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TAX REFORM PROPOSALS—XXIV

THURSDAY, OCTOBER 3, 1986

U.S. SENATE,
CoMMITTEE ON FINANCE,
Washington, DC.

The committee 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, Symms, Grassley, Long, Matsunaga,
Bradley, and Mitchell.

The press releasa announcing the hearing follows:]

[Preas Release No R5-068, Thursday, August 9, 1985)

Tax RerorM HeARINGS BEFORE THE FINANCE COMMITTEE To CONTINUE IN SEPTEMBER
AND OCTOBER

Further hearings before the Senate Committee on Finance on the President’s tax
reform proposal will continue in September and October, Chairman Bob Packwood
(R-Oregon) announced today.

“The Committee made significant progress in its tax reform hearing schedule in
June and July,” Senator Packwood stated. “Although the Committee will focus
much of its attention on deficit reduction in the month of September, tax reform
hearings will continue and will take us further toward our goal of getting a tax
reform bill to the President before the end of this session of Congress.”

The hearings announced by Senator Packwood today include:

On Thursday, September 19, the Committee will receive testimony on alternative
tax reform proposals from witnesses invited by the Committee.

On Tuesday, September 24, the Committee will hear from public witnesses on the
impact of tax reform on tax-exempt bonds.

n Thursde%. Sestember 26, ,public witnesses will present their views ou the
in}pgct ?!‘dthet resident’s tax reform proposal on financial institutions and on the
mining industry.

On q‘uesdai'l. October 1, the Committee will receive testimony on the impact of the
tax plan on the insurance industry.

On Wednesday, October 2, witnesses representing the public will present testimo-
ny on the projected effect that tax reform will have on American business generally-
and, in addition, its impact on the foreign tax provisions. .

On Thursday, -October 3, the Committee will consider the views of public wit-
nesses on the impact of the President's tax reform proﬁosal on our nation’s regulat-
ed industries, as well as those provisions relating to the United States’ possessions
and its territories.

All of the hearings scheduled by the Committee will begin at 9:30 a.m. in Room
8SD-215 of the Dirksen Senate Office Building.

The CHAIRMAN. The committee will come to order, please.

This is the 32nd or 83rd, or 800th or 400th—I can’t remember—
hearing on the President’s tax reform bill, and we have only a few
more to go.

Today we are hearing on the issues of both the &?ssessiqns’ tax -
and the taxation of utilities and similar industries. We have a very
distinguished group of witnesses today, including a very, very dis-
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tinguished first panel consisting of Hon. Ron de Lugo, the Delegate

from the Virgn Islands; Hon. Fofo Sunia, the Delegate from Amer-

ican Samoa; Hon. Jaime Fuster, the Resident Commissioner for the

gerritory of Puerto Rico; and Hon. Ben Blaz, the Delegate from
uam,

Is Mr. de Lugo here? If you have no objections, why don’t we go
ahead and start. We will put him on when he Fets here, but why
don't we start with Hon. Fofo Sunia, and we will go right down the
list in that order.

Gentlemen, all of your testimony will be in the record in full,
and to the extent You can abbreviate it and orally hit the high
points of it, we would appreciate it.

Go right ahead, sir.

STATEMENT OF HON. FOFO 1. F. SUNIA, DELEGATE, TERRITORY
OF AMERICAN SAMOA

Mr. Sunia. Thank you very much, Mr. Chairman, and good
morning. I would like to ask at this point that the submission of
my governor and one of my two industries, which I have apé)ended
to my own presentation, be incorporated as part of the record.

The CHAIRMAN. Without objection.

Mr. SuNiA. Thank you very much.

I would also like to thank you for the opportunity to offer some
views on this issue, which we consider to be of grave importance to
the economic welfare of our territory, Mr. Chairman, I do not plan
to go over the same submission; I do have a one-page summary,
and I would like to do that now.

The proposed changes to the possession tax credit bode that, in
my territory, our only industry will defer or cancel plans to
expand. Our one industry, the tuna canning industry, fears that
these changes will affect its competition with extremely low wages
in foreign markets. We need section 936 for the continued growth
of our existing industry, and we need 986 in our efforts to become
economically self-reliant.

The key to the private sector economy in American Samoa is the
canning of tuna. Our two canneries produce 186,000 gross tons per
annum and employ 8,775 persons, over 50 percent of the private-
sector work force in my territory. This industry, the only industry,
&neratea 40 percent of American Samoa's income tax revenue.

her businesses depend on it.

Combined with our {aartial tax exemption, section 986 has effi-
ciently and effectively increased private sector employment. Under
section 986, our solo industry, whose welfare is synonymous with
that of our territory, saves $1,éOO in taxes per employee.

The rationale for the pr%m:ed change in section 936 does not
apply to American Samoa. [ e posits that the present pos-
session tax credit has not fulfilled its objective of increasmm-
ployment in the possessions and that it has cost too much. is
not true in the case of American Samoa.

Our American companies have just two options if they want to
stay alive in the market: section 986 in the United States posses-
sions, or purchase from foreign suppliers. So far, our companies
have chosen to stay fully American, to use Americans to produce

\
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American products in an American territory for American consum-
ers.

Within 2 or 3 years of the coming into force of the proposed
changes to section 936, the tuna industry will definitely construct
new facilities in cheaper foreign locations. Production will move
from American Samoa. To keep the American tuna industry Amer-
a&(ain, it is most important that we maintain section 936 as it is

ay.

Thank you very much.

The CHAIRMAN. Thank you very much.

Now if we might go to the Resident Commissioner of Puerto
Rico, Mr. Fuster.

[Mr. Sunia’s written testimony follows:)



THE HONORABLE FOFO IL.F. SUNIA
MEMBER OF CONGRESS FROM AMERICAN SAMOA

before the

SENATE COMMITTEE ON FINANCE
THURSDAY, OCTOBER 3, 1985

MR. CHAIRMAN, AS THE MEMBER OF CONGRESS FROM AMERICAN
SAMOA, I THANK YOU VERY MUCH FOR THIS OPPORTUNITY TO SPEAK ON AN
ISSUE OF GRAVE IMPORTANCE, SECTION 936 OF THE INTERNAL REVENUE CODE
URC), THE POSSESSION TAX CREDIT,

THE PROPOSED CHANGES TO THE POSSESSION TAX CREDIT BODE
THAT, IN MY TERRITORY, OUR ONLY INDUSTRY WILL DEFER OR CANCEL ANY
PLANS TO EXPAND. OUR ONE INDUSTRY PEARS THAT THESE CHANGES WILL
APFECT ITS COMPETITION WITH THE EXTREMELY LOW WAGES IN THE
PHILIPPINES AND THAILAND, ITS PRINCIPAL RIVALS. OUR ONE INDUSTRY NEEDS
SECTION 936 TO REMAIN STRONG WHILE OPERATING IN THE AMERICAN
POSSESSIONS. FOR ITS OWN WELFARE, WHICH IS SYNONYMOUS WITH THAT OF
AMERICAN SAMOA, OUR ONLY INDUSTRY MUST BE IN A GOOD, COMPETITIVE
POSITION. .

MAY [ ASK THAT YOU INCORPORATE AT THIS POINT IN THE RECORD
A STATEMENT FROM THE GOVERNOR OF AMERICAN SAMOA AND A
PRESENTATION FROM ONE OF OUR TWO MAJOR COMPANIES? BOTH SUPPORT
THE RETENTION .OF'TH! PRESENT SECTION 936.

FOR AMERICAN SAMOA THE CURRENT EXEMPTION AGREEMENT
UNDER SECTION 936 OF THE IRC IS SUBSTANTIALLY BETTER THAN THE
PROPOSED WAGE CREDIT SYSTEM. OUR SOLE INDUSTRY, TUNA CANNING,
DEFINITELY WANTS TO EXTEND THAT SYSTEM FOR THE MAXIMUM PERIOD OF



TIME. A CHANGE IN THIS LAW WILL JEOPARDIZE ANY FUTURE INVESTMENT IN
AMERICAN SAMOA AND EVEN LONG-RANGE CONTINUATION OF ITS FACILITIES. I
SPEAK ONLY OF THE APPLICABILITY OF SECTION 936 TO AMERICAN SAMOA. 1
REALIZE THAT OTHER POSSESSIONS HAVE USED IT DIFFERENTLY.

ALTHOUGH MUCH OF THE PRESIDENT'S TAX PROPOSAL IS REVENUE
NEUTRAL, THIS PROVISION, b IF  CONGRESS ADOPTS IT, WOULD HURT
SIGNIPICANTLY MANY AMERICAN BUSINESSES NOW LOCKED IN A BITTER FIGHT
WITH FOREIGN FOE. CONGRESS ORIGINALLY ENACTED SECTION 936 TO
STIMULATE AMERICAN DBUSINESSES IN AMERICAN POSSESSIONS, WHICH
HISTORICALLY HAVE EXPERIENCED EXTREMELY LOW PER CAPITA INCOME
RATES AND CHRONICALLY HIGH UNEMPLOYMENT. DUE TO SECTION 936 LABOR-
INTENSIVE INDUSTRIES THAT DID NOT REQUIRE SKILLED WORKERS, SUCH AS
TUNA CANNING, SET UP OR EXPANDED OPERATIONS IN THE AMERICAN
POSSESSIONS. IN FACT, THIS INDUSTRY REPRESENTS ALMOST THE ENTIRE
NONGOVERNMENTAL WORK FORCE IN AMERICAN SAMOA.

ONE OF THE MAIN PEASONS FOR THE COSTLY RELOCATION OF-
AMERICAN TUNA PROCESSING WAS THE NEED TO BECOME MORE COMPETITIVE
WITH EVER INCREASING IMPORTS OF CHEAP FOREIGN-CANNED TUNA. WHILE
IMPORTS CONTINUE TO SURGE AT A STAGGERING RATE, UP OVER EIGHTY PER
CENT IN 1985 PROM 1984, AMERICAN PROCESSORS HAVE AT LEAST LESSENED.THE
COMPETITIVE ADVANTAGE OF FOREIGN IMPORTS BY MOVING LABOR-INTENSIVE
PROCESSING OPERATIONS TO AREAS THAT BENEFIT FROM SECTION 936 OF THE
IRC, B.G. AMERICAN SAMOA.

I NOTE THE IRONY OF THE ADVENT OF THE PHASING OUT OF
SECTION 936 SHORTLY AFTER THE INTERNATIONAL TRADE COMMISSION (ITC)
DENIED THE TUNA INDUSTRY'S PETITION FOR IMPORT RELIEF. NOT ONLY DID



THE ITC BELIEVE THAT IMPORTS WERE ABATING, WHICH IN TRUTH THEY WERE
NOT, BUT IT ALSO FELT THAT THE INDUSTRY WOULD BE MORE COMPETITIVE
ONCE COMPANIES TRANSFERRED THEIR MAJOR PROCESSING OPERATIONS AND
FIRMLY ESTABLISHED THEMSELVES IN AMERICAN SAMOA AND OTHER UNITED
STATES POSSESSION.

IN URGING THAT CONGRESS NOT REDUCE THE PRESENT EFFECTS OF
SECTION 936, | UNDERSTAND THAT WE NEED TO ADDRESS THE CURRENT
DEFICITS. HOWEVER, | SUBMIT THAT THE ELIMINATION OF SECTION 936 WILL NOT
CREATE INCREASED REVENUES BUT WILL IN ALL LIKELIHOOD EXACERBATE THE
BUDGET AND TRADE DEFICITS. THOSE COMPANIES OPERATING UNDER SECTION
936 IN AMERICAN SAMOA DO SO TQ BE MORE COMPETITIVE IN INTERNATIONAL
TRADE. ELIMINATION OF SECTION 936 WILL PORCE AFFECTED AMERICAN
INDUSTRIES TO CLOSE DOWN OPERATIONS IN AMERICAN POSSESSION AND TO
JOIN THE EXODUS TO FOREIGN PRODUCTION. IF THIS OCCURS, THE UNITED
STATES TRADE IMBALANCE WILL WORSEN AND UNEMPLOYMENT IN THE UNITED
STATES POSSESSIONS WILL INCREASE,

THE SOLE lNDUSTRY IN AMERICAN SAMOA HAS MUCH AT STAKE
OVER THIS ISSUE. WHICHEVER TAX EXEMPTION BENEFITS THAT WOULD ACCRUE
THERE WOULD AMOUNT TO ONLY A FRACTION OF THE WAGES THAT INDUSTRY
PAYS TO WORKERS IN MY TERRITORY. THE THREAT OF THE ELIMINATION OF
SECTION 936 HAS ALREADY WROUGHT DISADVANTAGEOUS CONSEQUBNCES IN
MY DISTRICT. ONE OF QUR TWO MAJOR COMPANIES INTENDED TO INCREASE ITS
ANNUAL PRODUCTION CAPACITY IN AMERICAN SAMOA BY TWENTY-FIVE
THOUSAND TONS, WHICH WOULD HAVE REQUIRED A CAPITAL EXPENDITURE OF
APPRO_XIMATBLY TEN MILLION DOLLARS. BECAUSE OF THIS TAX PROPOSAL,
THIS COMPANY{ ONE OF OUR PRINCIPAL EMPLOYERS IN THE PRIVATE SECTOR,




HAS REDUCED THAT FIGURE BY FOUR MILLION DOLLARS.
IF CONGRESS IMPLEMENTS A WAGE-CREDIT SYSTEM TO REPLACE
THE PRESENT SECTION 936, AMERICAN SAMOA WILL BECOME A LESS ATTRACTIVE
PLACE FOR LONG-TERM CAPITAL INVESTMENT. THIS HAS FORCED ONE OF OUR
TWO MAJOR COMPANIES TO RE-EVALUATE AND REDUCE ITS- CAPITAL
INVESTMENT PLANS AND EXPANSION. IT DOUBTS WHETHER IT WILL .CARRY
THROUGH WITH FREVIOUS PLANS FOR FURTHER OPERATIONS THAT WOULD BE
HIGH-CAPITAL BUT LOW-LABOR. -
' I WOULD BE REMISS IF | DID NOT COMMENT ON THE TOTALITY OF
THE PRESIDENT'S TAX PROPOSAL. EXCEPT FOR ITS TREATMENT OF THE
POSSESSION TAX CREDIT, IT IS QUITE ACCEPTABLE TO AMERICAN SAMOA. IT
REPRESENTS A GENUINE EFFORT TO REDUCE MANY OF THE ECONOMIC
DEVELOPMENT PROBLEMS IN OUR RELATIONSHIP TO THE FEDERAL TAX
COLLECTION SYSTEM. HOWEVER, THE LOW-PRICED IMPORTS OF CANNED TUNA
HAVE FORCED AMERICAN COMPANIES TO CLOSE THEIR CANNERIES IN THE
MAINLAND UNITED STATES, TO MEET FUTURE NEEDS, AMERICAN TUNA
CANNING COMPANIES NEED THE CAPACITY TO PROCESS ABOUT THIRTY
THOUSAND TONS OF RAW FISH PER ANNUM. THESE AMERICAN COMPANIES HAVE
JUST TWO OPTIONS IF THEY WANT TO STAY ALIVE IN THE MARKET: CONTINUE
EXPANSION IN THE UNITED STATES POSSESSIONS OR PURCHASE FROM FOREIGN
SUPPLIERS. SO FAR OUR COMPANIES HAVE CHOSEN TO STAY FULLY AMERICAN,
TO USE AMERICANS TO PRODUCE AMERICAN PRODUCTS ON AMERICAN
TERRITORY FOR AMERICAN CONSUMERS. IF THIS ASPECT OF THE NEW TAX
PROPOSAL GOES THROUGH, THIS CHOICE WILL BE ECONOMICAL FOR OUR MAJOR
INDUSTRY FOR ONLY THE FIVE YEARS IN WHICH IT CAN MAINTAIN THE PRESENT
SECTICN 936 EXEMPTIONS. IT HAS ALREADY BEGUN TO ELIMINATE PERMANENT



CONSTRUCTION; IT COULD NEVER RECOVER THESE COSTS. THIS DEVELOPMENT
WAS NOT THE INTENTION OF OUR ONE INDUSTRY.

WITHIN TWO OR THREE YEARS OF 'I;HE COMING INTO FORCE OF THE
PROPOSED CHANGES TO SECTION 936, THE TUNA INDUSTRY WILL DEFINITELY
CONSTRUCT NEW FACILITIES IN FOREIGN LOCATIONS MORE ECONOMICALLY
FEASIBLE. PRODUCTION WILL MOVE FROM AMERICAN SAMOA. TO KEEP THE
AMERICAN TUNA INDUSTRY AMERICAN, IT IS MOST IMPORTANT TO MAINTAIN
SECTION 936 AS IT IS.



THE HONORABLE A.P. LUTALI
GOVERNOR OF AMERICAN SAMOA ~
before the

COMMITTEE ON FINANCE ~
UNITED STATES SENATE

OCTOBER 3, 1985

To substitute the present provisions of Section 936 with the wage credit will
create some concern as to whether that will still make American Samoa a relatively
attractive site for the United States corporation especially for the Tuna Industries.

The key factors in American Samoa private sector economy are the two tuna
cannerier, They employed approximately 40% of the private sector or 25% of the total
American Samoa employment. Based upon expanded capacity of fish tonnage projected
by both canneries to be packed In 1986, the two canneries are expected to employ over
50% of the American Samoa private sector work force. It should also be pointed out that
the canneries provide over 40% of American Samoa's tax revenues.

The present provisions of Section 936, when combined with American Samoa's
partial tax exemption program, without any question has been an efficient and cost
effective mechanism for increasing private sector employment in American Samoa.

To repeal the present system of possessions' taxation without the substitution of
meaningful Incentive for doing business in the possessions, poses a threat that the
canneries wlll leave American Samoa.

Thete are a number of low or no tax jurisdictions to which the canneries could
move to and to compete with these jurisdictions, American Samoa has to' reduce its
effective tax rate presently ranging from 17% - 23%, with resulting reduction ~f overall

tax revenues.
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The United States would be called upon to make up any revenue loss, resulting
from departure of the canneries or a reduction in their effective tax rates, through
increased annual appropriation. The American Samoa Government contir, .es to favor the

ptesent system as also supported by both canneries.

A p//m; e dom
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StarKist Foods. /¢

A PRESENTATION

IN SUPPORT OF RETENTION OF

SECTION 936

1985

11



HISTORICALLY, THE CANNING OF TUNMA WAS DOMINATED BY THE U.S. INDUSTRY WITH CANNERIES IN
CALIFORNIA, HAWAIL, PUERTO RICO AND AMERICAN SAMOA. WITHIN 'THE LAST SEVERAL YEARS FOREIGM
PACKERS, PRINCIPALLY THE PHILIPPINES AND THAILAND, HAVE BECOME VERY AGGRESSIVE IN THE u.S.
MARKETS, TAKING ADVANTAGE OF VARIOUS GOVERNMENT SUBSIDIES AND THE EXTREMELY LOW COSi LABOR
SUPPLY.

-

WAGE RATES
U/ S. $/HOUR

7.00

6.80 .:

s _]

e ]

.00

n \\

PHILIPPINES THAILAD

NOTE: 0.35-1.0 mar-hours/cese ot 48-1/24 caems,
say $.10/can...Callt, vs. 3,006/can...Thalland

a1



IN THE LAST FEW YEARS, CANNED TUNA PRICES HAVE DROPPED DRAMATICALLY IN THE U.S., DUE T0
AN “EXPLOSION® OF FOREIGN IMPORTS OF CANNED GOODS AT ~“CHEAP PRICES". AS A RESULT,
STAR-KIST, VAN CAMP AND BUMBLE BEE WERE FORCED TO CLOSE THEIR HIGH COST (LABOR, ETC.)
CALIFORNIA PLANTS AND RELY ON THEIR “OFFSHORE" FACILITIES IN PUERTO RICO AND SAMOA.

ToraL

1981 1982 1983 1985  MARKET

Inporys of Cannep Tuma
(R Cases) 3,641 4,487 6,308 8,335 36,000

Cannep Tuma Price
Pex Poump $2.484 $2.52 $2.36 $2.17 XXXX

STAR-KIST CARIBE --- Mavacuez, Puerto Rico

STAR-KIST SANOA -.. Paco Paco, AmERICAR SamoA

81



FORTUNATELY, OVER THE YEARS STAR-KIST HAS INCREASED ITS PRODUCTION CAPACITY AT PUERTO

RICO AND AMERICAN SAMOA, SUCH THAT THESE PLANTS ARE NOW THL LARGEST AND SECOND LARGEST
IN THE WORLD, RESPECTIVELY ...

STAR-KIST ANNUAL CAPACITY
SHORT TONS (00C)

180 _
[ PUERTO RICO
160 _|
[77] NMERICAN SAMOA
140 _
120 ]

_—

s e
N %iaal/ % %

17 |
{ [ i I

FY73 FY 76 FY77 FY 78 FY 79 FY 88 FY 81 FY 82 FY 83 FY 84

AN

2

14



TG ACCOMPLISH THIS, STAR-KIST HAS INVESTED CONTINUOUSLY IN BOTH LOCATIONS ...

GROSS FIXED ASSETS
CUMULATIVE

L - ($ mm)
[ PUERTO RICD

[[73 NERICAN SANOA

. I

"
ST

g1

] { R
FY7S FY76 FY77 FY78 FI79 FY 80 Fro1 FYe2 FYEs FYgs FYes




AND, CONCURRENTLY, HAS INCREASED EMPLOYMENT AT BOTH LOCATIONS .. LARGEST SINGLE EMPLOYER

(AT ONE LOCATION) IN BOTH PUERTO RICO AND AMERICAN SAMOA.

4,500
4,000 _j
3,%0 _
3,000 ]

i
2,509
2,000 ]
1,5%0 _]
1,000 _]

360

STAR-KIST EMPLOYEES

(=] PUERTO RICO
[774] AMERITAN SAMOA

]

N
l

It

Fr 78 FY 79

FY 80 Fy 81 FY 2 FY 83 FY 84 FYes

91



WITH THIS INVESTMENT AND EMPLOYMENT COMMITMENT, AND THE PROVISIONS OF SECTION 936, STAR-
KIST HAS TAX RATES AT BOTH LOCATIONS, WHICH HAVE PROVEN TO BE THE EQUALIZER, VERSUS THE
LABOR COST ADVANTAGE ENJOYED BY THE “FOREIGNERS”-

STAR-KIST
EFFECTIVE TAX RATE X
(OFFSHORE. PROFITS)

J - MERICAR SANOA
0 _ i - PUERTO RICD

Ll



HOWEVER, EVEN WITH THE EXEMPTIONS, STAR-KIST PUTS MORE BACK INTO THE COMMUNITY THAN 1T
TAKES, JUST CONSIDERING THE LABOR COSTS, AND NOT COUNTING OTHER LOCAL EXPENDITURES, WHICH’

ARE SUBSTANTIAL.
IN SUMMARY, WE BELIEVE THAT ...

o STAR-KIST HAS COMPLIED WITH THE ORIGINAL SPIRIT AND INTENT OF THE AUTHORS OF
SectioN 936 BY:
««e. INVESTING IN PUERTO Rico AND AMERICAN SAMOA,
.e. CREATING SIGNIFICANT EMPLOYMENT AND OTHER CONTRIBUTIONS TO THE
LOCAL ECONOMIES,
ee. UTILIZING THE TAX IMCENTIVES THAT WERE OFFERED IN RETURN.
o THESE INCENTIVES (EXEMPTIONS) WERE THE DRIVING FORCE BEHIND RECENT INVESTMENT
DECISIONS, AND ARZ NOW THE "EQUALIZER” THAT 1S NECESSARY TO CONTINUE THE VIABILITY

of THE U.S. TUNA INDUSTRY-.

e IT WOULD BE UNFAIR To STAR-KIST, AND OTHER COMPANIES THAT HAVE MADE INVESTMENTS
IN PUERTO RICO AND AMERICAN SAMOA BASED ON SecTion 936, To CHANGE THE "GROUND™

RULES” NOW-

e IN THE CASE OF STAR-KIST, AND THE TOTAL TUNA INDUSTRY OPERATING SIX FACTORIES IN
PUERTO RICO AND AMERICAN SAMOA --. PHASEOUT OF SECTION 936 EXEMPTIONS WOULD ALMOST

CERTAINLY RESULT IN PHASEQUT OF THE INDUSTRY --- TuA 1S A VERY IMPORTANT INDUSTRY

1o Puerto Rico (APPROXIMATELY 8,000 JOBS) AND VIRTUALLY THE QNLY INDUSTRY IN

AMERICAN SAMOA (APPROXIMATELY 4,000 JoBS). RELOCATION TO FOREIGN COUNTRIES WOULD

8.

81
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STATEMENT OF HON. JAIME B. FUSTER, RESIDENT
COMMISSIONER, COMMONWEALTH OF PUERTO RICO

Mr. Fuster. Thank you, Mr. Chairman.

My name is Jaime B. Fuster. I am the elected Representative to
the U.S. Congress for the 3.5 million American citizens of Puerto
Rico, on whose behalf I come before you today. I am grateful for
this opportunity to testify on a very vital issue. In fact, few matters
are more important to my constituents than this one is, as any of
you who might have seen any of our local newspapers lately would
soon realize.

For 11 months now, our people have been hanging on every
word, on every chance utterance, of almost anybody in Washing-
ton. While they wait to see what the Congress will do, our economy
in Puerto Rico suffers because IRS section 936 is the cornerstone of
hundreds of factories that are our economic lifeblood.

Many in Washington have been given the impression that sec-
tion 936 is something that was dreamed up a little while back by a
g;edecessor Congress to create jobs in Puerto Rico, which now must

changed or reglac’ed because some companies have received sub-
stantial tax credits for the jobs they create or because Puerto
Rico’s unemployment rate is still unacceptably high. Such a
narrow and constricted view of section 936 does great violence to
the truth, which is apparent if one looks hard enough at the latest
U.S. Treasury report on section 936, which recognizes that Puerto
Rico’s growth during the period from 1948 through 1973 has been
an economic miracle.

The economic miracle referred to began in 1948 when Puerto
Rico combined its own tax incentive program with the U.S. Posses-
sions Cor;{?ration System of Taxation to gtoduce a powerful incen-
tive for U.S. businesses to establish themselves in the island.
Before that, Puerto Rico, which already had experienced 50 years
of U.S. control, remained mired in the depths of poverty and dis-
content while various Federal assistance programs were tried and
found wanting. In the late forties, the combination of local and
Federal tax incentives together with vigorous promotional efforts
by the Government of Puerto Rico succeeded way beyond anyone’s
expectations in transforming the island into a free enterprise de-
velopment showcase in the Caribbean.

The U.S. Treasury has complained that since 1974 Puerto Rico's
economy has grown very little. Certainly, many things have hap-
pened during this period to cause an economic slowdown in the
1sland. One factor that Treasury does not comment upon but which
has been most salient is the uncertainty engendered by constant
changes and the threat of change in the Federal tax law.

In 1973 and 1974 the Congress began a series of hearin%s on tax
reform, includigf the Possessions Corporation System of Taxation.
The Ways and Means Committee initially reached a decision to vir-
tually eliminate the system but eventually was prevailed upon to
make changes that we regard as improvements. The turnabout oc-
curred because Congress finally realized, as it was concluded in a
committee report on the Tax Reform Act of 1976, that the Federal
tax incentive was needed as an offset to the competitive handicap
imposed on investments in Puerto Rico by congressional require-
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ments to pay Federal minimum wages and to use U.S. flagships in
transporting goods to and from the mainland, a handicap which in-
vestments in neighboring countries did not suffer.

I am sure I do not need to remind you of what transpired in con-
nection with the TEFRA in 1982, but you would have to have been
in Puerto Rico to appreciate the convulsions generated by that
scrape with disaster. In the intervening 6 years between the two
bills, the investment climate was hardly peaceful. The IRS tried to
do through regulation what the TEFRA in its Senate version would
have done through law, and each year the Treasury produced a
report emphasizing the negative. We still have not had enough
time to find out whether or not Treasury’s objections to 936 have
been dealt with by TEFRA, but here we go again.

I have given you this brief history to remind you how much more
is involved in this issue than Treasury's narrow and at times equiv-
ocal cost calculations. What is involved, to bring it down to its most
basic terms, is a tax arrangement that serves the U.S. national in-
terest very well.

To begin with, section 936 permits 250,000 American citizens in
Puerto Rico to avoid Federal handouts or to avoid painful migra-
tion by allowing them to work to enjoy a respectable standard of
living in their own home base and to purchase $5.5 billion worth of
merchandise from the United States, creating roughly 150,000 jobs
on the mainland.

Second, section 936 continues to serve the purpose it was created
for—that is, to enhance the competitiveness of U.S. companies op-
erating in U.S. insular jurisdictions. The high-technology electron-
ics companies, in particular, should they lose their tax advantage
in Puerto Rico, would either succumb to foreign competition or be
forced to move offshore themselves, thus enlarging the ominous
U.S. trade deficit.

Third, section 936 permits Puerto Rico’s banking system and its
government finances to remain in a healthy condition in these dif-
ficult times, helping the island to assure the service of its high $10
billion public debt which is owed mostly to U.S. institutions and in-
dividuals on the mainland. '

Last, section 936 serves well the U.S. foreign policy interests,
particularly in the Third World and the Caribbean Basin.

‘Section 936, in summary, is a successful program that works in
ways big and small that do not begin to be captured by the static,
arid, and unrealistic cost calculations which have been applied to
it. It is a program which could come unraveled through excessive
meddling and experimentation, as it is already beginning to do.

I trust, Mr. Chairman, that the Finance Committee will treat
this issue with the seriousness it deserves and will recognize how
unwise it would be to repeal or radically change section 936.

Thank you.

The CHAIRMAN. Thank you, sir.

Mr. Blaz.

(Mr. Fuster’s written testimony follows:]
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’
Mr. Chairman members of the Coumdittse:

My name is Jaime B. Fuster. I am ti.s Resident Camdssioner of Puerto Rico, the
elected representative to the U.S. Congress of 3.5 million Amarican citizens, on
whose behalf I come before you today.

I amn grateful for this brief opportunity to testify on an issue which so vital-
ly affects the lives and the livelihoods of so neny people that it deserves a great
ancmftmﬁmitcmpouiblyptk\mmmorxnompmvistm
of a maseive, almoet overvhelming tax bill. To most people concermed about fiscal
refo:m,mss‘ctia.n%éumlyaw\orp&cofdnmeodc. However, to
my constituents, this appparently obscauxe provision could hardly be of greater im-
portance, as any of you who might have seen any of our local newspapers lately would
soon realize. For eleven months now our people have been hanging on every word, on
every chance utterance of almoet snybody in Washington, from the Chairmen of the
mﬂm:mwéam:wmwofmm. While they wait
to see what the Corgrees will do, our econcmy in P.R. suffers because Section 936
is the cornerstone of hundreds of factories that are our economic life blood.

Many in Washington have bean given the izpression that Section 936 1s
scmething that was dreamed up a little while back by a predecessor Congress to create
Jobe in Puerto Rico, which now mwt be changed or replaced because some companies
have received substantial tax credits for the jobs they create or because Puerto
Rico's uneoployment rate is still unacceptably high.

Such a narrow and constricted viaw of Section 936 does great violence to the
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truth, which is apparent 1f one looks hard enough at the U.S. Treasury's
own Fifth Report on the Possessions Corporation System of Taxation which I quote:

Puerto Rico's econamic during the period fram 1948
1973 has often nfmed to as an "‘economic
miracle"... Puerto Rican QP... increased at an anmual
{ate of gé’:ﬁmc in g\e 19500 w percent md‘
9608, to a U.S. aver gxwt:h
same of 3.7 edcmt. Nera&eno Rico's remarkable

was
cultural of the 19408 to an based pri-
marily me:awervinea and mfacmrh\gw Pt

The economic miracle referred to began in 1948 when Puerto Rico combined its
own tax incentive program for manufacturing enterprises with the U.S. Possessions
Corporation System of Taxation to produce a powerful incentive for U.S. businesses
to establish themselves in t.ho {eland. Before that, Puerto Rico, which already had
experienced 50 years of U.S. control, remained mired in the depths of poverty and
discontent while various federal assistance programs were tried and found wenting.
In the late forties, the combination of local and federal tax incentives combined
with vigorous promotional efforts by the Govermment of Puerto Rico succeeded, way
beyond anyone's expectations, in transforming the island into a free enterprise
development showcase in the Caribbean.

The U.S. Treasury has complained that eince’1974 P.R.’s real Q%P per capita’
has grown very little. '

Certainly may things have happened during this period to cause an economic
slowdown in the i{sland. One of them has been the skyrocketing of the price of im-
ported oil upon which Puerto Rico is completely dependent. Another one that the
Treasury does not comment upon has been, perhaps, the wost salient factor: 1 refer
to the uncertainty engendered by constant changes and the threat of change in the
federal tax law. .

In 1973 and 1974 Congress began a series of hearings on tax reform. A main
area vhich received attention was taxation on income earned outside the U.S., which
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included the possessions corporation system of taxation. ‘The Ways and Means
Committee initially reached a decision to virtually eliminate the system, but
eventually was prevailed upon to make changes that we regard as improvements. The
turnabout occurred because Congress finally realized, as it was concluded in a
comnittee report on the Tax Reform Act of 1976, that the federal tax incentive
was needed as an offset to the competitive handicap imposed cn investments in
kawwmsmﬂrmrmumwfeduflmmmwgumdwm
U.S. flagships in transporting goods to and from the mainland, a hondicap which
investments in neighboring countries did not suffer.

I am sure I do not need to remind this Committee of what transpired in
comnection with the TEFRA in 1982, but you would have to have been in Puerto Rico
to appreciate the conwlsions generated by that scrape with disaster. In thw
intervening six years betwean the two bills the investment climate was hardly
peaceful. The IRS tried to do through regulation what the TEFRA in its Senate
version would have done through law, and each year the Treasury produced a report
enphasizing the negative. We etill have not had enough time to find out whether or
not Treasury's objections to 936 have been dealt with by the TEFRA but here we go again.

I have given this brief history to remind you how mich wore is involved in this
1ssue than Treasury's narrow and, at times, equivocal cost calculations. What 18
mlm.wmttdamtqiumcmuwm.nnmmmmc‘thatom
the US national interest very vell. To begin with, Section 936 permits 250,000
American citizens in P.R.~~ one third of all of those employed in the island-- to
avoid federal handouts or to avoid painful migration, It pexmits them to work to
enjoy a respectable standard of living in their own home base, and to purchase $5.5
billion worth of merchandise from the United States, creating roughly 150,000 jobs
on the mainland. Our coobined prosperity is particularly important to the East
Ooast ports of the U.S. which ship a large percentage of those goods, as well as
billions of dollars worth of products mamufactured in Pusxto Rico that are shipped
out of the East Coast to foreign countries.
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Secondly, Section 936 continues to serve a purpose it was created for,
that 1s to enhance the competitiveness of U.S. companies operating in U.S. insular
jurisdictions. The high-tech electronics conpanies, in particular, should they lose
their tax advantage in Puerto Rico, would either succumb to foreign competition or
be forced to move offshore thamelves. In either case the ominous U.S. trade deficit
would be enlarged. Thirdly, Section 936 permits Puerto Rico's banking system and
its goverrment finances to remain in a healthy condition in these difficult times,
helping the island to assure the service of its high $10 billion public debt, which
is mostly owed to institutions and individuals on the mainland. Lastly, Section 936
serves well the U.S. foreign policy interests, particularly in the Third World and
the Caribbean Basia, demonstrating that it is possible for a heavily-populated
tropical {eland with few natural resources to rise above the poverty level that so
much of the world smﬂmrly’ situated, finds itself in today. And it permits Puerto
Rico to assume the leadership role in the Caribbean that Governor Herméndez Colén
has mapped out with his plan for using 936 funds to promote manufacturing in
neighboring islands and to invigorate the Caribbean Basin Initiative.

Section 936, in sumary, 1s a succegsful program that works in ways big and
small that do not begin to be captured by the static, arid, and unrealistic
cost calculations which have been applied to it. It is a program which could come
wm}edﬂuoughmuiwmddlimmdmimudmas it is already begiming
to do. T trust that the Finance Conmittee will treat this issue with the seri-
ousness it deserves and will recognize how usiise 1t would ‘be to repeal or
radically change Section 936.
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STATEMENT OF HON. BEN BLAZ, DELEGATE, TERRITORY OF
GUAM

Mr. BLaz. Thank you, Mr. Chairman.

I also have a fair K lengthy statement, but I will just summarize
it, in accordance with your wishes, Mr. Chairman.

The CHAaIRMAN. Thank you, sir.

Mr. BrLaz. Mr. Chairman, I offer the following brief observations
and comments in general support of President Reagan’s tax reform
proposal, in its treatment of the Territory of Guam under chapter
15.05. I have submitted a more detailed nine-page summary of my
comments, which I respectfully request the Chair to enter for the
hearing record.

The CAIRMAN. Without objection. ‘

Mr. Braz. In essence, Mr. Chairman, the President’s proposal
would permit Guam to continue administration and enforcement of
the Federal Internal Revenue Code, as it has under the “mirror
system’’ since 1950, until such time, after January 1, 1986, as the
territory adopts its own tax code as would be permitted under such
proioﬁ.

e President correctly notes, in justifying granting such author-

ity to the territory, that U.S. possessions generally derive a greater

rtion of their revenue from individuals in the lower income tax

rackets and substantially less from corporations and higher
income individuals. -

As Mr. Dave Santos of Guam’s Department of Revenue and Tax-
ation, testifying later, will verify, 95 percent of Guam’s taxpayers
fall on or below the $40,000-per-annum income tax bracket. Our
per-capita income is only $4,800 per year, $2,600 below the national
average. Our median household income is $1,000 below the nation-
al average. Thirteen percent of our families live below the poverty
level, 4 percent more than the average nationwide.

So, as you can see, and as the President’s report recognizes,
“Otherwise revenue neutral ﬁroposals that compensate for lower-
ing tax rates by broadening the tax base may well not be, and are
not, revenue neutral in a possession where very little tax is collect-
ed from corporaticns or higher income individuals.”

Therefore, in order to promote fiscal autonomy and stability in

ions such as Guam, the President notes, and I quote, “It is
important to permit each to develop a tax system that is suited to
its own revenue needs and administrative resources.”

Mr. Chairman, the Territory of Guam is ready, it is willing, and
it is able to develop its own tax system compatible with those in
effect at the time of its adoption in the 50 United States and the
neighboring Commonwealth of the Northern Marianas and reflec-
tive of the highly competitive and attractive environment for in-
vestment offered by our neighbors in Japan, Hong Kong, Taiwan,
and the Asian Continent.

Develogment of such a tax code will, however, take time. And
until such code is enacted into law by the government of Guam, it
is our desire, in assuming responsibility for administration of our
own tax system next year, presuming congressional approval of
this provision of the tax proposal, to continue application and en-
forcement of the IRC in Guam in its current form.
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I stress retention of the current code because we estimate over
$23 million, almost 15 percent of our entfre local government reve-
nue, would be lost were we to adopt the new tax rate structure as
outlined elsewhere in the tax proposal. To adopt on January 1,
1986, or at some date thereafter, this new rate structure would be
counterproductive to the tax proposal’s stated objective of fiscal au-
tonomy for the territory and similarly situated possessions. Both
the President and the Ways and Means Committee have already
einbraced this proposal within their respective tax reform propos-
als.

Unanimous support for Guam’s delinkage from the mirror tax
system was offered recently bé the Governor of Guam, the Guam
Chamber of Commerce, three Guam legislators, and the U.S, Treas-
ury Department before a September 10, 1985, hearing of the Joint
Economic Committee’s Subcommittee on Monetary and Fiscal
Policy, which was chaired by Senator Steve Symms,

Mr. Chairman, Guam is a special place, and in our judgment it
deserves special attention, In the 9 months that I have been seated
as a Member of this Congress, I have been impressed, quite frank-
ly, with the respect and courtesies extended to me. I do not believe
Congress is inately sensitive to or benignly ignorant of Guam'’s
needs, as some would allege. I do sense, however, a substantial lack
of appreciation for what Guam can contribute to this country, not
just strategically but economically. This is not altogether surpris-
ing. A February 7, 1985, General Accaunting Office report on
issues affecting U.S. territorial and insular policy concluded, after
almost 2 years of study, that “The United States has no overall
strategy for encouraging economic development or promoting in a
comprehensive and consistent fashion the private sectors in most of
its territories.”

I resgectfully submit that with some fine tuning of sections
881(b), 935, and 936, particularly with respect to its application to
our Caribbean possessions, the details of which I suggest be the
subject of further discussions between our respective staffs and offi-
cials from the Treasury Department, President Reagan’s tax pro-
posal for the territories should serve as an integral component of a
new Pacific Basin economic strategy.

As Guam emerges from its archaic territorial status to that of a
modern commonwealth, in the midst of the most active interna-
tional trade arena in the world, the freedom to enact a fair and
reasonable tax structure will be critical, not only to Guam’s devel-
opment but to the Nation’s as well. There can be perhaps no more
effective deterrent to Soviet and other Communist insurgence in
the Western Pacific than a healthy, thriving American economy,
and it is Guam, again, which stands on our front line.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, sir.

Mr. de Lugo. A

[Mr. Blaz's written testimony follows:]
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MR. CHAIRMAN, I OFFER THE FOLLOWING OBSERVATIONS AND COMMENTS IN
GENERAL SUPPORT OF PRESIDENT REAGAN'S TAX REFORM PROPOSAL IN ITS
TREATMENT OF THE TERRITORY OF GUAM UNDER CHAPTER 1S.05.

IN ESSENCE, THE PRESIDENT'S PROPOSAL WOULD PERMIT GUAM TO
CONTINUE ADMINISTRATION AND ENFORCEMENT OF THE FEDERAL INTERNAL
REVENUE CODE, AS IT HAS UNDER THE "MIRROR SYSTEM®" SINCE 1950, UNTIL
SUCH TIME, AFTER JANUARY 1, 1986, AS THE TERRITORY ADOPTS ITS OWN TAX
CODE AS WOULD BE PERMITTED UNDER SUCH PROPOSAL.

THé“:;ESIDENT CORRECTLY NOTES, IN JUSTIFYING GRANTING SUCH
AUTHORITY TO THE TERRITORY, THAT U.S. POSSESSIONS GENERALLY DERIVE A
GREATEK PORTION OF THEIR REVENUE FROM INDIVIDUALS IN THE LOWER TAX
BRACKETS, AND SUBSTANTIALLY LESS FROM CORPORATIONS AND HIGHER INCOME
INDIVIDUALS. 1IN FACT, 958 OF GUAM'S TAXPAYERS FALL ON OR BELOW THE
$40,000 PER ANNUM INCOME TAX BRACKET. OUR PER CAPITA INCOME IS ONLY
$4,800 PER YEAR, $2,500 BELOW THE NATIONAL AVERAGE. OUR MEDIAN
HOUSEHOLD INCOME 18 $1,000 BELOW THE NATIONAL AVERAGE. 13% OF OUR
FAMILIES LIVE BELOW THE POVERTY LEVEL, 4% MORE THAN THE AVERAGE
NATIONWIDE. SO, AS YOU CAN SEE, AND AS THE PRESIDENT'S REPORT
RECOGNIZES, "OTHERWISE REVENUE NEUTRAL PROPOSALS THAT COMPENSATE FOR
LOWERING TAX RATES BY BROADENING THE TAX BASE MAY WELL NOT BE (AND ARE
NOT) REVENUE NEUTRAL IN A POSSESSION WHERE VERY LITTLE TAX 1S
COLLEC'TED FROM CORPORATIONS OR HIGHER INCOME INDIVIDUALS.®

THEREFORE, IN ORDER TO PROMOTE FISCAL AUTONOMY AND STABILITY IN
POSSESSIONS SUCH AS GUAM, THE PRESIDENT NOTES, "IT IS IMPORTANT TO
PERMIT EACH TO DEVELOP A TAX SYSTEM THAT IS SUITED TO ITS OWN REVENUE
NEEDS AND ADMINISTRATIVE RESOURCES." MR. CHAIRMAN, THE TERRITORY OF
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GUAM IS READY, WILLING AND ABLE TO DEVELOP ITS OWN TAX SYSTEM
COMPATIBLE WITH THOSE IN EFFECT, AT THE TIME OF ITS ADOPTION, IN THE
50 UNITED STATES AND THE NEIGHBORING COMMONWEALTH OF THE NORTHERN
MARIANA ISLANDS (CNMI) AND REFLECTIVE OF THE HIGHLY COMPETITIVE AND
ATTRACTIVE ENVIRONMENT FOR INVESTMENT OFFERED BY OUR NEIGHBORS IN
JAPAN, HONG KONG, TAIWAN AND THE ASIAN CONTINENT.

DEVELOPMENT OF SUCH A TAX CODE WILL, HOWEVER, TAKE TIME. AND
UNTIL SUCH CODE IS ENACTED INTO LAW BY THE GOVERNMENT OF GUAM, IT IS
OUR DESIRE, IN ASSUMING RESPONSIBILITY FOR ADMINISTRATION OF OUR OWN
TAX SYSTEM NEXT YEAR, PRESUMING CONGRESSIONAL APPROVAL OF THIS
PRONJISION OF THE TA} PROPOSAYL, TO CONTINUE APPLICATION AND ENFORCEMENT
OF THE IRC IN GUAM IN ITS CURRENT FORM. I STRESS RETENTION OF THE
CURRENT CODE BECAUSE WE ESTIMATE OVER $23 MILLION, ALMOST 15% OF OUR
ENTIRE LOCAL GOVERNMENT REVENUE, WOULD BE LOST WERE WE TO ADOPT THE
NEW RATE STRUCTURE AS OUTLINED ELSEWHERE IN THE TAX PROPOSAL. TO
ADOPT ON JANUARY 1, 1986, OR AT SOME DATE THEREAFTER, THIS NEW RATE
STRUCTURE WOULD BE COUNTER~PRODUCTIVE TO THE TAX PROPOSAL'S STATED
OBJECTIVE OF FISCAL AUTONOMY FOR THE TERRITORY AND SIMILARLY SITUATED
POSSESSIONS,

I SHOULD ALSO NOTE THAT THE PRESIDENT'S PROPOSED TREATMENT OF
GUAM IN THIS TAX PROPOSAL IS ENTIRELY CONSISTENT WITH THE LANGUAGE
CONTAINED IN GUAM'S DRAFT COMMONWEALTH ACT WHICH WILL LATER COME
BEFORE THIS CONGRESS FOR REVIEW AND CONSIDERATION, ARTICLE 6 OF THIS
DRAFT ACT, CURRENTLY UNDERGOING PUBLIC REVIEW IN GUAM, PROVIDES THAT
“THE INCOME TAX LAWS ENFORCED IN THE UNITED STATES OF AMERICA AND
THOSE HHICi MAY HEREAFTER BE ENACTED SHALL BE HELD TO BE LIKEWISE IN

55-630 0 - 86 - 2
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FORCE IN GUAM."™ 1IN AFFECTING THIS PROP&SAL WITHIN THE LANGUAGE OF THE
IRC, IT, IN EFFECT, BECOMES THE LAW OF GUAM UNDER THE COMMONWEALTH
ACT, RETAINING THE AUTHORITY TO "DE~LINK®* FROM THE PEDERAL IRC AND
ADOPT A LOCAL TAX CODE.

THAT GUAM SHOULD BE VESTED WITH THE AUTHORITY TO "PICK AND
CHOOSE" ITS OWN TAX CODE TO BE ADOPTED AT AN APPROPRIATE TIME, WHILE
NOT A NEW CONCEPT, IS CERTAINLY A SOUND ONE. IN JANUARY OF 1983, THE
DEPARTMENT OF THE INTERIOR POSED THE SAME OPTION TO THE GOVERNMENT OF
GUAM THROUGH THE OFFICE OF TERRITORIAL AND INTERNATIONAL AFFAIRS. AT
THAT TIME, THE GOVERNMENT OF GUAM'S RESPONSE WAS, AS IT WOULD BE NOW,
TO SUPPORT THE GRANTING OF TAX AUTONOMY TO THE TERRITORY WITH THE
RIGHT TO RBTAIN‘ADMINISTRATION OF THE CURRENT IRC.

UNANIMOUS SUPPORT FOR GUAM'S DE~LINKAGE FROM THE MIRROR TAX
SYSTEM WAS QFFERED RECENTLY BY THE GOVERNOR OF GUAM, THE, GUAM CHAMBER
OoF COHMBRCE: THREE GUAM LEGISLATORS, AND THE U.8. TREASURY DEPARTMENT
BEFORE A SEPTEMBER 10, 1985 HEARING OF THE JOINT ECONOMIC COMMITTEE'S
SUBCOMMITTEE ON MONETARY AND FISCAL POLICY. IN RESPONDING TO.
QUESTIONING FROM SUBCOMMITTEE CHAIRMAN, SENATOR STEVE SYMMS, AS TO THE
BASIS FOR PROVIDING SUCH TAX AUTONOMY TO GUAM, MR. STEPHEN SHAY,
DEPUTY INTERNATIONAL TAX COUNSEL FOR THE TREASURY DEPARTMENT, OFFERED
THE FOLLOWING EXPLANATION WORTH RECOUNTING HERE FOR THE RECORD:

THE INTERNAL REVENUE CODE IS A RIGHLY COMPLEX DOCUMENT
AND IS DESIGNED POR THE ECONOMY AS IT EXISTS IN THEC MAINLAND
UNITED STATES. GUAM'S ECONOMY HAS SOME CONSIDERABLY DIFFERENT
PEATURES, AND, OF COURSE, GUAM HAS A SPECIAL RELATIONSHIP
WITH THE UNITED STATES. IN COGNIZANCE OF THAT, WE FELT THAT
IT WAS MORE REALISTIC ECONOMICALLY AND PROBABLY BETTER FOR
THE MUTUAL INTEREST OF GUAM AND THE UNITED STATES TO ALLOW

GUAM TO ATTEMPT TO FASHION ITS OWN INCOME TAX CODE WHICH
WOULD BE SUITED TO ITS OWN NEEDS.
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WE HAVE SOME CAVEATS AND I THINK THEY'RE MUTUALLY AGREED

UPON BY GUAM AND THE UNITED STATES. THE CAVEATS ARE SIMPLY

THAT WE WILL BE BUILDING IN PROTECTIONS THAT WOULD PREVENT

GUAM FROM BEING USED AS A TAX HAVEN, VIS-A-VIS, INVESTMENT IN

THE UNITED STATES. UNDER OUR PROPOSAL, IF GUAM CHOOSES TO

REDUCE REVENUES TO ATTRACT INVESTMENT IN GUAM, THAT WOULD BE

PERPECTLY ACCEPTABLE AND OBVIOUSLY IS ONE OF THE CHOICES

THAT'S AVAILABLE TO THEM. IT IS NOT INTENDED THAT THE

PROPOSAL ALLOW NON-U,S, PERSONS TO OBTAIN BENEFITS FOR

INVESTMENTS IN THE UNITED STATES WHICH WOULD NOT BE AVAILABLE

TO OTHER U.S. TAXPAYERS,

THE SECOND REASON FOR TAKING THIS APPROACH IS THAT WE

HAVE HAD A HISTORY OF DIFFICULTY WHICH HAS BEEN, 1 THINK,

REGRETTABLE ON BOTH SIDES THAT DERIVES FROM THE VERY COMPLEX

INTERACTION OF APPLYING THE INTERNAL REVENUE CODE TO

TRANSACTIONS THAT INVOLVE GUAM, AND I THINK THAT THIS

PROPOSAL WOULD HELP SIMPLIFY THAT RELATIONSHIP AND AVOID

UNINTENDED COMPLEX PROBLEMS THAT HAVE OCCURRED IN THE PAST.

AN APRIL 19, 1983 HERITAGE FOUNDATION REPORT ENTITLED "HOW GUAM

CAN BECOME AMERICA'S HONG KONG" NOTED THAT, IN SEEKING PROSPECTIVE
INVESTORS FROM HONG KONG, THE PHILIPPINES, SINGAPORE AND THAILAND, ALL
PASSED MBASURES ATTRACTING S8UCH INVESTORS TO THEIR RESPECTIVE
JURISDICTIONS, THE REPORT HIGHLIGHTED GUAM'S LOCATION AS AN AMERICAN
TERRITORY, LESS THAN 3 HOURS PLYING TIME FROM HONG KONG, TORYO, SEOUL,
MANILA AND TAIPEI, YET, THE REPORT NOTED, °"GUAM LACKS THE SIMPLICITY
AND CONSISTENCY IN ITS TAX CODE NEEDED TO ENCOURAGE SIGNIFICANT
PORBIGN INVESTMENTS." IT NOTED FOR EXAMPLE, THAT THE APPEAL OF HONG
KONG'S LOW, SIMPLE FLAT TAX OF 15% ON INDIVIDUALS AND 16.5% ON
CORPORATIONS IN SPURRING ECONOMIC INVESTMENT AND GROWTH WAS SIMPLY NOT
FULLY APPRECIATED BY THOSE OF US IN CONGRESS.

THIS 1S OF PARTICULAR CONCERN TO US BECAUSE THE ASIA/PACIPIC
FOREIGN INVESTOR WILL BE THE PRIMARY SOURCE OF THE PRIVATE CAPITAL
NECESSARY TO FPULLY DEVELOP QUR LOCAL ECONOMY. A PURTHER INEQUITY IN

INTERNATIONAL TAX STATUTES PRESENTS A VERY REAL BARRIER TO THESE
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POREIGN INVESTORS.

AS YOU KNOW, THE TAX TREATMENT OF FOREIGN PERSONS DOING BUSINESS
IN THEVB.S. IS CONTROLLED BY TAX TREATIES., THESE TREATIES BETWEEN THE
U.S. AND ALL MAJOR TRADING NATIONS IN THE WORLD (INCLUDING JAPAN)
PROVIDE RELIEF FROM DOUBLE TAXATION AND WITHHOLDING TAXES DESIGNED TO
PREVENT AVOIDANCE OF THE U.S. TAX SYSTEM. THESE TAX TREATIES,
HOWEVER, DO NOT INCLUDE GUAM.

AS A RESULT, THE SAME ASIA/PACIFIC INVESTOR WILL PAY
SIGNIFICANTLY HIGHER TAXES TO GUAM THAN WOULD BE NECESSARY IF HE OR
SHE WERE DOING BUSINESS ANYWHERE ELSE, IN THE U.S, ADH!TTEDL?, THIS
EXPENSE CAN BE REDUCED THROUGH ELABORATE FINANCIAL AND CORPORATE
ARRANGEMENTS, BUT IT I8 AN ARTIPICIAL AND COSTLY EXERCISE, WE WOULD
BE BETTER SERVED TO HAVE THE SAME TAX TREATY PROVISIONS THAT APPLY TO
THE U.8. AS A WHOLE APPLY TO GUAM. THRIS WOULD PROVIDE AN ADDITIONAL
INCENTIVE FOR FOREIGN INVESTORS TO ATTEMPT THE NECESSARY BUT POSSIBLY
MORE MARGINAL VENTURES ON OUR ISLAND,

THE HERITAGE FOUNDATION REPORT PURT%FR UNDERLINED CONGRESS'
FAILURE TO FULLY APPRECIATE THE DIFFPICULTIES INVESTORS IN GUAM FACE IN
BEING SUBJECT TO EVERY CHANGE IN THE TAX LAW ENACTED BY CONGRESS AND
EVERY TAX RULING ISSUED BY THE TREASURY DEPARTMENT - EVEN THOUGH NO
GUAM REVENUES GO TO THE U.S. TREASURY. THE FOUNDATION CONCLUDED
ACCURATELY THAT "FOREIGN INVESTORS, ENTERPRENEURAL LOCAL BUSINESSMEN
AND MANY GUAMANIAN POLITICAL LEADERS RECOGNIZE THAT UNTIL THE STRAIGHT
JACKET OF THE MIRROR TAX SYSTEM 18 REMOVED, GUAM WILL NOT RIVAL OTHER
BUSINESS CENTERS OF ASIA. ...IF THE FEDERAL GOVERNMENT WERE TO ACT
QUICKLY TO REMOVE THE CURRENT OBSTACLES TO THE ISLAND'S DEVELOPMENT,
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IT COULD UNLOCK GUAM'S CONSIDERABLE POTENTIAL AND TRANSFORM THE
TERRITORY INTO A NEW HUB OF TRADE AND A PLATFORM AND SHOWCASE FOR
AMERICAN COMPANIES SEEKING TO DO BUSINESS IN THE ORIENT.*

AND, MR. CHAIRMAN, WE HAVE MOVED QUICKLY IN ATTEMPTING TO REMOVE
THOSE OBSTACLES TO OUR ISLAND'S DEVELOPMENT. I HAVE INTRODUCED H.R.
2225, AND REQUESTED AMENDMENTS TO H.R. 1562 AND S. 680, TO ENSURE THAT
TEXTILE PRODUCTS MANUFACTURED IN GUAM RIGHTFULLY CONTINUE TO BE
TREATED FOR TARIFF PURPOSES BY THE FEDERAL GOVERNMENT AS PRODUCTS OF
AN INSULAR POSSESSION, NOT OF THE FOREIGN COUNTRY FROM WHICH CERTAIN
RAW MATERIALS USED IN THEIR MANUFACTURE ORIGINATE. OUR LARGEST
MANUFACTURING INDUSTRY, A TEXTILE OPERATION EMPLOYING 400 GUAM
RESIDENTS, WILL BE CLOSED UNLESS THESE PROPOSALS RECEIVE YOUK FULL
SUPPORT.

I HAVE INTRODUCED R.R. 2224 WHICH WILL PERMIT OTHER MICRONESIANS,
CLASSIFIED UNDER OUR IMMIGRATION LAWS AS ALIENS, SERVING ON THE LARGE
TUNA FISHING FLEET BASED IN GUAM TO DISEMBARK AT OUR COMMERCIAL PORT -
A PRIVILEGE ALREADY ALLOWED CREWMEN ON BOARD FOREIGN FISHING-VESSELS.
WITROUT YOUR SUPPORT OF THIS MEASURE, THE OVER $43 MILLION THIS
INDUSTRY BRINGS INTO GUAM'S ECONOMY, INCLUDING OVER $4 MILLION IN TAX
REVENUES, WILL LIKELY BE LOST.

WORKING WITH THE SUPPORT OF THE GENERAL SERVICES ADMINISTRATION,
I HAVE INTRODUCED H.R. 2884, AND CALL YOUR ATTB&TION TO ITS SIMILAR
COMPANION, 8. 1441, WHICH WILL ALLOW OVER 5,000 ACRES OF EXCESS
FEDERAL LAND ON GUAM TO BE TRANSFERRED TO THE GOVERNMENT OF GUAM FOR
UsSE iN DEVELOPING OUR AGRICULTURAL, RECREATIONAL, TOURISM, AND
MANUPACTURING INDUSTRIES. VALUABLE PROPERTY ADJACENT TO OUR
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COMMERCIAL PORT WILL BE FREED FROM PROVISIONS WHICH PROHIBIT REVENUES
FROM LEASE OF SUCH PROPERTY FROM ACCRUING TO THE GOVERNMENT OF GUAM.

_ THESE ARE BUT A FEW EXAMPLES OF THE EFFORTS WE HAVE UNDERTAKEN
ALREADY TO PROVIDE AN ENVIRONMENT CONDUCIVE TO GROWTH OF OUR PRIVATE
SECTOR ON GUAM - BROADENING OUR TAX BASE AND ENSURING GREATER
STABILITY IN AN ECONOMY TRADITIONALLY DEPENDENT PRIMARILY ON HIL;TARY-
RELATED EXPENDITURES. WE RECOGNIZE THAT, THOUGH 9,000 MILES AWAY PROM
THE NATION'S CAPITAL, WE IN GUAM SHOULD SHARE, ALONG WITH OUR MAINLAND
COUNTERPARTS, IN BOTH THE BURDENS, AS WELL AS THE BENEFITS, OF
PARTICIPATION IN THIS GREAT DEMOCRACY OF OURS. _

WE HAVE SHOULDERED FAR TOO MANY OF THOSE BURDENS, FAR TOO LONG,
HOWEVER. OUR\BLDERLY, BLIND AND DISABLED ARE NOT ALLOWED
PARTICIPATION IN THE SUPPLEMENTAL SECURITY INCOME (SSI) PROGRAM
PROVIDED TO RESIDENTS OF ALL THE S0 STATES AND THE CNMI, THE LEVEL OF
MEDICAID BENEFITS OUR RESIDENTS RECEIVE I3 NOT CALCULATED IN
ACCORDANCE WITH THE NORMAL FORMULAS APPLIED TO THE STATES, BUT LIMITED
BY A CEILING IMPOSED BY FEDERAL LAW WHICH INCREASES SIGNIFICANTLY THE
AMOUNT OUR LOCAL GOVERNMENT MUST CONTRIBUTE TO OUR RESIDENTS' HEALTH
CARE.

y POREIGN-HULLED VESSELS MAY NOT SERVE GUAM FROM THE U.S. MAINLAND
OR HAWAII AS THE JONES ACT RESTRICTS SERVICE TO GUAM TO {.S. VESSBELS
ONLY. HOWEVER, WE SIT EQUIDISTANT FROM THE BUSTLING SHIPPING PORTS OF
TAIPEI, SEOUL, HONG KONG, MANILA AND JAPAN.

CURRENT CABOTAGE LAWS PRORIBIT THE MYRIAD OF INTERNATIONAL AIR
CAAR!BRS TRAVERSING OUR SKIES FROM CARRYING PASSENGERS BETWEEN GUAM
AND OTHER UNITED STATES DESTINATIONS. ONE OF ONLY THREE AIR CARRIERS
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SERVING GUAM WAS FORCED TO CEASE OPERATIONS RECENTLY BY THE PAA
BECAUSE OF VIOLATIONS OF NOISE REGULATIONS, REGULATIONS DESIGNED FOR
hETROPOLITAN AiRPORTS, NOT THOSE SUCH AS GUAM'S WHICH SERVE NAVY JET
FIGHTERS AND B-52'S ON A REGULAR DAILY BASIS.

OUR ONCE LARGEST INDUSTRIAL OPERATION, THE GUAM OIL AND REFINING
COMPANY, INC,, WAS FORCED TO CLOSE BECAUSE, EVEN UNDER PEDERALLY-
MANDATED S!IALL BUSINESS SET-ASIDE PROGRAMS, IT COULD NOT COMPETE WITH
MAINLAND SUPPLIERS ~ FOR SALE TO MILITARY INSTALLATIONS ON OUR OWN
ISLAND, LOST WERE ONE~QUARTER OF A MILLION DOLLARS IN INCOME TAX
REVENUES AND OVER A HALF MILLION DOLLARS IN BUSINESS PRIVILEGE TAXES.,

IN 1983, EFFORTS BY THE GOVERNMENT OF GUAM TO LEGITIMATELY FLOAT
SEVERAL HUNDRED MILLION DOLLARS IN ARBITRAGE BONDS IN AN ATTEMPT TO
DECREASE RELIANCE ON FEDERAL HANDOUTS AND SUBSIDIES, WERE THWARTED IN
MIDSTREAM BY AN EMERGENCY REGULATION OF THE U.S. TREASURY DEPARTMENT.
$13 MILLION IN POTENTIAL TAX REVENUES WERE LOST. AFTER DRAFTING A
COMPREHENSIVE DEFICIT ELIMINATION PLAN, AS MANDATED BY CONGRESS AS A
PREREQUISITE TO, AND IN ANTICIPATION OF, RECEIPT OF $37.5 MILLION IN
AUTHORIZATIONS, THE GOVERNMENT OF GUAM HAS NOT RECEIVED ONE PENNY FROM
CONGRESS IN APPROPRIATIONS, SUCH AUTHORIZATION EXPIRED LAST YEAR.
OVER $27 MILLION IN LOCKAL TAX REVENUES HAVE BEEN LOST OVER THE LAST
THREE YEARS SINCE IMPLEMENTATION OF THE TEFRA AND ERTA PROVISIONS
ALONE.

MR. CHAIRMAN, I COULD GO ON WITH FURTHER EXAMPLES, BUT THE POINT
1 WISH TO MAKE SHOULD BE CLEAR. GUAM IS A SPECIAL PLACE; IT DESERVES
SPECIAL ATTENTION. 1IN THE 9 MONTHS SINCE I WAS SEATED AS A MEMBER OF
THIS CONGRESS, 1 HAVE BEEN IMPRESSED, QUITE FRANKLY, WITH THE RESPECT
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AND COURTESIES EXTENDED ME AS A NON-VOTING DELEGATE. 1 DO NOT BBLIEVE
CONGRESS IS INATELY INSENSITIVE TO, OR BENIGNLY IGNORANT OF, GUAM'S
NEEDS, AS SOME WOULD ALLEGE. I DO SENSE, HOWEVER, A SUBSTANTIAL LACK
OF APPRECIATION FOR WHAT GUAM CAN CONTRIBUTE 70 THIS COUNTRY, NOT JUST
. STRATEGICALLY, BUT ECONOMICALLY. THIS IS NOT ALTOGETHER SURPRISING.
A PEBRUARY 7, 1985 GENERAL ACCOUNTING OFFICE (GAO) REPORT ON "ISSUES
AFPECTING U.S. TERRITORIAL AND INSULAR POLICY® CONCLUDED, APTER ALMOST
2 YEARS OF STUDY, THAT "THE UNITED STATES HAS NO OVERALI, STRATEGY FOR
ENCOURAGING ECONOMIC DEVELOPMENT OR PROMOTING IN A COMPREHENSIVE AND
CONSISTENT PASHION THE PRIVATE SECTORS IN MOST OF ITS TERRITORIES.®

1 RESPECTFULLY SUBMIT THAT, WITH SOME PINE TUNING OF SECTIONS
'881(B), 935 AND 936 (PARTICULARLY WITH RESPECT TO ITS APPLICATION TO
OUR CARIBBEAN POSSESSIONS), THE DETAILS OF WHICK I SUGGEST BE TRE
SBUBJECT OF FURTHER DISCUSSIONS BETWEEN OUR RESPECTIVE STAPFS AND
OPFICIALS FROM THE TREASURY DEPARTMENT, PRESIDENT REAGAN'S TAX
PROPOSAL FOR THE TERRITORIES SHOULD SERVE AS AN INTEGRAL COMPONENT OF
A NEW PACIFIC BASIN ECONOMIC STRATEGY. AS GUAM EMERGES FROM ITS
ARCHAIC TERHITORIAL STATUS TO THAT OF A MODERN COMMONWEALTH, IN THE
MIDST OF THE MOST ACTIVE INTERNATIONAL TRADE ARENA IN THE WORLD, THE
FREEDOM TO ENACT A FAIR AND REASONABLE TAX STRUCTURE WILL BE CRITICAL
NOT ONLY TO GUAM'S DEVELOPMENT, BUT TO THE NATION'S AS WELL. THERR
CAN BE PERHAPS NO MORE EFFECTIVE DETERRENT TO SOVIET AND OTHER
COMMUNIST INSURGENCE IN THE WESTERN PACIFIC THAN A HEALTHY, THRIVING
AMERICAN ECONOMY, AND IT 1S GUAM, AGAIN, WHICH STANDS ON OUR FRONT
LINE, } ’

" THANK YOU.
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STATEMENT OF HON. RON de LUGO, DELEGATE, TERRITORY OF
THE VIRGIN ISLANDS

Mr. pE Luco. Thank you very much, Chairman Packwood.

Let me apologize to you and to Senator Long for my tardiness.
There is a bit of traffic out there, and it took me longer to get over
from the House side than I had anticipated.

Let me thank you for the courtesies of having us before your
committee this morning on the tax reform proposal, and let me ad-
dress myself very briefly just to one subject. I will be very brief.
First of all, I would like to ask that my detailed formal statement
be made a part of the record.

The CHalRMAN. Without objection.

Mr. pE Luco. Thank you very much, Mr. Chairman.

Very briefly, let me associate myself with the statements that
were made by my colleague the Resident Commissioner of Puerto
Rico, Jaime Fuster, and also Delegate Ben Blaz, regarding 936,
which reflects itself in our area as 934. The retention of this is
paramount, I believe, to our area. And that has really worked for
the United States in the Caribbean area; but I am sure that the
Governor of Puerto Rico will address himself to that.

I would like to address myself to just one subject, and it is some-
thing that may not even make itself all the way over here to the
Senate; but it is of critical importance to the U.S. Virgin Islands. It
is something that has just come up as a staff option before the
Ways and Means Committee on the House side, and that is a pro-
%)sal to eliminate the mirror system on taxation as applied.to the

.S. Virgin Islands.

Now, the people of the U.S. Virgin Islands have always taken
considerable pride in their status as part of this country. And
whether it is essential to the relationship or not, the mirror of the
Internal Revenue Code is perceived in our area as an important
facet of this Union. To suggest such a radical change to the struc-
ture of the Territory's relationship with the Federal Government
in the context of massive tax reform, I believe i inappropriate.

YWhat is particularly disturbing about the pro elimination of
the mirror system of taxation is that it appears to be born of a lack
of interest in sorting out the tax issues related to continuing the
mirror, compounded by the lack of time given the pressure to re-
solve the national tax problems. In other words, it is just easier to
not face up to the problem and just eliminate it that way.

I believe that a proposal to eliminate the mirror system for the
Virgin Islands cannot be adequately analyzed in the context of tax
reform legislation currently under consideration. Such an issue
should be considered by both the committees with direct jurisdic-
tion over the Territories, and the tax committees, and this can only
be realistically done in the context of separate legislation.

Furthermore, the President has Fropom no such change for the
Virgin Islands under Treasury-Il. Instead, the President’s proposal
suggests modifications of the mirror, rou%hly based on discussions
that have been going on for a period of 2 years between the Gov-
ernment of the Virgin Islands and the Treasury Department here.
So, I believe that actually this will be resolved and will not even
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get over here to the Senate; but it is of such importance to us that
I just wanted you to be alerted to it.

I thank you for your courtesy.

[Mr. de Lugo's written testimony follows:]
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STATENINT 3Y O LE LUCO, 14.C.
SEFORE TIE FHICE CORAITTLE
Gl ]
COWIRET ENS IVE TAX ICFOIRa
AS 1T AFFECTS THE WIITED STATES VIKGIN 1SLANDS

OCTOBER 3, 1985

thr. Chairman und>Dis1inguished hermbers of the Comittee, |
appreciate this opportunity to discuss with you the proposed tox
reform us it would affect the United St;ies Virgin Islunds. ivost
siynificant from the Virgin Islond; perspective is the proposal,
currently before the Wuys and Medns Committee, 1o eliminate the
mirror system of taxation as applied to the Virgin Istands. Any
tax policy consideration which may have mititated in favor of
this solution pales in comparison to the territorial policy

stutenent nade,

The people of the Virgin Islands hove always taken
considerable pride in their status as part of this count(y.
Whether essential to that relutionship or not, the mirror of the
Internal Revenug Code is perceived as an important facet of this
union. To suygest such a radical change in the structure of the
territory's relaotionship with the federal government in the

context of massive tax reforin is, | sugyest, inappropriate.

Vhat is particularly disturbing about the proposed
elimination of the mirror system of taxation is that it appears
to be born of a lack of interest in sorting out the tox issues

related to continuing the mirror, compounded by the lack of time
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given the pressure to resolve the national tux problems. |
submit, therefore, that o proposal to climinate the mirror tax
system cunnot be adequately analyzed in the context of the tax
reform legislaotion currently under consideration. Such an issve
should be considered by both the comnittees with direct
jurisdiction over the territories und the tax committeces, and

this can only realistically occur in separate leyislation.

Furthernore, the President has proposed no such chanye for
the Virgin Islands under Treasury |l. Instead, the President's
proposal. suyyests mnodifications of the mirror, rouyghly based on
discussions, over a period of two ycors, with the govermn%nt of

the Virgin Islands.

| urge this Commitiee not to ddopt any propoiol that would
eliminate the mirror system of taxation as it applies to the U.S.
Virgin Islands. Such a proposal is alienating for the people of
the Virgin Islands, and raises questions of territorial policy
which | do not believe the federal governnent is prepared to

answer.

This fundanental concern raised, | will go on to discuss
matters relating to the continuation of the mirror, und ways in
which the laws effecting the mirror may be umended in the spirit

of falrness, simplicity and growth,

The Governor of the Virgin Islunds has consulted on the

impact of the President's proposal, which, | repeat, does not
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suyycest a termination of the mirror, with a tusk force in the
Viryin Islands couposed of representatives from his stuff and
cabinet, from the business comnunity and from my staff. The task
force recommendations ure reflected in the Governor's written
statement. | fully endorse the reconnendations made in that

statement.

As the Governor will discuss in some detail, the reform of
the mirror suyyested in the Treasury 1l proposal for individual
toxpayers in the Virgin |sioﬁds meets the Administration
objectives of fairness ond simplicity, without inhibiting the
economic growth of the territory. This is not frue with regard
to the corporate tax provisions. Outright repeal of the
"inhabitant rule", set out in section 28(a) of the Revised
Organic Act, would (I) require U.S. corporations doing
substantially all of their business in the Virgin lslands to pay
U.S. tax on their V.l. source income for the first time, and (2)
contrary to current law, require o V,Il. or U.S. inhaubitant
corporation to pay tax on its U.S5. source income to the U.S
rather than to the Virgin Islands. In discussing modifications
of the "inhabitant rule" over the bost few years, the Virgin
Islands government and the Trecury Department agreed, in
principal, that this outcome was o reasonable solution, provided
both the U.S. and Virgin !slands corporations operating in the
Virgin Islonds could benefit from the dividends .received
deduction currently enjoyed by the other insular areas, and
assuming continued benefits under 936. No proposal to replace

the 936 benefits with a wage credit was intimated.
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The Treasury |l proposal to replace the existing 236
benefits with a wagye credit is desiyned to otirocl fubor
intensive as opposed to capital intensive industry to the U.S.
insvular areus. For the Virgin Islunds, repeal of the "inhabitant
rule" means that section 934(b) benefits as applied to U.S.

-corporations in the Virgin Islands would be replaced with the
section 936 wage credit., The waye credit would cut off qualified
U.S. investment in the U.5. insulur areas on the premise that the
investment does not yield sufficient jobs in relation to the
revenues foregone by the United States. DBut the analysis
provided is artificial. Treasury Il does not tuke into account
the énploynwnt generated by industries which support the existing
936 and 934(b) firms. The tox incentives provided to the U.S.
insular arcas exist because Congress has recognized-that it is
difficult for U.S5, jurisdictions, especially those offshore, to
coanpete for labor intensive investment. Lubor intensive industry
willing to consider an offshore location will generaily loock for
areas which promise freedom from federul regyulation and low
wages, in addition to low levels of taxation. It is unlikely
that the wage credit will be sufficient to offset the drow to
foreiygn countries. Further, the proposed credit would not bLe
applicable to the most obvious labor intensive industries in the

insular areas, hotels or other tourist related industry.

The Ways and Means Conmittee is considering legisiation that
would retain the 936 tax credit, with modifications as applied to

intangibles and pussive income. This would be far more workable
for the Virgin lIslonds, if 936 is to apply to U.S5. corporations

in the Virgin Islands., iNonetheless, without the concurrent
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ability to repatriote tux-free curnings to o U,5. shareholder or
parent, modivicution of the "inhabitont rule” yields o

disincentive to U.5. investment through locul corporate entities.

This yeuar the Administration pluns to submit enterprise zone
legislation to the Congress similar to that introduced last
year. The enterprize zone legislation that we have seen consists
of u series of tax incentives targeted at economically depressed
malnland jurisdictions, and desiyned to provide the answer to
their economic problems., The samwe principal obtains for the
Virgin Islunds and the other U.S. insular areas. Through section
28(0) of the Revised Oryunic Act ond Code sections 934(b) and
935, Congress hus put in place tax incentives which form the
basis for industriol developinent in the insular arcas. These'
incentives flow from the unique relationship euch of these ureas
hus developed within the United States, and respond, in part, to
the problems this coﬁntry's offshore jurisdictions face in
attructing industry. The Administration's interest in enterprize
zones demonstrates its confidence in the need for targeted
incentives such as those | ask you to continue for the insular

areas of the United States.

o

In the spirit of tax reform, the Virgin Islonds propos;s
several positive steps that could be taoken to enhance this
territory's economy, without an impact on federal revenves. In
addition to the corporate chanygyes initially agreed upon, as $
discussed above, Treasury |l suggests that the Virgin Islands
shouid be encouraged to attract foreign investment. The proposal

- would permit the Virgin Islands to reduce the Virgin Islands tax
fiability of a non-U.S5. controiled corporation on Virgin isiunds
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und foreign source incoine without reyard to the gross incone
tests under section 934(b) of the Code, «nd reduce the 30 percent
withholding tax on certain investment income earned by non-U.S.
controlled persons. This would enuale the Virgin Islands to
compete for capital intensive us well us labor intensive foreiygn
investment. It is consistent with the situation in other U.S.
insulur areas which are not subject to the mirror. | do believe,
however, that, in addition to encouraying foreign investment, it
is important to keep the channels for U.S5. investment in thesec
U.S. areas open, The Virgin Islands clearly wants to maintain
its American character. This concern has played its part in the
territory's decision to hold on to the mirror, and should
militate in favor of maintaining incentives for American

investment.

| know that the Administration has created the momentumn for
tax reform through its Treasury proposals. | believe that as the
Congress looks closely at Treusury |l there will be itens
offecting individual and corporate toxes that do not stand up to
the test of fairness, simplicity or the fostering of growth. |
submit -that the changes proposed for section 28(a) of the Revised
Organic Act and section 936 are not beneficial under this test,
nor do they achieve what may ultimately be the litmus test of tax
reform in that they would net a revenue loss for the Treasury.
The United States will, in one form or another, .remain
responsibie for the welfare of its insular areas. We ask for the

opportunity to achieve economic health by working for it. We
aolso ask for -the opportunity to develop our economies through a
thqughtful exchange which encormpasses this couptt?'s interest in

the future of its insular arcus as well us its desire for a

pristine tax code.

Fie
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The CHAIRMAN. Let me ask you a question about the mirror.
Puerto Rico, of course, has its own tax system now; it doesn’t use
the mirror.

Mr. pE Luco. Right.

The CHAIRMAN. The other three of you, at the moment, are usin
the mirror. Only the Virgin Islands, as I understand it, is oppo
to the change but, correct me if I am wrong, all the change does is
allow you to adopt your own tax system, doesn’t it?

Mr. pE Luco. Senator, Puerto Rico has never had the mirror.

The CHAIRMAN. Right.

Mr. Sunia. American Samoa does not have the mirror.

Mr. pE Lugo. And the Territory of Guam, as was stated here
today by their Delegate, their determination is that they would like
to write their own tax system, their own tax plan. We in the
Virgin Islands do not want to do this, for a number of reasons. We
feel that the Federal tax plan is seen as a sign of stability; we feel
that if we were to get into writing the tax plan and developing this
complex plan at this time, that it would further slow down invest-
ment in the U.S. Virgin Islands.

