations for their charitable purposes -- for the
direct benefit and use by the ill, needy or children. Groups

receiving goods have included all types of organizations: youth
groups, senior citizens groups, feeding programs, missions,
halfway houses, rehabilitation programs, day care centers, food
banks, groups sponsored by churches, and groups sponsored by
governmental agencies. Product has been distributed in more than
half of the states of the United States, and product has been
shipped overseas.

The Synanon Distribution Network operates from a

philosophical base that includes a belief in the principles of
"self reliance" as expressed in Ralph Waldo Emerson's essay of
that name. Our objective is to help people in need become more
self-sufficient by becoming involved in the process of helping
themselves (and others) through "hands on" involvement in
distribution whenever possible. To this end, we encourage groups
receiving product to involve the ultimate recipients in the
transportation, sorting, handling and distribution of product,
and we also encourage the assessment of handling fees when cash
costs have been incurred. Our experience with handling charges
indicates that goods are moved more expeditiously and responsibly
-when they have a "cash investment value" to the distributor and
recipient -- even though very minor when compared to the actual
market value.

Several years ago we became aware of the following
statistic: prior to the great depression, over 50% of the social

2
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welfare needs of this country were met by the private sector.
Today, only about 11 of such needs are handled by the private
sector -- the rest is provided by the Government. One of the
coaql of The Svnanon Distribution Network is to build and restore

Private sector involvement and to reduce the Government's rote in
taking care of the less fortunate in, or society.

Recent History of the Law and Its Effect

American businesses and individuals have always been

supportive of volunteerism and charitable efforts. From colonial
times, when "barnraising" events were organized for neighbors
whose barns had been destroyed by fire, to modern times with the
thousands of nonprofit charitable groups which are supported with
donations of time and money.

Prior to 1969, businesses were allowed to claim a
charitable contribution deduction for the fair market value of
product donated to qualified charities. Then, partially because
of some abuses, the law was changed to allow the donor to deduct
only his cost basis in the product. The abuse of the pre-1969
law occurred when a product that might only cost $.20 to produce,
but with a fair market value of $1.00, was donated with the
result that the donor actually reduced his taxes more than it
cost him to produce the product. Unfortunately, the change in
the law reduced the incentive for all businesses to donate
product, with the result that after 1969, product donations
dropped sharply.

The Tax Reform Act of 1976 restored some of the incentive
taken away in 1969. It provided that the donor could deduct the
cost, plus 50% of the normal profit that would have been realized
had the product been sold -- with an upper limit to the deduction
of twice the cost of the product. This change introduced a

rpevere-complication in that the law is now difficult to explain
and to understand, and many businesses have failed to use it just
because they don't understand it.

Synanon Distribution representatives have spent many,

3
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many hours attempting to explain the law, with the frequent
result that a businessman pays, I'll have to get my tax
accountant in to help me understand this." They are reluctant to
use a law that is difficult to understand for fear that someday
the IRS may disallow the deduction and they will have given away
the product and will get no charitable deduction from their
taxes.

The Need for Incentives to Donate
The experience of The Synanon Distribution Network over

the past six years indicates that greater incentives are needed
to encourage businesses to donate more product. We recommend a
full restoration of the "fair.market value" deduction with a
limit of twice the cost basis, of the product. We also recommend
a similar deduction for the donation of essential services,
including certain food processing and transportation of donated
product. The law must also be made more easy to understand.

We believe that allowing businesses to deduct the fair
market value of goods donated (with the limit of twice the cost),
is an easy to understand concept, and also gives more fiscal
incentive for low margin industries, such as the food industry,
to donate product. With this change, the "best" a company could
do (considering current combined state and federal tax rates)
would be to donate product at little or no net cost to its
owners. On the other hand, for the cost of the lost tax
revenues, the needy would receive product which would have a
value of at least three times (and by my analysis about four
times) the value of the lost revenue. Since most donors are
manufacturers and/or wholesalers, the "fair market value" we are
talking about is the wholesale price, meaning that the retail
value is even greater.