The CHAIRMAN. Even if you,did nothing but, on your initiative,
say, “We adopt the U.S. Tax Code?” I mean, you would be at liber-
f.{ to adopt, in essence, the mirror if you wanted, as I understand
it. :
Mr. pE Luco. Yes, that is true, Mr. Chairman, we could do that,
but we prefer to stay with the mirror.

The CHAIRMAN. Let me go down the line now and start with you,
Mr. de Lugo, and ask: What is the unemployment in your respec-
tive areas?

Mr. pE Lugo. The unemployment in the Virgin Islands, I believe,
is in the area of 8 percent at the present time.

Mr. SuniA. We have a similar percentage.

The CHAIRMAN. About 8?

Mr. Sunia. Yes, sir.

Mr. FusTeR. Close to 23 percent.

Mr. BLaz. We are 9 to 12 percent, sir. It vacillates.

The CHAIRMAN. I am curious: Why the extraordinary difference
in Puerto Rico? Can you tell us why?

Mr. Fuster. Well, Mr. Chairman, to begin with, there are close
to 3.5 million people in an island that is 100 miles long and 36

. miles wide. You would have to put nearly all of the population in

the world in the mainland to have a population density like the
one we have. This is clearly not the case in any other of the U.S.
insular jurisdictions.

But it is also a combination of many complex factors, the basic
one being, of course, overpopulation. But we have economic circum-
stances that make it very difficult to have a really viable economy.
There are things such as the following:

It is very difficult, for example, to develop . i:r agricultural
system when we have to compete with neighboring islands that do
not have to pay Federal minimum wages, that do not have to ag)lg
U.S. environmental regulations, that do not have to apply U.S.
health, OSHA, regulations, that do not have to use the most expen-
sive bottoms in the world to transport the goods from Puerto Rico
to the main market, which is the mainland, and back and forth.
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Together with a number of factors, those are what I would say are
the basic difficulties inhernt the basic economic infrastructure.

Then, throughout the 1i'earﬁ; we have suffered a number of specif-
ic circumstances, like the oil crisis of the 1970's, which brought
about the reallocation of the distribution of oil and caused our pe-
trochemical industry to completely disappear. Then we lost thou-
sands of jobs.

The increased access to the U.S. market which has occurred for
developing countries as the Nation has liberalized its historic trade
laws has also put us in a very difficult situation to compete success- -

fully.

Nforeover, the recession in the United States is always felt in
Puerto Rico in a more drastic way. For example, our tourism has
been deeply affected by it.

So, it is a combination of very, very complicated factors that
have led to our unemployment situation. However, I would like to
point out two things: If anything has worked in that very dismal
picture it is section 936. It 1s the only mechanism that has allowed
us, while jobs are being lost in other sectors, to have a considerable
increase in employment in Puerto Rico. We think this framework
that I have been describing is in fact the only thing that apparent-
ly has been working in Puerto Rico during the last few years in
terms of creating employment.

The CHAIRMAN. Mr. de Lugo.

Mr. pE LuGo. Mr. Chairman, as a neighbor of Puerto Rico let me
say, first of all, that 936 in Puerto Rico is seen as a tremendous
success story in the Caribbean. It is viewed as that by everyone in
the Caribbean.

Second, the biggest problem that Puerto Rico has had has been
very well articulated by the resident commissioner, but the biggest

roblem is the dense population, and let me say that that came
ome to me.

I just returned from Siberia, a trip with Chairman Udall, and as
you know the Soviets are making every effort to get people out into
the Siberian area to develop it. They have made every effort over a
long period of time. I was impressed by the vastness of the area, it
is just huge, and the richness of the area. But with all of this
effort, the total population of this vast area is only 2.7 million. And
immediately, in my frame of reference, I thought about the small
island of Puerto Rico with over 3 million people in that small land
area. If Puerto Rico had one one-hundredth of the resources of Si-
beria, Puerto Rico would really be on top of the world.

Mr. Fuster. Mr. Chairman, if I may add just one little statistic,
we have, as ] said, from 22 to 23 percent unemployment now; but
the best studies that we have been able to conduct lead us to be-
lieve that, if we didn’t have section 936, our employment now
would be closer to 40 percent than 22 percent. I think that gives
you an idea of how important section 936 is for us, even in the very
dismal circumstances that we are experiencing right now.

The Chairman. Thank you.

Senator Long.

Senator LoNG. Mr. Fuster, is it necessary to have the same mini-
mum wage for Puerto Rico that we have for the United States?
You don’t have the same climate for heating and housing to keep
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people inside in the wintertime that you have on the mainland of
the United States. Is it appropriate that the minimum wage in
Puerto Rico be the same as it is in the United States?

Mr. Fuster. Well, sir, we certainly want our workers to make
the best salaries possible. And as a general principle, we would like
them to get the minimum wage or even better. But I must admit
that there are many people in Puerto Rico who believe that the ap-
ﬁlication, the full apﬁlication, of minimum wages to Puerto Rico

as been a factor that has negatively affected our capacity to

create jobs.

The people I represent politically in Puerto Rico have always
been very interested in maintaining flexibility along those lines;
but I think it is a fait accompli. 1 cannot imagine any kind of polit-
ical scenario that would make it possible for us to go back to the
time when we had a flexible system. Minimum wages have been
established in Puerto Rico for a number of years now and, unless
you have a way of imagining how we could change, I find it very
difficult to believe that we could get the Congress to do it.

Senator LonG. Well, I am just looki;f for answers. The thought
that occurs to me is that we established a minimum wage because
we wanted to assure that working tpeople would not be in poverty.
The idea was not to put them out of work.

We are having a similar problem with our trade situation here
in the United States. That 1s why we have the textile bill that is
pending on the floor of the Senate right now. We have somewhat
paralle]l problems in our sugar industry. The question that bothers
me is, should we really require the same minimum wage for Puerto
Rico that we require for the mainland United States? -

Suppose someone wants to make an investment. He is deciding
where to put a textile plant, or a garment plant. Right next door to
Puerto Rico is the Dominican Republic>’where 85 cents an hour is
about the going rate for wages, is it not? You could hire good labor
over there.

Mr. FusTeR. Around that. It is a lot less than the fair minimum
wage, to be sure. }

nator Long. Now, how on God’s green earth do we expect
somebody to put his plant—let’s say that he has somethini that is
labor-intensive—in Puerto Rico and pay $3.25 an hour when you
;an jl;xst go a little closer to the United States and pay 85 cents an
our .

Mr. Fuster. Well, Senator Long, let me suggest that it would
take a revision of the whole structure of conditions that affect the
Puerto Rican economy* because it is not wages alone, it is using the
most expensive bottoms in the world to transport our goods, it is
dealing with all kinds of very expensive environmental regulations,
it is dealing with the energy costs in Puerto Rico. We are 100 per-
cent oil dependent, because we have no coal. We have no other way
to produce electricity to run the plants. That is why we believe
that a much simpler way to go is to maintain what we have had as
a good experience for development, and that is precisely section
936. In other words, in Puerto Rico 936 has worked, and we now
have proposals for the future to make it work even better.

I don’t think we have to get involved in a very complicated
scheme to try to regulate all existing regulations regarding salaries
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and the environment, et cetera, when we have a simple way out—
that is, to give us the opportunity to make a better use of 936,
which is basically what we are claiming for now.

Senator LonGg. Well, I am not concerned about section 936 and I
am planning to vote with you on it. What I am thinking about is
the other problem: You have too many people out of work. We do
in Louisiana, also. But you are not from Louisiana, you are from
Puerto Rico. You came here to tell me about your problems. What
I want is some answers. We've got plenty of problems up here—
more than we can finance the way it is now—we are looking for
answers. I am trying to figure out how we can help you provide
some jobs for your people.

Section 936, as I see it, does provides jobs in manufacturing, and
things like that. However, those tend to be the jobs paying $10 an
hour or something like that. But you have a bunch of people who
can’t get $3.25 an hour.

How can we help you provide jobs for the people who can’t even
get the minimum wage?

Mr. FusteR. Well, my only response, Senator, is that some flexi-
bility in that field would probably help; but I don’t think it would
be substantial. And we do hold an aspiration that as many of our
workers should make the best salaries possible. It is a very compli-
cated problem to try to solve it simply along those lines.

I am sorry I can’t give you a better answer.

Senator LonG. Thank you.

Mr. de Lugo, I have been around here for 36 years, but I am not
familiar with the expression you are using about the “mirror.”
Would you mind explaining what you mean by that?

Mr. pe Luco. I think you are setting me up, Senator. [Laughter.]

I think I am going to leave now. [Laughter.]

Senator Lonag. It would be good if you would explain just what
you mean by that. [Laughter.] -

Mr. pE Luco. The Federal tax system is applied to the Virgin Is-
lands as our local tax system. It mirrors completely whatever the
Federal tax system is, but it is viewed as a local tax, or a State tax,
or a territorial tax. We use the Treasury Department or the Feder-
al forms. The law is applied just as you apply it here on the main-
land. So, it is referred to as “the mirror system.”

Senator LonG. Basically, you are just saying to a taxpayer,
‘“‘Here is the same form that you would pay to Uncle Sam?”’

Mr. pE Luco. Right.

Senator LoNnG. You just give the money to the territorial govern-
ment instead of to Uncle Sam. Is that it?

Mr. pe Lugo. That is exactly it.

Senator LoNG. I see. Thank you.

Mr. Sunia. Mr. Chairman, may I make one point?

The CHAIRMAN. Mr. Sunia. .

Mr. SuniA. I make the point in my written testimony, but I
would touch on it briefly again, gnd tKat is, while we have been
speaking only on section 936 this morning, I would like to say that
in its totality the President’s proposed tax package for the territo-
ries, so far as American Samoa is concerned, is quite acceptable to
us. Our only concern and our only problem is in the area of this
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particular 936; but the package as a whole, I think, is going to
work well for my territory.

Thank you.

The CHAIRMAN. Thank you.

Any other comments?

Mr. Braz. Mr. Chairman, I might as well put in my 2 cents’
worth also, since these fellows from the Atlantic are taking too
much time here. [Laughter.]

Sure, I think the lesson that is obvious to all of us here since we
have been here in the Congress is that the tendency and the
penchant—in fact, sometimes the obsession—for the Federal Gov-
ernment to treat all of the territories as one may well have to be
reexamined, because we are substantially different in our structure
and in our location and in our economy.

And in my own case, in the American Territory of Guam, being
located where it is in the Pacific Basin, with the enormous amount
of emphasis being put out there, we do have an entirely different
problem. - ‘

Just to reemphasize, I want to associate myself, strongly, one
more time with the President’s proposal. We want the structure to
remain current for a while; but we do want to delink at a future
time. And it is very important to us if we were to realize any kind
of self-autonomy.

Thank you, sir.

The CHAIRMAN. Gentlemen, thank you very much. I have no
more questions.

Now we have two Governors with us, the Honorable Rafael Her-
nandez Colon and the Honorable Juan Luis, the Governor of
Puerto Rico and the Governor of the Virgin Islands, respectively.

Let me thank you both for the many courtesies that have been
extended to me when I have been in your areas. I have been there,
both places, many times and on occasion have had some dealings
with the Government, and needed some private help on occasion.
You have been very, very receptive. ‘

Governor Colon. 8

STATEMENT OF HON. RAFAEL HERNANDEZ COLON, GOVERNOR,
COMMONWEALTH OF PUERTO RICO

Governor CoLoN. Thank you, Mr. Chairman. It is a real pleasure
to be here today.-Thank you for the opportunity to bring to you the
position of the Commonwealth of Puerto Rico on an issue of para-
mount importance to the well being of 3 million Puerto Ricans.

Section 986 and its predecessors in the Tax Code have been de-
signed to attract investment for the development of Puerto Rico’s
economy, which is severely handicai)ped by overﬁopulation, lack of
resources, and affected by Federal legislation which increases our
cost of production and transportation,

Section 936 works. It permits the Government of Puerto Rico to
forgo taxes on income earned in Puerto Rico in a way that stimu-
lates employment and sustains our economic development. It ac-
counts for at least 80 percent of existing jobs in Puerto Rico. It gen-
erates 40 percent of the funds in deposit in the Puerto Rico bank-
ing system. It reduces the welfare burden that would otherwise fall
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on the U.S. Treasury. Compared to our neighbors in the Caribbean,
we have achieved, through 936, an economic miracle; but the perca-
pita income of our citizens, $4,096, is still less than one-third the
U.S. average and less than half that of the poorest State.

Yet, the administration proposes changing 936 to an untried and
considerably less potent alternative, the wage credit, at a time
when Puerto Rico is hurting as a result of the fallout of adverse
economic factors. _

The oil shocks of the early seventies and the change in oil alloca-
tion rules cost Puerto Rico thousands of jobs in their refinery in-
dustry. The full application of the U.S. minimum wage, environ-
mental, and other costly regulatory requirements, has increased
Puerto Rico’s cost of labor, production, and transporation, and im-
peded the ability of Puerto Rico's products to compete in the
United States and in foreign countries.

These factors, along with the steep price in energy costs and the
substantial lowering of U.S. tariffs that previously had protected
Puerto Rican goods coming into the United States created an eco-
nomic environment in which section 936 prevented a major reces-
sion; but, nonetheless, unemployment shot up to 22 percent.

Section 936 is cost effective. The net fiscal costs of 936 to the
Treasury is only $376 million, not the $1.7 billion figure used in the
tax expenditure analysis in Treasury-II. The net fiscal benefits of
Section 936, approximately $880 million, are at least 2.3 times its
net fiscal cost to the Treasury. :

The administration recognizes, as did the Congress as recently as
1982, that using the Tax Code to enable Puerto Rico to attract U.S.
companies is both essential and appropriate. Yet, Treasury-II pro-
poses to replace this income-based incentive which has been used
successfully for the past 50 years with an untried wage-based credit
of dubious value,

We in Puerto Rico have asked ourselves, and I hope you will ask
yourselves, why this new and dangerous experiment with the
Puerto Rican economy and the welfare of thousands of Puerto
Rican families, when section 936 has been proven effective and its
full potential has not yet been tapped?

The Commonwealth of Puerto Rico is committed to maximizing
job creation through section 936. I campaigned and won last No-
vember on a platform that affirmed that the full potentials of sec-
tion 936 remained untap and that the pool of capital created by
the interplay of United States and Puerto Rican law could be used
more creatively and productively. From the moment I took office in
January, my administration has been engaged in a m?_jor effort to
augment the benefits of 936. We have established financial ar-
rangements that will extend the maturity of 936 finance invest-
ments and target those funds into productive real investment in
areas such as agribusiness and construction.

For example, we have created a $220 million mortgage trust
which will finance at lower than market rates 5,000 housing units
per year, thereby solving our housing ;’E(:blem and revitalizing our
much depressed construction industry. Through this vehicle we will
create 18,000 new jobs, 23 percent in the construction employ-
ment—important in Puerto Rico with 22 percent unemployment.
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In my inaugural address I committed the earnings of section 936
corporations deposited in the Government Development Bank as a
consequence of 936 and our loan law to a strategy of shared region-
al development for the Caribbean. Financing is now made available
on favorable terms for new plants in Puerto Rico, to corporations
ready to invest their own funds in twin plants, complementary
manufacturing facilities, on other Caribbean Islands. The twin-
plant program, therefore, uses section 936 earnings as an incentive
for companies to make investments in the Caribbean Basin region.

We now have commitments from 24 section 936 companies to
make twin-plant investments, provided section 936 remains un-
changed. These projects would generate $114 million of investment,
nearly 15,100 direct and indirect jobs in Puerto Rico and its neigh-
boring Caribbean countries, and approximately $568 million annual-
ly in total employee compensation in CBI countries.

The CHAIRMAN. Governor, I am going to have to ask you to con-
clude, because we hold our witnesses to 5 minutes.

Governor CoLoN. Yes, Senator.

So, this is basically the testimony. Given the chance, we expect,
through our policies, to enhance the use of 936 to address our basic
problem of unemployment, which is at 22 percent.

- Thank you very much.

The CHAIRMAN. Thank you, Governor.

Governor Luis.

[Governor Colon’s written testimony follows:]



TESTIMONY
OF
THE HONORABLE RAFAEL HERNANDEZ COLON,
GOVERNOR GF THE COMMONWEALTH OF PUERTO RICO
BEFORE THE
SENATE FINANCE COMMITTEE HEARINGS
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POSSESSIONS AND ITS TERRITORIES
OCTOBER 3, 1985

I appear before you today with an urgent message
from the more than 3 million United States citizens who live
in the Commonwealth of Puerto Rico and their 2 million broth=
ers and sisters living in the United States. Their message is
simple: Keep Section 936 unchanged. This Section and its
predecessors in the tax code have been designed to attract
investment for the development of Puerto Rico's economy, which
is severely handicapped by overpopulation, lack of resources,
and affected by federal legislation which increases our costs
of production and transportation but does not burden our
surrounding Caribbean Basin countries.

Replacing Section 936 of the Internal Revenue Code
with a wage credit will devastate our economy, threaten over
90,000 direct jobs in 936 companies, endanger the viability of
our banking institutions, deny us access to mortgage money for
our homes, and put an immediate halt to our unique and timely
opportunity to energize the Caribbean Basin Initiative. Their

‘message must be heard. Repeal of Section 936 would not add
revenues to the Federal treasury. Repeal of Section 936 would
cause high technology companies to favor foreign countries

over Puerto Rico. Repeal of Section 936 would force
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approximately 50,000 Puerto Ricans to flee to the United
States, and trigger a substantial increase in Federal welfare
outlays. K

Stction 936 works. It permits the Government of
Puerto Rico to forego taxes on income earned in Puerto Rico in
a way that stimulates employment and sustains our economic
development. It accounts for at least 30% of existing jobs in
Puerto Rico. It generates 40% of the funds on deposit in the
Puerto Rico Banking system. It reduces the welfare burden
that otherwise would fall on the United States Treasury.
Compared to our neighbors in the Caribbean, we have achieved _
through 936 an economic miracle, but the per capita income of
our citizens, -$4,096, is still less than one~third the U.S.
average and less than half that of the poorest state. Yet,
the Administration proposes changing the 936 incentive to an
untried and considerably less potent alternative.

Unemployment in Puerto Rico is at 22% because the
past ten years witnessed a series of adverse economic factors
that no tax incentive could have overcome. ‘The oil shocks of
the early 1970's and the\change in o0il allocation rules cost
Puerto Rico thousands of jobs in the refinerQ industry. The
full application of U.S. minimum wage, environmental and other
costly regulatory requirements have increased Puerto Rico's
coasts of labor, production, and transportatlon, and impeded
the ability of Puerto Rico's products to compete in the U.S,
and in foreign countries. These factors,AQIOng with a steep

rise in energy costs and the substantial lowering of U.S.
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tariffs that previously had protected Puerto Ricaﬂ>goods
coming into the U.S., created an economic environment in which
only the preservation of Section 936 can prevent a major
recession.

Despite this urgent need for Section 936, the
Administration justifies replacing it with a wage credit by
asserting that Section 936 costs the Federal Treasury too much
in foregone revenues for the amount of benefits it produces.
Yet, even the Administration admits in its current tax reform
proposal that repeal of Section 936 will not result in any
immediate gains to the U.S. Treasury. In fact, according to
Treasury revenue estimates, the repeal of Section 936 proposed
by the Administration would actually add to U.S. budget
deficits in the first two years. Thus, I can only conclude
that the heart of the Administration's proposal is based upon
its allegation that the benefitsxderived from Section 936 are
inadequate.

In response to this allegation, my primary focus
today\is on the benefits of Section 936 ~ not simply to the
Commonwealth qf Puerto Rico, but also to the United States and
the entire Caribbean Basin region. More specificglly, my goal
is not merely to point ocut the significant past benefits of
Section 936, but rather to demonstrate the elements of a
concerted plan to multiply those benefits in both breadth and
. extent. I assert that the full potential of Séction 936
remaing untapped, that Section 936 funds can'be used creative-

ly to reduce unemployment dramatically in Puerto Rico, and
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that Section 936 can be the vehicle through which the economic
and political stability of the Caribbean Basin region may be
ensured.

My Administration commissioned a_study by indepen-
dent economists to compare the costs to the U.S. Treasury of
Section 936 with the benefits of retaining Section 936 in its
present form. These economists have concluded that the net
fiscal cost to the Treasury is only $376 million, not the $1,7
billion figure used in Treasury's tax expenditure analysis.

In fact, the net fiscal benefits of Section 936, approximately

$880 million, are 2,34 times its net fiscal cost to the

Treasury. The study also concludes that repeal of Section 936

B L

and its substitution by a wage credit would increase unemploy~
ment in Puerto Rico by at least 61,000,

The Commonwealth of Puerto Rico is committed to
maximizing job-creation through Section 936. I campaigned and
won last November on a platform that affirmed that unemploy-
ment in Puerto Rico could be cut dramatically by more cre-
atively using the pool of capital generated by the interplay
of U.S, and Puerto Rico law. Section 936 funds should be
directed not so much to the financial system but towards real
inveﬁtment through private industry in our economy. A major
element of vital importance to that commitment is the current
ta# exemption under Section 936 for Qualified Possessions
Source Investment Income. This is the income derived by
Section 936 corporations from placing their étarnings in

investments that are exempt from tax under Puerto Rico's
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Industrial Incentives Act. Puerto Rico's exemption requires
that funds be invested only in eligible depository institu-
tions as defined by regulations.

The earnings of Section 936 corporations now account
for over 40% of total deposits in Puerto Rico's commercial
banks, and for 25% of the resources of Puerto Rico's savings
and loans. In view of éheae statistics, my administration has
been engaged in a major effort to requlate and maximize the
use of these Section 936 earnings to promote investment in
Puerto Rico and its neighbor Caribbean countries.

In my Inaugural Address, I committed the earnings of
Section 936 corporations deposited in the Government Develop-
ment Bank as a consequence of 936 and our own law to a strate-
gy of shared regional development for the Caribbean, Financ-
ing is being made available on favorable terms for new plants
in Puerto Rico to corporations ready to invest their own funds
in "twin plants" -- _complementary manufacturing facilities --
on other Caribbean isiands. The twin-plant program therefore
uses Section 936 earnings as an incentive for companies to
make investments in the Caribbean Basin region,

We'now have commitments from twenty-four Section 936
companies to make twin plant investmentg, provided Section 936
remains unchanged. These projects would generate $114 million
of investment, nearly 15,100 direct and indirect jobs in
Puerto Rico and its neighbor Caribbean ccuntries, and approxi-
mately $58 million annually in total employeé compensation in

Puerto Rico and Caribbean Basin countries., Six of these
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commitments involve the creation of plants and jobs in Grenada
by pharmaceuticéligirms. These six commitments represent $4.2
million, or 3.4 tihes the level of investment already under-
taken or committed to under the CBI, and 430 total jobs, or
2.4 times as many jobs as under CBI. Our twin-plant program
also allows non-Section 936 companies to make use of Section
936 funds in the Caribbean Basin. For example, commitments in
Jamaica would provide factories and housing =-- one of that
nation's most desperate needs ~-- by prefabricating units in
Puerto Rico and financing them with Section 936 funds. In
Dominica, ouf twin-plant program would make it possible for
farmers to sell all of their fruit rather than leaving it to
rot on their trees.

Given the chance, we will bring new investments
creating thousands of new jobs to the Caribbean Basin where
unemployment is the ally of instability -- and a thriving free
enterprise can become a bulwark against tyranny. Our program
would strengthen the national security of the United States
and reduce dramatically the opportunity for subversive influ-
ences to overtake the Caribbean. We will call on all our
educational institutions, on all our business and managerial
skills, on the idealism of the young to assist us in this
endeavor.

. Our plans to expand the benefits of Section 936 are
not limited to Caribbean investments, but extend to major
areas of need in the Puerto Rican economy. We have estab-

' lished financial arrangements that will extend the maturity of
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936-financed investments, and target these funds into produc-
tive real investments in areas such as agribusiness and
construction. For example, we have created a $220 million
Mortgage Trust which will finance, at lower than market rates,
5,000 housing units per year, thus giving further assistance
to our housing problem and revitalizing our much depressed
construction industry. Through this vehicle we will create
18,000 new jobs.

Today, 936 funds provide substantial assistance to
our housing needs, our construction industry, and, perhaps
most importantly, our baﬁking industry. Over 50% of total
construction loans and mortgages provided by Puerto Rico's
thrifts, which are responsible for fifty percent of all
construction loans and 75% of home mortgages in Puerto Rico,
are represented by section 936 fd@ds on deposit. The low cost
of Section 936 funds has effectively lowered the cost of home
financing in Puerto Rico, and otherwise has decreased the cost
of borrowing for commercial, industrial and agricultural loans
from a pre~1976 rate well above prime to 2/3 of a percentage
point below prime. Thus, our banks and thrifts are passing
936 benefits on to customers.

Other current benefits of Section 936 funds, ‘as
estimated by our commissioned economic study, include an
additional 3,000 jobs in the financial sector derived from
Section 936 deposits; and savings of $32 million to the Puerto

Rico Government on interest on its debt. Thls latter savings
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results from the requirement that 20% of Section 936 funds be
invested in Government obligations,.

These observations demonstrate that the benefits,
both proven and potential, from Section 936 are vast. 1In
contrast, its cost to the U.S. Treasury is negligible. 1In
fact, the Administration's proposal to repeal Section 936
would not increase U.S. tax revenues. According to Treasury
revenue estimates, the Administration's proposal actually
would add to U.S. budget deficits in the firsé two years.
Moreover, possessions corporations could continue to operate
free of U.S. tax by operating through a subsidiary incorporat-~
ed in a foreign country. However, many of these corporations
would not remain in Puerto Rico, as the Treasury Department
has acknowledged on numerous occasions., According to our
commissioned economics study, as many as 50% of the jobs now
existing in Section 936 corporations in Puerto Rico would be
removed from Puerto Rico as a result of repealing Section 936
‘in favor of a wage credit. The vast majority of these jobs
would be relscated to the Far East,

Thus, while  producing no new tax revenues, the
repeal of section 936 would cost Treasury hundreds of millions
of dollars annually in increased unemployment and other
transfer payments, in response to a severe plunge in the
Puerto Rican economy. Migration of unemployed Puerto Rican
workers to crowdled job markets in the U.S. mainland would add

to the fiscal problems of state and local goVernments.
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The Administration's proposal states that the 1982
tax cost of Section 936 per employee was more than $22,000.
To be meaningful in predicting the tax cost of Section 936 per
employee under comprehensive tax reform, this figure must be
adjusted to reflect the reduction in credits attributable to
intangible income arising from the TEFRA reforms, the reduc-
tion in corporate tax rates in the Administration's proposal,
the increased transfer payments that would be required by
repeal of Section 936, and the losses from corporate reloca-
tion or reincorporation occasioned by repeal, Our commig-
sioned economic study estimates based on these adjustments
that repeal of Section 936 in favor of a wage credit would not
increase U.S. Treasury net revenues by more than $376 million
annually. This is equivalent to a cost based on 81,000
persons directly employed by Section 936 manufacturing compa-

nies, as estimated in Treasury's Fifth Report on the Operation

and Effect of the Possessions Corporation System of Taxation

(1985), of $4,600 per direct employee. When the number of
employees is expanded to take account of the indirect employ-
ment effects of Section 936, the cost per employee is even
less.

When this modest cost per “employee is weighed
against all the benefits of Section 936, including an estimat-
ed average wage per employee of $15,000, the wide range of
benefits to the financial sectcr, additions to the revenues of
the Puerto Rican Govermment, aid to the Puerto Rican construc-

tion industry, availability of"low-cost housing loans,
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increased employment, and the vast potential for an innovative
and effective Caribbean Basin Initiative, only one conclusion
is possible: Section 936 must be preserved, Just as impor-
tantly, the consistent challenges to the existence of Section
936 must end. Constant amendment of the tax laws relating to
Puerto Rico undermines the confidence and stability that is so
essential to our ability to attract new investment and new
jobs in Puerto Rico., The current uncertainty itself has the
potential to chill our program for investment in the
Caribbean, .

The Joint Committee on Taxation, in its Tax Reform
Options for Consideration by Committee on Ways and Means
(September 36, 1985), supports the preservation of Section
936, and so appears to recognize the importance of Section 936
for both economic and national security reasons. However,
when I look more closely at the Joint Committee's Tax Reform
Options, I realize very quickly‘that its proposal would
substantially alter two elements of Section 936 -- the passive
income exemption, and the cost sharing method of accounting
for intangibles -- that could jeopard%ze those economic and
national security benefits,

The Tax Reform Option limits the Section 936 credit
allowed with respect to passive income to one-half of the U.S.
tax on such income. TEFRA has already reduced the amount of
passive income that may be received by a 936 company from 50
to 35 percent of its gross income. The conséquences of taxing

the limited amount of passive income which remains allowable

55-630 0 - 86 ~ 3
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can be easily predicted. All of the substantial benefits I
have described today that currently flow to Puerto Rico as a
result of the passive income exemption would be drastically
reduced, as the incentive for companies to invest Section 936
funds in Puerto Rican investments is reduced. Thus, our $220
million mortgage trust would be in jeopardy, our ability to
finance home mortgages and construction loans at favorable
rates would be significantly reduced, and thé stability of the
banking system as_a whole would be put at risk.

Perhaps more importantly, a limitation on the
passive exemption could deal a fatal blow to Puerto Rico's
opportunity to use Section 936 funds to support and signifi~
cantly bolster the Caribbean Basin Initiative through its
twin-plant program. I must emphasize that the pool of funds
that forms the bhasis for our twin~plant initiative would not
exist in the Government Development Bank in the absence of the
passive income exemption. Thus, the Joint Committee's Option
for Section-936 strikes at the very essence of our plan.

The Joint Committee's proposal to repeal the
cost-sharing method of accounting for intangibles, enacted
just three years ago, could cause a éubstantial reduction in
investment and employment in Puerto Rico. The profit split
method is extremely difficult for many companies, particularly

.those in the electronics industry, to use. More importantly,
a 50-50 profit split is inappropriate for companies, such as
semiconductor manufacturers, that sell to industrial customers

‘“rather than the general public. Their profits do not result
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from trade marks, trade names or other marketing intangibles
but depend almost entirely on the price and reliability of
their products. It would be arbitrary and unrealistic to
allocate 50 percent o;\khe ﬁrofits of such companies to
marketing intangibles.

No convincing evidence has been presented that the
cost sharing method has been abused or utilized by Section 936
companies in contravention of Congressional intent. The
reason for rebealing cost sharing is not abuse but administra-
tive convenience. The Internal Revenue Service would prefer
that a 50-50 pgofit split be imposed on all companies so that
it will not have to determine profits allocable to manufactur-
ing in Puerto Rico on a case~by-case basis, However, this
difficulty faced by the Internal Revenue Service in adminis-
tering>the cost sharing method is no different than the
difficulty it faces in allocating profits in transactions
between U.S. companiés and their foreign affiliates under
Section 482 of the Internal Revenue Code. The Treasury does
not propose to impose mandatory profit split percentages in
these foreign transactions.

Ironically, by not providing a realistic alternativé
to the profit split method, the Joint Committee's'Option
serves to discourage from operating in Puerto Rico those very
companies that provide the greatest economic benefit to the
island -- i.e. those companies whose profit is derived largely
from tangible costs incurred in Puerto Rico and from manufac-

turing intangibles. These companies may be aﬁle to achieve a
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better profit split in foreign countries under Section 482
than the 50-50 profit split they would be allowed in Puerto
Rico. With the electronics industry, a major employer in
Puerto Rico in the 1980's, currently facing difficult economic
times, this consideration could become crucial in company
" decisions on where to locate or relocate manufacturing facili-
ties. Puerto Rico will lose investments and jobs as a result,
On behalf of the people of Puerto Rico, I ask the
Congress to give my Administration the opportunity to show how
creatively and constructively 936 can be used if left un-
changed. We ask Congress to join our alliance for prosperity
-~ to assist us in earning a new place in the world economy -~
and to gain for the United States a new place of honor in the

history of the Caribbean.
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STATEMENT OF HON. JUAN LUIS, GOVERNOR, TERRITORY OF
THE VIRGIN ISLANDS

Governor Luis. Thank you, Mr. Chairman.

Mr. Chairman and distinguished members of the Senate Finance -
Committee, I am pleased to have this opportunity to testify on the
administration’s proposal to reform the mirror income tax system
in force in the U.S. Virgin Islands, by which the U.S. Internal Rev-
enue Code serves as our local territorial Tax Code.

I also wish to thank this committee again for its past assistance
to the Virgin Islands.

Mr. Chairman, at the outset let me say that I take strong excep-
tion and strongly oppose recent suggestions by certain staff mem-
bers that all-of the U.S. possessions be delinked from the mirror
system. This suggestion appears to stem from an erroneous as-
sumption that delinkage would simplify the task of drafting com-
prehensive tax reform legislation.

All territories, however, are not alike, either economically, geo-
graphically, or culturally. Thus, while certain U.S. territories have
expressed a preference to delink from the mirror system, the
Virgin Islands has determined that the existing tax structure, with
certain modifications, provides us with the most efficient and fair
means to raise revenue for the support of the territorial govern-
ment. It is efficient, in that it means that the Virgin Islands can
use all of the IRS forms, regulations, and precedents, without
having to develop our own from scratch. With only 105,000 people,
we ﬁre simply too small to reinvent the IRS and all of its paper-
work.

It is fair, in that it means that U.S. citizens in the Virgin Islands
will file the same IRS form 1040 as their counterparts on the main-
land, and, within defined limits, pay the same level of tax.

In short, despite certain problems which can be resolved and im-
provements which can be made, the mirror system has basically
served the Virgin Islands well since it was first established in 1921,

With this in mind, I am pleased to note that the Virgin Islands
has been conducting beneficial discussions with the Treasury De-
partment over the past 2 years regarding certain reforms in the
mirror system.

I am also pleased to note that the administration recognizes the
difference between the territories and agrees that the tax system
suited to one is not necessarily suitable for the other U.S. territo-
ries.

In brief, the Virgin Islands strongly supports the administra-
tion’s proposed changes in the mirror system with respect to the
taxation of individuals. By treating the United States and the
Virgin Islands as domestic to each other, qualified by appropriate
tax administration and coordination provisions, the administration
proposal will eliminate many of the inequities of existing law as
well as strengthen the ability of the Virgin Islands Bureau of Inter-
nal Revenue to enforce the territory’s income tax laws.

On the other hand, the Virgin Islands strongly opposes certain
aspects of the administration proposal reluted to the taxation of
corporations.
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In particular, the Virgin Islands opposes the proposed amend-
ment of section 28(a) of the Virgin Islands Revised Organic Act,
which would subject the Virgin Islands source income of corpora-
tions legally resident in the territory to direct U.S. tax for the first
time.

First, this aspect of the administration proposal would unilateral-
ly alter longstanding principles that have successfully governed the
tax relationship between the United States and the Virgin Islands.

Second, it would inhibit the Virgin Islands’ ability to achieve eco-
nomic self-sufficiency and future economic growth.

And third, these significant losses to the Virgin Islands would
not be counterbalanced by any significant revenue gain to the
United States. -

While the administration has proposed substituting the inhabit-
ant rule with a wage credit patterned after the proposal for Puerto
Rico, the Virgin Islands joins Puerto Rico in opposition to the
wage-credit substitute. The administration proposal would accord
many existing investments in the Virgin Islands less favorable tax
treatment than under current law and would cause many compa-
nies to move out of the Virgin Islands. Indeed, the mere existence
of the administration proposal has caused a number of U.S. inves-
tors to delay or cancel plans for establishing manufacturing oper-
ations in the territory.

Finally, I wish to note the importance of eliminating the arbi-
trary restrictions on foreign investment in the Virgin Islands. I am
pleased to note that Treasury has not been able to find any tax
policy or technical objections to permitting the Virgin-Islands to
reduce the Virgin Islands’ tax liability of a non-United States-con-
trolled Virgin Islands corporation on its Virgin Islands source
income.

My administration looks forward to working with the members
and staff of this committee to develop our proposal to encourage
foreign investment in the Virgin Islands, without tax or revenue
consequences to the United States.

Thank you very much, Mr. Chairman.

The CHAIRMAN. Thank you, Governor.

[Governor Luis’ written testimony follows:]
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MR. CHAIRMAN AND DISTINGUISHED MEMBERS OF THE SENATE
PINANCE COMMITTEE, I am pleased to have this opportunity to
testify on the Administration’s proposal to reform the income tax -
system in force in the U.S. Virgin Islands and the tax
relationship between the United States and the Virgin Islands
(the "Administration Proposal®™). The Administration Proposal
reflects a substantial effort to make the Virgin Islands income
tax system simple} and fairer, while encouraging economic growth
in the Territory.

The Administration Proposal, however, is only partially
successful in achieving its stated goals with respect to the

virgin Islands. The Virgin Islands strongly supports the
‘ Adnministration’s proposed changes with respect to the taxation of
individuals. By treating the United States and the virgin
Islands as domestic to each other, qualified by appropriate tax
administration and coordination provisions, the Administration
Proposal will eliminate many of the inequities of existing law,
as well as strengthen the ability of the Virgin Islands Bureau of
Internal Revenue to enforce the Territory’s income tax laws.

on the other hand, the virdin Islands strongly opposes
certain aspects of the Adainisgtration sroposal related to the
taxation of corporations. In particular, the virgin Islands
opposes the proposed amendment of Section 28(a) of the vi:giﬂ
Islands Revised Organic Act which would subject the Virgin

Islands source income of corporations legally resident in the



69

Territory to direct U.S. tax for the first time. First, the
Administration Proposal would unilaterally alter long-standing
principles that have successfully governed the tax relationship
between the United States and the Vvirgin Islands. Second, it
- would inhibit the Vi;gin Islands ability to achieve economic
self-sufficiency and future economic growth. And third, these
significant losses to the Virgin Islands would not be
counterbalanced by any significant revenue gain to the United
States. Indeed, certain of the proposed changes with respect to
corporations would violate the agreement in principle reached
just last year between the Virgin Islands Government and the U.S.
Treasury Department on comprehensive reform of the U.S.-
Territorial tax relationship. Moreover, the Administration
Proposal would accord the Virgin Islands with less favorable tax
treatment than that which the United States has proposed for
certain of the non-U.S. trust territories in the Pacific.

- For purposes of clarity, my statement is divided into three
sections. First, I will provide a.brief statutory overview of
the Vvirgin Islands’ income tax system and the existing tax
relationship between the United States and the Virgin Islands.
Second, I will summarize the Administration Proposal and analyze
its impact on both individuals and corporations in the Virgin
Islands, And, third, I will present the Virgin Islands proposal

for Territorial tax reform.
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I. The Mirror System of Taxation: ‘A Statutory Overview

In 1921, Congress established a separate taxing structure
for the U.S. Virgin Islands by requiring the virgin Islands to
administer the income tax laws of the United States as the Virgin

Islands te;ritotial income tax.1

In 1954, Congress enacted the
Virgin Islands Revised Organic Act which governs the federal
telationship between the Virgin Islands and the United States.
Section 28(a) of the Revised Organic Act clarifies the tax
relationship between the two taxing jurisdictions and allocates
taxing responsibilities with respect to persons who are
"inhabitants" of the Virgin Islands, In particular, Section
28(a) provides: .
) [Inhabitants of the Virgin Islands] shall
satisfy their income tax obligations under the
taxing laws of the United States by paying
their tax on income from all sources both
within and without the Virgin 1slands into the
Treasury of the Virgin Islands.
48 U.8.C. §l1642.
Thus, under Section 28(a) of the Revised Organic Act, all
- Virgin Islands persons, including (1) individual residents of the

virgin 1slands, (2) virgin Islands corporations, and (3)

1/ Naval Apptogriations Act of 1922, 48 U.8.C. §1397. The
effect of the Naval Appropriations Act was to "mirror"
the U.S. Internal Revenue Code (“Code") in the Vvirgin
Islands, whereby the words "Virgin Islands" are -
substituted for the words "United States" (hereinafter
-the "Mirror Code" or "Mirror System of Taxation").

. Under the vt:gin Islands Mirror Code, the virgin Islands
and the United States constitute two separate taxing
jurisdictions, each foreign to the other,
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qualified U.8. corporations which have a significant presence in
the Virgin Islands, satisfy their U.S. income tax obligations by
paying tax on their worldwide income to the Virgin Islands
(hereinafter the "inhabitant rulq”). In order to prevent tax
sheltering of U.S. source income and other potential abuses,
Congress added Section 934(a) to the Internal Revenue Code, which
prohibits the virgin Islands from granting relief, directly or
indirectly, from Virgin Islands income tax. At the same time,
however, the Congress established exceptions to this general
prohibition in order to encourage legitimate, desirable and
needed investment in the Virgin Islands. Under Section 934(b) of
the Code, the Vvirgin Islands is permitted to subsidize income
taxes on non-U,.S8. source income of a U.S. or a v1tg§n Islands
corporation that derives at least 80 percent from V.. sources

and at least 65 percent2

of its gross income from the active
conduct of a trade or business in the Virgin Islands ("Section
934(b) corporations"). Similarly, under Section 934(c), the
Virgin Islands is perniéted to subsidize the income tax of an
individual citizen of the United States who is a bona fide

resident of the Virgin Islands during the entire taxable year.3

2/ The 65 percent active trade or business test was
increased from 50 percent by the Tax Equity and Piscal
Responsibility Act c£-1982.

3/ 8ubsection (f) of Section 934 provides an additional
exception for foreign sales corporations.
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II. The Administration Proposal
A. Taxation of Individuals

1. Current Law

Under current law, a resident of the Vvirgin Islands is not
required to file a U.S. income tax return or pay withholding or
estimated tax to the United States. Instead, a V.I. resident
satisfies his U.S. income tax obligations by filing a Virgin
Islands income tax return and paying tax to the V.I. on his
worldwide income. The Virgin Islands administers the Mirror Code
income tax with respect to its own residents, but the Virgin
1slands does not receive all information returns related to such
individual’s non-V.I. source income. The Internal Revenue
Service ("IRS") can send to the Virgin Islands informution
returns for individuals who :éport a V.I. address, but has no way
of identifying the information returns of V.I. residents who do
not report a V.I. address. The Virgin Islands is thus at a
disadvantage, relative to the United States, in ensuring the
reporting of income derived by a V.I. resident from sources
outside of the Territory.

_In addition, the United States iz treated as foreign to the
virgin Islands under current law, with the consequence that
certain tax benefits are denied to V.I. residents. For example,
a V.I. resident may not join with a U.S. resident to form a
Subcéhapto: 8 corporation. Similarly, a V.I. resident may not
claim an exemption for a dependent resident in the United States,

nor file a joint return with a spouse residing in the U.S.
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At the same time, an individual who is a resident or

~7 citizen of the United States, but who is not a resident of the _
Virgin Islands, is treated as a non-resident alien for purposes
of V.I. income tax laws. This treatment of U.S. citizens and
residents as foreign results in several harsh tax consequences.
For example, the standard deduction, or zero bracket amount, does
not apply. The I' 5. resident’s V.I. business losses cannot be
used to offset '..I. source non-business income. And married
individuals ¢ -unot file a joint return and are therefore subject
to the highe. rates applicable to a married individual filing
separately. -

2. Administration Proposal - Individuals

The Administration Proposal would eliminate the inequities -
inherent in treating an individual resident of one jurisdiction
as a non-resident alien in the other (i.e., as foreign) by
applying rules of "qualified domestic reciprocity" for purposes
of determining the income tax liability of such person to each
respective jurisdiction. Specifically, the Administration
Proposal would treat the Virgin Islands as part of (or domestic
to) the United States for the purpose of determining an
individual’s U.8. income tax liability and would treat the United
States as part of (or domestic to) the Virgin Islands f&t the
purpose of determining Virgin Islands income tax liability.

The proposed changes also include the following income

allocation rules: An individual qualifying as a bona fide Virgin




Islands resident on the last day of the taxable year (determined
under general principles under the Internal Revenue Code) would
continue to pay tax to the yirqin Islands under the Mirror Code
on his worldwide income and would have no final tax liability for
such year to the United States. Any -taxes withheld in the United
States from payments to such an individual, and any estiﬁ‘ted tax
payments nado_by such an individual to the United States, would
be covered into the Virgin Islands Treasury and would be credited
against the individual’s Virgin Islands tax liability. A virgin
Islands resident deriving gross income from sources outside of
the Virgin Islands would list all items of such income on an
attachment to his Virgin Islands return. Information contained
on these attachments would be conpileq by the virgin Islands
Bureau of Internal Revenue and transmitted to the IRS,
Transmission of this information to the IRS will permit full
matching of U.S. information returns with V.I. tax returns and
thus facilitate compliance with V.I. tax laws.

A citizen or resident of the United States (other than a
bona fide Virgin Islands resident) deriving income from the -
virgin Islands would compute his tax liability to the virgin
Islands for the taxable year as a percentage of his U.8. tax
liability on his worldwide income. The percentage will be equal
to the share which the taxpayer’s adjusted gross income derived
from Virgin Islands sources comprises in relation to his

worldwide adjusted gross income. Such an individual would file
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‘identical income tax returns with both the United States and the
virgin Islands. The individual’s Virgin Islands tax liability
would be credited against his U.S. tax liability. Thus, while
the Virgin Islands would derive all tax revenues on such a
person’s Virgin Islands source income, his overall tax liability
(i.e., U.S. and V.I. tax liability combined) would be unaffected.

In the case of a joint return filed by a couple where only
one spouse qualified as a bona fide resident of the Virgin
Islands, resident status of both spouses would be determined by
reference to the status of the spouse with the greater adjuciad
§toss income for the taxable year. Rules for the payment to the
virgin Islands of estimated taxes by a U.S. resident would also
be provided.

In addition, the Administration Proposal provides that
consideration would be given to permitting the virgin Islands to
reduce the V.I. tax liability of certain foreign persons in order
to stimulate additional economic activity in the Territory. This
proposal is discussed in greater detail below.

3. Analysis - Individuals

The Administration Proposal incorporates substantially all
of the reforms with respect to the taxation of individuals
originally sought by the Virgin Islands during previous
negotiations with the Treasury Department. The application of
"qualified domestic reciprocity" to determine income taxation

rights and responsibilities, with these clearly defined income
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allocation r..es, is the product of those negotiations. This
approach effectively eliminates many of the complexities and
inequities otherwise inherent under the Mirror Code.

The Ad:.inistration Proposal preserves for the Virgin
Islands the revenue advantages of current law and significantly
strengthens the ability of the Virgin Islands to enforce its tax
laws. It also provides potential new sources of ecoromic
activity in the Territory by permitting reduced taxation of
foreign persons. 1In short, the provisions relating to taxation
of individuals constitute long overdue reform and should be
enacted.

B. Taxation of Corporations

1. Current Law ,

Under current law, a V.I, corporation or a U.S. corporation
"inhabitant" in the Vvirgin Islands satisfies its U.S5. income tax
liability by paying tax on its worldwide income to the Virgin
Islands. In order to attract investment in the Virgin Islands
and to achieve the necessary broadening of its economig base, the
virgin Islands has adopted a local industrial incentive program
for qualified corporations which meet the gross income tests of

Section 934(b),‘ as well as certain local criteria (hereinafter

4/ Code Section 934(b) requires that a v.I. or U.S.
corporation must derive at least 80 percent of its gross
income from V.I. sources and at least 65 percent of its
gross income from the active conduct of a trade or
business in the V.I. in order to be eligible for the
local industrial incentive progranm.
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the "934(b) Industrial Incentive Program”). In general, under
the 934(b) Industrial Incentive Program a U.S. or V.I.
corporation which invests substantial capital and employs Virgin
Islands residents is eligible for rebaées of up to 90 percent of
income taxes paid and exemptions from various other local _taxes.

A V.I. corporation or a U.S, corporation inhabitant in the
virgin Islands is required only to file a Virgin Islands return
on its worldwide income. A U.S. corporation, not inhabitant in
the virgin Islands but which derives income from the active
conduct of a trade or business in both the Virgin Islands and the
United States, must file both a V.I. and a U.S. return.

Under Section 28(a) of the Revised Organic Act, a Vvirgin
Islands corporation satisfies its U.S. tax obligations by paying

5 to

tax on its worldwide income, including U.S. source income,
the virgin Islands. However, dividends received by a U.S.
shareholder which-are paid out of the V.I. earnings of a Virgin

Islaqu corporation are not eligible for a dividends-received

S/ The inhabitant rule thus allows the Virgin Islands to
tax the U.S. source income of a qualified inhabitant
corporation., The legislative history of the 1954
Reviged O:ganic Act makes clear that this provision was
specifically enacted as a revenue measure, i.e., it was
intended to allow the Virgin Islands to increase its
income tax revenues in order to operate its local
government and to avoid having to petition Congress for
ad hoc annual agproprtations. Because Section 934
expressly prohibits the Virgin Islands from subsidizing

. the U.S. source income of any V.I. inhabitant, Section -
28(a) does not allow U.5. persons to escape tax on U.S.
source income. Under the Mirror Code, fu 1 tax on such
income is merely paid to the Virgin Islands Treasury
rather than the U.S. Treasury.
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deduction under Code Section 243, and thus are taxable by the
U.S. at regular U.S. rates. 1In other words, notwithstanding
Section 28(a), a V.I. corporation, like any other foreign
corporation, is exempt from U.S. tax only to the extent that its
earningﬁ are not repatriated to the U.S.

V.1. corporations (as foreign corporations) are liable for
the U.S. 30 percent withholding tax on paéaive or investment
income earned by foreign cotporati&hs. However, under Code
Section 881(b), a V.I. corporation is treated as domestic\to the
U.S. for the purposes of this tax (and thus is not subject to
such 30 percent withholding tax) if (1) less than 25'perccnt in
value of its stock is owned by foreign persons, and (2) at least
20 percent of its income is derived from sources within the
virgin Islands. The application of the 30 percent withholding
tax to income earned by non-qualified V.I. corporations is
intended to prohibit the Virgin Islands from hecoming a tax-free
conduit for unrestricted foreign investment in the United States.

Similarly, Code Section 957(c) provides that a virgin
Islands corporation shall not be considered a controlled foreign
corporation (the Subpart F income of which would otherwise be
taxed currently to its controlling shareholders) if at least 80
percent of its groes income is derived from Virgin Islands
sources and 50 percent of its gross income is derived from the
active conduct of a trade or business in the Virgin Islands.

Seétion 957(c) operates as a corollary to the inhabitant rule
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which provides that a V.I. corporation satisfies its U.S. income
tax liability by paying tax on its worldwide incom®, including
Subpart F-type income, to the Virgin Islanus. The effect of this
provision is to prevent double taxation of such income by both
the v.I. and the U.S.

A U.S. corporation which is an inhabitant of the Virgin
Island56 is also exempt from U.S, tax on its worldwide income.
Unlike a V.I. corporation, however, a U.S. corporation inhabitant

in the Virgin Islands is considered "domestic" to the U.S. and

“thus dividends received by a U.S. shareholder from a qualified

U.8. corporation are eligible fer a Section 243 dividends-
received deduction. Thus, the income of a U.S. corporation which
is an inhabitant of the virgin Islands is exempt from current
U.8. tax and may be tepatriatfd to a U.S. corporate shareholder

tax-free.

i

6/ 1In Revenue Ruling 80-40, the IRS indicated that a U.S.
corporation would be considered an "inhabitant” of the
Virgin Islands if it (1) meets the gross income tests
under Code Section 934(b), (2) conducts all significant
business operations in the Virgin -ITslands, (3) holds all
shareholder -eotings in the v.I., and (4) has officers
that are V.. residents.

&
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2. Administration Proposal

Under the Administration Proposa1,7 the inhabitant rule
under Section 28(a) of the Revised Organic Act would be amended
so that U.S. source income of a V.I. corporation or a U.S.
corporation inhabitant in the Virgin Islands would be subject to
U.S. tax (rather than V.I. tax) for the first time. In addition,
elimination of the inhabitant rule for corporations would mean
that a U.S. corporation deriving substantially all of its income
from V.I. sources would be subject to U.S. tax on both its V.I,
and U.S. earnings. A V.I. corporation, in addition to a U.S. -
corporation, that derives income from the active conduct of a
trade or business in both the Virgin Islands and the United
States would now have to file a tax return in both jurisdictions.

In lieu of the inhabitant rulé which exemptd qualified U.S.
‘éorporations from current u:s. tax, the Administration Proposal
would provide a permanent wage credit for such U.S. (but not
V.I.) corporations operating in the Territp:y.‘ Under the
Administration plan, a U.S. corporation could elect a wage credit
equal to 60 percent of wages, up to the Federal minimum wage
amount, plus 20 percent of such wages paid above the Federal

ninimum wage amount, subject to an overall wage cap per employee

1/ In numerous instances, the Administration Proposal does
not clearly articulate the purpose or mechanism of
change, thereby leaving the V.I. with a wide range of
possible outcomes, each with a distinctive impuct on the
econony.
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of four times the Federal minimum wage anount.8 Corporations
electing the wage credit would be required to reduce their
otherwise allowable deduction for wages paid by the amount of the
wage credit claimed. Moreover, the credit would be limited to
firms engaged in.manufacturing (but not service industries such
as hotels) in the virgin Islands.

The wage credit may be used to offset the U.S. tax on any
income, including U.S. source income, of the U.S. cbrporation
operating in the Virgin- Islands or any of its affiliated
corporations f£iling under a consolidated return; The credit
would be non-refundable, but could be ctarried forward for 15
years. Corporations electing the credit would not be entitled to
claim a foreign tax credit for taxes paid to the virgin Islands,
but would be allowed instead a deduction for such taxes. 1In
addition, dividends paid by U.S. cotpotatlbns electing the wage
credit would continue to be eligible for a Section 243 dividends-
received deduction and thus could repatriate Quch dividends back
to a U.S. parent corpogation tax free. Under the "grandfather
provisions” included in the Administration Proposal, a U.S.
corporation operating in the Vvirgin Islands as an inhabitant

corporation would be allowed to elect to retain existing tax

i

8/ At the present annual minimum wage amount of $6,968, and
with a 33 percent corporate tax rate included in the '~
Administration Proposal, the minimum net credit would be
$5,602 per employee (67 gotccnt of the maximum gross
credit of $8,362 per employee).
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benefits for the first five years after enactment of the
Adninistration Proposal in lieu of the wage credit. However, the
meaning ;f existing tax benefits under the Administration
Proposal remains ambiguous.

The Administration Proposal would amend the anti-conduit
provisions of Section 881(b) to require that 65 percent of a V.I.
corporation’s income be effectively connacted with a v.I. trade
or business in order to continue to be exempt from the U.S. 30
percent withholding tax on any investment income earned in the
U.8., The Administration Propos;i would also repeal Code sgctipn
957(c), thus eliminating the deferral of U.S. tax on any Subpart
P income earned by a V.I. corporation that would otherwise
qualify as a controlled foreign corporation. On the other hand,
in order to help attract foreign investment to the Virgin
Islands, the Administration has proposed its willingness to
consider authorizing the Virgin Islands to reduce or rebate the
tax liability of certain foreign persons with respect to income
derived from Virgin Islands sources.

- 3. Analysis ~ Corporations

a. U.S. Investment in the Virgin Islands

The Virgin Islands Section 934(b) Industrial Incentive
Program under existing law has generated %ﬁgniticant employment
and economic activity in the virgin Islands. Indeed, the
economic activity generated by the program has exceeded by

severalfold the cost of any income tax subsidy provided. 1In
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particular, qualifying Section 934(b) corporations during the
period 1976-19860:

(1) were directly responsible for approximately
25 percent of all private non-agricultural
employment in the Virgin Islands;

(2) generated annual direct tax revenue and
derivative spending, including direct and
overhead operating expenditures, in the
virgin Islands ranging from $67.3 million
to $129.5 lilllon;

(3) received annual aggregate income tax
suhlidies ranq ng from $18.6 million to
$32.8 nillion: and,

(4) provided direct economic benefits in the
Vvirgin lslands ranging from $2.90 to $7.00
per $1.00 of income tax subsidy.

P

The Territory’s 934(b) Industrial Incentive Program has
contributed significantly to econoplc growth in the_vlrgin
Islands, as well as to the diversification of the Territory’s
economic base. In patticu}a:. the program is’responsible for the
development of the Torrito?y': heavy industries, such as oil .
refining and alumina processing, as well as light manufacturing
industries, such as watch manufacture and textiles.

Additionally, a substantial proportion of the Territory’s hotel

employment, recreational firms and critically important local

9/ Using the Trea.ury Department’s narrow evaluation

- method, a tax subsidy ranging from 23 to 57 cents per
$1.00 of wage: Taid resulted. Since most of the Section
934(b) corporations gerate as V.I, corporations and
these would 10t be subject to current U.S. tax on their
V.1. earnings, even without regard to the inhabitant
rule, most uf the cost of the Section 934(b) Industrial
Incentive Program is borne by the Virgin Islands and not
by the United States.
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transportation and communications infrastructure is supported by
the program. At the sanme time, there is no evidence to suggest
that Section 934(b, corporations are utilizing existing law to
ghift income to the virgin Islzads or to shelter U.S. sdurce

income from U.S. tax.lo

10/ Notwithstanding the basic effectiveness of the current
U.S.-Virgin (slands tax relationship and the 934(b)
Industrial Incentive Program, the Virgin Islands entered
into discussions with the Treasury Department in 1983 to
seek technical reforms in the Mirror Code in order to
eliminate certain technical problems and inequities with
respect to the taxation of both Virgin Islands
individuals and corporations. The guiding principles
under which these discussions were conducted were: (1)
any changes in the existing mirror system of taxation
should be revenue neutral and (2) the effective
incentive level under the Virgin Islands 934(b)
Industrial Incentive Program for corporations should
remain unchanged or be enhanced.

As a result of these discussions, agreement in principle
was reached in 1984 on certain changes in the Virgin
Islands Mirror System of ~ ixation that would have
benefited both the Virgin Islands and the United States.
Unfortunately because agreement was not reached until
late in the legislative year, the V.I. tax reform
package could not be enacted as part of the 1984 Tax
Reform Act. It had been the Virgin Islands’ intention
to pursue these proposed changes in the current
legislative year. That intention -- and the package of
tax reform freely negotiated and agreed to by the Virgin
Islands Government and the U.S. Treasury Department last
year -~ has been superseded by the Administration’s
present effort to enact comprehensive tax reform. While
the current Administration Proposal incorporates
substantially all of the changes agroed to last year
with respect to taxation of individuals, the
Administration Proposal unilaterally renounces
fundamental principles of Federal-Territorial policy
with respect to the taxation of corporations, discussed
below, which the Treasury Department reaffirmed only
last _year.

Horeovor, there is a bill presently pending in Conqrcss
Pootnote 10 continued on next page
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By repealing the inhabitant rule and thus subjecting U.s.
corpOtaﬁions qualifying for Seétion 934(b) benefits to direct
U.S. tax on their V.I. source income for the first time, the
Administration Proposal would (1) radically alter long-standing
principles governing the tax relationship between the Vvirgin
Islands and the United States, (2) drastically inhibit the
Territory’s only industrial incentive program to attract U.S.
investment and create jobs, and (3) damage the V.I.’s ability to

u At the same

achieve economic and financial self-sufficiency.
time, the Administration Proposal would not result in any
significant revenue gain for the U.S. For example, Section
934(b) firms participating in a 1979 survey were asked to
identify other locations considered before establishing in the
Virgin Islands. "Of -the 297respondents, only 3 had considered
settling on the U.S. mainland, 12 considered foreign

jurisdictions, mainly in the Caribbean and 13 considered other

Footnote 10 continued from previous page
to approve a Compact of Free Association negotiated
betwean certain of the trust territories in the pacific
and the United States. The Compact, if approved, would
permit non-U.S8. territories to enjoy the benefits of the
U.S. income tax system as it existed in 1980, including
the Possessions Tax Credit mechanism. Future
restriction of such benefits would be made significantl
more difficult under the Compact. Long-standing redera
Yolicy requires that U.S. flag territories be treated at
east no less favorably than non-U.S8. jurisdictions.

11/ rurther, the Yropotcd transition provisions may raise
constitutional issues with respect te cospanies that
have contracted with the vi:gin Islends for the benefits
of the existing Section 934(b) Industrial Incentive
Program.
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U.S. possessions and off-shore-a:eas. There is a very low
probability that these corporations would relocate to the U.S.
mainland in the absence of their current or equivalent tax
benefits. - .

While under the Administration Proposal a U.8. corporation
electing the wage credit could reduce its U.S. tax liability on
its V.I. earnings by the amount of such credit, as well as
continue to repatriate any after-tax earnings back to its U.S.
parent tax-free utilizing the Sectiaon 243 dividends-received
deduction, the Administration Proposal would accbrd many existing
investments in the Virgin Islands significantly less favorable
tax treatment than under current law and could cause many Section
934(b) corporations to uﬁvc out of the Vvirgin Islanﬁs. Moreover,
the mere existence of the Administration Proposal to alter the
U.S.-Territorial tax relationship has caused a number of U.S.
investors to delay or cancel plans for establishing manufacturing
opetitions in the virgin Islands. . ]

The wage credit provides an ineffective tax incentive which
is biased in favor of labor-intensive industries at the expense
of capital-intensive industries. In addition, the credit is
apparently not available to offset U.S. tax on non-manufacturing
V.I. investments, such as hotels or other tourism-related
ianstrles. Because of its size, geographical limitations and
relatively high wage structure, labor intensive manufacturing is

neither seriously feasible nor always desirable in the virgin
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Islands. Thus, it is only under un;ertain éircuustances,
unrelated to wage costs, that a U.S. manufacturing firm would be
attracted by a wage credit to locate in the Vvirgin Islands. 1In
short, the Administration Proposal is no substitute for current
law in terms of providing effective incentives for U.S.
invoitnent in the virgin Islands.

b. Foreign Investment in the Virgin Islands

The proposed elimination of the Section 957(c) exemption of
-Virgin Islands corporations from the Subpart F rules is

unnecessary. Since under current law a Virgin Islands
corporation would have to meet the gross income tests of both
Section 934(b) and Section 957(c) in order to qualify for both
V.I. tax subsidies as well as.exe-ption from U.S. tax under
Subpart F, a Virgin Islands controlled foreign corporation would,
as a practical matter, be able to earn only de minimus amounts of

Subpart P-type 1ncone.12 Since the Code already exempts a

12/ Subpart F income generally includes (1) income derived
from the insurance of U.S. risks and (2) foreign base
company income (generally including certain foreign
source investment income, sales and service income, and
most types of shipping income).

As a practical matter, invariably most. if not all, of
the Subpart P-type income that could be earned by a .
controlled V.I. corporation would be non-V.I. source
income. PFor example, under Section 862(a)(7) of the
Mirror Code, “"underwriting income other than that
derived from sources within the Virgin Islands" is
generally treated as foreign source income. Thus,
unless undetwriting income is derived from the insurance
of Virgin Islands risks, such income will be considered
foreign source income.

Pootnote 12 continued on nex: page -
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controlled foreign corporation which earns de minimus amounts of
Subpart F income from the Subpart F rules, there appears to be no
practical reason to support the proposed change.

Oon the other hand, the proposal to permit the Virgin
Islands to reduce or subsidize (1) the V.I., tax liability of a
non-U.S. controlled Virgin Islands corporation on V.I. and
foreign source income without regard to the gross income tests
under Section 934(b) (together with similar proposals with regard
to foreign individuals and other entities). and (2) the V.1, 30
percent withholding tax on certain investment income earned by
non-U.S8. controlled persons would,elininate a significant
constraint on foreign investment in the Virgin Islands. By d;lng
80, the Virgin Islands could seek to attract foreign capital for
V.I. businesses, as well as encoufage the development of a new
financial services industry (generating Subpart F-type income for
non-U.S. controlled persons) that complements the existing

foreign sales corporation industry in the Vvirgin Islands.

Pootnote 12 continued from previous page
Similarly, under Section 86l1(a) of the Mirror Code, only
limited categories of investment income, such as .
interest received from persons in the Virgin Islands
(other than banks), dividends received from most Virgin
Islands corporations and from foreign corporations
earning at least half of their income from a Virgin
Islands trade or business, and rentals or royalties from
property located in the Virgin Islands, are treated as
Virgin Islands source income. Under Section 862(a) of
the Mirror Code, most other investment income is treated
as foreign source income.
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The Virgin Islands would thus be able to stimulate foreign
investment in the Territory by eliminating the current
roatricttons‘on non-U.S. con;:olled persons from earning non-V.I.
and non-U.S8. source income and by allowing the Vvirgin Islands to
reduce its prohibitive 30 percent withholding tax on any Virgin
i1slands or non-U.S. source investment income earned by ﬁon-u.s.
controlled persons. The new incentives for foreign investment
would not be aé the expense of U.S. revenues, since they would
not apply to a controlled corporation, as defined in Section 957

_»ﬂpt the Code, unless the rules of Code Section 934(b) are met. 1In
ai&liibh, the ab111t§ to reduce or rebate taxes for non-U.S.
persons would be restricted to income other than U.8. source
incone. )

The proposal to allow the Vvirgin Islands to atgtact foreign
investment would be consistent with the authority of other U.S.
possessions which are not subject to the Mirror System of
Taxation. In addition, it would be consistent with the U.ﬁ.
system of tax treaties with other nations which provide for
reduction in the}}O percent withholding tax on investment income
of non-residents. 1In conjunction with the Administration’s
proposed -oditicaﬁion of Section 881(b), the proposal could not
be used to establish the Virgin Islands as a conduit to chaﬂnel
foreign investment into and out of the Unl;oa States tax-free.

In short, the proposal would permit the virgin Islands to attract

new investment without tax or revenue consequences to the U.S.
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I1XI. Virgin Islands Proposed Tax Reform Alternative

Rather than attempting to restrict or eliminate a tax
incentive program which is benefiting the Virgin Islands without
harming the United States, any tax reform focus with regard to
the virgin Islands should be more carefully tailored to meet the
objectives stated in the Administration Proposal -- "fairness,
simplicity and growth":

-Fairness- Fairness dictates that the U.S. must continue
to treat the Virgin Islands and Virgin Islands corporations more
favorably than foreign jurisdictions and foreign coréoratlons,

-Simplicity- Extending the concept of "qualified domestic
reciprocity” to corporations, as well as to individuals, will
provide a unified set of tax rules and simplify the otherwise
complex Mirror System of Taxation. )

-Growth-~ The V.I. has explicitly chosen a self-help
approach to foster local private sector mconomic growth in lieu
of federal operating grants. A clearly defined and consistent
tax relationship with the U.8. is a pre-condition for necessary

U.S. investment in the Virgin Isl&nds.

General Principles

.

The Virgin Islands proposes that the goals of fairne:s.
simplicity and growth can be achieved by amending the current
Mirror Code.¥nd the statutes relating to virgin Islands income
taxation (primarily Section 28(a) of the Revised Organic Act and

Section 934 of the Internal Revenue Code) as follows:



91

1. To meet the goals of fairness and simplicity, reform
the mirror system by treating Virgin Islands persons, including
both individuals and corporations, as domestic to the United
sStates and by treating United States persons, including both
individuals and corporations, as domestic to the virgin Islands,
while retaining the ability of the virgin Islands to subsidize
V.1. and foreign source income. 1In addition, provide income
allocation rules that are revenue neutral and parallel existing
law. One result of this approach would be to permit a U.S.
shareholder of a Virgin Islands corporation to be eligible for a
Section 243 dividends-received deduction for dividends paid out
of Virgin Islands source income, thus eliminating any
disincentive to inveatneﬁt in the Virgin-Islands resulting from
U.8. taxation on the repatriation of Virgin Islands earnings.
Another result would be to clarify that the virgin Islands is
part of the United States for purposes of the non-application of.
the premium excise tax imposed by Code Section 4371 on insurance
policies issued by foreign insurers on U.S. risks, thus alloviné
expansion of the Virgin Islands insurance industry.

‘2. To address the objective of growth, provide for two
types of incentive programs of tax reduction, one si,ilar to the
existing Section 934(b) Industrial Incentive Program £§r
investment from ths Z.ited States and a new program to promote
investment in the Virgin Islands from abroad. This may be

accomplished by permitting the Virgin Islands to subsidize the
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Virgin Islands tax liability of a non-U.S. controlled Virgin
Islands éorporation on Virgin Islands and foreign source income
and providing similar rules for foreign individuals and entities.
The proposal has the following advantages:
* Eliminates Mirror System inequities
while retaining the same basic tax
code.
* Retains separate administration of the
tax code in the Vvirgin Islands by the
Virgin Islands Bureau of Internal
Revenue and improves the ability of
the Bureau of Internal Revenue to
coocdinate administration with the
Internal ReVenue\Service.
* De minimus revenulempact on either-
the United States or Virgin Islands
treasuries as compared to existing
law.
* Maintains and improves existing tax
incentives for V.I. investument. .
* Reduces disincentives to invest in the
Virgin Islands as compared to other
foreign _jurisdictions by ttedting the
V.I. as part of the U.S. for tax ‘

purposes only.

J?_



93

* Provides new opportunities for
investment in the Virgin Islands
financial services sector with no tax
consequences to the U.8. Treasury,
while offering additional employment
and revenue benefits for the
Tercitory.

4 Aids tax administration by
sinplification of tax rules and
thereby eliminates opportunities fex
unintended tax avoidance under the
existing mirror systeam,

Coordination Rules .

Under this proposal, tax coordination provisions would be
requited to allocate tax revenues between the United States and
the virgin Islands in a neutral fashion. Two suggested sets of
rules are as follows:

1. With respect to individuals, the Virgin Islands
endorses the income allocation rules proposed by the
Administration. Thus an individugl quelifying as a bona tide
resident of the Virgin lslands would continue to_puy tax to the
Vicrgin Islands under the Mirror Code on his worldwide income and
would have no final tax liability to the United States. An
individual resident of the United States (other than a bona fide
Virgin Islands resident) deriving income from the Virgin lslands

55-630 0 - 86 - 4
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would compute his tax liability to the Virgin Islands as a
percentage of his U.8. tax liability on his worldwide income.
The percentage would be equal to the share which the taxpayer'’s
adjusted gross income derived from V.I. sources comprises in
relation to his worldwide adjusted gross income.

2. With respect to corporations, a virgin Islands
corporation would continue to pay tax on its worldwide income to
the virgin Islands. A Virgin Islands corporation earning any
U.8. source income would be subject to U.8. tax on such inconme,
but such tax liability would be offset by a tax credit for any
V.1, tax paid. A U.8, corporation legally resident in the Vicrgin
Islands would pay tax on its V.I. source income to the virgin
Islands and tax on its U.8. and non-V.I. source income to the
United States.

1t is also important to note what the virgin Islands
proposal does not suggest:

. The proposal does no: suggest that the
Virgin Islands be able to serve as an
unintended conduit for foreign
investment into or out of the United
States. .

* The proposal also does not luégott
that the Virgin Islands become a "tax
haven” similar to the Cayman Islands

vwhere transactions are shrouded in
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secrecy. Under arrangements similar
to those in effect today, full access
to any information available under law
or treaty will be maintained. 1Indeed,
under the proposal, the U.8. Treasury
Department will be able to obtain
information about transactions to
which it otherwise would not have had
access, {f such transactions occurred
outside of the United States.

* rinally, the proposal does not suggest
that the U.8. Internal Revenue Bervice
administer the tax laws in the Virgin
Islands. Local administration is
desirable for several reasons
including the need of the Virgin
Islands to maintain and increase the
degres of local autonomy and the
proven ability of the Virgin Islands
Bureau of Internal Revenue to collect

taxes efficiently and effectively.

The Virgin Islands proposal, a copy of which in legislative
form, together with a section-by-section analysis, is attached at
the end of my statement, would effectively accomplish all the
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objectives of tax reform that have been raised over the years.
Through simplification, uncertainty with regard to administration
would be reduced, and this in itself would help to stimulate
investiment. The centerpiece of the proposal, tax incentives for
U.8. and foreign investment, would continue and oxp;;d the
Territory’'s ability to offer the special advantages that are
requirod to attract investment and contribute to economic growth
and diversification in the Virgin Islands, Finally, in terms of
fairness, the V.1, proposal would eliminate inequities of the
existing system, by oxtandlnq'tho principles of ' ,ualified
domestic reciprocity” to both individuals and corporations, with

a neutral effect on U.S. revenues.



APPENDIX 1



98

TABLE
U. 8, VIRGIN ISLANDS
INDUSTRIAL DEVELOPMENT PROGRAM CERTIFICATE HOLDERS (IDC)
(934b Corporations)

1976 1978 19680

NO. OF CORPORATIONS 92 54 37
EMPLOYMENT AND COMPENSATION
Total Employment (a) 4844 6796 5402
IDC oempl. as a § of

private sector empl., (b) 24,10 32,54 22,60
Total Compensation (million) (b) $40.1 §61.3 $65.9
Average Compensation (a) 86420 $11,962 $12,201
V.1. Average Annual Gross Pay (b) N.A. $90 $11,268
TAX SUBSIDY
Income Tax Subsidy (million) (a) $23.2 $16.6 $32.0
income Tax Sublldy/ouploxol (a) 44,785 $2,737 86,076
Income Tax Subsidy as

Compensation 86.8% 22,90 49.8%

PIRECT AND DERIVATIVE INCOME TAX REVENUE AND EXPENDITURE

COrpotnto Income Taxes

aid (million) (*b) $7.8 $11.3 $14.0
Individual income tax (million)(*b) 8§6.4 $12.6 $10.6
Direct Operating Expenditure and Consumption Spending
Direct ovorhoud/oYorutln?
Expenditure (million) (c) $30.2 - 860,1 $50.8
Employee Consumption Spending (d)
(€icet round) (million) $22.9 $45.0 438.5
Tognl (million) $67.3 $129.5 $113.9

* estimate

(a) Departaent of the Troanury. the Operation and Effect of the
Possessions Corporation Systea

(b) U. 8, vicrgin Islands Department of Labor, Bureau of Labor
Statistics.

(c) Estimated as .95 of payroll expenditure.
(d) Estimated as .9 cf after-tax payroll,

Sources U.8, Vlrztn loltndn ot(ico of the Governor, Governor'’s
Pederal Tax Council, May }
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A Bill to Amend Titles 26 and 48 of the United States Code

with Respect to the Income Tax Law Applicable to the United

States Virgin Islands.

2N 2N N N BN I B

Be it Enacted by the Senate and House of Representatives of

the United States of America in Congress Assembled:

SB8ECTION 1.

(a)

"BECTION 937,

"(a)

COORDINATION OF UNITED STATES AND VIRGIN ISLANDS
INDIVIDUAL INCOME TAXES

In General - Subpart D of Part III of Subchapter N
of Chapter 1 of the Internal Revenue Code of 1934
(relating to possessions of the United States) is
amended by adding at the end thereof the following
new section:

COORDINATION OP UNITED STATES AND VIRGIN ISBLANDS

INDIVIDUAL INCOME TAXES

Application of Section.--This section shall apply

to any individual for the taxable year who--

(1) 4is a resident of the Virgin Islands or files a
joint return for the taxable year with an
individual who is a resident of the Virgin
Islands, or

(2) has income from sources within the Virgin
Islands for the taxable year or income from
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sources outside the Vvirgin Islands which is
effectively connected with the conduct of a
trade or business in the Vvirgin Islands for
the taxable year, and is a citizen or resident
of the United States (but is not a resident of
the Virgin tslands) or files a joint return
for the taxable year with an individual
described in this paragraph (2).

"(b) Filing Requiremonts,--

(1)

(2)

(3)

In general.~~Each individual to whom tﬁll
section applies for the taxable year shall
file his f{ncome tax return for the taxable

'ycar--

(A) with the Virgin Islands, if such
individual is described in subsection
(a)(1) of this section, and

(B) with the United States and the Virgin
Islands {f such individual is described
in subsection (a)(2) of this section.

Determination date.-~ror purposes of this

section, the determination of residence tor

the taxable year shall be made as of the close
of the taxable years.

Special rule for joint returns.-~In the case

of a joint return, this section shall be

applied on the basis of the residence and
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citizenship of the spouse who has the greater
adjusted gross income (determined without
regard to community property laws) for the

taxable year.

Extent of Income Tax Liability.--For purposes of
determining the tax liability to the United States
and the Vvirgin Islands of any individual to whoam

this section applies for the taxable year--

(1)

(2)

(3)

for purposes of so much of this title (other
than this section, section 934 and Part I of
this subchapter) as relates to the taxes
imposed by this chapter, the United States
shall be treated as including the Virgin
Islands; and
for purposes of those provisions of the Virgin
Islands territorial income tax corresponding
to the provisions described in paragraph (1),
the vVirgin Islands shall be treated as
including the United S8tates.
Any such individual, if required to file his
income tax return for the taxable year with
the virgin Islands pursuant to subsection
(b)(1)(A) of this section--
(A) is hereby relieved of liability for
income tax to the United States for the
taxable year upon satisfaction of his tax
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obligation to the virgin Islands for the
taxable year, and

shall be allowed, as a credit against his
virgin Islands income tax liability for
the taxable year, any payments made to
the United Btates in respect of his
income tax liability for the taxable year
if such payments were required to be made
to the United Btates.

1f such individual is required to file his
income tax return with both the United States

and the Virgin Islands pursuant to subsection
(b)(1)(B) of this section, the following rules

shall apply-=-

(A)

The income tax liability of such
individual to the Virgin Islands for the
taxable year shall be equal to the income
tax liability of such individual to the
United Btates for the taxable year
(determined without regard to this
paragraph) multiplied by a fraction equal
to such individual’s Virgin Islands
taxable income for the taxable year (as
defined in subparagraph (B) of this
paragraph) divided by such individual'’s
taxable income for the taxable year.
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For purposes of subparagraph (A) of this
paragraph, "virgin Islands taxable income
for the taxable year"” shall mean taxable
income from sources within the Virgin
Islands for the taxable year and taxable
income for the taxable year from sources
outside the Virgin Islands which is
effectively connected with the conduct of
a trade or business in the Virgin
Islands. .

ror purposes of subparagraph (B) of this
paragraph, in determining Vvirgin Islands
taxable income for the taxable year:

(i) The principles contained in Part I of
this subchapter (without regard to this
section) shall apply and, in computing
virgin Islands taxable income for the
taxable year, no deductions for personal
exemptions under section 151 shall be
allowed, and

(i14) Buch individual’s fncome tax
liability to the virgin Islands for the
taxable year shall be allowed in full as
a credit against his income tax liability
to the United States for the taxable

year,



"(d)

106

spociallnu105 for Estimated Income Tax.-~ If there

is reason to believe that this section will apply

to an indt;idual for the taxable year, then--

(1) S8uch individual shall file any declaration of
estimated income tax (and all amendments
thereto) for the taxable year with the
jurisdiction or jurisdictions with which he

= would be required to file his return or
returns for such year under subsection (b) it
his taxable year closed on the date he is
riqulrod to file such declaration.

{2) Any individual described in paragraph (1) of
this subsection is hereby relieved of any
liability to file a declaration of estimated
income tax (or amendments thereto) for the
taxable year to the United Btates i; such
individual i{s required to file a declaration
only with the Virgin Islands.

(3) B8uch individual shall make any piynont of
estimated income tax to the jurisdiotion or
jurisdictions with which he would be required
to file his return or returns for such year
under subsection (b) if his taxable year
closed on the date he is required to make such

payment.
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(4) Such individual’s liability for underpayments
of estimated income tax for the taxable year
shall be due to the jurisdiction or
jurisdictions with which he is required to
file his return or returns for such year under
subsection (b).

"(e) Aggregation of Estimated Tax Payment.- For purposes
of computing any addition to tax for underpayment
of individual estimated income tax under Section
6654, an individual filing returns and estimated
tax in both the Vvirgin Islands and United States
may elect to aggregate estimated tax payments and
tax shown on returns to the Virgin Islands and
United States.

(e Regulations.--The Secretary or his delegate shall
prescribe by regulation the information which
individuals to which this section may apply shall

furnish to the Secretary or his delegate."

SECTION 2, TREATMENT OF UNITED STATES INCOME TAXES UNDER THE
REVISED ORGANIC ACT OF THE VIRGIN ISLANDS OF 1954

Section 1642 of Titli 48 is amended by deleting, after the
phrase "all persons whose permanent residence is in the Virgin
Islands," the phrase "and such persons shall satisfy their income

tax obligations under applicable taxing statutes of the United
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States by paying their tax on income derived from all sources
both within and outside the Virgin Xslands into the treasury of
the Virgin 1slands”.

SECTION 3. CLARIFICATION OF NAVAL SERVICE APPROPRIATION ACT OF
1921

Section 1397 of Title 48 of the United States Code is
amended by adding, at the end thereof, the following language:
"Proyided further, That the phrase ’'income-tax laws’ shall, for
purposes of this section, mean

(A) the provisions of Title 26 of the United
gtates Code (axcept tho;o provisions
expressly excluded from the operation of
this section) relating to the imposition,
assessment and collection of income taxes
and to the enforcement of the income tax
laws, and

(B) all final regulations promulgated by the
Department of the Treasury pursuant
thereto and published in the Federal
Register after notice and comment, in
accordance with the procedures established
by section 553 of Title 5 of the United
States Code."
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T .HHOLDING ON CERTAIN TYPES OF PASSIVE INCbHB

Title 48 of the United States Code is amended by adding

thereto the “>llowing new section:

"SECTION 1398, WITHHOLDING ON CERTAIN TYPES OF PASSIVE

"(a)

"(b)

INCOME PAID TO UNITED STATES INDIVIDUALS.
Notwithstanding any other provision of law, the
Loglllqturo of the Virgin Islands 10—;;:;;;Izod to
require all persons, in whatever capacity acting,
having the control, receipt, custody, disposal, or
payment of any of the items of income specified in
subsection (b) (to the extent that any of such items
constitutes gross income from sources within the
Virgin Islands), of any individual who is a ‘citisen
or resident of the United States, to deduct and
withhold from such items an amount not to exceed 10%
thereof and to remit such amount to the treasury of
the virgin Islands, such amount to be treated as a
payment with respect to the income tax liability to
the virgin Islands of such lﬁdividual.

Incomne items.--The items of income referred to in
subsection (a) are those items of income referred to
in the first sentence of section 1441(b) of Title 26,
other than wages subject to withholding under
Subchapter A of Chapter 24 of the Virgin Islands
tercitorial income tax.*
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EXCEPTION FOR CERTAIN VIRGIN ISLANDS CORPORATIONS.~ -
In the case of a Virgin Islands corporation,
subsection (a) shall not apply (if the information
required by subsection (f) is supplied) if the
conditions of both paragraph (1) and paragraph (2)
are satisfied:

(1) Three Year Period.- -If 80 percent or more of
the gross income of such corporation for the 3
ysar period immediately preceding the close of
the taxable year (or for such part of such
period immediately preceding the close of such
taxable year as may be applicable) was derived
from sources outside of the United States (as
defined in Section 7701(a)(9)); and

(2) Controlled roreign Corporation.- -I1f such
corporation is not a controlled foreign

corporation (as defined in Section 957).

For purposes of the preceding subsection the gross income

of a Virgin Islands cerporation, and the sources from which

the income of such corporation is derived, shall be

determined as if the corporation were a domestic

corporation.

*(e)

EXCEPTION POR CERTAIN VIRGIN 1SLANDE TRUBTS AND
PARTNERSHIPE .- -In the case of a Viigin Islands trust
or pacrtnecrship, subsection (&} shall not apply (if

the information required by subsection (f) is
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supplied) to such trust or to the partners in such

partnership if, in the case of a trust, the

conditions of both paragraphs (1) and (2) are

satisfied, and, in the case of a partnership, the

conditions of both paragraphs (1) and (3) are
satisfied:

(1)

(2§

(3

Three Year Period,~ ~-If 80 percent or more of
the gross income of such trust or partnership
for the three year period immediately preceding
the close of the taxable year (or for such part
of such period immediately preceding the close
of such taxable year as may be applicable) was
derived tro; sources outside of the United
States (as defined in Section 7701(a)(9)); and
Beneficiaries of a Trust.- ~-Under regulations
prescribed by the Secretary, the combined
beneficial interest of all United States
persons (as defined in Section 7701(a)(30)) in
such trust shall constitute no more than fifty
percent of the total beneficial interest in
such trust; or

Partners of a Partnership.- Under regulations
prescribed by the Secretary, the combined
partnership interest of all United States
persons (as defined in Section 7701(a)(30) in

such partnership shall constitute no more than
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fifty percent of the total partnership interest
in such partnership.

(b) Section 934 of the Internal Revenue Code is further

amended by adding after subsection (h) the following new

subsection:
"({) EXCEPTION FOR TAXATION OF PASSIVE AND BRANCH INCOME.- =~
For purposes of determining the tax liability incurred
to the Virgin Islands pursuant to Part II of Subchapter
N of this title (as made applicable to the Virgin
Islands) with respect to amounts received from sources
outside of the United States (as defined in Section
7701(a)(9))~
(1) The taxes imposed by Sections 871(a)(1l) and 881
(to the extent applicable to the Vvirgin Islands)
shall apply except that "10 percent” shall be
'lubltitutod for "30 percent" and

(2) subsection (a) shall not apply to such taxes."

(c) 8ection 934A of the Internal Revenue Code of 1954 is

hereby repealed.

(d) 8ection 1444 of the Internal Revenue Code of 1954 is

amended by deleting the present language and substituting the

following:
"ror purposes of determining the withholding tax
liability 1ncufrcd to tha ¥{rgidi Islands on amounts
subject to tax under Part II of Subchapter N of this
title (to the extent applicable to the Virgin Islands)
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with respect to amounts received from sources outsldc‘
of the United States (as defined in §7701(a)(9)), the
rate of withholding tax under sections 1441 and 1442 on
income subject to tax under Part Il of Subchapter N of
this title (as modified by Section 934) shall not
exceed the rate of tax on such income ;ndor Part 11 of

Subchapter N of this title."
TECHNICAL AND CONFORMING AMENDMENTS

The second sentence of Section 932(a) of the Internal
Revenue Code of 1954 (relating to citizens of
possessions of the United Statoi)‘ll amended by
inserting the phrase "or the United States Vvirgin
Islands" after the word "Guam",

Subsection (b) of 8ection 932 of such Code is amended
by striking out all after "(b) Virgin Islands.--" and
adding i{n lieu thereof the following: "For provisions
relating to the individual income tax in the case of
the Virgin 1slands, see section 937; see also the Naval
Service Appropriation Act of 1922 (Act of Congress,
July 12, 1921, c. 44. Section 1, 42 stat. 123)."
Section 7701(a)(12)(B) of such Code (relating to
performance of certain functions in Guam or American
Samoa) is amended by striking out "(B) Performance of

certain functions in Guam and American Samoa.--The term
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'delegate’, in relation to the performance of functions
in Guam or American Samoa" and inserting in lieu
thereof "(B) Performance of certain functions in Guam,
American Samoa or the United States Virgin Islands.--
The term ’'delegate’, in relation to the performance of
functions in Guam, American Samoa or the United States
Virgin Islands”.

The table of sections for subpart D of Part III of
subchapter N of Chapter 1 of such Code is amended by
adding at the end thereof the following: "Section 937,
coordinatlon‘ol United States and Virgin Islands

Individual Income Taxes."

EFPECTIVE DATES . \

[Reserved)
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VIRGIN ISLANDS TAX ACT OF 1985
Section-by-8ection Analysis

Section 1., Coordination of United States and Virgin Islands
Individual Income Taxes.

Section 1 adds to the Internal Revenue Code of 1954 a new
Section 937 which coordinates, for individuals, filing
requirements and income tax liabilities to the United States and
the Virgin Islands.

Applicability. 8ection 937 applies to (1) Virgin Islands
residents, (2) spouses filing joint returns with Virgin Islands
residents, (3) U.8., citizens or residents (other than virgin
1slands residents) deriving income from the Virgin Islands, and

(4) spouses filing joint returns with persons in category (3).

Filing requirements. Under Section 937(b), virgin Islands
residents (and spouses £iling joint returns with such residents)
file a single return with the Virgin Islands only. United States
citizens and residents deriving income from the Virgin Islands
(and spouses filing joint returns with such persons) file a
return with both the United States and the Vvirgin Islands. 1In
the case of a joint return, filing status is determined on the
basis of residence of the spouse wiéh the greater adjusted gross

income for the taxable year. Detarminations of residence for a
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taxable year are made as of the last day of the taxable year. 1In
the case of a United States individual filing a return with both
the United States and the Virgin Islands, a single form may be
used, since the tax liability to the Virgin Islands is not
computed independently of the tax liability to the United States.

\a
Extent of income tax liability. Section 937(c) provides

that, for purposes of determining the income tax liability of
persons to whom Section 937 applies, the Virgin Islands is
treated as domestic to the United States, and the United States
is treated as domestic to the virgin Islands. Under this rule,
an individual to whom Section 937 applies computes taxable income
only once for both jurisdictions.

If the individual (or his spouse with whom he files a joint
return in the Virgin Islands only) is a Virgin Islands resident,
his entire tax liability is to the Virgin Islands, regardless of
the source of income, and there is no tax liability to the United
States.

In the case of a United States individual with income
derived from the Virgin Islands (or a United States spouse with
whom he files a joint return), the portion of his income tax
liability allocated to (and paid directly to) the virgin Illand;
is determined by multiplying the total tax liability by a
fraction of which the numerator is taxable income derived from

the Virgin Islands and the denominator i{s total taxable income.
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Estimated income tax. Sectiun 937(d) provides that, in the

case of any individual who may be subject to Section 937 for the
taxable year, any declaration of estimated income tax, and all
oltiuatod income tax payments, must be directed to the
jurisdiction with which he would be required to file his return
if the taxable year closed on the date he is required to make the
declaration, or make the payment, as the case may be. Any
individual filing a declaration of estimated income tax or making
an estimated income tax payment pursuant to Section 937(d) {is
relieved of liability for such declaration ﬁr payment to the
jurisdiction other than the jurisdiction specified by Section
937(d). )

Section 2. Treatment of United States Income Taxes Under the
Reviged Ocrganic Act of the Virgin Islands_ of 1954.

Section 2 amends Section 28(a) of the Revised Organic Act
of the Virgin Islands by deleting the language which, in effect,
exempts Virgin Islands "inhabitants" from United States income
taxes. The function of the repealed language is performed in
substantial part by (A) new S8ection 937 (in the case of
individual income taxes), (B )8ection 881(b) (in the case of the
30% withholding tax on United States source passive income of
certain Virgin Islands corporations) added by the Tax Reform Act
of 1984, and (C) the extension of the Section 243 dividends
received deduction to U.8., shareholders of Virgin Islands

corporations (see Section 7).
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section 3., Clarification of Naval Service
Appropriation Act of 1921 .

Section 3 clarifies those provisions of the Naval Service
Appropriation Act of 1922, which cause the income tax laws of the
United States to be in force in the Virgin Islands. Under the
clarification, the phrase "income tax laws" refers only to the
provisions of the Internal Revenue Code of 1954 (except for those
provisions expressly excluded), and final requlations promulgated

by the U.8. Department of the Treasury.

Section 4, Withholding on Certain Types of Passive Income.

Section 4 adds a new section to the Naval Service
Appropriation Act, authorizing the Virgin Islands Legislature to
require withholding (at a rate not to exceed 10%) on most classes
of passive income paid from Virgin Islands sources to United
states individuals. The classes of 1néouo with respect to’which
withholding may be required include all classes of income
currently subject to withholding under Sectlon 1441 and 1444 of
the Vvirgin 1Islands territorial income tax, other than amounts
which, under new Section 937, will be subject to withholding
under Chapter 24 of the Virgin Islands territorial income tax
(1.e., wages). This amendment of the Naval Service Appropriation
Act is made necessary by the technical or implied repeal of the
current provisions authorizing withholding on passive income of
U.8, individuals by the Virgin Islands (B8ections 934A, 871, 1441,
and 1444 of the Internal Revenue Code).
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8ection 5. Provisions Regarding S Corporations.

Section 5 amends the provisions of the Internal Revenue
Code regarding 8 corporations (formerly "Subchapter §
corporations"). Under the amendments, Virgin lslands individuals
will be able to become shareholders of United States §
corporations and United States individuals will be able to become

shareholders of Virgin Islands 8 corporations,

8ection 6. Provisions Affecting the Tax Liability of Poreign
Persons.

8ection 6(a) amends Section 934 of the Internal Revenue
Code by adding a new subsection (designated Soctioh 934(d)) which
exempts certain Virgin Islands corporations from the limitation
on reduction in income tax liability to th virgin Islands under
Bection 934(a) provided that such corporations meet certain gross
income tests and are not controlled foreign corporations.
Section 6(a) also amends Section 934 of the Internal Revenue Code
by adding a new subsection (designated Section 934 (e)) which
exempts certain Virgin Islands trusts and partnerships from the
8ection 934(a) limitation on reduction in income tax liability to
the virginIslands. Section 6(b) and (c) add new subsection’
934(4) which reenacts and expands Section 934A of the Internal
Revenue Code by extending the limitation on the virgin Islands
tax on certain passive investment-type income to include foreign

persons as well as U.8, persons. In addition, the Government of
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the Virgin Islands is permitted to reduce the rate of such tax at
its discretion. 8ection 6(d) amends Section 1444 to limit the
withholding rate to an amount equal to the rate set forth in new
Section 934(1).

8ection 7. Conforming Amendments.

Section 7 includes several technical amendments which are
necessary to conform various sections of the Internal Revenue
Code to the provisions of new Section 937 and an amendment to the
Revised Organic Act of the Virgin Islands (see Section 2).

Section 8. Effective Dates.

[Reserved)
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The CHAIRMAN. Governor Hernandez Colon, you know the argu-
ment that is made about 936 in Puerto Rico, that it:
Becomes a tax shelter for pharmaceuticals and electronics companies that are

capital-intensive, low employment, and they can shelter their patent profits b,
doing their work in Puertg Rfol: v pe pro y

Now, that is the argument that is made.

I am curious about the studi that you had commissioned investi-
gating the wage credit, and the conclusion that it reached, and I
am quoting as follows:

The Puerto Rican wage rates have increased relatively faster than skill levels;
thus, making Puerto ﬁfc.b less attractive to investors. The result is that recent
Puerto Rican investment is concentrated more heavily in the highly capital-output

and high capital-labor ratio industries such as chemicals and pharmaceuticals, and
thus provides less economic growth and employment. .

Can you comment on that study?

Governor CoLoN. Senator, the problem of our labor force and the
skills of our labor furce, and the way that this reflects itself in the
type of employment that exists in Puerto Rico, is a reality. And it
is a reality that we must addrees through educational and training

p e

gfowever, the 986 opportunities have allowed us to face up to
that problem with the type of opportunities that are created for the
workers that exist now, as they are trained now, in Puerto Rico.

So, in that sense, in that context, 936 has also been a beneflt to
Puerto Rico. ,

The CHAIRMAN. Are you saging that the kinds of jobs that 986
creates are higher paying, middle class or upper middle class, and
that what they are ?p to give is a stability and a leadership that
you might not get from waﬁe credit jobs, which in all likelihood
would be lower paying jobs although there might be more of them?

Governor CoLoN. We are saying that.

Now, at the same time we can say that the most reasonable ap-
proach that could be taken to the Puerto Rican unemployment
problem, from the point of view of tax policy, would be to make the
wage credit an alternative to 9386, so that they both could coexist,
and therefore the industries that would benefit by such a wage
credit could have the opportunity for coming into Puerto Rico
while the 9836 companies etaﬂ‘ed. And therefore, we may be able
then to make a larger inroad into the unemployment problem.

‘See, if it is a substitute for 986, then it is a disaster. But if it is
an additional option——

The CHAIRMAN. Oh, I can understand the additional option, and I
can understand why you would like to have both very much. I
don’t want to mislead you: I don’t think you are oins to ggt both.
But, between the two, you would rather stick with 986 than the
wage-credit proposal?

vernor CoLoN. Absolutely. Absolutely.

The CHAIRMAN. Governor Luis, you are the only witness we have
had in all the hearings we have had that, given the option to re-
write the code as you wanted, doesn’t want to. I don’t know of any
other witness that wouldn’t say, “Please, I would be happy to re-
write the Code to suit our benefit.” I don’t yet understand. My
hunch is, if you don’t want to, we won’t make you. But given the
option, given the option so that you could just pass a law that says,
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“We adopt the U.S. Tax Code,” or change it, it would seem to be an
advantage. And I don’t understand why it isn’t. .

Governor Luis. Well, for the reasons I mention in my condensed
statement and reasons you will find in the more detailed statement
which I have submitted for the record. We would have serious ad-
ministrative problems, and we will definitely create tremendous
uncertainty for investors in the territory.

The CHAIRMAN. Where do the administrative problems come if
the legislature just says, “We adopt the U.S. Tax Code”? Then
you've got the same Tax Code we've got, but if for some reason you
ever wanted to change it, you could.

Governor Luis. Well, we have this situation where because of the
favorable image of our Bureau of Internal Revenue which stems
from its association with the IRS, we have taxpayers who are more
likely to comply with paying their taxes.

The CHAIRMAN. Now, say that again. The favorable image of as-
sociation with the IRS? [Laughter.]

Governor Luis. Yes, sir. Once the association with the IRS is re-
moved, then we would have’ more abuses; so, we prefer to maintain
that tax policy relationship that we have had with the United
States. In our case, unlike other areas, it is a system that has been
efficient, and we want to maintain what is efficient and not experi-
ment with something that we will have to rework all over again.

The CHAIRMAN. Thank you. :

Governor Luis. It sounds very easy, you know, “delink and adopt
your system.” Then you are faced with another set of problems, be-
cause other people then will be deciding what tax to impose, and
what have you, and you are going to create some real serfoua rob-
lems on another level, which I do not want to bring up here, Sena-
tor. [Laughter.] '

The CHAIRMAN. Senator Long.

Senator LoNa. Governor Hernandez Colon, first let me thank
ou. You were an extremely gracious and thoughful host when I
ast visited Puerto Rico. All of us who went there were very much

impressed by the fine work you are doing, and also by gour gener-
osity and kindness to all of us. We want to thank you for the con-
sideration you gave us when we visited you.

Governor CoLoN. It was my pleasure, Senator.

Senator LonG. I mentioned something to you on that occasion
that I have been thinkiht;F a lot about since that time. I want to
discuss it briefly here while I have this opportunity.

You say that you have 22-5:arcent unemployment. I see that we
are Pa ing out $826 million in food stamps to Puerto Rico, mostl
for food assistance. Now, if I were in your situation, I would wel-
come the opportunity to reprogram some of that $é26 million to
put some p:gsle to work, rather than paying them just to sit there
and draw food stamps. I don’t know that I would employ them on a
40-hour week; I think maybe I would put people to work about 20
hours a week, and that way I could employ twice as many.

There are a lot of things you could do in the public sector: Pro-
viding services, cleaning up beaches,-and things like that. I would
think there is even more potential if you were permitted the flexi-
bility to subsidize people into private employment. For example,
Puerto Rico produces very little in the way of sugar, tropical fruits,
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and th.inﬁs of that sort. It has been explained why not; but, if you
had the flexibility to use some of that money to subsidize employ-
ment in private areas, I think that many more employment oppor-

. tunities are available there than in the public sector.

I would like to work with you on that, if you would send some-
body up here to help us work out a program. I would be willing to
vote to give you complete flexibility to use that money however you
wanted to use it to put people to work.

I am sure that the bureaucrats in Washington would like to see
some lation as to how you propose to do it. Do you think that
you might be able to work with us on that?

Governor CoLoN. Yes, I would be very glad to send somebody up
here to work with you on that, Senator.

Senator LoNG. Frankly, I believe that one of the greatest things
we could do for this country is to take money we are paying
feople-—on food stamps and otherwise—just to sit around and be

dle and subsidize those people into ’ggbs. You know, it is said “An
idle mind is the devil’s workshop.”
to benefit the communit{.

I am not talking about $10-jobs. I mean subsidize them into mini-
mum-wage jobs at least, so that they would be benefiting their
fellow human berienfs and benefiting society—Puerto Rico, in par-
ticular—to help reduce the unemployment and put people into con-
structive work.

If you will send somebody up here, I promise you I will do my
best to help get results.

Governor CoLoN. We certainly will, and we appreciate the spirit
in which your suggestion is made. We certainly do, and you will
have somebody up here.

Senator LoNGg. You understand that to the extent that you are
paying people to work, that leaves you less money to distribute
grants or giveaways. But I believe that your people would approve
on something where you tell them that “everg nickel you save on
food stamps 1s being paid to people to work and benefit the commu-

nity.”

d,overnor CoLoN. The Puerto Rican people want to work. And
what we have to make available to them are jobs and options. And
I am sure that if we sit down and look at this creatively, we can
come up with something that will give them those alternatives that
tha are looking for. _

nator LoNG. We have done a lot in the effort to put people to

work in the Fublic sector; but everybody who has ever worked in
that area tells me that there are a lot more jobs to be created in
the private sector than in the public sector, if we would let them
use money for that purpose.

Governor CoLON. t is true. N

Senator LoNG. You might be able to prove something that bene-
fits the entire United States by doing something along that line.

Governor CoLon. I would be very glad to take a look at that, sir.

Senator Lonag. Well, thanlmou very much.

The CHAIRMAN. Senator Matsunaga, are you next? Excuse me,
Senator Mitchell.

Senator MrrcHeLL. Go ahead, Sparky.

ey could be doing something
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Senator MATSUNAGA. Thank you very much, Mr. Chairman. I am
sorry for the delay; I had to testify before another committee
before coming here, and I am sorry I missed the others, my ffgood
friends who share the status of government which Hawaii suffered
for many, many years.

Have you ever both thought of the one solution which Hawaii
sought to all of its problems? [Laughter.]

Governor CoLoN. It will bring to us more problems. [Laughter.)

Senator MATsUNAGA. Well, Hawaii resolved many of its problems
by becoming a State. Have you ever thought of becoming a State?

Governor CoLoN. Well, different circumstances.

Senator Long. Governor, if you do, I suggest you run for the
Senate. We could use you around here. [Laughter.

Senator MATSUNAGA. Well, Gevernor Hernandez Colon, as you
know, the Con, reexamined sevtion 986 in 1982 in order to
eliminate so-called abuses. Has the Treasury provided specific ex-
amgle?s of abuse that would warrant altering section 986 once
again

Governor CoLoN. No, Senator, they have not. And we have met
with them on a number of occasions. They have not been able to
date to sustain the charge of abuses that been made and that
has been going around the town. We have told them that we are
willing to sit down with them to see what the abuses are. When
our ple have sat down with them—staff people, concretely—
they have not been able to produce such abuses; that is, if “abuses”
are understood as abusing the existing legislation. What they are
saying to us is that the legislation does not work’ that it should be
another way. Well, to us, that is not an “abuse.” An “abuse” is to
misuse the existing legislation, and that they have not been able to
demonstrate to us.

Senator MATSUNAGA. Do you find that one of the real problems
inftedet?aling with Uncle Sam is that we change the tax laws too
often.

Governor CoLoN. It is a very serious problem. I think Puerto
Rico could have a better economic situation if we had this uncer-
tainty removed from us, and-we could work under stable rules
where we could gromobe business and business would be willing to
make decisions. But decisions are not made in this type of climate.
It is very hurtful. '

Senator MATSUNAGA. GoVverny. Luis, do you have anything to
add in this connection?

Governor Luis. No, Senator.

Senator MATSUNAGA. I recall a few years ago, the Virgin Island-
ers used to come here with big buttons pinned on their breast,
reading: “I am a Virgin Islander.” I don’t see those signs anymore;
what happened? [Laughter.]

Governor Luis. I think that was a promotion effort during a time
in which it was most effective to do so. [La:fhter].

Senator MATSUNAGA. One of the major criticisms of section 986 is
that it encourages investment by a small number of drug compa-
nies, and has not been an effective incentive to assist employment
across the board. What effect would the proposed wage credit have
on employment?

pet—
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Governor CoLoN. Well, 936 has been effective even for the lower
wage industries such as the garment industry. However, in that
area the wage credit could be even more effective for certain com-
panies. We think that if the wage credit was added on to 936, we
would have a better op%ortunit to deal with the large unemploy-
ment that we have in Puerto Rico. We would kee% the 936 jobs,
and we would be able to go after this other type of job.

Senator MATSUNAGA. Thank Kou very much; I see my time is up.

The CHAIRMAN. Senator Mitchell.

Senator MirrcueLL. Thank you, Mr. Chairman.

Governor Hernandez Colon, it is a pleasure to see you again, and
{ejgin the other Senators in welcoming you here before our commit-

Governor CoLoN. It is a pleasure to see you, Senator. Thank you.

Senator MiTcHELL. And I commend both you and Governor Luis
for your very fine statements.

I would like to ask you, Governor Hernandez Colon, one of the
oFtions being considered by the Ways and Means Committee would
eliminate the cost-sharing provision. I would like to ask for your

opinion on what the effect of that elimination would be on those
companies that now utilize section 986 in Puerto Rico.

Governor CoLoN. This is a highly technical matter. It involves
matters of accounting. But I am informed that the electronics in-

~dustry which exists in Puerto Rico, and which is very meaningful
to us, could not accommodate itself, could not work, with the prof-
its-split method, which would be the method which they would
have to use if the cost-sharing method was eliminated. It presents a
very serious problem to them.

Also, I must comment that this was a Treasury proposal in 1982,
and that no abuses have been demonstrated that would lead us to
accept the change that is being proposed now.

Senator MrrcHELL. If changes were made in section 986 or in any
of the divisions involved that resulted in companies who currently
operate because of its provisions in Puerto Rico, or who may do so
in the future, and it affects them in such a way that they can no
longer continue their operations there because they do not find it
advantageous to do so, one of the questions is: What will they do?
In your judgment, would those companies resume or take those o
erations and bring them back to this country, so that it would
result in more employment in the United States? Or would they go
to some other offshore location?

Governor CoLoN. In my diudgment, from everything that I have

heard since we have been dealing with this problem and talking to
the companies, in my judgment over 90 percent of them would go
to foreign countries and not back to the United States.
" Senator MrrcHELL, I think, Governor, that is perhaps the most
critical question of all, because all of us are concerned about the
serious Rroblems of unemf)lo?rment and economic development in
Puerto Rico. We are similarly concerned about the same type of
problems in various parts of the United States, although of course
not as serious. And I think we would be reluctant to take any
action which would have an adverse effect on Puerto Rico with no
compensating benefit here in the United States. '

55-630 0 - 86 ~ 5
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I would ask you if subsequent to this hearing you would prepare
a written statement documenting, to the extent possible, the con-
clusion you have just stated. That really is the critical question, I
think, in terms of what we do with respect to this provision and
various parts of it in the future.

Governor CoLon. I would be very glad to do that. It will not be
difficult to document it.

Senator MITCHELL. Now, were we to make major changes in Sec-
tion 986, cost-sharing or any other provision that would render it
not attractive to those American companies now utilizing it in
Puerto Rico, what would be the effect, in your judgment, on the
economy of Puerto Rico—the problem of unemployment, and other
social problems?

Governor CoLoN. We have a 22-percent unemployment now. You
know, depending on whatever change is made, our unemployment
is going to shoot up. If it were eliminated completely as the Treas-
ury proposes, this would easily double. I mean, this would have a
devastating impact on Puerto Rico. It is-hard to communicate the
seriousness of the matter as it refers to the original Treasury pro-

Now, the other changes are less severe in their effects; but, none-
theless, they will hurt us. And I believe if we are looklnf at an
area such as Puerto Rico that has such a serious unemployment
g:oblem, the most serious throughout the country, then we should

looking for ways to solve that problem, not to increase the prob-

~lem.

Senator MiTcHELL. Well, my time is up. I thank you very much
Governor, for your comments.

The CHAIRMAN, Senator Long, and the others?

Senator LoNa. No questions,: Mr. Chairman.

The CHAIRMAN. Senator Matsunaga.

Senator MATSUNAGA. No questions, Mr. Chairman.

The CHAIRMAN. Governors, we appreciate it very much. Thank
you for taking the time.

Governor CoLoN. Thank you.

Governor Luis. Thank you so much.

The CHAIRMAN, Thank ﬁgu.

Gentlemen, as I have indicated to the previous witnesses, your
entire statements will be in the record. We would appreciate it if
you would abbreviate your comments, and hold your oral state-
ments to b minutes.

We'll start with Senator Hernandez-Agosto, the president of the
Puseerto tl;ican Senate.

nator.

STATEMENT OF HON. MIGUEL HERNANDEZ-AGOSTO, PRESIDENT
OF THE SENATE OF PUERTO RICO

Senator HERNANDEZ-AG0sTO. Mr. Chairman, members of the com-
mittee, I wish to thank you for the opportunity to afapear before
this committee to express my views and concerns in relation to sec-
tion 986 of the Internal Revenue Code.

I will address myself to the gmolicy issues rather than the techni-
calities of the section. Section 936 is more than just a tax provision.



£
$
?:
L

127

It is a policy. It is a concept. The concept behind it is the economic

development of Puerto Rico through private enterprise with Gov-

ernment assistance and the availability of a tool for Puerto Rico to

elp itself, which in the long run should reduce dependence on U.S.
ts and Government assistance.

t have been the results out of this gggcy? First, we have cre-
ated some 80,000 direct jobs; another 100,000 indirect jobs. There is
a growing middle class resulting from high-technology better paid
jobs. We have created a mortgage trust with 9386 funds that will

itially finance 5,000 housing units, at the same time that i|obs are
created. We are funding a new development bank with 986 funds to
promote economic growth by providing risk capital to promising
new ventures,

Even with 936 operations in Puerto Rico, we stand to have chron-
ically high unemployment rates. Faced with this situation, the gov-
ernment of Puerto Rico has adopted a number of decisions. We
have adopted very strict regulations on the use of 936 funds depos-
ited in banks in Puerto Rico 20 percent of those deposits must be
invested in Government securities; 10 percent must be redeposited
in the Government Development ﬁank; 7 percent must be invested
in home mortgages, and the balance must finance eligible activities
which foster investment rather than consumption.

As a result, the cost of money for these activities is one to two
points lower than current rates. This represents savings of approxi-
mately $120 million to the economy of Puerto Rico.

We have atpfroved legislation to promote economic development
such as the following: We have reduced the maximum income tax
rate from 67 percent to 50 percent; we have eliminated the inherit-
ance tax. Both actions take a lot of political courage, but shows
that the responsibility with our future comes first, comes before po-
litical convenience. We have reduced taxes on savings. And we
bage tapproved special tax legislation to stimulate the construction
industry.

On the other hand, the United States has much to benefit also
from the operation of 936 corporations in Puerto Rico. As a result
of 936 operations in Puerto Rico, we buy $2.2 billion from the
United States in raw materials, and in consumer goods. These pur-
chases generate in turn $56.7 billion in economic activitt;_y in the
United States, creating 88,000 djobs here with a payroll of $1.8 bil-
lion. The United States, in addition, gets assistance from Puerto
Rico which is very important to its policy itions. We can
strengthen the development of the Caribbean Basin Initiative; we
can add political and economic stability in the Caribbean area, and
8o strengthen the national security of the United States.

Aware of the above considerations, Treasury modified its original
position and, in essence, has recommended that the changes pro-
Wsed originally be implemented 6 years from now. Now, the House

ays and Means Committee staff is recommending the elimination
of the cost-sharin'ﬁhprovision of section 936 and to tax 17 percent of
passive income. This new proposal, while it shows understanding
that the wage credit is not an adequate substitute to the tax credit,
will still have the effect of an intolerable, immediate and lasting
damage. Actually, it appears to me that it is inconceivable to re-
verse a good policy decision for a meager amount of additional rev-
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enues. Actually, the discussion should not be on the elimination or
reduction of the effectiveness of section 936, but rather how to
strengthen it. And in this position, we have in Puerto Rico just one
voice. Government, trade associations,\Jabor unions, civic, cultural
and religious organizations are altogether to defend 936 as an in-
strument for the development of Puerto Rico.

Thank you, Mr. Chairman. Thank you, gentlemen.

The CHAIRMAN. Thank you, Senator.
¢ e ]prepared written statement of Senator Hernandez-Agosto
ollows:
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STATEMENT BY MIGUEL A, HERNANDEZ AGOSTO

Prasident of the Senate of the
Commonwealth of Puerto Rico
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INTRODUCTION

The U.S. Treasury Department has recommended that the tax credit
provisions of Section 936 of the Internal Revenue Code be repeaIed.l Their
..reasons are (a) the federal govarnﬁent is foregoing about $1.7 billlon in
corporate income tax; and (b) employment attributable to this loss 6?
revenue 1s inadequate., Treasury suggests that less expensive employment
incentives, such as a system of labor credits, be made availahle, '

While Treasury provides no indication of what would be considered a
sufficient level of employment to justify the taxes foregone, it is clear
that the minimal analysis done by Treasury to support {ts assertions 1is
inadequate, We find the conclusions reached to be wrong: Treasury has
greatly understated the benefits Puerto Rico derives from Sec. 936, has
totally ignored the related benefits to the U.S. economy, and has overstated
tax revenues that would be realized if Sec. 936 were modified.

To quantify the actual impact of the operations of 936 Corporations,
Puerto Rico has commissioned a series of rigorous and thorough cost/benefit
studies. I would 1ike to share with you the results of studies completed
to-date.

These results show that our economy stands to be harmed severely by
the proposed repeal of Sec. 936 tax credits; yet, we will reap no offsetting
benefits from other aspects of the tax reform bill under consideration. The
magnitude of our injury will far outweigh the minimal added revenue that the
federal government can expect to receive. And, ultimately, additional costs
will be borne by state and local governments.

My purpose, then, is to question the rationale and wisdom of
aliminating Sec., 936 tax credits when the costs of doing so are certain to
outweigh the benefits.
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EMPLOYMENT

Treasury asserts that the employment created by 936 Corporations --
81,250 in 1982 -- 1s insufficient to justify the taxes foregone by the
federal government. We do not know what would be considered sufficient,
but we have determined that Treasury has underestimated the number of jobs
attributable to the operations of 936 companies. The studies done for the
Senate of Puerto Rico include the use of an econometric model from which
employment multipliers for both Puerto Rico and the United States can be
derived., Using these multipliers, it {is found that over 260,000 jobs were
generated by 936 Corporations in 1981.2 The total breaks down as follows:

EMPLOYMENT GENERATED BY 936 CORPORATIONS

In Puerto Rico:

Direct empIO{ment 153’3?3

Indirect Employment 2

Total 179,330
In the United States:

Input Suppliers and

Nerived Purchases

Total 82,950
Total Jobs (1981) 262,280

936 Employment in Puerto Rico: Direct

Direct employment is defined as jobs created directly through
investments by Sec., 936 Corporations, These are easily identified as
employment in plants and businesses established by 936 Corporations in
Puerto Rico. Over the past five years, direct manufacturing employment in
936 plants has averaged over 80,000 people, This means that 60 percent of

the manufacturing Jjobs in Puerto Rico are at stake in your deliberations.
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There are special benefits of employment in Sec. 936 Corporations,
especially the upgrading of Puerto Rico's labor force through training for
Jobs in high technology .industries. The U.S. Department of Treasury, {in its
Third Annual Report, found that the jobs provided by Sec. 936 firms are
“better® jobs since there 1s:

*s tendency of the high-profit industries to

haseorkars aors than they vourd hove | o ")

been paid by other Puerto Rican employers,*3
An 11lustration is the following, The average employee in the chemicals and
allied products industy earns 52,3 percent more than the average employee in
manufacturing in Puerto Rico. Further, the chemicals sector alone now
accounts for 27,0 percent of employee compensation by all Sec, 936 firms.

Altogether, the shift in employment to the high technology sector,
thanks to 936 and complementary investment incentives, has helped create a
sizeable middle class, which barely existed severjl decades ago. While this
class is a smaller proportion of the population than in the States, it is
growing and providing its children with opportunities for good health,
education, and upward mobility. Our experience has been exceptional among

developing economies and is worth perpetuating,

936 Employment in Puerto Rico: Indirect

Direct employment, however, 1s less than half the employment
attributable to investments in Puerto Rico by Sec. 936 Corporations. There
are over 100,000 additional jobs created by firms linked to 936 Corporations
through the provisfon of supplies and services and through the purchase of
goods and services with pf&rolj_eqrned by employaes of 936 Corporatfons.
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The number of Jjobs that are linked to direct employment in 936 .
Corporations 1s determined through the use of economic input/output models
from which employment "multipliers® are derived. The Treasury Department
staff has indicated substantial skepticism about the multiplfers determined
for Puerto Rico'by the Puerto Rican Planning Board and economists at
Citibank (2.35). Econometric models developed for the Senate of Puerto
Rico produce a 2.27 employment multiplier for Sec. 936 manufacturing firms
in Puerto Rico.4 The relatively small difference between the two estimates
may be explained, at least in part, by the fact that our multipiier is from
an interragional input/output model while the others are from a regional
model for Puerto Rico.5 Nevertheless, the results are so close that our
economists conclude that the value of the multiplier as calculated is

estimated correctly for Puerto Rico,

936 Employment in Puerto Rico: Total
When we add direct and indirect employment created in Puerto Rico as

a result of the operations of Sec. 936 Corporations, the total is nearly
180,000 jobs. This represents over 20 percent of the employed people in
Puerto Rico. The importance of these jobs perhaps 1s best understood by
the fact that if they had not existed in 1981, the unemployment rate in

Puerto Rico would have been nearly double the actual rate of 19.9 percent.

3
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Our economists tell us that even with Sec. 936, if there are no other
changes in our economy, unemployment will continue to rise. Without Sec.
936, we are looking at over 30 percent of our labor force out of work by

1990.6 Just imagine one-third of the workers in your states unemployed!

936 Employment in the United States

Operations of Sec. 936 Corporations in Puerto Rico generate
substantial empjoyment in the United States. This occurs in two ways --
fron the demand for intermediate products and from the demand for final
consumer goods.

Industries in Puerto Rico are generally less regionally integrated
than their counterparts in the United States.,’ This means that when Sec,
936 manufacturing plants in Puerto Rico require materials, components, and
supplies, they are more apt to order from firms outside of Puerto Rico, for
example, from their parent corporations or traditional suppliers in the
States. This very high level of interaction between production by Sec. 936
Corporations in Puerto Rico and sales to them by firms in the States
constitutes the main source of 936 generated employment in the United
States.

The second source of derived employment is for corisumer goods sold to
Puerto Rico. The 180,000 employees working in Puerto Rico because of
investments by Sec. 936 Corporations earn wages and salaries with which
they purchase goods and services. Some of these goods are imported from
the United States. This level of imports creates output, income, and

employment in the United States.
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The impact of the combined demand for intermediate and final products
is the employment of 83,000 persons in the United States. These are 83,000
Jjobs that exist only because of the operations of Sec. 936 Corporations 1in
Puerto Rico.

If the tax credit provisions of Sec. 936 are repealed, our studies
show that the States would lose approximatly 20,000 jobs,8 The main reason
is the relocation of Sec. 936 firms from Puerto Rico to foreign countries,
such as Mexico or Korea. These countries tend to require a high degree of
local content in manufacturing; i.e., a high proportion of materials,
components, and supplies must be purchased locally. Similar1y,.1n an
effort to promote local industry, trade barriers are erected against the
importation of consumer goods. The effect of these restrictions would be
to 1imit the volume of intermediate and final goods imported from the

.United States. U.S. firms would not benefit from increased output, and
employment would be cut. Thus, a substantial number of jobs, as well as
related personal and corporate income, would be lost in the United States

as firms moved from Puerto Rico to foreign countries.
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FEDERAL TAXES AND EXPENDITURES

Treasury has estimated that about $1.7 billion in revenue is lost to .
the United States under the tax benefit provisions of IRS Sec. 936. Our
studies show that this estimate is overstated by a factor of four.

A large part of the overstatement derives from over-optimistic assumptions
regarding the reactions of Sec. 936 firms to the appeal of the tax credit
provisions of Sec. 936. A second source of error is in neglecting to
account for the additional government expenditure that would be required to
compensate for the loss of jobs and income now generated by Sec., 936
Corporations.

Some of these adjustments have been—quanttfied in the studies
completed to-datew The partial results show that if Sec. 936 tax credits
were to be repealed, the federal government might expect revenues of about
$376 million.9

REVENUE IMPACT ON THE FEDERAL BUDGET OF
REPEALING SEC. 936 TAX CREDITS

Corporate Tax Receipts $452 million
Personal Income Taxes 18 mi111on
Import Duties 57 million

Wage Credits . !70 million)
Total Taxes and Duties m on
Transfer Payments 581 mi flTon[
Net Direct Impact m on
The estimates above do not 1ncluc§e the indirect effects on personal or

corporate income taxes or the impact on the budget of the government of

Puerto Rico.
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Direct Taxes and Duties

Two types of recalculations of anticipated taxes were made: those
directly involving tax rates and exclusions and those involving assumptions
as to the relocation of Sec. 936 Corporations.

The first set of revisions included reduction of the maximum
corporate income tax rate to 33 percent, as'is proposed under current tax
reform bills, and adjustments to account for changes in the tax treatment of
intangible income. Altogether, these adjustments reduce Treasury's estimate
of tax revenue by $122 million.10

The second, and more substantial of the two types of recalculations,
takes account of erroneous assumptions regarding the probable reaction of
firms to repeal of Sec. 936 tax credits., These adjustments total over $1.0
billion,11

The Treasury staff appears to have made the assumption that upon
repeal of the tax credit provisions of Sec. 936, all Sec. 936 Corporations
would commence paying federal corporate income tax on their earnings in
Puerto Rico. Studies recently completed for Puerto Rico showlthat this
assumption is invalid. Not all firms would remain under the primary
taxation jqrisdictioq of the federal government. A breakdown of expected
reaction and its tmpact is as follows.12

REACTION OF SEC. 936 FIRMS TO REPEAL OF TAX CREDITS

.

Employment Expected Impact
Accounted for on ©
by Sec. 936 Firms Federal Tax Revenue
Relocate to Mainland U.S. 6.0% - 15,0% full corporate taxes
Relocate to Other Countries 12,05 - 34.0% deferred taxation
Remain in Puerto Rico: 49,5% - 76.5%
apparel industry adjusted rate
other firms deferred taxation
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One task in the studies commissioned by Puerto Rico was to
determine the likely reactions of firms to a repeal of Sec. 936 tax credits
and introduction of a system of wage credits. The finding of a
comprehensive analysis of relative profitability was that only one industry,
apparel, would realize a higher rate of return by staying in Puerto Rico
without the benefits of Sec. 936 and with the proposed tax credits.l3 1If it
is assumed that all Sec. 936 firms in the apparel industry in Puerto Rico
remain there and accept the system of wage credits, the cost to the federal
government for these credits is estimated at $70 million.

It 1s expected that some companies in industries other than apparel
would continue to operate in Puerto Rico, but as Puerto Rican corporations
rather than a§ U.S. corporations, They would be subject, first, to Puerto
Rican taxes. At best, the federal government would benefit from deferred
taxes when income was "repatriated".

Firms accounting for up to one-third of employment in 936
Corporations would be apt to relocate outside of the United States, in
foreign countries. Our studies have found that these firms would earn
higher rates of return on their investments if they incorporated in the
foreign countries in which they relocate, If this occurs, U.S. taxes will
be deferred until such time, if ever, that income is repatriated to the
parent corporation in the United States.l? An offsetting revenue factor
involving relocation to foreign firms is that the United States would
receive custom duties on products made in these relocated plants and
exported to the United States.

This leaves firms accounting for only 6 to 15 percent of employment in
Sec. 936 Corporations that are expected to relocate to the United States

mainland. These firms would be subject to the full corporate tax. In



&

139

addition, the federal government would receive personal income taxes of

about $18 million from employees of firms relocating to the States.

Transfer Payments

Companies relocating outside of Puerto Rico will leave unemployed
workers, Given the high unemployment rate that already exists on the
Island, 1t is unlikely that these workers will find new jobs soon.

Puerto Ricans have always exemplified the capitalist ideal of
unrestrained labor mobility. Experience tells us that as unemployment rises
on the Island, Puerto Ricans again will migrate to the States. This
movement will be encouraged by the lower level of social benefits available
in Puerto Rico than available in many mainland cities. What one might
envision as a Puerto Rican problem will become a problem for everyone as our
unemployed appear in your cities seeking jobs and welfare benefits.,

Such migration is simply a reflection of economic pressure. From my
point of view as a legislative leader, I am saddened and hurt to think we
may be unable to provide for our people., And, as a legislative leader
concerned with fiécal responsibility, I project an increase in federal
expenditures from the elimination of Sec. 936. Our studies show that
federal expenditures, alone, are projected at $80 million. This amount is
for transfer payments in the form of unemployment compensation, food stamp
payments and PAN, the Puerto Rican equivalent of food stamps, to unemployed
workers in Puerto Rico and to Puerto Rican workers who migrate to the States
and are unable to find work. Deducted from this are tax payments that would
be due on income earned by migrating Puerto Ricans that do find jobs in the

States.
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ECONOMIC DEVELOPMENT

The benefits of IRS Sec. 936 go beyond the creation of direct and
indirect employment and income. The existence of what are known as 936
funds are responsible fcr additiona) economic development in Puerto Rico,
such as infrastructure. Further, these funds can be the immediate vehicle
for spurring development of our Caribbean neighbors since they can be the

basis of financing low cost investment in industries in these countries.

Puerto Rican Development

The funds for economic development derive from the incentive 936
Corporations have for deferring taxation on income earned by their Puerto
Rican subsidiaries. Sec. 936 fund accumulations in Puerto Rico were $10.6
billfon in 198315 and they have made a substantial contribution to ensuring
the liquidity of the Island's financ1a1vsystem. Since 1976, we have
{ntensified our efforts to use these funds to promote economic development.
The Puerto Rican government, through its Treasury Department, the Government
Development Bank, and other agencies, has promulgated regulations to reduce
the cost of 936 source capital and encourage indigenous investment in Puerto
Rico. The results are encouraging and have been documented in recent
analyses undertaken at our request. '

First, the interest rates on Commonwealth and public enterprise bonds
have come down about two percentage points.16 Now, they are approximately
equal to the rates on state and municipal bonds. As a result, our annual
savings on government debt exceeds $32 million, which, you will agree, is

substantial.l?
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Second, the Government Development Bank, in cooperation with the
Commonwealth's housing agency, has created a.mortgage trust.18 Sec. 936
funds are being used to finance up to 5,000 housing units with 25-year
mortgages at interest rates somewhat below market. The trust's main
objectives are (a) alleviating a severe housing shortage by making
affordahle housing available and (b) having an immediate impact on
unemployment, by creating jobs in the construction industry. The latter is
particularly important since the rate of unemployment in Puerto Rico has
been over 20 percent, a rate far higher than any state.

Third, our government has recently announced a plan to establish a
venture capital enterprise called the Puerto Rico Development Bank,19 Igs
purpose is to provide venture capital to new enterprises in Puerto Rico.

The Bank will start with $50 million in Sec. 936 funds on deposit with the
Government Development Bank.

Altogether, the government of Puerto Rico has moved aggressively to

use its Sec. 936 funds to promote economic development. The newest phase of

Operation Bootstrap relies heavily on the existence of Sec. 936 tax

benefits. \

Caribbean Development

The Congressional debate on tax reform and concern with the federal
deficit have not diminished the need and desire to assist with the
development of our Caribbean neighbors. Puerto Rico is in an excellent
posftion to further this objective, In fact, we have been formulating
a program to promote the development of Caribbean economies without

requiring increased federal expenditures.
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One program already in operation is that run by the Government
Development Bank of Puerto Rico. Under this program, the Bank gives
preferential treatment to loan applicafions for projects which promise to
contribute towards economic development in Puerto Rico and at the same time,

promise to foster development in one or more Caribbean Basin Countries,

Financing for this program is from funds of 936 Corporations on deposit—in-.— . _

Puerto Rico. Currently, the Government Development Bank has earmarked $700
million for this purpose.20 The loans will be low interest and long term,
One effective vehicle for achieving the dual objectives of the Bank's
loan program is to establish "twin plants", These are feasible where
manufacturing can be economically segmented between two or more locations.
Plants established in Caribbean countries undertake the highly
labor-intensive operations that are no longer competitively done either in
the States or in Puerto Rico, while plants in Puerto Rifo specialize in
operations requiring more skilled labor or greater capital intensity.
At present, there are several twin plants in operation., They are
common in the apparel industry. An example is the case of textiles being
“shipped from the States to Puerto Rico for cutting. The cut fabFic then is
sent to a twin plant in Haiti or the Dominican Republic for assembly.
Similarly, there are proposals for finishing and packaging Puerto Rican made
pharmaceuticals in Costa Rica and for incorporating into computer components
inteqgrated circuits that have been assembled in Barbados. A total of 22
committments have been received so far.2l
With twin plants, all three areas -- the States, Puerto Ricé, and
the Caribbean -- can gain employment and income. And this can be
accomplished without the infusion of U.S, aid. What is required, however,

is that the tax credit provisions of IRS Sec. 936 be retai .

2
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CONCLUSION

It is quite clear to us, based on the intensive studies I have
described and on Puerto Rico's recent experience with changes in Sec., 936,
that should Congress modify Sec. 936 as proposed by the U.S. Treasury

- Department, the burden will fall most heaxtdy on the people of Puerto Rico.
While the States will SUTTer, also, Americans here will derive some
offsetting benefits from your tax reform. We in Puerto Rico, with our own
tax system, will realize no advantages. Nor is it likely that we can remedy
the harm you can inflict. While your economy revived briskly from the last
recession, ours has recovered only partially. Business investment in Puerto
Rico is stagnant; the unemployment rate is more than double that of the
States; and the social problems which have énsued are extraordinary,

Now comes Treasury's recommendation to reduce the investment
incentives Sec. 936 provides. The disinvestment process in Puerto Rico,
which will follow, will be stimulated by lower wages and tax and relocation
incentives extant in other countrie;. Since our economic stage is much
closer to that of developing countries than are the economies of the States,
a much larger proportion of our industry is susceptible to relocation, Yet,
we do not have the authority to stem the loss through trade or monetary
policies. We must operate under policies established to meet the needs of
the United States as a whole.

With reduced ability to restructure and revitalize our own economy, we
shall be in no position to further the United States objectives in the
Caribbean through econon. ¢ assistance to our neighbors. Our value to you

both politically and militarily will be diminished,
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As President of the Commonwealth's Senate, I find it difficult to
believe that Congress will sacrifice meaningful incentives for investment in
Puerto Rico for the benefit of deriving meager revenue from relatively few
corporations, If there still are abuses of Sec. 936, as alleged, let us
work together to eliminate them. Let us not destroy the opportunity to have
Puerto Rico serve as a critical element in the political and economic

development of the Caribbean,

On behalf of the Senate of Puerto Rico and the people we represent,
thank you for inviting me to present our views. Your consideration of our

position is deeply appreciated.
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STATEMENT OF DAVE J. SANTOS, DIRECTOR OF REVENUE AND
TAXATION, TERRITORY OF GUAM, ON BEHALF OF HON. RICAR-
DO J. BORDALLO, GOVERNOR, TERRITORY OF GUAM

The CHAIRMAN. Mr. Santos.

Mr. SanTos. Mr. Chairman, members of the Senate Finance
Committee, my name is Dave J. Santos, director of the Department _
of Revenue and Taxation for the Territory of Guam of the United
States of America. On behalf of Governor Bordallo and the people
of Guam, I thank you for the opportunity to present my views con-
cerning the reform of the mirror system of taxation as it applies to
the territory of Guam.

Since 1950, Guam has administered and enforced the income tax
laws of the United States through its Organic Act. This section was
enacted by the Congress primarily to relieve the Federal Govern-
ment of making direct appropriations to the Government of Guam.
Although Congress delegated the administration and enforcement
function of the Federal tax system to the local government, the ter-
ritory is powerless to vary the terms of the Internal Revenue Code
as applied to Guam except as permitted by the Congress.

The difficulties with this narrow tax system have been docu-
mented many times. One of the best discussions is found-imran arti-
cle by Karla Hoff entitled: “U.S. Federal Tax Policy Toward the
Territories: Past, Present and Future.” This appeared in the Tax
Law Review Publication, Volume 37, No. 1 in 1981. We have at-
tached a copy of this article for your review.

Rather than restate the material in that article, I would point
out the single most burdensome aspect of the mirror image to
Guam. And, that is, revenue instability. The Congress is continual-
ly changing U.S. tax laws. In the last 10 years, major changes oc-
curred in 1976, 1978, 1981, 1982 and most recently in 1984, And a
further revision is now under consideration.

Congressional action dramatically affects Guam'’s revenue. This
makes it virtually impossible to do any long-term financial plan-
ning. Even when proposals are set to be revenue neutral, they are
not neutral in Guam. Our per capita income is less than that of
any State in the union. Reforms which reduce the burden of low
income taxpayers, but provide compensating revenue for middle
and upper taxpayers, erode our/tax base since we have a larger
proportion of low income taxpayers than that in the 50 States. In
fact, 95 percent of Guam’s taxpayers have an annual adjusted gross
income of under $40,000.

Also, the complexities of the mirror image system make tax ad-
ministration in Guam most difficult. Our island contains roughly
110,000 people. Apart from the Commonwealth of the Northern
Marianas, we are literally thousands of miles from the nearest U.S.
tax jurisdiction, approximately 9,000 miles from Washington, DC.

It is 'simply not possible to support a staff with the experience
and knowledge of the more specialized portions of the U.S. Tax
Code with such a population base. As a result, we must concentrate

ingeneral issues.

d like to divert from this canned presentation to say that I
think one of the reasons why in the past Guam has not pursued
delinking from the U.S. Internal Revenue Code is based on two rea-
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sons. Even when Guam was granted U.S. citizenship back in 1950,
there was imposed a security blanket for 12 years following that by
the U.S. military so that people who wanted to leave Guam—and
these are American citizens—or to enter Guam must get permis-
sion from the Naval Administration. And it was only 8 years after
that that Congress allowed Guam to elect its first Governor. Given
that, there has been no real private sector growth in the early
1960’s until the late 1960’s and early 1970’s. And as a result of our
efforts to attract offshore investors, we found problems in our code.
Forty-six percent corporate rates are not competitive with the rest
of our Pacific Asian rim neighbors.

I should also note that the President’s delinkage proposal for
Guam is supported by the Western Governors Association and is
entirely consistent with the language contained in Guam’s draft
Commonwealth Act, which shall be presented to this Congress at a
later date. .

For all these reasons we strongly support the President’s propos-
al to eliminate the mirror image system and to restore to Guam its
rightful power to levy its own taxes. Since the development of a
local tax system will take time, we propose to continue the applica-

- tion and enforcement of the U.S. Internal Revenue Code in Guam

in its present form. Proposed reduction in tax rates and increases
in amounts for personal exemptions, as outlined in other chapters
of the President’s proposal, is estimated to cost Guam over $23 mil-
lion, if adopted in 1986. It is, therefore, important that the Con-
gress permit Guam to delink from the Internal Revenue Code and
adopt the pre-reformed code as an interim system at least to main-
tain revenue neutrality.

In anticipation of favorable congressional action on this issue of
delinkage, the Governor has established a tax review committee
representing a good cross section of the community. Government
officials, business leaders, legal and accounting professionals and
other interested individuals form the core of this committee, with
myself as chairman. The committee has been meeting regularly,
formulating transitional plans and recommendations for the teiri-
tory’s interim and future tax system. We are confident that the
Tax Code eventually presented to the people of Guam will be fair
and consistent with the territory’s economic goals and objectives.

We ask that you favorably consider this important provision and
the President’s proposal so that Guam can more efficiently and ef-
fectively develop itself into an economically self-sufficient territory.

Thank you.

The CHAIRMAN. Thank you.

][The prepared written statement of Hon. Ricardo J. Bordallo
follows:]
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Mr. OChairman and Nembers of the Senate FPinance Committes, my
pame is Dave J. Santos, Director of the Department of Revenue
and Taxation of the Territory of Guam, U.8.A. On behalf of the
Governor and the People of Guam, thank you for the opportunity
to preseat our views concerning the refors of the "mirror”
system of taxation as it applies in the Territory of Guam.

Since 1980 Guam bhas administered and -Pforcnd the income tax
laws of the United States as mandated by Section 31 of the
Territory’s Organic Act. This section was enacted by the
Congress primarily to relieve the Federal Governmeat of making
direct aeppropriations to the dGovernment of Guam. Although
Congress delegated the administration and enforcement funotion
of the PFederal income tax system to the Government of Guam, the
Territory is powerless to vary the terms of the Internal Revenue
Code as spplied to Guam, except as permitted by the Oongress.

The diffioculties with this wirror tex system have bdeen
docunented many times. One of the best discussions is found in
an article by Kerla Hoff entitled, "U.S8. Federal Tax Polioy
Towards the Territories: Past, Present and PFuture"” which
appeared in the Tex Law Review, VYolume 37, No. 1 for 1881. I
have attached excerpts of that article to my testimony for the
Committee’s reference.

Rather than restate the material in that article, I would point
out the single most burdensome aspect of the mirror image to
Guam ~ revenus instability. The Congress 4is continuslly
. changing U.8. tax laws. In the last ten years, major changes
ocourred in 1976, 1978, 1681, 1082 and 1984, and a further
revision is mnow under consideration. Oongressional action
dramatically effects dGuam revenus, This makes it virtually
impossible to do any long-ters financial planning. Even when
proposals are said to be "revenue neutral®, they are not neutral
for Guam. Our per ocapita income is less hnn that of any state
in the union. Reforms which reduce thd burden on low income
taxpayers but provide "“compensating revenue” from middle and
upper taxpayers erode our tax base since we have a larger
proportion of 1low income taxpayers than on the U.S8. Nainland.
In faoct, 98% of Guam’s texpayers have annual adjusted gross
incomes of under $40,000.00.

Also, the ocomplexities of the mirror image system make tax
administration on Guam most difficult. Our island contains
roughly omne hundred and ten thousand people. Apart from the
Commonwealth of the Northern Narianas, we are thousands of miles
from the nesrest U.8. tax Jurisdiotion. "It 4is eimply not
possible to support a staff with the experience and knowledge of
the more specialized portions of the U.8. tex code with such a
population base. As a result, we must concentrate on general
issues.

I should also note that the Presideat’s delinkage proposal for _.
Guam is supported by the Westera Governors’ Association end is
entirely oconsistent with the language contained im Guam’s draft
Commonwealth Act which shall be presented to this Congress.
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For all these reasons, we strongly support the President’s
proposal to eliminate the "mirror image systes” and to restore
to Guam its rightful power to levy its own taxes.

Since the development of 8 local tax code will take time, we
propose to continue the application aend enforcement of the
Internal Revenue Code on Guam im its present form.

Proposed reductions in tax rates and increases in amounts for
personal exemptions as outlined im other chapters of the
President’s proposal is estimated to reduce Guam’s revenue base
by over $23 Million if aedopted in 1986. It is, therefore,
important that Congress permit Guam to de~link from the Internal
Revenus OCode and adopt the pre-reform code as an interims tax
code to maintain revenue neutrality.

In anticipation of favorable Congressional action on this issue
of delinkage, the Governor has established a Tax Review
Oommittee representing a good oross-section of the community.
Government officials, business leaders, 1legsl and accounting
professionals and other interested individuale form the core of
this OCommittee with myself as Chairman. The Committee has been
meeting regularly formulating transitionsl plens and
recommendations for the Territory’s interim and future tax
systes.

We are confident that the tax code eventually presented to the
people of Guam will be fair and consistent with the Territory’s
tax reality, economic goals and objectives. We ask that you
favorably consider this important provision of the President's
proposal so that Guam can more efficiently and effectively
develop itself into an economically self-sufficient Territory.

Thank you very much for allowing me to appear before you.
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1981) TAX POLICY TOWARD TERRITORIES 7

U.S. Income Tax Relationship With Guam
Historical Background ‘

Although the United States acquired Guam from Spain in 1898.
Guam was not granted self-government until 1950. In the intesi.... a
succession: of naval governors exercised sole responsibility for the ad-
ministration of the island, pursuant to a two-line executive order of
Presideat McKinley.'** The naval governors received periodic appro-
priations from Congress. U.S. internal revenue laws were not locally
applicable. In 1950, Congress granted a measure of self-government to.
the people of Guam and made all native Guamanians U.S, citizens.!*
The Organic Act of 1950 provided for a locally elected legislature and
a governor appoioted by the President. ‘

Once the elected officials of Guam had the right to draw up Guam's

the U.S. market. Since U.S. internal reveaue laws do not. in general, directly
apply to Puerto Rico or to the Virgin Islands, U.S. taxes on production do oot
reach goods produced in the islands. U.S. sales taxes, on the other hand, reach
all goods sold within the United States aod,. thus, sales taxes do pot have counter.
part equalization taxes. -

140 Brief for Appellant at 1=16 (botb cases).

141-642 F.2d at 566-626.

143 642 F.2d at 632-633.

143 /bid. S

144 Executive Order No. 108-A (1898).

148 Organic Act of Guam, ch. 512, § 4(a) 64 Stat. 388 (1950) (8 U.S.C.
§§ 601-03).

-
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budget, Congress expected the residents to finance the local government,
other than the salaries of federal appointees. During debate on the pro-
posed Organic Act, one congressman stated that there were “sufficient
sources of revenue Tight there on the island of Guam 50 that they will be
able 10 set up a tax structure sufficient to carry their own expenses of
government without asking for any contribution from the United States
10 help carry their government cost,"**¢

In 1950, Guam had a population of 96,000, of whorn 26,000 were

pative Guamanians and most of the remainder were members of the

. U.S. armed forces or employees of U.S. government contraciors. An
eZbnomic boom was in progress as a result of war reconstruction. Much
of the income, however, escaped taxation. The U.S. tax jurisdiction did
not extend 1o citizens of Guam (not otherwise citizens of the United
States),’" or to foreign nationals and foreign corporations deriving
income from Guam, since the Code defined the United States to include
only the states, the District of Columbia and the. territories of Alaska
and Hawail.'** U.S, citizens and U.S. corporations deriving their income

" primasily from Guam were likewise exempt from federal income taxa-
tion under 2 provision enacted in 1921 to alleviate the competitive dis-
advantage of U.S. businessmen relative to foreign businessmen in the
Philippines and other U.S. possessions.'*’

To close the “loophole” through which persons in Guam escaped all
income tax,'** Congress provided in a rider to the Organic Act that
“(t}he income tax laws in force in the United States of America and
those which may hereafter be enacted shall be held to be likewise in:
force in Guam.” **! Another section of the Organic Act provided that
“[a]ll customs duties and Federal income taxes derived from Guam . . .
shall be covered into the treasury of Guam,” 3

14896 Cong. REC. 7577 (1950) (remarks of Rep. Scrivaer and Rep. Miller).

143 Revenue Act of 1918, ch. 78, § 260, 40 Stat. 1087 (1919) (reenacted is
.section 252 of the Internal Revenue Code of 1939 and, as amended, 1.R.C. § 932).
.See N. 37 supra. ° ‘

148 Jd. § 1 (reenacied as section 3797(a)(9) of the Internal Revenue Code of
1939).

34% Section 252 of the Internal Revenue Code of 1939 (restated as L.R.C. § 931).
The exempiion currently applies only 10 U.S. corporations doing business in the
sossessions under 1.R.C. § 936.

" 18096 Cone. Rec, 7577 (1950) (remarks of Rep. Miller). )
" 383 Organic Act of Guam, ch. 512 § 31, 64 Stat. 392 (1950) (current version
t 48 US.C. 1421(i) (Supp. 1979)).

182 [d, § 30 (codified in 48 U.S.C. 1421(h) (1976)). This section also pro-
ided that U.S. internal revenue taxes on goods produced in Guam and transported
> the United States shall be deposited into the treasury of Guam. The amount
{ taxes covered over pursuant 1o this section was small in 1950, and today is zero,

i b0 goods entering the United States from Guam are currently subject 1o a fed-
‘al mapufacturer’s excise tax. See VIROIN IsLANDS REPORT, supra N. 71, at 17,
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The legislative history of the Organic Act suggests that the paymeat
of federal taxes derived from Guam into the Guamanian treasury was
intended to be a temporary measure. Thus, the following statement
appears in a 1954 report by the Senate Commitiee on Interior and In-
sular Affairs:

[A)t the time of the hearings on the Organic Act for Guam in 1950 (Public
Law 630, 813t Cong.) we were assured by the Governor of Guam, with the
scquiescence of the representatives of the Territorial legislature,[*3*) that
if all the taxes either from incomes of persons on Guam or products or
activities originating in Guam, were granted to the insular treasury for a
period of 2 years, the island could become self-supporting. Those 2 years
have become 4 years and, in the pressure of business and activity in the
Senate, nothing has been dong¢ about determining whether Guam is or is
not sell-supporting without the prop of revenves which other American
citizens have to pay to support their Federal Government. 84

No determination was made and, in the meantime. controversy arose
as to whether the United States or Guam had authority to administer the
U.S. income tax laws in force in Guam. Guam had proceeded to collect
the U.S. income tax imposed cn its residents after 1950, and numerous
suits for refund were filed.’*® To ratify the assessments and collections
that Guam had ‘made, Congress in 1958 enacted legislation “cl~-ify’ng"
the meaning of section 31-of the Organic~Act. Public Law Number
85-688 provided that the U.S. income tax laws as applicable to Guam
under section 31 of the Organic Act imposed "a separate Territorial
income tax,” administeréd by the government of Guam."* In order to
obtsin a “mirrored effect” between the federal and Guamanian income
taxes, Congress provided ‘that “except where it is manifestly otherwise
required, the spplicable provisions of the Internal Revenue Codes of
1954 and 1939 shall be read 50 25 10 substitute ‘Guam’ for 'Umted
Sum " 87

133 The -Congress of Guam dated back to 1917, although it exercised only an
advisory role before 1950. H.R. Rer. No. 1677, 81st Cong., 2d Sess. 9 (1950). ~
184 VIRGIN JSLANDS REPORT, supra N. 71, at 18. This statement by the Gover-
nor of Guam Is also referred io in S. Rer. No. 2109, 81st Cong., 2d Sess. 1S

(1950).

183 See, e.g.. Jennings v. United States. 1SS F. Supp. 571 (Ct. Cl. 1957);
Laguana v. Ansel, 102 F. Supp. 919 (D. Guam 1952), atf'd per curiam, 212 F.2d
207 (9th Cir. 1954).

180 48 US.C. §8 14211(b) and (c) (1976).

17 48 US.C. § 1421i(e) (1976). See also HR. Rer. No. 2273, 85th Cong.,
2d Sess. 5-6 (1958).
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Status of U.S. P.em& Under US. Tax Law
Applicable in Guam

The result of Public Law Number 85-688 was 10 establish io Guam
an income tax system which incorporated virtually all of the pitfalls of
the Virgin Islands income tax. By codifying the Janguage substitution
system (which is the basis of the mirror system), it provided that Guam
would tax U.S. nationals under U.S. law as though they were foreign
persons.’* In general, the courts upheld the tax consequenses that fol-
low from the mirror system.?**

Beginning in 1968, representatives of the Virgin Islands and Guam

. <toet with U.S. representatives to work out a way to remove the anomalies

created by the mirror systems. This task force's product—legislation
passed in 1972-substantially modified the application of the Guam
mirror system to individuals.'*® From the perspective of the individual

- taxpayer, Guam became a collection district of the United Siates, identi-

cal for most U.S. income tax purposes 1o s stateside collection district.
Under new section 935, a resident of the United States or Guam is re-
quired 10 file only one tax retum—with Guam if he is resident there on
the Jas: day of the year, or with the United States if he is resident in one
of the 50 states or the District of Columbia on the last day cf the year.}®
For purposes of computing the individual's tax liability. secion 935 pro-
vides that domestic source income shall include income derived from
sources within either the United States cr Guam.'** In the event that an
individual is resident in Guam for only a part of his tax vear and resi-
dent in the United States for another part of the year, sectica 935 allows
full credit for taxes paid to or withheld by both jurisdicions without

v 156 See the text accompanying Ns. 94=95 supra,

19 See. e.g.. Sayre & Co. v. Riddell, 395 F.2d 407 (9th Cir. 1968); Govern-
ment of Guam v. Koster, 362 F.2d 248 (9th Cir. 1966). However. the mirror
theory was not applied in Atkins-Kroll (Guam) Ltd. v. Government of Guam,
367 F.2¢ 127 (9th Cir. 1966), cert. denied, 386 U.S. 993 (1967), These cases
were later relied upos by the Third Circuit in cases involving the income tax in
the Virgin Islands. .

360 Pyb. L. No. 92-606, 86 Stat. 1494 (1972). This legislation did not modify
the mirror system as it applied to corporations, except witb respec: to the 30 per-
cent fiat tax imposed under L.R.C. § 881 on “domestic™ source invesiment income
paid 10 “foreign™ corporations. The legislation added new section 881(b) to the
Code 10 provide that a Guam corporation would not be treated as 2 foreign corpo-
ration for purposes of that section, Mirroring that provision into Guam tax law,
section 881(b) provides that a U.S. corporation will not be treated as a foreign
corporation for purposes of the Guam tax imposed under section 881. The ex-
planation for this exemption was that Congress wished to promote U.S. invest-
ment in Guam. H.R. Rer. No. 92-1479, 92d Cong., 28 Sess. 2-3 (1972).

161 LR.C. § 935(b).

162 R.C. § 935(c).

B,
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regard to the foreign tax credit limitaticn.'® Thus, income taxes with-
held by one jurisdiction can be claimed as a credit in the jurisdiction
where the individual files his retumn, just as if the taxes had been with.
-held by the jurisdiction of residence.}*

The 1972 legislation preserved Guam's claim, originally in section 30
of the Organic Act of Guam,’** to the federal income taxes paid by U.S,
military employees stationed in Guam,, Such individuals are, in general,
not taxable directly by Guam.'* The legislation added new section
7654(d) to the Code, requiring that the Secretary of the Treasury pay to
Guam the taxes withheld by the United States with respect to the com-
pensation of military personnel based in Guam-~currently somewhat less
than $15 million per year.'*" . A .

The 1972 legislation climinated the perceived inequities and legal
uncertsinties in the taxation of U.S. citizens subject to income taxation
in Guam, but it gave rise to new problems in the division of revenues

100 Reg. § 1.938=1(b)(3).

164 At the time the Guam bill was enacted, the Joint Committee on Taxation
and the Assistant Secretary of the U.S. Treasury expressed the hope that the pro.
visions of the legislation could eventually be extended 10 cover the United States-
Virgin Islands income tax relationship as well. However, the Virgin Islands did
not wish to adopt the new scheme because it would bave provided that U.S.
residents with an unincorporated Virgin Islands business were taxable only by the
United States. In addition. the Virgin Islands did not wish to give up the 30 ner- |
cent withbolding tix on direct U.S. investment in the Virgin Islands, A m.or
advantage of the proposal to Guam—elimination of the dual filing requirement for
Guam residents with U.S. source income—~did not provide any benefit to the Virgin
Islands, which had already obtained a single filing rule for its inhabitants under
section 28(a) of the Revised Organic Act of the Virgin Islands of 1954 (current
version at 48 U.S.C. £ 1642 (Supp. 1979)).

145 Section 30 of the Organic Act of Guam. ch. 512, 64 Stat. 392 (1950), pro-
vides. in pertinent part: “Federal income taxes derived from Guam . . . sball be
covered into the Treasury of Guam.” This provision of section 30 was superseded
by LR.C. §§ 935 and 7654. See Reg. § 301.7654~1(a). -

140 The Soldiers and Sailors Civil Relief Act. 50 U.S.C. § 574 (1976) provides,
in relevant part: “[A] person shall not be deemed to have lost & residence or domi-
cile in any State, Territory {or] possession . . . solely by reason of being absent
therefrom in compliance with military or naval orders, or 16 have acquired a resi-
dence or domicile in any other State, Territory [or) possession .. . while, and
solely by reason of being, 30 absent. For the purposes of taxatiop in respect of the
... income or gross income of any such person by any State, Territory [or] pos-
«session . . . of which such person is not a resident or in which he is not domiciled,
compensation for military or naval service shall not be desmed income for services
performed within, or from sources within, such State, Territory [or] possession.”

167 For 1981, the Appendix 10 the Budget of the United States Gov't (fiscal year
1982), at 1-M69, reporis that Guam received a total of $18.9 million in U.S.
income taxes withheld from the compensation of U.S. government eivilian and
military employees for services performed in Guam. No breakdown of the
amounts is available. For the autbority for the payment to Guam of U.S. taxes
withheld from the compensation of federal civillan employees in Guam, see the
text accompanying Ns, 169=71 infra. .
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between the United States and Guam.'** The legislative history of sec-
tion 935 suggests that Congress intended to provide Guam the exclusive
richt to tax full-year residents of Guam.'* Section 935(c)(3) is cate-
gorical: residents of Guam are hereby “relieved of liability” for the
United States income tax. However, the 1972 law did not make federal
tax wuhholdmg obligations consistent with the liability rules set down
in section 935(c)(3), nor (as an alternative) did it provide a com.
Pprehensive mechanism for the federal government to pay these taxes
into the Guamanian treasury. Inconsistencies exist in three areas:’'®

(1) The United States withholds tax on compensation paid to U.S.
goveroment employees in Guam. Currently, these withholding taxes
are covered over to Guam pursuant to a 1973 Treasury recommenda-

.tion to the Internal Revenue Service to continue to cover over these

» - withholding taxes as if section 30 of the Orgmic Act had not been

Tullv superseded.
(2) The United States withholds (and retains) tax on pension pay-
ments to retired military and civil service employees resident in Guam.
(3) The United States withholds (and retains) tax on compensa-
tion paid to residents of Guam serving in the U.S. armed forces.

In 1980. the legislature of Guam petitioned Congre&s to end the “in

eax..:eble division of tax revenues between the United States and
Guam.” i** The U.S. Treasury indicated to the government of Guam
that, if necessary. it would be prepared 10 seek statutory clarification.!™

Op}ortunitiei” for Federal Tax Evasion and Avoidance

In addition to the interpretative questions raised by the federal income
tax relationships with the Virgin Islands and Guam, these relationships
create numerous opportumues for federal tax avoidance and evasion.
Such opportunities arise from the fragmentation of tax jurisdiction over
U.S. taxpayers and from the failure of particular U.S. tax provisions to
take account of the special status of the Virgin Islands and Guam.

188 See TERRITORIAL INCOME TAX SySTEMS. supra N. 7, at 22.

100 H.R. Rer. No. 92-1479, 924 Con; 2d Sess. 4 (1972). However, a sepa-
rate ryle was adopted requiring cenain high-income individuals to- report the
respective amounts of their income from Guam and the United States ¢o that the
tax collections on such persons could be ptomed between the two jurisdictions.
LR.C. £ 7654(a); see L.R.C. § 6688.

130 See TERRITORIAL INCOME TAX SYSTEMS, supra N. 7, at 22,

171 Res. 433, 15th Guam Legislature (1979).

372 TERITORIAL INCOME TAX SYSTEMS, supra N. 7, at 23.
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Under the Virgin Islands mirror system, a U.S. citizen or a U.S.
corporation that claims residence in the Virgin Islands can eamm U.S.
source income without having 10 pay federal income tax or file a federal
income tax return. Under the Guam mirror system, an individual who
claims residence also has no obligation to file a U.S. tax retumn. Although
residents of a territory are required to pay tax on their worldwide income
under the U.S. income tax laws administered by the territory, individuals
have an incentive to make claims to territorial residence because the
Virgin Islands and Guam do not have the resources nor, apparently. the
political will to enforce the Code.'” One senior official of the Guam-
anian tax department recently listed 1S different areas of the tax law,
including consolidated returns, corporate distributions and source of
income rules, of which no employee of the tax department had any
knowledge. The U.S. Treasury has noted this means of evading federal
tax and the fact that “the IRS is not well positioned to prevent the
evasion of U.S. taxes by individuals with dubious claims to residence in a
territory.” !"* :

An individual who does change residence from the United States to
the Virgin Islands or Guam, or vice-versa, may attempt to change ac-
counting methods in order to minimize tax. The tax savings could be
substantial where, for example. a cash basis taxpayer has realized a gai-
on a sale and is reporting the gain on the instaliment method.'” After
the taxable year of the instaliment sale, the taxpayer could change his
residence from, say, the Virgin Islands to the United States. The install-
ment sale seemingly would insulate the amounts received in subsequent
years from Virgin Islands tax provided that the seller, a nonresident
alien with respect to the Virgin Islands, does not engage in a trade or
business in the Virgin Islands in subsequent years when instaliment
payments are received.'' Upon filing his first retyrn with the United

" States, the taxpayer could adopt the accrual method and take the

reporting position that all of the gain on the transaction was recog-
nized in the year of sale. Although such a change in accounting
methods is presumably contrary to law,'*’ the difficulty of discovering

the change undermines federal tax administration.

113 See letter from Elmer Staats, Comptroller General of the United States, to
Representative Morris Udall (Det. 3, 1979).

174 TeariToriaL INCOME Tax SYSTEMS, supra N. 7, at 40.

113 | R.C. § 453, See Berney, Transfer of Installment Obligations to the US.
Virgin Islands, 7 INT'L Tax J. 229 (1981).