An added benefit of an increased deduction allowance is
that firms that produce more product for the "donation market"
will be able to maintain higher levels of employment and
equipment utilization during slack periods. Fewer people

4
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unemployed during these times will mean fewer people needing
assistance.

Transportation And Processing
We strongly encourage the provision in S.1026 providing

for. 4 charitable deduction for the donation of transportation
services for donated foods. Transportation is frequently the
biggest cash cost factorindistribution. Due to the lack of
such a deduction today, trucks and containers often are
"deadheaded" empty on the same routes that are needed to
transport food. Often groups to whom we are able to offer
product must turn the product down because they can't afford to
ship it in.

In addition to the transportation problem, much food that
could be distributed often goes to waste because it cannot be
preserved quickly at a reasonable expense. A charitable
allowance for food processors for the conversion of fresh food
into frozen, canned or dried form, and for temporary storage..
would be a very positive development. At this time, there is no

incentive at all for the donation of these services, so
consequently, they are rarely donated. Recently, The Synanon
Distribution Network has begun to arrange for processors to
process donated food "at cost," and these costs are added to
other handling charges paid by the ultimate recipient
organizations. Since the recipient organizations are almost
always short of funds, however, the growth potential is limited,
even though the food is badly needed.

Gleaning
Finally, we support the provisions of S.1826 that will

allow businesses other than corporations to take charitable
deductions for donations of product and will allow deductions for
food "gleaned" from growers' fields. Much of the food processed
in this country is produced by individual proprietors and
partnerships, and it is only right that they be able to take the

5
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same deductions as corporations. Product that is "gleaned"
through the re-harvesting of a field or orchard is put to
productive use rather than wasted and should be considered as a
charitable contribution in order to encourage growers to allow
"gleaning" by charitable groups. By allowing the grower tq
deduct 509 of the proceeds he would have received if the product
were sold, he is given an incentive to donate but does not stand
ready to save more on taxes than his cost in growing the product.

Financial Analysis

Using data from the Quarterly Financial Reports published
by the Federal Trade Commissiontwe find that aggregative
corporate pro-tax profits for all manufacturing, wholesaling and
retailing firms is approximately $200 billion per year. The
after-tax income is about 2/3 of pre-tax income indicating an
average tax rate of about 33%. Other studies have shown that on
the whple, corporate donations to charitable causes approximate
1.5% of pre-tax profit. Thus, we estimate these firms contribute
approximately $3 billion annually. Our direct experience
indicates that only a small number of firms donate any
significant amount of product at all, and that these product
donations are only a very small portion of the charitable
contribution of the donor firms. We estimate that they amount to
less than 10% of all contributions. In our estimation,
therefore, the total wholesale value of all product contributions
does not exceed $300 million per year.

For every dollar of additional product contributions
which might be generated because of the change, the lost tax
revenue would be about $.33. However, since most product would
be donated at a wholesale fair market value, the ratio of retail
value to lost revenue would be about four to one. If the
alternative is to provide public assistance money to buy this
product, it.is obviously much less expensive to provide the
incentive to firms to donate it.

A last benefit of private sector donations and

6
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distribution is that the distribution itself provides activity
and employment -- some paid and much volunteer -- for people who
would otherwise be in a passive welfare situation. To the extent
that these people are able to participate in performing the work
of distribution (sorting, moving, loading, unloading, and
"breaking down" product), their sense of being useful and not "on
the dole" is enhanced. We know, also, that the owners and
employees of firms that donate product feel good. They know that
when the firm donates, they have been able to help people in need
and sometimes have eliminated Zhe waste and destruction of usable
product. Their participation is often direct and personal. In
contrast, when assistance comes from the government, taxpayers do
no feel the same sense of personal participation and
satisfaction.

TO the extent that this groosed. change in the law can
reduce the growth of government assistance and allow individuals
and businesses to participate in helping others. Our country will
be enriched spiritually as well as economically. The Synanon
Distribution Network, as an organization, stands ready and would
be pleased to supply the Committee with any additional
information about our experience in acquiring and distributing
product that you might wish. We would be happy to do so in
writing or through testimony at a hearing. We appreciate having
this opportunity to express to you our views.
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