176 Reg. § 1.871-8(c) (1) (1s mirrored into the Virgin Islands tax law;,

177 Under section 28(a) of the Revised Organic Act of the Virgin.Islands of
1954 (current version at 48 'J.S.C. § 1642 (Supp. 1979)), an inhabitant of the
Virgin Islands satisfies his income tax obligations to the United States by paying
income taxes to the Virgin Islands. Therefore, when he changes his residence from

- 55-630 0 - 86 - 6
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Federal faw requires the Virgin Islands and Guam 1o collect the
tax due under the locally applicable U.S." income tax laws, but gen-
erally it does not prohibit the territories from rebating the taxes col-
lected.’™ Tax incentive legislation adopied by the legislatures of the
Virgin Islands and Guam allows 8 rate reduction of up to 100 per-
cent of the otherwise applicable 46 percent rate for qualifying busi-
nesses.'’® A corporation which is an “inhabitant of the Virgin lslands”
or a “possessions corporation” will avoid paying tax to the United
States, as well.™** A U.S. parent corporation can. in tum, offset a divi-
dend received from a wholly-owned U.S subsidiary in the territory
with a 100 percent dividends received deduction, which removes the
dividend income from federal tax.'** The ability of a U.S. parent-U.S.
subsidiary together 10 escape tax on the income of the subsidiary in
the territory creates a strong incentive for artificial profit-shifting by
U.S. corporations 1o the territories. The U.S. Treasury has noted that
“U.S. parents commonly lease plant and equipment to their territorial
affiliates, which may have the effect of artificially inflating the income

the Virgin Islands 10 the United States, he is srguably not a “frst filer.” Any
chunge in accounting methods is thus subject 10 the requirements of the treasury
repulations, which provide that the taxpayer must obtain the approval of the Com-
meconer for the change, and that he make all necessary adjustments 1o his return
W o ate thel the change in accounting methods docs nei tesult in the omission
of any nem of income. Rep. §§ 1.446-1(c) (2111} und .646=)(e)(3) ().

For the argument that this tax avoidance technique is legitimate, see Berney,
supra N. 175, a1 229-236. and Daniclson, supre N. 7 at A-33.

122 In Ramsey v. Chaco, 549 F.2d 133S (9th Cir. 1977), the Ninth Circuit held
that provisions of Guam law granting income tax rebates 10 eligible investors are
nct violative of section 31 of the Organic Act, since failure 10 annul tie original
tebate hill within one year of its submission 10 Congress constituted an implied
congressional approval under the then existing provision of the Organic Act. In the
case of the Virgin lslands, the right 1o rebate income tares is limited by LRC.-
§ 934, providing that income 1ax rebates msy be granted only with respect 10
Virgin Islands source income, and that a recipient of an income tax rebate must
be either an individual resident of the Virgin Islands or a corporation that derives
&0 percent or more of its gross income from the Virgin lslands and 50 percent or
more of its gross income from the aclive conduct of a trade or business in the
Virgin Islands. :

170 V' ] Code Ann. tit. 29, ch. 12; Guam Civ. Code §§ 53577-79. Sec also
Washington Post, June 22, 1981 (Washington Business), at 17. The amount of
income taxes rebated by the Virgin Islands from 1973 through 1979 was $167
million. or S5 percent of corporate taxes collecied under the Internal Revenue
Code. (U.S. Gov't Comptroller for the Virgin Islands.) The tax incentive legis-
lation of the Virgin Jslands and Gusm provides tax benefits comparable to those
offered by Puerto Rico under its Industrial Incentive Acts. See US. Der'r orF-
TREASURY. THE OPERATION AND EFFECT OF THE PossEssioNs CORPOMATION Sys-
TEM OF TAXATION, 3d Ann. Rep. (1980).

140 48 U.S.C. § 1642 (Supp. 1979); LR.C. § 936.

1 LR.C. § 243.
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will be deemed -income effectively connected with a U.S. trade or
business:

(1) gain realized by a foreign corporation or nonresident alien
from the disposition of an interest in U.S. real property, and

(2) pain realized by a foreign sharcholder on his interest in a
U.S. corporation if half or more of the corporation's real property
and business assets consists of U.S. real property.

A

<

FIRPTA also limited the ability of a foreign corporation to distribute
an interest in U.S. real property without recognizing gain, or to avail
itself of the benefits of a tax-free sale incident to liquidation under
o> .+ - section 37."** This legislation was a response 10 political pressure to
-=close the Joopholes that until 1980 permitted foreigners who invested
in U.S. farmland and other U.S. real esiate to escape federal tax on
their capital gains.’!

Tax practitioners discovered that FIRPTA can be circumvented by
forming a Virgin Islands corporation to hold U.S. real property. Such
a3 corporation avoids taxation under section 897 by virtue of/ the
Revised Organic Act of the Virgin Islands. pursuant 1o which in-
huttiants of the Virgin Islands satisfy their U.S. tax obligations by
paving iax o the Virgin Islands.'** By means of a sale of the real
estate and Jiquidation under section 337 of the mirrored Virgin

; Islands Code. the Virgin Islands corporation can avoid tax liability
: 1o the Virgin Islands on gain from the sale of U.S. real estate. The
benefits of a tax-free liquidaticn under section 337 are available to
the Virgin Islands corporation because, with respect to the Virgin
Islands, it is a domestic corporation. The foreign shareholders’ capital
gain on the disposition of their stock in the Virgin Islands corpora-
tion, upon liquidation or otherwise, is in tum exempt from both U.S.
and Virgin Islands 1axes. Section 897 of the Code does not apply to
shareholders of a corporation chartered outside the United States; and
the Virgin Islands mirrored Code does not apply to gain realized on
U.S. real estate or stock of specified corporations. but rather to gain

.

®

e g

Ars e e D

¢ LR.C. § 897(d). ;

383 See Hearings on S. 192 ond S. 208 before the Subcommitjee on Taxation
and Debt Management of the Senate Finance Committee on June 25. 1979 (sate-
ment of Donald C. Lubick, Assistant Treasury Secretary for Tax Policy); Feder
& Parker, The Foreign Invesiment in Real Propery Tax Act of 1980. 34 Tax
Law. $47 (1981); U.S. Dzr'T oF TREASURY, TAXATION OF FOREIGON INVESTMENT
IN U.S. REaL ESTATE (1979).

1»» See the text accompanying Ns. 7375 supre.
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from Virgin Islands real estate or stock of certain Virgin Islands
corporations.'*® i

The administration became aware of this loophole in FIRPTA in

" time to close it through technical corrections enacted as part of the

Economic Recovery Tax Act of 1981.'% A U.S. real property interest
under section 897 was redefined as “an interest in real estate located
in the United States or the Virgin Islands.” Under this definition, a
foreign sharcholder of a Virgin Islands corporation will be subject
to tax on gain on the disposition of U.S. or Virgin Islands real prop-
erty. under the mirrored section 897. The amendment further pro-
vides that a person subject to tax because of section 897 will pay
that tax and file the necessary returns with the United States with
respect to a direct interest in U.S. real property or an interest in a U.S.
chartered corporation, and with the Virgin Islands with respect to an in-
terest in Virgin Islands real property or in a Virgin Islands-chartered
corporation.'**

As Congress continues to amend the Code, new opportunities for
tax avoidance and evasion will arise as a result of the unique tax
status of the Virgin Islands and Guam. Rarely do legislators recog-
nize that separate taxing jurisdictions must interpret the Code in 2
mirrored image, and that an inhabitant of the Virgin Islands satisfies
its U.S. income tax obligations on worldwide income by paying tax to
the Virgin Islands under Code provisions applicable to domestic
persons.

Does the United States-Territorial Tax Relationship
Promote Territorial Fiscal Autonomy?

The historic rationale of the preferential tax arrangements for the
Virgin Islands and Guam was to channel federal support to the terri-
tories in a way that would also promote territorial fiscal autonomy. The
tax preferences were seen as an alternative to annual federal funding of

188 For the period that the Virgin Islands company is holding the U.S. real
estate, it may pay dividends to its foreign shareholders and interest to its U.S.
morigagor without being subject to the requirement 1o withhold a 30 percent tax, ™
provided that less than 20 percent of its gross incoms is dcrived from Virgin
Islands sources. 1L.R.C. §§ 861(a)(1)(B), 862(a)(2)(A), 871(a), 881(a). The
holding company would be subject to Virgin Island corporate tax on its worldwide
income, but real estate corporations typically report losses for tax purposes,
rather than positive 1axable income. U.S. Der't oF TREASURY, TAXATION of
FOREIGN INVESTMENT IN U.S. REAL ESTATE (1979) (1ables 2-3 through 2=5).

199 Economic Recovery Tax Act of 1981, § 831(a) (codified at L.R.C. § 897(¢)
M (AND)). -

193 /d, § 831(f) (codified at L.R.C. § 6039C(f)).

%
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termtonal povernment operations. By enacting.-in eflect, 100 percent
revenue sharing for taxes derived from the territories and. in addition,
earmarking for the territories certain U.S. source revenues, Congress
anticipated that the governments of the Virgin Islands and Guam would
become seH-sustaining.'**

In the 19505 and 1960s. these financing arrangements did accomplish
the intended result. Ad hoc appropriations 10 the territories in these
‘years were principally for disaster relief. In the 19705, however, both
the Virgin Islands and Guam accumulated large deficits. The Depart-
ment of the Interior periodically warned that bankruptcy was immi-
nent.'” but after 1970, had no power to impose fiscal austerity.’ To
finance the territorial deficits, Congress appropriated special grants,’*
authorized federal financing bank loans,’* and provided for prepayment
10 the Virgin Islands of the rum fund '** and advance payment to Guam
of income taxes withheld from members of the U.S. armed forces sta-
tioned there.'®* Table 1 shows that total ad hoc assistance between 1977
and 1980 amounted to $68 million for the Virgin Islands and $81
million for Guam.'**

What went wrong? Table 1 suggests that demand for government

1% See the text bepinning at Ns. 61, 119, 154 supra. Sec also 125 Cone. Rec.
16894 (daily ed Nov. 16, 1979) (remarks of Sen. Johnsion). The Virgin Islands
and Guam are also cligible for approximately one half of federal grant-in-aid pro-
grams. Sce U.S. Der't oF INTERIOR. FEDERAL PROGRAMS AVAILABDLE TO THE
Transrories OF THE UNITED STATES (1978).

* The July 1979 report of the Federal Comptrodier for the Virgin Islands
stated on page S: “The financial condition of the Territorial Government con-
tinues 10 worsen al a rapid pace and is now al a point where a virtual bankrupiey
situation could exist in the near future. . . . Potential sources of increased reve-
nues do exist in amounts sufficient 10 reverse the trend of deficit spendin;." The
August 1979 report of the Federal Comptroller for Guam stated on page i: “The
GCovernment of Guam’s fiscal difficuliies have grown more critical each year since
1974 . . . we anticipate thar Guam could incur a cash shorifall of $30 million by
the end of FY 80. unless immediate corrective measures are taken.”

1#4 In November 1970, the people of the Virgin Islands and Guam each elected
their first governor. Since 197), the Department of the Interior has exercised no
direct conirol over the territorial governments. Virgin lslands Elective Governor
Act, § 4,48 US.C. §159) (1968); Guam Elective Governor Act, § 1, 48 US.C.
§ 1422 (1968).

1% Many of these grants were to offset reductions in territorial tax revenues
resulting from changes in the federal income tax. See the text accompanying Ns.
202-204 infra.

1%n 48 1.S.C. § 1574b (1976). Pud. L. No. 96-205, § 303, 94 Sta1, 88 (1980)
(to be codified at°48 U.S.C. § 1423a).

197 48 U.S.C. § 1645 (Supp. 1979).

1% 48 U.S.C. § 1421h (Supp. 1979). R

1%* Not included in this amount is the foregiveness of interest and principal on
the $33 million balance of a loan owed by Guam to the U.S. government. Pub.
L. No. 96-20S, § 302, 94 Stat. 88 (1980); Pub. L. No. 96-597, § 201, 94 Stat.
3477 (1980). ‘



Table 1

General Fund Expenditurcs, Income Tax and lncome Tax Effort,

(Dollais in millions)

and Federal Ad Hoc Assistance, 19711980t

{1861

1971 1972 1973 1974 1973 1976 1977 1973 1979 1980
VIRGIN ISLANDS
General Fund . : g
(1) Expenditutes 6.3 ns 1044 1ol [pIR 1283 1243 1351 1490 .
(2) Operating surplus/deficit (34) - 26 (15.6) (1.4) (202) (292) (21.0) (253) (s.3) . 3
Income Tus e
(3) IndiviJual 2 2.5 367 390 e 476 412 0 358 470 . Q
(4), Corporate ® - 182 199 s 2.4 147 10.1 s 1no . . a
{S) Total as percentage of gross : o
teeritorial product ¢ 181% 18.1% 136% 153% 1).6% 106% 11I3% . 100% * * g ;
Federol ad hoc asiistance ® . » N
(6) Grants 2.7¢ 237 27 7 37 2 L 8 143 0 a0 ©
(1) Loams 0 0 [ 0 0 -0 220 0 2.0 0 e
GUAM g
Gencral Fund . o
(8) Eapenditures d ne 8.7 108.3 1331 1s.s 1259 1433 © 1604 . z
(9) Opcrating surplus/deficit ¢ 3) .7 13 (20.1) (199) 3.6) (103) 72 ey DO
Incowne Tax
(10) Total revenues 8 295 87 4690 508 492 358 30 41 0.4 M
(11) Total as percentage of gross ¢ . 1% 11.0% 10.3% 71.1% * ®. i ¢
teveitorial product ¢ .
Federsl ud hoe assissance 8 150 3.4 9.2 2607
.- (eacluding typhoon tclicl)
(12) Geants o 0 0 0 0 o -
(13) loans (] 0 [ (] [ 0 [ [ 36.0 0 3
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* Not wrailuble  ° 0

' Figures for federul asustance are on the basik of U.S fiscul vears. Al other figures
are on the haus of ternionial fiscal vears Uniil 1979, the fiscul veiurs of the Virgin
Idands and Guam ended on June 30. Since 1979, termiorial fiscal vears have ¢nded
on Sepiember M0 (Lb6. fiscul year). Figures for iransition quaniers sre not shown.

s Net of refunds. The source documents show individuul snd corporaie taxes on a
gross basis and present only one figure for income tax refunds. That figure has heen
assumed 10 consist masniy of individual income taxes and hus heen deducted from them.

3 Net of rebutes, which averuged 322 million per year in the Virpin Islands and rose
in Guam from approximately $100,000 in 1971 and 1972 10 $4 million in 1977 and 1978.

¢ Computed on the bass of the average of the gross territorial product for the two
calendar years straddied by the fiscal year.

£ Ad hoc assistance includes all federal assistance for the territorial povernments, other
than grantsain-aid (which, 1n many cases, are avoiluble 10 the ierritories on the same
basis s 10 the SO states) and trancfers of earmarbed federal taxes.

« Between 196R und 1976, annual payments of $2.7 million were made by Hess Oil

. Corpuranion 10 the Virgin Islands in consideration of & 14.000 harrel per day oil product
import quoty 1ssued by the Secretary of the Interior in 1967.

* Includes 2K milhion in advance payvments 1o the Virgin Jslands of estimated federal

tanes on V.1 rum shipmenis 10 the United States, and 316.3 million in advance paymenis

<0 Guum of esimated LS. income taxes withheld from federal poverment emplovees in
Guam The chunge in timing of the payment under Pub, L. No. 95-348 resulied in a
double payment in fiscal veur 1980. one half of which is counied as ad hoc federal
asimtance. See Appendix 1o the Budget of the United Siates Governmen: (fiscal year
1962) av J-Mé6y,

* Exces of General Fund appropriations as of April 11, 1980. over estimated General
Fund resenues for fiscal year 1980,

o0 TAX LAW REVIEW

“. .. Leaes tt. oand (2) are from U.S. Imerior Depiriment. US. Government
Compirvarer for the Virgin Islands. Financiol Conduticn cip the G ovrement of the Viegin

< Islonds of the United States (hereinafier, 1.1, Comptroiler's Repiri), vatious years. All
vears eacepl 1979 shown in hines (3) and (4) are from Virgin Islands Department of
Finance Annual Repurt on Financial Operations, FY 1977 and 1978. The figure shown
for 1979 is revenue less impuied reserve for income tax refunds reported in °.J. Comp-
teller's Repors, FY 1979, Line (S) 1s bosed on pross territorial product statisiics esti-
muted oy Jerome McElroy in V.1 Depanment of Commerce. “Comparative Growth
Siutisties.” Lines (6) and (12) are based on Budper of the U.S. Government, various
vears. und Federal appropriation acts for the Interior Depariment. Lines (7) and (13)

.

are from U.S. Treasurs. Federal Financing Bank. Lines () and (9) are from US.
Interior Depariment, U.S. Government Compirolier for Guam/TTPI/NML, Audit Report
on the Fiscal Condition of the Government of Guam, various yeers. All vears shown in
line (10) except 1971 and 1972 are based on revenues before rebates repored in us.
Interior Department. U.S. Government Compirolier for Guam. Awdil Report of the
Fiscal Condinon of the Governmeni of Guam, annusl reporns. Gross revenues for 197}
and 1973 were provided by Govemnment of Guam. Depariment of Revenue and Taxs-
\ion. which was also the source of income tax rebates accrued under Guam's industrisl
incentne program. Line (11) is based on gross territorial product siatistics estimated in
Russell C. Krueger and Clara M. Ohada, The Gross Island Product of Guam, Guam
Department of Commerce, 1978.
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services in the territories increased substantially, while resistance to taxa-
ton also increased. Despite a sharp.rise in U.S. assistance and real eco-
nomic growth during the 1970s,°*° the Virgin Islands and Guam
incurred deficits in almost every year after 1972, Net income tax collec-
tions, the main source of local revenues in the Vurgm Islands and Guam,
were stagnant between 1972 and 1978 in dollac terms; in real terms
they declined. As a percentage of Virgin Islands gross territorial product,
Vnrgm Islands income taxes declined from 18 percént in 1971 and 1972,
1o 1C percent in 1978. In Guam. income taxes declined from 11 percent
of gross territorial product in 1973 to less than 8 percent in the period
from 1976 through 1978.

The Virgin Islands and Guam alleged that a major cause of their
decline in income tax revenues was the reduction in individual income
tax liabilities provided for by the federal revenue laws enacted each year
between 1975 and 1978. Since the income tax laws of the Virgin Islands
and- Guam are “mirrors™ of the Code, reductions in the U.S. income tax
reduce the liabilities of taxpayers in the territories as well. The terri-
tories’ lack of control over the lccally applicable U.S. income tax laws
became the justification for additional federal aid.**' In 1976, the
United States authorized a grant of $8.5 million “to compensate the
Virgin Islands for the unexpected revenue loss occasioned by the Tax
Reduction Act [of 1975]." “** The next year, the United States autho-
rized S14 million for the Virgin Islands and S15 million for Guam in
order to offset “unexpecied revenue losses occasioned by the Tax Reduc-
tion Act of 1975 and the Tax Reform Act of 1976." ** In 1977. statu-
tory 13x rates were again reduced by the Tax Reduction and Simplifica-
tion Azt of 1977. Section 407 of the Act authorized payments to the
Virgin Islands, Guam and American Samoa. in an amuount equal to the
loss to the territories with respect to tax returns for 1977 by reason of
the reduction in statutory tax rates.*** Pursuant to this provision, the
United States appropriated a total of $6 million to ‘the three territories
combined.

o Sve THE EcoNomy OF THE U.S. VIRGIN. Istanps, supra N. 127 Guam
DEer'T OF COMMERCE, STATISTICAL ABSTRACT, fecent Vvears.

20t The year 1975 was the first ume that the Virgin Islands sought special
grants 1o compensate for fcderal tax reductions. Guam did so for the first time
in 1976.

2238 US.C. §1574d S|976) See S. Rer. No. 941021, 94th Cong., 2d Sess.
5 (1976).

"203 26 U.S.C. § 7651 note (Supp. 1979).

204 Tax Reduction and Simplification Act of 1977, § 407(a). Amcrican Samoa
was included in this legnlmon because it had adopicd the U.S. income 1ax laws,
_ with certain modifications. as its Jocal income tax law. See TERRITORIAL INCOME
Tax SysTEMS, supra N. 7. at 28-29.

— —
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Heginning in 1976, several members of Cengress proposed that the
ioss 1o the Virgin Islands resulting from changes in the U.S. income 1ax
laws warranted a permancnt solution. The proposal was to deposit into
the treasurs of the Virgin Islands the U.S. excise taxes collected on past
and futurs shipments of Virgin Islands gasoline 10 the United Statcs.*¢?
This was the same result which the Virgin Islands sought after 1978
through the courts in Virgin Islands v. Blumenthal.** In a letter 10 the
Presdent. the Chairman of the House Subcommittee on National Parks
and Insular Affairs wrote that the United States was “obligated” to pro-
vide additional federal assistance 10 the Virgin Islands, “since the Virgin
Islands deficit has becn directly caused by federal actions afiecting tax
revenues collected.” “** The Chairman went on to state that “since the
Federal govemment has . . . provided some interim relief through
partial rcimbursement of these tax losses, it seems 10 me that we must also
recognize our special obligation 10 provide the Virgin Islands with some
hind of permanent solution.”

The argument for make-up payments to offset reductions in federal
tax rates was misleading for two reasons: First, the argument implied
that changes in federal tax law reduced territorial welfare. 1t ignored
the fuct that the less 10 the territorial treasuries.was the gain of the
territonal taspayers: 1f the governments of the Virgin Islands and Guam
preferzed 1o muimain their revenues rather than have their taxpayers
s edinoed tun habilities, they could have ofiset reductions resulting
v snangesan the Code through increases in iogal ines. Since 1976
and 1977, respectively. the Virgin Islands and Guam have also had the
authority to levy income tax surcharges of up to 10 percent.®*

Scconc. the argument for make-up payments presumed that the fed-
cral income tax reductions significantly reduced terriiorial revenues in
real 1erms. In fact. the main effect of the changes in.the federal indi-
vidual income tax undcr the revenue acts of 1975, 1976, 1977 and 1978
was 10 offset the automatic 1ax increases that result from the tendency
of inflation 1o subject individuals 1o higher tax raies.?*® On the basis

202 Three bills were proposed on behalf of the Virgin Yslands that. would have
provided for the transfer of these taxes 1o the Islands through an amendment 10
LR.C. & 7652. S§.°2998. 94th Cong.. 2d Sess. § 4; H.R. 6110, 95th Cong., 1st
Sess. t 401(3) (1973); S. 2821, 951h Cong.. 2d Sess. § 16(b) (1978).

< Sce the 1cat accompanying Ns. 33-43 supra.

#07 Lener from Congressman Phillip Burton 10 President Carter {Oct. 7, 1977).

xe g US.C o £12397 (1976); 48 U.S.C. § 142]i(a): (Supp. 1979).

#* TERRITORIAL INCOME Tax SySTEMS. supra N. 7, at 10-13, 34-35. This re-
port showed thut. assuming that the nominal earnings of taxpavers kept pace
with inflation, the ratio of federal individual income taxes 10 earned income tended
slightly 10 increase at virwvally all income levels between 1973 and 1978, despite-
the reductions 1n statutory 1ax rates. On the conservative assumption that nominal
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of an analysis of both U.S. tax law and income distribution in the Virgin
Islands.*'® -the U.S. Treasury concluded that “[t]he tax law changes
[between 1973 and 1978] could not be the sole or even the primary cause
for the sharp decline in the ratio of tax collections to gross V.I. product
after 1973.” 31 _ v
A 1979 report by the staff of the Virgin Islands Legislature Com.
mittee on Finance also discounted the effect cf U.S. tax law changes on
Virgin Islands tax performance.?'* This study estimated that the actual
level of individual income tax collections in 1978 was slightly less than
60 percent of potential revenues. taking into account the growth of
Virgin Islands incomes after 1970 and changes in the federal income
-tax laws. This report, which also studied changes in the level of receipts
from local Virgin Islands taxes, concluded that “it appears that a policy
has been established to forego enforcement of the Virgin Islands internal
revenue laws,*'* and to seek, instead, to subsidize the resulting shortfalls
of revenues by incursions into the U.S. Treasury.” #'¢

incomes in the Virgin Islands increased at an annual rate two percentage points
less than the average U.S. inflation rate. the report found that the average effective
tax rate in the Virgin Islands should have dropped by only 8 pereent between
1973 and 1978—from 7.2 percent of taxable income to 6.6 percent. The actual

" collections of individual income taxes in the Virgin Islands fell by 14 percent—
from $38 rmillion 10 less than $33 million between 1973 and 1978-—an astounding
tresult in view of the subsiantial growth in the Virgin Islunds cconemy in t' '
period and rates of inNation in excess of U.S. mainland rates.

210 /4, at 33-34. The aserage ciective 1ax rates were estimated by weighting
the effective U.S. tax rate for each income level and filing status by the percentage
.of Virgin Islands taxpayers subject 10 that rate. The income distribution and filing
status data were derived from a random sample of 200 individual income tax re-
turns filed with the Virgin Islands for tax vear 1977,

211 /d, at 34. The report did not provide dircct evidence of deficiencies in tax
administration or compliance. Such evidence is provided in INTERNAL REVENUE
SERVICE. REPORT ON INTERNAL AUDIT of THE VIRCIN IsLanos Tax DivisioN
(various years). See also REPORT oF THE COMPTROLLER GENERAL OF THE UNiTED
States. GOVERNMENT oF GuaMm’s EFFECTIVENESS IN ADMINISTERING ITS TeER-
RITORIAL INcoME Tax Laws (1979), and U.S. Der'r oF THE INTERIOR. AulIT
REPOAT ON THE DEPARTMENT OFf REVENUE A}D Taxa110N, GOVERNMENT OF
Guam (1975).

212 COMMITTEE ON FINANCE, VIRGIN IsLANDS LEGISLATURE. A STUDY OF THE
COLLECTION OF REVENUES IN THE VIRGIN IsLanDs ror 1978 (June 1979).

213 The reference is to the U.S. income 1ax laws, made applicable to the Virgin
Islands pursuani to 48 U.S.C. § 1397 (1921). and 10 locally enacted Virgin Islands
tax laws,

214 CoMMITTEE ON FINANCE, VIRGIN IsLaNDS LegCistaTure, supra N. 212,
at vii.
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Alternatives 10 the Present Federal-Territorial
.. Income Tax Relationship

The mirror system may be described as one income tax law servicing
three independent tax jurisdictions. The mirror system operates differ-
ently in the Virgin Islands and Guam. but in both cases gives risc 10 legal
confusion and opportunities for federal tax avoidance and evasion, while
it places an unreasonable and inappropriate administrative burden on
the territories. Two paths to reform are possible. Both approaches
assumec that the territories, which have no voting representation in Con-
gress. will continue 1o be exempt from taxation for the support of federal
programs.

A Unified Federal-Territorial Income Tax System

The most direct solution, which has been considered in the past.’*
would be to extend the U.S. income tax jurisdiction to include the Virgin
Islands and Guam,*'" and to remit all taxes attributable 1o these territories
1o the territorial treasuries. All individuals and corporations resident in
or deriving income from the Virgin Islands or Guam would ve treated
in the same way as stateside individuals and corporations., T» preserve
the federal assistance which' the Virgin Islands and’ Guam currently
receive. the Service would remit to each territory (1) the full amount of
federzl income 1axes paid by its end-of-year residente: (2) in the case of
o =e et iadividuzis, o prorated amount of fudera! tines based on the
ruin v 4 termtorial source income to worldwide income; and (3) in the
case of corporations. a proraied amount of federal taxes based on the
ratio of territorial source income to combined territorial and U.S. source
income. This formula would provide a division of revenues between the
United States and the territories comparable to that under present Jaw.#*

Extension of U.S. incoine tax jurisdiction to the territories would
be u radical simplification of current Jaw and would resolve all
of the ambiguities therein. The amounmt of federal revenve shar-
ing would be -based on apponionment by the Service, rather than
on application of the mirror theory 1o each taxpayer residing in or deriv-
ing income from the Virgin Islands, and to each corporation chartered

21% ]y was considered by, among others. the 1970 Interagency Committee on
the V'irgin Islunds, the P6th Congress, and the Carter administration.

14 This could be aécomplished by redefining the term “United States™ in 1.R.C.
§ 7701(a)(9) 10 include the Virgin Islands and Guam.

217 For » detailed compatison of the amount of federal revenue sharing pro-
vided by current law and the above formula, see letter {from Donald C. Lubick.
Assisiant Secretary for Tax Policy, U.S. Treasury, to Paul M. Calvo, Governor of
Guam (Jan. 7, 1980). .
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or operating in Guam. Taxpayers would have to file only one income
tax return. The only special burden on taxpayers would be the require-
ment that corporations and cenain individuals recéiving income from the
Virgin Islands or Guam file an information retumn reporting their income
according to source.”** Territorial residents would not have to file such
an information return, except in the unlikely case that a resident of the
Virgin Islands (or Guam) received income from Guam (or the Virgin
Islands). The territories would be freed from the statutory requirement
that they administer the unwieldy and constantly changing U.S. income
tax laws, but would continue to receive the revenues collected in the ter-
ritories under those laws. Administration by the Service should increase
territorial tax revenues through improved collection and compliance.
In addition, the potential for tax evasion would be reduced by bringing
U.S. citizens and corporations under the common tax administration of
the Service. ]

A proposal for a unified federal-territorial income tax was introduced
by Senator Bennett Johnston in November 1979.#'* In February 1980,
President Carter announced that he supported the proposal to replace
the mirror systems with direct extension of the U.S. income tax system,
and that he would submit similar legislation.**” Senator Johnston and
the Carter Administration viewed the proposal as a solution to the tech-
nical flaws in the mirror systems and as a means to increase the revenuee
available to the ﬁnanclallv pressed territorial governments.**!

Despite the advamages of this proposal. its ‘drawback is that it repre-
sents a change in the long-standing federal policy toward increased
autonomy for the territories. The territorial leaders look upon their au-

-thority to administer the locally applicable income tax laws as a basic

1% Such a requirement currently applies to certain high-income individuals

resident in or deriving income from Guam. 1.R.C. §.7654(a). A similar require
ment applics as well to individuals and corpcranom which clam\ a foreign tax
credit. L.R.C. § 904,
- $1m g 2017, 96th Cong.. st Sess. (1979). That bill apphed not only to the
Viigin Islands and Guam. but also to the Northern Mariana Islands and American
Samoa. The Northern Mariana Islands was included in the proposal because,
under 1976 law, all federal tax arrangements for Guam apply equally to the
Northern Marianas. See the text accompanying N¢. 228-230 injre.

3 White House. Press Release (Feb. 14, 1980), The Carter administration
prepared such 3 bill and circulated it widely in the territories. The bill was never
officially transmittéd 1o the Congress. but nonetheless was reflected in the federal
budget for fiscal year 1982, submitted in January 1981 by the outgoing Carter
admunistration,

221125 Cong. Rec. S16894-16896 (daily ed. Nov. 16, 1979), and White
House Press Release (Feb. 14, 1980). See also Letters from G. William Miller,
U.S. Secretary of the Treasury, to Juan Luis, Governor of the Vifgin Islands, and
to Pau! M. Calvo, Governor of Guam (both dated Sept. 26, 1930).

¢
7
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attribute -of sel-government.¥* The government of Guam viewed the
Curter bill as a “1ax ‘take-over” proposal [which) threatens 10 gu't the very
substance of our political life a« u self-governing territory.” *** The
terntories also perceived a conflict between the Service's interest in en.
forcing the law and their own concemn that the territorial share of total
revenues be maximized. Such a conflict could arise in the application
of residence rules and transfer pricing standards. Territorial opposition
to this proposal persuaded the Carter administration 1o postponc indefi-
nitcly the transmittal of its bill to Congress, with the result that the
Senate did not take up/lhe issue of the territories’ tax status in 1979 or
1980, ’

Independent Federal and Territorial Income
Tax Systems ’

Rather than solving the problem of meshing the U.S. income tax and
the mirror systems by unifying the federal and territorial income tax
jurisdictions. the problems of tax harmonization could be resolved by
cranting the Virgin Islands and Guam autonomy over locally applicable
income tax laws. That is. the Virgin Islands and Guam would administer
their own territorial income tax imposed under local law, and would be
treated for certain purposes under the Code like a foreign country. sub-
ject i the safeguards buili into the Code to combat 1ax avoidance and
evasian by U.S. 1tazpayers who reside in or derive income from a foreign
country. However, U.S. citizens who were resident in the Virgin Islands
or Guam at the end of the tax year would be exempt from U.S. tax on
territorial source income. Such an exemption currently applies to full-
vear residents of Puerto Rico, who can exclude, under section 933, all
income derived from sources within Puerto Rico (except amounts re-
ceived as U.S. government salaries}.*** The United States would prevent
double taxation with respect 10 foreign source income by allowing a
doliar-for-dollar foreign tax credit for taxes paid to the Virgin Islands
or Guam. o

The federal government would provide financial and technical assist-
ance in helping the territories develop alternatives to their present income
tax Jaw, in administering whatever laws are in place, and in training local
people 10 administes the tax laws.*** The territories would be encouraged

222 See. e.g.. Jetter 1o G. William Miller, Secretary of the U.S. Treasury, from
Juan Luis, Governor of the Virgin Islands (July 18, 1980).

23 | etter 10 Wallace Green. Deputy Under Secretary of the U.S. Interior De-
pariment, from Paul M. Calvo. Governor of Guam (Oct. 9, 1980).

-224 See the text accompanying Ns. 44~46 supro.

225 Similar eflons have taken place between the United States and developing
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to design an income tax which was simpler and more broadly based than
the Intemnal Revenue Code, and which was not automatically changed
each time Congress amended the (ederal income tax laws. To reduce the
burden of enacting separate definitions of the tax base, the territories
might choose. as 21 of the 50 states have, to incorporate the Code's
definition of gross income into their own individual and corporate income
taxes.*** To ensure that the Virgin Islands and Guam obtain the same
level of federal assistance under this proposal as xhey receive under cur-
rent law, federal taxes paid by U.S. citizens resident in the Virgin Islands
or Guam-would be remitted to the territory.“** Provision for the transfer
to the territory of all U.S. taxes from sources outside the territory also
has the advantage that it climinates the need for the territory to enforce
a tax on foreign source income.’

This reform would provide a straightforward sysiem for harmonizing
the federal and territorial income tax jurisdictions. U.S. citizens resi-
dent in the Virgin Islands or Guam as of the end of their tax year would
be SUbjGCl to federal income tax on their worldwide income with the
exception of territorial source income. The territorial income t1ax would
take the place of the U.S. income tax with respect to income derived
from the territory by territorial residents. The United States would
transfer to the territory any federal income taxes paid by territorial
residents. This réform would resolve the technical problems crented by
the mirror systems, with no loss in territorial astonomy or potentia terni-
torial revenues.

Epilogue and Conclusions

A pattern once set is hard 10 break. Although the federal revenue
sharing provisions for the Virgin Islands and Guam are riddied with

countries, The Service provides technical assistance in tax administration to de-
veloping countrics through its Tax Advisory Assistance Staff (in general, fynded

by AID), and also provides assistance in drafting tax laws to a few Jeveloping

couniries on a rcimbursable basis. See Oldmun & Surrey. Technical Assistanee in
Taxzation in Developing Countries. MODERN FiscaL Issues: Esaavs 1N HoNow oF
Care S. SHour 278 (Bird & Head eds. 1972).

238 National GOVERNOR'S ASSOCIATION, INFO LETTER—FEDERAL Tax Poucv
lmucnxous FOR THE STATES 5 (Jan. 15, 198)).

227 Although federal taxes paid by U.S. citizens resident in Puerto Rico are not
remitted 10 Puerto Rico, it does enjoy primary junisdiction to tax the income of
its residents which is sourced outside the United States. Thus. a resident of Pucrio
Rico is enuitled to claim a foreign tax .crednt against hus U.S. tax hability for
Puerto. Ricun taxes paid with respect 10 income from sourees abroad. Becauwse
Puerto Rico's individual tax rates are somewhut higher thun those in the United
States, the foreign tax credit generally oifsets any U.S. liability Lith respect 20 that
income.

.
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complexitjes and have not provided the hoped-for territorial financia)
autonomy. the U.S. tax relauonship with the newly acquired territory of
the Northern Mariana Islands was set in the same mold.

The Northern Marianas

The Northern Marianas is a group of Pacific islands with a 1260
population of approximately 17,000. After World War II, jurisdiction
over the islands was transferred from Japan, under a League of Nations
mandate. to the United Staies, under a trusteeship agreement with the
United Nations. In 1976. the Northern Marianas affiliated with the
United States as a self-governing commonwealth.*®* The covenant
establishing the commonwealth sets out the federal income tax relation-
ship with these islands. Section 601 provides that U.S. citizens *** resj.
dent in the Northern Marianas will satisfy their U.S. income tax obliga.
tions by paying the tax due on their worldwide income to the Northemn
Marianas. The Northern Marianas wi!l administer the U.S. income tax
laws as a separate territorial income tax “in the same manner as those
luws are administered in Guam." Under section 602 of the covenant,
the Marianas can impose additional taxes under local law, and can pro-
vide for rebate of taxes received by it on Marianas source income. Sec-
tion 703 of the covenant. using language identical to that which autho-
rizes the rum fund for Puerto Rico and the Virgin Islands, requires the
Unitcd States 10 transfer to the Northern Marianas “the proceeds of all
1ares collected under the internal revenue laws of the United States on
articles produced in the Northern Mariana Islands and transported to the
United States.” #*¢ }

Responding to difficulties foreseen in implementing the U.S. income
tax Jaws. the Northern Marianas legislature provided for the 100 per-
cent abatement of the mirror tax on Northern Marianas source in-
come.** Congress subsequently declared this to be “contrary to the
intent” of the covenant and delayed the effective date of the mirror sys-

224 48 U.S.C. § 1681 note (1976). See N. 16 supra.

v Sections 301303 of the Covenant to Establish a Commonwealth of the
Northern Mariana.lsiands gram U.S. citizenship to all persons who are domiciled
in the Northern Marianas and who do not owe allegiance to a foreign state, effec-
tive with formal termination of the United Nations trusieeship agreement. All
persons born in the Northern Marianas after that date will be U.S. citizens at bind.

23v At present. the Northern Marianas does not export 10 the Unijted Spus any
goods, such as alcoholic beverages or tobacco products, which are subject t0 8
U.S. manufacturer's excise tax. The Northern Marianas thus does not currently
benefit from this provision. . )

323 Pub, L. No. 1=30 of the Northern Mariana Islands, cb. 2 §§ 1-5 (1979)-
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iem (as applicable to Northern Marianas source income) until 198]1.%2
Congress also authorized the Internal Revenue Service, upon the request

tax in the Northern Marianas free of cost to the territory.3* Representa-
tives of the Northern Marianas government explored this possibility
with the Service in several meetings from 1979 through 1981. The
meetings were unproductive because the Northern Marianas and the

15 administration of the income tax.3

Seeing that no solution had been worked out for the administration of
the mirvor system, Congress, in December 1980, again extended the
edective date of the mirror system as applicable 10 Northern Marianas
source income. The new effective date is January 1983.23% At present,
the operating expenses of the Northern Marianas government are fi-
aanced by a graduated gross income tax imposed under Northern Mari-
anas law, and by the annual U.S. grant provided under the covenant
through 1987.%¢ :

Practical Problems

: Those who have espoused the use of the federal tax system to finance
. e territories have not thought through the practical problems to ..nicn
ssch arrangements give rise. This article has highlighted the problems
23t have been created by the special federal tax relationship with the
Virgin Islands and Guam. Both the grant to the Virgin Islands (and
Puerto Rico) of certain federal excise taxes—the so-called rum fund—
aod the grant of the right to collect federal income tax locally are in-
berently flawed.

The U.S. Department of the Interior report on the Virgin Islands
economy implies that the rum fund is a complex and wasteful system for
“the shifting of fiscal levies among consumers, producers, the Federal
Government and the Virgin Islands Government.” ' Consumers pay
3 bhigh duty on foreign rum in order to protect the Virgin Islands (and

S ———— .
2 Tub. L. No. 96-20, § 205(a), 205(c), 94 Stat. 87 (1980).
. Pub. L. No. 95-348, § 3(d). 92 Stat. 489 (48 U.S.C. § 1681 note (Supp.
’:9‘)). amended by Pub. L. No. 96-208, § 204, 94 Stat. 86 (1980).
See lenter from Jerome Kurtz, Commissioner of Internal Revenue, 16 Carlos
e o of the Northein Mariana Islands (Sept. 24, 1979).
2 2Ub. L. No. 96-597, § 303, 94 Stat. 3478 (1980). ‘
_,;ub; L No. 94-241, § 704, 90 Stat. 273 (48 U.S.C. § 1681 note (1976)).

H2 EcoNoMY OF THE U.S. VinorN ISLANDS. supra N. 127. See also the text
tecompanying Ns. 117-32 supra. ’

of the North- 0 Marianas, “to administer and enforce™ the mirror income -

Service were unable to agree on the sharing of ultimate authority over

Puenio Rican) rum producer, and also pay the federal excise tax appli-
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cable to all alcoholic beverages. The excise tav on rum produced in the
Virgin Islands or Pueno Rico is iransferred from the U.S. Treasury to
the territoriés. which in wm subsidize the. local rum industries. The
Intenor Department report states:

Thus the U.S. consumer and the U.S. Treasury subsidize the Virgin Islands
producer and the Virgin Islands treasury. The original object of [the V.1
rum fund] was 10 encourage local Virgin Jslands tax collections by match-
ing them with a transfer payment from the U.S. Government. The pay-
ment {rom the U.S. Government continues, while the incentive no longer
applies to the collection of local taxes but 1o the production of rum, 3¢

Mirror Systems

The principal means by which U.S. tax dollars are channelled to the
Virgin Islands and Guam are the so-called mirror systems. The mirror
systems, as applicable 10-individual and corporate income taxes in the
Virgin Islands and to corporate taxes alone in Guam, involve a transfor-
mation of all Internal Revenue Code provisions which make ‘a distinc-
tion between foreign source and domestic source income and between
forcicn and domestic persons. Since taxation of international transac-
tions involves some of the most complex provisions of the Code, the
mirror systems are peculiarly susceptible 10 technical problems. Espe-
cilly in the Virgin Islands, the mirror system gives rise to difficult
rrobiems of interpretation. harsh tax results for some taxpayers and loop-
hoies for other taxpavers. A.pplication of the mirror system to individuals
resident in or deriving income from Guam was simplified in 1972. The
new scheme, under sections 935 and 7654 of the Code, eliminates the
discriminatory treatment of U.S. citizens as foreign persons under the
Guam mirror system. However, the new scheme gives rise to incon-
sistencies berween federal laws regarding liability. for tax and federal tax
withholding obligations.*** B _

s The purpose of the special federal tax relationship with the Virgin
%i—ﬁlslands and Guam is to provide these territories an independent source
% of revenue. and thereby promote their fiscal autonomy.®*® The 1979
' Treasury Report noted that: “The most obvious disappointment [with
respect to the Virgin Islands and Guam mirror systems) has been in the
amount of income tax revenues collected by the territories.” *¢' Tax col-

238 Id. at 28.

210 See the 1ext accompanying Ns. 168=72 supra.

sev See the text beginning at Ns. S1 & 144 swpra; Rev. Rul. 78-327. 1978-2
C.B. 196; Dudley v. Comm'r, 258 F.2d 182 (3d Cir. 1958); 5. 2017, 96th Cong., -
15t Sess. (1979).

243 TERRITORIAL INCOME Tax SYsTEMS, supra N. 7, at 2.



e

174

1981) TAX POLICY TOWARD TERRITORIES 101

lections uader the mirror systems were stagnant in the 1970's: as a per-
centage of gross territorial produc:. they fell by roughly one third. Sub-
stantial evidence exists that a major cause of the decline in tax effort
was decreasing tax enforcement and compliance in the territories. None-
theless, reductions in U.S. income tax rates in the 1970's furnished an
argument for providing increased- federal appropriations to the terri-
tories.*** Ratker than promoting the fiscal autonomy of the territories,
linkage between the territorial tax systems and U.S. income tax Jaws has
blurred the responsibility of the Virgm Islands and Guam to assume the
burden of fiscal solvency.

Two Possible Approaches

This article outlines two possible approaches to the reform of the
federal tax relationship with the Virgin Islands and Guam. The first
would extend the U.S. income tax system directly to those territories.
All revenues attributable to a territory would be remitted to the territory.
The second would make the Virgin Islands and Guam autonomous for

_ purposes of taxation. The United States would exempt from tax the

territorial source income of territorial residents, as the Code presently
provides for Puerto Rican residents under section 933. Territorial resi-
dents would thus be sub;ect to faderal tax only on U.§. source income
and income sourced in foreign countries. The prececds of the feueral
tax on the residents of a territory would be remitted to the territory.
Either of these reforms would end the legal disarray and pmentlal for
U.S. tax avoidance and evasion under the present mirror tax systems.

" The choice involves a trade-off between federal assumption of responsi-

bility for territorial revenues. on the dne hand. and territorial autonomy.
on the other. The first approach retains the linkage between income
tax rates for federal taxpayers and territorial taxpayers. As a result of
administration by the Service. this approach would probably result in a
substantial increase in territorial revenues. The second approach reflects

242 The most recent occasion for a request for a federal appropriation to offset
reductions in territorial revenues resulting from a federal tax Jaw change occurred
in connection with President Reagan's proposal for a 30 percent tax cut. The re-
quest ‘was made on May 21, 1981 in a statement by Rep. de Lugo before the
Senate Finance Committee concerning the impact of the Reagan agministration’s
tax proposals on Virgin Islands. See also Res. 15, 16th Guam Legisiature (1981)
(expressing support for the proposed tax reduction and petitioning the United
States 1o compensate Guam for the loss in territorial revenues). To meet these
requests, S.1674, 97th Cong., Ist Sess. § 204 (1931) would authorize appropria-
tions to the Virgin Islands, Guam and American Samoa to offset “any revenue
reductions they sustain as a result of the ‘enactment of any general federal tax re-
vision or reduction” (emphasis added).
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the U.S. commitment 10 the fiscal autonomy of the Virgin Islands and
Guam. Thesé-territories-would have authority 10 develop a tax system
suited to their nceds and adminisirative resources. and they would be
free 1o work out their own balunce between income tax burdens and
local government spending.

AT P T S R




et e

176

Western Governors' Association Resolution 85-010 August 28, 1983

Honolulu, Hawait

SPONSOR: Governor Bordallo -~ ’
SURBJECT: Tax Policy for Guam and Confedcration of Northern Meariana Istands (CNAN)

A, BACKGROUND :

1. Fedcral statutes currently require that the income tax of the government of
Guam mirror the federal income tax laws,

2, Numcrous tax reform proposals are currently before Congress. The tax reform
bill proposcd by President Reagan would not be revenue neutral with respect to
Guam. It is estimated that the proposal would cost the government of Guam
mote than $18 million in lost 1ocal revenue during FY 1986,

3. Under the Administration's proposed plan, Guam would lose $4 million in
FY 1986 due to reduced revenues pursuant to Section 30 of the Organie Act of
Guamn. Further, recent federal tax changes (e.g., the Economic Recovery Tax
Act of 1981 and the Tax Equity and Piscal Responsibility Act of 1982) already
have cost the government of Guam approximately $27 milllon over the past
three years. -

4. The federol government has not compensated Guam for this lost revenue,
despite a long-standing federal policy to reimburse Guam for losses caused by
federal tax reforms. . "

.
B. GOVERNORS' POLICY STATEMENT !

i.. The western governors urge Congress not to ad:‘pt a tax reform proposal which
v:ould result in revenue losses for Guam and CNMI. -

2. The western governors also urge Congress to "de-link" the federal income tax
system for Guam and CNMI and allow Guam and CNMI to establish an
indcpendent tax system.

C. GOVERNORS' MAMAGEMENT DIRECTIVE
1. Convey the Western Governors' Association position to the appropriate members
of Congress and the Administration.
DISPOSITION:
Approved:
Disapproved: -
Abstaincd: :

Not Present: Sheffield (AK), Dabbitt (AZ), Deukmejian (CA); Lamm (CO), Kerrey (NE)
Brvan (NV), Janklow (D), Herschler (WY), -

A
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The CHAIRMAN. Mr. Nordberg.

STATEMENT OF CARL A. NORDBERG, JR., EXECUTIVE DIRECTOR,
PUERTO RICO U.S.A. FOUNDATION, WASHINGTON, DC

Mr. NORDBERG. Thanl:dyou, Mr. Chairman.

My name is Carl Nordberg. I appear here today in my capacity
as the executive director of the Puerto Rico U.S.A. Foundation.
With me is Mr. Salvador Casellas, who is counsel to the foundation;
and Mr. John Beyer, who is president of Robert R. Nathan Associ- .
ates, who are our economic consultants.

One of the benefits or detriments of being the last witness on an
issue is that most of the issues that I would have liked to cover
have been covered very well, and I'm not going to take this com-
, mittee’s time and repeat them.

I would just like to briefly state several points. In the ﬁrsr:‘ﬁlace,
the Treasury Department pro this alternative wage credit be-
cause they contended that 936 has nct created jobs in Puerto Rico.

-I think the discussion that has been held here this morning clearly
indicates that 936 has created substantial employment in terms of
Puerto Rico; not only in terms of numbers, but also in the quality
of the jobs that the 936 companies have produced for Puerto Rico.

Second, as far as the wage credit is concerned—I would like to
refer to the chart that we have here. You will see the problem that
the wage credit creates for Puerto Rico. Even with the wage credit,
which is at the bottom of the chart, a $3.12 wage in Puerto Rico is
just not competitive—as Senator Long pointed out earlier this
morning—with the wage rates in the other areas of the Caribbean-
and throughout the world. So in trying to compete for goods that
are produced by low-cost labor, we feel very strongly that a wage
credit of this type is just not going to be sufficient to eliminate the
competitive disadvantage.

In fact, Senator Long, we rzally feel that any kind of a wage
credit approach is not going to work because Puerto Rico’s econo-
my with respect to exported products has really advanced beyond
the point where they are competitive. But with respect to what you
were discussing earlier, maybe if tne focus could be on products
and services that were consumed on the island, then a wage credit
might be a help to Puerto Rico’s situation as far as the 22-percent
unemployment is concerned.

The Governor commented on the revenue estimate that was pre-
pared by the Treasury Department. Every nongovernmental econo-
mist that has locked at it thinks it is far overstated. One of the pri-
mary mistakes the Treasury Department has made is that they
have assumed that the companies will not react to a change in the
law vis-a-vis 936. All of us here know that the companies will react.
They will react in a fashion to minimize their taxes and maximize
their profits.

It's unfortunate Senator Mitchell has left because we have just
concluded a study which clearly reflects that the companies will
leave Puerto Rico if 936 is repealed, and most of the companies will
not be coming back to the United States, assuming the foreign tax
provisions and other areas of the code remain as they are.
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Another point that no one else had made but T-would like to em-
phasize—we also have in this area a question of com 1%tf::xl]t;weneﬁm
We all know that the U.S. electronic and computer are at
this point in time locked in a competitive battle particularly with
the Japanese companies. Section 936 is one of the ecohomic tools
that our electronic and computer firms are using. There are a
number of such firms located in Puerto Rico with significant oper-
ations there that are expanding.

I would point out that while our Treasury Department pro m
to strip this economic tool from our electronic and computer
the Japanese Government has negotiated tax treaties with the var-
ious developing and tax-haven countries in the world that provide
Japanese firms with precisely the same tg'pe of tax treatment that
our companies now get through 986. I don’t think we should be -
stripping this tool from our companies while the Japanese are out
giving exactly the same tool tc their companies.

Mr. Chairman, I'm going to be one of the few that is going to
Sto% early in an effort to curry the favor of the committee. [Laugh-
ter

The CrAmtMAN. You would be amazed at what works. [Laughter.]

Mr. NorpserG. I thought I'd try

[The prepared wntten statement of Mr. Nordberg follows:]
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Good morning - My name is Carl Notdbe:q. I appear
today in my capacity as Executive Director of the Puerto
Rico U.S.A. Foundation. Attached to my testimony is a list
of the 75 members of the Foundation. As the list reflects,
cur members range in size from Puerto Rico's largest em-
ployers to the smallest and these companies are involved in
the manufacture of electrical equipment, -electronics and
other high technology products, phaz;aceuticals, chemicals,
medical devices, apparel, food as well as financial activ-
ities. oOur companies employ more than 2.5 million persons
on the U.S. mainland. Our Puerto Rican employment is ap-
proximately 80% of the direct section 936 employees.

In the time available to me I would like to make just
five points: .

First, the Treasury Department contends that Section
936 has n9t created additional employment in Puerto Rico.
It is wrong! Section 936 companies have created tens of
thousands of new jobs -~ and they are skilled, high-paying
Jjobs which have done much for the Puerto Rican economy and
quality of life of its people. In a word, Section 936
works! ) ‘

Second, ghe wage credit proposed by the Administration

as a substitute for section 936, will not be an effective
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incentive to attract labor intensive industries to Puerto
Rico. This conclusion applies to any wage credit likely to
seriously considered.

Third, in the discussion of its proposal to repeal Sec~
tion 936, the Treasury admits that the repeal of section
936 will cause the high tech and other operations employing
skilled people to leave Puerto Rico. But, many other types
of operations, including the major employers will also
leave the island. A recently completed study by Robert
Nathan Associates concludes that the Treasury proposal will
create levels of unemployment in Puerto Rico, within five
years, of 30 percent, and within 15 years, of 36 percent.

Fourth, in our judgment it is unwise to strip our high
technology firms of the benefits of section 936 in the
nidst of their struggle to retain their international com-
petitiveness. It is significant that the government of
Japan has concluded a nunber of tax treaties with tax haven
countries which grant section 936 type treatment to its own
high technology firms.

Fifth, the Treasury has vastly overestimated the rev-
enue costs relating to section 936. The actual revenue

cost per job is approximately the cost of maintaining an

'unonployed worker. -

I will now elaborate on each of the five points.
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Treasury's contention that Section 936 has not created
additional employment in Puerto Rico is just wrong. Tens .
of thousands of skilled, high-paying jobs have been created
by Section 936 companies. For example, in the period
1974-82, total manufacturing employment in Puerto Rico
declined from 141,000 jéb- to 134,000 jobs. However, in
the same period, employment by 936 co;panios increased from
63,000 jobs to 82,000 jobs. Moreover, the quality of jobs
provided by 936 manufacturers by far exceeds that of jobs
in manufacturing in general. Average wages in high-tech
Thaustries where 936 companies predominate are considerably
greater than in labor-intensive indusgrie-.

We are confident that a w;go credit will be ineffec-
tive in attracting labor intensive industries to locate in
Puerto Rico. The island's economy is well beyond the point
where its competitive advantage in world markets lies in
labor intensive activities using low cost labor.

Puerto Rico's economy has progressed from the 1950's
when nearly 83 percent of workers were employed in manu-
facturing of textiles, apparel, tobacco, food and related
products. Employment in those industries has fallen dra-’
matically wﬁile employment in the high tech industries has
risen dramatically. For example, during the period 1968~

.1984 combined employment in the high tech industries rose

by 247 percent. In 1984, high tech industries accounted
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for more than 40 percent of Puerto Rico manufacturing em-
Ploynment. '

The salient fact is that wages in Puerto Rico, even
with a wage credit, would remain significantly above those
Qf other countries where goods for sale in wvorld markets
are produced using labor intensive proécs-oa.

- Please .refer to Table I. There you seée the comparisons
- a wage cost of $3.12 per hour is no bargain when you can
get the same job done for $.33 or $1.43. Employers are not
going to take labor intensive operations to Puerto Rico
where ‘they will incur a labor cost of 2 or 3 times what

would be incurred elsevhere.
The Treasury's wage credit proposal is designed to re~ -

turn Puerto Rico's economy-to the days of -sugar cane, cigar

wrapping and sewing. We are confident that the proposal
will not work....but even if it did, imagine how the qual-
ity of life would deteriorate in Puerto Rico.

This bring- me to my next point. What will haﬁpon to
the opcra}ions that are currently being conducted in Puerto
Rico. The Treasury admits in last November's Tax Reform
Report to the President that repeal of section 936 will
cause the high tech firms to leave. These firms employ 40%
of the island's manufacturing employees. They employ
skilled people and they pay vor&Auubstantial salaries. we

have just concluded an economic study which appraises the




kS
kS
F-1
#
7
1

AN RSO, W G D T

184

full damage of a 936 repeal -- damage that goes well beyond
Treasury's admission. Clearly, the magnitude of the ad-
verse impact would be very lubltantiul.

(1) Substituting a wage oredit for Section 936 will
create levels of unemployment in Puerto Rico as high as 36
percent; stifle the development of the economy of Puerto
Rico; reduce Puerto Rican per capita income; and cause a
substantial negative fiscal impact on the Puerto Rican
Treasury under conditions where the demand for services and
payments from the public sector will greatly intensify.

(2) Moreover, the economy of Puerto Rico will suffer
under a wage credit compared with Section 936 because
investment would virtually halt with the withdrawal: of the
incentives offered by the income based tax crcdit;:?ﬁbroi
over, many existing 936 operations, particularly those with
the -largest employment, will ioavo Puerto Rico as soon as
the operation ceases to be competitive with alternative
operations. Those.terninationl will commence as soon as
their Puerto Rican grants expire but no later than in four
or five years.

Table II shows that, in most instancés, the Treasury
proposal will drive the operations cuyrrently located in
Puerto Rico to foreign locations.

My next point relates to internﬁtiqnal competitiveness.

It is no secret that the U.8. high tech semiconductor and
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computer firms are locked in compotifivo struggle with
their Japanese counterparts. We would all like to sdi‘this
struggle concluded with the U.S8. cospanies emerging as the
victors. One of the economic tools of the U.S. companies

is the tax benefit of section 936. The Treasury would

strip this tool from the U.S. companies. It is important
that the Congress be aware that while the Treasury proposes

A

to strip this tool from U.S. companies the Japanese govern-
ment has negotiated tax treaties with a number of tax haven

couhtries so as to provide section 936 type treatment to

their high tech firms. These countries include South
Korea, Singapore, Irﬁland and Malaysia. In this struggle
for competitiveness, we may not be able to match some of
the benefits foreign governments provide, but wawshould
extend reasonable assistance where possible and that
includes continuing section 936.

My final point addresses the revénue cost of 936. In
estimating the revenue cost of section 36, Treasury makes
two critical and erroneous assumptions. First, Treasury
assumes that companies will pot react to the repeal of sec~

~ tion 936 in ways designed t$ﬁprotect their profitability
and minimize their tax exposure. Second, Treasury assumes
Puerto Rico won't take the logical step of exercising its
right of primary tax jurisdiction. Clearly the companies
and Puerto Rico will react and the aggregate effect of
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those reactions will be that any revenue gain to the U.S.
Treasury will be minimal.

However, even if one embraces Treasury's "static nea--
sure" of tax cost, the Treasury estimate still suffers from
twvo basic flaws. First, the Treasury only takes into™
account for direct employment generated through 936. The
appropriate measure of tax cost per job is the total em-
ployment attributable to section 936 -- the iﬁdiroct as
well as the direct employment.

Second, since the goal is to evaluate the future cost
of section 936, that future impact should be determined by
application of the Treasury's proposed reduction in the
corporate tax from 46 to 33 percent.

Attached Table III makes these two corrections to the
Treasury's numbers and shows the.tax cost per job is $5,660
rather than the $20,663 alleged by Trcaiury.

Summary

In summary, section 936 has been successful and effic-
ient. 1Its critics have puffed its costs far beyond reality
and offered an alternative that is well meaning but ili-
conceived and ineffective. We urge the Congress to pre-
serve section 936 so as to continue the ;cononic develop~
ment of the island and the improvement in the quality of
life for its three million U.8. citizens.
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TABLE I

Table IV-1. Comparisons of Hourly Wages
Puerto Rico vs. Other Exporters of Selecte
Labor Intensive Goods, 1982

. (U.8. dollars)

Apparel
All and Leather
Country manufacturing textile footwear
Caribbean Basin
Jamaicp® 1.38-3.50
Brazilb 1.98
Mexico c 1.43
Douinacan Republic .72
Lo e ﬂl‘.ti 033
- Far !astb
Hong Kong 1.37 1.30 1.62‘
Taiwan 1.33 1.21 1.23
Korea 1.04 «67 .75
Puerto Rico
No wage cresitf 4.64 3.78 3.80%
Wage credit 3.12 2,38 2,39

a. Unskilled workers average 855 per week.
Jamaica Business

ers average from $100 to $180 per week.
Fact Sheet, Caribbean Basin Initiative, U.S. Department of
Commerce, and Caribbean Business, February 29, 1984.

b. Source: U.5. Department of Labor, Burcau of Labor
Statistics, Office of Productivity and Technology, unpub-
lished data, "Hourly Compensation Costs for Production )
Workers in Manufacturing Industries, 36 Manufacturing Indus-
tries, 29 Countries®, April 1984,

€. Legal monthly minimum divided by average of 173.3

hours worked per month,
1984,

merce.

Statistics.

cent.

RS R R 4

g

8killed work-

Caribbean Business, February 29,

d. Minimum wage is $2.65 per day.
Sheet, Caribbean Basin Initiative, U.S. Department of Com-

e. Data for leather and leather products, SIC 31.
£. 8ource: U.S. Department of Labor, Bureau of Labor

Haiti Business Fact

¢g. Wage credit figures reflect the net benefit of the
wage credit by taking into account the value of the tax
.credit [(.6 x min. wage) + .2 (wage - min., wage)] less the
loss of the tax deduction on that amount of the wage counted
in the tax credit, assuming a marginal tax rate of 33 per-
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TABLE 11

- Impact of a Wage Credit on Relative
Profitability of Being a Possessions
Corporation for Growth Industries

N Relocation
Puerto Rico
Industry reincorporation U.S. Foreign
"'“"""‘”"P‘t@’ht
rood " 3 -24 17
Instruments -] -16 15
Blectrical machinery S -17 14
Machinery/computers 6 =17 15
Chenmicals/pharmaceuticals 10 -4 13
Impact of a Wage Credit on Relative
Profitability of Being a Possessions
Corporation for Declining Industries
! Relocation
Puerto Rico -
- Industry reincorporation u.8. Foreign
percent
Textiles -26 -58 12
Apparel -18 -44 9
Leather -17 -45 8
Rubber -8 -32 19
Fabricated metals _ 5 =17 13
]

Source: RRNA
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TABLE III

-'rreasury and RRNA Estimates of
936 Tax Benefits per Job, 1982

1. Treasury estimate

a. Total estimated tax benefits, all
- 936 manufacturing corporations, .
1982 (million dollars) . 1,679

b. . Estjmated direct 936 employment, :
B , 81,257

1982 :
c: Bititwated tax benefit per job
ldoflars) : 20,663

..

2. RRNA estimate

.
f&;

a. Adjusiment to reflect impact of ,
TEPRA™ (million dollars) 1,470

b. Treasury estimate adjusted to
reflect 33 percent corporate tax i
rate (million dollars) X ’ 1,050 .

c. Total 1982 936 employment ¢
(direct and indirect) 186,000

d. Estimated tax benefit per job
(dollars) i 5,660

a. While little empirical evidence exists concerning
the impact of TEFRA on Treasury receipts, a RRNA survey
of 936 firms indicated an overall reduction in tax
benefits nf about 13 percent. While the magnitude of
the reduction varied significantly among firms, it is a
reasonable benchmark for estimation purposes here.

Source: RRNA.

. s
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PuerTto Rico, U. S. A. FOunNDATION
8S1°ITE 700
1778 PENNSYLVANIA AVENUE, K. W.
WasHiNoToON, D. C. 20006

(202) 887-0620
DEX (497 A26-480Y

MEMBER COMPANIES

Abbott Laboratories
Alberto~Culver Co.
American Cyanamid Company -
American Home Products
American Hospital Supply
Corporation
Arthur Andersen & Co.
Avon Products, Inc.
Banco Popular de Puerto Rico
Baxter Travenol Laboratories,
Inc.
Bristol-Myers Company
C. R. Bard, Inc.
Carter-wWallace, Inc.
‘he Chase Manhattan Bank, N.A.
Chesebrough~Pond's Inc.
Citibank, N.A.
The Coca-Cola Company
Colorcon, Inc.
ConAgra, Inc. -
Couvper Laboratories, Inc.
Crewley Maritime Corp.
Delcitte, Haskins + Sells
Digitui Erqmipment Corporation
Drexel Burnhax Lambert, Inc.
DSC Communications Corporation
Economics Laboratory Inc.
E. I. duPont deNemours & Co.
Eli Lilly and Company
Fluor Corporation/Daniel Con~
struction Company °
General Electric Company
Gould, Inc.
The Grow Group, Inc.
Hewlett~-Packard Co.
Inland Container Corporation
Intel Corporation
International Playtex Inc.
Johnson & Johnson
Lenox Inc.
Loctite Corporation
Martinez, Odell, Calabria
& Blerra

McConnel Valdes Kelly 8ifre
Griggs & Ruiz~Suria

Medtronic, Inc.

The Mentholatum Co., Inc.

Merck & Company, Inc.

Millipore Corporation

Motorola, Inc.

Nabisco Brands Inc.

O'Neill & Borgol

Pall Corporation

Paradyne Corporation

Pelton Company

Pepsico, Inc.

Pfizer, Inc.

Phillips Petroleum Company

Pittway Corporation

Price Waterhouse

Production Graphics Corp.

Prudential-Bache, Puerte
Rico, Inc.

Revlon

R. J. Reynolds Tobacco
International

Richardson-Vicks Inc.

Roche Products Inc.

Schering-Plough Corporation

Sea~-Land Corporation

G. D. Searle & Co.

smithKline Beckman Corporation

8quibb Corporation _

storling Drug Inc.

sun Refining & Marketing Co.

Superba Inc.

syntex Corporation

United States Surgical Corp.

Upjohn Company

Wang Laboratories, Inc.

Warner Lambert

The West Company

Westinghouse Electric Cor-~
poration
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The CHAIRMAN. Senator Hernandez-Agosto, let me ask you about
the twin-plant concept. How you are going to finance Puerto Rico's
part of that, and whether or not this isn’t almost going to look like
sort of a Puerto Rican colonialism where Kou are going to keep the
high-technology, capital-intensive plants. And as best I can see, sort
of farm out to Jamaica and the others the low-wage plants that
somehow are going to be intertwined in this twin-plant venture.

Senator HERNANDEZ-AGosTo. Well, you have to start, Senator,
somehow and somewhere. We cannot change the economics of the
neighboring islands and countries. So, they pay low wages. Those
parts of the operation that require low wages would be manufac-
tured in those countries. But at the same time, in doing so, we will
be helping these countries to develop their infrastructure which, fa-
cilitating that, in due time they will also achieve the levels of
wages that we have achieved. You have to start somewhere. We
went through that experience. So, initially, we didn't have the
wages we have now. So it is a matter of getting started.

At present the situation is such that they don't get neither one
nor the other. They will be getting some; we will be getting some.
It will be to our mutual advantage. ,

The CHAIRMAN. Let me ask you about the President's wage-credit
scheme. Are you convinced that his wage-credit scheme, as opposed
to 936, would not even produce more jobs?

Senator HERNANDEZ-AG08TO. Absolutely not.

The CHAIRMAN. Would not?

Senator HERNANDEZ-AGosTO. Absolutely convinced. It will make
us lose a lot of jobs. Absolutely.

The CHAIRMAN. Tell me again why.

Senator HERNANDEz-AGosTO. Because when you reach these
high-technology industries, then the wage credit is so low that it
would be no incentive. For example, you have the chemicals. The
average wage paid by chemicals is 60 percent more than the aver-
age industrial wage in Puerto Rico; when you reach that point, this
wage credit doesn’t operate at all.

The CHAIRMAN. And you would not attract other businesses that
are labor-intensive that would provide more employment?-

Senator HERNANDEZ-AGosT0. Now we may be able to, with the
wage credit, to keep some of our apparel industry; probably shoes
and apparel. But it is difficult to think of attracting more indus-
tries in that direction. We may be able o keep them.

The CHAIRMAN. Senator Lonﬁ. .

Senator LoNa. I'd like to ask one queation of Mr. Nordberg. Mr.
Nordberg, if we could use some of that food stamp money to subsi-
dize employment, why couldn’t Puerte Rico produce its own re-
quirements of tropical fruits?

Mr. NorpBERG. It would seem to me that is something they
should consider. Yes; for their own on-islend consumption.

Senator Lona. If you don’t watch out, you make it so attractive
for people to subsist on the welfare benefits that it is difficult to
get them to return to work. When you offer them a ‘]ob a_person
says, well, why should I do that; I can do almost as well by drawing
welfare paKments which I lose when I go to work. And work can be
a bother. A real pain in the neck. Why do all that when I can sit

i
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hlfre and live rather comfortably just drawing for food stamps and
the rest.

My thought is that if you could provide employment opportuni-
ties, even if you have to subsidize them. I discussed it with Gover-
nor Colon. For example, take some of that money and subsidize
wages 80 that you can afford to put people to work harvesting trop-
ical fruits. The fruits will grow; you just need.somebody go pick
them off the trees.

I can’t see much point in having to-produce bananas somewhere
else and haul them into Puerto Rico. You ought to he able to
produce your own requirements in Puerto Rico.

* Mr. NorpgERG. I think you are probably right, Senator.

Senator Long. If it's subsidized, that is.

Mr. NoRDBERG. It's been the experience of the companies in our
foundation that when you f)rovide the Puerto Rican people an op-
portunity to work, they will do a great job for you. They are anx-
lous to be able to have a job and to make a contribution to the eco-
nomic well-being of the island. And I think anything we can find to
help with the unemployment problem is going to be very beneficial.

Senator LoNng. Thank you very much.

Senator HERNANDEZ-AG08TO. Sunator Long, Mr. Chairman, may 1
make a comment in relation to your question?

Senator LoNg. Yes, sir.

Senator HERNANDEz-AgosTo. It is this: What you are pointing
out brings out another thing, which in my opinion you shoul
know. All these programs are good for the States, and they have
their benefits. But in applying them to Puerto Rico, we should have
the flexibility from the very beginning to apply these programs to
an economy which is different from your economy. We are at a dif-
ferent level of development, and we.should take that into consider-
ation. Rather than extending the programs under the same terms
that you apply to States, let us apply them on local terms that will
be more effective. But we must start that from the very beginning.

Senator Lona. I thoroughly agree with you, but if bureaucrats in
Washiniton insist on seeing just how you are going to do some-
thiné, then I want your cooperation, Mr. Hernandez-Agosto, and
the Governor’s cooperation. If they want to see how you propose to
do something, spell it out for them. Say here is what we think we
could do and here is how we think we could improve the lives of
these people.

I am satisfied that the average family working to make money
will be a lot better off than people who become accustomed to sur-
viving on welfare payments. T

I was born and reared in a working man’s neighborhood. There
was a lot of poverty there. But most of us felt that we were going
to go somewhere because we were willing to work and we were
brought up with the work ethic, as were our parents and grandpar-
ents. They all believed that if you worked hard enough, you will
get somewhere. And most of the Yeople did. . N

We want to move the Nation. I think you might help provide an
example for the rest of the country by showing that instead of
paying money which makes work less attractive, you could pay it
to make work more attractive. :
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Senator HERNANDEZ-AGosTo. We can come up with some propos-
als to use money for subsidies for africultural production. We have
been working at that, as a matter of fact.

Senator LonG. I wish they would give Louisiana the same oppor-
tunity, but it’s better to start somewhere. Thank you very much.
[Laughter.]

The CHAIRMAN. Louisiana has had you, Senator Long.

Senator LoNG. Yes, but we still have Federal regulations to con-
tend with.

Senator BRADLEY. Mr. Chairman.

The CHAIRMAN. Yes.

Senator BRADLEY. May I submit some questions to the record?

The CHAIRMAN. Absolutely. Thank you.

Senator Matsunaga.

Senator MATSUNAGA. Thank you, Mr. Chairman.

Mr. Hernandez-Agosto, I am aﬁpalled by the difference in the fig-
ures which the Treasury staff has presented us with the figures
you have presented us as to the consequences of the repeal of sec-
tion 936 tax credit. You say in your statement that rather than
81,250 jobs cited by Treasury staff, over one~q;:arter million jobs
are at stake. Now 1n making its estimate, did the Treasury in any
wsg' consult with you? ) :

enator HERNANDEz-AGosTo. Not at all,

Senator MATSUNAGA. Not at all? _

Senator HERNANDEZ-AGosTO. Not at all. And let me tell you, Sen-
ator, these figures are accurate figures. We have taken into consid-
eration the direct jobs, indirect jobs, and through econometric
models, we have calculated the impact that these operations in
Puerto Rico have in the U.S. economy. And it adds up to the
amount we have given you.

Mr. NorDBERG. Senator, if I may just add a point. .

Senator MATSUNAGA. Yes, Mr. Nordberg,

Mr. NorpBERG. The difference here is that the Treasury Depart-
ment refuses to take into account anything beyond a direct employ-
ee. They don’t count the indirect employees at all as being created
by the 936 operation. It's 81,000 direct jobs. Obviously, there are at
least 100,000 additiona] jobs. We have done very thoughtful and
complete economic studies which show that the Puerto Rican gov-
ernment’s numbers are absolutely correct.

Senator MATSUNAGA. Your unemployment rate today, you say, is
22 percent.

Mr. NorpBERG. That is correct, Senator.

Senator MATSUNAGA. Prior to the enactment of section 936, what
was the unemployment rate? '

Senator HERNANDEz-AGosTO. Well, it has been close to that
figure. It came up to 26 percent during the petroleum crisis. It has
come down somewhat. But had it not been for 936, I'm pretty sure
it would now be 30 or 40 percent. You cannot measure the impact
of 936 operations in Puerto Rico just by whether you have had a
dramatic reduction in unemployment or not. But you have been
able to arrest the trend toward higher unemployment. And with
the measures we have been taking, the strict regulations that we
have adopted in relation to the use of 936 funds, and other local
- regulations that we have approved, which we mentioned earlier, we
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are creating the climate for further economic development. That is
what we want to pursue with the least interruptions.

Senator MaTsuNaca. Now, Mr. Nordberg, you state that the
Treasury has vastly overestimated the revenue costs relating to
section 936. The actual revenue cost per job is approximately the
cost of maintaining an unemployed worker. Now what might those
figures be?

Mr. NorpBERG. Our number is something in the range of $5,500.

%enator MATsUNAGA. For both maintaining an unemployed
and——

Mr. NorpBerG. And for the cost, revenue cost, on a per-cost
basis. We think 936 is in the range of $5,500.

Senator MATSUNAGA. I see. How did you arrive at those figures?

Mr. NorpBERG. We took the Treasury Department’s numbers, we
used their concept, which is a static concept, and assumed that the
companies are not going to adjust or react one way or another if
section 936 is modified or repealed. Then we made adjustments in
three areas. We adjusted for the change that Congress made in the
1982 legislation; we thought that was fair. We adjusted for the indi-
rect as well as the direct jobs; we think that’s fair. And since the
Treasury Department is looking to the future costs, we an}justed to
the corporate rate that they are proposing in their tax reform pro-
posal—33 percent. And when you make those three adjustments
and use the rest of their concept, you get a $5,500 number.

Senator MATSUNAGA. Mr. Santos, I'm glad to have heard you
mention that you represent as the director of the the Department
of Revenue and Taxation the Territory of Guam, United States of
America, because too often we forget that Guam is part of the
United States of America, as witness the textile bill where you are
classified as a foreign courtry. So you keep reminding Members of
the Congress that Guam is United States of America.

Mr. SANTOs. Where America’s day begins.

Senator MATSUNAGA. I might just make this one statement that I
think your testimony indicates positively that delinkage is the best
thing for Guam, and you can be assured of my support.”

The CHAIRMAN. Gentlemen, thank you very much. We appreciate
it.
Now if we might have Mr. Al Noftz; Mr. George Lawrence; Mr.
Raymond Smith; Mr. Howard Doerr; Mr. Michael Foley; and Mr.
Richard Morgan.

Do we have the rest of our witnesses here?

[No response.]

The CHAIRMAN. We will wait just a moment until they clear out
the door and close the door and then we will start.

All right, gentlemen, we will start. And if the others come, we
will put them on after you. We will start with Mr. Lawrence, then
Mr. Smith, and then Mr. Doerr. I might indicate that in a few mo-
ments I have to leave and go to the Senate floor. We are going to
start the debt ceiling increase bill, and I've got to handle it on the
floor so I won’t be able to stay for the entire panel. *

Mr. Lawrence.
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STATEMENT OF GEORGE H. LAWRENCE, PRESIDENT, AMERICAN
GAS ASSOCIATION, ARLINGTON, VA -

Mr. LAWRENCE. Mr. Chairman, I represent the American Gas As-
sociation. We support the general concept of tax reform. And to ac-
complish that, we believe that Treasury II is far preferable to the
recent Ways and Means proposal. )

I'd like to focus today on three areas that are important to our
industry—capital cost recovery, appropriate transitional rules, and
assuring a plentiful supply of natural gas for the future.

First, the current method of recovering capital costs, combining
ACRS depreciation and the investment tax credit, we can support.
We can also support the alternative system in Treasury II which
would allow most gas distribution and pipeline property to be de-
preciated over 10 years. What we cannot support is a system in the
House Ways and Means draft proposal released last week. That
would require most pigeline property to be depreciated over 18

ears rather than the 10 years in current law or under Treasury II.

ven worse, distribution com(fan%‘ assets depreciable over 15 years
under ACRS or 10 years under Treasury II would be depreciated
under the House draft proposal over 30 years, via straight line.

This would not only impair incentives for investments, but it
would also place gas distribution companies at a severe competitive
disadvantage because electric utilities could depreciate over 18
years by use of an accelerated recovery method. This is not the pro-
verbial level playing field. And that is needed due to the ongoing
and increasing competition between gas distribution and electric
utilities for more economic service to customers. This competition
benefits both the Nation’s ecohomy and consumers of energy.

We also could not support any proposal that eliminates the his-
toric practice of requiring normalization for the recovery of capital
costs. Without normalization, a regulated company’s customers on
the system in the years when taxes are deferred could realize all
the benefits of the deferred taxes while later customers would real-
ize none.

Second, AGA believes that the transition rules in both Treasury
11 and the Ways and Means proposal are inadequate with respect
to the investment tax credit for property that is under develop-
ment, but not yet placed in service. Transition rules should allow
the continuation of ITC, provided that binding contracts are in
place, application for regulatory approval has been made, or sub-
stantial construction has startec{

The third point is that we believe that sound Federal policy
should encourage the development of our domestic energy resource
base. And we believe that to be especially true for our huge natural
gas sup’Fly potential. .

The Treasury II proposal took an important step in that direc-
tion by continuing current tax treatment for intangible drilling
costs. In contrast, the Ways and Means proposal would impair the
development of additional reserves by recharacterizing intangibles
as taxable income once a well begins to produce. This would re-
quire IDC’s for producing wells to be amortized over a 3-year
period, which would be a blow to the cash-flow of energy producers.
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It's a clear disincentive toward development of producing proper-
ties and amounts to a penalty for successfuldrilling.

Instead of the Ways and Means plan, we believe Treasury II pro-
vides the wiser policy with respect to the energy security of the
Nation, and especially to the growing contribution that U.S. natu-
ral gas can make to our Nation’s economic and environmental poli-
cies.

In conclusion, AGA supports tax reform efforis. Those are not
just nice words for this committee or for the President. Dean Whit-
ter estimates that the effective tax rate of the natural gas industry
in 1984 was about 44 percent, far above the 16 percent for general
industry cited by the Joint Tax Committee. We believe the Treas-
ury II would make significant strides to correct this inequitable dis-
tribution of tax burdens. We look forward to working with the com-
mittee in its efforts to develop an equitable tax reform proposal.

Thank you.

Senator Symms. Thank you very much, Mr. Lawrence.

[The prepared statement of Mr. Lawrence follows:]
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STATEMENT OF THE
AMERICAN GAS ASSOCIATION
BEFORE THE
FINANCE COMMITTEE
UNITED STATES SENATE
ON THE PRESIDENT'S PROPOSALS TO THE CONGRESS
FOR FAIRNESS, GROWTH AND SIMPLICITY
OCTOBER 3, 1985
INTRODUCTION

The American Gas Association (A.G.A.) 1is a national
trade association comprising nearly 300 natural gas
distribution and transmission companies serving more than
160 million consumers in all 50 states. Collectively, these
companies account for nearly 85 percent of the nation's
total annual gas utility sales.

A.G.A. 18 pleased to submit its views on the
Pfeaidont'q tax reform proposals. We support the general
concept of simplifying our tax system by implementing a
modified flat tax plan. Further, we recognize that lowering
tax rates requires modifying certain deductions and
" credits, and these are importang steps to take in such tax
reform efforts. However, several provisions of the
President's Proposals to the Congress for Fairness, Growth
and S8implicity (Treasury II) cause us a good deal of
concern, and our views on these provisions are described

below,
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Our support for the general concept of enacting a
modified flat tax plan requires us to view the various
"provisions of Treasury II with respect to three broad areas
of gas industry concern: (1) regulatory impact; (2)
transitional rules; and, (3) technical recommendations. Our
discussion of the individual provisions of Treasury 1II
incorporates these three concerns. 8pecifically, we point
out certain concerns about proper regulatory treatment with
regard to capital cost recovery, the investment tax credit,
and the repeal of the bad debt reserve deduction.
Transition rules should be addressed in connection with the
tax rate reduction, depreciation recapture, and repeal of
investment tax credit proposals. A technical recommendation
is offered with respect to the corporate minimum tax.

In light of the substantial federal budget de!iclts
that are projected for the next several years, A.G.A.
believes that it is important to keep the focus of tax
reform efforts on true tax reform. Thus, we support the
principle that tax reform efforts should be revenue neutral
and should not be used as a vehicle for deficit reduction,

SPECIFIC CONCERNS OF A.G.A.

Rate Reduction

A.G.A+ Bsupports thevproposal in Treasury II to reduce
corporate tax rates from the current top level of 46 percent
to 33 percent., Dean Witter, in a recent study, found that
the effective tax rate of the natural gas industry in 1983

was in excess of 44 percent, far above the approximately 16%
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for genersl industry estimated by the JoiﬂE Tax Committee.
Thus, lower taxes, on the surface, would increase the
equitable distribution of corporate taxes.

Regulated companies are in a somewhat different
position than non-regulated companies, however, and require
normalization rules to address certain consequences that
would result from this tax rate reduction. Most companies
using generally accepted accounting principles provide for
deferred tax liability in reserve accounts. When these
deferred taxes come due, the reserve accounts are reduced by
amounts needed to meet actual tax liability in excess of the
. provision on the books, This is called normalization. 1In
this manner, tax expenses asgsociated with the use of
property are spread equitably among the present and future
customers of a regulated company.

In the event that corporate tax rates are reduced from
the current level of 46 percent, regulatory commissions may
" order an immediate return to existing customers of a
regulated company of that portion of the accrued deferred
taxes that is in excess of the deferred amounts needed to
meet tax liability at a lower rate and which is not subject
to the proposed windfall recapture rule. Such an order to
distribute the balance in these accounts attributable to the
rate differential to customers over a very compressed period
of time would generally exceed available corporate cash
flow., Therefore, A.G.A. recommends that the proposal

contain rules which detail legislatively the treatment of
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the amounts set aside as deferred taxes. A reasonable
approach would require this distribution to be pegged to the
life of the property that generated the deferred taxes,

The importance of legislative guidance in this area is
highlighted by the fact that no definitive instructions have
been offered by the, Treasury Department or Internal Revenue
Service on the much smaller rate reduction enacted in 1979.
Depreciation

As the members of this Committee know, the natural gas
industry is a capital intensive industry. As such, the
industry needs a rapld recovery of investment in productive
eduipment to provide funds for expansion and operations.
Thus, a depreciation schedule fo? capital equipment that
allows costs to be recovered over a relatively short period
of time aids the natural gas industry in making the
investments necessary to provide service to our customers.

Even though the capital cost recovery schedules
proposed in Treasury II would alter the capital cost
recovery periods contained in the tax code, the proposal
would be acceptable to A.G.A. If it is needed to make the
overall plan revenue neutral.

Our endorsement is qualified in certain important
respects, however. Firat, and of utmost importance, A.G.A.
can support a modified depreciation schedule only if
appropriate legislative language is included (as mentioned
in the proposal) to continue the mandatory normalization of

tax reductions attributable to capital cost recovery.
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Normalization language is already contained in sections
167(1) and 168(e)(3) of the Internal Revenue Code and is
required to assure that the companies and the ratepayers
share the benefits of accelerated depreciation.

Normalization is employed by regulated companies when
there are timing differences between when deductions and
credits are recognized for tax return and ratemaking
purposes. That is, in the early years of the life of an
asset, the tax benefits that flow from accelerated
depreciation ;llow currently payable tax liability to remain
lower than the total tax expense that is charged to income
and recovered in rates. The amount equal tokthe tax
provisions billed in rates that is attributable to this
difference and that is not currently paid in tax liability
i8 credited to a deferred tax account. 1In later years, when
the tax depreciation is less than the depreciation used for
ratemaking purposes, the déferred tax account is debited
with the amount by which currently payable taxes are in
excess of taxes charged to income and recovered in rates.
Thus, tax liability over the life of the asset is unchanged,
but use of the special account to match tax benefits with
the assets to which they are attributable accomplishes a
specific goal: it meets the regulatory requirement of
allocating the cost of equipment purchased by a regulated
company among all the customers (present and future) who
benefit from the use of that eguipment.

Our second concern lies with the burden that
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Treasury II would place on taxpayers to increase the

multiple sets of depreciation records that must be kept.
Under this plan, taxpayers would be required to maintain
depreciation records under pre-1981 methods, ACRS, the new
Capital Cost Recovery System (CCRS), the previously proposed
Recal Cost Recovery System (RCRS), earningu and profits
deprectiation, and straight~line depreciaton (for ical
estate). A,G,A, believes that the use of these various
depreciation methods would represent an unreasonable burden
to corporate taxpayers, and would, in the case of regulated
utilities, increase the cost of service to customers., Any
change in depreciation provisions should require all
depreciation records to be kept in accordance with pre~1981
methods, ACRS, and CCRS. References to RCRS8 or other
methods of depreciation should be eliminated.

Finally, with respect to Treasury II, the CCRS system
would require the first year depreciation rate to be
prorated based upon the number of months an asset was placed
in service. This would increase complexities in tax
compliance that would be unnecessary if a mid-year
convention were employed for the first year in which an
asset is placed in service. A.G.A, recommends that this
proposal be modified to retain the use of a mid-year
convention in the year an asset is acquired or placed in
sarvice.

Depreciation Recapture
Treasury II asserts that a reduction in corporate tax
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rates would lead to a "windfall" because rapid recovery of
investment thtou;h depreciation deductions has deferred the
taxation of 1ngome. The "windfall® occurs because the
"deferred income" would be taxed at a lower rate under
Treasury II than the rate at which it would have been taxed
had there been no rate reduction. To prevent this windfall,
Treasury II would require that taxpayers include in income,
over a three year period, a portion of the accelerated
depreciation deductions taken in prior years.

A.G.A. understands the Treasury Department's rationale
for proposing this tax. However, the economics of many past
and current projects are determined using currently
applicable ACRS rates of depreciation., To subject
depreciation allowances to the "windfall" tax of Treasury II
would severely alter the economics of these projects by
reducing the funds available for reinvestment. A.G.A.
recommends that, if this provision must be included in
legislation, a pay back period of more than three years
should be permitted. The detrimental effects on capital
intensive industries would be reduced by such an extended
pay back period which more closely achieves She anticipated
benefits of the existihg depreciation systems. We also
recommend that language be inserted into the Committee's
report to indicate that it is the intent of the Committee
that the paymeﬁt o? the "windfall® tax will be treated as a
deduction in the taxpayer's deferred tax account. S8Such

language would help ensure that regulatory commissions would
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allow reguiated companies the sage tgeatment as unregulated
taxpayers. Moreover, we point -out that the actual
calculation of this recapture under Treasury II may recover
significantly more than the alleged benefit of accelerated
depreciation for 15-year public utility property. If such a
provision is enacted, we ask the Committee to study
carefully the appropriate "windfall recapture® calculations.
Corporate Minimum Tax _

A.G.A. does not oppose the concept of a corporate
minimum tax when such a tax merely affects the timing of a
corporation's tax liability. We do take exception to the
fact that Treasury II could result in tax liability in
excess of the proposed 33 percent rate. The additional tax
liability results because the minimum tax is calculated for
the most part with reference to certain preference items
that defer tax liability. To eliminate this additional
taxation, A.G.A. recommends that corporations be allowed to
credit the alternative minimum tax against their subsequent
years' regular tax. This credit is in accordance with the
S8enate Finance Committee's 1982 proposal for a minimum tax.

Tax Credits

A.G.A. does not support the elimination of tax credits
that stimulate investment or energy supplies, such as the-
investment tax credit and the credit for producing fuel from
nonconventional sources.

With regard to the investment tax credit, the regulated
natural gas industry is expected to require $289 billion for
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investment in capital assets by the year 2000. The
investment tax credit can supply a significant portion of
this capital reqguirement, which would otherwise have to be
met via potentially more costly means.

Moreover, many new facilities incorporate developing
technology, the economics of which are somewhat uncertain,
into their construction. However, the economics of these
facilities depend.heavily on certain tax benefits such as
the investment tax credit and the credit for producing fuel
from nonconventional sources. __

If the investment tax credit must .be modified, we
suggest that the amount of the credit be reduced from 10% to,
7%, or that the amount allowed to offset tax in any year be
reduced to 50% of tax liability. If the investment tax

credit must be repealed, then the effective date of any

repeal provision should provide for liberal transitional
rules to protectLtaxpayers who have incurred substantial
comnitments made in reliance on current law.

An appropriate transition rule would allow the credit
where projects have commenced construction, wher§
substantial expenditures and commitments have been incurred
in reliance on such credits, or where regulatory apbroval
for a project is pending. In this regard, Treasury II
contains an important provision which we support: it would
retain normalization rules for the unamortized portion of
pre-repeal investment tax credits of regulated pubncL '

utilities.
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With regard to tax credits for fuels produced from

nonconventional sources, Treasury II would terminate the
credit earlier than current law allows. Changing statutory
provisions that were relied upon in making energy project
investments penalizes taxpayers who relied upon these rules
and the encouragement of the Federal Government in making
these investments.
Intangible Drilling Costs

A.G.A, supports the current tax treatment with respect
to intangible drilling costs (IDCs). We believe that
current year prensipg of these costs provides the necessary
incentive for exploration and production activities that
result in additions to domestic reserves of oil and natural
gas and help to hold down world-wide prices. Energy
security requires a policy that encourages development of
new oil and gas resources.

The Interstate Oil Compact Commission (IOCC) published
a report early this year that illustrates the detrimental
effects on gas and o0il production that would result from
repealing expensing of IDCs. That report, Impact of Tax
Simplificaton Proposals on Oil and Gas Production and the

Economy, éxamined the effect of repealing expensing of IDCs
for the period 1986-1991. The report concluded, among other
things, that this provision would result in 30,156 fewer gas
and oil wells being drilled each year, that 1,085 fewer rigs
would be running annually, and that reserve additions would

be reduced by 5,607,000,000 barrels of oil equivalent during
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the six year period. The reduced drilling would result in a

drop in daily production of 757,494 barrels of oil

equivalent, Clearly, reductions in drilling and reserve
additions of this magnitude would have a détrimental effect
on developing new supplies of gas in the future as current
supplies are depleted.

Dividends Paid Deduction

A.G.A, supports the Treasury II proposal to allow a
deduction for 10 percent of the amount of dividends paid.
Rules should be enacted, however, to ass&te that state
regulatory bodies do not requite that the benefit of the
deduction be passed on to the ratepayer in an amount which
exceeds that paid to the public shareholders, This

‘situation could occur when a regulated subsidiary pays a
dividend to its parent which exceeds the dividend ﬁaid by
the parent to its shareholders.

Reserve Method for Bad Debts

A.G.A., opposes the Treasury II proposal to repeal the
reserve method for bad debt deductions since this would
effectively preclude many regulated companies from obtaining
a current deduction. Eliminating this method would allow a
deduction for bad debts as they occur and are written off
the books. However, some regulatory commissions do not
permit utility companies to chatﬁctetize overdue accounts as
bad debts and write them off the books if a customer is
paying sc much as only a small percentage of his account.

This procedure is followed even in cases where the
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percentage paid on account is so small and the payments so
erratic that it s obvious the account will never be fully
paid. As a result, some companies are precluded from
claiming that they incur actual bad debts. Their only
recourse for recovering this substantial and grgwing cost of
doing business is to deduct additions to a bad debt reserve.
Hence, elimination of the deduction for additions to a bad
debt reserve account would effectively prevent these
companies from recovering any allowance for bad debts.
Employee Benefits

A.G.A, points out that the Treasury 1I proposal to tax
employee benefits that are currently untaxed will likely
lead to employee demands for increased wages to cover the
amount of tax paid by the employees. This would have the
undesirable side-effect of increasing costs to the employer,
who would then have an incentive to recover such costs from
customers. We encourage this Committee to conﬁider
carefully the effects on the economy of this upward pressure
on wages.

A.G.A. believes that the principle of encouraging
individuals to provide for their own retirement and support
of their families should be a guiding force in structuring
tax policy with respect to employee benefits. To provide
this encouragement, tax policy should técognize that the
workforce is changing demographically, and tax policy should
be flexible enough to adapt to these changes. For instance,

A.G.A. member companies have traditionally had a workforce
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that has relied heavily on pensions and supplementary
rotikement incentives. Our companies will find increasing
diversity in the types of employees on the payroll in the
future, however, and employee benefit programs should allow
for changing interests on the part of employees as well as
changes in the work environment.

Using these principles, A.G.A.'s concerns reside mainly
with certain provisions of Treasury II. These concerns are
as follows: g

0 Health Care Insurance

This tax adds administrative recordkeeping
rcqul:ements_to: employers. Health care cost
containment has been managed well by employers, who
encourage good health care on a cost effective
basis. The incentive for good health care could be
adversely affected if this proposal would lead to
disincentives to participate in employer~provided
health care plans.

o 401(k) Plans

The Treasury II proposal, as recently modified by
the Reagan Administration, would repeal these plans.
Eliminating 401(k) plans would undercut the goals of
encouraging individuals to plan for their retirement
and providing sufficient flexibility to allow for
pension mobility. '

o Tax Pavored Retirement Plans

The Treasury II proposal to eliminate special tax

Al
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treatment for lump sum distributions should receive
careful study prior to any legislative change. The
purpose of the proposai is to provide equal
treatment to all taxpayers. However, this equal
ti;atment would be obtained by seemingly
disadvantaging some individuals compared to their
current position. According to Treasury II,
allowing distributions from tax favored retirement
plans to be rolled over into IRAs mitigates the tax
effect of receiving the distribution all in one
year. However, the special treatment of lump sum
distributions does not appear to be entirely
unwarranted even with the significant self-help
measures that stem from the proliferation of IRAs.
Dividend Reiévestment Plans
AT:easur; II would allow the expiration of tax-deferred
original issue dividend reinvestment plans (DRPs). A.G.A.
supports H.R. 654, a bill introduced early this year by
Representatives J.J. Pickle and Bill Frenzel to extend and
expand DRPs. As noted above, the natural gas industry will

have capital requirements of approximately $289 billion by

the year 2000. We support extending and expanding the DRPs

program because it haf proven to be an effective method of
raising capital.

Shareholder parﬁicipation in DRPs shows the popularity
of these plans. The sum of reinvested dividends and cash

option payments raised through qualified plans rose from
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$393.5 million in 1981 to $921.4 million in 1984,
Shareholder participation increased from 17 percent in 1981
to 29 percent in 1984; over one million shareholders now
participate in gas industry DRPs. Further, 45 percent of
shareholders participating in DRPs own less than 100 shares
and over 67 percent of DRP participants own less than 200
shares. ‘
SUMMARY

A.G.A. generally supports the current tax reform
efforts. Although these reform efforts must modify most
deductions and credits, certain provisions of the tax code
serve legitimate economic or social policy goals and should
be retained for those purposes. Moreover, transition rules
should be structured to accommodate reliance on currently
applicable statutory provisions. Finally, regulated natural
gas companies require particular important provisions,
including the historically supported normalization of
accelerated tax benefits, to ensure that the intent of
Congress is carried out in the tax code. We are
recommending the inclusion of specific legislative or Report
language to address these areas where Congressional intent
might not be realized for regulated industries. A.G.A.
looks forward to working with you and your staff to develop

language that would accommodate these recommendations.

Py
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STATEMENT OF RAYMOND W. SMITH, VICE CHAIRMAN AND
CHIEF FINANCIAL OFFICER, BELL ATLANTIC, PHILADELPHIA,
PA; ON BEHALF OF THE UNITED STATES TELEPHONE ASSOCIA-
TION :

Senator Symms. Mr. Smith.

Mr. SmitH. Thank you very much. My name is Ray Smith. I'm
vice chairman, chief financial officer of Bell Atlantic Corp. I'm tes-
tifyinﬁ today on behalf of both Bell Atlantic and the United States
Telephone Association.

Bell Atlantic has filed a written statement that details our posi-
tion, which I will summarize.

To begin with, I'm not here asking for ssecial favors that would
enable my industry to pay little or no Federal taxes. On the con-
trary, local telephone companies pay billions in taxes yearly and
Bell Atlantic’s effective tax rate for the next 5 years is projected to
aprroach 30 percent. Based on 1984 results, that will mean over $2
billion in taxes paid from just one compani.

The telecommunications industry is a key part of the Nation’s
economic infrastructure. It's vital to future %rowth in jobs and
outpuft;:.s This year alone, we will invest over $19 billion in capital
projects.

ow all of us have been sensitive to the problems caused by di-
vestiture, and it would be a shame to send more shock waves
through the industry with ill-advised changes in the Tax Code.

By eliminating capital investment incentives, such as the invest-
ment tax credit, the President’s pro 1 will significantly increase
the cost of capital programs and will slow development of our coun-
try’s telecommunications network. As written, the proposal would
hurt investment, growth and, I fear, cost this country jobs.

Furthermore, I would point out that for telephone companies,
unlike unregulated companies, the tax savings resulting from the
proposed corporate rate reduction may not offset the loss of capital
investment incentives.

This is because these tax savings would be used to provide imme-
diate short-term rate reductions, and wouldn’t be available for net-

. work maintenance and expansion and modernization.

In other words, the tele;i)l;one industry would lose both the cap-
ital incentives and the tax benefits.

The President’s proposal would also cause regulated companies
to lose caKital because unlike the current law, it fails to adequately
address the issue of normalization. Normalization is an accounting
principle that spreads the tax benefits derived from capital invest-
ment Incentives over the life of the assets used to provide service.
Under normalization rules, tax benefits are used to reduce rates
over the lives of the assets. The President’s proposal addresses nor-
malization of depreciation, but it doesn’t go far enough.

Fortunately, this can be easily fixed and would not cost the Gov-
ernment a cent. The tax rate reduction could resiilt in excess re-
serves because deferred taxes will be repaid at a lower rate than
originally planned. These reserves, we feel, should be normalized.

ormalization should also be extended to include the inflation
adjustment, indexing, in the proposed capital cost recovery system.
Here, again, absent normalization, short-term rate reductions could
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‘again eliminate this source of funds for capital in*restment and for

benefits to customers in the future.

The need for normalization has been recognized by this commit-
tee and the Congress since 1969. What we ask is that the commit-
tee continue to be sensitive to the need of re¥ulated companies for
normalization as it addresses tax reform legislation.

Before I close, I would like to touch on two other problems with
the President’s plan. First, we take issue with how the President in
his proposal classifies central office equipment for depreciation
purposes. Our central offices are computers and should be ¢lassified
as computers; not communications equipment. Our huge switching
machines are identical to computers used in manufacturing, data
processing and service industries. The distinction is outdated.

And last but not least, we strongly oppose the depreciation recap-
ture tax. It's a retroactive tax that unfairly penalizes businesses for
acting in good faith based on the 1981 Economic Recovery Tax Act.

To sum up, one, I 1::39 this committee to fully consider how the
President’s proposal will hurt capital-intensive industries and the
jobs and international competitiveness that they represent. And,
two, I urge that you consider the effect on the capital programs of
regulated comganies as they strive to serve the public. Bell Atlan-
tic alone would lose $2 billion in investment over the next § years.

And then, finally, a reminder. We are not here asking for special
tax treatment; just treatment that will allow us to ensure that our
customers today and tomorrow will receive the level and quality of
service that they expect.

k you very much.
Senator Symms. Thank you very much.
[The prepared written statement of Mr. Smith follows:]
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DESCRIPTION OF BELL ATLANTIC CORPORATION

My name is Raymond W. Smith. I am Vice Chairman and
Chief Financial Officer of Bell Atlantic Corporation, which
is headquartered in Philadelphia, Pennaylvania. Bell
Atlantioc Corporation is a ﬁBlding company created as a result
of the 1984'breakup of the former Bell System. We are owned
by more than 1.5 million shareowners, well over one million
of whom own fewer than 50 shares.

I am éestifying on behalf of both Bell Atlantic and the
United States Telephone Association. Bell Atlantioc's primary
business is the provision of efficient, state-of-the-art,
reliable local exchange, §011 and exchange access services
through our seven telephone company subsidiaries: New Jersey
Bell Telephone Company, The Bell Telephone Company of
Pennsylvania, The Diamond State Telephone Company (which
serves Delaware), and The Chesapeake and Potomac Telephone
Companies (which serve Maryland, Virginia, West Virginia, and
the District of Columbia). Bell Atléntio also provides
ancillary services such as directory advertising and
billing. Our regulated operutiﬁg telephone companies

generate over 94 porcoht-ot our revenue and serve a

population of more than 27 million people in the Mid-Atlantioc

region; the companies have approximately 15 million lines in
service, ’
Bell Atlantic strongly supports the goals of the

President's tax reform proposal -- namely, fairness, growth

P
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and eiﬁpliciti. We also believe the President's pfan could
provide a foous for tax reform. We cannot, however, support
the President's proposal as it stands. ‘

Before discussing the specifiocs of the President's
proposal, I will outiine Bell Atlantic's general position on
tax reform, highlighting three issues: 1) the adverse effects
of the President's proposal on regulated companies as

compared to unregulated companies; 2) the proposed treatment

‘of normalization; 3) the capital-intensive nature of the

telecommunioationslindustry. I will discuss our four most
significant problems with the President's proposal, along
with our recommendations, in the second part of this
Statement.
BELL ATLANTIC'S POSITION ON TAX REFORM
We believe that tax reform legislation should:
¢ be fair -~ fair to individual taxpayers and fair to,
and among, businesses -~ regulated as well as
unregulated, |
¢ support the current pace of technological development
in the telecommunicatiohs industry. The United
States }a a world leader in this industry, and our
telecommunications infrastructure is vital to
consumers and to the U.S. economy as a whole,,
¢ promote sustained economic growth and resulting
employment and not disrupt the financial markets.
This is particularly true when the economy is

beginning to show signs of a slowdown.
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When measured against these coriteria;, we find we cannot
support the President's proposal in its encirety. In fact,
as written the current proposal'ﬁould negativeli affect
investment, growth and employment ~- so much so, that the
current economic sluggishness could very well grow into a
‘recession if the proposal were adopted. I believe that the
generai lack of support for this proposal is based on an
understanding that investment means jobs. I fear that this
proposal would cost this\country Jobs, precious jobs that it
can 111 afford to lose.

Eairness

In an effort to level the playing field between service
1gdustriea and capital-intensive industries, the President
has proposed to lower the corporate tax rate from 46 percent
to 33 percent. We auppért this reduction. As a regulated
business, however, we are concerned that -~ ‘unlike
unregulated businesses -- the resulting tax savings will not
offset the loss of current capital iﬁvestment incentives such
as the Investment Tax Credit. This inequitable situation is
possible because the tax éavinss resulting from the lower tax
rate probably will be used by our regulators to provide short
term reductions in customer rates, rather than leave the
savings available for network maintenance, expansion and
modernization. We are concerned about this loss of capiial
because, while we are committed to providing reasonable rates
for existing custo;ers, we are no less committed to the
proposition that future customers also should receive high

quality, reliable service at reasonable rates.
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The President's proposal would further cause us to lose
capital because =~ unlike current law -- it fails to addreas
adequately the issue of "normalization". Normalization is a
financial accounting and regulatory principle that, in
effeot, spreads the tax benefits derived from capital
investment incentives over the prospective ratemaking life of
the assets used to provide service. Normalization means that
tomorrow's customers, as well as today's, will benefit from
the incentives attributable to a given asset.

Absent requirements to normalize the tax benefits of 'the
depreciation indexing proposed in the President's Capital
Cost Recovery System (CCRS) and of excess deferred tax
reserves created by tax rate reductions, a disproportionate
share of these benefits could be, and most likely will be,
flowed~through 1mmed1ately‘to current ratepayers by our
regulators. Normalization would allow this ‘capital to remain
available as a source of funds for capital investment and for
steady flow~through to ratepayers iﬂ’the future. Lack of
normalization disadvantages regulated oompanies, as compared
to unregulated companies, because the latter will not be
deprived of the flexibility to use these tax benefits as
business circumstances dictate.

Another inequity in the President's proposal results
from its failure to categorize central office equipment as
computers. This failure places the regulated telephone
companies and their customers in an unfavorable position with ~
respect to other industries. Our central offices are simply

large computers that we use to switch communications é}affic
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and should be classified with oomputer; rather than with
other "communications equipment.®
- Finally, we think the President!s proposed Depr;oiation
Recapture Tax is unfair because it is retroactive and
pénalizea businesses for ;otins in good faith on the capital
incentives contained in the 1981 Eoonomic Recovery Tax Act.
Revelopment of Telecommunigations Industry
By eliminating long-standing capital investment

incentives, the President's proposal also may slow the pace
of development in the telecommunications industry, harming
consumers and the nation's oo;nomy as a whole. The
telecommunications industry, which is one of the nation's
ilrgest; is an integral part of the economic infrastructure
upon which future growth in jobs and output depends. The
extent of economic activity aupporteq'by the Bell Atlantic
telephone companies within the Hid-Aﬁinntio'region is
substantial -~ over $15 billion annually and grouing.“ This
reflects both the direct output of tﬁe company and its impact
on the output of other firms using telecommunications
services as part of their production process. In addition to
Bell Atlantio's own 73,000 employees, we estimate that
another 56,000 jobs in other industries within the region owe’
their existence to the economic activity generated by our
company in its role as part of the economic infrastructure.

. Meeting the telecommunications demands of the
Mid-Atlantic region is a considerable undertaking. 'Bell
Atlantic's telephone companies serve four of the 15 most

densely populated metropolitan areas in the United States; in
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1984, our region had a gross product of $470 billion, making
it on a stand-alone basis the 6th largest economy in the free
world, i '

Our regional economy is not Just large; it is
technologically advanced as well. More than 70 of the
Fortune 500 corporations are'headquartered in our region,
where many federal, state and local government installations

also are located. We have another "silicon valley® of

" hi=-tech firms emerging in Philadelphia's western suburbs.

There are many hi-tech, service and defense-related firms
clustered around Washington, D.C.,, which are heavy users of
telecommunications services., The National Science Foundatipg
is planning to build two research-oriented, super-computer
centers -~ one in Pittsburgh and another in Princeton, New
Jersey. Researchers from around the nation will want access
to these computers via our teleoonunioatibﬁs network. These
are just a few examples of the many large, sophisticated
customers in our regidn. These custémers require
state-of-the-art telecommunications service and technology,
with high-spged data transmission cepabilities.

Maintaining, expanding and modernizing Bell‘Atlantie's
telecommunications network to meet the démanda of the average
ratepayesrr as well as the sophisticated user requires huge
amounts of capital; in 1984 alone, we spent nearly
$1.9 billion to do so. We invested $700 million to install
state-of-the-art, digital technology such as fiber cable
systems and digital switching equipment. The remaining
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$1.2 billion was spent on other expansion, maintenance and
modernizing programs.

We have invested large sums of money to provide "equal
access"™ to our customers. In order to encourage competition
among long distance companies, the agreement that broke up
the former Bell System requires our local telephone companies
to provide customers access to long distance companies that ~
is equal in simplicity and quality to that provided to
customers of AT&T. We have moved quickly to meet this
requirement and, in accordance with court orders, 80 percent
of our customer lines will have been converted to equal
access by September 1986.

In addition, we have invested and will continue to
invest in the technology~driven services our daJor customers
need so that they remain on our network and contribute to
holding down the cost of local service for our millions of
residential and small business customers.

In making such investment decisions, our telephone
cqmpanies have relied heavily on capital formation incentives
in existing tax law to upgrade and modernize our basic .
telecommunications networks. In 1984, over 20 percent of our
$1.9 billion cepital program was funded with cash generated
from the Investment Tax Credit and the Accelerated Cost
Recovery System (ACRS). These funds have been coritical to
our abiliﬁy to satisfy eeonomigally the telecommunicatioﬁa

needs of our customers,

55-630 0 - 86 - 8
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Sustaining Economic Growth

By repealing long-standing ‘capital investment
incentives, the President's proposal will add to the
sluggishness that is showing in the econcmy. Signs of
economi& slowdown are abundant: , -

e during the first half of this year, real GNP rose

only at a 1.1 percent annual rate, compared to 6,8
percent in-1984, and 6.0 percent during the first two
years of the current recovery.

e during the first half of 1985, growth in business
investment was less than half the rate for the first
two years of the current recovery =~ 6.1 versus 15.1
percent.

e even proponents of the President's tax plan recognize
the slowdown, as is evident from the Administration's
downward revisions of 1985 GNP growth -~ from 5
percent earlier this year to 3 porceﬁt today. (The
Congressional Budget Office'S ourrent view is 2.6
percent.)

These indicators will only worsen as companies lose cash
flow for capital investment, because businesses will have to
turn to the financial markets to raise capital. Such an
increased demand for capital -- especially when the markets
are already burdened with financing huge federal deficits -
may well cause interest rates to rise, causing the cost of
financing to inorease.

Furthermore, the beneficial economic results of rising

capital-to-labor ratios, which are the chief cause of growth
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in real per capita incomes, would be retarded by the removal
of incentives for capital'formation. Thus, while attempting-
to stimulate economic growth, the President's proposal as
currently written would, instead, ocurtail growth and weaken
the infrastructure -- especially telecommunications -- upon
whioch future economid growth is so dependent.

In short, this proposal will cost jobs. Real jobs.
Jobs that would be lost to foreign competition, Jobg that
would be lost due to businesses holding off on investments
because of uncertainty created by constant tinkering with the
tax code.
FOUR SIGNIFXCANT PROBLEMS

I will now discuss four of the most significant problems
we have with the President's proposal:
1. Investment Tax Credit

We strongly oppose the repeal of the Investment Tax
Credit (ITC). Repeal would eliminate a major sourée of cash
flow for Bell Atlantioc's telephone cémpaniea. As a result,
" our external financing requir;ments would increase $175
‘ million ennually over the next five years, based on our
current capital programs, This dramatic increase in
financing requirements would negatively influence our ability
to proceed with our capital programs at the level that
service demands.

The ITC originally was intended by Congress to spur
capital investment in ways that would: 1) modernize the
country's industrial base, 2) make it more competitive in

worldwide markets, and 3) provide a stimulus to employment.
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The ITC has served Congress's purpose well, and we ask that
1t be continued. We urge this Committee to assess carefully
the costs to business and to the nation's economy that the
elimination of the ITC would entail,

2. Dapreciation Regapture Tax

The President's proposal calls for the imposition of a
tax, payable over three years, on "recaptured" income that is
‘, to be caloulated at 40 percent of the difference between
straight=-line and accelerated depreciation taken on plant
additions made during the period 1980-1986,

We strongly oppose this so-called "windfall tax" because .
it is a retroactive tax on investments made in contemplation
of entirely different tax treatment. If enacted, it will
result in our loss of more than $400 million in capital over
the next three years «- capital we need to maintain and
upgrade our plant to serve our existing customers and to
attract new ones. But, more significantly, we think it
unfairly penalizes businesses for ha#ing made the most of
existing capital incentives for the benefit of their
oustomers.

3. Categordizing Central Office Equipment

Under the President's proposal, telecommunications
equipment is categorized without respect to whether it is
owned by a regulated or an unregulated company. We support
this spproach, b;cauao we think it recognizes the emerging
competitive realities of today's telecommunications industry
that stem from the convergence of the telecommunications and

computer industries.
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Central office equipment, however, should be categorized
as CCRS Class 2 with computers, rather than as CCRS Class 4
with other "communications equipment." The central office
equipment that serves our modern network consists of large,
general purpose computers that we engineer and program to
switch ooﬁmunioationo E}affic. Our switches fundamentally

are identical to computers used in manufacturing, data

processing and service industries; our equipment is subject

to similar technological obsolesenoce and has comparable
residual values. Like assets should be treated alike.

Proper classification of our central office equipment
under the President's proposal will increase our capital
investment resources on average by as much as $100 million
annually over the next five years.

4. Normalization Treatment for Deprecistion Indexing and
Deferred Tax Ressrvea ’

The Presidént proposes to replace the Accelerated Cost
Recovery System (ACRS) with the Cap1£a1 Cost Recovery System
(CCRS). CCRS is designed to preserve investment incentives
while explicitly accounting for inflation and different rates
of economic depreciation.

. We are gratified that the proposal recognizes the need
for normalization for CCRS investment incentives comparable
to those under ACRS. We would like to be sure, however, that
normalization is extended to cover depreciation indexing for
inflation as well.

The President's proposed CCRS contains a component that

specifically accounts for the effects of inflation. This
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pro;iaion, as we understand it, was included in CCRS to
protect investments in depreciable assets from the effects of
inflation. If it works as intended, this proposal will
forestall the heed for accelerated cost recovery rules st
some future date. The ACRS was enacted precisely because
businesses had to catoch up with the effeocts of the high
inflation of the late 1970s. But as the CCRS proposal now
stands for regulated utilities, the benefits of indexing tax
depreciation will probably be flowed=through to today's
ocustomer's at the expense of tomorrow's.

Without provisions that require the normalization of
indexing, the resulting tax benefit will almost certainly be
used immediately to reduce income tax expense for ratemaking
purposes. Failuée to normalize deprecilation 1ndex;ng will
mean that -« depending on the inflation rate -~ as much as
$70 million less each year will be available for our capital
programs a; the embedded CCRS base grows. In contrast,
unregulated companies, which are tre; to set their own
prices, will have the tax benefits available for capital
investment purposes.

In order to place local telephone companies and
utilities in general on an equal footing with other
1ndu§tries, a provision similar to the provision covering ITC
in current tax law should be added to the President's
proposal, requiring the normalization of the tax benefits of
depreciation indexing.

For example, to achieve the positive effects of

norma;izétion for the CCRS indexing provisions, the tax
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benefit could be placed in a deferred account that could not
be used to reduce a telephone company's rate base.. The
benefit accumulated in the account could then be used to
reduce the income tax expense recovered in customer rates
over the entire ratemaking life of the underlying assets.
Meanwhile, the funds in the deferred account would be
available to the regulated utility as a source of capital for
network maintenance, expansion and modernization,.

Another normalization issue is oreated by the
President's proposal to reduce the corporate ta: rate from 46
percent to 33 percent effective July 1, 1986. The tax rate
cut will result in an "excesa" of deferred tax reserves
because €he deferred taxes will be repaid at a lower rate
than originally planﬁed when the reserves were first
established.

To date, these deferred reserves -- which built up under
past and current laws -~ have been a source of funds for
capital investment and prospective céat-of—service
reductions., After an investment is made, taxes that were
deferred in the initial years when the reserves were built up
are paid back over the later years of the asset's life.

Most unregulated companies would benefit from the
proposed tax rate reduction because they would be able to
retain the difference in deferred tax reserves as funds that
could be used to support existing capital investment or to
adjust prices. Regulated}companiea, however, most likely
will be required by regulators to flow-through the excess in

tax reserves to ratepayers over a period of time that is much
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shorter than the remaining service lives of the underlying
assets, For Bell Atlantic, over $750 million of funds
currently supporting network investment could be subject to
accelerated flow-through.

Therefore, Bell Atlantic urges that any tax reduction
enacted specify that the difference in the deferred tax
reserves that results from such reduction in the corporate
tax rate be normalized over the remaining lives of the
related assets. This wéuld allow the telecommunications
industry to retain for a period of time some of the benefits
of the tax rate reduction and help keep us on an equal
footing with our competitors. It would also ensure that a
reduotion in the tax rate would benefit customers not only
today, but in the future as well.

CONCLUSION

In summary, Bell Atlantic strongly favors tax reform
that treats all taxpa&ero fairly, supports the ourrant‘bace
of development in the tclecommunications industry, and
promotes sustained economic growth while not disrupt;ng
financial markets. ‘ ‘

The President's ourrent proposal, howe#er, does not meet
these oriteria. The *windfall tax" is unfairly retroactive
in nature. Our central office equipment is not categorized
correotly with computers. The failure to address adequately
the normalization issue means that regulated companies will
be at a disadvantage as compared to unregulated companies and
may lose a‘aourco of funds for oapitll investment. Finilly,
the elimination of the Investment Tax Credit will have a
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negative effect on the financial markets and will
significantly compromise the capital formation incentives
that have served this country's economic goals well for
nearly a.quarter of a century.

The telecommunications network is a vital part of the
nation's economic infrastructure and will play an even more
important role in the economic growth of the United States as
we evolve from a manufacturing-based to a service and
information-based economy in the 1990s. We ﬁrse this
Committee to fully consider the adverse effect the
President's proposal will ha?e oﬁ-the capital formation needs
of regulated telecommunications companies as it completes its
deliberations on tax reform. For instance, repealing the
ITC, imposing the "windfall" tax, and failing to extend
normalization provisions to any "excess" in deferred tax
reserves -- all at the same time -- would mean that Bell
Atlantic would lose $1.6 billion of cash flow for capital
investment over the next five years.

We are not asking for special treatment -~ just
treatment that will allow us to ensure that our customers
receive the high quality, reliable and efficient service they
deserve and expect, and to compete fairly with our

competitb(s.
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STATEMENT OF HOWARD P. DOERR, EXECUTIVE VICE PRESIDENT
égl) CHII)EOF FINANCIAL OFFICER, US. WEST, ENGLEWOOD,
LORA ' -

& . Senator Symms. Mr. Doerr, welcome to the committee. I'm glad
¥ you got 6ut of the snowstorm in Denver.
Mr. Doerr. Thank you, Senator. \
My name is Howard Doerr, and I'm the executive vice president
, and chief financial officer of U.S. West Corp. On behalf of U.S.
West, I have already filed a written statement that details more
i fully our position on the President’s tax mposals.
y purpose here today is to brieﬂ{\;ns re with you U.S. West's
&?rspectiv.es on a few specifics of the impact of the proposal on U.S,
est, our employees, our shareowners and our customers.

US. West, as many of you know, was created as a result of the
breakup of the Bell System. And it began with three established
L. telephone companies—Mountain Bell, Northwestern Bell, and Pa-
4 cific Northwest Bell.
}
¥

-

Our assets were in excess of $17 billion at the end of 1984, And
we invested $1.7 billion in 1984, and will invest an additional $2
billion this year, 1985. These investments are for providing ad-
vanced technology in the local telephone network. We will provide
in 1985 alone for 290,000 new customer lines, to add state-of-the-
art-switches, and to place 24,000 fiber miles of fiberoptic transmis-
gion facilities.

This investment underscores our commitment to high-qual;tﬂ,
a3 technically advanced telecommunications services to nearly 10 mil-
lion customers throughout 14 Western States. And the commitment
# has been supported in part by the existing Federal Government’s
tax policies as it recognized three realities: No. 1, the need for cap-
ital formation in high-technology industries like ours; No. 2, the
convergence of telecommunications technology with computer tech-
nology; and, No. 3, the recognition of the unique regulatory circum-
stax;eces under which local telephone communication companies op-
erate.

Enormous commitments, long-term commitments, of capital are

required to serve our customers. And in the last § years alone, we
have invested over $10 billion in this effort.
- The proposals for eliminating many of the capital investment in-
centives will severely impact the cost of capital programs as well as
the size and the growth of the future programs. The proposals fur-
ther unfairly penalize businesses that follow the provisions of the
1981 Economic Recovery Act by now suggesting the imposition of a
so-called excess deﬁreciation recapture tax. Such a tax would retro-
actively increase the after-tax cost of past capital expenditures, and
would result in a tremendous cash-flow burden for U.S. West,
which we estimate to be $600 million over the next 8 years.

One final concern that I wish to comment on has to do with the
classification of communications equipment for depreciation ex-
penses. There is no fundamental difference between the technology
usgfd to e%r%vide telecommggications t?:l?m and tho:e hl:unct{gxgmg
performed by computers. Congress, itself, recognized this in
and accordingly central office telecommunication equipment and
computers are depreciated under ACRS over the same period—5
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years. The administration’s proposal is a step back from this level
playing field, and it provides for computers to be depreciated at a
rate faster than comparable equipment used in the provision of
telecommunications services.

This is only one example where the treatment for depreciation of
communications equipment is being authorized under unequal
terms. There is a great need on the part of the legislation to recog- -
nize what are the elements of telephone plant. For example, the
President’s proposal recognizes the need for accelerating recovery
of the investment in our outside plant over 10 years. If the recent
Ways and Means staff proposal would change this recovery period
to 30 years—this is amazing when you fully recognize the tremen-
dous technical advancements that are being made in this category
of our plant.

I thank you for giving ine this .opportunity to address these
issues. And I will look forward to your questions later on.

Senator Symms. Thank you very much.

[The prepared statement of Mr. Doerr follows:]
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My name is Howard P. Doerr. I am Executive Vice President and
Chief Financial Officer of U § WEST, Inc. Thank you for the
opportunity to testify on the effects of the Administration's tax
reform proposal on U 8 WEST. U 8 WEST supports the goals of tax
fairness, tax simplification., and economic growth, but we are

voncerned that this proposal will not accomplish those goals.

This new competitive company, U § WEST, began with three
established telephone companies -- Mountain Bell, Northwestern
Bell, and Pacific Northwest Bell -- to provide local telecommuni-
cations to over ten million customers in the fastest growing
region in the country. Divestiture of AT&T gave us the freedom to
expand into new lines of business and the opportunity to become
more than a telephone company. We have established unregulated
subsidiaries that are in businesses ranging from real estate to
cellular telephones, from providing financial services to
marketing, installing, and maintaining business communication
equipment. U S WEST and all its subsidiaries employ over 70,000

people nationwide. \

The mainstay of U S8 WEST's business is telecommunications.
U S WEST's assets were $17 billion at the end of 1984. U § WEST

invested $1.7 billion in new plant and equipment during 1984, and
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plang to invest an additional $2 billion in 1985. This capital ie
used to deploy advanced technology in the local telephone network
that provides for growth and for the introduction of innovative

telecommunications services.

Pacific Northwest Bell, Mountain Bell, and Northwestern Bell
added 289,000 customer access lines in 1984. They spent
$323 million on state-of-the-art digital central office computers,
and placed 24,000 fiber niles of tibe}-optic transmission tacil{-
ties. This commitment to high-quality, low-cost, technologically
advanced telecommunications service to the millions of residences
and businesses in our 14 states has been augmented by Federal tax

policies that recognize four realities:

1. The need for capital formation incentives, particularly in

high-technology industries like telecommunications;

2. The convergence of teleconmunications technology with

computer technology:

3. The recognition of the particular regulatory circumstances

of local telecommunications companies; and

4. The importance of basic research to the strength of our

nation.
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In the past, Congress has recognized the importance of capital
formation that reduces the cost of local telephone service by
ptovidinq-teleconnunications companies with access to capital
through the inves&nent tax credit and accelerated depreciation.
They provide a significant incentive for the U S WEST companies to
invest in new plant and new technology. We are concerned that the
Administration's proposal does not pay adequate attention to these
past priorities, and as a result will alter drastically fhe

economic environment for capital-intensive industries.

The communications industry is both technologically driven and
capital intensive. Enormous commitments of capital are required
to serve the customer with the latest technology and most cost-
effective service. 1In the last five years, our telephone
companies have invested over $10 billion in plant and equipment.
In 1984-86, we will spend over $5 billion to meet growth and
modecnization requirements in our operating reqioq. With our huge
capital requirements, the Administration's proposal for a
recapture tax on so-called "excess" depreclation is particularly
unfair. This change would increase retroactively the after-tax
cost of past capital expenditures, dep:lve capital intensive
companies of near-term benefits of rate reduction, and discrimi-
nate against communications companies which have invested so-

heavily in new technology since 1980.



236

The recapture tax is a tremendous cash flow bﬁ:den for us.
This tax would cost U § WEST $500 million over the next three
years -- funds that would otherwise have been used to serve our
customers. Any delay in capital expenditures resulting from this
new tax would slow improvements in the quality of telephone
gervice. The rapid population growth in our region will only
exacerbate our cash flow problem. Loss of internal cash flow of
this severity would require substantial operational adjustments.
The impact upon our employees, our stockholders, our suppliers,

their employees, and the communities we serve would be painful.

Another area of concern is the classification of communica-
tion equipment for deprecliation purposes. There is no ditference
between the technologies used to provide telecommunications
] gervices and those used in computers. Congress recognized this in
1981; so under ACRS computers and central office equipment are
depreciated over the same period -- five years. The
Administration would take a step back from this principle of
fairness which was established in 1981 and is one of the
principles underlying the Administration's plan. Computers would
be provided a faster rate of depreciation than that provided for
communication equipment. If the tax depreciation rate for

computers is faster than for central office equipment, then our

’ .
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competitors will have a cost advantage which will encourage bypass
of the local telephone company. Computers are the core of our
central offices. By the end of this year, /71 percent of our
customer lines Qill be serviced by switching machines that are
computers. The historic definition of telephone switch ought to
be revised to "computer.* Classifications for communications must
reflect the state of the technology today and not be based upon

historic and outmoded concepts.

Another major area of concern for us is normalization.
Normalization rules are essential to assure that the tax
incentives for capital formation are shared between regulated
utilities and customers. The cohcept of normalization of
depreciation and investment credit has been recognized by Congress
each time those incentives have been the subject of legislation
since 1969, We are encouraged that the Administration also
supports the continuation of normalization for plant and equipment
investment under current law and whatever new depreciation scheme
is devised.

We support the provision in the Administration's proposal to
extend the credit for research and experimentation and to revise
the definition of qualified research to target éhoso research

activities most likely to result in technological innovation.
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As indicated earlier, technology is the heart of our
business. U 8 WEST companies cannot uaiE for all innovations in
communications technology to be developed by others. To keep at
the forefront, we must participate actively in zeseatch‘and
development. Although we share in important innovation developed
at Bell Communications Research, we believe that it is imperative
that we complement those efforts by developing additional
resources for research directed toward our specific needs. This
makes it critical for us that the research credit be retained in

the tax code as we build our research talents.

In conclusion, U $ WEST can support tax reform that:

1. Retains fair incentives for capital formation that will
keep America at the forefront of telecommunications
technology:

2. Maintains the current correct practice of classifying

. computers and central office equipment in the same
depreciation class:

3. Continues the concept of normalization as an integral part

of the tax code for current investment and any future

capital formation incentive,that Congress may devise; and

4. Retains the credit for research and development.

Thank you for the opportunity to present our views.
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STATEMENT OF MICHAEL D. FOLEY, DIRECTOR OF FINANCIAL
ANALYSIS, NATIONAL ASSOCIATION OF REGULATORY UTILITY
COMMISSIONERS, WASHINGTON, DC

Senator Symms. Mr. Foley.

Mr. FoLey. Good morning, Mr. Chairman, and members of the
committee. My name is Michael Foley, and I am the director of fi-
nancial analysis for the National Association of Regulatory Utility
Commissioners, commonly referred to as NARUC.

The membership of the NARUC deeply appreciates this opportu-
nity to express our views today regarding comprehensive Federal
income tax reform, as this is an issue which has a substantial
direct impact on the rates which consumers ultimately pay for
basic utility services. Whatever disagreements may exist among us
on this panel this morning, let us at least agree on this one point.
Utility companies do not pay Federal income taxes. Utility compa-
nies merely collect taxes from their ratepayers and remit a portion,
and only a portion, of what they collect to the Treasury.

Thus, it is imperative that State and Federal utility regulators be
granted sufficient flexibility to establish accounting and rate-
making policies which properly reflect the level of taxation im-
posed on this sector of our economy.

Unfortunately, previous efforts at restructuring the corporate
tax burden as it relates to utility companies has created severe dis-
tortions in the ratesetting process, in that specific rate-making de-
cisions have now been carved into Federal tax law; thus, preempt-
ing the entire State ratesetting f)rocess. ’

t me provide just one simﬁ e example of the kind of distortion
that has been created due to the improper inclusion of utility rate-
making language into the Federal Tax Code.

Assume, for example, that a utility comgany were today to go
" out and purchase a truck for $10,000. And that truck were to qual-
ify for a 10-percent investment tax credit. Although the utility has
immediately shelled out $10,000 for the asset, the utility is then
qualified to take a $1,000 immediate reduction in the Federal taxes
that it would otherwise pay. Thus, the true cost of the asset is not
$10,000, but merely $9,000 after accounting for the immediate in-
vestment tax credit.

The problem arises in that current Federal tax law requires utili-
t{; ratepayers to pay a full rate of return on a $10,000 asset, even
though as we have seen, the asset only cost $9,000.

In actual practice, of course, the dollars involved are much great-
er than my hypothet.cal example shows. Last year, for instance,
the Congressional Research Service calculated that in the electric
utility industry alone consumers are paying er~ess rates of $2 bil-
~ lion due to this technical flaw in Federal Tax Coue.

I should point out that the Reagan administration, to its credit,
included a provision in its original 1981 Economic Recovery Tax
Act that would have corrected this widely recognized technical flaw
in the Federal Tax Code. But that particular provision was re-
moved by this committee after an intense lobbying effort by the
utility representatives.

The Carter administration also unsuccessfully sought to correct
this problem. This is an issue of Federal tax law which simply begs

\
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for reform. For even if the ITC is abolished altogether, as the Presi-
dent has proposed, the unamortized credits will be on the books of
the utility companies and earning a full rate of return for at Ieast
the next 30 years.

The electric utility industry has over $14 billion in unamortlzed
credits on its books. We propose that any elimination of the invest-
meént tax credit be coupled with legislative language which cleans
up this inequity.

We are also deeply concerned with a number of recent state-
ments by certain utility trade groups regarding their desire to
couple Federal tax reform with additional language which will
have the effect of further distorting the ratesetting process. We
were somewhat bemused at a recent press release issued by the
Edison Electric Institute which claims support for the President’s
tax reform proposals. Yet when you read between the lines of that
press release, what they are really saying is that they support it
subject to certain clarifying amendments and transition rules.

Well, after you get finished with that litany of transition rules
and clanfymg amendments, all you have is further distortion of
ratesetting policies.

In closing, let me state that we stand ready to work with this
committee and its staff in working toward legitimate and realistic
Federal tax reform.

Thank you again for this invitation to be here today. And I
would be pleased to respond to any of your questions.

Senator Symms. Thank you.

[The prepared written statement of Mr. Foley follows:]
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Mr. Chairman and Distinguished Members of the Committee:

My name is Michael Foley and I am the Director of Financial
Analysis for the National Association of Regulatory Utility
Commissioners, commonly referred to as the "NARUC".

The NARUC is a quasi-governmental, non-profit organization
founded in 1889. Within our membership are the governmental
agencies of the fifty States, the District of Columbia, Puerto
Rico and the Virgin Islands which are engaged in the regulation
of utilities and carriers. Our chief objective is to serve the
consumer interest by seeking to improve the quality and effectiveness

{of government regulation in America.

As the regulators of this nation's public utility companies,
we greatly appreciate your invitation to testify on the subject
of comprehensive Federal income tax reform.

The evolution of corporate tax law in recent years has been
marked by an alarming tendency by Congress to preempt the ratemaking
functions which historically and properly have been reserved to
the State regulatory commissions. Recent utility trade press
articles hqve noted that the industry has expressed the desire to
couple Federal tax reformwith a series of amendments and transition
rules designed in large measure to further preempt ratemaking
options.

It has always been and it remains the ‘}iew of the NARUC,
that the complexities of utility ratemaking are such that the

objective of reaching fair and reasonable rate settlements is
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most readily accomplished via the open forums of the State requlatory
commissions. It has been our experience that the efforts of the
Congress to intervene in this process-~however well intentioned-~only
serves to add to the regulatory burden and compromise the integrity
and public confidence in the ratemaking process.

The Reagan Administration's proposal for comprehensive
Federal tax reform suggests a number of new provisions for inclusion
in the Internal Revenue Code while eliminating others. The
ratemaking considerations associated with several of the proposed
new provisions merits further discussion.

This testimony presents a broad overview of the major provisions
relevant to the regulated industries and a presentation of the
policies of the NARUC in response to the efforts of certain
utility representatives to amend the proposal thus making it’
*"less silent" as to the regulatory treatment of utility tax benefits.

This testimony is presented in five major sections as follows:

e Repeal of the Investment Tax Credit

e Capital Cost Recovery System (CCRS)

® Excess Depreciation Accruals )

e Partial Deductibility of Dividends

e Nuclear Decommissioning Funding
The positions of the NARUC on these major provisions of the
President's reform package were approved by the NARUC Executive
Committee at its Summer meeting held in San Francisco, July

31-August 1, 1985,
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1) v ment d ] Treasury statistics document
that no single industry has derived greater benefit from the ITC
than have the public utility companies~-particularly electric
utilities. Although generally supportive of the availability of
the credit, the NARUC has argued before Congressional committees
on numerous occasions that-current Federal tax law regarding the
ITC is defective in that it requires ratepayers to pay a full
rate of return on the unamortized portion of the ITC (NARUC
Bulletin No. 50-1979, p. 26 and 1979 Proceedings pp. 290-291).

The Department of the Treasury under both Presidents Carter
and Reagan has argued before Congressional committees that Section
46(f) of the Internal Revenue Code is technically defective
and in need of revision.l Specifically, Treasury officials, the
NARUC, the Congressional Research Service, and ﬁumerous other
interested parties argue that reqgul ators ought to have the flexibility
to implement a technique known as "economic normalization” of the
ITC which would have the effect of treating the credit as zero cost
capital thus preserving the economic stimulus of the credit in a
manner which replicates the economic benefit of the ITC to non-
regulated industries while at the same time providing a sharing
of the ITC between both ratepayers and stockholders.

1 see for example the statement of Emil M. Sunley, Deputy
Assistant Secretary of the Treasury for Tax Analysis, before the
Subcommittee on Oversight of the U, S. House Committee on Ways and
Means, March 22, 1979; and the statement of John G. Wilkins,
Director of the Office of Tax Analysis of the Department of the
Treasury, before the Subcommittee on Energy Conservation and
Power of the U.S. House Committee on Energy and Commerce; June
12, 1984.
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POLICY POSITION NUMBER 1

THE NARUC URGES THE CONGRESS TO INCLUDE WITHIN THE PROVISIONS OF
ANY TRANSITION RULES RELATING TO THE ELIMINATION OF THE ITC, A
SECTION WHICH CORRECTS THE WIDELY RECCGNIZED TECHNICAL FLAW IN
SECTION 46(f) OF THE INTERNAL REVENUE CODE. THE INTENT OF THIS
CORRECTION WOULD BE TO ENABLE REGULATORS (AT THEIR OPTION) TO
IMPLEMENT "ECONOMIC NORMALIZATION" OF THE CREDIT THUS PROVIDING
A MORE EQUITABLE SHARING OF ITC BENEFITS.

2) cCapjital Cost Recoverv System: The Reagan Administra
tion has proposed abolishing the accelerated cost recovery system
(ACRS) established in 1981 and replacing it with a capital cost
recovery system (CCRS).

The new CCRS would modify ACRS in two important respects.
First, CCRS would allow cost recovery of the real or inflation
adjust-ed cost of depreciable assets, rather than only the ori-
ginal, nominal cost. Second, CCRS would assign property among
new recovery classes based upon economic depreciation rates.

Most public utility property which now “is placed in the 15
year recovery class would be written off over 10 years with the
exception of communications equipment which would move from
its current 5 year class to a 7 year recovery period.

The proposal states simply that in recognition of the historic
practice of requiring nomalization of investment incentives for
regul ated public utilities, CCRS would contain normalization
rules for regulated utllitieﬁ comparable to those under ACRS.

The NARUC for many years has taken the position that the
proper ratemaking treatment of depreciation allowances should be
subject to the discretion of the st'ate commissions (NARUC Bulletin
No. 42-1979, pp. 8-11 and 1979 proceedings, pp.962-966). We are
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concerned over the technical aspects of implementation of normal~
ization as it relates to the new CCRS proposal as this could
potentially have negative implications for ratepayers in —that
inflation adjusted capital cost recovery results in permanent
tax-to~book differences as opposed to simple timing differences
created under traditional cost recovery systems.

Exhibit # 1 displayed on the following page shows in a
rather simplistic manner the potential problem outlined above.
In Case # 1 of the exhibit, the entire deferred tax balance is
eventually paid to the Treasury over the ten year book life of
the asset. Stockholders benefit via increased cash flow during
the interim years before the timing difference reverses in full
and ratepayers benefit through a decrease in capital charges
included in rates in that deferred tax balances in essence represent
interest free loans from the Treasury to the u;:ility.

However Case # 2 shows that with an inflation adjusted
capital cost recovery system the _full balance of deferred taxes
are not repaid thus creating a permanent tax~to-book difference.
The portion not repaid results from the fact that the utility is
allowed depreciable deductions in excess of the historical book
cost of the asset. The portion of the deferred tax balance not
repaid represents collectioqs from ratepayers ostensibly for the
payment of a future tax okligation which is no longer due.
Under traditicnal normalization procedures, it is unclear whether
or not regulators would be allowed the necessary flexibility to

return these funds to ratepayers either immediately or ratably
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ASSUMPTIONS: ‘
COST OF ASSET: $100,000
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EXHIBIT # 1

CASE ¢ 1

10 YEAR BOOK LIFE

5 YEAR TAX LIPE

33% MARGINAL CORPORATE RATE
STRAIGHT LINE DEPRECIATION

IDEPRECIATION |IDEPRECIATION |DEFERRED

YEAR | (TAX) ! (BOOK) |  TAXES
L L R R e L T A T )
1 | $20,000 | $10,000 | $3,300
2 | $20,000 | $10,000 | $6,600
3 | $20,000 | $10,000 | 89,900
4 | $20,000 | $10,000 | $13,200
5 | $20,000 | $10,000 | $16,500
6 1 $0 | $10,000 | $13,200
7 I $0 | $10,000 | $9,900
8 I $0 | $10,000 | $6,600
9 | $0 | $10,000 | $3,300
10 I $0 1 $10,000 | ($0) t=—emee
CASE ¢ 2
ASSUMPTIONS:
SAME AS ABOVE EXCEPT WITH 5%
INPLATION FACTOR FOR TAX DEPRECIATION
|IDEPRECIATION |DEPRECIATION |DEFERRED
YEAR | " (TAX) ] (BOOK) |  TAXES
RRARARRRKN [RARARARRRRRRN [ RARRRRRRANRR [ ARRARRRAR
1 | +$20,000 | - §10,000 | 83,300
2 | $21,000 | $10,000 | $6,930
3 | $22,050 | $10,000 | $10,907
4 | $23,153 | $10,000 | $15,247
5 l 824,310 | $10,000 | $19,969
6 | $o | $10,000 | $16,669"
7 | $0 | "$10,000 | 813,369
8 1 $0 | $10,000 | $16,069
9 | $0 | . sl0,000 | 8$6,769
10 i $0 | $10,000 | 83,469 +——
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over the life of the asset thus providing a pzopgr'matching of
actual tax expense with taxes collected from ratepayers as an
element of the firm's cost of service.

The Reagan tax package is silent on the issue except to
state that the normalization requirements of current tax law
would be preserved. Inasmuch as the President's proposal has not
been set forth in legislative language, it remains unclear whether
the mechanics of traditional normalization would provide regul ators
sufficient flexibility to set ratemaking policies which would
provide an equitable recognition of the CCRS benefits.

) POLICY POSITION NUMBER 2
THE NARUC OPPOSES ANY LBGISLATIVE LANGUAGE WHICH RESTRICTS THE
ABILITY OF REGULATORS TO ACCOUNT FOR THE BENEPITS CREATED UNDER
THE PROPOSED CAPITAL COST RECOVERY SYSTEM (CCRS). FURTHER, THE
NARUC OPPOSES IN CONCEPT THE CREATION OF AN INFLATION ADJUSTED

CAPITAL COST RECOVERY SYSTEM IN THAT IT 1S UNDULY COMPLEX AND COUNTER-
PRODUCTIVE TO THE STATED NATIONAL GOAL OF INCOME TAX SIMPLIFICATION.

3) Excess Depreciation Accrualss The Administration's
proposal includes a substantial reduction (from 46% to 33%) in

the maximum corporate tax rate. An important question arises as
to the proper tax and ratemaking treatment.of the excess depre-
ciation accruals or deferred taxes which were generated at the
46% rate whicl? then become due to the Treasury under the proposed
333 rate.

With stable tax rates' over the life of any given sinéle
asset, the amount of tax that is deferred as a result of accelerated

depreciation is equal to the amount of tax that is repaid in
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later years.2 However, a reduction in tax rates for the later
years produces an uneipected benefit for the utility by reducing
the tax that must be repaid relative to the tax that was deferred.
This unintended benefit is in addition to the intended benefit of
interest-free deferral of the uﬂa‘r liability inherent in the
acceleration of deductions. )

In the case of utility companies, deferred tax balances
represent funds collected from customers which are payable in the
future to the Federal government. However as we have seen, the
proposed reduction in the marginal corporate rate creates the
scenario in which a portion of deferred tax balances are no
longer due ths Treasury. In simplest tem‘a--a portion of funds
collected from ratepayers ostensibly for the payment of a future
tax liability are no longer owed the government--not now, not
ever.

The Reagan proposal provides that in order to prevent taxpayers
from obtaining the unexpected windfall benefit described above,
40 percent of a taxpayer's "excess depreciation" taken between
January 1, 1980, and July 1, 1986, would be included in income

over a three-year period.

2 Note however that in the general case of growing firmms
new tax deferrals created via the purchase of additional assets
have the effect of offsetting the actual payment of the tax
liability to the Treasury. In actual practice the regulated
industries have generally been able to generate sufficient new
deferred taxes to offset the reversal of the tax liabiliity of
the old assets taus increasing deferred tax balances by billions
of dollars annually and reducing the actual effective tax rate
paid by the fim to the Treasury. .
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The proposal is silent as to deferred taxes generated prior
to 1980 and contains no language regarding the ratemaking implica-
tions of the reduction in the maximum corporate rate.

Exhibit # 2 on the following page éresents a simple model
which shows the practical effect of a reduction in the maximum
corporate marginal tax rate from 46% to 33% assuming pre-1980
property and a change in the tax rate after the 5th year of the
book life of the property. Cases # 1 and # 2 show the deferred
tax balances under present 1aw and the proposed change respectively.
One will note that once again the proposal results in a situation
under which the entire deferred tax balance is not paid to the
Treasury. Again, these funds represent collections from customers
ostensibly payable to the government which are no longer due
because of the reduction in the rate. Regulators must then
determine the appropriate amortization period over which to
return these funds to ratepayers. It remains unclear as to
whether or not post-1980 property will exhibit this same problem
or whether the 40% recapture provision will essentially eliminate
any excess deferrals.

In a letter to The Assistant Secretary of the Treasury for
Tax Policy earlier this year the Edison Electric Institute urged
that regqulatory discretion !:n retumi.ng excess deferrals back to

ratepayers be curbed via Federal legislation such that the amorti-
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) EXHIBIT # 2

CASE ¢ 1
ASSUMPTIONS:

COST OP ASSET: $100,000

10 YEAR BOCK LIFE

S YEAR TAX LIPE

46% MARGINAL CORPORATE RATE
STRAIGHT LINE DEPRECIATION
PRE-1 980 PROPERTY

|DEPRECIATION!DEPRECIATION|DEPERRED

YEAR | (TAX) | (BOCK) |  TAXES
ARARRARAD [ RRRRRARNRARR | FARRARRAAANY [ AR AR

1 $20,000 | $10,000 | $4,600
2 | 820,000 | $10,000 | $9,200
3 $20,000 | $10,000 | $13,800
YR $20,000 |  $10,000 | $18,400
5 $20,000 | $10,000 | $23,000
6 | $0 | $10,000 | $18,400
71 $0 | $10,000 | $13,800
8 | $0 | $10,000 | $9,200
9 1 $0 | $10,000 | $4,600
10 | $0 | $10,000 ! ($0) g

CASE ¢ 2
ASSUMPTIONS:
SAME AS ABOVE EXCEPT WITH CUT IN
MARGINAL CORPORATE RATE FROM 46% TO 33%
AFTER YEAR §
| DEPRECIATION{DEPRECIATION | DEFERRED
YEAR | (TAX) | (BOK) | TAXES
i*'*'t*"|*ﬁ*0ﬁti".tﬁi|i*i'i'ﬁﬁﬁﬁ*ﬂ|fii’i'ﬁ'i
1 $20,000 | 310,000 | $4,600
2 $20,000 |  $10,000 | $9,200
3| $20,000 | $10,000 | $13,800
| $20,000 | $10,000 | $18,400
5 | $20,000 | $10,000 | $23,000
6 I $0 | $10,000 | $19,700
7 1 $0 | $10,000 | $16,400
8 | $0 | $10,000 | $13,100

; 9 | 80 | $10,000 | $9,800

10 ! 0 | $10,000 | $6,500 @
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zation period could be no more rapid than the remaining life of

the asset thus preventing "awindfall to consumers in the short run."3
POLICY POSITION NUMBER 3

THE NARUC OPPOSES ANY EFFORTS TO AMEND THE REAGAN TAX REFORM

PROPOSAL WHICH WOULD HAVE THE EFFECT OF RESTRICTING REGULATORY

FLEXIBILITY IN DETERMINING THE PROPER AMORTIZATION PERIOD FOR

RETURNING TO RATEPAYERS THE EXCESS DEFERRED TAXES WHICH RESULT

FROM THE PROPOSED REDUCTION IN THE MAXIMUM MARGINAL CORPORATE TAX
RATE. '

4)  partial Deductibility of Dividends; The double taxation

of corporate earnings would be partially relieved under the
Administration proposal by allowing corporations a deduction
equal to 10 percent of dividends paid to their shareholders
("dividends paid deduction"), The proposal is silent as to the.
ratemaking treatment of such a deduction. Presumably, any tax
savings generated would be directly flowed through to ratepayers
in that there are no tax-to-book timing differences involved.
Such is generally the case with other tax deductible expenses
such as labor, purchased power, etc..

Mr. William Berry, Chairman and Chief Executive Officer of
Dominion Resources, Inc. (Virginia Electric Power Co.) testified
before a recent hearing of the Senate Finance Committee that in
his view the "Dividends Paid Deduction®™ would be directly flowed
through to consumers. However, other utility representatives
have expressed concerns on this igsue and have argued that the refomm

proposal will not correct the double taxation problem in the case

3 February 15, 1985 Letter of the Edison Electric Institute
to Mr. Ronald A. Pearlman; Assistant Secretary of the Treasury for
Tax Policy; P.4.
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of regulated industries unless Federal tax law specifically
restricts the ability of regulators to pass the tax break onto
ratepayers.

The NARUC has been an advocate in the past of an additional
approach to the problem of double taxation of co:porate
earnings. The Economic Recovery Tax Act of 1981 contained a
provision supported by the NARUC which provides for tax deferrals
for dividends reinvested into qualified dividend reinvestment
plans (NARUC Bulletip, No. 20-1981, pp. 15~18 and 1981
_Broceedinas., pp. 925-934). This particular provision of the
Internal Revenue Code is scheduled to expire at year end 1985.
Given the enormous success of dividend reinvestment programs at
raising substantial sums of capital, the NARUC favors efforts to
make this provision a permanent feature of the Federal tax code.

POLICY POSITION NUMBER 4 '
THE NARUC OPPOSES ANY EFFORTS TO RESTRICT REGULATORY FLEXIBILITY
IN ACCOUNTING FOR THE EFFECTS OF THE PROPOSED "DIVIDENDS PAID
DEDUCTION".

POLICY POSITION NUMBER 3
THE NARUC ENCOURAGES THE PERMANENT RETENTION IN THE INTERNAL
REVENUE CODE, THE TEMPORARY PROVISION CREATED UNDER THE ECONOMIC

RECOVERY TAX ACT OF 1981 WHICH PROVIDES FOR TAX DEFERRALS FOR
DIVIDENDS REINVESTED INTO QUALIFIED DIVIDEND REINVESTMENT PLANS.

$) Muclear Decommissioning Punding: For several years the

NARUC has advocated an amendment to the tax code which would
allow a deduction for accruals to reserves for nuclear power
plant decommissioning (1982 Proceedinag, pp. 1187-86). The 1984

tax act contained an extremely limited provision which partially

55-630 0 - 86 - 9
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addresses this issue. However new legislation has been intro-~
duced in both the House and Senate and endorsed by the NARUC
which would properly clear up this deficiency in the tax law
(NARUC Bulletin, No. 16-1985, pp. 4-6). )
POLICY POSITION NUMBER 6 '
THE NARUC URGES CONGRESS TO INCLUDE THE PROVISIONS OF H.R. 1619
(REP, GIPBONS; D-FLA.) IN THE COMPREHENSIVE REFORM PACKAGE TO
PROVIDE h CURRENT TAX DEDUCTION FOR ACCRUALS TO RESERVES FOR
NUCLEAR POWER PLANT DECOMMISSIONING.
CONCLUSION .

The NARUC advocates- the widest possible flexibility in
accounting for the»eftects of corporate tax benefit; to public
utility companies. Accordingly, the NARUC opposes the stated
goals of the utility interests to compromise the simplification
of Federal tax law by coupling it with language which restricts
the ability of utility regulators to properly set rates which
reflect the effect of the tax benefits.

We would be pleased to provide additional information to the
Committee on our position as needed. Moreover, we would like to
work with this Committee and its staff in an effort to assess the
merits of those provisions of Federal tax law (Qoth current and

proposed) which affect public utility companies.
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Senator Symms. Mr. Morgan.

STATEMENT OF RICHARD E. MORGAN, STAFF ECONOMIST,
ENVIRONMENTAL ACTION, WASHINGTON, DC

Mr. MorcaN. Thank you, Mr. Chairman, members of the com-
mittee. My name is Richard E. Morgan. I'm an economist with En-
vironmental Action. My testimony concerns the impact of the
President’s Treasury II plan on electric utilities.

Probably no other industry would be treated more favorably by
Treasury II than the electric utility industry. There is a strong pos- -
sibility, in fact, that this industry may experience a negative
income tax under Treasury II. A Department of Energy study re-
leased last month concluded that Treasury II would reduce electric
utility tax liabilities by $4 billion a g'ear. In the past decade, howev-
er, the industry never paid more than about $3 billion in a single
year. Thus, it appears that Treasury II may reduce the electric util-
ity industry’s tax liability by more than that industry actually

pays. )

go instead of paying taxes, the utilities may actually receive

annual refund checks from the IRS. .

Under existing law, electric utilities are among the largest bene-
ficiaries of Federal tax expenditures. The Treasury incurs about
$12 billion in tax expenditures per year for electric utilities. This
leaves the utilities with an effective tax rate of only about 7 per-

. .cent. When a utility builds a powerplant, it can expect the Govern-
ment to pay for at least 24 percent of the cost of that plant through
tax subsidies. The largest source of these tax benefits is accelerated
depreciation. And while Treasury II would cut back "depreciation
benefits for most industries, it would increase them for electric
utilities. .
Under Treasury II, the utility can depreciate a powerglant in
i just 10 years, even though these assets last typically for 30 to 50
© years. The original Treasu%lg proposal would have depreciated
powerplants over 38 years. This single change between Treasury I
and Treasury II will cost the Treasury about $4 billion a year in
lost revenues.

There is no need to offer such generous tax subsidies to utilities.
They are regulated monopolies which are required to make the in-
vestments necessary to provide adequate service to their customers.
Furthermore, utilities currently have record reserve ‘margins and

. excess dgeneraaﬂ;ing capacity.

. In addition to increasing utilities’ depreciation benefits, Treasury
.. II would retain the provision which allows utilities to charge cus-
- tomers for billions of dollars in Federal income taxes which they
aren’t required to pay to the Government. Last year, major eleciric
: companies charged over $7 billion to customers for these so-called
' phantom taxes. For every dollar the utilities collected for income
. taxes from their customers, they actually paid only 80 cents to the
- IRS. The Nation’s electric companies have accumulated over $41
- billion in unpaid income taxes over the past 30 years. This is the

equivalent of $486 for every household in the country.
A clause in the Federal Tax Code effectively prevents utility
- commissions from eliminating these tax overcharges. The 1969 law

" R,

&
[
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was intended to help finance construction of new generating facili-
ties. Today, this provision contributes to the excess capacity that
utilities have as well as wasted utility investments. It also discour-
ages utilities from pursuing cost-effective energy saving measures.

It’s inappropriate for the Federal Government to tie the hands of
State utility regulators. The State regulators are better equipped
than the Federal Tax Code to decide what investments are prudent
and what sort of tax expense should be included in utility bills. But
instead of resolving the phantom tax problem, Treasury II might
actually create new sources of phantom taxes if Congress accepts
the changes proposed by the utilities.

Senator Harkin has introduced a bill called the Electric Utility
Tax Reform Act, S. 1457, which would give back to the States the
right to regulate utilities’ Federal income tax expenses. We encour-
age the Senate Finance Committee to incorporate this bill into its
tax reform package.

Treasury II would also create a badly unbalanced energy tax

policy, strongly favoring conventional energy sources like power-

plants over alternatives like solar and energy conservation. While
increasing depreciation for powerplants, Treasury II would actually
cut depreciation benefits for alternative energy sources in half. It
would also allow the special energy tax credits to expire at the end
of this year. And that means canceling the Nation’s best insurance
policy against future energy shortages.

We applaud the administration’s proposal to eliminate the in-
vestment credit, but we are concerned that Congress may adopt a
generous transition rule which would let utilities and other busi-
nesses keep using investment credits for many jrears after their
elimination. EEI has asked for an unlimited grandfather clause for
the ITC. This would allow them to get the benefits of the lower tax
rate without gnvmg up existing tax benefits. And just to make sure
that they don’t have to pay income taxes under Treasury II, utili-
ties have asked to modify the minimum tax.

Senator Symms. Can you try to summarize your statement?

Mr. MorGAN. Yes; I'm almost finished.

These proposals, we think, would make the minimum tax almost
meaningless. )

In conclusion, utilities would remain one of the Nation’s most
- heavily subsidized industries under Treasury II. We estimate that
as much as $10 billion may be at stake in these matters. We urge
the Congress to consider whether such enormous tax expenditures
are necessary for these regulated monopolies. :

I'd like to thank the committee and the staff for allowing us th
opportunity to present our views.

Thank you. -

Senator Symms. Thank you, Mr. Morgan.

[The prepared written statement of Mr. Morgan follows:]

s

ol
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Statement of Richard E. Morgan
Environmentel Action

Mr. Chairman and members of the committee, my name is Richard E.
Morgan. I am an economist with the Energy Project of Environmental Action
Poundation (EAF). I am testifying today on behalf of EAF's affiliate,
EBovironmental Action.

My testimony concerns the impact of the Administration's "Treasury II"
plan on electric utilities. Probably no other industry would be treated
more favorably by the Administrations's plan than the electric utility
industry. There is a strong poesibility, in fact, that this industry may
experience a negative income tax under Treasury II.

Despite Treasury II's generosity, the utilities ynve asked for at
least 14 changes in the plan which would make it even more generous. We
hope the Senate will not allow this tax plan to become a Christmas tree of
new benefits for utilities. Instead, we urge the Senate to remove some of
the costly and unnecessary benefits which Treasury II would offer to utili-

ties,

Negative income tax. A Department of Energy study released last month
concluded that Treasury II would reduce the electric utility industry's tax
liability by npproxinutély $4 'billion per year. DOE estimated that the
proposed changes in the tax code would reduce the level of utility industry
tax liability from about $8 billion per year to about $4 billion.

In the past ten years, however, the utility industry has never paid
more than $3.2 billion in federal income taxes in a single year. Unless
there is a dramatic increase in the utility industry's profitability and
tax liability, we should expect Treasury II to reduce the utility indus-

try's tax liability by more than it currently pays. The result would be a
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negative income tax, Instead of paying taxes, utilities could receive
refund checks from the Internal Revenue Service.

Already, at least 14 major electric companies pay a negative income
tax under the current law. Under Treasury 11, we can expect many if not

most electric companies to receive an annual check from the IRS,

Existing federal tax expenditures for electric utilities. Electric
utility companies are among the largest beneficiaries of federal tax expen-
ditures under the current Internal Revenue Code. As the nation's most
capital-intensive industry, the electric utilities make extensive use of
tax benefits such as accelerated depreciation and investment tax credits.
In 1983, electric companies paid an effective income tax rate of only 7.5
percent.

o Edison Electric Institute (EEI), the utilities' trade association, has
,said that federal tax subsidies pay for 24 percent of the cost of each new
”1:powet plant an electric company builds. Altogether, Environmental Action

Foundation estimates that electric utilities benefit from over $12 billion

in federal tax expenditures annually.

Depreciation benefits. While most industries would have their depre-~
ciation benefits cut back under President Reagan's "Treasury II" proposal,
the plan would substantially increase writi—éffs for electric utilities,
Treasury II would allow utilities to depreciate all power plants in just 10
years, even though such investments typically last 30 to 50 years. (The
current law allows a generous l5-year write-off for coal-fired plants ‘and
just 10 years for nuclear plants.)

The original "Treasury 1" proposal would have depreciated power plants
over a 38-year period, reflecting their actual economic life. The change to

a 10-year write-off would cost the Treasury $3.9 billion annually
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compared to Treasury I.

There is no need to offer such generous depreciastion benefits to
electric utilities. As regulated monopolies, utilities are already required
to make the investments necessary to serve their customers, and they do not
need further investment incentives. Moreover, most electric companies cur-
reantly have substantial excess generating capacity and should not be en-
couraged to build more power plants. Write-offs for power plants should be
at least 30 years to reflect their true economic life.

While encouraging utilities to build conventional power phnta‘,
Treasury II would discourage development of alternative energy sources such
as solar and wind power. These decentralized energy technologies would have )

their write-off periods doubled from five to ten years under the plan.

-

Normalization accounting and "phantom™ taxes. Treasury II would retain
the provision i.ﬁ the present law which requires utilities to use "normal-
ization" accounting for their investment tax credit (ITC) and accelerated
cost recovery system (ACRS) benefits. This allows utilities to charge rate-
payers for billions of dollsrs in federal income taxes which they are not
reql;ited to pay curreotly to the IRS. 'ﬂuu-unyaid taxes are often referred
to as "phantom" taxes.

According to a study by Eavironmental Action Foundation, the nation's
wajor electric companies last year charged their customers $7.4 billion for
federal income tuxes they were not required to pay. For every dollar the
utilities collect from ratepayers for federal income taxes, they actually
pay only 30 cents to the IRS. Over the past 30 years, the nation's electric
companies have accumulated $41.5 billion in unpaid income taxes which they
have collected from ratepayers-- the equivalent of $486 for every housebold

in the nation.
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A clause in the federal tax code effectively prevents. state utility

commissioners from eliminating these tax overcharges. In fact, the law
requires regulators to use an- accounting method which allows utilities to
earn extrs profits on investments financed by tax funds provided by rate-~
payers. N

When the law requiring utilities to collect phantom taxes was first
passed in 1969, ie-7was intended to help growing utilities finance the
construction of new energy facilities. Today this law encourages utilities
to overbuild and contributes to the industry's chronic problem of excess
generating capacity. It also discourages utilities from pursuing cost-
effective energy-saving measures.

In the past few years, utilities have abandoned unfinished power
plants costing at least $20 billion-.‘ and the burden of these cancellations
will be borne by the nation's ratepayers, taxpayers and utility
shareholders, Without the financial incentives previded by-the federal tax
code, many of these projects might never have been started and this money
could have been spent on other social purposes.

It is inappropriate and unnecessary for the federal government to tie
the hands of state regulators by preventing them from determining the
proper accounting method to be used for federal income tax expenses. State
utility regulators are better equipped than the federal tax code to decide
which utility investments are prudent and what income tax expense should be
included in utility bills.

The Electric Utility Tax Reform Act of 1985 (8. 1457), introduced by
Senator Tom Harkin, would provide state regulators with greater leevay to
regulate their utilities' federal iuncome -tax-expenses. We urge the Senate

Finance Committee to incorporate the language of this bill into its tax

reform package.
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New sources of phantom taxes. Utility officials have proposed creative
accounting treatment for two of the new tax benefits proposed in Treasury
11, which would provide utilities with substantial new sources of "phantom"
taxes. Edison Electric Institute has proposed that utilities be required to
retain the benefits of the inflation adjustment component of Treasury II's
CCRS depreciation system, rather than flow these benefits through to rate-
payers. Similarly, the American Gas Association has proposed that utilities
retain the benefits of the proposed l0-percent dividend deduction.

Unlike the ITC and ACRS benefits which must be normalized under cur~
rent law, these new benefits vould be pert;:nnent differences, not timing
differences. Therefore, normalization would violate commonly accepted ac-
counting principles, At the very least, the accounting trestment for these
proposed new~tax benefits should be left up to state utility regulators.

Congress should also consider whether there is any need to offer the
proposed l0-percent dividend deduction to utilities. EEI has argued that
this deduction would not &nefit the shareholders of regulated utilities
since regulators would be expected to flow this benefit through to rate-
payers. By limiting this benefit to nmon-regulated businesses, Congress
could enhance Treasury revenues by several hundred million dollars an~

nually.

Retaining Investment Tax Credits. We applaud the Administration's pro-
posal to eliminate the investment tax credit (ITC), We agree with the
Treasury Department that this tax expenditure "encourages tax-motivated
noneconomic behavior." We are concerned, however, that “ngteu may adopt a
generous "transition rule” which would enable utilities and other busi-
nesses to continue using investment credits for years after this tax

benefit expitu.
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Edison Electric Institute has asked for a transition rule which would
enable businesses to :e.tnin ITCs indefinitely for any construction project
with a binding commitment at the time the credit is eliminated. Since power
plants can take 10 years or more to build, this provision could enable some
utilities to continue claiming ITCs until the mid~1990s or later.

EEI has also proposed that bu:ine;seo be allowed to tetaig unused ITCs
to offset future tax'liabilities after the ITC is eliminated. This could
prove to be a large windfall for electric companies, which are holding
billions of dollars worth of unused ITCs.

Because of their large capital expenditures, many utilities generate
more ITCs in a given year than they use under the current tax code. Allow-
ing businesses to continue using these old ITCs would defeat the purpose of
eliminating the investment credit. Such a policy would perpetuate the
injustices of the present tax code, favoring companies which have been most
successful in taking advantage of the tax code in the past.

By extending the ITC in this way, Congress, in effect, would be per~
mitting businesses to receive the reduced tax rates promised by Treasury II

without giving up the benefits of the current law.

Keeping excess deferred taxes. The proposed change in the corporate
tax rate from 46 percent io 33 percent would leave utilities with a sub-
stantial excess of deferred taxes which were collected under the old tax
rate but ‘uould never be pu{d under the new tax rate. Some of these excess
deferred taxes would be collected by the IRS under a "recapture" provision.
Most of the excess deferred taxes (approximately $4 billion to $5 billion
for electric utilities), however, would not be recaptured and would never

“be paid to the government.




264

Excess deferred taxes would remain on the utilities' bocks until state
“regulators order them refunded to ratepayers. In similar sit\utrions in the
past, state utility commissions have typically ordered utilities to refund
excess deferred taxes within a few jyean after the change in the tax rate.

EEI, however, has proposed that utilities be required to to keep any
excess deferred taXes until they would have come due at IRS under the old
tax rate-- a period of up to 30 years. There is no justificatiom for
allowing utilities to keep these excess deferred taxes for such a long
period when they clearly do not represent a future tax liability. Congress'
tax reform plan should expressly allow utility regulators to order refunds

of excess deferred taxes which are no longer owed to the government.

Loopholes in the minimum tax, EEI has asked Congress to modify the
Administration's "alternative minimum ta‘x" in a way which would render this
tax ineffective. The purpose of the minimum tax is to prevent corporate
taxpayers from escaping all or most of their tax liability through exces-
sive use of benefits available in the tax code. Treasury II would make
businesses liable for a minimum tax at a reduced tax rate, but without
taking into account benefits such as accelerated depreciation,

EEI, however, wants its alternative minimum tax to be calculated using
the generous lp-yen write-offs of the "capital cost recovery system"
(CCRS) rather than the 38-year write-offs proposed in Treasury II. The
utilities also want to use income averaging over a three-year period in

calculating their minimum tax liability, and they want unused investment '

_ credits exempted from the tax. These proposed provisions, we believe, would

uake the minimum tax ineffective and meaningless.

Capitalization of comstructiou-period interest. Treasury 11 proposes

that businesses be required to capitalize the construction-period fimancing
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costs of new investments in personal property (such as power plants) in-
stead of expensing them. (Investments in real estate are already required
to capitalize interest costs iq this way.) Edison Electric Institute has
requested that only the debt portion of utility financing be included in
calculating these interest costs. This seemingly minor change would cost

the Treasury billions of dollars in revenues apnually.

Energy tax credits. The inevquitien in the tax code's treatment of
different energy technologies would be worsened by the elimination of the
special emergy tax credits under Treasury II, These tax credits for alter-
native energy technologies such as solar and wind help to balance the large
subsidies available to conventional energy sources; If the government -
continues to offer tax incentives for conventional emergy development, it
must also provide incentives for saving energy and develoﬁing alternative
energy sources. We therefore urge the Finance Committee to incorp9tate

8.1220 into its tax reform legislation.

Conclusion. Under Treasury II, electric utilities would remain one of
the nation's most heavily subsidized industries. As much as $10 billion in
annual Treasury revenues may be at stake in the decisions made by COngre-u
on electric utility tax issues addreseed by Treasury II. Congress should
consider whether such large tax expenditures are necessary, given this

industry's status as s regulated monopoly.
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STATEMENT OF AL NOFTZ, DIRECTOR OF TAXES, COMMON-
WEALTH EDISON, CHICAGO, IL; ON BEHALF OF EDISON ELEC-
TRIC INSTITUTE

Senator Symms. Mr. Noftz.

Mr. Norrz. I'm Al Noftz, director of taxes for Commonwealth
Edison Co. I'm substituting today for James O’Connor, chairman,
president, and chief executive officer of Commonwealth Edison who
regretfully could not be here today.

I appreciate the opportunity to represent the Edison Electric In-
stitute, an association of electric companies. Its members generate
approximately 75 percent of all electricity in the country; we pro-
vide electric service to 73 percent of the Nation’s electric consum-
ers.

The portion of the President’s proposal dealing with employee
benefits is of major concern to our industry, and its employees. We
have submitted a separate statement for the record detailing them,
and have dealt with them at length in our written testimony.

And I certainly should like to express our appreciation for your
chairman’s efforts in this critical area of importance to our employ-

ees.

Today, I shall focus primarily on the President’s proposals now
before the committee, but in addition I shall make some observa-
tions on the joint committee staff options being considered by the
House Ways and Means Committee.

As Mr. Foley said, the Edison Electric Institute has supported
the President’s tax reform and it is based on two conditions. But
those conditions would not result in any distortions.

One of the conditions is that the proposed capital cost recovery
system, including normalization, be retained in substantially its
present form. And, two, that reasonable transition rules be adopted
if the investment credit is repealed. Those conditions were estab-
lished because the electric utility industry is among the most cap-
ital intensive, and our need for capital to meet consumers’ needs is
expected to.continue to grow.

Without retention of a capital formation incentive system, sub-
stantially similar to the capital cost recovery system, and an equi-
table phasing out of the investment credit, the President’s tax
reform proposal would be so detrimental to electric utilities and to
our customers that we no longer could support the President’s tax
reform package. ‘

One of the basic objectives of tax reform is the neutral treatment
of investment. Historically, the electric utility industry’s invest-
ments have been taxed at a higher rate than other industries.
Under the President’s proposal neutral investment incentives are
provided by setting depreciation rates and recovery periods to
produce an 18-percent tax rate on the income from new invest-
ments in all types of machinerEy and equipment.

A recent study made for EE indicates that new utility property
placed in class 5 under CCRS would be taxed at about 22 to 24 per-
cent. Although this exceeds the administration’s intended 18 Ter—
cent rate, the bias against electric utility property would be less
than under current law.
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Even with the placement of most utility property in class 5, the
capital cost recovery system would not provide capital equal to that
of the combination of ACRS under current law and the investment
credit. Therefore, if the present inclusion of electric utility proper-
ty in class 5 were to be changed to a longer recovery period, our
industry would be even more severely disadvantaged and the play-
ing field would become so unleveled that we could not support the
President’s proposal. )

In this regard, the staff option on degreciation for the Ways and
Means Committee is substantially different from the President’s
proposed depreciation system. The staff option abandons the objec-
tive of neutral investment incentive. It provides for much longer
lives for electric utility property. It provides accelerated deprecia-
tion that is much slower and it does not provide for the indexing of
depreciable property for inflation. Consequently, it would be less
beneficial to our customers. We, therefore, strongly urge this com-
mittee to adopt the President’s CCRS system as proposed.

Turning to the investment credit—if it is to be repealed, several
apsects must be addressed. Our major concerns center on three
matters. One, the absence of transition provisions. Two, the regula-
tory treatment of unamortized credits. And, three, the ability to
carry forward credits unused as of the repeal date. There is prece-
dent for equitable transition treatment. In 1969 when the credit
was repealed, it continued to be available for taxpayers that were
l{g&r)ld by contract, but that had begun construction by April 18,

Under the transition rules, credits would not have been available

_for property placed in service after December 31, 1985. Substantial-
ly similar rules were adopted when the credit was suspended in
1966. Assuming an approach substantially similar to that followed
in 1969, an October 1985 date could be substituted for April 18,
1969. And other dates could be established that would be compara-
ble to the 1969 legislation.

Moreover, under any circumstsnces, qualified progress expendi-
tures made through the end of a transition period should remain
eligible for the credit, and the credits claimed on them should not
be subject to recapture solely because the asset was not placed in
service by that date.

I would also like to discuss the corporate alternative minimum
tax, if I may have another minute.

Senator Symms. Go ahead.

Mr. Norrz. It appears to be a very reasonable concept to ensure
that all taxpayers pay their fair share of tax. However, a number
of electric utility companies in recent years have been unable to
utilize all of their investment credits due to adverse financial con-
ditions. Investment decisions were made with an understanding
that credits would be available to offset tax. To deny the applica-
tion of credits against the minimum tax may be said to violate a
compact that the Government has with those who made such deci-
sions. : :

If there is to be an alternative minimum tax, we urge that it not
be at a rate higher than that set by the President’s proposals and
that it not be anything that would destroy the capital incentive for-
mation provisions that are in the President’s proposal.
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Thank you.

Senator Symms. Thank you very much, Mr. Noftz.
! [Tl'ie prepared written statement of Mr. James J. O’Connor fol-
ows:
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Mr. Chairman and Members of the Committee:

I am James J. O'Connor, Chairman, President and Chief
Executive Officer of Commonwealth Edison Company. 1 appreciate the
opportunity to appear before you today representing the Edison
Electric Institute (EEI) to present our views on the Preaident;s

Tax Proposals to the Congress for Fairness, Growth and Simplicity.

EEI is the association of electric companies, and its members
serve 96 percent of all customers served by the investor-owned ‘
segment of the industry. They generate approximately 75 percent of
11l electricity in the country and provide electric service to 73

percent of the nation's consumers.
INTRODUCTION

EEI supports reform and simplification of the Internal Revenue
Code (Code) to achieve fair and equitable ‘individual and corporate
yaxation. However, it is important that our system of taxation
continue to encourage economic growth. We tierefoxe also support
the objectives of the President's proposals that would retain
capital~-formation incentives, which are critical to the electric
utility industry. The capital formation incentives contained in
the Code, such as the investment tax credit and accelerated
depreciation, provide a substantial portion of the capital needed

for electric utility construction.
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Of the President's proposals, the repeal of the investment tax
credit, the elimination of tax-exempt £inancing for private
purposes and the expiration of tax-deferred dividend reinvestment
would have significant detrimentgl effects on capital formation for
utilities. Although the overé&l effect of the President's
proposals on our companienwwill be adveree because ofvour capital
intensive "nature, the effééi“of these proposals on electricity
customers generally is beneficial. Therefore, we support this tax
reform package if the progosed Capital Cost Recovery System (CCRS),
including normalization, is retained in substantially its present
form and if reasonable transition rules are adopted for any repeal
of the investment tax credit. In this latter regard, we are
pleased, Mr. Chairman, that you, Chairman Rostenkowski and
Secretary Baker have agreed to develop appropriate "grandfather"

and transition rules for the investment tax credit, .

The electric utility induatry.ia one of the most capital
intensive in the United States. On average, electric utilities
need $2.74 of capital investment for every dollar of sales whereas
most other U.S. industries need ‘less than $1.00 of capital
investment for every dollar of sales. Since 1982, the trend has
been to reduce the capital-formation incentives included in the
Code. Unfortunately, the President's propoéals would continue this

trend.

Despite the views expressed by some that electric utilities

have surplus electric-generating capacity, we would urge this
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Committee to keep in mind that by 1993, usinq4a moderate rate of
growth in the demand for electricity of 2.5 percent annually, tﬁis‘_
country will have a need for la 28-percent increase in new -
generating capacity. To put this in perspective, this is about
seven-and-a-half times the projected summer peak load for the State
of New York for 1985. Further, capital requirements also arise
from the need for transmission and distribution facilities, which
soon Qill constitute about 40 percent of the industry's

construction expenditures.

This clearly demonstrates that utilities must build to meet
the demands placed upon the industry by their customers. Although
conservation, load management, and the development of renewable
energy resources have helped to reduce these demands, they are not
sufficient to forgo construction of new electric~generating
capacity. If we as a nation were to experience gaps in the
reliability of our electricity supply, the result would be a severe
blow to our economic growth, with subsequent loss of jobs and
income, and a weakening of the nation's competitive position in the
world economy. For these reasons, it is critical that the Code

have capital-formation incentives.

Set forth below are specific recommendations regarding certain
aspects of the President's proposal that we urge the Committee to

adopt.



£

278

CAPITAL-FORMATION INCENTIVES

CCRS

EEI supports the concept in CCRS of neutral investment
incentives for equipment of all industries. This concept is
consistent with the theme in the President's tax reform package
that a "level playing field" is intended for investments of all
taxpayers. In the past, electric utility property too often has
been ?inéléd out for disproportionately long recovery periods.
This longstanding, unjustified disparity presumably would be

corrected under CCRS as proposed.

As former Assistant Secretary of the Treasury for Economic
Policy Paul Craig Roberts stated before this Committee on June 27,
"[r)egulated public utilities would receive a long overdue redress
of the discrimination shown over the past decades in the tax law.
This industry has repeatedly been assigned.longer tax lives for the
same assets owned by other industries. The administration's
proposal corrects this, and utility assets are conformed to all

other industries."

Under CCRS, all depreciable assets would be categorized in one
of six classes, with assets in each class having similar economic-
depreciation periods. A level playing field would be more nearly
created by providing equal economic treatment for all propert} in

classes one through five. According to the President's proposal,
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neutral investment incentives are provided by setting depreciation
rates and recovery periods to produce a rate of taxation of

ia percent on the income from new investments in all types of
machinery and equipment. In fact, however, based on.a recent study
made for EEI, the cash flow from investment in new utility property
placed in class 5 under CCRS would be taxed at about 22 to

24 percent., Although this exceeds the Administration's intended
18 percent, the bias is less than that which existed in prior
years. A copy of this study is attached for the Committee's

consideration,

Some critics of the inclusion of utility property in class 5
within CCRS have suggested we are receiving too generous treatment
under CCRS. 'However,’as stated earlier, we have, in fact, beeﬂ in
an historically disadvantaged position with regard ‘fo the
depreciable lives of utility property. The fact that we are from
4%-6% above the Administration's intended 18% tax rate within class
5 rebuts arguments that utility property is receiving too

advantageous treatment under CCRS.

As explained in the President's proposal, the recognition of
inflation by indexing capital assets is also essential to attain
economic neutrality. We commend this approach. The electric
utility industry nevertheless would pay a high price under the
President's proposals because CCRS would not provide capital equal
to that of the combination of ACRS and the investaent tax credit.

Therefore, if the present inclusion of electric utility property in

‘
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class five under CCRS were to be changed to inclusion in a class
with a longer recovery period, our industry would be even more
severely disadvantaged, and the playing field would become so

"unleveled" that we could not support the President's proposal.

-With respect to the proposed establishment of a permanent
government offiée to conduct empirical studies of economic
depreciation for the puz?ose of adjusting recovery periods under
CCRS, we submit that such an office would foster additional
complexity in the depreciation system, would create another
bureaucratic level in tax matters and would significantly increase
the uncertainties that affect investment decisions. Reclassifi-
cations of property under CCRS should not be left to administrative

action; instead, only the Congress should be able to establish new

CCRS classes or to reclassify property from one class to another.

Normalization of Depreciation

The benefits to the electric utility industry under CCRS would
contribute to capital formation only if such benefits are
normalized consistent with rules in existing law and in the
President's proposals. Normalization allows electric utilities to
compete on a more level playing field.with other providers of
energy and in the capital markets. Normalization therefore should

be treated as part of the concept of investment neutrality.
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We are pleased that the President recognizes the need for
normalization provisions similar to those in present law.
Regulated companies should be required to normalize the tax effect
of the timing differences between CCRS depreciation without
inflation adjustments and straight-line depreciation of the tax
basis of property using lives prescribed for financial-accounting
and ratemaking purposes. If a regulated company were to violate
the normalization requirement, then it should not be permitted to
use CCRS depreciation. Normalization would assure a sharing of the
benefits of CCRS between a -utility's present customers and its

future customers.

Further, regulated companies also should be rquired to

normalize the tax eff;ct of depreciation differences that would

be attributable to CCRS inflation adjustments, beca&se depreciation
of inflation adjustments is designed to prbvide a pool of capital
to make higher-cost future investmen;s., According to the
President's proposal, inflation indexing can also be thought of as
supplanting, in part, the investment tax credit. Appropriately,
théreforé, the effect of deprecia&ion of inflatiqn adjustments
* should be required to be ratably flowed bﬁcE‘by regulated companies
over the life of the related asset in a manner similar to the
treatment prescribed under current law for regqulated companies for
the investment tax credit. This would result in a sharing of the ‘
benefit of the depreciation inflation adjustment between a
utility's shareholders and its customers. The sanction for

" violation by a regulated company of these normalization rules could
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be the loss of the benefit of depreciation of the CCRS inflation

adjustment.

Under the theory expressed in the President's proposal, the
tax that would be imposed in 1986, 1987, and 1988 on benefits
attributable to so-called excess depreciation constitutes a payment
of taxes previously deferred. Thus, if this provision were
enacted, the payment of such taxes should be charged to existing
applicable deferred income tax reserves, and final legislation
should specifically require such treatment for regulated companies
which should not be considered to violate normalization

requirements.

Because of the magnitude of the proposed decrease in the tax
rate to 33 percent, appropriate rules should be provided for
regulated companies in any legislation enacted to prescribe the
treatment to be afforded deferred taxes that have been accumulated
at higher tax rates. We recommend that_use of the "average rate
assumption method" be mandated for the purpose of returning any
*"surplus® of deferred income taxes to a utility's customers. The
average rate assumption method generally is employed by many
companies for financial- and regulatory~accounting purposes to flow
back deferred taxes as timing differences reverse.- Under this
method, as timing differences reverse, the normalization provision )
is devel~pe? by multiplying the timing difference by the weighted
average tax :a;e at which the deferred taxes were entered into the

reserve.
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Investment Tax Credit

The repeal of the investment tax credit would be particularly
detrimental to the electric utility industry. The credit has
provided an important source of capital to help finance the
construction of needed electric-generating facilities and trans-
mission and distribution facilities. A loss of the credit would
require significant increases in external financing.

If the investment tax credit were to be reﬁéaled, several
aspects related to the repeal need to be addressed. Our major
concerns are the absence of transition provisions, the regulatory
treatment of unamortized investment tax credits, and the ability to

utilize credits unused as of December 31, 1985.

As drafted, the proposal would repeal the investment tax
credit for any propéfty‘placed in service on or after January 1,
1986. However, the President anticipates that Congress will
provide reasonable and appropriate transition rules with respect to
the investment tax credit. Of course, transition rules would be
necessary because to change the rules in mid-stream would be unfair
and would result in the elimination of a substantial source of
financing for multi-billion dollar projects that were initiated,
and for which funds have been committed, in reliance on current

law.
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There is precedent for appropriate transition treatment. When
the investment tax cr?dit was repealed in 1969, the repeal
generally was effective for property for which physical
construction began after April 18, 1969, or property that was
acquired after April 18, 1969. Where a taxpayer was bound by
contract on April 18, 1969, and at all times thereafter, to acquire
property or to have it constructed, the investment tax credit was
available for such property. An "equipped building rule," a "plant
facility rule," a "machinery or equipment rule" and other
exceptions were provided to protect credits of taxpayers who had
made investment _decisions based on the availability of the
investment tax czedit. In any case, under the transition rules,
credits would not have been available for property placed in
service after December 31, 1975. Substantially similar transition

rules were adopted when the investment tax credit was suspended in

1966.

Relative to the proposed repeal of the investment tax credite_

which would be effective January 1, 1986, and assuming an approach
substantially comparable to that followed in 1969, an October, 1985
date (date of House Comuittee action) could be substituted for
April 18, 1969. Other dates could be established that would be
comparable to the 1969 legislation. For example, property
qualifying for the credit would have to be placed in service prior
to a date about six years in the future, such as prior to

Januvary 1, 1992.
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In addition, because the investment tax credit was not
available on gualified progress expenditures in 1969, that matter
was not addressed in the 1969 legislation, but should be addressed
now if the credit is repealed. A transition rule should provide
that credits on qualified progress expenditures that (i) meet the
exceptions stated above and (ii) are incurred prior to 1992 can be
used to reduce taxes and will not be subject to recapture upon
repeal even though the related property is placed in service after

1991.

If the investment tax credit were repealed, there should be a
continuing normalization requirement for the credits of regulated
companies. There should be a ‘penalty for any violation of the
terms under which the credit was initially permitted. The penalty
should be sufficiently severe tu be a deterrent to such violatioﬂs.
As a sanction for—violations occurring after 1985, a recapture tax
couid be established measured by the greater of (i) the investment
tax credit generated by the subject utility for all open taxable
years, or (ii) the balance of the utility's unamortized investment
tax credit as of the close of the taxable year immediately
preceding the taxable year during which the normalization rules

were violated.

The continued sharing of investment tax credits between
customers and shareholders of electric utilities is an important
aspect of the financial health of many EEI member comfaniea and

would reflect the intent of Congress in enacting the investment tax
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credit by preventing it from becoming a short-term subsidy for the

users of electricity.

The President's proposal is silent with respect to the future
availability of the carryover of unused investment tax credits tﬁat
arose under present or prior law. It should be made clear that
these carryovers, unreduced for a lower tax rate, will remain
available for use in future years to avoid undue hardship on those
taxpayers most in need of the financial assistance provided by the

investment tax credit.

EMPLOYEE BENEFITS
As you know, EEI has submitted a separate statement for the
record on the subject of employee benefits, which details our’,
poéition on the President's proposals. - Before summarizing our
concerns in this area, we would like to express our appreciation to
you, Mr. Chairman, for your efforts in this area of critical

importance to our employees.

Overall Comment

During the last few years, so many changes have been enacted
in the area of retirement and other employee benefit plans that
there is much confusion on the part of employees, employers, and
the Internal Revenue Service as to what actually is required for

plans today. Another wholesale revamping of such plans, as would
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be necessary under the President's proposal, would, of course,
create even more confusion. More importantly, employees have been
making investment, savings, and retirement decisions over their
working careers based on prior and current law. To change them
now, as extensively as the President proposes, would be both unfair
and harmful torthe employees who, in good faith, made those
decisions based upon the provisions in the Code at the time.

Section 401(k) Plans

Our industry, like most others in the United States, has
established employee benefit plans as a supplement to direct
compensation to help our employees plan for their retirement
security. These benefit pléns were established in good faith in
accordance with the provisions of the Code and other rulings from
the Internal Revenue Service. Since 1982, three major pieceslof
legislation have disrupted th; stability of the private sector
system of employee benefits, and have, in some respects, begun to
erode the foundation of the private pension system. Now, the.
President's recent proposal to repeal the provisions in the Code
authorizing cash or deferred arrangements, commonly called section
401(k) plans, poses a further threat to this important private
sector mechanism of providing security to our employees, with the

potential result of an increased demand on the government for

retir?ment benefits.
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According to one: leaaing employee benefit research
organization, 29 percent of Americans do not set aside any savings
for their retirement other than benefits provided by their
employer. Employer-sponsored qualified retirement savings plans
have provided most of the incentive that does exist for individual
savings in this country. In our own industry, we have seen a
dramatic increase in employee participatiop in retirement savings

plans over the past few years.

" If the proposed repeal of 401 (k) plans were enacted, employees
who can no longer participate in such a company-sponsored
retirement savings plan may not set aside adequate savings for
retirement through other vehicleé. As a result, these persons
could depend more upon the federal government at retirement age for
increased social security benefits or other government-sponsored
programs. Sound national policy should encourage employees to save
for retirement, not discourage it, and we therefore believe this

proposal should not be enacted.

Employees have been making investment, savings, and retirement
planning “decisions over their working careers based upon the
assumptions that existing laws would be in effect. To again change
these laws would be unfair to employees and would make it extremely
difficult for them to adequately plan for their security- after
retirement. Further, any proposals to change the laws governing
employee benefits should be considered within the context of the

potentially damaging effect that such changes could have on the

-

g
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private sector's system of employee benefits that has worked so

well over the past several decades.

Annual Contribution Cap

As an alternat.ive to repeal, if the Committee should consider
an annual cap on theyamount of an employee's contribution to a
401 (k) plan, any such\cap should be expressed as a percentage of
income., Further, the inclusion of IRA contributions in arriving at

a cap would be unworkable when applied at the employer level.

Early Withdrawal Penalties

. Excise tax penalties on benefits paid under qualified
retirement plans prior to attaining age<39-1/2 in many instances
would deter employees from retiring at an earlier age even though
they are permitted to under the rules of their retirement plan.
Equity dictates that excise taxes not apply to any payment from a
qualified plan by reason of retirement at any age because to
preclude an employee from retiring by means of an excise-tax
penalty takes away the employee's right to determine his or her own

- ratirement. date.

Lump-Sum Distributions

Ten-year averaging for lump-sum distributions from qualified

plans provides a vital means for a majority of employees to make
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——their own decision as to how they want to use the savings that they
accumulated during their working career. Higher-paid employees,
for the most part, will utilize a rollover to an IRA, but ten-year
averaging still should be permitted for distributions to more
‘modestly paid employees., If ten-year averaging were repealed, then
amounts allocated to employees prior to the enactment of the repeal

should be "grandfathered."

Employer-Provided Health-Care Benefits .

The existence of employer-provided health-care benefits is an
example of a privately sponsored program that decreases the
dependence upon governmental assistance for providing health care.
We believe that imposition of the income tax on employer-provided
health-care benefits would set a dangerous precedent and could
discourage employees from participating in such programs. Many
employees might drop out of employér-sponsored medical programs,
which could place the burden of providing their health-care
benefits on programs funded by the government. This would not be

—in—the best interest of either employees or the government.
" OTHER CAPITAL RECOVERY CONCERNS AND RECOMMENDATIONS

EEI is pleased that each CCRS class would be assigned a
safe-harbor repair allowance factor to permit expenditures incurred
- after an asset is placed in service to be deducted provided that a

_prescribed limitation is not exceeded. In the past, the repair
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allowance has reduced controversies with the Internal Revenue
Service that many taxpayers had experienced in determining
allowable repair deductions. Present law provides for an election
of the repair allowance by class of property rather than an
asset-by-asset election, which would seem to be provided under the
President's proposal. For the sake of simplicity, continuity, and
administrative ease, we recommend that the concept of an election

of the répair allowance by class of property be retained.

Under CCRS, the first-year depreciation rate would be prorated
based upon the number of months an asset is in service. Because of
_thé number and nature of assets that an electric utility places in
service each year, the monthly-averaging convention would be an
administrative nightmare and would add unnecessary complexity and
expense in implementing the tax law. We strongly urge the adoption
of a mid-year, first-year averaging convention under CCRS, similar
to the convention used in other depreciation systems under the
Code.

Adoption of CCRS would mean that many businesses would have
many systems of depreciation’ for their assets, such as facts and
citcumétances, the class life system (CLS), the class life asset
depreciation range system (CLADR), the accelerated cost recovery
system (ACRS), modifications of these systems for various purposes,
such as for earnings and profits, and CCRS. Having to administer
that many capital recovery systems under the tax luw is a severe

administrative burden. The burdens oh ta&payers should not be
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compounded by requiring the implementatioln and maintenance of yet
another system, the real cost recovery syetem (RCRS), which merely
was proposed, as part of the November 1984 Treasury tax refon;
proposal, and then withdrawn. Under the President's proposal, RCRS
would have to be maintained for such purposes as arriving at
earnings and profits and tax preference amounts for the alternative
minimum tax. Instead, we recommend that CCR8 be used for such
purposes, but with the earnings-and-profits lives now in effect as

part of ACRS.

We also recommend that taxpayers be permitted to elect the use
of a unit-of-production method of depreciation with applicable
inflation adjustments rather thaﬁ CCRS8 for any asset or any class
of assets that are appropriately depreciated under a method not
expressed in terms of year;. The unit~of-production method of
depreciation is permitted under other depreciation systems under

the Code.
EXCESS DEPRECIATION

Because it would establ’.sh a dangerous precedent of
retroactively adjusting prior years' tax deductions, the electric-
utility industxy is concerned with the proposal that would have the
effact of denying benefits from a reduction in the income tax rate
that are attributable to what is termed to be "excess depreciation”
from prior years. Neither an electric utility rior its shareholders

would receive windfall benefits from prior years' deductions.
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Under existing regulatory procedures, we would expect benefits from
a reduction in the income tax rate to be passed through to
customers in the form of lower rates for electricity. Therefore,
we believe that the provision for taxing excess depreciation should

not be enacted.

However, if such a provision were enacted, the computation for
determining the amount of excess depreciation should be based upon
the tax lives of the assets rather than the earnings-and-profits
lives as provided in the proposal. It was the primary intent of
the President's proposal to deny a windtallutax rate benefit to
those taxpayers who depreciated their assets using accelerated
versus straight-line depreciation methods. An inequity occurs from
using the earnings-and-profits lives. This inequity can be
demonstrated by the fact that a short-lived asset, such as
five~-year ACRS property which was placed in service in 1981, would
be fully depreciated in 1986 before the tax rates change. Yet
windfall tax rate recapture would be imputed for such an asset even
though a rate reduction benefit had not occurred. This problem
results because the President's proposal utilizes the earnings and
profits life which for a five-year ACRS asset is 12 years. This
occurs in regard to all ACRS asset additions and can be rectified
by utilizing the tax life of the asset as opposed to the
earnings-and-profits life. 1In no event should payment of the tax
ocour over a period shorter than the remaining lives of these

assets or ten years.
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CAPITALIZATION OF CONSTRUCTION-PERIOD INTEREST

EEI is concerned that construction-period interest and other
construction overhead costs would have to be capitalized under the
President's proposal. As proposed, "construction-period interest"
would be defined to include any interest expense of a taxpayer that
could be avoided if the funds for construction expenditures,
instead, were used to repay indebtedness. This necessarily assumes
that 100 percent of construction is financed by means of borrowed
funaa. While this assumption may or may not be true with respect
to nonregulated businesses, it can be stated without equivocation

that this is not true for regulated electric utilities.

The regulatory accouniing rules of many jurisdictions already
require full or partial capitalization of “financing costs on
projects involving significant construction periods or costs.
These rules recognize that both debt and equity capital are used in
the financing of construction of facilities by regulated companies.
This method of capitalizing financing costs generally is referred
to as an "allowance for funds used during construction” (AFUDC)+
I1f any changes regarding interest capitalization are enacted, we
recommend that, at least for regulated utilities, only the debt

component of AFUDC be required to be capitalizéd.

EEI also recommends that certain other rules similar to those
prescribed by regulators be included in any legislation that would

require the capitalization of interest. 8uch rules should
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recognize that it would be unnecessarily burdensome to require the
capitalization of interest on projects of less than a prescribed

dollar amount or of those with a short construction period.

ALTERNATIVE MINIMUM TAX

The President's proposal to enact aa alternative corporate
minimum tax appears to be a reasonable attempt to ensure that all
taxpayers pay their fair share of tax. However, if fairness is to
be achieved, we have several specific concerns that deserve further

consideration.

There are a number of electric utility companies that in
recent years have been uﬁable to utilize all of their investment
tax credits and now have unused credits, which, under current law,
can be carried over to be used in 1986 and later years to reduce
income tax liabilities. The proposed alternative minimum tax would
unfairly penalize these companies, because investment credits would
not be allowed to reduce the alternative minimum tax and
effectively would be treated as a tax preference item. To treat a
benefit intended to have been realized in prior years as a current
tax preference item would be unfair and would impose a severe
penalty on affected taxpayers. Therefore, if an alternative
minimum tax is enacted, the legislation should provide that
investment tax credits can be utilized as a credit against the
alternative minimum tax, thereby allowing investment tax credits to

be used without penalty.
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Furthermore, many utility taxpayers experience significant
fluctustions in taxable income from year to year. Many such
fluctuations are caused by the mechanics of the ratemaking process.
For this reason, any altérnative corporate minimum tax computation
should be based upon a comparison of the regular income tax
liability for a base period of not fewer than three years (the
current year apd the prior two years). The alternative minimum tax
for any year should only be applicable if it exceeds such average

regular income tax liability for the base period,

With reapect to the 25-percent interest-expense tax preference
item, to achieve fairpess, only incremental debt incurred after the
date of adoption of an alternative minimum tax should be part of
the tax preference computation. Finally; the liet of tax
preference items under the proposed alternative minimum tax should
not be expanded beyond those included in the President's proposal.

“

TEN-PERCENT DIVIDENDS-PAID DEDUCTION

While we are pleased that the President's proposals recognize
the need to alleviate the multiple taxation of corporate earnings
py providing a deduction to corporations equal to ten percent of
dividends paid, we believe a more effective approach would be to
provide a dividends-received deduction or cre&it at the shareholder

level.
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The analysis which accompanies the President's proposals
observes that the dividends-paid deduction would be of greater
benefit to industries and firms that distribute a large part of
their earnings as dividends, It specifically recognizes the
electric utility industry as one that would derive relatively
greater benefits from this deduction. While it is true that the
alectric utility industry pays out a relatively large percentage of
its earnings as dividends, it does not follow that our shareholders
would benefit from this deduction or thatnehe deduction would
result in any increase in the flow of investment capital to

electric utilities. N

We cannot predict the effect this deduction would h&ve\oﬁ
non~regulated corporations; i.e., whether it would benefit their
shareholders or be reflected in lower prices for their products or
services. However, for the electric utility industry, it is
reasonable to assume that regulators would use the reduced income
tax liability resulting from the dividends-~paid deduction to lower
rates for electric service.by allocating the benefits to customers
and not to shareholders. 1In other words, it eimply would not
accomplish itsyctated purpose. We believe that, instead, a
deduction or credit at the shareholder level would be a more
effactive step toward the elimination of the multiple taxation of
corporate earnings and would help the flow of investment capital to

our industry.

RARARANKADARD
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Mr. Chairman, this concludes my prepared statement. I would
be pleased to answer any guestions you or members of the Committee

might have,
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Depreciation of Electric Utility Property

The proposed depreciation system contained in the .
President's tax reform proposal referred to a3 the Capital Cost
Recovery System (CCR8) attempts to provide a neutral investment
incentive on all depreciable property. Accordingly, CCRS
depreciation rates and recovery periods have been set so that
the effective tax rate on most property and equipment over its
useful life will be 18 percent. To obtain this result, the
Treasury Department placed utlllsV property in Class 5.

Some critics charge that this depreciation system is too
favorable to electric utilities. Historically in fact,
depreciation schedules have been biased against utility property
though there is no economic justification for this. Because
utility property was disadvantaged in the past, this move to a
neutral depreciation system makes the property appear to receive
more generous treatment.

To analyze the Administration's placement of utility
pro;erty in Class 5, the attached study was prepared by Emil
Sunley of Deloitte, Haskine and 8ells * to determine the
effective tax rate for utility property under CCRS8, In fact,
the study revealed that utility property in this class will have
an effective tax rate of 21,8 percent or higher, depending on
the after-tax rate of return assumed, thus exceeding the
Administcation's target,

The model employed took into account that a utility's
revenue requirements are set by regulators to achieve an
allowed, after-tax, rate of return on investments. The model
also used the following assumptions to determine the effective

ax rate:

o Straight-line depreciation over 30 years is used,

0 Normalization of depreciation is required as in the tax
proposal.

o The assumed rate of inflation is 5 percent which is the
same rate used by Treasury.

Using Treasury's assumptions of a 4 percent real after-~tax
rate of return, the effective tax rate on utility property would
be 21.8 percent, If these rates of return on rate base
increase, the effective tax rate also increases as the table
below points out.
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Utility Property Effective Tax Rate Under CCRS

After-tax++ Computed Real
Return on Real Rate Effective
Case Rate Base = qof Return = Tax Rate
1 9.2% . 4,08 21.8%
2 10,08 4.8% 22.3%
3 14.08% 8.6% 24.2%

From these calculations, it is clear that the placement of
utility property in Class 5 is not only justified but actually
falls short of the intended neutrality that Treasury was
attempting to achieve, 1If utility property were moved to
another class with longer deg:eciat on lives, once again it
would be even more severely disadvantaged. It should be kept in
mind that utilities must compete in the same capital markets as
all other industries and should not be treated any differently
under these tax provisions which stimulate investment. If they
are, it is customers who ultimately bear the burden of more
costly machinery and equipment which is ultimately reflected in
their electric bills, :

* Emil M, Sunley, Director of Tax Analysis in t:’,Natlonal
Affairs Office at Deloitte, Haskins & 8ells, was Depu
Assistant SBecretary of Treasury for Tax Policy, 1977-1981.

** The after-tax return on rate base is equal to the real
return, times the inflation rate. Por example, the 4.0% real
rate of return is combined with the assumed inflation rate of 5%
gozc?ual a 9,24 after-tax return on rate base (1.04 x 1,05 =
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Senator Symms. The witness before you said that the Department
of Energy study released last month concluded that Treasury 11
would reduce the electric utilities industry’s tax liability by a
proximately $4 billion. You just stated that if certain things aren’t
done to the bill, you would oppose it. Do you not agree, then, that
it would reduce taxes on utilities?

Mr. Norrz. We believe that it will reduce taxes on utilities. Yes,
sir. But that eventually, as we go on, over a period of years, the
rates that we will have to charge to' customers will go up because
our tax payments will be going up.

Senator Symms. Thank grou very much.

Mr. Doerr, you covered several areas in your testimony, but I
don’t think I picked up on your comments about the Ways and
Means Committee proposal to terminate treatment under current
law for investment credit as of September 25. What will happen in
the West, specifically with the Mountain Bell, if the investment tax
credit is cut off on gtember 25. What would this do to construc-
tion plans in the West? .

Mr. DoErr. First of all, most of our long-range plans are not sub-
ject to contractual arrangement. Accordingly, September 25 cutoff
doesn’t signficantly help us. We do long-range planning—construc-
tion, engineering design plans. They go 3 to 5 years out into the
future. In 1984, the Mountain States Telephone companies in their
seven States invested $840 million. Over $80 million of that came
from investment tax credits. This year, that expenditure will
exceed $940 million. And nearly another $90 million will be sup-
ported from investment tax credits.

We already can anticipate, based upon engineering studies and
demand studies, that in 1986 they will invest an additional $970
million. Most of this is things that are bought not by long-term con-
tractual arrangements, but from the shelf under contractual ar-
rangements that are made out into the future.

Senator SymMs. When the Congress passes laws and sets these
depreciation schedules based on technology, what happens if a cer-
tain time length is set and then technology changes? Will that
have an tax impact?

Mr. DoERR. It certainly will have an impact, Senator. In fact, I
first of all must say that we were pleased to see that the proposed
Ways and Means staff option did correct the imbalance that I made
reference to in my prepared remarks about treating computers in
central offices with the same life for depreciation purposes, which
was 5 yéars. But, unfortunately, they reversed themselves in an-
other area of extremely expensive technology, and that’s in our
outside plant. And if I may, I can show you that this is—this is yes-
terday’s technolofy. This is a cable, and there are 4,800 voice cir-
cuits in that. And cable today for tax purposes is being depreciated
over 15 years. This fiber multimode cable is a technology of 5 years
ago. It takes 14 of these to provide the same-capacity as one of
these, single nonfiber opticcables. And, again, it is being depreciat-
ed in 15 years today.

This fiber is today’s technology. In 5 years it has become obso-
lete. And the House is now proposing that all of this be subject to a
30-year life. So where they correct an imbalance on central office
and computers, they go just the reverse of it for outside plant. And
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in our territory, we are going to be installing thousands and thou-
sands and thousands of miles of this technology. And we can't tell
you what the technology 5 years from now will be.

Senator Symms. So you are saying it should be on a 5-year depre-
ciation schedule?

Mr. Doerr. No. I'm willing to say that in Treasury II they are
talking about 10 years and we feel that that is at least the mini-
mum it ought to be.

Senator Symms. Thank you very much for an excellent state-
ment.

Senator Grassley.

Senator GrassLEY. I don’t know, Mr. Doerr—he asked specifically
about Mountain Bell and Northwestern Bell. Is that included in
your response to Senator Symms’ question?

Mr. Doerr. The concept as far as depreciation is generic to the
entire industry. I gave some specific numbers to Mountain Bell in
response to Mr. Symms’ question. I would have a different set of
numbers for Northwestern Bell and even in your i)articular case,
representing the State of Iowa. This year, we will expend some-

"thing in excess of $112 million in a new capital program and
almost $11 million of that is coming from the benefits of the invest-
ment tax credits. And so it is significant in all of our territory. And
it certainly is significant in any serving territory that is rather
higl;—growth as we envision our 14-state area to be.

nator GrassLEY. Each of you have spoken to the impact of the
tax laws on the activities as a company. Maybe implicit in there is
negative or positive as far as the customer is concerned. But I
would like to have your general reaction to whether or not you
think the customers are better off or worse off with tax proposals
as suggested.

Mr. SmitH. If 1 may, Senator, I would suggest that they are
worse off. The one thing that we do have in this country is an effi-
cient, well-run telecommunications industry. And that’s based on a
longstanding encouragement by this Government and this commit-
tee for the formation of capital. That capital has been well spent in
t?j;ms of all of the modernization that Mr. Doerr referred to and
others. -

In this bill for Bell Atlantic alone, for the next 5 years, we will
see $2 billion of capital disappear. Across the United States, ap-
proximately $30 billion will disappear.

We have a choice. We will have the opportunity to reduce our
construction programs, to reduce the modernization of our telecom-
munications network, or to fpay very much higher costs of capital,
We think that some sort of combination of those two things will
take place. And when that occurs, it could very well be that the
gustomers of the telecommunications industry will be getting less
or more. : .

Senator GRASSLEY. Anybody else want to comment?

Mr. Forey. I'd like to take a crack at that one, if I might. It
seems to me, Senator, that there are really two issues on the table.
And I would like to take one of the issues off the table. The first
issue is the whole level of Federal taxation that the Congress
deems to be appropriate for utility companies. And I think in the
case of telecommunications industry the direction of the adminis-
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tration’s proposal is to impose a higher tax burden on that indus-
try. In the case of the electric industry, it seems to be a lessening
of that corporate tax burden.

These are issues clearly within the jurisdiction of the Finance
Committee.

The second issue, however, is the whole question of the ratemak-
ing policies to properly account for those tax benefits. And this is
an issue that we have seen Congress time and time again get in-
volved in. You have included language into the tax law which spe-
cifically carves into the law certain ratemaking techniques. And as
I mentioned earlier, this tends to distort the whole ratesetting
process. The Reagan administration has acknowledged that. The
Carter administration acknowledged it. The Congressional Re-
search Service, State commissioners, the consumer advocates. All
the parties agree with one exception and that’s the utility lobby-
ists. They seem to have carried the day.

Mr. LAWRENCE. Could I just add, Senator?

Senator GRASSLEY. Yes.

Mr. LAWRENCE. We in the natural gas industry have been spared
the direct criticism aimed at the electric utilities, but I would say
that we think the normalization rules that this committee has
passed, which is the current law, are absolutely essential. It is the
gzoper subject of this forum, we submit, as to whether there should

investment tax credit and what the depreciation schedules
should be. Those subjects that are either tax incentives or disincen-
tives are the properly discussed by the committee. As to whether or
not there should be normalization, you have already decided that
issue correctly. You should retain normalization because without it
all you have done with any tax incentive is provide a rate decrease.
And that has not been your intention. Your intention has been and
is capital formation.

I've heard the words phantom tax tossed around in these hear-
ings dozens of times. But without normalization retained in the
gesent law, you are providing phantom incentives, not phantom

X€s.

Mr. FoLEy. May I respond to that?

Senator GRASSLEY. Yes.

Mr. FoLey. What the Reagan administration proposed in 1981
was a continuation of normalization of the investment tax credit.
All they were seeking to do was to clarify a technical problem with
normalization. The incentive created under the current investment
tax credit scenario is in excess of what it should be. It's in excess of
what is provided to nonregulated industries. And the Reagan ad-
ministration was simply trying to level that.

Senator Symms. Mr. Smith.

Mr. SmrtH. Just one comment. I don’t think that normalization
of the investment tax credit is a technical problem at all. It’s a
philosophical problem. It is a tax incentive. I can’t speak for the
electric industry, but I can speak for the telephone industry. It has
worked very well. We right now have the lowest cost industry rela-
tive to the rest of the world in all of American industry. That cap-
ital formation that came from the investment tax credit acted as
an incentive; not an artificial lowering of rates. It’s not a technical
question. It’s a genuine incentive question. It has worked well. Nor-
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malization should stay. And I respectfully disagree with the gentle-
man.

Senator Symms. Thank you very much, gentlemen. It was an ex- -
cellent panel. We appreciate all the witnesses that testified here
this morning.

And the committee is adjourned.

[Whereupon, at 11:57 a.m., the hearing was concluded.]

[By direction of the chairman the following communications were
made a part of the hearing record:]
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The Association of American Railroads, with headquarters in
washington, D.C., represents the nation's freight railroads. The
railroads which are members of the Association operate 92 percent
of the line-haul mileage, employ 94 percent of the workers and
account for 97 percent of the freight revenues of all railroads in
the United States.

We appreciate the opportunity to offer these comments
presenting the views of the railroad industry on the Treasury II
proposal and the recent option prepared by the Joint Committee on
Taxation for consideration by the Ways and Meaﬁs Committee. As a
highly capital intensive industry, we are obviously concerned over
the capital recovery aspects of these proposals.

our industry joins virtually all industries in telling you
that we support the stated ébals of tax reform -~ fairness, growth
and simplicity. While we appreciate the political necessity of
reasonable compromise in reaching these goals, the proposals
before you clearly place an unduly heavy burden on capital
intensive induatries of which the railroad industry is one of the
major elements. We urge the COmmigtea to preserve a favorable
climate for productive capital investments. In light of the
unemployment in the nation's capital-intensive industries, their
generally inadequate tipancial posture, and the growing pressures
they face in international markets, the natiqn cannot afford a tax
system that ;reates substantial disincentives for capital
formation.

Last year the railroad industry had revenues of $29.5
billion, employed over 303,000 people, and made capital
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expenditures of $4.3 billion. We also incurreé approximately $3.3
billion in taxes to Federal, State and local governments ~- the
equivalent 122 percent of our $2.7 billion in net income.

As we view these proposals, they will cause a drastic decline
in the cash flow of all railroads. In the first five years under
the Treasury II1 proposal, we calculate a loss of over $2 billion
-~ the vast majority of which will be telescoped into the first -
three years. For a typical major rail company, the five year
losses will approximate over $330 million. Under the Joint
Committee's option, those five-year losses double -~ over $4
billion for the industry and $660 million for a major railroad.
And those losses assume our customers do not suffer. \In truth,
many of our major users will be similarly affected. If the
domestic automobile, steel, chemical, and mining industries are
forced to reduce their levels of production, our traffic levels
will decline and in the long run our ability to serve them will be
impaired. So in effect, we will suffer at least a double whammy
-- the inevitable prospect of lower profita and higher taxes,

Tax reform is a laudable goal, but it cannot be considered in
a vacuum. If, because of tax reform, our basic industries are
stripped of their ability to compete in the market-place, then the
economy in general and the railroads in particular would lose more
than they will gain from the reform movement, even if it were
neutral to the railroads. To redistribute the corporate tax
burden from one sector of the economy to another doesn't make much
sense if the result is to do serious damage to much of industrial

America.
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Ours is a large nation, with more than 100 million people
holding down full-time jobs. Our country cannot exist solely as a
service or a high tech economy. 1Instead, we must be a broad-based
economy that can more or less do it all, particularly from the
standpoint of national security. If not, we are going to create
massive unemployment problems and cause great social and economic

upheavals that could have very serious political implications.

The Treasury II Proposal - An Analysis

General

The proposal calls for higﬁtr overall corporate taxes to help
pay for rate reductions for individuals. Within the corporate
sector; the tax increase aspects of the plan are focused
disproportionately on the capital intensive sector. Companies in
basic and heavy industries, through changes in the capital cost
récovery system, would pay considérabl;\mota in taxes over the
next five years than under the current system. The beneficial
provisions of the plan, such as lower corporate tax rates, do not
come close to offsetting this serious blow to America's industry.
According to initial Treasury estimates, corporations will pay an
additional $120 billion in taxes. However, capital intensive
industries will contribute more than 100 percent of this amount,

while service industries would pay less than their current levels.

ACRS/ITC
The proposal repeals both the investment credit (ITC) and the
Accelerated Cost Recovery System (ACRS) and substitutes a new



310

depreciation system (Capital Cost Recovery System - CCRS). These
proposals will promote neither economic growth nor employment in
the United States. )

CCRS is less generous than the combination of ACRS/ITC which
yield approximately the present value equivalent of expensing for
capital investments ~- its purpose when enacted by Congress.
Although more favorable than the Treasury I original depreciation
plan (RCRS), the Treasury II proposal moves capital investment
away from the parity with labor and services that should be
maintained.

On a presant value basis, the new depreciation plan may,
depending on the property category and the discount rate,
approximate the current capital recovery system in the long run.
However, initially the proposed CCRS depreciation substitute will
be negative. '

In any event when the loss of the ITC is added into the
equation, capital intensive industries are clearly major losers.
And as internal cash flow in the corporate sector falls, the
pressure on borrowing and interest rates must rise.

It is argued that these losses from abandoning ACRS and ITC
will be offset by the benefits in the proposal, most predominantly
the lower corporate tax rates. The benefit of the rate reduction
is dépendent on the ratio of a company's aarning; to its capital
expenditures. As this ratio increases, so does the benefit of the
rate reduction. However, the railroad industry and other major
capital intensive industries have historically had a low ratio of
earnings to capital expenditures, as evidenced by their extremely

low rates of return. Consequently, the rate reduction is far less
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boneficial to the railroad industry than it is to non-capital
intensive companies. 1If the proposal stopped there, the
objections -~ at least within the railroad industry -- would be \

constrained. But it does not!

Recapture Tax

The most devastating aspact of Treasury II is the recapture
tax -~ a provision which requires taxpayers to include in income
over a three-year period 40 percent of accelerated depreciation
claimed between J&nuary 1, 1980 and July 1, 1986 on assets placed
in service during 1980 through 1985. This is tantamount to a
retroactive change in Federal tax law as it nullifies benefits of
ACRS for property placed in service during 1981 through 1985 and
ADR depreciation for property placed in service in 1980. The
rationale for including assets placed in service in 1980 is
unclear since their cost was not recovered under ACRS.

This recapture provision is particularly punitive to capital
intensive industries. Many companies invested in plant and
equipment as a result of ACRS which was enacted in the Economic
Recovery Tax Act of 1981. It is unjust to penalize these companies
that stimulated the economy when they were encouraged to do so by
the 1981 Act.

This provision is the major reason why a disproportionate
share of the revenue~raising burden in the proposal is borne by
cqpital intensive industries during the first three years.

Railroads, in particular, would be most severely affected due to
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their large amount of track-related expenditurqn -=- & goal
encouraged by th’. Federal government for the past two decades.

As the Committee is aware, under the 1981 Act, railroads were
required to depreciate expenditures for track replacements
installed during 1981 through 1984 over a recoyery period which
ranged from one year in 1981 to four years in 1984. Prior to the
1981 Act, railroads were entitled to deduct the entire cost of
track replacements in the year the expense was incurred, using the
retirement~replacement-betterment (RRB) method of accounting.

When the 1981 Act was in its formative stages, Treasury was
insistent on having all taxpayers, including railroads, adopt
ACRS. Consequently, the railroads were required to abandon the
RRB method and adopt ACRS beginning in 1981. To mitigate the
potentially severe impact of an abrupt change from a one-year
write-off of track replacements to recovering the cost over a
five-year period, Treasury agreed to phase-in ACRS for track
replacements over a five~year period. - This depreciation recapture
provision retroactively cancels the benefits of this transitional
rule and the railroad industry's understanding with Treasury. As
a result, the excess depreciation of railroads will be greater
than that of taxpayers in other industries having the same amount
of capital expenditures.

The reason given for this recapture is to prevent taxpayers
from obtaining an unexpacted windfall which would result from the
proposed réduction in the corporate tax rate from 46 to 33 percent.
This provision presupposas that depreciation deductions claimed
prior to 1986 received a 46 percent tax benefit at the time the

asset was purchased, and that future income generated by ths asset
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will be taxed at only 33 percent. However, the truth of the
matter is that many companies, mainly because the ITC and
operating loss carry forwards lowered their rates well below 46
percent, received a much smaller benaefit. Since the windfall
never fully occurred, the tax functions as a penalty rather than
ag a windfall recapture. Such a penalty tax should not be an
element of true tax reform.

I; addition, the recapture occurs in the first three‘?gats --
a far shorter period than if capital intensive industries had
calculated their depreciation on a straight line basis. In other
words, by moving up the windfall recapture, more money is
calculated than if the benefits never occurred.

Finally, the ta* hurts the same companies that are most
adversely affectaed by other L;ovinions of the Treasury II plan --
the capital intensive companies in basic industries.

Why was depreciation selacted as the only target for the
revenue-raising penalty tax? Rate reduction will always bring
with it corﬁain "windfalls". sShareholders of corporations that
pay less under the proposal will experience a windfall increase in
the value of their stock. Noteholders who set interest rates on
long-term loans anticipating a 46 percent tax rate will receive
unexpected benefits. So will corporations that are recovering
greater cash as a result of research credits and other tax
incentives built by the Congress.

Business neaeds certajnty to make sound investment decisions.
Retroactive taxes unnecessarily complicate the investment process,

make long-tori investments even riskier and cause taxpayers to
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lose faith in government. It is noteworthy, that the academic and
economic experts assembled at the recent Ways and Means
Committee's retreat were unanimous in their opposition to this

retroactive provision.

The Joint Committee Option -- An Initial Reaction

On September 26, 1985, the Joint Committee on Taxation
released its Summary of Tax Reform Option for Consideration by the
Committee on Ways and Means. The railroad industry's initial
analysis of this proposal indicates that the devastating losses
aestimated under the Treasury II proposal wvould be at a minimum
doubled: This Joint éommittae proposal is ill~-conceived and would
result in irreparable harm to the nation as a whole. 1In an
attampt to provide a quick-fix to the highly criticized portions
of the Treasury II proposal and to remain "revenue neutral", this
proposal has simply ignored many of the stated tax-reform goals.

The capital recovery provisions of this proposal are so
inadequate that they seriously threaten the viability of the
nation's basic industries. By eliminating ITC and more than
doubling the recovery period for most assets, the proposal will
increase the cost of many capital replacements beyond the point of
attordability. The result will be an accelerated crumbling of the
nation's industrial infrastructure. 1In regressing from the
Treasury II proposal, this proposal extends the recovefy period of
railroad assets from seven to 11 years and eliminates indexation

of depreciation. Over a five-year period, this change more than
\
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offsets the cost of recapture in the Treasury II proposal, and in
the longer term never permits the full recovery of railroad
capital costs. 1In addition, railroads are put in the precarious
position of having track temporarily assigned to Class 4 property
until the Treasury performs a study of its ADR midpoint.

The benefit from the rate change, which even under the
Treasury II proposal did not offset its capital recovery cost, is
diminished as well. As feared, the maximum rate has moved its way
upward from 33 to 35 percent and many bclieve.that this is
only a first step. In addition, the minimum corporate tax rate
has increased to 25 percent which is precariously close to the
maximum 35 percent rate. Our fear is that capital intensive
industries such as railroads could, by simply making required
capital investments, get caught in a continuing minimum-tax spiral.

Bayond these deyastating effects, the proposal eliminates the
preferential tax rate for capital gains and initially reduces the
dividenés paid deduction to almost an imperceptible level.

To provide some idea of the degree of harm this proposal
would generate over a longer texm, we compared it to the cost of
the Treasury II proposal for 11 years. We estimate that this
proposal would cost the railroad industry an_unconscionable $9
billion dollars over 11 years, assuming we could survive that

long. It is clearly a case of a bad idea gone astray.

Impact on the Railroad Industry

These proposals result in a redistribution of the tax burden

from individuals to corporations and within the corporata sector
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from service and high-tech industries to capital intensive
companies. And the railroad industry, which is very capital
intensive, would bear a significant portion of this redistribution.

The lost cash flow to our industry resulting from the
proposals is staggering. Over the five year period 1986-1990, we
would suffer a cash flow loas of $2 to $4 billion. Among major
railroads, the loss would average approximately $330 to $660
million per railroad, even if their business levels remained the
same, a gossamer hope at best. - e

Such reductions will produce lower capital investments which
mean lost jobs. Reduced orders of capital goods on our part and
other similarly situated industries as a result of the cash loss
attributed to this tax program has to affect employment adversely
in those domestic industries which produce such goods, e.g.,
steel, aluminum, autos, etc.

The proposed depreciation methods coupled with the repeal of
the investment tax credit represent another major setback for
capital formation. Since 1980, our after-tax cost of investing in
new track has steadily increased, primarily due to changes in tax
policy. Prior to 1981, under the RRB accounting method, a one
dollar investment in replacement track cost the typical railroad
50¢. In 1981, bith the enactment of ERTA, our after-tax cost of a
one dollar investment in track increased to 56¢. In 1982, after
the enactment of the Tax Equity and Fiscal Responsibility Act of
1982, which required taxpayers to reduce depreciable basis or
investment tax credit, our after-tax cost of a one dollar

investment in track increased to 58¢. Under the Treasury II
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proposalt the after-tax cost of a one dollar investment in track
will rise to 74¢. And finally under the Joint Committee's
proposal it increases to 79¢. (These amounts were all computed
for 1986 using a discount rate of 10 percent and assuming an
annual inflation rate of 5 percent.)

The proposals must also be reviewad in the context of its
impact on our customers. Our level of employment and capital
expenditures depends upon the health of our customera. If the
proposals cause manufacturing companies to move offshore or if the
new cost recovery provisions impade U.8. industry's ability to
compete, resulting in reduced demand, our industry will be hurt.
For example, autos and auto parts, chemical, minerals, ores, and
coal are of particular importance to the railroads. Together they
constitute half of our fraight revenues. Each of these industries
is likely to suffer under the Treasﬁry II proposal because of the
higher cost to produce their goods. It is inevitable that if
capital investment is penalized, not only will our key customers
do less business, but so will the railroad industry and its

suppliers. \

Impact on Nation

The proposals are fraught with risk and uncertainties from
our nation's perspective. Among the pqtential results are less
investment, lower productivity, fewer jobs, smaller GNP, greater

budget deficits, larger trade deficits, and higher interest rates.

55-630 0 - 86 ~ 11
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For example, the increase in the cost of capital equipment in
the U.S. will further inpaitr the ability of U.S. companies to
expand and modernize plants and equipment, continue to diminish
the international competitiveness of U.S. companies and workers,
and increase the vulnerability of U.S. produétion and jobs to
imports. Moreover, the combined effect of increasing the tax cost
of U.8. manufacturing while decreasing the tax on sales of goods
in the U.S. market, and the more favorable cost recovery systems
which exist in other industrialized nations, would actually
provide an incentive for U.S. companies to manufacture goods
abroad for sale back into thé‘u.s. The results would be a
substantially increased trade deficit and a significant loss of
jobs. Th;‘commonly used rule of thumb is that for avery loss of
$1 billion in investment, there is a corresponding loss of 50,000
jobs. Thus, for example, a $30 billion loss in investment in the
capital-intensive sector implies a loss of 1.5 million in jobs.

If ACRS and ITC were to be jettisoned in favor of either the
CCRS or Joint Committee's &eprociation systems, the U.S. would
rank near last or dead last, respectively in the industrialized
world in cumulative cost ‘recovery deductions allowed for most
equipment through the firast three years that the equipment is in

service.l/ This surely would cause the U.S. to be less competitive

1/ 7This is based upon a study by Arthur Anderson and Co., which
compared the cost recovery deductions of the U.S. with those
of 15 industrialized countries.
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with its principal international competitors in terms of
cumulative cost recovery deductions allowed in the critical early
years following the time the equipment is placed in service.
Proponents of this proposal tell us that jobs lost in
manufacturing will tend to be absorbed in the service sector of
the economy in the long run. However, the transition, if it ever
occurs, necessarily will be slow and painful. Moreover, this
shift in the composition of employment would be very costly to the
economy. Wages in the service sector, on average, are considerably
lower than in manufacturing. A substitution of service jobs for «
manufacturing jobs will result in a lower average waga level for
the economy as a whole. In addition, the transition will create
"structﬁral" unempibyment, which is costly in terms of lost
income, tax revenues, and outlays for unemployment compensation.
Arguments to the effect that cost r:covery allowances should
be reduced because so-called basic industries do not pay taxes or
that they have drastically lower so-called "effective tax rates"
should be examined very carefully and, in my view, be rejected.2/
In the railroad industry, for example, the effective tax
rates during the 1980-1984 period were relatively low. The basic

reasons for those low rates are straight forward. First, having

2/ A recent study concludes that overall marginal effective
rates do not differ between the basic industry and high
tech sectors. 1In any event, differences in such rates, to
the extent they may arise, are not caused by the tax
treatment of depreciable assets. See Don Fullerton and
Andrew B. Lyon, Doea The Tax System Favor Investment in
High Tech or Smoke-Stack industries?, Working Paper No.

1600, Natural Bureau of Economlic Research, Inc., April 1995.
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earned less than two percent on its investment before interest
payments for over a decade, many carriers had huge loss carry
forwards. Second, the recession in this period cﬁused a severe
decline in profits. Third and last, the Treasury's changes in
depreciation for track investments, made solely at its urging,
increased deductions in the 1981-1985 period. All of these
phenomena have now passed for most railroads and we are facing
effective tax rates well above the average e*perienced by U.S.
industries, providing our profit trend continues, even if no tax

changes are mada.
Conclusion

One need only to look to the recent past to see the importance
of an appropriate investment climate. In 1981, our country was
experiencing severe economic problems. During the decade of the
1970's and the early 1980's, the United States had one of the
lowest rates of productivity growth, capital formation and savings
of any of the major industrialized nations. The serious dacline
in productivity growth resulted in the concurrent loss of our
ability to compete with other nations.

In 1981, through the Economic Racovery Tax Act (ERTA),
Congress demonstrated its awareness of the importance of a tax
system that would produce a favorable climate for capital
investment. The cost recovery provisions of ERTA (ACRS/ITC)

provided a much needed cash flow injection for business, which
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reduced the need to borrow and thus helped decrease interest rate
pressures.

Our statistics on productivity have also shown a remarkable
improvement. While the United States ranked last in 1979 (compared
with its major trading partners), it is now second only to Canada
in productivity. One of the primary factors in the improved
productivity has been the modernization of plant and equipment.

In 1983, for the first time in a decade, the U.S. édged out Japan
in the race for the world's most modern facilities.

ACRS/ITC has worked. It has been recognized that business
fixed investment has been a major factor in the economic recovery.
Over the past two years, real capital expenditures increased at a
15 percent annual rate, a record by all historical standards. And
during the earlier recession, the combination of these provisions
prevented a more serious decline in business capital outlays than
might have been expected. ‘

To step back now from the advance made in capital recovery in
ERTA is to regress to a pattern of capital formation and job
creation worse t.nan that which existed in the 1970's. Such a
regression, especially in ¥he.name of fairness, growth, and
simplicity is painfully ironic to the railroad industry. We
believe, in order for the tax reform benefits to be borne
equitably by all sectors of the taxpaying public =-- individuals,

‘ service/hi-tech industries, and capital intensive businesses, that
any change in the federal income tax system should take into

consideration the total tax burden of business from all taxing
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authorities! Railroads already bear a heavier burden than the
average company in terms of employment taxes. Railroad retirement
taxes are three times higher than the Social Security (FICA) taxes
paid by non-railroad employers. Railroads also have a heavier
property tax burden than most companies. To focus strictly on a
company's federal income tax liability simply is not representative
of the entire picture. With respect to simplicity, we believe
that for corporation. these proposals would cl(grly increase the
cost of complying with the tax law. And this burden, too, would
fall heaviest on capital intensi?o companies. We are convinced
that the proposals would reduce our capital spending and increase
unemploymsnt. We hope that your Committea plans to move cautiously
in dealing with the tax reform proposals which could have some very
damaging effects .n our industry, the economy, and our uation's
long-term prosperity.

We suggest that if your Committee finds it necessary to
advance any of the current tax reform proposals, it should modify
the Treasury II proposal by phasing in the rate reductions for
individuals and corporations, by gradually phasing out the
investment tax credit, and by eliminating the depreciation
recapture provi&ion. We also believe that other forms ot\taxation
should be examined, such as a consumption or value added tax, in
conjunction with the overall issue of tax reform. Finally,

additional reductions in federal spending are essential.
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Cogeneration Coalition Of America, Inc.
" 2 Lafayette Centre
1133 21st Street, N.W.
Suite 500
- Washington, D.C. 20036
’ Phone (202) 887-5200

Written Statement of the
COGENERATION COALITION OF AMERICA, INC,
Before the
UNITED STATES SENATE COMMITTEE ON FINANCE
Regarding
THE PRESIDENT'S TAX REFORM PROPOSAL
October 3, 1985

Mr, Chairman and Members of the Committee:

The members of the Cogeneration Coalition of America,
Inc. (the "Coalition") appreciate the opportunity to submit
written comments to the Finance Committee on the President's
Tax Reform Proposal. The Coalition is a non-profit
corporation, a key purpose of which is to represent the
interests of the cogeneration industry before Congress and the
Executive Branch, and to support the adoption of comprehensive
national energy and tax policies which encourage cogeneration
development nationwide.,

The President's tax reform propcsal would alter the
current distinction, for depreciation purposes, between invest-
ments by regulated utilities and investments by non-regulated
cogenerators. Our written statement will explain why that
distinction should be maintained.

Cogeneration Is An Efficient Approach to Energy Production

Cogeneration is the sequential production of both
electrical (or mechanical) energy and useful thermal energy
from the same primary energy source. Cogeneration systems
recapture otherwise wasted thermal energy =-- usually from a
combustion or steam turbine, diesel, or reciprocating engine
producing electric power =-- and use it for applications such as
space heating or cooling, industrial process requirements, or
water heating. While conventional energy systems supply either
electricity or thermal energy, a cogeneration system provides
both forms of energy to multi-family residential, commercial
and industrial users.

Cogeneration is not a new technique for producing
energy. At the beginning of this century, oil- and gas-fired -
cogeneration technologies produced almost 60 percent of the
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nation's electricity. That changed significantly, however, as
electric utilities were able to offer reliable, cheap electric~
ity across the country. By 1980, cogeneration and other
on~-site generation sources accounted for approximately

3 percent of total U.S. generating capacity, which steadily
increased to 7 percent by 1984.

The equipment used in the design and development of
cogeneration systems is not exotic. Cogeneration. systems are
composed of varied components, including combustion and steam
turbines, reciprocating engines, stoker~fired boilers,
fluidized~bed combustors, waste heat recovery equipment, and
related piping and wiring. These component parts have varying
useful lives,

A principal advantage of cogeneration systems is
their ability to improve the efficiency of fuel use. A co-~
generation facility, in producing both electrical and thermal
energy, usually consumes more fuel than is required to produce
either form of energy alone. However, the total fuel required
to produce both electrical and thermal energy in a cogeneration
system is less than the total fuel required to produce the same
amount of power and heat separately. Typically, ten barrels of
oil, or an equivalent fuel, used in a cogeneration system will
produce the same amount of electricity and thermal energy as
conventional systems will produce when using thirteen barrels.

Because of these savings, cogeneration systems can
lower the cost of electrical and thermal energy by 25 to
30 percent, even after the costs of equipment, maintenance, and
other operating expenses are included. Cogeneration does not
make economic sense in every situation, but it can provide
important cost savings to manufacturing plants, and commercial
and other facilities. These savings potential exists where
there is a significant need for thermal energy and where
escalating energy costs comprise a major portion of production
or operating budgets.

: The greatest potential for cogeneration is represent-
ed in five major sectors of the economy: food, pulp and paper,
chemicals, petroleum refining and primary metals., But increas-
ingly these industries are being joined by banks, restaurants,
hotels, schools, hospitals and other institutions,
Skyrocketing energy costs in recent years have sparked resurg-
ing interest in the inherent efficiencies and substantial
potential of cogeneration technologies, leading to projections
that, if a stable and certain tax environment is maintained, by
1995 as much as fifteen percent of the total electricity
generated in the U.S. will be generated by cogeneration sys-
tems.

\
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Treasury II Would Create a Tax Bias Against Cogeneration

The President's Tax Reform Proposal (Treasury II)
would replace ACRS with a new depreciation method -- the
Capital Cost Recovery System (CCRS). Under CCRS, business
assets would be classified in one of six CCRS categories, and
would be assigned annual depreciation rates ranging from
55 percent per year for property in Class 1 to 4 percent for
property in Class 6. Each class would also be assigned a
specified depreciation period, ranging from four years for
Class 1 to 28 years for Class 6.

Electric generating equipment initially would be
placed in Class 5, and would be assigned a 17-percent annual
depreciation rate and a ten-year depreciation period.
Cogeneration systems would be treated as electric generating
equipment, even though 70 to 80 percent of the output of the
typical system is thermal or mechanical energy and not elec~-
tricity. By comparison, most other industrial equipment, with
which cogeneration systems must compete for investment dollars,
would be assigned to Class 4, with a 22-percent annual depre~
ciation rate and a seven-year depreciation period.

Members of the Coalition are concerned because
Treasury II would eliminate the relatively level playing field
for cogeneration investment which exists under current law,
Today, tax benefits are not a consideration in choosing between
cogeneration systems and other unregulated investments, includ-
ing conventional thermal energy production equipment. A
manufacturer or other potential investor may therefore choose
the energy system which best meets its needs, without fearing
that it will, in effect, be faced with a tax penalty. By
contrast, Treasury II would build into the Internal Revenue
Code a bias against cogeneration because it would place most
items of capital equipment in depreciation Class 4, while
categorizing cogeneration systems less favorably, in Class 5.
Such a bias is unsupportable as a matter of tax, economic and
industrial policy. .

The proposal is particularly unfair because, under
Treasury 1I, certain pieces of equipment standing alone would
be treated differently, and more favorably, than they would be
treated when integrated into a cogeneration system. Specif-
ically, boilers and other combustion related equipment, if
independently installed for certain industrial or commercial
applications, would qualify as Class 4 property. However, the
same equipment would be considered Class 5 property if included
as components of a cogeneration system.

Treasury apparently is struggling to fit the depre-
ciation method more closely to economic realities, but that is
not the outcome of the proposed CCRS treatment of cogeneration,
For example, in examining investments in cogeneration equipment
it is important to keep in mind that a cogeneration facility is
not an independent piece of equipment, but is rather a system,
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with one of its key components being the waste heat recovery
boiler. Some of the components making-up the complete system
typically have a shorter life than an industrial boiler (such
as the waste heat recovery boiler, water treatment plant, steam
turbine condenser, cooling tower and components), and some have
a longer life than an industrial boiler (such as the steam
turbine, generator and switchgear).

On the average, a cogeneration system over the period
of its useful life will reguire more maintenance, replacement
parts, substitutions and repairs than an industrial boiler.
While an industrial boiler usually produces saturated or low
pressure steam and operates under a rather well-controlled
environment, a cogeneration system's boiler, which harnesses
different forms of waste heat, operates under a hostile en-
vironment, usually at high steam pressures., The cogeneration
system's use of poor guality fuels and operation at higher
gr?ssures tends to shorten the life of the waste heat recovery

oiler.

It would be unfair to investors in cogeneration
systems if depreciation were to be based on the longest life
item of the system (i.e. the electrical generator), as compared
to an average life of the components making up the system. If
the same logic were applied to an industrial boiler, its useful
life wonld be based on the potentially infinite life of the
boiler's trim, platforms and ladders, rather than the quite
predictable life of the grate or the boiler's tubes.

The proposed CCRS treatment of cogeneration could be
a significant deterrent to the cogeneration industry. Because
capital investments are evaluated on the basis of their in-
ternal rate of return, using a present value analysis, invest-
ment decisions are most heavily influenced by the return during
the early years of the investment. Accordingly, the proposed
differentation in tax treatment between cogeneration systems
and other capital investments would create a significant bias
against cogeneration systems, many of which are financed
largely through third party investors. Moreover, this bias
would not be compensated—for by the inflation adjustments built
into CCRS, since those adjustments compensate only for in-~
flation, and do not compensate for the real cost of capital
over time. :

The Coalition feels that, given the critical impor-
tance of energy to this country's economic health and national
security, the creation of a tax bias against investment in
efficient cogeneration systems is highly inappropriate.

The Utility and Non-Utility Distinction Should Be Maintained

Treasury II would place non-utility cogeneration
systems in the same depreciation category as projects developed
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by regulated utilities, even though the investment
considerations of regulated and unregulated electric producers
are very different. A public utility's investment decisions
are dictated primarily by the pattern of electric demand within
the utility's service territory. Because regulated electric
utilities are guaranteed a return on their investment, the tax
consequences of their investments do not play nearly as signif-
icant a role in utilities' investment decision-making as they
do in the investment decisions of unregulated companies, which
must compete with other unregulated investments for capital.
Because of this difference, electric utilities have tradition-
ally been assigned a lower depreciation rate than nonregulated
electric producers.

Under current law, cogeneration systems are included
in the five-year ACRS category, while public utility generating
equipment is included in the ten- or fifteen-year ACRS cat~
egories. Cogeneration system users believe that this dis-
tinction in treatment is appropriate and must be maintained.
Unregulated cogeneration systems, which are exposed to the same
entrepreneurial risks as other business investments, should
continue to be accorded depreciation treatment comparable to
that accorded other unregulated investments. They should not
be treated like regulated utility investments., Accordingly,
the Coalition urges the Committee to revise the proposed
Capital Cost Recovery categories to include cogeneration
systems in Class 4 rather than Class 5.

Conclusion

Members of the Coalition are encouraged that the
Administration has recognized the special importance of energy
production to this country, and the Coalition agrees that
national security and économic development considerations
demand that the Internal Revenue Code countinue to be used to
encourage domestic energy production. Treasury II, however,
fails to give adequate consideration to cogeneration and would
actually bias the Code against cogeneration, thereby defeating
the goal of tax neutrality. We urge the Committee to correct
this imbalance as it considers the various options for tax
reform, and to provide needed encouragement for all forms of
domestic energy development.

The members of the Ccalition appreciate the oppor-
tunity to submit these written comments. We recognize that the
Finance Committee has a herculean risk in front of its as it
evaluates the various options for tax reform. The Coalition is
prepared to work with the Committee in any appropriate way to
ensure that issues affecting cogeneration are fairly and
appropriately addressed.

BEJ3/VA.102
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WRITTEN TESTIMONY
REGARDING
PRESIDENT REAGAN'S
PROPOSALS FOR COMPREHENSIVE TAX REFORM

FOR THE
UNITED STATES SENATE COMMITTEE ON FINANCE
HEARINGS OF
OCTOBER 3, 1985

PRESENTED BY
THE TAX TASK FORCE
OF
THE COMMONWEALTH OF THE NORTHERN MARIANA ISLANDS

OCTOBER 15, 1985



The Tax Task Force of the Commonwealth of the Northern Mariana Islands offers
the following observations and comments in general support of President Reagan's Tax
Reform Proposals ("Treasury II", or simply "Proposals") in its treatment of the
Commonwealth under Chapter 15.05. '

As you may be aware, the CNMI has been corresponding and meeting with various
staff members of the Department of the Treasury for approximately two years in order to
iron out various technical matters in connection with Treasury's proposed U.S.- Northern
Marianas Tax Coordination Bill. The tax regime to be substituted for the present "mirror
system" under the Cbordinalim Bill has been approved, in principle, by the CNMI Tax
Task Force, both houses of the legislature, and the Governor, as well as by the CNMI
electorate. Our last meeting with Treasury took place in Iate April of 1985, and left only
very few substantive issues unresolved.

We were therefore very pleased to learn that the Administration’s tax reform
package contains in Chapter 15.05 a proposal for the repeal of the mirror system presently
in force in the CNMI. This proposal appears to be, at least in basic outline, very similar to
the Coordination Bill. We were informed by Treasury staffers as late as August of 1985
that no drafting had yet been done on Sec. 15.05 of the Administration's Proposals, and
that when drafting was begun, our Coordination Bill might well form the basis of any pro -
posed statutory language.

The CNMI has been actively pursuing the possibility of reforming the mirror
system for a variety of reasons, the main ones of which are outlined below; and for the
same reasons the CNMI now supports, in principle, the Administration’s reform proposals
as outlined in Chapter 15.05 of Treasury II. Unconditional CNMI support of the Proposals
will be forthcoming at such time as the Proposals are sufficiently fleshed out so as to
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satisfy CNMI concerns regarding possible complications and disadvantages potentially
inhcrentind\eProposalsinmeirfmcntform -

The CNMI supports a major reform of the current mirror system for much the same
_ reasons as are behind the current Administration Proposals. The rationale behind those
Proposals in general is that the current IRC system, even when viewed from the perspec -
tive of a mainland taxpayer, is unfair, unduly complicated, a;ud an impediment to economic
growth. (Treasury II, Summary p. 1-2). These problems are magnified manyfold when the
IRC is implemented as a territorial income tax in a jurisdiction with very different economic
and social problems than those present in the mainland United States.

The IRC, with its many complexitics, was designed to tax income in the highly
developed U.S. economic setting, and is, as a result, wholly inappropriate for the island
economy of the CNMI. The possessions in general, and the CNMI in particular, need to be
able to develop their own tax systems in order independently to pursue local dzvelopment
policies, and to assume greater control over their own economic welfare. Note, for
example, the myriad IRC provisions which grant special tax benefits for favored types of
investment activities, such as investments in farming and natural resource development. To
the extent that provisions such as these are at all meaningful to Commonwealth taxpayers,
they would necessarily involve offshore investments outside of the CNML, and thus run
counter to the established Commonwealth policy of encouraging on-island investmentin
order to boost the local economy, provide jobs for residents, and enhance the island’s
potential for attracting tourists.

1t should be bome in mind, in this regard, that the CNMI is located in the far pacific
region, 1400 miles sauth of Tokyo, and thus competes for foreign investment capital with
the countries of Asia, most notably Hong Kong, the Philippines, and Taiwan. Its tax
system must therefore be such as can attract capital, even when measured against the tax
systems of those countries. When deciding upon the proper tax system for the
Commonwealth, we should also not lose sight of the favoml;ole tax structures accorded by
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the United States to other Pacific island nations, such as the system presently in place in
American Samoa, and the bighly advantageous system proposed for the Marshall Islands
and the Fedet;ated States of Micronesia, under the Compacts.

In addition, the CNM], to attract such foreign investment, must be able to guarantee
éotential investors that its tax system is stable, and will not radically change because of
changes in the tax system of the United States. The Reform Proposals would in general
promote the fiscal autonomy of the CNMI, and allow it to develop a tax system suited to
the economic environment in which it is located, and suited as well to its individual revenue
needs and administrative and enforcement resources. (See Treasury II, p. 425-6).

It can be argued that any net income tax system, such as the IRC, is not at all suited
to the almost 100% import economy of the CNMI. Virtually all goods sold in the
Commonwealth are produced or manufactured elsewhere, to be imported and sold or used
locally. Under a net income tax system, it is very easy for foreign producers and
manufacturers to source the bulk of their earnings offshore and thus avoid any substantial
tax-liability to the Commonwealth. There are methods of taxation, such as the "unitary
method” in effect in California and elsewhere, designed to overcome this problem. Under
the mirror, howevexl, the Commonwealth is forced to rely solely on reallocations of income
under IRC Sec. 482, which is at best a very cumbersome and inefficient-procedure, in -
volving enormous administrative time and effort. The best and most efficient solution to the
problem is most likely a gross receipts tax, which avoids all allocation problems by
completely abandoning the concept of "net in;;onw“.

The mirror system, in particular, is a poor choice of tax regime for the CNMI.
Under the mirror, any and all amendments to the IRC, as well as all judicial precedents and
IRS rulings and regulations, etc., automatically become the law in the CNMI, in spite of
the fact that very few, if any, of those amendments, rulings, etc., are drafted with their
mirror effects in mind. (It should also be bome in mind that information regarding both
proposed and actuat IRC changes are slow in being made known to CNMI taxpayers, and
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that ongoing training sessions and materials for the use of CNMI tax administrative
personnel are likewise not readily available). The result is that the mirror system as a whole
is very complex and ambiguous in many particulars, making it very difficult both to
administer and to comply with, as well as providing many opportunities for tax avoidance
 or outright evasion. (See Treasury I, p. 426). -

In addition, IRC amendments which are beneficial on the mainland can become
disastrous when mirrored into the CNMI context. An excellent example of this are the rate
reductions and other related rules of Treasury II itself, which while perhaps revenue neutral
with respect to mainland taxpayers as a whole, would result in a drastic reduction of total

 tax revenues collected in the CNMI, due to the radically different mix of high vs. low
income taxpayers and individual vs. corporate tax receipts in the CNML (See Treasury II,
" p. 426).

Chapter 15.05 of the Administration Proposals is for the most part, of course,
couched in very general terms, which makes it impossible to tell exactly to what extent the
proposal may diverge from the regime contemplated by the proposed Coordination Bill and
already approved in principle by the relevant CNMI authorities. It nonetheless appears that
several features of the Administration's Proposals do so diverge, with potentially
undesirable consequences for the economy of the CNMI and for CNMI resident taxpayers.

The remaining sections of this document consist of a short summary delineating the
Commonwealth's position, as well its main concerns, regarding the proposed reform of the
mirror system in the CNMI, inciuding (1) the overall philosophy underlying any such
modification, (2) possible shortcomings of Treasury's proposed Coordination Bill, and
(3) apparently disadvantageous divergences between the Coordination Bill and the
Administration's reform proposals. Please note that our comments touch upon only the
most salient of the many problems inherent in the complete substitution of a new tax regime
for the one currently in place. We trust that we will be provided the opportunity to present
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further and more detailed comments and suggestions as the Reform Proposals progress
through Congress, most particuiarly when drafting is actually begun.

We thank you for your time and attention to these matters of utmost concern to the
Commonwealth, and look forward to working with you in devising a tax regime consonant
both with the demands of a unified and coherent federal system and with the local concemns
of the Commonwealth of the Northern Mariana Islands, a far-off member of the American
political family.

The main purpose of the proposed reform of the mirror system is to free the CNMI
from the burdens of an externally imposed tax system of inordinate complexity, a system
which was, in addition, never designed to be Mmt with local conditions. From the
point of view of the Commonwealth itself, this means obtaining autonomy over the local
tax system so as to implement a system which will be fair and simple to enforce, and which
will also be such as to attract investment capital. From: the point of view of local taxpayers,
it means being subject to a system legislated by their own elected representatives, a simple
system they can understand, support, and comply with, and cause to be changed when
necessary, in order to keep it responsive to local economic and social conditions.

1t is of overriding importance that any new tax regime not substitute its own set of
complexities and inordinate burdens for those presently imposed under the mirror. Unless
great care is taken regarding two major areas of concern, the Proposals threaten to do just
that, The two troubling areas are (1) the potential application of the IRC foreign eatity rules
to CNMI residents and legal entities; and (2) the necessity of filing future tax returns with
both the U.S. and the CNMI, which raises the problem of devising transitional and other
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rules to solve the potentially great problem of having to deal with agencies of two different
jurisdictions regarding the same transactions and income items.

' In order to alleviate these problems, the general philosophy behind any new tax
regime for the CNMI must be to minimize the burdens imposed by such regime upon
legitimate CNMI residents, while at the same time protecting the US fisc by prqviding
stringent rules governing CNMI residence for IRC purposes, in order to eliminate any
possibility of tax avoidance or evasion by US mainland persons.

It must be mentioned here at the outset that there is a grave first-order ambiguity
regarding just what sort of tax regime is to be substituted for the mirror under the
Proposals. The Joint Committee Pamphlet states that the Proposals would place the CNMI
"on a par with American Samoa". (Joint Cgmmittec on Taxation, Tax Reform
Proposals: Taxation of Foreign Income and Foreign Taxpayers (JCS-25-85),
July 18, 1985, at p. 99). The regime actually contemplated by the President's Proposals
themselves, however, appears to be much closer to that in force in Puerto Rico, as is the
regime contemplated by the Coordination Bill. Residents of American Samoa, even if U.S
citizens, are treated in many instances under the IRC as though they were non-resident
aliens with respect to the United States, and are thus subject to IRC taxation only with
respect to U.S. source income. (See IRC Secs. 931 and 932). Puerto Rican residents, on
the other hand, are treated as U.S. citizens, subject to IRC taxation on their global income,
but are allowed a special exclusion for Puerto Rican source income. (See IRC Secs. 876
and 933). This is a major structural difference, which radically changes any analysis of the
two problem areas mentioned above. The remainder of this paper will assume that it is
indeed the Puerto Rican model which is contemplated by the Proposals.

1. THE IRC FOREIGN ENTITY RULES,

CNMI residents are, under the "mirror”, currently subject to the IRC with
. respect to their global income. They and any CNMI entities, such as corporations,
trusts, and partnerships, that they own, are treated just like U.S. mainland persons
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and their U.S. corporations, trusts, etc. are treated. The most baroquely complex
IRC provisions, on the other hand, are those governing the relationships between
U.S. persons and various foreign entities. These do not apply with respect to
CNMI residents in their dealings V-Iil.h CNMI entities, just as they do not apply to
mainland persons in their dealings with mainiand entities. Under the Proposals,
those foreign entity provisions would become applicable to CNMI residents, as
detailed below. Modification of the mirror would thus mean that CNMI residents
would no longer be subject to the complex "mirror IRC rules now governing all
domestic transactions, but, in revenge, would for the first time become directly
subject to the most excruciatingly complex set of rules in the Code.

Under the current mirror regime, CNMI individual residents file only one
IRC return with respect to their income from all sources. This return is filed with
the CNMI, and relieves such individuals from any income tax liability to the U.S.
(See Covenant to Establish a Commonwealth of the Northern Mariana Islands in
Political Union with the United States of America (Public Law 94-241, March 24,
1976, 90 Stat. 263) (the "Covenant"), and IRC Sec. 935). CNMI corporations
must file with the CNMI with respect to their global income, and must, in addition,
file with the U.S. with respect to their U.S. source income, just like any other
foreign corporations; they are, however, in certain circumstances, not liable for the
uU.s. 36% withholding tax on passive income (see IRC Sec. 881(b)). CNMI
corporations, partnerships and trusts, on the other hand, are treated as domestic
entities under the mirror itself, and thus none of the highly complex IRC rules
regarding U.S. persons who own foreign corporations (Subpart F, the Foreign
Personal Holding Company rules, IRC Sec. 367, numerous information reporting
rules, etc.) or make transfers to foreign estates or trusts (IRC Sec. 1491), etc.
("IRC foreign entity provisions"), are applicable with respect to CNMI residents
who are shareholders of CNMI corporations, grantors of CNMI trusts, etc.
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Under the Proposals, the IRC would become directly appliwb{e to CNMI
residents, i.c., no longer as a "mirror” Code. As a result, all the IRC foreign entity
provisions would suddenly come into play, even where the "foreign” entity is in
fact a local CNMI corporation or trust, and the U.S. person is a CNMI resident.

- Both the Coordination Bill and Treasury II, apparently, intend to provide a complex
set of limited exceptions to these IRC foreign entity .provisions. Great care must be
taken when drafting these rules, to insure &aﬁ}é&?@?@
neutralized in noa-abusive situations, and that any conditions placed upon

. exemption from the fomign entity rules are, on the one hand, sufficiently precise so
as to provide certainty to taxpayers, while, on the other hand, not couched in terms
of percentage fonnulae; the exact outcome of which can be known only after the
end of the tax-year. Since the consequences of being subject to the foreign entity
rules are so extreme, taxpayers must be absolutely sure during the course of the tax-
year that they either will or will not be so subject. Thus the only satisfactory
solution is for the applicability of the foreign entity rules to be based upon the
overall structure of the entity and its owners, and not based upon the complex
interactions of various complicated percentile rules.

In addition, it is very difficult to attempt piece-meal alterations and
exceptions to the many varied foreign entity provisions, since they are cach
triggered by separate complex arrays of conditions and requirements. (See
Fishman, Tax Forms for International Traisactions (fournal of Taxation, 7/85,
p.38), a very recent article outlining some 24 tax forms which would be required to
be filed by CNMI residents with respect o "foreign”, in this case CNMI, entities
and transactions). The necessity of understanding the many complcx foreign entity
cules, as well as any undoubtedly equally complex exceptions thereto may well
pmvetobeabu:dcngreaterthanmosenowimposedonCNMmsidems under the
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. mirror. The "cure” of the Proposals may just be worse than the "disease” of the
mirror!

We would therefore suggest that very general and gasily understandable
language be inserted into any reform legislation, as well as into the Covenant, to the
effect that under the IRC, NMI entities will not be treated as "foreign" with respect
to NMI persons, unless not so treating them will present undue avoidance
possibilities: The details could then be fleshed out by statute and regulation. One
possibility is as follows: B}

“In order to assure that no new burdens will be imposed upon a
CNMI resident individual because of the foreign and international
tax provisions of the Internal Revenue Code, no hlings orre-
turns, whether informational or otherwise, shall be required of
any bona fide CNMI resident with respect to a corporation or
other entity formed in, or under the law of, the CNMI or Guam,
unless such corporation or other entity is formed or availed of for
the purpose of avoiding the income tax with respect to such
CNMI resident”.

In order to prevent US mainland residents from taking undue advantage of
this rule, the US and the CNMI would each implement stringent interlocking
legislation governing qualification as a CNMI resident. In addition, the US could
require certification of CNMI residence as a precondition to obtaining CNMI
resident classification, and could provide substantial penalties for falsely claiming
such residence.

S 2 FILING REQUIREMENTS: JURISDICTIONAL CONFLICTS.

As outlined above, under the current mitror regime, CNMI residents file all
their income tax returns with the government of the Commonwealth, and are
thereby relieved of any direct obligation with respect to the filing of returns or the
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payment of income taxes to the United States. (See Covenant Sec. 601(b) and IRC
Sec. 935). Under the Proposals, a resident of the Commonwealth would be
required to file a U.S. return and pay U.S. taxes if he receives above a threshhold
amount of U.S. and/or foreign source income. Thus a resident would, in certain
circumstances, have to report and pay tax to both the U.S. and the CNML Double
taxation would, in theory, at least, not be a problem, because of the U.S. Foreign
Tax Credit rules (IRC Secs. 901 through 904). In fact, of course, double taxation is
always a potential problem whenever the source of a given income item issubject to
independent determination by two taxing jursidictions, and the problem is
exacerbated by the ambiguities inherent in the present U.S. rules governing source
of income.

The situation under the Proposals would thus be very similar to that
obtaining on Guam before the passage of reform legislation in 1972, i.e., before the
"one-return rule” of IRC Sec 935, which was passed precisely in order to eliminate
the burdens and complications of dual filing. (See House Report (Ways and Means
Committee) No. 92-1479, Oct. 2, 1972 (To accompany H.R. 14628), pp. 5401 et.
seq.). We should not lose sight of Guam's disastrous experience with dual filing,
but should rather now benefit from that experience, and thus be very hesitant to
implement a tax regime based thereon.

a Ihe Preferred Solution,
The Commonwealth has since 1979 administered and enforced the

IRC with respect to the non-local source income of its residents. There is no

apparent need to move such administration to the nfainland at this time

merely because of the contemplated reform of the mirror system. Common -
wealth taxpayers are much more apt to be satisfied with, and thus comply
with, the tax regime ultimately imposed, if administration and enforcement
remains with local taxing authorities. Residents of the CNMI, it mist not be.
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forgotten, have no voting representative in Congress, and cannot

themselves vote in U.S. presidential elections. The spectre of "taxation

without representation” is, however, at least very much attenuated, to the ¢
extent that the taxes imposed from a distance are nonetheless administered

and collected at home, by local officials who are of necessity themselves re -
sponsive to local conditions and the particular cimumgtances and needs of

the local population.

It does not appear that any overall U.S. policy decision has been
made to end all administration and enforcement of the IRC by the territories.
Note, in this regard, that under the Proposals, the Virgin Islands would
continue to administer and enforce the IRC tax on the non-local income of
its residents. (Proposals, p.428). Indeed, it is difficult to see just what
benefit is to be obtained for the United States by the assumption of these
administration and enforcement responsibilities. The United States has in
fact assumed such responsibilities with respect to the non-local source
income of Puerto Rican residents; yet, to the best of our knowledge, no
statistics are kept regarding either the number of such returns processed, nor
the amount of revenue generated by such U.S. enforcement. If, in fact, no
such records are kept, thé Treasury and IRS must deem the retention of
such jurisdiction to be a matter of no great significance. In these
circumstances, jurisdiction over the administration of t_axation on non-local
source income should remain with the CNMI even afnermfomofthc mirror
system.

In addition, of course, the removal of local jurisdiction over the
administration of taxation on non-local source income would tend to
discourage wealthy foreign individuals from moving o the Commonwealth,
would needlessly result in the loss of jobs for those residents now
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employed in such administration, and could also be perceived as
gratutitously diminishing the power and prestige of the local taxing authori -
ties. )

In the event that administration and enforcement responsibilities with
respect to IRC taxation of non-local source income are retained by CNMI
taxing authorities, 4s we are proposing, nonetheless such responsibilities
with respect to prior mirror years would remain with the United States with
respect to return years of individuals who were not CNMI residents during
those mirror regime years. This would eliminate any tax avoidance
possibilities for such U.S. persoris, and at the same time would not cause
undue complications for them, since they would not be subject to the
administrative processes of two separate jurisdictions with respect to the
same filing years and items of income.

b.  Transitional Problems.

In the event that administration and enforcement of the IRC with
respect to the non-local source income of CNMI residents does nonetheless
not remain in the control of the local taxing authorities after the reform of the
mirror sysu;m, certain explicit jursidictional and other rules will be
necessary, in order to assure that the change-over does not create transition -
al problems, in addition to the ongoing problems discussed in the

pmceedmg paragraphs.

As proposed above, jurisdiction over taxes and returns with respect
to prior mirror regime years should remain an administration and
enforcement responsibility of the jurisdiction with which such returns were
originally properly filed under the mirror, i.c., with the taxpayer's
jurisdiction of residence during the relevant mirror years. Audit and other

enforcement duties with respect to such years must remain the responsibility
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of the officials of the then residence jurisdiction, in order that such residents
during the mirror years need not now deal with two separate taxing
authorities regarding mirror years' returns and income items.

All tax attributes, such as basis, NOL's, etc., should be carried over
from mirror to non-mirror years, in spite of the change in adminismﬁng
authority. This must be done in order to make possible at all the first year's
filing with U.S. taxing authorities, and in order to preserve the
constitutionally mandated rules contained in the start-up provisions of the
Northern Marianas Territorial Income Tax, the Commonwealth's 1985
implementation of the IRC as a mirror code. One possible statutory
approach is as follows: '

" "Full faith and credit shall be extended to all statutory law,
judicial decisions, and administrative rulings of the
jurisdiction of residence with respect to transactions and
events occurring in taxable years ending prior to the effective
date [of the new tax regime]."
B.  OTHER SPECIFIC CONCERNS, -
EEFECTIVE DATES.
Treasury II, at p. 431, provides that while the "conforming changes" to
U.S. law would be effective on 1/1/86, the mirror code currently administered by
the CNMI would remain in effect "until and except to the extent” that the CNMI
acted to amend such mirror code. The meaning of this language is very unclear.
Would the various current mirror coordination rules, such as IRC Sec. 935 and
7654, remain in effect until the Commonwealth so acted? (Treasury II, at p.429,
states that the CNMI "could adopt a mirror system as itg local law, if desired", as is
currently the case in American Samoa. This seems to mean that the current US
coordinating rules would be repealed immediately). Could the mirror system then
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be retained indefinitely, should the Commonwealth so choose? Or would the U.S.
side of the mirror be changed immediately, leaving the Commonwealth with the
worst of both worlds, a purely local tax consisting of its current IRC
implementation, but without the benefits of the one-return rule of IRC Sec. 935 and
other associated U.S. provisions, and with administration over non-local source
income having been assumed by the relevant United States authorities? What does it
mean for the mirror to remain in effect "to some extent"?

The answers to these questions are very important. We would suggest that
these uncertainties be resolved by statutory language to the effect that the CNMI
mirror will remain in place, exactly as at the present time, until such time as the
CNMI itself acts to replace the local IRC with a system of its own choice; but that
until then, the mirror together wish all current related U.S, law shall remain in
effect. The presence of such an effective date rule would make it much easier for the
CNMI to support the proposed legislation in spite of remaining ambiguities as to the
ultimate workings of the proposed tax regime, sim;e the Commonwealth would then
not be faced with the difficult choice between a system whose effect on its rcsidents
is disliked, but at least fully known, and a system of which it in principle approves,
but the exact workings of which are unclear.

2. SOURCE AND RESIDENCE RULES,

The operative substantive rule of the proposed reform is that a CNMI
resident will have to file an IRC return only with respect to non-local source
income, i.e., U.S. and foreign source income. The key determinations which will
control the operation of this rule involve the residence of the individual and the
source of his various items of income. The effect of the proposed regime on CNMI
residents is ambiguous and uncertain precisely to the extent that the rules governing

source and residence are ambiguous and uncertain. _
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We therefore recommend that the relevant source and residence rules be
fixed at the outset, and that the following language or principles be embodied in any
reform legislation, as well as placed into the Covenant:

"For purposes of the above exclusion (i.c., the exclusion
from income of the CNMI and Guam source income of CNMI
year-end residents),

(1) The source any item of income shall be determined under
the principles of the U.S. source rules as embodied in Chapter
15.02 of the President's Tax Proposals to the Congress for
Fairness, Growth and Simplicity, May 29, 1985;

(2) the source of a dividend received from a corporation
organized in, or under the law of, the CNMI shall be determined
under the principles of the U.S. source rules, as embodied in IRC
Sec. 861(a)(2)(a), as in effect on January 1, 1985; and

(3) the residence of an individual shall be determined under
the principles of the U.S. residence rules, as embodied in IRC Sec.
7701(b), as in effect on January 1, 1985."

3. THE AMOUNT OF REVENUE TO BE RAISED LOCALLY,

Both the Proposals and the Coordination Bill require that the
Commonwealth raise at least a certain amount of revenue through its local tax
system. This amount is defined as "at least as much revenue as the mirror system
currently implemented". (See Proposals, p. 429). As it stands, this formula would
be meaningless in the CNMI, if, as appears likely, the CNMI implements a gross
revenue tax system to teke the place of the mirror. With only a gross system in
place, the records will be lacking from which to make a reconstruction of the
amount which would have been collected under a hypothetical mirror. Even if the
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records were available, such a cbmputation would be exceedingly costly, time-
consuming, and imprecise. - _

The CNMI in fiscal 1983-84 collected a total of 14:3-million dollars in
revenues from its Business Gross Revenue Tax, its Individual Gross Wage and
Salary Tax, and its various excise taxes. This represents 5.55% of total Island
Gross Receipts, as compared with the 3.85% of total U.S. gross receipts collected
by the United States under its individual and corporate income taxes and its various
excise taxes.

The following language provides for a reasonable and casily administrable
test based on those comparative figures: X

"The CNMI shall collect under its gross and/or net income
and excise taxes at least as much revenue, when expressed as a
percentage of total gross island revenues, as the United States
collects under its net income and excise taxes, when expressed as a
like percentage.”
4. DIVERGENCES BETWEEN THE PROPOSALS AND THE
COORDINATION BILL

The Proposals appear to differ from the Coordination Bill in several
important and disadvantageous respects. There follows a brief explanation of the
apparent divergences and their effect.

a. FOREIGN TAX CREDIT,

The Coordination Bill specifically provides that the local CNMI taxes will
qualify for the U.S. foreign tax credit. This is especially important because the
CNMI imposes, and will likely continue to impose, gross income taxes, which, ai
least arguably, do not so qualify under present U.S rules. The CNMI should be
given sufficient flexibility to impose gross taxes if those are locally desirable,

- without losing the benefits of the foreign tax credit, without which mainland
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persons will be hesitant to invest in the Commonwealth. The Proposals, at p. 430,
state that local taxes will qualify only if they otherwise qualify under the applicable
regulations. Any new law should follow the rule of the Coordination Bill, and not
that of the Proposals. |

b. FILING REQUIREMENTS: AMOUNTS,

The Proposals’ filing rules apparently do not track the tax liability rules.
Whereas a CNMI resident would "be required to file a U.S. retum if he received
U.S. or foreign source income", "he would be required to pay a tax only if he
received more than a threshhold amount of income, including U.S. source income,
from sources outside the CNMI and Guam”, (See Proposals, p. 429). The
m:eshhol;lamountmferredwequals the zero bracket amount plus any personal
exemption amounts. The filing rules should track this liability rule, as in the
Coordination Bill

c. ANTI-FINANCE SUBSIDIARY RULES.

The Proposals, at p. 430, change the anti-abuse requirements of present
' IRC Sec. 881(b) for the exemption from the U.S. 30% withholding tax on certain
passive U.S. income of foreign (including CNMI) corporations. (The Coordination
Bill also changes those rules albeit in a different manner). The 25% percent foreign
person rule is fair and completely acceptable. The 65% active trade or business
requirement appears to serve no real purpose, and would prevent a CNMI invest -
ment company 100% owned by CNMI and U.S residents from making passive
U.S. investments, even though each individual sharcholder could make such
investments free of the 30% tax. This prong of the test should be modified or
abandoned.

The third prong of the test, that the CNMI corporation not be a conduit for
payments to non-resident persons, is very loosely worded. (It appears, for
cxample.mtoimpose ﬂ:enxifﬂxeompaationmakesdiyidendpaymem toUS
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mainland persons). Any actual statutory language must be very carefully worded to
insure that such a corporation is allowed to make payments for goods and services
to foreign persons, without jeopardizing its exemption. The CNMI is a totally
import dependent economy. Virtually all goods sold or consumed in the Common -
" wealth are produced elsewhere, and much is purchased from sellers in foreign
countries. Hardly any CNMI corporation engaged in a trade or business could
afford to gamble on U.S. passive investments, because legitimate business
payments to foreiéh persons could then trigger the 30% withholding tax.

d. CONTROLLED FOREIGN CORPORATIONS,

Proposals Chapter 12.05 would replace the current Possessions Tax Credit
with a wage credit. The CNMI takes no position on the proposed changes to IRC
Sec. 936, except to note that the benefits of present Sec. 936 could be very helpful
in attracting mainland capital to the Commonwealth. The CNMI does, however,
take the position that whatever changeé are made to Sec. 936, nonetheless IRC Sec.
957(c), the exemption from Controlled Foreign Corporation ("CFC") status for
certain pbsscssions corporations, should not be repealed. The two provisions
appear to be only superﬁcially related, and the CFC exemption is potentially very
useful in attracting legitimate U.S. business operations to the Commonwealth,
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STATEMENT OF
JEROME J. MCGRATH
ON BEHALF OF THE
INTERSTATE NATURAL GAS ASSOCIATION OF AMERICA
BEFORE THE COMMITTEE ON FINANCE
OF THE
U.S. SENATE
OCTOBER 3, 1985
Mr. chairman and Members of the Committee:

My name is Jerome J. McGrath. I am the President of the
Interstate Natural Gas Association of America (INGAA), and it is
in this capacity that I appear before the Committee today.
INGAA is a non-profit national trade association whose member-
ship consists of the major interstate natural gas transmission
companies in the United States. INGAA's members account for ap-
proximately 90 percent of the natural gas that is transported
and sold in interstate commerce. All of our member compahies
are subject to the jurisdiction of the Federal Energy Regulatory
Commission (FERC) as mandated by the provisions of the Natural
Gas Act (15 U.8.C. 717, et sed.)

Natural ga; constitutes approximately one-fourth of the
total energy consumed by our economy. The features of safety,
cleanliness, and reliability make gas a desired fuel. In addi-
tion, when burned, gas releases virtually no pollutants and,
thus, poses no environmental threat. Ninety-six percent of the
gas consumed in this country is produced domestically and,
therefore, is invulnerable to foraign embargo. Gas supplies
about 40 parcent of the total energy requirement of the U.S. in~

dustrial seotor. As you can see, gas has occupied an essential
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role in our society. We feel confident that gas can continue to
maintain its important place in our energy picture. To do this,
Lowever, it is essential that the tax treatment accorded our in-
dustry be such as to encourage rather than discourage the sub-
stantial investments needed to meet this challenge.

_ Fundamentally, the natural gas industry believes that the
goal of tax reform should be to simplify the tax code and to
promote equitable treatment of all taxpayers. Accordingly,
INGAA supports the concept of tax reform and the general ap-
proach to tax reform embodied in the President's reform
proposal. We recognize that lowering tax rates and modifying
deductions and credits are important steps to take in any effort
to significantly reform the tax code, nevertheless we would
voice the following concerns:

1. Noxrmalization - In order to retain any part of the benefits
from a number of the tax changes that have been proposed,
regulated utilities need to "normalize" these benefits. Current
law mandates that deferred taxes attributable to depreciation be
normalized and we note that the President's proposal states that
the new Capital Coat Recovery System of depreciation would con-
tain normalization rules comparable to the current ACRS system.
INGAA urges the Committee to include language in a tax reform
bill that would continu: the mandatory normalization of depre-
ciation and to extend the normalization requirement for corpo-
rate rate reduction (tc the extent not reflected in additional
taxes resulting from the depreciation recapture proposal) and

for thea proposed dividends-paid deduction.
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With respect to depreciation, tax normalization is an ac-
counting method, widely adopted for public utility ratemaking
purposes, by which tequlatn%industries are able to eveanly
spread out the tax benefits from investment in plant and equip-
ment to consumers and the utility over the life of the asset re-
flected for financial statement purposes. The benefits of tax
depreciadtion are defined as the excess of accelerated depre-
ciation over straight line depreciation. The tax effect of the
amount so determined is recorded in a deferred tax account and
deducted from the utility's rate base in the determination of
rates charged to customers. The lower rate base raesults in a
reduction in rates benefitting all ratepayers evenly over the
life of the property and not just benefitting those who are cus-
tomers during the shorter recovery period over which the prop-
erty is depreciated for tax purposes. For this reason, INGAA
supports the continuance of mandatory normalization of acceler-
ated depreciation in the event the CCRS system is adopted.

For similar reasons, INGAA supports appropriate normaliza-
tion rules pertaining to the treatment of accrued deferred taxes
in the event of a reduction of the corporate tax rate from 46
percent to 33 percent. Regulated utilities generally collect
taxes from consumere as part of the rates they charge. The tax
has been ccllected at a 46 percent rate and, to the extent tim-
ing differences occur, the excess over the current liability has
been recorded in a deferred tax reserve account until the tax
becomes due. If the corporate rate is reduced, it is obvious
that too much has been collected. Through the depreciation re-

capture provisions, amounts relating to 1580 and subsequent

55-630 0 - 86 ~ 12
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years are paid to the government as additional taxes. Amounts
relating to years prior to 1980 presumabll/r would be refundable
to the consumers.

However, it would not be fair to return these excess de-
ferred taxes only to those who happen to be consumers at the
present time since for many this would be a windfall. 1In addi~
tion, if these amounts are required bjr utility commissions to be
returned to customers in a lump sum or over a short period of
t_:imo, many utilities would be unable to comply because of the
lack of adequate cash flow. Accordingly, we strongly support
the inclusion of legislative language to "normalize" the return
to consumers of pre-1980 excess deferred tax g‘eservel over an
appropriate period of time.

2. Transition Ruleg ~ INGAA does not support the elimination
of the investment tax credit or the Alternative Energy
Production Credit. Nevertheless, if the Committee should f£ind
it necessary to modify or repeal these provisions, INGAA sug-
gests that a transition rule be provided that would continue to
allow existing credits and also deductions to be utilized when
construction has commenced or if, pursuant to a binding con-
tract, substantial expenditures or other commitments have been
incurred in reliance on such tax benefits. A similar rule should
apply when the taxpayer enters into a contiact for the sale of a
product which obligates it to construct a facility. Purther, a
transition rule should provide relief in situations where
projects are proposed and substantial sums have been expendad
for preliminary work but where final approval is pending before
state or federal regulatory agencies. We strongly urge that
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there be transition rules that reccgnize the unique problems
facing the gas industry, whose construction projects are not
only of iong duration, but in ‘addition are subject to very
lengthy regulatory approval procedures. Taxpayers should not be
denied tax benefits on planned projects when the econonic feasi-
bility of the project depended on the tax benefits in the law
when the project commenced.

Many of INGAA's member companies have entered into con~
tracts to provide service, to construct plant. or equipment or to
make other investments that would not be economically feasible
under the tax code as envisioned by the reform proposal. For
example, aftef yesars of planning and feasibility studies, one of
INGAA's member companies expects to enter into contracts to con-
struct a number of cogeneration and low-BTU coal gagiticntion
plants in 1985. Because these facilities will often incorporate
new or developing technologies, the economics of such projects
are less than.certain. However, the economics of each facility
will depend heavily on the assumption that the tax benefits of
ACRS, ITC and in some. cases the Alternate Energy Production
Credit wiil be available to the project when it is placed in
service. The elimination or substantial reduction of such tax
benefits will destroy the econoamic feasibility of wach of these
planned projects and result in substantial losres for projects
that are underway or under contract.

Furthermore, given the large scale of many of the construc-
tion projects common to regulated utilities, many projects could
not be placed in service by the end of this year and therefore
would not qualify, under the President's proposal, for the tax
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credits and other tax boﬁétitl assumed to be available when the
construction contract was entered into or when self-construction
was begun,

3. Depreciation - The regulated natural gas industry supports
the main thrust of the Capital Cost Recovery system as proposed,
provided that, as previously stated, appropriate legislative
language is included to continue the mandatory "normalization®
of deferred taxes attributable to depreciation. In addition,
the industry feels that congeneration plants, which were treated
as five year property under ACRS, weculd be improperly included
under the Administration's Proposal in CCRS Asset Class 5, which
has a recovery period of ten years. We believe that cogenera-
tion plants should be specifically identified as "other electri-
cal equipment® and included in CCRS Asset Class 4. 1In addition,
we believe that the CCRS plan should be made more workable with
‘a mid-year convention for the year the ann;t is placed in
service.

A. Multiple Recordkeeping -

Despite our support of CCRS, we believe that the
President's proposal does not fully recognize the burden being
placed on taxpayers to maintain multiple azets of depreciation
records. Under the proposal, corporations would be required to
maintain depreciation records under pre~1981 methods, ACRS,
CCRS, RCRS, earnings and profits depreciation, and straight-line
depreciation (for real estate) in order to compute taxable
income, excess depreciation for the windfall tax, and the al-
ternative minimum tax. The proposal should be improved by re-

quiring all depreciation records to be kept with reference only
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to pre-1981 methods, ACRS, and CCRS. References to RCRS (for
minimum tax purposes) or other neﬁ methods of depreciation
should be eliminated.

B. Recapture of ACRS Depreciation -

INGAA understands the Treasury Department's theory underly-
ing the proposal. A recapture tax, especially when imposed over
a three year period, would significantly reduce cash flows re-
quired for reinvestment by capital intensive industries such as
regulated utilities. Such a tax, if absolutely needed, should
be spread over a longer period of time. The financial feasibil-
ity of past and current investments in plant and equipment are
based in part on the benefits of ACRS. A longer collection
period would allow the tax to be imposed while 1lessening the
detrimental effects on the industry.

4. Minimum tax - oOur 1ndultr§ does not oppose the proposal to
enact a n.w.lininun tax, which is intended to affect the timing
of a corporation's tax liability. However, there is one impor-
tant aspect of the President's minimum tax proposal with which
we take exception. The proposal, in addition to affecting the
timing of tax liability, would over a period of time, increase
the corporation's effective tax rate and total taxes paid above
the maximum proposed rate of 33% if the corporation is subject
to the minimum tax. This situation arises because items such as
rapiad deprociatioﬁ accelerate deductions. A minimum tax would
force corporations with an excess of such deductions to acceler-
ate payment of taxes earlier thgn such taxes would otherwise be
owved. However, the proposal does not reflect the early payment

of tax, via the minimum tax, at the time the regular tax on the
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same items would normally come due because the deductions have
run out. As a result the proposal creates double taxation.

In order to eliminate this double taxation, INGAA proposes
that corporations be allowed to take as a credit against their
regular tax in subsequent years the amount of any alternative
minimum tax that may have been paid in prior years. This ap-
proach is consistent with the Administration's own 1982 minimum
tax proposal.

5. Intangible Drilling Costs - INGAA supports the retention of
the current tax treatment of intangible drilling costs. Given
the high degree of risk inherent in drilling for gas or oil, it
is clear that appropriate incentives must be available to en-
courage the development of new energy supplies. It is INGAA's
view that any radical change in the tax treatment of these costs
would lead to significant reductions in the domestic output of
gas and oil and would be contrary to our announced goal of en-
ergy self-gufficiency.
6. Emplovee Benefita - Mr. Chairman, we are aware that a
nunber of witnesses have mentionad the proposals to modity the
taxation of employee benefits so we will not discuss these pro-
posals in detail. ILet me say that since 1981 thers have been
three separate bills enacted making broad changes in this smec-
tion of the tax law. We are concerned that any additional
*_—;hangca would only exacerbate the confusion that already exists
in this complex area. Should the Committee nevertheless decide
to make yet more changes with respect to employee benefits,

INGAA would oppose any changs that would discourage our
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employees from helping to provide for their own retirement and
the support of their families.
I thank the Committee for this opportunity to submit our

views for your consideration.
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My name is Mariano J. Mier and ! am President and
Chief Executive Officer of First Federal Savings Bank, Puerto
Rico's oldest and largest thrift institution.

It is my great pleasure to appear before you today as
President of the Puerto Rico League of Savings Institutions,

The League has as its members the island's twelve federally
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chartered tihrift institutions whose combined resources amounted
to $4.8 biilion, or twenty rercent of the total resources of
all depository institutions in Puerto Rico.

fhe‘purpose of my testimony is to expresé the utmost
concern of our membership regarding certain proposed changes to
Section 236 of the U.S. Internal Revenue Code which are

contained in The President's Tax Prooosal to the Congress for

Fairness, Growth and Simplicity dated May 29, 1985, (the

"President's Proposals") and in the Summary of Tax Reform

Options for Consideration by Committee on Ways and Meansg dated

September 26, 1985, prepared by the staff of the Joint
Committee on Taxation (the "Joint Committee Proposals").

The President's Proposals would repeai the current
income-based credit of Section 936 and replace it with a
complicated wage credit. Corporations currently electing
Section 936 corporation status would be grandfathered for a
period of five years as to products being "manufactured" on the
date of enactment of the proposed change. Qualified possession
source investment income ("passive income") earned by
grandfathered Section 936 corporations would also be
grandfathered for a corresponding five year term.

The Joint Committee Proposals would eliminate the cost
sharing option for allocating intangible income which is
currently available to Section 936 corporations. Under this
proposal, one half of the passive income earned by Section 936

corporations would be subject to full federal taxation.
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I should like to state to this Committee in no
uncertain terms that the enactment of any of the above
described proposals would severely disrupt the island's
financial system and would especially jeopardize Puerto Rico's
vulnerable thrift industry. Attached to my testimony is a
study prepared by Alan T. Udall, First Federal's staff
economist, which carefully evaluates the Joint Committee
Proposals. Let me set forth the importance of Puerto Rico's
thrift industry to the Puerto Ricannggéﬂomy and héw Section 936
funds now on deposit with our member associations and sa¥ings
banks, have fueled their strong recovery from the brink of
insolvency.

Though the Puerto Rican thrift industry.accounts for
only twenty percent of the total rescurces of all depository
institutions on the island, it is the source of fifty percent
of all construction loans and of seventy-five percent of all
housing mortgages. Lower cost Section 936 funds have enabled
thrifts to pass these savings on to Puerto Rican homeowners and
to provide them with the opportunity to acquire adequate
housing at more affordable interest rates. These homeowners
whose per capita inccme is only one half that of the lowest
State of the Union, mustvbear a cost of living that is between
ten and fifteen percent higher than on the mainland. By )
stimulating the housing industry, thrift institutions have also

been instrumental in keeping alive the island's once-thriving
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construction industry, which is the sou;ce of employment for a
significant portion of our populaticn.

The thrift industry makes significant contributions to
other important sectors of the Puerto Rican economy. It has
moved swiftly to exercise new lending authority granted under
the Garn St. Germain legislation. The industry has become a
substantial force in commercial and consumer lending. In
addition, the thrift industry holds considerable amounts of the
debt obligations of the Government of Puerto Rico, its agencies
and municipalities. The thrift industry is a source of direct
employment for over 2,000 persons and more than twice that
number indirectly. With the help of Section 936 funds, the
industry has turned the corner and s on the way to full
recovery while contributing significantly to the Puerto Rican
economy. .

One may ask why Section 936 funds are vital to the
thrift industry. The answer lies in a brief recounting of the
difficulties encountered generally by the thrift industry in
recent years as a result of the high interest rate environment
and the effects of deregulation.

Thrifts traditionally lent their funds for long term
housing mortgages at fixed rates of interest. This system
worked fine for several decades until increasing rates of
interest drove the cost of money through the roof. Thrifts

began to experience negative spreads between cost of money and
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return on investments. An imbalance in the maturities of their
assets and liabjlities further aggravated their problem. They
began to bleed themselves dry. Thrifts in Puerto Rico were no
different; they also began to experience significant losses.
First Federal Savings, the bank of which 1 am President,
sustained losses of $58 million between 1978 and 1282. The
Federal Savings and Loan Insurance Corporation provided us with
$35 million in assistance in order to keep the institution
oparating. As you are undoubtedly aware. during this period
and even to the preseng, federal regulatory and deposit
insuring authorities have closed, merged or assisted hundreds
of banks and thrift institutions throughout our nation as a
result of these adverse conditions.

Fortunately, as a result of the adoption of Section
936 in 1976, which dllowed electing corporations to derive up
to 50% of their income from qualified possession source
investments, a substantial pool of so-called Section 936 funds
began to accumulate within our financial system. This pool of
money initially found its way into very short term deposits
with the island's largest commercial banks. However, in orier
to spread the economic effect of these funds throughout the
economy, the Puerto Rican GCovernment enacted regulations
designad to force bpnks and other financial institutions to
invest these funds in certain "eligible" activities, one of

which is housing. Brokers began to make available part of
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these low cost funds to thrifts £hrough repurchase agreements.
By March of this year, approximately $1.1 billion of low cost
Section 936 funds had been made available to the island's
twelve thrift institutions through this mechanism.

In addition to receiving these funds through
repurchase agreements, thrifts were able to issue longer term
debt obligations secured by the Federal Home Loan Bank of New
York or the Federal Savings and Loan Insurance Corporation
directly to Section 936 corporations at very favorable interest
rates. Since 1982 more that $700 million of lower cost, longer
term financing has been provided to Puerto Rico's thrift
institutions directly by Section 936 corporations. A new
program of the Federal Home Loan Bank of New York qgarantees
deposits made by Section 936 corporations in Puerto Rican
thrift institutions. More than $125 million has now been
deposited under this program with terms of up to three years.

The effect of this lower cost source of funds on the
operations of Puerto Rico-thrifts has been remarkable. Unlike
the mainland experience, Puerto Rico experienced no failures
among its thrift institutions, although three institutions were
acquired by healthier associations. The 1.5% to 2%
differential between the cost of Section 936 funds and the
average cost of funds from other traditional sources represents
an additional $18 to $22 million dollars for our industry. In
1984 this differential represented the difference between a net

combined profit of $16.3 million and a $5.1 million loss.
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In First Federal's case, the availabiljity of
substant:ial Section 235 financing together with federal help
and fundamental changes in management policies, have
strengthened the institution to the point where it has
consistently operated at a profit during tﬁe past thirty
months. Our institution is the first thrift institution to
begin repaying both the principal and interest on the
assistance provided by the Federal Savings and Loan Insurance
Corporation. The unavailability of Section 936 funds would
have made the recovery of our industry in general and of First
Federal in particular, that much more difficult, if not
impossible.

I would like to turn now to the effect which. adoption
of either of the changes to Section 936 set forth in the
President's Proposals or in the Joint Committee Proposals would
have on Puerto Rico's thrift industry.

The elimination of Section 936 as proposed under the
President's Proposals would abolish outright the Section 936
funds market. No new Section 936 financings would be possible
for thrift associations which would be forced to replace these
funds with hi}her priced deposits or loan advances from the
Federal Home Loan Bank. Taxation of one half of the passive
income as proposed under the Joint Committee Proposals would -
produce the same result with one aggravating factor. Most of

the Section 936 financings contain an "adverse tax law change"
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clause in their indentures which allow the noteholders to put
the cbligations back to their issuers in the event of such an
adverse tax law change. Taxation of one half of the passive
income would triager such a clause in many of these
financ'ings. If enough of the outstanding notes are put back to
the issuers, the strain on the liguidity of cur thrifts woula
force them to turn to the Federal Home Loan Eank or to the
tederal Savings and Loan Insurance Corporation for assistance.
;ome institutions may not be salvageable under those
circumstances and would force the latter federal agency to
liguidate them ;nd absorb substantial losses.

In addition to the potential loss of the Section 936
debt financings, our thrifts would lose other diresct Section
936 deposits and repurchase agreements thereby increasing the
pressure on their liquidity and solvency. Furthermore, thrifts
would face a loss of non-Section 936 deposits as a result of
the interest rate war that is sure to ensue as commercial
banks, thrifts and other financial institutions rush to replace
the loss of Section 936 funds. Commercial banks, 44% of whose
deposits are Section 936 funds, can afford to pay higher
interest rates on their deposits since the nature of their
assets allows them to adapt quickly to changing interest rate
environments. Thrift institutions, on the other hand, which
have the bulk of their assets in fixed return long term

mortgages, will not be able to afford to bear the higher cost
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of money without incurring a substantial erosion in their
earnings or even rec“rninq-to operating at a loss. In any
event, the future for the thrift industry in Puerto Rico,
should Section 936 be amended as proposed, would be very bleak
indeed.

The ultimate victim of such adverse consequences would
be the Puerto Rican consumer. He would be faced with a
substantial vreduction in the funds available for borrowing, and
those would be available only at sharply higher interest rates,
perhaps out of his range of affordability. The increased cost
of housing funds would similarly put new housing out of reach
for many potential homeowners. The already restricted housing
industry would be reduced further thereby dealing another
potentially fatal blow to the reeling construction sector.

Reduced economic activity may render unprofitable the
operation of branches in smaller towns, thus forcing their
closing. The contraction in lending would lead to the
inevitable retrenching and laying off of personnel within our
members. -

Current Government of Puerto Rico regulations require
depository institutions to invest 20% of their average monthly
Section 936 deposits in obligations of the Government of Puerto
Rico, its agencies or municipalities. Over $2 billion of such
Puerto Rican government obligations are presently held by

depository institutions on the island, a factor which has both
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strengthened the market for said cbligations and reduced the
cost of borrowing by the island's government. As Section 936
deposits are withdrawn, depository institutions would be free
to sell their holdings of Puerto Rican government obligations
in order to relieve the atrain on their liquidity. The )
pressure to sell these secur.ties would tend to depress their
price hence generating additional pressures to sell in order to
avoid further logs. This'loss of support would cause a sharp
increase in the cost of borrowing by the Government of Puerto
Rico. This in turn would probably slow down considerably
future expenditures for capital improvements by the Government.

Government utilities such as the Puerto Rico Electric
Power Authority, the Puerto Rico Water and Sewer Authority and
the Puerto Rico Telephone Company would also be expected to
experience reductions in revenues as departing Sect}on 936
companies no longer need their services. These reductions in
revenues would further erode the credit rating of Puerto Rican
government obligations. As Section 936 companies left the
island, municipalities would face a loss in busiqess taxes and
a reduction in property tax collections due to the general
economic contraction which is sure to follow. These would
further strain their capacity to service their obligations and
to meet the needs of the rising number of unemployed, which

already hovers around 23% of the labor force.
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It is not my style to sound like a Cassandra and paint
an unrealistically bleak picture. Our members and I genuinely
share the belief that the chang-s recommended by the
President's Proposals or thie Joint Committee Proposals would
unnecesarily wreak great havoc upon our financial industry and
would spread despai; and hopelessness amohg the 3.2 million
American cit}zens of Puerto Rico.

I should briefly like to point out two further flaws
in the President's Proposals which w;uld produce significant
adverse effects on our industry. First, they do not make the
proposed wage credit applicable to non-manufacturing
operations. This would have the effect of rendering all
federally chartered thrift institutions taxable by the federal
government. Currently, many of these institutions qualify for
the income based credit of Section 936, although they pay taxes
to the Puerto Rican government. Taxation by both the federal
and Puerto Rican governments would result in higher operating
costs for federally chartered thrift institutions and would
hinder their ability to compete with locally chartered
institutions which are not generally subject to federal
taxation. -

Second, they would eliminate the special 80/20 rules
under Section 861 which allow interest paid to residents of
Puerto Rico by federally chartered institutions on the island

to be exempt from federal taxation. These rules genevally
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provide that interest paid by a U.S. domestic corporation shall
not be subject to federal taxation if the corporation making
the interest payment earned not more than twenty percent of ite
income from sources outside the United States. Because
federalli-charCered thrifts in Puerto Rico are deemed to be
United States domestic corporations, interest paid by them
would, but for the special rules of Section 861, be subject to
federal taxation. The President's Proposals would abolish the
special rules thereby rendering federally taxable interest paid
to Puerto Rican depositors. [ can assure you that if this
obvious oversight is enacted into law, there would be a massive
shift in deposits from federally chartered institutions to
locally-chartered institutions in ovder for local depositors to
avoid federal taxation. It would also force all federally
chartered thrifts on the island to convert to locally chartered
status.

I would like to close by reminding you that Section‘
936 has been and continues to be the most effective and
successful economic development incentive which the Congress
has granted Puerto Rico since the Stars and Stripes first
landed on our southern shores 87 years ago. United States
citizenship, which was extended to Puerto Rico during the
terrible war years of 1917, carries an implied promise of
economic improvement for all. Section 936 has made that

implied promise a reality for all American citizens of Puerto
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Rico. It vepresents not another federal handout, but a strong
development incentive that has provided direct and indirect
employment for over one third of our labor force. To dash the
hopes of those who have found their Liyelihood and their future
in the hundreds of Section 936 companies which are thraiving
throughout our island, would deal a cruel blow to their faith
in our American way of life. it wouid send the wrong signal to
our neighbors who encircle this emerald Caribbean Sea, who
would come to understand that American citizenship is valueliess
if you happen to live in a poor, desperate island. It would
strengthen the hand of our enemies who would stand to gain from
our misfortune.

The time has come for this 99th Congress to revalidate
the wisdom and generosity shown by the 94th, when by enacting
Section 936 it fulfilled *he basic r.oumise of American
citizenship - the opportunity to forge a better futufe for all.

Thank you.
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INTRODUCTION

The last few months have seen a number of new studies on
Section 936 of the U.S., Internal Revenue Code, which provides tex
exemption to subsidiaries of U.S. firme operating in Puerto Rico.
The passive income provisions of this legislation have been
iargely ignored in this new research.

Now that the staff of the Joint Committee on Taxation has
proposed a tax on this income, it 18 appropriate to examine the
pros and cons of maintaining the current tax exemption for
passive income, We will show that e& number of changes in Federal
and local government policies over the last few years have been
increasing the effectiveness of ﬁhiu tax exemption as an economic
development tool for Puerto Rico. At the very moment when
Congress 18 considering the modification of this provision, it 1§
accomplishing 1ts intended goals more effectively than at any i
time in the paet.

This study will be organiged in the following way. Chapter I
will present the history and background of the passive income
provisions of Section 936. It will also discuss the changes 1in
policy which have combined to improve the effectiveness of this
tax incentive. Chapter II will discuws the specific proposal
which the Committee staff has made to modify existing -4
legislation, and will show how 1t would affect financial markets
in Puerto Rico. It will also evaluate the overall bf{égts of the :
proposed measure, both on the Puerto Rican economy pha on :

revenues for the U.S. Treasury. Finally, it will explore in
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great;r depth the effects which the measure would have on one
particular financial sector: the Federally chartered thrift
institutions in Puerto Rico. It will conclude that the proposal
would impose severe dislocations on financial markets in Puerto
Rico, without making any significant contribution towards solving
the revenue'shorttall of the U.S. Treasury. A brief overview and

summary will condlude the study.
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CHAPTER I:
BACKGROUND ON THE TAX EXEMPTION POR PASSIVE INCOME

(1) Historical Summary

The origins of the ?edercl‘tax exemption for passive income
earned in Puerto R1¢o go heck to the early postwar years, when
Seotion 931 instead of Section 936 governed investment incentives
for that island. Under this older system, a U.S. manufacturing
subsidiary operating in Puerto Rico could shelter its profits
from Pederal taxation only by liquidating and bringing-its
accumulated proriti back to the U.S. Usually, this was done after
ten years, the normal period which the Puerto Rican government
provided for exemption from igland taxes at that time.

While accumulating profits for future tax ~ free return to
the U.S., firms operating under the old Section 931 tax regime
could -- and often did -- invest their funds anywhere in the
world. The only restriction was that at least 50 percent or.the
firms' income had to come from the business which it carried out
on the island. Thus, although the passive investment income
brought no economic benefits to the Territories, 1t was still -
sheltered from PFederal taxes.

The comprehensive tax reform of 1976 brought significant
changes in the Pederal tgxhinoentivco for investment in the U.S.
Territories. Section 9361 as part of this reform, was intended to
tie Foederal tax exemption more closely to measures which would

promote the long - term economic development of Puerto Rico. This
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Background

reform restricted tax exemption on financial investments to the
income from assets in Puerto Rico which financed some type of
economic deveiopment on the island. This measure led the
companies operating in Puerto Rico to move their invested funds
to the island on a massive scale, in order to preserve the
Federal tax exemption on the interest they earned.

At the same time as it defined which sources of passive -
-income could qualirf for Federal tax exemption, the Congress also
permitted 936 companies to remit profits back to the U.S. each
year as they were earned, while atill preserving their Pederal
tax exemption, Of course, certain other conditions had to be met
to quality‘tor this tax exemption. But together, these two
provisions significantly increased the incentives which the
Federal government granted for private businesses to undertake
investment in Puerto Rico.

When the TEFRA revsions of Section 936 were undertaken in
1982, Congress again tightened the passive income provisions of
the orginal law., It reduced the maximum proportion of tax - free '
corporate income which could come from passive income, in five
percent annual increments, from fifty to thirty five percent,
Also, it further restricted where eligible investments could be
located.

Shortly after Section 936 was passed in.1976, the Government
of Puerto Rico also put into placé a comprehensive reform in its
own tax code, as well as its regulations. These changes were

intended to improve on the benefits which the U.S. legislation
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would provide to the local economy. One significant change was to:
add a so - called "“tollgate tax" on repatriation of 936 profits
to the mainland. This was set at a basic rate of ten percent, but
this rate could be lowered 1f the funds remained on the island
for a substantial period of time. Besides providing some
additional government revenue, this provision increased the
differential in interest rates between the two areas as a result
of the tax exemption on investments of accumulated profits by the
936 corporations.

The Puerto Rican government also freed from local taxes the
income from a variety of other financial assets which contribute
to Puerto Rico's economic development. These, which are listed in
the Industrial Incentives Act of 1978, include housing mortgages
' and mortgage backed securities, Puerto Rican government bonds,
business and construction loans, and rental fees from public
buildings, as well as deposits in local banks which g;o used to
* finance similar development activities. The U.S. Treasury has
generally accepted this same classification of eligible
activities for purposes of determining which types of passive
income are eligible for Federal tax exemption,

The 1island government also took other measures to increase
the lgcal economic effects of the Federal tax exemption on
reinvested profits. Local government bonds, of course, were
eligible for interest tax exgnptlon from the.besinning. In
addition, banks recoiviyg do;oaltl from the 936 companies were

required to deposit ten peréént of these funds with the
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Government Development Bank of Puerto Rico, the agency which
managea the external borrowing of all Puerto Rican government
agencies and public corporations.

To summarize, the basic rationale for making income from
Puerto Rican investments tax exempt was to provide a low - cost
source of funds to the island financial system. This, in turn,
would reduce the costs of borrowed funds to finance local capital

formation and to accelerate economic growth on the island.

(11) Improvements in the Punctioning of the 936 Pinancial Markets

As we have already showed, almost as soon as the Federal
legislation was passed the Puerto Rican government took some
preliminary steps to see that the benefits of tax exemption would
be passed on to residents of the island. Still, neither Federal
nor local officials appear to have given serious thought at the
outset to the problems of fitting such a novel investment
incentive into a conventional banking system which -- initially,
at least -~ was not well designed to use 1t fully.

But gradually, over the period since the system was
introduced, a series of innovations have been making the system
more competitive and better adapted to passing the lower cost of
funds through to the ultimate borrowers. The Puerto Rico Treasury
has made scme of these changes; the Federal government has made
others; and the pbivace sector others still. The overall result
is a financial system which functions very differently from the
one in place 1in 1976 when Section 936 was first applied to the
101&nd.’
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~ =Noncompetitive Interest Rates-

What were some of the problems which appeared in the early
years of the 936 system? First, in the absence of tight local
reguletibns there was a tendency for panks receiving low coat 936
deposits to arbitrage them, temporarily lending them out at
higher interest rates in other financial markets off the island.
This problem was solved by a serles of progressively more
stringent regulations by the Puerto Rico Treaaﬁry Department,
requiring banks %o move increasingly towards matching "eligible"
loans (i.e. loans which contribute to the economic development of
Puerto Rico and therefore qualify for making interest income
exempt from Pederal tax) with 936 deposits and providing detailed
reports on each of these categories.

Even with this change, however, the system often failed to
show the full interest rate differentlal compared to the
Eurodollpr market which would be expected from the tax - exempt
status of the securities and bank deposits. These problems arose
partly from the basiocally oligopolistic nature of the 936
transactions, In a nutshell, there were too few buyers and
sellers for & smoothly functioning competitive market, Beyond
this, the system tended to operate with an excess of eligible
investments over available funds at any given time, and the cost
of 936 funds was substantially below that of other sources of
borrowed money. This tended to make the larger banks compete
vigorously for deposits and kept the rates on deposi’s relatively
high. .
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How has the local Treasury Department overcome this problem
in order to lower the cost of funds to the banks? In April, 1984
the agency adopted a new regulation which penalized dbanks for
paying more than 64.9 percent of the Eurodollar rate for .he
deposits of the 936 companies. Treasury estimated that this was
the relationship which shodld prevail between 936 certificates of
deposit and outside interest rates if tax rate differentials were
the only factor affecting the differential in interest rates. The
penalty which banks would have to give up for paying higher rates
of interest on their 936 deposits was to make more than $1.00 of
loans in activities eligible for 936 tax exemption for each
dollar of deposits °°°€?§99”§E FP°4@;§?€T yates. And the higher
the interest rate, the greater the amount or\iending which would
have to be undertaken per éollar depoaited.

This new regulation has been very effective in lowering the
rates which banks pay the 936 companies for their deposits. In
doing 8o, it may also have increased the amount of funds which
the corporations have repatriated to the mainland and kept the
amount of deposits in line with the amount of lending activity
which the banking system can support at those interest rates. The
oompet1t1657}o;7936”a;p;si¥§”£5543100 greatly increased the
degree of competition among Puerto Rican banks for construction

and commercial loans.

-Uneqﬁal Access to Funds-

Another problem in the 936 financial markets has been the

tendency of these funds to be concentrated in a reduced number of

7
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very large banks. The treasurers of the 936 companies prefer the
security of large banks, and kept most of their funds at short
term in a handful of the largest banks on the island: Chase, the
Bank of America, and Citibank. Initially, at least, the locally
owned banks received relatively few of fﬁeae deposits and the
thrift institutions none to speak of. Yet paradoxically, it is
these smaller financial institutions which, through £he1r
speclalized knowledge and relationships with local clients, are
best suited to stimulating the type of local business development
which the tax exemption on passive income was intended to bring
about. ’

Several factors have been combining recently to change this
situation. The first change was a liberalization of local
government regﬁlationa which took effect in Pebruary, 1982. One
provision of this regulation required a minimum proportion of
kank deposits to be lent out in the form of morbgages for new
housing. But the most important change in 1982 was to permit
brokers for the first time to act as intermediaries in the 936
' financial markets.

This change opened up a ohannel-through which the smaller
commercial banks and thrift institutions could gain access to the
936 deposits of large corporations -- although at very short
term, and with somewhat higher interest rates than the larger
commercial banks. The mechanism by which the brokers "spread out"
the 936 funds through the financial system was the s¢c ~ called

"repo®, or repurchase agreement. This involves the sale of a 936
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security to a smaller institution, with an agreement to buy 1t
back at a later time -- in effect, a _short - term loan. The
purchase and selling prices are arranged to provide a reasonable
rate of interest to the "lender". The transaction carries little
risk, as the security itself can serve as collateral.

Since brokers were permitted to enter actively into the 936
financial market these types of transactions have become a very
popular way for tpe smaller financial institutions to gain
additional funds at a relatively low cost. The U.S. Treasury's
Pifth 936 Report shows that the amount of broker lending in
activities eligible for 936 tax exemption increased from $ .9
billion to $2.0 billion between Pebruary., 1982 and April, 1984,
As of March, 1985 the 1sland's twelve thrift institutions alone
held approximately t}.x billion in repurchase agreements, many of
which undoubtedly came from brokers.

Another recent initiative goes even farther towards
redressing the unequal access of large and small banks to 936
funds. Recently the Federal Home Loen Bank of New York has agreed
to guarantee the deposits of 936 companies in Puerto Rican
Savings Banks. This program has already gone into effect, and
about $125 million in 936 funds have been channelled into the

local thrift industry., with deposit terms up to three years -- o
much longer than is generally available to other financial
1n$t1tutions which sccept 936 deposits. The Federal Home Loan
Bank has also guaranteed Qﬁ;s,ﬂ‘q}}lipg_;g_ggrgugggﬁfapital notes

issued since 1982 by its member banks and purchased by 936
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companies. This change should improve the competitiveness of the
thrift institutions by putting them on an equal footing with the

commercial banks in their access to 936 funds.

~New Uses for 936 Punds-

The Hernandez - Colon administration in Puerto Rico, which
came to power in January, 1985, has placed considerable emphasis
on finding socially productive uses for 936 funds which market -
oriented private investors would normally not seek out. One
example of this type of initiative 1s a new Mortgage Investment
Trust, which is designed to channel 936 funds into low - income
housing.

One reason why 936 funds have not been used extensively to
finance housing in the past 1s that company treasurers,
proccupied with the security of their principal, have invested
_their funds largely in short - term certificates of deposit in
the larger banks. Generally speaking., however, banks are
reluctant to make very long term loans such as mortgages which
 are backed only by short - term deposits.

The Mortgage Trust would solve this problem by providing a
speclal fund, guaranteed by the Government Development Bank of
Puerto Rico, to accept longer term deposits from the 936
companies and to relend these funds for special programs to
finance low cost housing construction. In August, 1985 the
Nortgage Trust sold $220 million in mediunm term notes to 936

companies. The proceeds of the sale are being used in part to

"55-630 0 - 86 - 13
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finance mortgages onAS.OOO to 5.000 houeing units, Part of the
funds are also being used to finance the purchase of a tero
ocoupon bond which will eventually repay the principal of the note
issue. The Government Development Bank 1s also planning to use
936 funds to help finance the establishment of a new “development
bank", intended to foster the growth of locally - owned and
operated businesses, But the details of this plan had not yet
been made pudblic when this was written.

The Government Development Bank of Puerto Rico has also
developed a special program to make loans on csncesslonary terms
to finance joint production projects involving Puerto Rico and
other Caribbean islands. These projects generally involve
production sharing arrangements, in which the labor - intensive
components of a production process are carried out in low - wage
countries such as Haiti or the Dominican Republic, while the
skill - and capital intensive parts are performed in Puerto Rico.

The Bank will make these concessionary loans using the 936
funds which banks receiving these deposits &re required to place
in that institution. These deposits totaled $961.1 million in
May. 1985. Of course, only the Puerto Rican component of a "joint
production® or "twin plant" arrangement could be financed in this
way. However, the program will frequently provide capital for
these types of ventures on more favorable terms than would be
available in other Caribbean countries, or through conventional
bank lending on the mainland, This program is only now beginning,

and only a couple of loans have beunincde thus far. However, the
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Government Development Bank expects it to create a substantial
number of jobs in Puerto Rico in coming years.

Agriculture is another area in which 936 funds were
relatively little used until recently. Puerto Rican agriculture
is dominated by small, famlly operations which may not de able to
qualify for commercial loans under the conventional guidelines
used by most banks. Evaluating loan applications from island
farmers requires, in addition, a degreee of specialized knowledge
of farm management which most bank lending officers do not have.
For these reasons, among others, private markets had not
functioned well in passing on the cost savings from 936 funds to
the agricultural sector. ‘

’ Recently, however, an innovative program in the private
sector has also begun channelling 936 funds into this area. The
Farm Credit Bank of Baltimore has sold $150 million in notes to
the 936 companies for purposes of agricultural lending. These
loans will be offered roughly 1.5 percent below the interest

rates which farmers have previously had to pay for credit,

-Sunmary-
When 936 was first put into place in the late 1970's,
financial markets on the 1sland were not set up to fully pass
through the benefits of these low - cost funds to island
businessmen and consumers., However, thia situation has been
changing rapidly, especially during the past three years. A
number of institutional changes have greatly improved the

functioning of this market. These include better regulation by
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the Puerto Rico Treasury to hold down the cost of 936 funds to
the banke, broker activity and PHLB guarantees to make funds more
readily available to swaller, local baniks and to thrift
institutions, and innovative private and public programs to
finance activities in areas not previously reached by the 936
market. Increasingly, then, the 936 market has come to play an

1np6}eant role in Puerto Rico's economic development.
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CHAPTER II:
THE CONGRESSIONAL PROPOSAL AND ITS POTENTIAL EPFPECTS

The most recent proposal for reform of Section 936,
formulated by the Joint Tax Committee of Congress, would place a
tax of fifty percent on passive income earned by 936
corporations. In this section we will first examine what effects
this change would have, in combination with other changes also
prop;;od for the comprehensive tax reform bill, Later, we will
survey its potential effects on financial innovations in the 936

market, which we discussed in Chapter I.

(1) Generalized Effects

By taxing part of the return from 936 deposits, the proposed
legislation would reduce the effectiveness of Section 936 in
stimulating long - term development in Puerto Rico. As we stated
in the previous chapter, the tax exemption on interest from local
financial assets created a differential between the interest
rates on funds available_to the local banking aystem and those
paid on outside funds. After certain reforms carried out by the
island's Treasury Department, the rate paid by island banks on
certificates of deposit has fluctuated in the area of 70 to 75
peroent of the Eurodollar rate on equivalent assets. In this v;y.
this provision has permitted companies operating on the island to
inject low - cost funds into the island finanoial system,

increasing the corporate benefitc to the local eoconomy.
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The new proposal would effectively remove most of this
interest rate differential -- and with 1t, the economic benefits
provided by the tax exemption on passive income. Experts on the
936 financial market calculate that under this proposal the
nominal interest rate on 936 deposits would rise from the current
70 percent to approximately 90 percent of the Eurodollar rate.
And even at this higher level, it is questionadble whether the
after tax returq in Puerto Rico would be sufficiently above what
is avalilable elsewhere to justify the subjeotively perceived risk
in leaving the funds on deposit in Puerto Rican bdbanks,

Why should the differential decrease by more that half if
the tax is fifty percent? The answer is that the tax reform
proposal would not only tax Puerto Rican passive income, but would
also reduce corporate tax rates, thereby cutting into the gap
between taxable and tax - free rates of interest.

Specifically, based on an 8 percent Burodollar rate the
current nominal interest rate paid by Puerto Rican banks on short
- term 936 deposits would be in the area of 5.6 percent, or 70
percent of Eurodollar., After fhe change, the rate would rise to
at least 7.6 percent, or 90 percent of Eurodollar, However, when
these kunds were repatriated the company would have to pay 17.5
percent in Federal taxes, reduoing after -'tax yield by 1.33
percent (based on an assumed mainland corporate tax rate of 35
percent). In addition, the company would have to pay a ten
percent Puerto Rico tollgate tax, reducing after - tax-yield by
another .76 percent. The net yield, at 5.51 percent, would barely
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exceed what the company could earn by repatriating the funds,
paying the full corporate tax on the earnings, and investing them
in some asset similar to Eurodollar deposits.

Is 1t plausible to expect that companies would maintain
large deposits in Puerto Rico 1f the returns off the 1sland were
virtually equivalent? In answering this question one must
remember that Corporate Treasurers are generally very reluctant
to einter into transactions which involve the slightest risk of
loss. And repeated attempts ty Congress and the Treasury to amend
Section 936 have planted substantial doubts in ‘the minds of
Puerto Ricans concerning the future solidity of U,S. support for
the 1sland. Reminders of these doubts appear almost daily in the
local Spanish language press, and cannot help but color the '
thinking of local 936 executives, however tenuous the evidence
supporting these speculations might be. In the past, we have seen
repeated examples of situations in which U.S. investment follows
the flag. And financial investments are th¢ most volatile and
sensitive to shifts in the political winds.

Both numerical calculations and psychological considerations
therefore lead to the same conclusion: a massige withdrawal of
936 funds from the Puerto Rican financial ayat;m is likely to
ocour if Congress passes the proposed 50 percent tax on passive
income. Since the vast majority of 936 deposits have less than
three months maturity, this shift of funds could occur quite
rapidly. And given the psychological climate currently prevailing
in Puerto Rico, it is certainly possidle that additional capital



388

Proposal and Effects - /

flight from the island woq;d follow,

Why did these same results not follow when Congress last
changed tax provisions on passive income in 19827 The 1982 change
was fundamentally different in that 1t did not involve a tax on
all interest earned in Puerto Rico, but rather a reduction in the
maximum proportion of total tax - free Puerto Rican income which
could come from passive sources. For this reason it did not
affect the spread between local and outside interest rates
(except temporarily, when deposits were removed from the banking
system) and it maintained incentives for 936 companies to keep
their deposits on the island., Thus, the fact that a massive capital
flight did not ocour in 1982 is no indication that such a result

would not ocour with the passage of this new propossl.

(11) Bffects on Spescific Sectors and Programs
-Gains to the Pederal Treasury- .

Would the gains to the U.S. Treasury be surficient to
Justify this wholesale dislocation? Clearly Treasury would
collect relatively little on the passive income tax itaself, since
the deposit base on which this tax is assessed would be
drastically reduced, But if the funds were repatriated to the
U0.8,, they might be reinvested in other securities on which some
tax would be collected in the future, In this sense, the measure
would produce revenue for the Federal government. But this
reasoning essumes that the funds displaced from Puerto Rico would
be repatriated to the U.S. rather than being moved to some other
location. Most 936 dipoaitc are held by large, multinational
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L
corporations with extenaive worldwide operations. A true estimate
of the revenue errect,_ay would therefore have to be based on
careful study of returns to corporate funds in different areas.
" It 1s not clear whether these factors were considered in ’
¢ estimating the revenues.which Congresa hopes to gain from the

measure,

~-Effecta~pn the Island Banking System-
i "There 18 no quu;ion but that this change would cause
massive disruption in $he Puerto Rican financial system, since
roughly forty percent of the island's bank deposits are made up
qrmgss funds.. And alearly a loss of deposits on the scale of a
l"IJQI‘ loss ;>f 936 ’depo;oite would set off a war among local banks
f;)r other types of deposits. The losers in this war would have to
turn to expenasive, short -~ term money to replace lost deposits,
‘or ﬁegin to sell off some of their assets to raise cash., The
ruu;*t would be a sharp rise in the cost of funds to the local
banking‘,sntun and a oonsiderable inorease in the interest rates
charged to local borrowers.

It is perfectly possible that some of the weaker banks or.
thrift {nstitutions could become insolvent in this situation.
Since both commercial banks and thrift institutions 1r;' Puerto
Rico are PFederally insured, this change could aleso affect U.S.

deposit insurers.
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=Effects on Puerto Rican Government Programs-

A sharp reduction in 936 funds invested on the 1sland would
raise the debt service costs of the government, since the value
of Puerto Rican bonds would be reduced and the cost of ralsing .
funds with them would increase. In addition, the change would put
in jeopardy some new programs guarantsed by the government, such
as the Mortgage Trust descrided in the first chapter., This,
combined with the effect on the thrift institutions described
below, would also affect a&veracly the housing market on the
island. It 1s probable that the Caribbean "twin plant® lending
program would have to be sut back; some other programs such as
the new development bank might have to be abandoned completely.

The change in the tax treatment of interest income could
also affect other programs involving the past sale of 936 notes,
such as the FHLB guaranteéed notes of the Puerto Rican thrift
institutions and the private sector note issue for agricultural
finance, Since 1982, island thrift institutions have issued a
total of $635.8 million in term and capital notes guaranteed by
the Federal Home Loan Bank and sold to the 936 companies. And the
farm credit program descridbed earlier involved an additional $150
million. Here, mucsh would depend on the precise wording used in
the legislation.

~Effects on Island Thrift Institutions-

Puerto Rico's financial system includes a dozen Pederally
regulated thrift institutions, with $4,8 billion in combined
assets and $2.9 billion in loans and mortgage - baoked
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securities. These financial institutions passed through the same
period of difficulties as mainland thrifts during the late 1970's
and early 1980's. These problems had the same basic causes in
both cases: a rapid rise in the cost of borrowed funds, combined
with fixed returns on money lent out. This cost "squeeze" was
basically due to the large amount of mortgage finance undertaken
by these institutions.

Unlike the mainland experience, however, Puerto Rico
experienced no failures among its thrift institutions during this
difficult period. This positive development was due at least in
part to the availability of low - cost 936 funds, although
advances from the Federal Home Loan Bank were also an important
factor in the survival of some Puerto Rican thrifts. Although the
island thrift industry has been restructuring its operations
rapidly since the last period of high interest raeoa.‘ic could still
be vulnerable to rapid increases in th; cost of its funds, and
way remain so for several more years.

At the same time. the Puerto Rican thrift institutions can
now play a more positive role than waa possible before in
spreading the benefits of 936 funds throughout the Puerto Rican
economy, Puerto Rican thrift inatitutions were affected in the ,
same way as mainland thrifts by phe recent deregulation moves by
Congress. They are taking full advantage of their ability to
engage in commercial and personal lending activities. But unlike
the large, mainland banks which have traditionally been the main
recipients of 936 funds, the thrift institutions are best

D
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positioned in the local credit market to aid small, locally owned
businesses and professional people. They are also meaintaining
their traditional role as mortgage lenders, though to a lesser
degree than in the past.

Now that thi Pederal Home Loan Bank is guaranteeing 936
deposits in €hdn§5£noticuetono. they ocan compete for commersial
loans on an equal footing with the larger institutions. This
change should greatly increase the competitiveness of oredit
markets in Puerto Rico and expand the range of benefits which the
tax exemption on interest income can provide to the local
esonomy. Because of the tight regulations imposed by cﬂé Puerto
Rican government, these newly aocquired 936 deposits must be used

to finance aotivities which benefit the Puerto Rican economy.
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We have seen throughout this study that the 936 financial
market has been going through a remarkable evolution during the
last few years. New local government regulations have locked in a
substantially lower cost of funds to the local banking system.
New intitiaves by the Pederal Home Loan Bank, combined with the
deregulation of the thrift institutions by Congress, have
brought these banks into the 936 financial nifzgm on a
substantial scale for the first time. And the private sector has
begun extending 936-based oredit to local agriculture on a
substantial soale. !

In addition to these changes, the new government of Rafael
Hernandez Colon is pushing forward a series of innovative
programs which would extend 936 finanoing to low - income housing
and to jJoint production projects with other Caribbean countries.
This finanoing would also be used as the basis for establishing a
new development bank to finance locally based commercial and
industrial projects.

Taken all together, the extent of these changes in the 936
flanoial market 1s subatantial. These changes have a clear
promise of increasing the benefits which Section 936 provides to
Puerto Rico. Many of them are also quite recent, and have not
been covered the the periodic Treasury reports on the
functioning of Seotion 936.



394

Summary -

Given all this, it would seem reasonable for Congress to
'provide additional time tn evaluate these numerous changes and
experiments before reaching a2 final decision concerning this tax
provision, This 1is espeocially true when one considers that the
gains to the Federal budget from reducing the tax exemption on
passive income are small and uncertain. Section 936 has always
had goals whioh are different and longer - term in nature than
most special tax provisions which Congress has provided for
partioular industries or sectors, Its goal 1s the socioceconime
development of an entire 1sland which only thirty years ago was
dompletely underdeveloped.

The modifications to Sestion 936 which are now being
considered would do more damage than simply disrupting financial
marketa and oreating circumstances which invite reorganization or
outright fallure among the weaker financial institutions..They
would also undo the efforts of many individuals and institutions,
undertaken over many years, to build a financial system which
will provide widespread benefits throughout the Puerto Rican
economy. And most of all, they would provide one more reason for
Puerto Ricans and their Caribbean neighbors to question the long
~ term commitment of the United States toward protecting and

developing the 131and.
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INTRODUCT IO

The National Association of State Utility Consumer Advo-
cates (NASUCA) is composed of officials in 34 states and
the District of Columbia who are directed by law to repre-
_sent the interest of consumers of regulated public utility

services before state utility commissions.

As a result of their direct involvement in literally bil-
lions of dollars worth of utility rate cases throughout the
United States, NASUCA members have had an opportunity to
review financial data of utilities and to become informed
about various tax matters affecting utility ratepayers.
NASUCA welcomes this opportunity to express its ;iews to
this Committee. The President's proposed Federal income
tax reform would have a substantial effect on the Federal
tax liability of public utilities and, therefore, ultimate-
ly on the ratepayers who bear the costs of the federal
income taxes in their rates.

We do not have the time to address all facets of the Pkeai-
dent's proposal which affect the utilities' tax liability;
nor, is it absolutely necessary. Therefore, we are not
addressing issues such as the reduction of the corporate
tax rate and the repeal of the investment tax credits.

Instead, we would like to bring attention to five aspects
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of the President's tax proposal which would significantly

affect the ratepayers whom we represent.

Three of these considerations are a result of language in
the proposal: Excess Depreciation Accruals, Capital Cost
Recovery System, and Partial Deductibility of Dividends.
Two of the considerations, Deductions for Nuclear Power
Plant Decommissioning COsés and Elimination of Mandatory
Tax Normalization, are currently not parts of the tax re-

form proposal, and we recommend that they be.
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Excess Depreciation Accruals

If the maximum corporate tax rate is reduced from 46% to 33%,
a significant excess accrual will result in the utilities'
deferred tax accounts. This results because the deferred
taxes associated with accelerated depreciation were
established at the 46% rate and the reduction of these
balances would have occurred at the same rate. The deferred
taxes result from accelerated depreciation claimed for tax
purposes being higher than the straight-line depreciation
claimed for book purposes, Conversely, when the
straight-line becomes higher than the accelerated, the

deferred taxes are reduced.

However, the deferred balances would now be reduced at the

33% rate, with the result being Jmé the utilities would not
have to flow back these deferred taxes to the consumers in
the same manner they were collected. In other words, the
‘utilities would be able to keep their deferred taxes for a
longer period of time and absent some form of special
treatment could retain the accrued deferred taxes

indefinitely.

The President's proposal recognizes this "windfall benefit"
and as a result prcovides that 40% of the excess depreciation
taken between January 1, 1980, and July 1, 1986, should be

included in income -over a three-year period. (It is the
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deferred taxes on the excess depreciation which will actually

be amortized to income; not the excess depreciation.)

We support this aspect gf the President's proposal as the
minimum treatment which should be afforded the excess
deferred tax accruals. The ratepayers have borne the cost of
the tax deferrals in their rates at the 46% rate, If the
rate is lowered to 33%, then the portion of the deferrals
which relate to the 13% rate difference should be immediately
provided to the ratepayers. The remaining deferred tax
accruals will be included in income based upon the 33% rate
in the same manner they would have been at the 46% rate. The
utilities should not be permitted to beneiit by holding on to

these deferrals which have been paid for by the ratepayers.

Further, we note that the President's proposal does not
address the remaining 60% of the excess depreciation taken
between January 1, 1980, and July 1, 1986. Neither does it
address the excess depreciation taken prior to 1980. It is
important to remember that accelerated Aepraciation has been
permitted since 1954 and as a result significant excess
depreciation which results in significant defecrred tax
accruals could be associated with the pre-1980 excess
depreciation. ’

H

We\urqe that the proposal be modified to allow the excess tax

deferrals which originate because of the reduction in the
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maximum corporate tax rate to be returned to the ratepayers
who have borne the costs in their rates over the proposed

three-year period.

Capital Cost Recovery System

We are neither supporting nor challenging the proposal to
abolish the accelerated cost recovery (ACRS) and replacing it

with the capital cost recovery system (CCRS).

Our major concern in this regard is that Congress allow the
state regulatory commission to determine the appropriate
ratemaking treatment which should be afforded the differences
between taxes paid and taxes expensed which results from the
use of CCRS depreciation for tax purposes and strgightLline
depreciation for book purposes. We believe that the state
regulatory commissions and the state consumer advocates who
represent the ratepayers are better equipped to determine the
appropriate ratemaking treatment for the individual states
than Congress can on a generic basis. After all, it is these
entities who are familiar with the particular state laws and
the particular needs of the ratepayers who foot the ultimate

cost of the ratemaking treatment chosen.

Further, it is important for Congress to remember that the
dollars generated for the Treasury remain the same no matter
what ratemaking treatment is allowed. Thus, there is no

requirement to mandate normalization treatment for the tax
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difference which results from the use of the CCRS depre-

ciation rates.

Finally, we believe the inflation-adjusted cost recovery
portion (i.e., the amount recovered over original cost) is
-not compatible with deferred income tax accounting, because
the recovery of it could result in permanent tax-to-book’
differences instead of the timing differences which result
when only the original coﬁt is being recovered. A recovery
of permanent tax differences would be in violation of gener-

ally accepted accounting principles.

Partial Deductibility of Dividends

This proposal will allow corporations to deduct up to 10% of
dividends paid to their shareholders. The proposal does not,
however, state what the appropriate ratemaking treatment

should be.

We urge the Cong;?7g to state that the appropriate ratemaking
treatment is to flow through the tax savings which are
generated to the consumers. This treatment would reflect
generally accepted accounéing principles. In lieu of this,
we urge Congress not to dictate any ratemaking treatment and
to allow the state regulatory commissions to establish the

appropriate ratemaking treatment.
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Also, we urge the Congress to consider providing for tax

deferrals for dividends reinvested in qualified dividend

’ reinvestment plans. The ERTA of 1981 contained a provision

in this regard but it is scheduled to expire at the end of
.
1985,

We note that. dividend reinvestment plans have proved very
succesétul t&r raising substantial sums of capital, and the
continued tax. deferrals for the dividends reinvested will
ulloY thﬁ; to continue.

A .

Deductions for Nuclear Power Plant Decommissioning Costs

As you. are ‘aware, a large number of major electric rate
increases have been filed across the United States due to the
complegionrof major nuclear qenerafing facilities. A part of
the fuéneaae which the consumers must bear relates to the
«‘d;commiséioning costs which will be collected during the life
.-of the plant so that it can be disposed of properly when the

plant's useful life is over. 1In other words, nuclear plants

- -have to be diamantléd, mothballed or entombed at the end of

<

their useful lifes; this is known as decommissioning.

#HCurrently, however, when ﬁhe utilities collect the decommis-
sioning funds from the ratepayers as revenues, they are
forced to pay taxes on this amount. Of course, these taxes
are then passed on to the ratepayers. This procedure causes

the ratepayers to pay almost double (based upon a 46% rate)
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for the amounts they are paying to decommission the plants.

This is sometimes referred to as the 2 for 1 effect.

We recommend giving tax-free treatment to the decommissioned
funds so that ratepayers will not be forced to pay for the
costs of the decommissioning as well as the taxes which
relate to the costs when they are collected by the
utilities. 1In other words, it is our proposal that decommis~
gioning costs be excluded from taxable income, as long as
theﬁe amounts are restricted to decommissioning use and are
maintained independently of utility general funds in such a
manner that will insure that the amounts collected andAtheir
associated earnings will be available to cover the costs of
’decommissioning. NASUCA is not recommending a particular
type of decommissioning or method of funding

- decommissioning.

Elimination of Mandatory Tax Normalization

NASUCA believes State commissions and the Federal Energy
Regulatory Commission should have the discretion to determine
whether ratepayers will pay through their electric rates only
the actual taxes currently pald by the utilities or whether
they will pay currently what may be tomorrow's taxes tor
these utilities. Proponents of a flow-through approach favor
building in only actual taxes into ratemaking, which™ is
consistent with the principle of using known data in original

cost Jjurisdictions. Proponents of normalization favor
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building in other taxes that may or may not be paid
tomorrow. Often referred to as deferred taxes, this term is
a misnomer. From an accounting standpoint a deferred item is
one incuxred currently but related to a future year. Since
there is uncertainty whether utilities will ever pay these
so-called "deferred" taxes, the term "phantom" tax has become
popularly applied. At best the term "deferred" taxes merely
refers to possible future taxes. Even if the taxes are paid;

however, normalization charges the wrong ratepayer for the

tax, as taxes are typically charged. See, €.9.,
Liberman, Normalized Taxes in Utility Rates: Giving

Credits When None are Due, 30 S.C. L. Rev., 703, 757 (1979).

Professor Liberman also sets forth several legal infirmities
of normalization. Id4., at 761-779. \
With stable, moderate growth utilities may well continue to
replace and build new generating plants. However, utilities
have not experienced the dramatic 10% growth of the 1960's
throughout the 70's nor do they- expect this level of growth
for the remaindexr of the century. Privately owned utilities
operating in South Carolina, for example, currently project
approximately 2.0-3.0% annual increases in peakload and
approximately 3.0% annual increases in energy sales over a
15-20 year time horizon. These projections are reflective of
the industry. Therefore, future accelerated depreciation on
“new equipment could be depleted by utilities through their

efforts to maintain the levels of their accumulated deferr&d
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tax reserves and might not be available “for maintaining
benefits generated during the later part of the building
period.” Liberman, supra, at 733, The present reserve
capacity status of the industry supports the possibility that ~
this crossover point is in the foreseeable future. See
Testimony of Andrew Varley, Chairman of the 1Iowa State
Commission and Chairman of the NARUC Committee on
Electricity, before the Subcommittee on Energy Conservation
and Power, House Committee on Energy and Commerce on February
7, 1984, Commissioner Varley not;ed tﬁat the electric utility
industry has reserve margins in the range of 35-40 percent
with 1983 electricity generation statistics running only
slightly ahead of 1981 levels. A 20% margin for generating
capacity is generally considered to be adequate. Liberman,

supra, at 703, n.4.

The Committee should note that prior to normalization, the
*actual tax" notion had been generally accepted. See

Galveston Electric Co..v. City of Galveston, 258 U.S. 388,

' 399-400 (1922). NASUCA contends regulated utilities do not
need a device, such as normalization, that is an aberration
from usual ratemaking practices, since regulators will still
imve their basic duty to provide a fair return to the

utilities by setting "just and reasonable" rates. Federal

Power Commission v. Hope Natural Gas Co., 320 U.,8. 591
(1944) . '
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TESTIMONY OF
JAMES W. DAMON
BEFORE THE U.8. SENATE FINANCE COMMITTEE
OCTOBER 3, 1985

Mr. Chairman and Members of the Subcommittee, I am James
W. Damon, President of the Oregon Telephone Corporation, Mount
Vernon, Oregon, submitting this testimony on behalf of the United
States felephona Association (USTA).

I am here today to speak not only on behalf of my company,
but also on behalf of the other 1400 small companies that have
legitimate concerns about the negative aeffects the new tax
proposals will have on capital formation.

My remarks will be brief and confined to four major issues,
all of which deal with capital formation. Before addressing the
tax proposal however, I believe it would be worthwhile to spend
some time on small company background.

The non-Bell companies serve approximately 60% of the
geographical United States. While local exchange service to any
area is a capital intensive business, ours is more capital
intensive than those companies that serve metropolitan America.
The capital cost to serve each new cu-tomqr in a rural) area can
run from $2,500 to $10,000 or more. .

We are in the midst of a iegulatory, technological and - —
competitive revolution. We did not seek out these changes, they

were thrust upon us. Rules that we based long term investment
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decisions upon were altered abruptly in midstream. Our competi-
tors may pick and choose-thc most profitable customers while we
are required to serve anyone who requests our service.

Faced with the information age as well as competition from
satellite, cellular and other by-pass technology, we must invest
heavily in the most modern plant available while seeing old plant
stranded and at risk because historically our depreciation livas
have always been and continue to be extended to keep rates to our
customers low.

At a time when we need more capital than ever before, we
find ourselves unable to recover the capital invested in outdated

" and obsolete plant. When we look to the caﬁital markets, we
see major U.S. corporations borrowing for massive plant
replacement; the federal government borrowing to finance it's
deficits and still other major U.S. corporations borrowing to
finance their latest multi-billion dollar acquisition. Obvioua-
ly, the result will be a high cost of money tof the smaller com-
panies, companies which now must approach lenders with no
protected revenue stream or service area and billion dollar
cémpetitor-.

To add further fuel to the fire, there have been recént
attempts to torminats the REA program - a program which made it
possible for rural companies to secure financing to pro&id.

telephone service to rural America.
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The changes contained in the idniniutration's latest tax
jproposal will alsc impact our ability to form and attract capital
- capital which is cost free to our telephone customers.

The four major areas that I will address are:

1. The Investment Tax Credit
2. Depreciation Lives

3. Normalization

4, The Recapture Tax

The President's Tax Proposal would eliminate the Investment
Tax Credit. The incentive to invest in manufactured capital
goods would be removed at a time when our economy is rapidiy
losing its manufacturing base to foreign countries. The
industries that use and supply capital goods would be adversely
affected while the service industry would be left unaffected.
Closer to home, ITC provides telephone companies with a source of
capital which under the regulatory process is cost free to the
ratepayers cf this country. The removal of the investment tax
credit would result in higher rates for. telephone service when
local telephone rates are already projected to triple. We would
ask that the ITC be continued or in the worst case, phased out
over a period of time.

The second area of concern deals with Depreciation Lives.
Earlier, I mentioned the stranded plant that efiuta today because
the time required by the several regulatory commissions to

recover the investment in an asset was too iong.
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Unreascnably long depreciation lives were tolerable when we
operated in an environment where we controlled the introduction
of new technology and the obsoleacence and retirement of old
technology. Now, however, the marketplace - competitors, users
and the rapid changes in technology ~ dictates the life of an
asset and accordingly the time required to recover the capital
invested in these assets. The lives of our facilities must be
decreased. More specifically, our equipment must be treated from
a depreciation life standpoint the same as equipment of a similar
nature used by other industries.

A case in point is the computers - digital central ottices.-
that we use to switch communications traffic. Our computers
perform the same gunction that computenf in manufacturing, data
processing and service industries perform. Parity in computer
lives must exist if the tax laws are to be applied fairly and
realistically.

In our industry, we have coined the catch phrase -~ "a minute
is a minute is a uinutg." It simply means that our minute of use
charge for the use of 6ur systems should be the iame if uses are
the same. A '

In all fairness, the same approach should be -used in
assigning the lives for our central office computers. "A
computer is a computer is a computer." We would ask that

depreciation lives be shortened and that our computerized digital

’
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central offices be assigned the same lives as computers used in
other industries. )

Normalization is a term esoteric to the utility industry.
Simply put, normalization allows utilities to use tax savings
that result from the use of accelerated depreciation over
straight line depreciation as cost free capital; that is, cost
free to our customers. The current tax code insures that.
congressional intent is protected by establishing a penalty that
is triggered when regulatory commissions attempt to deprive the
utility of the use of this capital. The penalty denies
accelerated depreciaiion in those instances where rcgulato'ry
commissions attempt to frustrate Congressional intent by
depriving companies of this benefit.

While the new tax proposal allows for normalization, it' is
not clear whether the penalty would be continued. It is our
position that unless the penalty is continued, the intent of
Congreas will be thwarted by state regulatory bodies. This was:
proven out in cCalifornia whtgo such an attempt was made.

Finally, we oppose the Windfall Recapture Tax because it is
retroactive in nature. It would work to tax investments that
were made during the years 1981 through June of 1986. ' Those
investments were made under the law that existed at that time.

To change its treatment going forward is legal, but to change
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retroactively is not only unlawful, it is unfair. For these

reasons, we oppose the recapture tax.

In summary, we would ask that you:

1.
2.

3.

Preserve the investment tax credit.

Implement realistic depreciation lives -
recognizing that a "computer is a computer is a
computer.™

Continue the penalty that applies in the cur-
rent code when flow through is used in place

of normalization. )
Oppose the recapture tax as Soinq retroactive and

unfair in nature.

Thank you for the opportunity to state and explain our

concerns. We know that there will be djfficult choices to make

in the next few months. We only ask that you weigh the impact of

your decisions on the small telephone conpanien that serve rural

America. I will try to answer any questions you may have.
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TESTIMONY TO BE OFFERED BY MIRIAM J, RAMIREZ DE FERRER MD, CHAIRPERSON OF
PUERTO RICANS IN CIVIC ACTION, TO THE SENATE FINANCE COMMITTEE REGARDING
et ey O— d—— < -

SECTION 936 DURING THE OCT. 3, 1985 HEARINGS:

MR. CHAIRMAN, HONORABLE MEMBERS OF THE FINANCE COMMITTEE, AND DISTINGUISHED

STAFF MEMBERS:

My name is Miriam J. Ramfrez de Ferrer. I am a Medical Doctor, practicing in
Puerto Rico. I am also a mother of five, a wife, and the Foundar and Chairman
of a pon-partiean Citizen's Movement called Puerto Ricans in Civic Action.
This group has organized the first grassroots citizens' Petition drive ever
held in Puerto Rico and it will reveal the strength of the statehood movement

on the island.

Our Organization collects individually signed petitions to request Congress to
admit Puerto Rico as a State of the Union. On June 18, 1985, we had the honor
of delivering 100,00 signed petitions to Congress and to the Vice-~President of
the United States, the Honorable George Bush.
\

We are making considerable progress in gathering more signatures to prove to
the President of the United States, to Congress and to the world, that the
majority of the people of Puerto Rico want statehood, The US citizens in
Puerto Rico are confident that the United States Congress, recognizing the
principles of equal rights that are noted in our Constitution, will keep the
promise they stated in a joint resolution passed by Congress in 1979, to

respect and support the freely expressed will of the people of Puerto Rico.
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We are responsible American citizens and we share your concern about the size
of our National deficit. We feel it is our duty to participate with our
-fellow citizens in making sacrifices proportionate to our means, as we have

done in the past, when we have joined hands to defend our Nation.

We know that you will have the best interest of all American citizens in mind
in the final decision you make, but it is imperative that you realize that our
present political situation is not permanent, and that we, the people of
Puerto Rico, have launched our drive for Statehood. We also understand, and
history has shown this, that statehood will bring the economic stability we
need to develop our island to face the future with confidence and dignity, the

same as the rest of our fellow citizens throughout the United States.

Our alternative solution to Section 936 is to undertake jointly with you the
process of making Puerto Rico a full participating State of the Union. We
suggest the passage of an enabling act that will include a gradual phase out
of Section 936, or any other such concessions given to us in its place, as the

other benefits of Puerto Rican Statehood would manifest itself in our economy.

Section 936 was especially created to promote employment and economic progress
in the territories. It demonstrates the good will and concern that Congress
has always shoun towards the people of Puerto Rico to insure our political and
economic stahility. Now we are ready to enter that last stage, but in oxder
to do so, we must redefine our status., The time has come f;r the people of
Puerto Rico and the United States Congress to share new responsabilities. We

are eager to accept our new responsabilities.

55-630 0 - 86 - 14
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The phase out of Section 936 could be linked to the ratio of Puerto Rico's
per capita income level relative to that of the Nation as a whole, or to
some other comparable formula. We also feel it 1s feasible to est;blieh the
wage-credit plan in the short run, perhaps in combination with 936, and then

evaluate the results of these concessions over a given period of time,

However, the benefits to the Puerto Rican economy following statehood will
be attributable to increased participation in the Federal system. Thege

benefits will include:

=~ Increased participation in public works programs on a par with other
states;

~ Full participation of the nation's agricultural programs that would
stimulate our farming sectors;

- Pullor‘gavelopunnt of our tourism industry as the rest of the nation
accepts Puerto Rico in its fold as happened in Hawaii;

~ Increased financial investment because of the stable political situation
found in full fledged states; )

-~ Intellectual efforts would be focused upon productive areas instead of
sterile debates about status;

~ Increased participation in defense and government sponsored competitive

contracts;
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We will not continue mentioning these benefits since all of you members of
this Senate Committee are well familiar with them. We respectfully, but
firmly, request that you adopt a courageous attitude to help us solve this
urgent problem and to help us open the way to a brighter future for all the

people of our United States.

s

Miriam J. Ramfrez de Ferrer
Chairperson

Puerto Ricans in Civic Action
Box 3225

Mayaguez, P.R. 00709

(809) 833-4078

P
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PUERTO RICO BANKERS ASSOCIATION

BANCO POPULAR CENTER
N SUITE 820 -
HATO REY, PUERTO RICO 00918
TELEPHONE (809) 753-0630

STATEMENT OF
HECTOR LEDESMA
i ON BEHALF OF
THE PUERTO RICO BANKERS ASSOCIATION
AND THE PRIVATE SECTOR STEERING COMMITTEE
TO PRESERVE SECTION 936
BEFORE THE
SENATE FINANCE COMMITTEE )
October 3, 1985 o
My name is Hector Ledesma. I am President of the
Banco Popular of Puerto Rico, current President of the Puerto
Rico Bankers Association, and Chairman of the Private Sactor
Steering Committee to Preserve Section 936. The Steering
Committee is a broad-based group of over 30 local community
organizations and trade associations in Puerto Rico, among them
labor unions, wholesalers, retailers, financial institutions,
manufacturers, builders, and service industries including
Lo}

accounting, engineering, and architectural firms, tourism, and
realtors. There are no Section 936 companies in this group.
We formed the Steering Committee to represent the interests of
the private sector in Puerto Rico since we are firmly convinced
that we would be as diréctly affected as Section 936 companies

by any proposals to replace or limit Section 936.
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The Presidept's Tax Proposal to the Congress for
Fairness, Growth and Simplicity dated May 29, 1985, as well as
the Summary of Tax Reform Options for Consideration by
Committee On Ways and Means prepared by the Staff of the Joint
Committee on Taxation dated September 26, 1985, propose inter
alia either the outright repeal of Section 93b or the full
taxation of one half of the qualified possession source
in&eétment income ("passive income") earned by a possession
corporation. Any one of these actions, or of the other
proposed changes in Section 936 set forth in said Summary,
would severely disrupt the island's financial system. To me,
what to do about Section 936 is the most important decision
Congress will make about Puerto Rico for a long time. I urge
you to keep in mind the profound, direct impact the
Administration's proposal will have on the 3.2 million U.S.
citizens in Puerto Rico.

I would like to comment on several aspects of both the
President's proposal and the Joint Committee staff options.
First, I wish to stress the fact that Section 936 has become
the principal economic underpinning of the Puerto Rican
economy, both in terms of employment generated and in terms of
the strength and liquidity it has provided to our financial
system. The proposals now under consideration by Congress
would produce severe dislocations upon the island's financial

system. Second, I would like to emphasize to the Committee

[
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\
what Governor Hernandez Colon has said reqarding'the central
role that Puerto Rico plays in the Caribbean Region,. and the
importance of the Governor's program to use Section 936 funds
in promoting the objectives of the Caribbean Basin Initiative.
Section 936 and the Financial System

Adverse Effects of the Pronosals on the Island's
Financial System

Congress enacted Section 936 in 1976, providing a full
credit against U.S. tax on incoﬁe from business activities and
frém qualified investments in Puerto Rico. The 1976 law also
made taxable investuent earnings of those corporations derived
from sources outside Puerto Rico. As a result of these
changes, possessions corporations began to return to Puerto
Rico funds held overseas (primarily in the Eurodollar market).
The influx of these funds alleviated the critical lack of
resources being experienced by our financial system at that
time and provided the impetus for economic growth.

These so-called Section 936 funds now account for $6.8
billion of commercial bank deposits, out of total commercial
bank deposits of $15.4 billion and for $1.1 billion of thrift
institution deposits, out of total thrift institution deposits
of $2.75 billion in Puerto Rico. These deposits currently
represent approximately 44 percent of total deposits in
commercial banks and approximately 40% of the average balance
of deposits of thrift institutions on the island. These funds
are vital to the banks' aﬁil1ty to finance new economic

activity in Puerto Rico.
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The Section 936 deposits are characterized by their
short term nature. Approximately 70% of all such deposits bear
maturities of 90 days or less; only 10% have maturities of one
year or longer. The reason for the short term nature of these
deposits is that corporate treasurers are very much risk
adverse. Uncertainty over interest rates, corporate cash needs
and future changes to Section 936 compel these corporations to
keep these funds in relatively liquid form so that they may be
repatriated to the mainland or toranywhere else in the world
with a minimum of delay.

The proposed changes in Section 936 could prompt the
massive withdrawal ot over 40% of the island's deposit base
within a very short ﬁime thereby creating serious liquidity
problems for the island's financial sector. Why would the
taxation of one half of the passive income prompt such a
withdrawal of deposits? The tax exemption on passive income
established a differential between the rates earned on Section
936 deposits or investments in Puerto Rico and the rates earned
on comparable taxable investments in the Eu;odollar market.

The combined effect of taxing one half of the passive income
and reducing the over-all federal corpcrate tax rates to 35%
will virtually eliminate the differential. With the

elimination of the differential, there will be no inducement

for corporate treasurers to keep their earnings on deposit in
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Puerto Rico; instead, they will probably prefer to seek

"safer"

investments on the mainland which will yield a comparaBle after
tax return.

Whgt effects would the rapid withdrawal of most or all
of these funds have on the island's financial system?

Tha removal of approximately 40% of the deposits ot
Puerto Rico's banking system would produce immediate and
potentially catastrophic effects. In order to compensate the
loss of deposits and reliev; the strain on their liquidity,
banks and.thrift institutions would begin a costly competition
to attract non-Section 936 funds. This intense competition
would require finaﬁcial institutions to offer much higher
interest rates on their time deposits with a resulting increase
in the cost of funds for all banks. Because of the structural
imbalance in the maturities of their assets and li?bilities,
thrift institutions would not be readily able to compete for
higher priced deposits. The potential migration of thrift
deposits to higher Paying commercial banks would severely
strain the already financially vq}nerable thrift institutions,
all of which are federally insured.

The higher cost of a reduced pool of deposits will
result in much higher interest rates being charged to bank
clients and consumers in general. The dramatic reduction in
lending rates produced by the Section 936 deposits is clearly

evidenced in a Puerto Rican government study of commercial
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‘lending rates and practices from 1975 to 1985. While in 1975
‘borrowers were paying an average of 3.467 above the prime rate,
by 1985 they were only paying an average of .59% below the
prime rate, or a 4.5% differential. This differential
represents a savings to borrowers of over $112 million per
year.

‘ Higher borrowing costs would not be the only adverse
effect of a massive withdrawal of Setion 936 deposits; the
much-reduce§ lending base would force banks to restrict lending
practices thereby effectively shutting off small and medium
size, non-936 companies from access to affordable sources of
credit. These restricted lending practices would unavoidably
lead to a further contraction of economic activity and to
higher unemployment in the sector that employs the largest\
number of persons - small business. -

Adverse Effects on Public Financing

Current Puerto Rican Treasury regulations require
banks to invest 207 of their daily monthly average of eligible
Section 936 deposits in obligations of the Puerto Rican
government or of its agencies and municipalities. Over $2
billion had been invested in these obligations as of December,
1984, substantially improving the marketability of Puerto
Rico's obligations by increasing demand and reducing their
cost. While these opligations were consistently priced to

yield interest rates substantially above the Bond Buyers Index,
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the more recent issues have been priced to yield interest rates
at or below said Index. This reduction in borrowing costs to
the Puerto Rican Treasury amounts to approximately $32 million
per year. Furthermore, this requirement has greatly enhanced
the support for Puerto Rico's $8.75 billion of public debt,
most of which is held by mainland U.S. 'investors throughout the
nation.

Current Puerto Rican Treasury regulations also require
that banks redeposit an additional ten percent of eligible
Section 936 deposi%s with the Puerto Rico Government
Development Bank. These additional resources have enabled the
Bank to inérease its earnings, reaching $48 million last year.
The strengthened financial position of the Bank has allowed it
to obtain better financing terms for pﬁblic-sector financing,
and to provide additional resources for small, promising
private ventures which are unable to obtain credit within the
island'ﬁ financial system.

Finally, outright repeal of Section 936 could vaerely
hamper Puerto Rico's credit in national markets. The loss of
‘ovgr\$100 rnillion in tollgate taxes would substantially affect
government revenues. Because many companies would leave the
island, the income of Puerto Rico's public corporations, such
as the Puerto Rico Electric Power Authority and the Puerto Rico
Water and Sewer Authority would be reduced, since the need for

their services would be reduced. Ae Section 936 companies
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closed, the related economic activity would be ;educed thus
forcing a reduction in collections of municipal business fees
and property taxes. All of these factors would weaken the
capacity for public government authorities and municipalities
to service their debt obligations thereby increasing the cost
of carrying such obligations. Future capital improvement
programs, employment and general economic activity would be
severely hampered.

Section 936 and Employment in Puerto Rico

You will hear a great deal about the jobs in Puerto
Rico that can be attributed to Secton 936. In its evaluation
of Section 936, the Treasury Department focused only on direct
employment in Section 936 companies. The members of our
Steeriné committee with operations, some of them relatively
sm#ll, in communities throughout the island have a clear
picture of the effects on our economy of the salaries and
fringe benefits paid by Section 936 companies to their Puerto
Rican employees. Even the smallest retailer can attest to the
importance that this steady, dependable volume of business has
to the overal stability of his operations. Those firms, large
and small, that supply the Section 936 companies with goods and
services can measure effectively the multiplier effect of these
sales. In evaluating the benefits of Section 936, it goes
against common sense to ignore these linkages to other jobs in

Puerto Rico. They are real -~ and virtually important to an
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economy suffering from an unemployment rate of over 22 percent,
over three times higher than the average rate in the U.S.

mainland.

Section 9236 and the Caribbean Basin Initiative (CBI)

Puerto Rico has accepted the responsibilities as well
as the benefits of its commonwealth relationsnip with the
United States. Our island is now largely integrated with the
United States in economic, political, and cultural terms; yet
we also retain a strong ethnic and cultural affinity with the
peoples and lands of the Caribbean and Central America. We are
profundly interested in contributing to the success of U.S.
policies promoting the welfare of our neighbors.

Mr. Chairman, you and members of your committee played
a key role in the successful effort to bring into being the
Caribbean Basip Initiative. The trade, aid, and tax measures
comprising the CBI form the centerpiece of U.S.Vpolicy to
promote economic growth =-- and, consequently, political
stability -=- in our region.

- You may recall that Puerto Rico supported the CBI
despite the direct threat posed by its removal of important
economic protections and advantages. The threat is real;
nevertheless, Puerto Rico seeks to contribute its own technical
expertise, skilled labor, and monetary resources to the suécess
of the CBI. Section 936 provides an essential underpinning to
this effort.
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A principal featuv-.e¢ of our program for promoting the
CBI is the fostering of "twin plants" in Puerto Rico and CBI
beneficiary countries. Puerto Rico offers significant assets
to firms contemplating investments in the region: a skilled,
educated, and productive workforce; highly developed techinical
and financial resources -- aga the tax incentive offered by
Section ¢936. Section 936 attracts investments in
capital-intensive facilities that will operate in association
with labor-intensive facilities located in CBI countries; it
also generates revenues that can be used in part to finance
projects in Puerto Rico. Governor Hernandez Colon has,
committed Puerto Rico to use $700 million of Government
Development Bank funds to stimulate "twin-plant” investments;
these funds are available because of redeposits by banks of
Section 936 earnings in the Government Development Bank. The
close proximity of the CBI nations to Puerto Rico and the
regional expertise of our business people make feasible
complementary investments to take advantage of these assets
together with the low wages and duty-free treatment available
in CBI beneficiary countries.

The possibilities of the twin-plant concept were
recognized by this Committee last year, when it approved in the
1984 Trade and Tariff Act a customs provision essential to its
success. Moreover, the business community also recognizes the

potential: 21 major corporations have committed to investments



in twin-plant facilities. As a banker, I can testify to the
investment possibilities opened in Puerto Rico as a result of
the CBI. Unfortunately, elimination of section 936 benefits
will deal a serious blow to such plans.

Mr. Chairman, Puerto Rico responded to the economic
threat posed by the CBI not by seeking special protections, but
by conceiving a means of turning that important program into
one of mutual benefit. The twin-plant concept and other
CBI~related efforts can serve as 1mportant, visible instruments
turning U.S. policy goals into practical sucesses. The demise
of Section 936, however, would deprive Puerto Rico of an
essential element of this strategy.

Thank you.
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SUMMARY
Section 936 of the U.S. Internal Revenue code has been
demonstrated to be a key element in Puerto Rico's econemic
development. Section 936 companies have contributed
basically, though not exglusively, within the sector
generally referred to as high-technology. They have played
a crucial role in the structural transformation of the
economy. As the competitive edge of labor-intensive
industries has been ercded, high-technology industries have
become the major source of employment for the Puerto Rican
labor force. The employment growth in high-technology has
more than compensated the decline in labor-intensive
1industries and their real net income has grown 10 times
faster than that of labor-intensive industries. Without
high-technology industries Puerto Rico could not have
achieved the growth rates registered by its GDP.
Labor intensive industries continue to employ a sizeable
amount of the manufacturing labor force even today; yet it
would be erroneous to think that capital-intensive

industries provide very little ,employment. In fact, they

_employ about the same numbar of workers as do

labor-intensive industries, but contribute 7/10ths of the
Island's industrial output.

Section 936 industries also provide a significant leverage
on the rest of the economy. Indirectly, they are high

generators of employment and income in the other sectors of

ftem
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the economy. Every direct job in the pharmaceutical
industry, for example, is estimated to give rise to 3.62
additional jobs elsewhere in the economy; and every million
dollar increase in its final demand can be expected to
generate $1.86 million of income in the rest of the
economy. The indirect effect on employment is much less in
labor-intenslve industries. ,

The so-called Section 936 funds on deposit in Puerto Rico's
eligible financial institutions play a significant part in
encouraging construction activities and generating
additional employment not only in the construction sector,
but also in the financial and service sector. They provide
funds for the construction of homes; they enable home
financing at lower mortgage rates; they reduce the cost of
borrowing by business and government; and they also reduce
the financing charges for a series of worthwhile consumer
needs.

Given the decisive role Section 936 corpoiations play in
the economy, the Section's repeal would result in
substantially lower levels of real income and employment in
Puerto Rico and cause overall licinq standards to decline
sharply in a region which is an integral part of the United
States. There is no doubt manufacturing operations can be
expected to relocate out of the Island. Investment would

decline; incomes and employment would be lost permanently.

Y
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Exports would be affected severely. The GNP growth rate
would decline sharply. Direct employment in Section 236
companies would be reduced at least by one-half. Given the
companies’' high employment leverage, overall employment
would decline and unemployment and migration to the U.S.
mainland would rise dramatically. Per capita incomes would
fall; Puerto Rico's economic standard as such and vis-a-vis
the United States would deteriorate seriously; economic
hardship would prevail. The damage would be irreparable.
The wage credit scheme cannot be a substitute to repair the
damage dona by the repeal of Section 936. It would be an
extremely complex and costly system to implement. It would
be too limited for many corporations to continue operating
on the Island, particularly, high technology industries, or
to attract even labor-intensive operations to the Island,
for it would not reduce labor costs sufficiently to enable
effective competition with other developing countries whera
wage costs are much lower that the after-credit cost in
Puerto Rico.

The proposed repeal of the cost sharing option of
allocating intangible income would deal a death blow to
most of the electronics as well as many pharmaceutical
companies operating on the island. It would penalize
companies engaged in exporting and would effectively
eliminate Puerto Rico's ability to attract a research and

davelopment capability to the island.
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Section 936 can bring additional prosperity to the Puerto
Rican economy by using the accumulated earnings of Section
936 companies in the promotion of private enterprise in the
Caribbean Basin through complementary operations between
Puerto Rico and the Basin countries. This shared regional
development strategy would finance crucial investment in
the Basin countries; generate employment in Puerto Rico and
in partlciéatinq countries; would expand the exports of the
Caribbean region and hence increase its foreign exchange
earnings and assist in the repayment of their foreign debt;
would get local entrepreneurs involved in economically
viable manufacturing operations in their own territories;
and would promote economic and social stability within the
_region.

No growth strategy, however well conceived, can be promoted
in an environment of uncertainty. The U.S. Treasury's
repeated attempte to alter the functioning of Section 936
and the negotiations that led to changes in the rules of
the game create a climate of utmost uncertainty which
limits the effectiveness of the program. To sustain its
economic growth, Puerto Rico must move aggressively to
attracé innovation-intensive industries which are most
appropriate to the long-term development of the igland's
resources. Elimination of a climate of uncertainty is

absolutely essential in order to attract such industries.



433

TESTIMONY
or
MANUEL BORRERO
PRESIDENT, PUERTO RICO MANUFACTURERS ASSOCIATION,
BEFORE THE
SENATE FINANCE COMMITTEE HEARINGS
REGARDING THE
IMPACT ON THE ECONOMIC DEVELOPMENT
OF PUERTO RICO
OF THE CHANGES CONTAINED
IN THE PRESIDENT'S TAX REFORM PROPOSALS
AND THE
SUMMARY OF TAX REEORM OPTIONS FOR CONSIDERATION
BY THE COMMITTEE ON WAYS & MEANS
PREPARED BY THE STAEF OF
THE JOINT COMMITTEE ON TAXATION
OCTOBER 3, 1985

My name is Manuel Borrero, President of the Puerto Rico
Manufacturers Association, whose 1,350 members represent all
sectors of the Puerto Rican economy. I am accompanied today by
Mr. Hector Jimenez-Juarbe, Executive Vic;-President of the
Association, and by Attorney Joagquin A. Marquez, counsel to the

Assogiation.
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The purpose of my testimony is to bring to you the message
from all the members of the Association that the current
income-based tax credit provision of Section 936 of the U.S.
Internal Revenue Code should be preserved as is. Its repeal
will ravage the Island's manufacturing sector. -Given the
sector's leverage and linkages within the island's economy,
repeal of Section 936 will deal Puerto Rico a devastating blow
from which it will be hard to recover. It would also hinder
the opportunity to bring growth and development teo the
economies in the Caribbean. The damage will be irreparable,
and cannot b; undone by the wage credit scheme which is
proposed as an alternative.

I. Section 936 has worked and is working.

During the three-and-a-half decades of economic
development, the manufacturing sector in Puertb Rico has
responded vigorously to the incentives offered by the I;land's
fiscal policy which was devised to complement the preferential
tax treatments granted by the U.S. Internal Revenue Code.
Because the.supply of unskilled labor was relatively abundant
and the wages were low, labor-intensive industries were the
initiators of our process of growth. However, the success of
the economic development program prompted skills to increase
and wages to rise. Institutional factors also causedAour wages
td rise. Moreover, the major export market for our goods, the

United States, began to liberalize the importation of products
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originating in foreign countries where labor costs and
regulatory requirements were much lower. Our labor-intensive
operations began to lose part of their comparative advantage
and their growth began to slow down. We began to lc¢se some of
our labor-intensive operations through relocation to other
countries. -

As a result, we began shifting our resources to new areas
of growth. The new era of capital-intensive industries
maintained our manufacturing sector on its rapid growth path
and made it the principal employer in our economy. But then,
wa faced once again a series of adverse circumstances, which
further eroded our competitive edge.

First, rapidly escalitinq petroleum prices raised the
Island's costs of production, closed the doors to high energy
consuming industries, and raised maritime shipping rates. As
you well know: maritime transportation is vital to our exports
and imports. Second, the Island's minimum wages was
automatically increased to equal rising levels on the mainland;
this further reduced whatever labor cost advantage we might
have had. To top it all, the U.S. economy went through a leng
period of stagflation followed in the early eighties by the
longest and severest economic downturn ever experienced since
World War II. These effects were equally reflected on the

Island.
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Puerto Rico overrode these obstacles by adapting to the
changing circumstances. To be sure, our light aﬁd
labor~intensive industries continued to lose the vital role
they once played in our economic progress. However, we
replaced these losses with high-technology industries which’
began to generate employment in—increasing numkers, and income
at increasing rates. By 1984, we had 584 establishments
employing 68, 444 workers produciang drugs, chemical products,
alectrical and electronic equipment, hachinery and instruments,
rubber products and plastics, and refining petroleum. These
industries represented 26% of total manufacturing T
establishments and 45% of total manufacturing employment.

If we look at the manufacturing sector's performance since
1976, we observe employment losses in many low-technology
industries, which, however, have been more than compensated by N
employment gains in high-technolegy industries. While
employment in other manufacturing subsectors fell by 12.5% from
1976 to 1984, employment in Section 936 high-technology
industries rose by 44% during the same period. Today they
employ about the same number of workers as do labor~intensive
industries. At the same time, high-technology industries have
raised their share to 70% of the Island's industrial output.
This enhanced performance is reflected in our merchandise
exports, 60% of which consist of high-technolagy products.

These industries have given a strong impetus to the Island's
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exports, which have increased at the annual rate cf 13.3% since
1976. This is a dramatic performance that few countries can
match.

There is no doudbt, therefore, that Section 936 has had a
tremendous direct impact on our Island's economy: today
Section 936 companies are estimated to employ around 90,000
workers; they generate the overwhelming part otlfur industrial
output and their products make up 60% of our merchandise
exports. The impact is not confined to the manufacturing
sector, but is spread to the rest of the economy through
intricate inter-industry linkages. These linkages account for
their high-employment and income leverage on the rest of the
economy .

It is astimated that every new job in manufacturing as such
gives rise to 2.41 jobs in the other sectors. However, the
employment multiplication coefficient of many Section 936
companies are much higher than the industry average. Every new
job in the pharmaceutical sector, for example, is estimated to
give rise to 3.62 additional jobs; in machinery production the
figure is 3.65. The island-wide spread of job opportunities
characteristic of these industries expresses their decidedly
positive contribution to the Puerto Rican economy.

The same holds for their generation of income throughout
the Island. High-technology industries pay higher average

wages than the average in manufacturing. Their high payr:'l
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volume and their greater linkage to the rest of the economy
enhances strongly the incomes of other industries and sectors.
Taking the case of the pharmaceutical industry once again:
every million dollar increase in the demand for its products
adds $1.86 million to incomes generated in other sectors.

I would, therefore bé totally justified in stating that
coupled wiéﬁ our own fiscal incentives on the Island, Section
936 has been a key element in our economic progress. Our
industries have succeeded in expanding their own employment,
output, and exports at a fast rate; they have thereby
indirectly generated employment and income in the economy as a
whole; and have been powerful instruments in the rise of the
Island's living standards.

I1. Section 236 increases the capital pool of loanable funds.

As you well know, Section 936 exempts interest income
roceived from "Qualified Possession Source Investment Income"
22 long as it does not exceed a given percentage of the
corporat}on's gross income. Such incomes, which have come to
be calle& Section 936 funds, form an important part of the
deposit base of the Island's financial institutions. As of
July 31, 1985, commercial banks had $6.8 billion of such funds
on deposit, savings and loan associations had $2.7 billion, and
brokerage houses had some $2.1 billion.

The use of 936 funds is requlated by both Puerto Riéan and

federal regulatory authorities. According to local
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regulations, 20% of the funds are to be invested in Puerto
Rican Government securities; an additional 10% must be put on
deposit at the P.R. Government Development Bank; and 7% is
consigned to construction loans, and housing and commercial
building mortgages. The remaining 63% has to be placed in
eligible loans and assets in accord with the regulations.
These could be short or long-term business financing; locans to
hou;eholds for home improvement or construction and medical
expensas; loans for commercial transportation vehicles;
education loans to students; loans to install energy-saving
equipment, etc.

By exempting from tax the interest paid on these deposits,
Section 936 has been instrumental in providing the Island's
economy with an adequate supply of loanable funds at lowe£>than
market interest rates. With a 30% share in total 936 funds,
the Puerto Rican Government has been able to meet the needs of
its Central and Local Governments, agencies, and public
corporations. Recently it has issued $220 million of Mortgage
Trust bonds to finance the construction of some 5,000 low cost
housing units per year at lower than market rates. The
activity is expected to generate 18,000 direct and indirect
jobs.

III. Section 936, maintained as it is, can help bring further

prosperity to Puerto Rico and to the Caribbean Basin.

The Government of Puerto Rico has announced an ambitious

plan to share the Section 936 funds on deposit at the
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Government Development Bank to uses that ennhance the
effectivenéss of the far-reaching program adopted by U.S.
Congress with the Carigeean Basin Recovery Act of 1983.

The Caribbean Basin Initiative is a program that aims at
promoting private sector economic development in our region
through trade concessions and limited fiscal incentives:
duty-free access to the U.S. market for most of the Basin's
products; tax credits to U.S. private investment; and assorted
technical assistance.

The shared regional development strategy proposed by the
Government of Puerto Rico makes use of part of the accumulated
funds and offers financing on favorable terms for new plants in
Puerto Rico to corporations willing to invest their own funds
in twin plants or other complementary projects in a Caribbean
or Central American country. Contingent upon the retention of
Section 936, $840 million of balances currently on deposit in
the Government Development Bank will be available at reduced
interest rates-for long-term loans to corporations starting an
integrated twin plant operation.

The complementarity between Puerto Rico and the Caribbean
is obvious. Labor costs in the Caribbean are significantly
lower than in Puerto Rico. The scheme implies setting up
processes of production according to comparative cost
advantage. Hence, processes which are more labor-intensive and

low skill requiring would be executed in the Caribbean; the
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product would be exported to Puerto Rico (United States) where
the processes requiring h}qher and more costly labor skills
would be carried out. Presently this is quite beneficial to a
great part of the Caribbean where skilled labor is not
abundant. But the complementarity need not stop at labor
césts; it could apply to various aspects of production, such as
the availability of raw material, the presence of appropriate
infrastructural facilities, etc.

Thorscheme represents a form of development assistance with
mutual benefits of economic growth, export expansion, and
employment generation. It provides financing for crucial
investment; ‘it generates employment in Puerto Rico as well as
in the participating country; it expands the exports of the
Caribbean region to the United States; it increases the
Caribbean's foreign exchange earnings and helps solve the
region's troublesome debt problem; it gets local entrepreneurs
involved in economically viable manufacturing operations in
their own Ferritor%ea; in short, it promotes economic growth
and social stability in a potentially turbulent neighboring
region. i

IV. The repeal of Section 936 will undo all that has been

achieved in Puerto Rico during the past decades.

First and foremost, manufacturing operations would relocate
out of Puerto Rico. A brief survey our Association conducted

among its members concluded that 40% of the responding U.S.



442

corporations with 936 manufacturing subsidiaries would relocate
out of the Island, and not necessarily to mainland United
States, but to foreign destinations. A large percentage of the
companies not covered by the Section indicated that they toc
would abandon the Island entirely or partially with radical
alteration in their operations.

We have a labor cost disadvantage in labor-intensive
industries vis-a-vis many other competing locations. Our labor
costs in apparel manufacturing, where epployment has k;pt
declining over the years to its presen£ level of about 30,000,
are eight times as high as in the Philiipines and five times as
high as in Haiti of Jamaica. Labor costs in fish packing are
ten times as high as in the Dominican Republic¢c. Our production
costs in electronics are almost as high as they are in the
United States and definitely higher than in Malaysia and the
Dominican Republic, mainly because our electronics industry
pays higher wages to its workers. Obviously, our labor costs
are competitive with industrialized countries, but far exceed
those in many developing countries.

Given our relative disadvantage in the high cost of labor,

our Island becomes a highly deairﬁble location for relatively

‘capital-intensive industries. Hence, our tax incentive system

combined with the duty free access to the United States and
tax-free repatriation to the mainland, justify in compensating

our Island's pre-tax cost disadvantnge.
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To take away the income based tax credit would leave very
little incentive for firms with low fixed investmentﬁigyels to
remain in Puerto ﬁico. Firms with the highest tixeévinvestment
levals cannot be expected to relocate immediately, should
Sec;i;n 936 be repealed; but they would d}sconcinue all
expansion plans and would not replace current capacity as it
became obsolete. They would move their high profit margin
products to offshore locations with more favorable tax
incentives.

As a result, investment in manufacturin& would decline;
production would be scaled back drastically; exports would
shrink, followed by permanent loss of employment and income.
It has been estimated that-in most industries exports and
employment would decline by 50% in flve‘yeara; in some the
decline could be as high as 90%. The Island's output qroﬁéh
would decline drastically. Direct employment in Section 936
companies would fall to alﬁosg half their 1985 level. Given
the companies’' high employment leverage on the economy as a
whole, overall employment would fall. Hence, uriemployment,
which currently is over 22%, would rise sh:gply; One estimate
puts the increase at 10 percentage points: »Xsta consﬁquﬁca,
real per capita income (in 1985 dollars) wbﬁ!d?fal{. "

The repeal would also shrink the cupi;gl éoﬁl accumulated .
in Puerto Rican banks. Commorci‘lvbank:'ydﬁid not only lose

936 funds, but will also find it difffcult to replace them.
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Any replacement of the lost funds would carry a higher cost and
produce a rise the interest rates. As a corcllary the cost of
money would rise throughout the economy of the Island by
perhaps 2-3 percentage points on the average. Simultaneously,
because of the Island's severely limited economic¢ growth and
decline in its general economic conditions, lending activity
cannot te sustained at its present level. Further employment
losses would occur in the financial sector adding to the
overall decline in incomes.

It is obvious that the repeal of Section 936 would cause a
serious deterioration in Puerto Rico’'s economic standards as
such and vis-a-vis the rest of the United States. While
incomes would rise 1in mainland United States, ¢ur lsland would
regress into the economic hardship from which the far-sighted
tax incentive legislation of the past rescued us.

The damage of the repeal to the economy would be
irreparable. Section 936 is crucial to any long-run solution
of the Island's unemployment and essential to its ability to
continue to share the U:S. economic prosperity. Real incomes
and employment would decline drastically and the levels of
living would decrease accordingly. The repeal would not be
fair and equi;able; nor would it encourage growth.

The repeal would also stifle the potential benefits of the
shared regional growth strategy to be financed out of the

Section 936 funds. Without the operations that would provide
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the funds for this particular pool, no impetus will exist to
set up complementary operations in Puerto Rico and the
Caribbean Basin countries. The chance for a stable and
-peaceful growth in the Region will have been missed.

V. The wage credit scheme cannot be the substjtute of Section

936 nor can it repair the damage Section 946's repeal

would cause.

As proposed, the wage credit would be 60% of the Federal
minimum wage paid to employees of establishments engaged in
manufacturing, plus 20% of such wages paid above the Federal
minimum, subject to an overall wage cap per employee of four
times the Federal minimum.

Leaving aside the accounting and administrative
complexities the scheme would introduce, the reduction in labor
costs it proposes is much too limited for many corporations to
continue operating on the Island or to attract labor-intensive
industries to the Island. [ have already mentioned the labor
cost differentials between Puerto Rico and other competing
areas in the manufacture of a number of items. The wage credit
remuneration is far higher than the cost of labor in competing
countries like Haiti, Costa Rica, Panama, Taiwan, Hong Kong,
and South Korea.

It would be presumptucus to expect the present wage levels
to \e'rovqrsed to their low prior levels. 'They are the outcome

of developments on separate arenas, one of which is Federal

55-630 0 7 86 ~ 15
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labor legislation and the other, the structural transformation
in our manufacturing towards higher remuneration. It would be
just as presumptuous to expect that wage costs in competing
locations will have caught up wi;h the levels in Puerto Rico in
a reasonably short time to eliminate all danger of competition.
The wage credit scheme cannot possibly be an instrument of
growth ana development for the Island. If anything, it will
put Puerto Rico into the strait jacket of having to rely solely
on labor-intensive industries, which, given the institutional
arrangements that determine the level of wnqe; on the Island
and the limits of the wage credit scheme, would mean the loss
of industries to other areas more favorable to investment,
hence economic decline rather than growth. At the same time,
the shift from Section 936 to the wage credit scheme would deny
Puerto Rico the technological development and modernization
that came to be achieved under Section 936 ahd that can
continue with it, since such developments take place in
relatively more capital utilizing industries. Therefore,
Puerto Rico would lose on both counts and the 5praad of living
standards between Puerto Rico and the United States would widen.
Changes in world markets and in Puerto Rico's own economic
structure, molded as it is by its integration into the United
States economy, leave no alternative but to press on with
manufacturing operations that embody high technology levels. A
wage credit scheme is not the means by which to achieve this

aim.
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V1. Section 936 must be preserved as is.

The Summary of Tax Reform Option for Consideration by

Committee on Ways and Means prepared recently by the staff of

the Joint Committee on Taxation has supported the preservation
of Section 936 subject to two modifications. The first relates
to the method of allocating income from intangibie property
among the mainland corporations and their manufacturing
subsidiaries on the [sland; the othe; limits the exemption for
pas3ive income. Both seek to increase the U.S. corporate tax
liability related to manufacturing activities in Puerto Riéo;
neither is a realistic alternative to Section 936, since they
both cause substantial reductions of employment and economic
contraction on the Island.

The Joint Committee proposes to repeal the cost sharing
method of determining the income covered by the Section 956
credit. This method was enacted three years ago and works as
follows.

In computing the income covered by the Section 936 credit,
a Section 936 company can earn a full return on the intangibles
involvaed in manufacturing the product. It may also claim a
full rafund with respect to marketing intangibles if these are
developed solely, and owned, by the Section 936 company in
Puerto Rico or if the dltimate consumption of the precduct takes
place in.Puerto Rico. To use the cost sharing method the
company must pay its share of the research and development cost

incurred by its affiliated group.
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The alternatives to the cost sharing method are the cost
plus method and the profit split method. In the former, the
Section 936 credit applies to profit of no more than 30% of the
manufacturing costs incurred. In the latter, the credit
applies to 50% of the profit from the product (including
manufacturing and marketing intangibles); the Section 936
company is then charged with its share of ongoing research and
development costs in an amount no less than 50% of what would
have been its cost sharing payment.

The advantages of the cost sharing method and the reasons
why it is attractive to many companies are the following:

1.- Under this method, a Section 936 company is subject to
the general intercompany pricing rules (except with
respect to manufacturing intangibles which are
allocated to the Section 936 company in exchange for
the cost-sharing paymenf) provided in Section 482
which determine the profit properly attributable to
the operations conducted in Puerto Rico. The

" operation of these rules motivate Section 936
companies to integrate their opérations in Puerto Rico
and thereby generate additional employment locally.

2. The cost-sharing rules allow a Section 936 company to

claim ownership of intangibles developed in Puerto
Rico and allow a credit against the cost-sharing

payment for the cost of product area research paid

k)
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solely by the Section 936 company. This rule
stimulates the transfer of research and development
functions to Puerto Rico and the transfer of functions
related to the development of marketing intangibles.
The cost plus and profit split methods are in many
cases too res:rxctlﬁ: and inflexible for determining a
reasonable profit allocable to the manufacturing
operations conducted in Puerto Rico. For Eany
companies, these methods may not generate a sufficient
tax incentive to locate their operations in Puerto
Rico.

The cost-sharing method is not arbitrary. Under it,
an electing Section 936 company 1s required to make
annual payments to the members of the affiliated group
in connection with the research conducted by them with
respect to the same product area as that in which the
Section 936 company conducts its activities. In
exchange for such payments, the 935 company is treated
as the owner of the intangibles associated with the
production of the possession products, such as
patents, formulae, processes or knqy-how, and is
allowed a return therefrom. By sharing in the costs
incurred in the product area research, the Section 936
company is paying for the intangible it uses in the

manufacture of its products.
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S. If Section 936 companies are not allowed to use the
cost-sharing method to determine their creditable
1n;;;;j‘:gey would be, in effect, at a more
disaévantaqeous position than their foreign
counterparts. An Ireland affiliate which does not
employ U.S. citizens and whose profits serve to
increase the U.S. trade deficit, is able under the 482
regulations to enter into a cost-sharing agreement
with other affiliates for the development of
intangibles. In exchange for its share of the costs
assoc¢iated with the development of the intangible, it
will receive an interest in such intangible, enabling
it to derive a return therefrom. Under certain
circumstances, the above situation could result in a
disincentive for locating manufacturing operations in .
Puerto Rico, transferring much needed jobs to foreign
jurisdictions. -

Many 936 companies, even those not in the high-technology

group, such as textiles, have opted for cost sharing, even
though they do not have significant intangibles. They have
found cost plus much too limiting. Companies in the field of
electronics, with little or no marketing intangibles, have also
opted for cost sharing, because they have found the profit
split inappropriate when operations 'rely on the price and
-quality of the products rather than trade names or marketing

intangibles. ‘
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Repeal of the cost sharing option will also deny Puerto
Rico the possibility of attracting research and development
activities to the Island by elimiﬁatinq a powerful incentive
for companies to conduct sucﬂ‘aCCivities there. This would be
a cruel blow to the hopes and aspirations of many recent
graduates in the natural or physical sciences-who eagerly await
the opporéunxty to employ their skills and knowledge in new
laboratories to be set up by companies electing tie cost
sharing option. -

Hente, the repeal of cost sharing may do more damage than
good, for it would take away the incentive to do business in
Puerto Rico both from labor incentive industries as well as
high~technology industries, the very ones which directly or
indirectly bring great economic berefits to the Island.

Taxing the interest income received on Section 936 deposits
with Puerto Rico's financial institutions wouid similarly have
adverse effeéts on the Island's industrialization and growth
process, for 1t would limit the pool of funds available for a
series of investment and construction loans, not to mention
their use for the improvement in homeowning equity, human
capital formation, and other standard of living-raising
purpeoses. ! have already referred to these benefits; they

would all be drastically reduced.
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VII. Summary and Conclusions s

I shculd like to end my testimony by stressing once again

that our Island's continuing industrial development hinges upon
the maintenance of the favorable economic climate currently
available to potential investors. Our past experience is the
best evidence of how successful we have been in promcting our
industrial development. To csntinue this success we must be
able to demonstrate to poteitial investors that there is a high
degree of“corcainty that the current favorable conditions will
be maintainad for the forseeable future.

It is impossible :o promote any growth strategy in an
environment of uncertainty. Entrepencurs must rely on a steady
flow of materials and inputs, must count on reliable factors of
production, must be reasonably sure of the marketability of
their products, of deriving the benefits of their operation, of
the continuity and the certainty of the rules of the game which
prascribe the ingtitutional and social climate within which
they are to operate. Beginning with the negotiations that led
to the TEFRA amendments to Section 936 in 1982, the climate of
continuity and certainty of the rules of the game has been
erodec. and undermined in Pucrin Rico. The introduction of this
element of uncertainty has adversely affected investment
dacisions by Section 936 companies and other companies which

May have been attracted to Puerto Rico.
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Today, our eccnomic horizons atre cloudy once again. Ho'are
unable to tell the investors what to expect with respect to the
tax rules that govern our manufacturina operations. As a
result, we are experiencing difficulties in our manufacturing
sector. Since December 1984, employment in plants promoted by
the Economic Development Administr&fion has been declining at
an increasing rate over its levels il the same months of the
previous year. Granted, one factor alone cannot be held
responsible for the performance of our manufacturing sector,
especially when adverse developments in the U.S. economy such
as the high exchange rate of the dollar, also take their toll
on our operations. However, it cannot be denied that the
uncertainty surrounding the Section 936 issue adds to the
aggravation caused by the already existing adverse c@nditions.

To sustain our economic growth, we must move aggressively
in attracting technology, design, and marketing intensive
industries which promise long term development' potential for
our people. To achieve this goal, we must offer such
industries a climate of certainty that current rules will not
soon be changed. On behalf of all manufacturers of Puerto
Rico, I ask, therefore, that Section 936 be left unchanged, so
that altogether we may be able to continue to show to the world
that our Island is still the showcase of growth and development.

Thank you.
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STATEMENT OF THE SOUTHERN ELECTRIC SYSTEM
TO THE COMMITTEE ON FINANCE

October 1, 1985

The Southern Company is the parent company of four operating
electric utility companies. The operating companies are Alabama Power
Company, éeorgi a Power Company, Gulf Power Company and Mississippi Power
Company. Together these four operating companies are 17nfom1 1y referred
to as the “Southern electric system” and, on a combined basis, serve over
-2.8 mi11ion retail customers in a 120,000 square mile area consisting of
the major portion of Georgia, central and southern Alabama, northwest
Florida ind southeast Mississippi. “These four companies have a total
generating capacity of 28,593 megawatts and currently have under
_construction a total of 4,970 megawatts of new capacity.

The Southern electric system supports the need to reform and
;inp‘lify the tax laws to achieve equitable taxation., However, we do not
believe that capital formation incentives are expendable items in this
process. Capital formation incentives are a vital source of capital to
the Southern electric system and other capital intensive industries in
the United States. The existing tax depreciation system and the
investment tax credit have provided critically needed ‘nterhil cash flow
to the Southern electric system, and are the most notable capital
formation incentives for electric utilfties. Before repealing any
capital formation incentive, we urge Congress to consider carefully the
impact that such repeal would have with respect to economic growth, jobs,
and international competition,
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Because the President's proposal retains one of two vital capital
formatfon incentives to the Southern electric system, we support his
proposal, The President's proposal would repeal the investment tax
credit, but would retain a favorable tax depreciation system - the
capital cost recovery system (CCRS). It is our view that any further
erosion of capital formation incentives which are presently contained in
the President’s proposal would produce a tax reform proposal which could
not be supported by us and many other capital intensive businesses.

‘The main features of the President's proposal that would impact
the Southern electric system are as follows:

(1) the corporate income tax rate would be reduced to 33% from

46%; .

(2) a new system of tax depreciation would be provided - the

capital cost recovery system; and

(3) the investment tax credit would be repealed.

Notwithstanding‘ the repeal bf the investment tax credit, the
corporate tax rate reduction from 46% to 33% in conjunction with the
probosed CCRS tax depreciation system would benefit our customers by
reducing the cost of electricity (about 5% for the period 1986-1996). If
the benefits to electric utilities under the proposed CCRS tax
depreciation system are materially reduced by an amendment to the
President's proposal, the cost of electricity to our customers would
increase rather than decrease. In this case we could not support such an

amended proposal ..
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The fact that the Southern electric system supports the

-President's proposal as now stated does not mean that the Southern
electric system would not be adversely impacted. Under the President’s
proposal, internal cash flow to the Southern electric system would be
reduced by about $1.5 bil1fon through the year 1995 and by about $5.1
bi1lion by the end of the year 2000. This is a large price to pay for
reform-and simplification. The largest contributor to the reduction ih
cash flow is the repeal of the investment tax credii:.

The Southern electric system {s Tocated in an area (Southeastern
United States) that is part of the so-called “Sun Belt" which has been
projected by many to have the greatest economic growth in the nation.' In
order to provide an adequate supply of electricity tq.gt.ne expanding
economy of the Southeast, the Southern electric systieif has projected that
it will require for the period, 1985-1995, about $4.0 billion of
additional debt and equity capital 1n. order to finance needed electriéﬂ
facﬂities.l/ The Yoss of internal cash -fiow under the President's
proposal would increase the requirement .for ad;ﬂt‘ldna'l debt and equity
capital to about $5.5 billion, or a 38}:;1ncrqase; An increase of 38% 1.!1
capital requirements, obviously, pr'oducé‘s ‘ar_ éfeat‘ impediment in neeting‘._ )
the future demand for electricity in the sdu};héa'ktern United States. Any

Yunite the Southern electric system is pursuing conservation, load
management, solar technology, and cogeneration projects, 1t is ".ppasent
that, in the long run, these resources will not completely reriace the
need for Targer central statfon power plants in order to mee’ the demand
for electricity in the late 1990°'s,
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further erosion of capital formation incentives would compound this
impediment. )

Ne urgi Congress to review careful}ly the vital need for capital
- formation incentives, and to retain intact the proposed CCRS tax
depreciation system which is included in the President's package.

Set forth below are our specific recommendations regarding certain

provisions of the President's proposal. -

The Southern electric system supports the concept in CCRS which
would give equal treatment relative to investment incentives for all
assets for all industries. This concept is consistent with the theme in
the President's proposal which {s intended to create a “level playing
field" forAa‘Il investments for all taxpayers.

Although historically tax incentives for investment have been
biased against public utility property, there is no economic or other
reason that justifies excluding regulated industries from federal
programs to stimulate investment, The tax law should not be used to make
the capital cost of goods produced by a regulated firm arbitrarily higher
than that of goods produced by an unregulated firm. To the extent that
investment incentives continue to exist, the public utility industry
should be granted complete and equal access to them,

To provide a neutral investment incentive in the CCRS tax
depreciation system, the President's proposal sets depreciation rates and
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recovery periods to produce an effective tax rate of 18% on the income
from new investments in all types of machinery and equipment. Based on
recent studies for the electric utility industry, the real effective tax
rate on the income from new investment in utility property undgr CCRS
would be about 22% - 24%. Al though this {s above the President's target
rate of 18%, the difference or bias is much less than the bias that has

existed in prior years.

Normalization

The benefits to the electric utility industry under CCRS would
contribute to capital formation only if such benefits are normalized
consistent with rules in.exi sting 1aw and in the President's proposal.
Normalization would allow the Southern electric system to compete on a
more level playing field in the capital markets and with other providers
of energy. Normalization therefore should be treated as part of the
concept of investment neutrality. '

HeM »ar’ewp]easgd that the President's proposal recognizes the need
for normalization provisions similar to those in present law. -
Normalization should ?e required for the tax effect of the timing
differences between C(;Rs deﬁreciation without inflation adjustments and
straight-line depreciation of the tax basis of property. Should these
normalization requirements be violated, use of CCRS depreciation should
not be permitted. Such rules would assure a sharing between a utility's

shareholders and customérs of the benefits of CCRS.
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Investment Tax Credit

The repeal of the investment tax credit would be particularly

ﬁtportant source of capital to help finance the construction of needed
electric generation, transmission, and distribution facilities. The loss
of the credit would require significant increases in external financing.

Several aspects related to the repeal of the crgdit need to be
addressed. Our major concerns are the absence of tr#nsitioaal provisions
and the regulatory treatment of unamortized credits.

As drafted, the proposals would repeal the investment tax credit
for any property placed in service on or after January 1, 1986. However,
the President's proposal anticipates that Congress will provide
reasonable and appropriate transitional rules with respect to the
investment tax credit. To change the rules in midstream by failing to
provide reasonable and appropriate transitional rules would be unfair
because 1t would result in the elimination of a substantial source of
financing for multi-bil11on dollar projects that were entered into, and
for which funds have been committed, in relfance on current law.

Transitional rules similar to those, when the investment tax
credit was repealed in 1969, should be provided. Specifically, the
*binding contract® rule should be adopted. This rule would allow
investment tax credits to be claimed on all property for which binding
contracts were entered into before the effective repeal date. These
transitional rules should apply whether or not the investment tax credits
have been taken on qualified progress expenditures during construction,
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If the fnvestment tax credit 1s repealed, there should be a
continuing nomliza'tion requirement. for credits of regulated companiei.
There should be a penalty for a violation of the terms under which the
credit was initially permitted. The peialty should be sufficientiy
severe to be a deterrené to such violations, For example, a two-part
penalty in the event of a violation of section 46(f) of the Code could be
provided. The first part of the sanction should be a disallowance of the
investment tax credft for all "open" taxable years (if any) in which th;
credit was taken under the law then in effect. The second part of the
penalty should be the recapture of the remaining unamortized balance of
investment tax credits to the extent such amounts are attributable to
property subject to section 46(f) of the Code. The recapture under the
second part of the sanction should occur as of January 1 of the taxable
year of the violation. '

The continued sharing of the investment tax credit between
cust mers and shareholders would reflect the intent of- Congress in

enacting the credit.

Capitalization of Construction Period Interest

The Southern electric system is concerned with the netho& in the
President's proposal for capitalizing construction perjod interest and
other construction overhead costs. According to the President's
proposal, construction-period interest would be defined to include any

interest expense of a taxpayer that could be avoided {if cor;truction




‘}I;,L

462

expenditures were used to repay indebtedness. This incorrectly assumes
that 100% of construction is financed by means of borrowed funds. While
this assumption may or may not be true with respect to nonregulated
businesses, 1t can be stated without equivocation that this is not true ‘
for regulated electric utilities,

The regulatory accounting rules of many jurisdictions already
require full or partial capitalization of financing costs on projects
involving significant const}uction periods or costs. These rules
recognize that both debt and equity capital is required to finance
cénstruction. We urge that the tax rules recognize that debt and equity
is required to finance construction projects. Thus, only a portion of a
construction project would be subject to the capitalization rules. That
is, only 1nterest; which is related to the portion of the construction
project which is financed with debt; would be capitalized.

We also urge that a “deminimus rule" be included for small-dollar

projects and short-duration construction period projects.

Employee Benefits

The President's proposals that deal with employee benefits are a
major concern to the Southern electric system and our employees. We
believe ihat some aspects of the proposals would so hamﬁer efforts of
both employers and employees to provide for adequate retirement funds
that sufficient retirement {ncome would become less attainable through

private plans and the burden on government could increase significantly.
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~
The problems our nation has experienced with. the Social Security system
clearly indicate that increased reliance on the government sector 1s not
desirable.

The proposed annual $8,000 cap on the amount of an employeg‘s
contribution to a qualified cash or deferred arrangement is
unrealistically low for many employees. Any cap should be expressed as a
perqentage of income to provide all employees an equal opportunity to
have supplemental retirement income in proportion to their earnings. The
inclusion of any IRA contribution in arriving at a cap would be
unworkable when applied at the employer level.

Excise tax penalties on benefits paid under qualified retirement
plans prior to attaining age 59-1/2 in many instances would deter
employees from retiring at an earlier age in accordance with existing
plan rules. Equity dictates that excise taxes not apply to any payment
f;om a quaiified plan by reason of retirement at any age.

The ten-year averaging tax calculation for lump-sum distributions
has encouraged many employees to set aside funds for retirement and
should be retained.

The existence of employer-provided health insurance is an example
of a privately sponsored program that decreases the dependence upon
governmental assistance for providing health care., We believe that
imposition of the income’ tax on -employer-provided health insurance
premiums may discourage employees from participating 1n such programs and

would establish a dangerous precedent.
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85-4

Policy Positicn Regarding
THE IMPORTANCE OF SECTION 936 TO THE SOUTH AND THE NATION
Submitted by: Governor Bob Graham, Florida

Adopted at the 1985 Annual Meeting of
The Southern Governors' Association
Septembcr 10,1985

The U.S. has recognized that the Caribbean is an important area
of the world by enacting the Caribbean Basin Initiative (CBI). Special
trade and tax advantages have now become law in order to encourage
the private sector, spur economic development, and to help insure
political stability of eligible Caribbean countries.

That same idea has been embodied in the nation's tax code for
over fifty years for American citizens living in Puerto Rico. This
provision, Section 936 of the Internal Revenue Code, which provides
a tax credit for income earned in Puerto Rico, is responsible for
encouraging U.S. firms to locate in Puerto Rico, spurring the
island's economic development, and aiding in the continuance of
political stability.

There are great parallels between the economic history of
Puerto Rico and that of the South as a whole. The changes wrought
over the past quarter century have turned both from rural, labor
intensive agricultural areas into urban, high technology centers.
Because of proximity, the two-way trade between Puerto Rico and the
Southern states has resulted in jobs and income in both locations.
Ultimately, this translates into benefits for the nation.

The current tax reform plan proposes to alter Section 936 in
such a wvay as to discourage continuad investment in Puerto Rico.
Coming at a time of budget retrenchment, this proposal will further
harm Puerto Rico, and by extension the South and the rest of the
nation. It would present the perplexing problem of having the
federal government extending benefits to Caribbean nations while
reducing benefits to a part of America in the same geographic area.
Finally, the proposed change would make difficult Puerto Rico's own
initiative to use 936 monies as a special loan fund for CBI twin-
plant manufacturing, with part of the work taking place in Puerto
Rico and part in the individual beneficiary country.

Therefore, be it resolved that the Southern Governors'
Association opposes any change in the current language of Section
936 of the federal tax code.
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Position Statement of
Wiliam T. Esrey
President and Chief Bxecutive Officer
United Telecommunications, Inc.

My name is Willlam T. Esrey. I am President and Chief Executive Officer of
United Telecommunications, Inc. (United Telecom), a Kansas based
telscommunications holding company.

United Telecommunications, Inc. strongly supports deficit reduction, fairness
in our tax law, and a tax code which supports economic growth. However,
we believe that current tax reform proposals would seriously handicap
American budneu and thereby threaten our fragile economic recovery.

Thus, these proposals would disserve a majoi goal of tax reform. .

United Telecom has begun constructing a $2 billion nationwide
dlgitd-switched fiber ppﬂc network which, when completed in 1988, will
bring superior quality integrated voice, data and video communications
services to every community in the nation.

Construction of this project commenced on the assumption that the
Investment Tax Credit/Accelerated Cost Recovéry Systemr UTCIACRS)
aspects of our current tax code would continue. Loss of these provisions
would jeopardize thousands pf jobs and construction contracts. Continuation
of these projects would produce substantial tax revenues for the U.S.
Treasury. Completion of these projecti would also bring to Americans
enhanced services at lower cost, thus improving America's productivity and

enabling us to compete more effectively in the world economy.
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United Telecom is particularly concerned about the current Tax Reform
proposals’ drastic curtailment of capital formation incentives through the
elimination of the ITC and the adverse changes in the ACRS depreciation
rules. The ITC and current ACRS rules place American business at roughly
the middle of u'xch incentives r_ouﬂvo to our major foreign competitors.

The ITC in particular has been an effective stimulant to productivity-
ox;hancing capital formation in the United States. In the case of United
Telecom, its elimination would make uheconomic some of our current
conatrucﬂoni projects. This is undoubtedly true for many other American
businesses whose investment proiecta would benefit our economy.

If the ITC is to be eliminated, however, we belleve that gradual transition s
‘rules are critical. In general, we believe there is a compelling need for a
reasonable transition period in implementing any major tax reform.

United Telscom also is concerned about the excess depreciation recapture
(the so-called "windfall" or "penalty") payment provision. This provision is

retroactive and unfairly burdensome for capital intensive companies.

United Telecom's more detailed positions on various provisions of the Tax

Reform proposals are as follows:

1. ITC/ACRS AND LOWER CORPORATE MARGINAL TAX RATES

If the ITC ia to be repealed, we suggest that at a minimum there
be a provision grandfathering qualified master projects or qualified
in-progress projects for ITC treatment pending completion of such
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projects. This would aignlﬂca.ntly minimize the disruptive impact of
such a major change in our tax structure. Another responsible
alternative would be a two-year transition period during which
ITC/ACRS would be iargoly preserved until significantly lower
marginal tax rates are phased in effective in 1988.

2. ACRS* (Current)/RCRS* (Treas. I)/CCRS*/Jt. Tax Options*

We generally find the CCRS proposal more appropriate in the

oversall context of tax reform than RCRS (or the even lesa
_reasonable Joint Tax Committee staff options), in part because of

the essential indexing feature.

v

Nonetheless, specific cla:!ncationu and improvements in CCRS have
been sought by United Telecom, United States Telephone
Association (USTA) and others. For cxample, computerized central
office equipment, which today is five year recovery property.
should more properly have been categorized under CCRS class 2
(five year recovery property, e.g., computer equipment) rather
than the slower depreciation class 4 (seven year recovery). This
has been recommended in the option proposed by ihe Joint Tax
Committee staff in its spreadsheet relaased’ on Sepgombnr 26, 1085.
However, outside telephone plant equipment (currently rfifteen year
property) is proposed at thirty years by the Joint Committee staff,
while the President's proposal woulél classify such property at ten
years. So, fiber optic electronics, a rapidly changing new
technology, would ‘be designated as ten year property in one

Y Accelerated Cost Recovery System/Real Cost ftecovery System/Capital
Cost Recovery System/Joint Committee on Tax Staff Options
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proposal and thirty year property in another. The fiber optic
industry, while relatively new, is ulrudy._ugmgplng ‘significant
technological change. Its. rate of obsolescence- is: upl'd and,
therefore, its rate of depredatﬂon should realistically be shorter, as
under the President's proposal, not longer as the staff of the Joint .
Tax C'ommittee proposes.

Excess Depreciation Recapture
The so-called windfall tax (or what more_accurately should be called

the "excess" depreciation recapture tax) should not be adopted by
Congress because its retroactive feature is unfair, complex, and

" discriminates heavily agﬁnst capital intensive businesses such as

communications industry companies.. This provision would penalize
United Telecom and its subsidiary cﬁmpaniesl*rmpayen for
investing in new equipment from 1980 through- 1985 Consequently,
we strongly oppose this proposal.

Perhaps even more important, the retroactive taking away of tax
incentives (depreciation deductions) upon which businesses relied in
making major investménts (which stimulated our economy), would
set an adverse precedent with &amt to Government credibility in
tax matters, hivlng potentially negative consequences on future

investment decisions.
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Normalization -

Normalization rules for regulated utilities under CCRS should, as
proposed, continue to be comparable to those under ACRS. In
addition, normalization rules should be retained for the unamortized
portion of ITC allowed to regulated public utilities. Under these
rules .:ux-benoﬂta would be used to reduce utility rates over the
useful life of the assets. Therefore, future ratepayers would not
be disadvantaged by artificially lower rates for today's ratepayers.
However, there are several technical, but very important,
normalization issues raised or not resolved by the President's Tax
Proposals (PTP).

The following are our recommendations to deal with these important

issues:

a. Under the PTP, neither of the components® of the annual
depreciation expenses allowed under the new CCRS depreciation
system should be flowed through immediately to ratepayers.

b. For purposé_a of the lTé. the penalty clause** provided under
present law must be extended and modified -to require the
recapture Qf. unamortized ITC in the event that a Pub'lic Utility

+ Commission requires a flow through of unamortized ITC in

post-repeal years.

The two oomponénts are the cost bases of the asset, and the inflation

additive.

The clause provides for loss of the entire ITC for tax
purposes due to improper ratemaking treatment.

B
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c. The PTP should provide that established deferred tax reserves
must be drawn down from the present 46% tax rate to the new
tax rate (e.g., 33%) over the book life of the asset.

Capital formation incentives should be utiized to encourage investments in
cap!til and not"provide immediate reduction in utility rates. Normalization
ensures that the investment incentives are properly shared between the
company and i;pth current and future ratepayers. Notably, utility companies
that normalize are viewed by the capital markets as more financially stable

and, consequently, their costs of capital usually are lower.

Changes in our tax structure, under the banner of expediency, must not be
allowed to aggravate our deficit, to jeopardize jobs, to stagnate our
economy, or to make us even more vulnerab}e to international competition.
In closing, we at United Telecommunications urge you to consider carefully
the need for a continued capital formation tax structure at least comparable
to the average provided in other industrialized nations. To the extent
revisions are made, drastic changes need to be avoided and provisions made

for a fair and orderly transition to any new Tax Code.

Thank you.

William T. Esrey

- 0O



